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Foreword

Today, the primary challenge facing policymakersin the economies of theMiddle
East and North Africa is improving the region’s growth performance. During the
1990s, real per capita GDP growth was modest at best and growing pressures for
employment and improvement in social conditions emanate from ayoung and rapidly
growing labour force.

There is agrowing awareness among policymakers at large, that opennessto the
global economy can be an effective policy instrument for accelerating growth
performance. Recent empirical studies suggest that increasing the ratio of trade to
GDP by one percentage point raises per capitaincome by between one-half and 2 per
cent through the improved use of domestic resources, imports of goods and services at
lower costs, enhanced competitiveness of domestic firms and the spread of ideas and
technologies.

However, rising integration with the global economy entails both opportunities
and risks. The transformation of employment relationships, divisions between
international trade and social norms and the pressures brought to bear on national
governments in maintaining domestic cohesion will be inevitable. These emerging
realities, together with traditional investor perceptions, place apremium on maintaining
a “good” regional neighbourhood characterised by policymaking dynamic that is
complementary and forward-looking as well-integrated goods and factor markets.
Governments can and should collaborate in designing flexible policies to anticipate
these pressures through synergiesin policy goals combined with region-wide physical
and human capital networks and partnerships for action.

One promising trend in the direction of creating dynamic regional partnerships
is due to the proliferation of free trade agreements between states in the Middle East
and North Africa and the European Union since 1993, together with renewed efforts
to liberalise trade at the intra-regional level through the Greater Arab Free Trade Area
initiated in 1997. These agreements represent an important first step towards enhancing
integration with the global economy while maximising regional interconnectednessin
physical and institutional infrastructure and complementarities in energy, agriculture,
manufacturing and human capital.



To improve the understanding of and potential achievement of dynamic gains
from these regional trade initiatives, the World Bank, the Economic Research Forum
for the Arab Countries, Iran and Turkey (ERF), and the OECD Development Centre
jointly sponsored a conference on the dynamic aspects of the Euro Med and Arab
regional trade initiatives in Cairo, February 1999. This volume summarises analysis
and conclusions presented at the conference from academics, policymakers and
practitioners both from within and outside the region. As such, it makes an important
contribution to enriching the policy debate on the dynamic benefits of regionalism
among developing countries and emerging markets.

Itisour fervent hopethat prosperity and abetter quality of life become pervasive
in aregion of the world which is integral to our global cultural heritage and human
devel opment. Thisvolume represents our continuing effortsto promote policy dialogue
and to build local research capacity on issues of vital importance to the future of the
economies in the Middle East and North Africa region. Our sincerest thanks to all
who participated in this successful effort.

Kemal Dervis Jorge Braga de Macedo HebaHandoussa
Former Vice President President Managing Director
Middle East and North ~ OECD Development Centre  Economic Research Forum

Africa Region for the Arab Countries,

World Bank Iran and Turkey
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Preface

Multilateral trade initiatives in parallel with “open” regional integration around
the European Union and in the Americas have the potential to lead to higher economic
growth dueto freer tradein goods, services and assets between devel oped and devel oping
countries. The Euro-Mediterranean arrangements, which include Turkey, a founding
OECD Member, should allow for “deeper” forms of integration, such as the
harmonisation of customs procedures. To that extent, competitiveness may improve,
dampening potential hub-and-spoke effects. Greater overall cohesion may also occur
as aresult of shared political, economic and social values.

Moreover, the Euro-M editerranean Partnership Agreementsal so haveimplications
for Arab regional trade integration, raising new issues in the political economy of
venuesfor co-operation and development. To thisend, the dynamics of open regionalism,
the expansion of domestic markets due to increased foreign direct investment and
monetary stability, and the optimal mix of regional trade agreements for the Middle
East and North Africa countries are the new issues examined in this volume.

The North African countries included in the present study are also individually
reviewed in the African Economic Outlook, a comprehensive analysis of African
economic prospectsto be published early in 2002 by theAfrican Development Bank and
the OECD Development Centre. Other work at the Centre has suggested that the European
experience with multilateral surveillance could be adapted to developing countries.
For example, European monetary integration can provide additional choices for
exchange-rate regimes beyond the “fast fix” and the “pure float”, as argued in our
recent study, Don't Fix, Don't Float. The present book thuswell fitsinto the overarching
theme of globalisation and governance, which has guided Devel opment Centre activities
over the last two years.

Several people contributed to the successful preparation of thisbook but | would
particularly like to thank Akiko Suwa-Eisenmann and Hana Al-Sagban for their
invaluable work on the design and organisation of the 1999 Cairo conference.

Asthis book goes to press, the international order based on negotiation is under
threat. Poverty reduction through economic growth is now a more urgent shared
objective: in negotiating free trade agreements the EU must strive to make them as
equitable as possible; in implementing them, partner countries must guide reform
efforts to ensure their efficiency.



Inthe period since he signed the Foreword, Kemal Dervishas becomethe Turkish
Minister of the Economy. The reforms heis carrying out will provide valuable |essons
for integration policies and options discussed in this volume.

| presented the new issues addressed in this volume to the annual conference of
the Mediterranean Commission of the European League for Economic Cooperation,
held in Palma de Mallorca on 20th October 2001. What started on the Nile travelled
well to the northwestern isles. This successful Mediterranean journey demonstrates
flexibility and responsivenessto new challenges, which have, after al, been theraison
d’ étre of the OECD and its Development Centre.

Jorge Braga de Macedo
President
OECD Development Centre
22 October 2001
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Chapter 1

I ntroduction and Overview

Séhastien Dessus, Julia Devlin and Raed Safadi

I ntroduction

Fuelled by the power of the idea that markets create freedom and expand
individual and collective choice, an overwhelming majority of countries have come
to recognise the critical importance of market-oriented policies and open trade and
investment regimes for achieving economic growth and improving the material well-
being of citizens. Morethan fivebillion peoplelivein market economiestoday, compared
with one billion a mere decade ago. The size of world GDP and the opportunities it
affords to firms and consumers alike have increased significantly.

Market integration induced by trade and investment has led to deeper forms of
economic interdependence among nations. Open economies give rise to more open
societies. Trends towards democrati sation are emerging in agrowing number of Middle
East and North African (MENA) countries and other highly centralised economies, as
economic, political and ideological linkages with the global economy flourish. Trade
and investment linkages between industrial economies remain predominant, but the
bonds that connect developed and developing countries are tightening. Industrial
countries now depend on developing countries for one-quarter of export sales — a
40 per cent increase from two decades ago — one-fifth of their primary commodity
imports and almost half of petroleum consumption. One-third of foreign direct
investment (FDI) flows originating in industrial countries now seeks out developing-
country markets, a three-fold increase over less than a decade ago.

Developing countries rely on industrial countries for more than 60 per cent of
their trade and 47 per cent of primary commodity imports. Inflows of FDI, the bulk
of which originatesinindustrial countries, represent the single largest source of external
funding for developing countries, accounting for nearly 40 per cent of net long-term
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flows. Trade and investment ties between developing countries are also on the rise,
with nearly athird of their exports destined for other developing-country marketsin
1996, as against less than a quarter a decade ago. Developing countries also have
greatly diversified trade linkages with each other and with industrial countries. For
three decades from 1950 to 1980, the share of manufactured products in developing
countries’ total exports remained at between 30 per cent and 40 per cent. After 1981,
it began to rise dramatically, to nearly 84 per cent in 1998.

Theseremarkable structural transformationsin the extent and depth of countries
participation in the global economy reflect a sea-change in attitudes and policy
approaches towards trade and investment, marked by the abandonment of inward-
looking policies of protectionism and industrialisation in favour of more outward-
oriented policies. Since the launching of the Uruguay Round, over sixty developing
nations have unilaterally lowered their barriers to imports, often in the context of far-
reaching reorientations of domestic economic policies. A growing number of countries,
developed and developing, are liberalising imports, promoting exports, extending
welcome mats to foreign investors and loosening restrictions on capital flows. Such
strategies have provided the bedrock for rising prosperity in many countries and
propelled a number of emerging economies into the forefront of global trade and
capital flows.

Thelist of developing-country participantsinthe WTO/GATT processisgrowing
rapidly. Nearly 30 developing countries, including MENA countries such as Algeria,
Oman, Saudi Arabia and Sudan, today seek admission to the WTO. (Bahrain, Egypt,
Israel, Jordan, Kuwait, Morocco, Qatar, Tunisia, Turkey and the UAE aready are
WTO members). At the same time, the recent proliferation of regional trading
arrangements (RTA's) respondsto and reflects expanding regional trade and investment
ties (Figure 1.1). The formation of NAFTA, CEFTA and MERCOSUR, as well as
continuous expansion and degpening of the European Community?, major developments
in APEC, preparatory work on a Free Trade Area of the Americas and a New Trans-
Atlantic Agenda all demonstrate this trend.
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Figure 1.1. Network of World Merchandise Trade in 1996, Billions of US Dollars
Average annua growth rates for 1991-96 in parentheses
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This rising trend toward regionalism in the 1990s, unlike in the 1960s, runs

parallel with rather than tangential to multilateral trade initiatives. In the 1990s, the
trend towards “new” and “open” regional integration has emerged in an environment
of outward-oriented policies, and between developing and developed countries. The
principal rationales underlying “open” regionalism include:

enhanced market access;

the prospect of enhanced economic growth originating from the opportunity to
exploit scale economies, regional specialisation, learning by doing and attracting
foreign investment;

locking-in domestic policy reforms at a regional level, and thus enhancing the

credibility and sustainability of economic reformsincluding trade liberalisation;
and

attempts by governments to pursue deeper economic interdependence through
harmonisation of standards, competition policy regimes and institutional
frameworks.
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Regional integration arrangements may take different forms depending on the
different intensities of integration and coverage between countries. The four main
types of such arrangements involve different trade, welfare and political effects for
participants as well as third countries:

— In afree trade area (FTA), member countries fully remove trade restrictions
among themselves, thereby granting members preferential accessto each other’s
markets, while retaining their own trade policies vis-a-vis third countries. Rules
of origin then become necessary in order to establish the conditions under which
an item qualifies for preferential access within the area. Some recent FTAs
include provisionsto liberaliseinvestment rules, tradein services and government
procurement.

— A customs union (CU) goes one step further, to adopt a common external tariff
against third countries.

— A common market isaCU that also allowsfree movement of factorsof production
among member countries.

— An economic union extends the integration process still further by including
some policy harmonisation among member countries, particularly macroeconomic
and regulatory policies.

The Dynamics of Open Regionalism in MENA

The proliferation of “open” regiona agreements among MENA economies in
the 1990s signalled an important shift in trade policy. Since 1993, Tunisia, Morocco,
Israel, Jordan, and the Palestinian Authority all have signed bilateral Free Trade
Agreements with the EU in the form of Euro-Med Partnership Agreements (EMAS).
Algeria, Egypt, Lebanon and Syriaareinvolved in similar negotiations. In addition to
removing trade barriers on industrial goods, these agreements will ultimately grant
preferential and reciprocal access for agricultural products and establish conditions
for the gradual liberalisation of trade in services and capital. At the intra-regional
level, Arab states revived in 1997 the 1981 Executive Programme for Arab Free
Trade for the creation of a Greater Arab Free Trade Area (GAFTA). This provides for
an across-the-board reduction or elimination of tariffs, tariff-like charges and non-
tariff barriers on industrial goods over a period of ten years.

This“open”, more export-oriented regionalismin MENA isin part aby-product
of stabilisation and structural adjustment programmes as well as commitments to
unilateral trade liberalisation under GATT/WTO. Its characteristics — as represented
by the EMAs and GAFTA — include a negative-list approach, incorporation of
liberalisation in agriculture and services to a limited extent, a greater emphasis on
inclusivenessrather than exclusion and greater participation from private and business
interests. Traditionally, RTAs among MENA economies, as exemplified by the Arab
Common Market, wererelatively inward-looking, complementing import-substitution
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industrialisation strategies and protectionist trade policies. Today, however,
policymakers view RTAs increasingly as a necessary but not sufficient condition for
export-oriented growth.

The formation of an RTA alters tariffs and creates trade preferences, thereby
changing relative prices and patterns of production and consumption. It has two main
“static” effects. Trade creation arises from a shift away from high-cost domestically
produced goods to lower-cost imports from regional partner countries. Other things
equal, this trade-creation effect, combined with greater opportunities to exploit
economies of scale, implies an expansion in regional real income. Analogously, trade
diversion can result when inefficient regional suppliers take advantage of the tariff
preference to replace efficient suppliersin third countries. It tends to reduce regional
national income. The real income of the regional grouping rises when trade creation
dominates trade diversion.

Therelative sizes of trade-creating and trade-diverting effects depend on anumber
of factors. Opportunities for trade creation appear to be enhanced and those for trade
diversion minimised when aregional arrangement includes countries that already are
major trading partners?, or when their MFN barriers are initially low®. In both cases,
relative price levels are likely to be similar within the countries of aregion, so that the
introduction of regional preferences should not entail significant distortionsand leaves
little scope for the displacement of imports from third countries. In contrast, as in
MENA, the higher the pre-arrangement MFN tariffs, the greater the pressure for
trade diversion following the formation of aregional trading arrangement.

RTAsmay also giveriseto dynamic effects. They arisefromincreased competition,
enhanced by economies of scale, a stimulus to investment and more efficient use of
productive resources. These dynamic gains, which can have an exponential effect on
income growth, are usually thought to be much larger than the static gains from net
trade creation.

While unilateral liberalisation remains the optimal policy for liberalising trade
among MENA economies, an “open” regional trade agreement does offer mechanisms
for attaining deeper integration with the harmoni sation of standards, customs procedures
and regulatory frameworks through the vehicle of reciprocity. Tariff reduction, clearly
an important first step in implementing a regional agreement, will tend to result in
lower pricesfor consumers. Yet these static gains from integration tend to be small; in
the Euro-Med Agreements they are less than 2 per cent of GDP on average.

To the extent that the EMA s and GAFTA expand liberalisation beyond traditional
trade barriers to trade-impeding effects of domestic regulatory structures, which raise
export transaction costs and distort competition, the dynamic gains from integration
can be substantially larger. Such measures would include the adoption of EU product
standards and customs procedures, and the harmonisation of regulatory frameworks
among MENA countries. Economic growth may follow the increase in the overall
efficiency of production, higher levels of foreign and direct private investment and
improvement in trade-related services generally associated with deeper integration
among member countries. Co-ordinated liberalisation within MENA, coupled with an
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FTA with an industrial country, could be easier politically, because it locks in
liberalisation in each country; reversal would compromise the FTA with the industrial
country.

MENA Countries, the WTO and A New Round of Multilateral Trade
Negotiations

The Third WTO Ministerial Meeting in Seattle ultimately failed to initiate a
new round of multilateral trade negotiations. The inability of participating countries
to deal with certain provisionsunder anumber of existing WTO agreements schedul ed
to expire in 2000, as well as to assess continuation of the work of the WTO Working
Groupson Trade and Investment, have created some uncertainty regarding the potential
achievements of future rounds of negotiations. Attention focuses here on the future
direction and position MENA countries could take towards the multilateral trading
system, given ongoing progress on regional trade agreements. Specifically, should
MENA countries view the Seattle Meeting as a “turning point” or just a “rest stop”
(Hufbauer, 1999)?

MENA WTO members had in fact voiced concerns throughout 1999 regarding
anew round of negotiations. These concerns can be summarised as follows:

— Progress was incomplete in bringing trade regimes into line with obligations
made during the Uruguay Round, particularly requirements under the TRIPS
Agreement for legidlative changes and effective enforcement to protect intellectual
property rights.

— Notification procedures required under some Agreements (e.g. TRIMS) were
too complex and unnecessarily burdensome.

—  Existing agreements under the Uruguay Round lack implementation dueto design
flaws and narrow interpretation of their requirements. Examples include the
alleged over-use of anti-dumping measures against developing countries in
general; therecord of both the United States and the EU regarding theintegration
of quotas under theAgreement on Textiles and Clothing; and the poor performance
of special and differential treatment provisions for developing countries under
WTO Agreements.

There is a growing gap between developed and devel oping countries regarding
interpretation of existing agreements. Developing countries, including MENA, lobby
to improve existing agreements to reflect the purposes intended and facilitate
implementation. There is a growing desire to re-examine existing agreements in the
light of actual Uruguay-Round outcomes and to learn lessons for future rounds.
Moreover, while MENA and other developing countries are the principal demanders
here, some industrial countries (including the EU) also seek amendments to specific
provisions of some agreements (for example, new rules against anti-circumvention
actionsin theAnti-Dumping Agreement). More generally, however, industrial countries

16



have argued that moving away from a very narrow definition of the implementation
agenda would potentially unravel the Agreements and upset the delicate horizontal
bal ance established during the Uruguay round.

To their credit, many MENA countries participated actively and constructively

in the Seattle deliberations. It is imperative that the momentum of preparing for
multilateral negotiations be maintained. A comprehensive strategy for MENA countries
could support the following objectives:

Ensure full and faithful interpretation of obligations under the Uruguay Round
Agreements. MENA countries, like many others, may miss implementation
deadlines in certain agreements (e.g. the TRIPS, Customs Valuation, TBT and
SPS Agreements). This should neither be construed as refusal to discharge
obligations nor be subjected to dispute-settlement procedures, but rather calls
for a comprehensive review of such agreements to examine their intended
objectives. In addition, MENA countries may find it useful to identify and
elaborate areaswhereindustrial countries have not implemented their obligations,
at least in spirit. This applies most tellingly to the Agreement on Textiles and
Clothing where many industrial countries have back-loaded their liberalisation
commitments.

Improvetechnical assistanceto all developing countries. MENA countries could
consider joining forceswith other devel oping nationsto set up alarger programme
of support to help developing countries fulfil their obligations and exploit
opportunities from the Uruguay Round Agreements. A desperate need persists
for more effective WTO technical co-operation as well as better co-ordination
of technical assistance and policy coherence between relevant international
organisations.

Re-examine and improve existing WTO Agreements. This includes:

= tightening their interpretation, to better reflect intended objectives (e.g. the
SPS Agreement);

= closing loopholesto prevent abuse (e.g. rules on anti-circumvention measures
under the Anti-Dumping Agreement);

= streamlining notification proceduresto make them more workable and realistic
(e.g. the TBT Agreement could include longer mandatory time periods before
changes in technical standards come into force);

= ensuring that the built-in reviews be satisfactorily completed (e.g. the
harmonisation process under the Rules of Origin Agreement); and

= expanding Special and Differential Treatment provisions for developing
countries, either under specific agreements (e.g. larger thresholds for
developing countries under the Anti-Dumping Agreement) or more
comprehensively.
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Such a strategy is consistent with needed reforms in the WTO process itself as
well as ongoing efforts at deeper integration among MENA states. The WTO needs:

— amore tailored approach to implementation of future multilateral agreements,
with room to take into account different levels of capacity in member countries;

— amore widespread application of built-in review mechanisms for new WTO
Agreements;

— in-depth examination of up-front capacity constraints and technical assistance
needs of developing countries; and, finally

— enhanced transparency withinthe WTO asaninstitution and forum for negotiation.

As an important preparatory step in preparing for the next round of multilateral
negotiations, MENA countries should strengthen mechanisms for deeper integration
in both the EMAs and GAFTA. Such steps would include establishing identical rules
of origin, mutual recognition of standards, a high level of protection of intellectual
property rights and provisions concerning rules for competition. The EU hasacrucial
potential rolein new MENA regional initiatives. MENA countriesthat have concluded
FTAs with the EU could (at the very least) extend the preferences they have granted
to the EU to other regional partners, through GAFTA, for example. Thiswould go a
long way to promote both intra-industry trade among MENA countries through the
rationalisation of economic activities, and external and internal investment flows to
the region. Greater focus on these mechanisms would not only create a more effective
regional bloc for multilateral negotiations but also address deeper constraints on
accelerated integration in global trade and capital flows.

Rule-Making at the Regional Level
Rules of Origin

Preferential rules of origin areintegral to the operation of any FTA. FTA partners
eliminate all trade restrictions among themselves, but retain their individual commercial
policies vis-a-vis third countries. Because tariff rates generally vary among FTA
members, third-country exporters have an incentive to enter the markets of higher-
tariff members through the market of the lowest-tariff member. Rules of origin thus
become necessary to determine whether a good entering a member country has
originated within the area and is thus eligible for preferential treatment. As a general
principle, goods wholly produced or obtained in a member country are automatically
eligible for “area treatment”. Goods incorporating offshore components or materials
may aso qualify for preferential treatment, subject to certain criteria reflected in
rules or “tests’.

Highly restrictive preferential rules of origin tend to distort trade and investment
patterns. Rules may be meticulously elaborated but loosely or inconsistently applied,
depending on the degree of discretion granted to administering authorities. Such
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anomalies can create havoc for transparency and predictability in the day-to-day conduct
of trade. Overly lax ruleswill providethird countrieswith an opportunity to circumvent
the system, ultimately defeating the purpose of aregional trading arrangement. Overly
restrictive ones tend to distort trade and investment patterns by encouraging trade
diversion rather than trade creation. For example, a firm may decide to use a higher-
cost “local” input in order to qualify for preferential treatment inan FTA, compromising
economic efficiency. Similarly, afirm may opt to locate its entire production process
within an FTA if it believes that its product will not meet the origin test, or that
effortsto “prove” origin will betoo burdensome. Other arguments have al so suggested
that preferential rules of origin may extend existing levels of protection imposed by
high-tariff FTA countries to low-tariff partner countries (Krueger, 1993). This cannot
occur in a.customs union, which imposes a common external tariff on third countries.

Non-preferential rules of origin are laws, regulations and administrative
determinations applied when it isnecessary to determinethe origin of goodsfor purposes
other than according preferential tariff treatment (rules of origin are superfluous for
normal MFN trade). Non-preferential rules have distinct applications in relation to
other trade policy instruments. For example, they may be used to determine whether
agood issubject to an anti-dumping or countervailing duty, or meetsorigin requirements
specified in a public tender. Rules of origin aso are relevant to trade in services, to
determine the nationality of a service provider for the purposes of establishment.
These policy linkages will come under closer scrutiny as competition intensifies in
world markets.

The risk that rules of origin may be applied arbitrarily, inconsistently or non-
transparently should not be under-estimated and should be addressed up-front. Their
inherent complexity, the need to adapt them to evolving technologies and production
methods, and scope for discretion at the point of implementation can act as trade
barriersin their own right. Concerns are currently being voiced in the MENA region
that rules of origin may be deliberately formulated and applied as instruments of
(non-liberal) trade policy, alone or in concert with other commercial policy instruments
Or measures.

Technical Barriersto Trade

Steady reductions in tariffs over successive rounds of multilateral trade
negotiations have helped clear the global trade agenda for consideration of a wide
range of persistent non-tariff barriers to trade. Concern over the possible trade-
restrictive effects of technical barriersto trade (TBTS) first emerged during the Tokyo
Round (1973-79) in the Agreement on Technical Barriers to Trade. In the TBT
Agreement, governments agreed not to prepare, adopt or apply technical regulations
and standards intended as unnecessary obstacles to international trade. The Uruguay
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Round subsequently revised the Agreement to preserve and clarify this and other key
obligations. Sanitary and phytosanitary measures are becoming the subject of a new,
separate Agreement (the “SPS” Agreement).

Both the TBT and SPS Agreements adopt a basic premise that countries should,
where appropriate, use international standards as a basis for national technical
regulations or standards. Both also call on WTO members to harmonise technical
regulations, standards and sanitary or phytosanitary measures on “as wide a basis as
possible’. While it is too soon to gauge progress towards the achievement of these
objectives in the SPS, these aims were not vigorously pursued before the Uruguay
Round. In practice, national and regional standards have proliferated and the
development of international standards has advanced more slowly. This has itself
generated new sensitivities. The rapid growth of regional standards in the European
Union, for example, has fed concerns on the part of non-EU countries about emerging
EU dominance in standard setting.

Virtually all regional integration arrangements, including the EMAsand initiatives
currently under considerationin GAFTA, contain specific standards-rel ated disciplines.
These need scrutiny for their possible effects on trade and their overall consistency
with parallel multilateral rules. Technical regulations and standards should receive
further work to enhance the quality of market access in bilateral and plurilateral
MENA trading relationships.

Policymakers have two main policy approaches availableto minimise or eliminate
TBTs. Harmonisation and mutual recognition — both forms of regulatory
rapprochement — have been used with varying degrees of success in regional
arrangements. Harmonisation of technical regulations and standards involves a high
degree of policy approximation across “harmonising” countries. Mutual recognition
allowsfor greater diversity inthe means (technical regulationsand standards) to achieve
the end (shared policy objectives), taking account of different local situations. Variants
of both broad approaches (e.g. recognition of test results, partial harmonisation in
some sectors or harmonisation of minimum essential health and safety requirements)
are possible.

Cross-country experience with these two approaches suggests that policymakers
need not adopt an “either-or” procedure to address TBTs effectively; a combined
method may be all that is required. Harmonisation frequently requires surmounting
formidable political, legal and administrative hurdles, may carry the additional risk
of “locking” participating countries into what may later prove to be a sub-optimal
regime and discourages innovation (particularly if harmonised rules focus on design
or descriptive product characteristics as opposed to performance criteria). Harmonised
rules may thus be best suited to “core” issues such as health and safety concerns.
Mutual recognition, through its intrinsic tolerance of regulatory diversity, may be
adequate in other areas. It may also be better suited to correcting market imperfections
(e.g. alack of consumer information) and to promoting regulatory competition.
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Government Procurement

Government procurement holds an important share of domestic economic activity
in MENA. In some parts of the region, the public sector accounts for more than half
of gross domestic product (Hoekman and Djankov, 1998). A precise definition of the
term can vary, depending on the coverage and scope of national or sub-national
purchasing practices. Rules-based approaches to opening procurement markets show
broad similarity acrossthe plethoraof regional arrangements outsidethe MENA region.
“Covered” entities include one or more levels of governments as well as public
enterprises, and the scope of competition extends to both goods and services. Key
disciplines generally include national treatment, non-discrimination and transparency;
other rules typically address such issues as tendering and contract award procedures.

The WTO Agreement on Government Procurement (GPA), negotiated as part
of the Tokyo Round, represented afirst step towards increasing competition in public
procurement markets by opening tendersfor goodsto foreign suppliers. The successor
Agreement, concluded under the auspices of the Uruguay Round and in force since
1 January 1996, expands existing disciplines in significant ways. For the first time,
coverage includes services (including construction services), sub-central government
entities and public utilities. National treatment remains the core principle: foreign
suppliersmust betreated no lessfavourably than domestic ones. TheAgreement trand ates
thisbasic obligation into specific rules governing such issues as tendering procedures,
the use of technical specifications in invitations to bid, transparency and contract
award procedures. To minimise administrative costs for purchasing entities, contracts
aregenerally exempt from the ruleswhen their value fall sbel ow established thresholds.

Public procurement policies are closely linked to other regulatory regimes,
including rules of origin and standards-related rules. For example, the GPA prohibits
Parties from applying rules of origin to imported products covered by the Agreement.
For other (uncovered) goods or services, public tenders often include origin tests,
which may leave scope for covert forms of national preferences. Origin may also be
assessed on the basis of ownership criteria, and technical specificationsmay be prescribed
in a manner that limits foreign participation in national procurement markets. Anti-
competitive private practices (including collusion or bribery) tolerated by governments
may similarly distort public markets.

Regional procurement rules may have facilitated agreement at the multilateral
level during the Uruguay Round. The GPA merely consolidates regional trends with
respect to important procedural mechanisms such as firm-initiated bid challenges and
the inclusion of public utilities among covered entities.

Given the continued pervasiveness of the public sector acrossthe MENA region,
it is crucial that ongoing regional initiatives such as GAFTA establish an effectively
level playing field for regional firmsto compete in government procurement markets.
Procurement rules may be only a necessary but not adequate response to certain non-
economic aspects of purchasing behaviour. Long-established purchaser-supplier
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relationships (the “loyalty factor”), the appeal of “buy-national” campaigns and other
political considerations may be moredifficult to address. Thetrend towards privatisation
in the MENA region may also affect the future direction of this issue.

About This Book

In February 1999, the ERF, the OECD Development Centre and the World
Bank jointly sponsored a conference exploring the dynamic aspects of regional
integration in the MENA region. The papers selected for publication here present
different aspects of this central theme. The purpose of the book isto identify dynamic
gains from the Euro-Med Agreements and the policy instruments and institutions
necessary to achieve them. While the focus lies primarily on recent integration
initiatives vis-a-vis the EU and Arab states, the conclusions can apply generally to the
emerging forms of “open” regionalism in MENA. The volume contributes to the
growing literature on dynamic gains from regionalism among devel oping countriesin
general, but makes a particular contribution to analysis of regional trade agreements
in MENA. Existing studies of regionalism in MENA have focused almost exclusively
on CGE modelling of static gains from Euro-Med integration at the country level
(Rutherford, Rustrom and Tarr, 1993), explaining low levels of regional trade in
general (World Bank, 1995a, 1995b; El-Erian and Fischer, 1996) and only very
preliminary analysis of the effects of sub-regional agreements.

Thebook hasthree sections. Part One providesageneral introduction and overview
of potential dynamic gains from the EMA as well as empirical analysis of changesin
the pattern and structure of Euro-Med trade since the early 1990s. Part Two addresses
the current state of the EMASs from the vantage point of FDI. It also looks at the need
for expanding the scope of liberalisation under the bilateral FTAsintermsof commercial
policy and the introduction of a euro currency area. Case studies on the impact of
EMASs on agriculture in Morocco and Tunisia underscore the need to accelerate
liberalisation of domestic markets commensurate with tariff reductions. Part Three
exploresother optionsfor expanding liberalisation under the EM Asthrough the creation
of linkswithintra-regional trade agreements such as GAFTA to foster competitiveness
in non-traditional export sectors and promote firm linkages.

The main findings are:

First, dynamic gains attainable under the EMAs and GAFTA through the
harmonisation of trade-related infrastructure, customs and product standards are not
automatic and require effective domestic policiestargeting financial and |abour markets,
as well as the redesign of institutions to anchor liberalisation measures and incentive
structures. Enhancing the contestability of domestic marketsis particularly critical in
the case of agriculture, which maintains extensive input and output linkages with the
industrial and manufacturing sectors.
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Second, while progress on implementing the EMASs is slow, important changes
are occurring in the structure and patterns of trade between MENA partners and the
EU. The rise of two-way trade in high growth sectors such as electronics among
Euro-Med partners, for example, presents growing opportunitiesfor technology transfer
and FDI. Increasing foreign capital inflow, however, will require proactive policies
targeting the incentives of foreign investors and effectively broadening the reach of
domestic markets. One avenue for deepening integration among MENA countries
themselvesisto peg domestic currencies to a basket in which the euro is prominent or
at least significant. A euro currency area would not only provide a monetary anchor
but would also make the Euro-Med region more attractive to foreign investors.

Third, in a regional and global trade environment characterised by the
proliferation of RTAS, an important emerging issue concerns the optimal mix of RTAs
and unilateral liberalisation commitments. MENA countries have made important
strides in improving competitiveness vis-a-vis the rest of the world, but trade at the
intra-regional level remains heavily distorted by non-tariff barriers and transport links
which run in primarily North-South patterns. In addition, MENA exports remain for
the most part heavily concentrated in oil and arelatively limited number of products.
FTAswithimportant trade partners such asthe United States can be used to complement
existing liberalisation commitments under GATT/WTO and the EMAS, as well asto
deepen commitments in areas where reciprocity provides an important instrument for
leverage, such as services. In addition, an RTA at theintra-regional level, like GAFTA,
can serve as a vehicle to mitigate potential hub-and-spoke effects as well as promote
export diversification.

Part One. The Dynamics of Open Regionalism in the Middle East and North
Africa (MENA)

In Chapter 2, Bob Stern surveys the evidence regarding options for trade and
domestic policy reform under the EMASs as well as the associated comparative static
and growth effects. A review of CGE modelling studies of the EMASs for Morocco,
Tunisia and Egypt suggests the possibility of trade diversion in the short run, while
allowing for significant welfare gainsin the long run, to the extent that improvements
in trade facilitation, the harmonisation of standards and other export-related dynamic
productivity effectsarerealised. The growth benefits of the EM Aswould not necessarily
come automatically, however; they require effective domestic policies to anchor the
environment in which liberalisation occurs as well as to create favourable incentives
for domestic investment and FDI. Such policies would include financial and labour
market reforms and the recruitment of emigrants with high skills and entrepreneurial
talents, as in the case of Lebanon.

Agnes Chevallier and Michael Freudenberg expand this analysis of potential
dynamic gains in Chapter 3, with an empirical investigation of structural changesin
the composition of trade between Mediterranean and EU trade partners. Most trade
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between Morocco, Egypt, Turkey, Tunisia and the EU, for example, is based on
complementarity and comparative advantage in primary and consumption goods. The
MENA economies appear to be more specialised in trade with the EU than do the
Central European economies. Two significant trends have emerged sincethe late 1980s,
however. First, shares of primary exports are declining (1988-96), while exports of
consumption and capital goods are on the rise. Second, two-way trade in vertically
differentiated products or intra-industry trade is becoming significant for Turkey and
Tunisia, particularly in new export sectors such as electronics.

Part Two. Expanding Domestic Markets and Liberalisation under Euro-Med
Agreements (EMAS)

One important channel for enhancing the dynamic gains from the Euro-Med
Agreementsisthe alignment of trade and investment policies among MENA countries
on a multilateral basis with the global trading system. Introduction of a common
currency and an investor-friendly business environment would enlarge the market
created by bilateral FTAs with Europe into a broader economic entity more attractive
to the domestic and foreign private sectors.

In Chapter 4, Mohamed EI Hédi Lahouel surveys the performance of FDI in
Morocco, Tunisia, and Jordan following introduction of the bilateral FTAs. In general,
flows of FDI to potential and existing Euro-Med partners have not increased
significantly. They actually declined from 1992-95 to 1996-97, with the exception of
Egypt and Lebanon. Most capital inflow to MENA comes from EU investors and
continues heavily concentrated in energy, tourism and light manufacturing, traditionally
in Egypt, Tunisiaand Morocco. This performance highlights the need to focus more
domestic policy attention on aspects of the local market that attract foreign investors
to choose FDI over serving the market from abroad. While import liberalisation under
the EMAs will enhance the efficiency motive of foreign investors, greater attention
must focus on market-seeking motives, the capacity of MENA markets to offer after-
sale services for consumer durables and capital goods, and timely adjustment to tastes
in the case of highly differentiated products.

In Chapter 5, Agnes Bénassy-Quéré and Amina Lahréeche-Révil explore the
potential benefits of pegging domestic currencies to a basket in which the euro would
be prominent (Morocco, Tunisia, Turkey) or at least significant (Algeria, Egypt, Isragl),
as a continuation of trade and capital-flow liberalisation under the EMAs. Given the
relative size, trade patterns and business cycles of countries such as Morocco Tunisia
and others, there are potential gains from creating a euro currency area. Such an
arrangement would strengthen trade and financial linkages with Europe and provide a
buffer against harmful euro/dollar fluctuations. Exchange-rate stability would also
serve to enhance the role of the euro for debt denomination, lessen the sensitivity of
balances of payments to dollar fluctuations and promote euro-denominated financing
through official guarantees or through the issue of euro-denominated bonds.
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Oneimportant component of trade liberalisation among Southern M editerranean
countriesthat wasto be addressed more fully in 2000 istheliberalisation of agricultural
trade. Preliminary studies suggest that reduction in tariff-based protection and domestic
subsidiesfor agricultural products could strengthen competitive pressure against farmers
in domestic markets. To the extent, however, that import liberalisation | essens domestic
protection in industry and manufacturing and mitigates the MENA region’straditional
anti-agricultural bias, and if governments use well-targeted policies such as the
upgrading of rural labour skills, effective protection of agriculture may increase and
the adverse effects of trade liberalisation on rural households can be offset.

In Chapter 6, Hans L 6fgren, Moataz El-Said and Sherman Robinson develop a
dynamically recursive, computable general equilibrium (CGE) model to analysevarious
trade liberalisation and domestic policy scenariosin terms of their impact on rural and
urban households in Morocco. Implementation of tariff liberalisation under the EMA
without other domestic policy changes results in modest growth of real GDP and
dlight welfare improvements for rural and urban-poor households. The removal of
non-tariff barriersin conjunction with tariff liberalisation, however, leads to a major
expansion in non-agricultural exports, agricultural imports and higher growth in the
non-agricultural sectors. Among the most aff ected groups are owners of rain-fed areas
and therural poor. Two domestic policies, which can to some extent offset the negative
impact of such trade liberalisation, include a non-distorting transfer programme and
the upgrading of rural labour skills, resulting in awin-win policy outcome that is pro-
rural and pro-poor.

In Chapter 7, Mohamed Abdelbasset Chemingui and Sébastien Dessus use a
dynamic CGE model for Tunisiato assessthe possibilities of restructuring agricultural
policy, introducing agriculture reforms at lower cost and using the instrument of
reciprocity provided by the EMA to benefit the rural economy. Despite Tunisia's
comparative advantage in tree crops and related derivatives, the agricultural sector
demonstrates a limited capacity for reallocation and adjustment. This, combined with
the tariff-quota policy currently applied by the EU, inhibits expansion of potential
commercial outlets and prevents significant welfare gains from accruing to rural
communities. Yet while reduction in tariff-based protection and domestic subsidies
for agricultural products induced by the EMA could strengthen competitive pressure
facing Tunisian farmers in the domestic market, the abolition of tariffs on industrial
products would aso enhance the effective protection of agricultural sectors. To the
extent that the EU improves access for Tunisian agricultural products, reform of this
sector isattainablein conjunction with benefitsfor European producers of agricultural
and industrial goods and limited welfare losses among rural Tunisian households.

Part Three. The Optimal Mix of Regional Trade Agreements (RTAS)

Two potential shortcomings of EMAs include the lack of explicit commitments
in the areas of harmonisation and upgrading of customs procedures on the part of
MENA countries and potential hub-and-spoke effects. Although the EMAS include
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technical and financial assistance to ensure greater harmonisation and upgrading of
customs, standards-related institutions and infrastructure, individual MENA partners
make no explicit commitments to take action in these areas. Nor do these agreements
commit countries such as Egypt to take any actionsto liberalise accessto their services
markets or to grant ageneral right of establishment for foreign investors. Animportant
additional consequence of the EMAsliesin the potential emergence of hub-and-spoke
effects created by overlapping bilateral free trade areas. To the extent that countries
such as Morocco and Tunisia implement FTAs with the EU but maintain barriers
between themselves, the hub (EU) effectively becomes the pole of attraction for FDI,
because goods produced in the hub can be sold throughout the RTA while goods
produced in a spoke can be sold only in the hub.

To offset these shortcomings, MENA countries have the option of layering and
sequencing RTAs with important trade partners to commit themselves to making
progress on “deeper” forms of integration, such as the harmonisation of customs
procedures to improve competitiveness overall as well as to prevent hub-and-spoke
effects. In Chapter 8, Bernard Hoekman, Denise Konan and Keith Maskus use a CGE
model for Egypt to explore the potential impact of an FTA between Egypt, the Arab
League and the United States to determine the optimal sequencing and incremental
gains of “shallow” and “deeper” integration scenarios.

While the EU and Arab states are important trade partners for Egypt, the United
States is also an important source of imports. In the first scenario, Egypt implements
an EMA as well as the GAFTA, while a second, shallow scenario adds an Egypt-US
FTA to this mix. In the joint EMA-GAFTA FTAs, welfare gains are to the order of
1 per cent, with the additional result that improved allocation of domestic resources
allows a decrease in the General Sales Tax as tariff elimination induces resources and
consumption to move into sectors subject to relatively higher GST rates. A shallow
FTA between the United States and Egypt would raise welfare relative to the EMA-
Arab FTA by another 1.3 per cent of GDP. The most significant gains to Egypt,
however, would accrue under a “WTO-Plus’ agreement with the United States that
goes beyond the “shallow” FTA scenarios by eliminating not only tariffs but also al
the NTBs applying to both goods and services in Egypt. The motivation for thisis
that a WTO-Plus agreement must extend to investment and trade in services — no
“opting out” would be allowed in these areas, in contrast to the EMA and Arab League
agreements.

In Chapter 9, Julia Devlin and John Page explore the extent to which an Arab
RTA such as GAFTA has the capacity to mitigate potential hub-and-spoke effects, to
serve as aplatform for accelerating trade liberalisation under the Euro Med timetable
and to generate additional productivity gains. To the extent that an Arab FTA leadsto
trade creation through the emergence of new producers in non-traditional, non-oil
exports, it can provide a mechanism for learning by exporting. Intra-industry trade in
particular represents an important and rapidly growing component of regional trade
among Arab states and will likely generate additional pressures for liberalisation in
regional serviceindustries. In addition, deeper forms of integration — harmonisation
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of standards and reduction in barriers to the movements of technical and professional
manpower among Arab states — together with the development of trade-related
infrastructure can potentially reduce transaction costs and raise measured productivity.
SME development and firm linkages, present notably in sectorsthat trade at the regional
level, represent another form of deeper integration with the potential to enhance the
competitiveness of domestic productive structures and improve overall productivity.

In Chapter 10, Jamal Zarrouk takes a closer look at dynamic sectors traded
intra-regionally and the extent to which an Arab Free Trade Area such as GAFTA can
stimulate production in dynamic sectors as well as complement trade liberalisation
and domestic reformsinitiated under the EMAs. For most Arab states, dynamic sectors
or productswith high growth invalue concentratelargely in intra-regional trade among
Arab states rather than trade with the EU. There is little overlap between sectors
traded heavily at the intra-regional level and those represented in EU trade, such as
services. Given these stylised facts, the EMAs could serve as anchors to enhance the
credibility of sub-regional RTAs such as GAFTA. The combined influence of the
EMAsand GAFTA would cover additional areas such as services, investment, and the
temporary movement of professionals. In this vein, a broader regional liberalisation
such as GAFTA would also enhance market efficiency, allowing Arab countries to
face greater competition from emerging world exporters in Asia and the Central and
Eastern European states.

Notes

1. In October 1999, the EU proposed that Bulgaria, Latvia, Lithuania, Malta, Romania
and Slovakia join the accession negotiations underway since 1998 with Cyprus, the
Czech Republic, Estonia, Hungary, Poland and Slovenia. In December 1999, Turkey
was added to the list. Also in 1999, the EU signed a hilateral FTA with South Africa
and later concluded a comprehensive FTA with Mexico. EU and Mercosur are
currently exploring a possible FTA.

2. Yeats (1998) finds that MENA countries have a higher than average propensity to
trade with each other, and for some of them, the same characterises their trade with
the EU.

3. MFN barriers in the MENA region are among the highest in the world. Average taxes
on trade are around 15 per cent (Hoekman and Djankov, 1998).
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With the proliferation of RTAsthat has occurred in the past several years, questions
naturally arise as to the motivations that countries may have in joining such
arrangements and what economic benefits they may gain. The EMAs are essentially
FTAs that amount to the unilateral removal of trade barriers by the individual MENA
countries, given that in most cases they have already had virtually duty-free accessfor
their exports of manufactures to the EU for a considerable time. EMAS thus can be
characterised as a form of what is referred to as shallow integration, although they
may also involve aspects of deeper integration insofar as they specify that MENA
countries will remove or modify certain domestic barriers and harmonise particular
regulations with those existing in the EU.

By entering into an EMA, a MENA country apparently expects that it will
realise economic benefits. These benefits will come ostensibly from the reduction/
removal of the country’s trade barriers and assurance of continuing and unimpeded
access to the EU market. Further, there may be an expectation of increased domestic
investment and larger inflows of FDI, especially from the major EU trading partners,
insofar as the country’s investment climate will be improved by the locking-in of its
policy reforms. If all goeswell, the country may enter into a virtuous circle of growth
as it experiences increases in capital formation and improvements in productivity
resulting from the knowledge spillovers generated in itstrade and investment relations
with the economically more advanced EU partners. Transfers of income and technical
assistance made available by the EU may further assist this process.
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Analysis of Options for Trade and Domestic Policy Reforms

It is clear from historical experience that effective policies and institutions are
crucia underpinnings for successful economic development and growth. In this light
we can consider the policy options that governments have available. These options
include unilateral measures, multilateral measures and preferential arrangements. The
issueisthe framework to usein analysing them, in particular to identify and assess the
static and dynamic growth effects of the different policies.

Policies and I nstitutions

Abundant historical evidence reveals the crucial role that effective policies and
institutions play in fostering economic development and growth. As Francois (1997,
pp. 35-36) has noted:

“[The] recent movement to market-based policies has...served to highlight
the importance of political economy constraints in the economic reform
process. As North (1990) has emphasised, not all stable policy regimes are
characterised by good practice. In fact, through most of history, and across
most of the world, regimes conducive to stagnation and decline have been
remarkably tenacious and even robust. At this point, the fundamental
problem of development economics is perhaps not so much the
identification of good practices, but rather the identification of the
institutional arrangements necessary for the sustainability of such practices.
Not surprisingly, given the demonstrated difficulties inherent in pursuing
good long-run policies both through painful short- and medium-run
adjustments, and through sustained pressures of rent seeking (and rent
preservation), a common theme to emerge in some of the recent
development literature is the potentially positive role, at least in the
economic arena, that can be played by a strong, stable central government
in anchoring such policiest.”

This then is the context in which we can consider the choice of policy options
that governments have available to them.

Choice of Policy Options

It has long been recognised that it may be in a country’s interest to institute
policy reform and liberalisation unilaterally. England’s repeal of the Corn Laws and
the adoption of free trade in the 1840s is the classic illustration of unilateralism.
Modern counterparts of the free-trade ideal can be found in Hong Kong, China and
Singapore. There are innumerable examples of other, relatively small developing
countries that have undertaken unilateral policy reforms in the past three decades in
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an effort to do away with the distortionary and welfare-reducing effects brought about
by policies of import substitution. Thus as, Puga and Venables (1998, p. 238) have
noted:

“Unilateral liberalisation can attract industry and bring areal gaininincome.
Although more intense competition has an adverse effect on profitability
in the liberalising economy, import supply creates beneficial forward
linkages to domestic production and promotes industrialisation...[T]hese
linkages arise just from the use of imported goods as inputs; in reality
these linkages might come through several channels. A recent World Bank
(1994a) study argues that ‘By opening their economies, countries gain
access to more affordable consumer goods and to technologies and
intermediate goods that help reduce production costs. Thus, by improving
the climate for investment, liberalisation also hel psto attract foreign capital.
Foreign investment, in turn, can provide the technology and financing
required to establish a more efficient production structure.””

Even though countries can liberalise unilaterally, there is no guarantee that they
will be able to improve their access to foreign markets so long as trade barriers exist.
Thus, multilateral liberalisation carried out in the context of the GATT/WTO is an
option that has merit. The multilateral option is based on the Most-Favoured-Nation
(MFN) principle of non-discrimination, and concessions are negotiated on areciprocal
basis. This serves to protect the interests of small, developing countries vis-a-vis the
large and more powerful industrialised countries, and it a so providesthe small countries
with improved access for their exports to the large markets of the industrialised
countries. Concerted action in pursuit of freer trade globally may therefore result in
significant mutual benefits to all countries involved, especially if combined with
unilateral liberalisation.

Entry into a preferential trading arrangement such as a Euro-Med Agreement is
another option that countries may have. The questions here are why countries may
choose this option and what they have to gain, especially in relation to the unilateral
and multilateral policy options. The pros and cons of multilateral and preferential
arrangements have been discussed in Deardorff and Stern (1994). As they point out
(pp. 49-50), a number of criticisms can be levied against multilateralism and
presumably in favour of preferential arrangements. These are:

“1. The more countries that are involved in a multilateral negotiation, the
more difficult and time consuming it will be to draw up a negotiating
agenda and to conduct and conclude anegotiation. In view of the numerous
parties involved...and the size and complexity of the negotiating agenda,
individual countries/blocs may find themselves|ess able to focus on issues
that concern them directly. It is possible furthermore that there may be
foot dragging and a tendency for negotiating results to reflect the ‘lowest
common denominator’ of the countries participating in the negotiations.
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These difficulties can presumably be avoided in negotiating preferential
arrangements in which fewer countries are involved and the negotiating
agenda can be more readily agreed on.

“2. Because of MFN, concessions may be granted to individual countries
without there being any quid pro quo. Free riding may thus occur, unless
steps are taken to make concessions conditional....
[Preferential]...arrangements may therefore be appealing as a way of
l[imiting free riding.

“3. ...[T]he [multilateral] rules are inadequate in important respects. For
example, it has proven difficult to resist the introduction of nontariff
restrictive measures [e.g. antidumping] and effectively constrain the use
of...subsidies....

“4. ...[Multilateral negotiations have] been too narrowly focused on trade
in goods and [have] not dealt effectively with...the ‘new’ issues of services
and trade related intellectual property rights...investment measures...and
environmenta issues.... Thissuggeststhat [preferential arrangements)...can
be more focused and tailored to specific circumstances.

“5. Asymmetries exist with respect to the influence of large as compared
to medium size and small countries. Large countries may believe that the
[multilateral]...system ties their hands because of the nondiscrimination
and MFN principles, and, accordingly that their...economic and political
interests would be better served in [preferential]...negotiations that are
designed to protect their domestic firms and to open foreign markets to
their exporters. Medium size and small countries, on the other hand, while
recognizing the benefits of MFN, if their trade is predominantly with a
single large trading country or trading bloc, may believe that they can get
better and more assured accessto its market by means of preferential trading
arrangements rather than through multilateral negotiations.”

Having articulated a number of criticisms of multilateralism, we can turn the
discussion around and note some significant limitations of preferential arrangements
and, by implication, arguments favouring multilateralism. Thus, according to Deardorff
and Stern (1994, pp. 51-52):

“1. Perhaps the chief concern over preferential trading arrangements is
that they may be detrimental to world welfare because of thetrade diverting
effects that may result and the potentially exploitative tariff behavior that
the formation of large trading blocs may engender. However,...thereis no
presumption that preferential arrangements need be welfare reducing.
...Also, theformation of trading blocs need not initself lead to exploitative
behavior if there is a strong sense of commitment to international
cooperation among governmentsin the design and implementation of trade
policies and to the removal of trade barriers. Of course, nothing can be
guaranteed one way or the other. It will depend on the circumstances.
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Nonetheless, it might be argued that this agnostic conclusion is fraught
with danger. That is, there is a case to be made that the world needs a
strong multilateral system with effective rules and discipline....

“2. Critics of multilateralism have pointed to the slowness and
cumbersomeness of [multilateral] negotiations and thus to the greater
comparative ease of [preferential] negotiations. [But] this favorable view
of preferential arrangements has been questioned,... [the point being] that
the serious and definitive [ multilateral] negotiations are concentrated within
a relatively short period of time. Also, most of the actual negotiations
involve alimited number of the major trading countries/blocs. In contrast,
Schott (1989) cites some specific drawbacks of preferential arrangements,
in particular: ...elaborating detailed and potentially costly rules of origin;
and theneed in any event to cover in detail the sameissuesasinamultilateral
negotiation and to reconcile possible divergences of rights and obligations
between multilateral and preferential arrangements. Further, if existing
preferential arrangements are to be extended to additional countries, a
whole new set of negotiations may be required each time. A case can be
made therefore that it ismisleading and even falseto believe that it may be
relatively easy to negotiate preferential trading arrangements.

“3. ...Support for multilateralism might...be eroded if alarge part of the
available negotiating effort and expertise were shifted to the preferential
option. Furthermore, once a preferential arrangement is created, it may
become dominated by vested interests that feel threatened by, and will
thus oppose, multilateral liberalisation.”

It should be evident from the preceding discussion that each of the three policy
options mentioned — unilateralism, multilateralism, and preferential arrangements —
has some particular merits aswell as limitations. It is difficult accordingly to reach an
a priori judgement as to which policy option or combination thereof offers a country
or group of countries the greatest possible benefits. This will depend upon the
circumstances of each case, thus necessitating careful and detailed empirical analysis
of the various options. Let us turn then to consider the analytical framework that can
be used to identify the main economic effects at issue.

Analytic Framework: Comparative Statics

Following long-standard conventions, consider first the comparative static effects
of changes in policies and thereafter the dynamic growth effects. Suppose, to begin
with, that we have asmall country that optsto reduce/removeitsexisting trade barriers
and to undertake domestic policy reforms on a unilateral basis. Traditional analysis
under conditions of perfect competition suggests that there will be an intersectoral
reallocation of resources away from industries formerly protected towards export
industries and a corresponding changein the country’s composition of trade that reflects
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its comparative advantage vis-a-vis its trading partners. Consumers will benefit from
therealignment of domestic and foreign prices, and the nation asawholewill experience
an increase in welfare. There may be some short-run domestic costs of adjustment, to
the extent that factors may not be perfectly mobile. But these adjustment costs will
presumably be small in relation to the welfare gainsinvolved and can be dealt with by
redistributive policies. If, instead of perfect competition, firms are imperfectly
competitive and produce differentiated products, and consumers enjoy product variety,
there could be even further benefits from unilateral liberalisation. Furthermore, if
capital ispermitted to be mobileinternationally, the country may experience anincrease
in inward investment with further consequent beneficial effects.

How is the foregoing textbook account of unilateral policy reform altered if we
now consider the multilateral policy option? If the unilateral reform was undertaken
with trade barriers present in the country’s trading partners, the reduction/removal of
these trade barriers on a non-discriminatory MFN basis would reinforce the changes
already described and further enhance both national and global economic welfare.
The same would be true if trading partners instituted domestic policy reforms.

What distinguishes a preferential arrangement from unilateralism and
multilateralismisthat trade liberalisation and domestic policy reforms are undertaken
with respect to a certain designated trading partner or group of partners. Such an
arrangement could take the form of a customs union or an FTA. The FTA may be
trade creating if it results in a shift from higher- to lower-cost sources of supply, and
trade diverting if there is a shift from lower- to higher-cost sources of supply. Which
effect will predominate depends on given circumstances. To illustrate, in Tunisia's
EMA agreement, because Tunisiaalready has virtually free accessto EU markets, the
EMA would amount essentially to a unilateral removal of Tunisian barriers on EU
imports and might therefore betrade diverting and thus detrimental to Tunisia swelfare.
As Brown et al. (1997, p. 79) note:

“When Tunisiaeliminatesitsrelatively high tariffsagainst all EU-members
but keeps its tariffs in place against other (‘third’) countries, a first effect
is to cause substitution away from the imports of third countries. The
reason is that imports from the EU now appear cheaper to buyers within
Tunisia, who no longer have to pay the tariff. But these imports are not
cheaper to the country as a whole, since, if they had been cheaper, they
would have been purchased before when all imports faced the same tariffs.
Therefore, the country as a whole loses from this substitution.

“The way that this loss manifests itself within Tunisiais through the loss
of tariff revenue. Initially, buyers were paying high prices for imports
from the third countries, but a part of these high prices was staying within
the country in the form of tariff revenues collected by the government:
Thistariff revenuewas avail ableto be used by the government and therefore
contributed to economic welfare. ...consumer incomes include ...earned
factor incomes plus ... transfer [of tariff revenues| from the government,
both of which are spent on goods and services. When tariffs against the
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EU fall, consumers pay less for the imports that they now buy from the
EU instead of from third countries, but they lose even more as the transfer
of tariff revenue is reduced as well.”

It is conceivable that the trade-diverting effects could be even greater than
described, depending on whether restrictive rules of origin are put in place. A further
detraction that may arise is the establishment of a hub-and-spoke arrangement in
which the EU isthe main beneficiary of separately negotiated EMAs that |eave intact
the bilateral barriers to trade between individual MENA economies.

As aready mentioned, preferential tariff reduction can be trade creating and
thus welfare improving. As Brown et al. (1997, p. 82) note:

“Trade creation occurs when buyers substitute imports from the EU for
purchases of domestically produced goods. Since these two sources both
now face zero tariffs, imports from the EU must be cheaper than their
domestic alternatives in order to be bought, and the country therefore
gains from switching to the more efficient source. ...there is no loss of
tariff revenue to offset the gain experienced by the purchasers. A limited
amount of trade creation can occur to the extent that imports overall are
made cheaper by the tariff reduction relative to domestic goods. But a
greater scope for trade creation existsif the country is also able to increase
exports, for then the revenues from increased exports can be spent on
imports. Tariff reductions abroad...and a more general reallocation of
factors toward export sectors can therefore contribute to trade creation
and cause the overall welfare effect of an FTA to become positive.”

While the preceding discussion of trade creation and diversion will be familiar
to trade specialists, it nonetheless servesto clarify how theforcesat work in preferential
arrangements can be compromised in comparison with the manner in which unilateral
and multilateral liberalisation affect factor reallocation, consumer expenditures, and
changes in trade. Preferential arrangements can also have positive scale and variety
effects if firms are imperfectly competitive and produce differentiated products.

One final point that has been stressed by Hoekman and Djankov (1997a,
pp. 130-132) is that:

“An EMA may involve harmonizing regul atory regimes and administrative
requirements relating to product standards, testing and certification
procedures, mutual recognition agreements, common documents for
customs clearance..., coordination and cooperation on linking computer
systems of customs, etc. While such comparative efforts can be pursued
unilaterally, formal agreements may be necessary to induce the
administrative bodies involved to cooperate. The greater the share of trade
with partner countries, the greater the benefits of such non-tariff barriers,
which impose real resource costs. ... Some administrative barriers may not
differentiate between sources of imports. If these barriers are reduced or
removed in the context of an EMA, they will also reduce the costs of trade
with non-EU countries. Thiswill further increase the gainsfrom an EMA.”
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An effort has been made in this section to identify the main economic effects
that may result from trade liberalisation and domestic policy reforms undertaken
unilaterally, multilaterally, or on a preferential basisin a setting of comparative static
analysis. In principle, unilateral and multilateral liberalisation are the preferred policy
options in terms of the efficiency of resource use and maximisation of consumer
welfare. Preferential arrangements have the downside of possible trade diversion and
therefore may not enhance welfare as much as the other options. In the final analysis,
the assessment of the different policy options is an empirical matter. This paper will
review anumber of computable general equilibrium (CGE) modelling studiesof EMAS
for selected MENA economies that may help to clarify the comparative-static
magnitudes involved. Yet the story does not end here, because the dynamic growth
effects of the different policy options need to be considered.

Analytical Framework: Dynamic Growth Effects

This section addresses a number of dynamic aspects of the effects that changes
in policies may have, concentrating especially on the special characteristics of
preferential arrangements such asthe EMAsthat may be critical to the growth process.
For analytical purposes, following Schiff and Winters (1998, p. 179), dynamics is
defined “...to include both permanent increments to the rate of growth and temporary
but long-lived increases of, say, more than five years as countries move from one
growth path to another.” The dynamic aspectsto be considered include policy credibility,
capital accumulation, foreign direct investment, industrial location and knowledge
accumulation and spillovers.

Policy Credibility as a Pre-Condition for Growth

Fernandez and Portes (1998) is a seminal work that explores issues of policy
credibility and political economy constraints. As they ask (p. 200): “Is there more to
an RTA [regional trading arrangement] than meets the eye? Could the entry of a
country into an RTA change the incentives, and hence the behaviour of that country,
other countries, or the private sector in ways beyond the actual provisions of the
agreement? And insofar as the RTA does alter future incentives and behaviour, how
doesit change the expectations of all partiesinvolved?’ There are apparently anumber
of ways in which RTAs may be beneficial. These include dealing with problems of
time inconsistency, signalling, insurance, bargaining power, and co-ordination.

Time Inconsistency

Problems of time inconsistency arise (p. 203) “...if the government faces the
temptation to undertake surprise trade policy actions when other first-best instruments
are not available. This may lead to governments finding themselves in suboptimal
equilibriaif they cannot make a credible promise not to intervene.” An RTA may be
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helpful in dealing with time inconsistency (p. 204) “...by making the cost of even a
small deviation from an agreed trade liberalisation large (either by forcing the country
to exit from the agreement or by having members punish the deviating country),
[which] makes it easier to overcome small temptations that culminate in a greatly
distorted economy overall.”

The question arises as to whether commitment could just as well be attained
through the GATT/WTO rather than an RTA. As the authors note (p. 205):

“Theanswer, it seemsto us, must liein the differing incentivesfor countries
to punish a deviating member....Within GATT, the responsibility for
singling out a culprit and, if the organization delivers a guilty verdict,
delivering some retaliating punishment lies with the country or countries
that have been hurt by the action. In a large organization with a more
diffuse trade structure, this incentive is likely to be much smaller for any
single member, and the process likely to be slower and the outcome more
uncertain, than within aregional agreement. In an RTA it is much clearer
who has the responsibility to punish, and the reputational loss from not
doing so should accordingly be greater.”

A further implication of timeinconsistency ariseswhen an incumbent government
fearsthat afuture government could reverse existing policies. An RTA could therefore
help to resolve problems of political time-inconsistency and may even serve to
strengthen theincumbent party’s electoral position. Thiscan help accordingly to sustain
policy reform, and there may be advantages as well in reinforcing the commitment to
democratic principles.

Sgnalling

Aside from time inconsistency, a government may use an RTA to signal its
policy intentions, the status of its economic conditions, and its future relationships
with other countries. Fernandez and Portes (p. 209) state that:

“Two conditions are needed for a signalling explanation to make sense.
First, there has to be a significant information asymmetry. That is, the
government hasto have superior knowledge, either about itsown preferred
policies or about the economy, than other agents. The information
asymmetry condition is most likely to be met in cases where there is a
significant degree of doubt about the government’s commitment to
liberalisation or reform. ...Second, ..., there has to be a significant cost to
entering the agreement....”

Insurance

An RTA can help to insure a small member country against possible future
disruptions of access, especially to the market of a large member country. A small
country may be willing accordingly to enter into an RTA on relatively unfavourable
terms for insurance purposes.
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Bargaining Power

Joining an RTA may enhance the bargaining power of member countries vis-a-vis
non-members. Thisismore likely, however, for acustoms union with acommon external
tariff than an FTA in which members retain their sovereign external trade policies.

Co-ordination Device

Given that trade liberalisation and related policy reforms will create winners
and losers, an RTA may be a means of mobilising the forces that will benefit and
increasing co-operation on issuesimportant to theinterests of the participating countries.

Conclusions

The common theme running through the preceding discussion is the importance
of reducing uncertainty or increasing the credibility of economic policies and policy
reform. Thisisimportant, as Fernandez and Portes (p. 217) state, because: “Increased
credibility makes it easier for the private sector to plan and invest. Indeed, in some
cases the reduction in uncertainty resulting from an RTA may even be a necessary
precondition to realising gains from liberalisation?.” A discussion below considers
whether policy credibility may be enhanced by MENA countries entering into an
EMA. For now, it will suffice to view policy credibility as preconditioning the
environment for increased capital accumulation and enhanced economic growth.

Capital Accumulation

The issue here is how and the extent to which trade liberalisation and domestic
policy reform may affect rates of return on capital and therefore capital accumulation
and economic growth. Winters (1997, p. 11) reminds us that if investment increases
in response to higher rates of return, there will be “...a temporary, but generally
rather long-lived, increase in growth rates as the accumulation takes place to shift the
economy onto a higher trajectory: there will be higher levels of output per head once
the new level of capital stock has been achieved but growth will return to its original
level.” Further, he notes (p. 2) that “...it iswell to remember the distinction between
output and welfare. Since ... accumulation ... requires investment, it is not free. So
while future output might be higher..., total economic welfare measured over time
will not increase by as much, because the investment has to be paid for in terms of
foregone current consumption. It is not true to say that absolutely every increase in
the rate of growth is welfare-improving.”

There is a question of what model to use in analysing how investment may
respond to liberalisation. Thus, for example, the simple Heckscher-Ohlin trade model
would suggest that the rate of return to capital, the scarce factor, would fall in a
typical MENA country that is capital-scarce. There may be several reasons why this
may not be the case, however. According to Winters (1997, pp. 12-13):
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“First, tradeliberalisation typically reducesthe transactions costs on tradable
goods more than those of non-tradable goods. Thus it is likely to shift
demand and supply from non-tradablesto tradables, and if, aswe commonly
believe non-tradables are labor intensive and tradables capital intensive,
trade liberalisation will tend to increase the demand for capital more than
... the demand for labor. This, in turn, will drive up the rate of return on
capital. Relatedly, ... increased competition in tradable goods sectors may
include improvementsin efficiency and declines in markups in this sector.
This will cause increased demand for inputs into the tradable sector, and
thus reinforce the effect above further increasing the relative demand for
capital over labor.

A second route through which integration might affect the rate of return
on capital is through the price of capital goods. A reduction in tariffs and
trading costs on imports of capital equipment will reduce the prices which
industry hasto pay for investment goods. This, fairly naturally, islikely to
increase the rate of return and encourage greater accumulation.

...As in the case of non-tradable goods, there is aso the possibility that
increased competition from imports in capital goods could stimulate the
domestic capital goodsindustry to greater efficiency and less monopolistic
behavior. Thisisanimportant benefit for major producers of capital goods...

Third, economic integration that goes beyond tariff reductions could
improve efficiency inthefinancial sector. If thisled to reductionsinlending
margins it would stimulate investment by reducing the cost of funds.”

The earlier discussion noted that policy credibility may be of crucial importance
in shaping the environment in which capital accumulation takes place. Credibility
extends beyond trade policy, of course, to include sound domestic macroeconomic
and financia policies, protection of property rights, and generally effective government.
Unless these conditions are present, investment responses are likely to be limited.

Foreign Direct I nvestment (FDI)

Recipient countries often prize FDI because of the potential growth-enhancing
benefits that it may bring. As Winters (1997, p. 14) notes. “Many economists see
inflows of FDI, first as harbingers of confidence in the economy and, second, as the
route through which an economy can modernise — for example through access to
modern technol ogy, modern management, marketing networks and sources of inputs.”
Spillover effects from FDI may take the form of improving productivity in domestic
firms through a kind of demonstration effect or because of increased competitive
pressures. Workers and managers may also become better trained and more efficient
in working in multinationals and possibly moving on elsewhere in the country.
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The extent to which a preferential arrangement may help to attract FDI will
depend importantly on sound economic policiesin the host country. Thiswill include
stable macroeconomic conditions and policies, absence of labour strife, and a high
degree of openness such that trade and financial flows can move efficiently across
borders. In order to assess the prospects for FDI, it isimportant to be cognisant of the
interrel ated motivations involved. For example, some multinationals may be attracted
tolocatein countrieswith sizeable domestic markets. Others may wish to take advantage
of lower labour costs and to produce for export to third markets or back to the source
country. Further, in some cases, the profitability of multinationals may stem from
particular firm-specific characteristics that are best exploited through FDI rather than
other types of commercia arrangements. This complex of motivations thus suggests
that itisdifficult a priori toidentify precisely what will generate FDI inflowsin given
circumstances. Also, it is by no means clear that a preferential arrangement will in
itself necessarily be a crucial element in attracting FDI unless the preferential
arrangement carries with it significant policy credibility along the lines discussed
above.

Industrial Location

Our earlier discussion put the emphasis on the economic effects associated with
unilateralism, multilateralism, and preferential arrangements involving perfectly
competitive economies with different factor endowments and levels of income, and
extensionsto make allowance for imperfect competition, scale economies, and product
variety. In contrast to this time-honoured approach, Puga and Venables (1998) have
devel oped amodelling framework in which changesin trade policy can affect industrial
location and set into motion a process of agglomeration of industrial activity that is
conducive to economic development in low-income countries. As they state (p. 222):

“We use building blocks from new trade theory and from somewhat older
development economics. Asin new trade theory, we focus on the location
of firms using technologies with increasing returns and operating in
imperfectly competitive environments. From devel opment economics, we
taketheideas of forward and backward linkages between firms. Combining
these linkages with imperfect competition creates pecuniary externalities
between firms, thus providing the mechanism for cumulative causation.
The pecuniary externalities support existing agglomeration of industrial
activity and provide amechanism for the ‘takeoff’ of newly industrializing
economies.”

To illustrate the Puga-Venables modelling framework, divide the world into
two industrialised countries (North) and two devel oping countries (South). Assume a
perfectly competitive agricultural sector and animperfectly competitive manufacturing
sector in each country and that manufacturing is nascent in the developing countries.
Trade barriers are exogenously given in each country. Now suppose that one of the
southern economies engages in unilateral import liberalisation. As a consequence
(pp. 229-31):
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“...openness to imports of manufactures causes manufacturing production
to start....Import competition obviously has a negative effect through the
product market, particularly because access to the northern market is not
liberalized. But the cheaper supply of intermediate inputs becomes the
dominant force, enabling industry to become established. ...the combination
of low wages and low-cost intermediates...is sufficient to lead to
industrialisation.”

Alternatively, assume that multilateral trade liberalisation takes place in all
countries. As global tariffs are lowered, it becomes profitable to begin manufacturing
in the South insofar as imported intermediate goods are cheaper and there is now
access to the large northern market. Only one of the two southern economies will
industrialise, since once the process of industrialisation is started, the cost and demand
linkages will reinforce the industrial agglomeration. As global tariffs are lowered
further, the conditions for industrialisation in the second developing country will
become favourable. The shares of world industry in the southern countries will thus
increase as the process of industrialisation unfolds. Multilateralism will bring about a
greater degree of southern industrialisation than unilateralism because of the opening
of the markets in the northern countries.

Now consider theformation of apreferential trading arrangement (PTA) between
one of the southern countries and the North. Puga and Venables conclude (pp. 233-
37) that the PTA results in a larger share of industry in the liberalising southern
economy as compared to unilateralism and multilateralism:

“The spread of industry is larger because the southern economy benefits
from both improved access to the large northern market and the low cost
of northern intermediates. The liberalizing southern economy suffersfrom
more competition from northern firms, but, because southern wages are
lower, the balance of the improved reciprocal access favors the South.
This spread of industry is associated with alarge fall in the North’s share
of industry... Compared with the other arrangements, the other (not
liberalizing) southern economy loses because it does not attract any
industry...”

The last point mentioned suggests that there will be an incentive for the second
southern country tojoin the PTA. Pugaand Venables analyse other trading arrangements
besides those noted above. Their modelling framework is purposefully simplified to
focus on the spread of industrial agglomeration, and they use simulations to illustrate
their analytical conclusions. They acknowledge that they have abstracted from issues
of policy credibility and political economy constraintsand from the forces determining
capital accumulation and foreign direct investment. Further, they do not consider
more complex structures of protection and the possibility of trade diversion that have
been noted in our earlier discussion. While they highlight the potential superiority of
PTAs over other policy options, clearly more research is needed to determine what
the facts are that are at issue with the different trading arrangements.
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Knowledge Accumulation and Spill-overs

Consider now the possible impact that trade has on economic growth due to the
accumulation of knowledge and associated improvements in factor productivity and
the possible spillover effects that may be transmitted from advanced to less devel oped
countries. Asnoted in Vamvakidis (1998, p. 251), alarge empirical literature concludes
that free trade and growth were positively correlated, especially during the 1970s and
1980s. Presumably, such trade would generate positive spillover effects.

There are several channels through which trade may lead to faster growth
(p. 253):

“...trade increases innovation through economies of scale, technological
spillovers, and elimination of the replication of research and development
(R&D) indifferent countries. ...[IJnnovation of new productsisapositive
function of past innovations, which represent the stock of knowledge.
International trade provides access to a large international market, to
advanced technology, and, thereforeto alarger stock of knowledge, leading
to moreinnovations and faster growth. Thisimpliesthat a country benefits
from free trade with large economies and an advanced stock of knowledge,
assuming that technological spillovers are absorbed to the same degree
acrosscountries.”

The earlier discussion of the role of capital accumulation and foreign direct
investment in fostering growth raises the question of whether the sources of growth
are more likely to result from greater capital accumulation or from improvementsin
factor productivity. Thisisof course an empirical question. Further, it isnot clear that
trade per se is necessarily the only force behind spillover effects. Thus, as Winters
(1997, p. 8) notesin his discussion of the phenomena of and evidence on convergence
over time in levels of income per head in different countries:

“...convergence [in total factor productivity growth] arises from contacts
and spilloversrather than incentivesto accumulate physical capital. It might
also be due to the stimulating effect of overseas competition performance,
to the direct consequences of technology improvements through FDI, or
even to the mobility of highly skilled Iabor, be it permanent or temporary.”

While the precise channels by which spillovers may occur remain ambiguous,
there is nonetheless reason to believe that spillovers have central importance in the
growth process. The question then is how developing countries such as those in the
MENA region can best exploit them. That is, would MENA countries be better off by
expanding their trade with large and open industrialised economies on a multilateral
or on a preferential basis? The analysis returns to this question below.
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Ex Ante Assessments of the Euro-M ed Agreements

The preceding sections have been devoted to an analysis of options for trade and
domestic policy reform and the comparative static and growth effectsinvolved. Since
many of theissuesraised cannot beresolved clearly ona priori grounds, it is necessary
to look at the available empirical evidence with reference to the MENA economies,
concentrating in particular on the effects that EMAs may have upon them. Thisis by
no means an easy task since the existing EMAs have been in effect for short periods
and others are still in the process of negotiation. This section reviews briefly the ex
ante CGE modelling results for selected MENA countries as well as some qualitative
analyses that have been done.

CGE Modelling Assessments

Table 2.1 summarises the main findings of a number of CGE modelling
assessments of alternative liberalisation scenarios for Morocco, Tunisia and Egypt.
CGE models are useful for analysing the economic effects of various types of trade
liberalisation and related policy changes. They can incorporate economy-wide
relationships both within and between countries and provide numerical estimates of
the aggregate effects of different policies as well as details on how individual sectors
may respond. Theresultsindicated in Table 2.1 cannot be compared precisely because
the models differ somewhat in conceptual structure, and the computational scenarios
are not uniform. Nonetheless, the results provide a reasonably good indication of the
likely comparative static effects of the different trade policy options shown?.,

The CGE analysisfor Morocco by Rutherford, Rustrom and Tarr (1993) suggests
that unilateral removal of import protection by Morocco would increase welfare by
2.06 per cent to 3.12 per cent, depending on the elasticity of supply assumed for the
resource sectors. Comparable welfare increases are 1.70 per cent to 2.38 per cent for
an FTA with the EU, suggesting that unilateral liberalisation would produce larger
welfare gains. Presumably, the gains from multilateral liberalisation would be even
greater than those indicated.

Two CGE analyses have been done for Tunisia. Rutherford, Rustrém and Tarr
(1995) provide results for scenarios involving elimination of Tunisian tariffs and
NTBs on imports from the EU, improved access of Tunisian agricultural exports to
the EU, harmonisation of standards, and improvements in the efficiency of trade-
related activities. Taking all of these together, they estimate that an FTA between
Tunisiaand the EU would increase Tunisian welfare by 3.11 per cent in the short run,
with sector-specific capital, and 4.65 per cent in the long run with mobile capital. A
multilateral liberalisation would increase Tunisian welfare by an estimated 3.71 per
cent to 5.33 per cent.
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Table 2.1. Ex Ante CGE M odelling Results of Alternative Trade Liberalisation
Scenarios for Selected MENA Economies

M orocco

Rutherford, Rustrom and Tarr (1993) — Based on 39-sector CGE model, with constant returnsto scale, a
1980 Social Accounting Matrix, 1991 tariffs adjusted for duties collected, VAT replacement tax to offset loss
of tariff revenue, Armington assumption but fixed terms of trade, and high (H), medium (M), and low (L)
elagticity of supply in resource sectors.

% Changein Welfare

Scenarios H M L
Unilateral removal of import protection against all imports 312 2.37 2.06
Free trade agreement with the EU, including increased export

prices for citrus fruits and vegetables 2.28 1.52 1.20
Tunisia

Rutherford, Rustrom and Tarr (1995) — Based on 19-sector CGE model, with constant returns to scale,
1990 input-output matrix, 1993 tariff rates adjusted for duty collections, VAT replacement tax to offset loss
of tariff revenue, Armington assumption, and allowance for harmonisation of standards with the EU and
improvements in the trading environment through more efficient telecommunications and financial services.
Short-run with sector-specific capital and long-run with mobile capital.

%Change in Welfare

Scenarios Short Run Long Run
Elimination of tariffs on all imports from EU 0.50 156
Elimination of NTBs on all imports from EU 0.08 0.15
Improved access to agricultural marketsin EU 0.20 0.14
Harmonisation of standards 114 131
Improvementsin efficiency of trade reated activities 120 133
All expected effects from an FTA with the EU 311 4.65
FTA with the EU plus 100% across-the-board tariff liberalisation 371 5.33
Tunisia

Brown, Deardorff, and Stern (1997) — Based on 29-sector CGE model, with perfect competition in the
agricultural sector and monopolistic competition with free entry in the manufacturing and services sectors,
1990 input-output matrix and base year for other data, pre-Uruguay official (statutory) tariff rates, revenues
from tariffs assumed to be redistributed to consumers, and endogenous allowance for economies of scae and
product variety. The model has eight countries/regions, including Tunisia, Greece/Portugal/Spain,
France/Italy, and the rest of the EU.

Percentage Changes

' Terms of Welfare Red Wage Resal Return
Scenarios Trade to Capita
Free trade, with sector- ific capital:
trade only specfic e -5.0 -0.2 25 6.6
Free trade with sectorally mobile
capital: trade only -4.9 33 -17 6.5
Free trade with sectorally mobile
capital: trade and FDI 7.0 0.1 4.6 7.1
Free trade with sector specific capital:
trade and FDI 51 0.9 35 6.6
Free trade with sector specific capital
and capital tax: trade and FDI 51 10 36 6.6
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Table 2.1. contd.

Egypt

Konan and Maskus (1997a) — Based on 38-sector CGE model, with perfect competition, 1989-90 input-
output table, 1994 trade and tariff rates based on duties collected, alternative replacement taxes to offset loss
of tariff revenues, and Armington assumption. The model includes Egypt, the EU, United States, MENA, and
rest-of-world. Allowance is made for reductions in administrative trade costs.

Percentage Change
Scenarios, with Prior Trade
Reform and Lump-Sum Tax Realljr\c/:{jages Non-Prod Real Rental Rate
Replacement Welfare Workers Workers  Mobile Capital
Unilateral tariff elimination against all
trading partners, including lower red-
tape costs of imports 2.7 8.1 104 9.0
Reduction of red-tape costs of imports 1.9 47 57 55
and exports
FTA with the EU 1.9 6.5 8.1 7.3
FTA with the EU, US, and MENA and
common 10% tariff on imports from
ROW 24 7.1 9.0 8.0

Egypt

Dessus and Suwa-Eisenmann (1998) — Based on 30-sector CGE model, with perfect competition, Social
Accounting Matrix using 1991/92 input-output table updated to 1995, single household with homogeneous
labour, three different capital stocks, and four trade partners (EU, NAFTA, South-Mediterranean Rim, and
rest-of-world). The model employs sequential equilibria running for the period, 1995-2010.

%Change in Welfare

Scenarios from Benchmark 2010
1. Benchmark scenarios for growth, 1995-2010 -

2. Reduction of import tariffs on EU manufactures -0.18

3. Scenario 2 plus EU capital transfersto Egypt and more secure market -0.49
access in EU for Egyptian exports of manufactures ’

4. Scenario 3 plus export-led externality that increases capital and |abour 524
productivity '

5. Scenario 4 plus unilateral liberalisation with rest-of-world 4.60

The CGE model simulations for Tunisia by Brown, Deardorff and Stern (1997)
focus on an FTA between Tunisia and the EU, with allowance for sector-specific and
mobile capital and possible changesin FDI inflows. The FTA resultsfor sector-specific
capital indicate a welfare decline of 0.2 per cent, thus suggesting possible trade
diversion. With mobile capital, however, there is a 3.3 per cent increase. It is
conceptually difficult to incorporate FDI into CGE models, but on the basis of
assumptions about how FDI inflows might respond to changes in rates of return,
Brown et al. conclude that welfare effects range between —0.1 per cent and —1.0 per
cent. These results reflect worsened terms of trade as Tunisian exports expand to
enable servicing of the FDI inflows. Brown et al. did not simulate either unilateral or
multilateral liberalisation options for Tunisia

Two CGE analyses also exist for Egypt. Konan and Maskus (1997a) estimate a
2.7 per centincreasein welfarewith unilateral liberalisation against all trading partners,
including allowance for the lowering of red-tape costs of imports. Taking account of
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the lowering of red-tape costs for both imports and exportsyields an estimated welfare
increase of 1.9 per cent. An FTA between Egypt and the EU that involves both removal
of tariffsand NTBs and the lowering of red-tape costs produces the same welfare gain
of 1.9 per cent, suggesting the possibility of trade diversion. The final simulation
refers to a broadening of an FTA to include the EU, United States and the MENA
economies, together with a common 10 per cent tariff on imports from the rest of
world*. The resulting welfare increase of 2.4 per cent is roughly comparable to that
for the unilateral liberalisation option.

Dessus and Suwa-Eisenmann (1998) first cal cul ated a benchmark scenario based
on sequential equilibria for 1995-2010, using assumed values of exogenous
macroeconomic and policy changes. They then calculated a number of scenariosin
relation to the 2010 benchmark. Their Scenario Two refers to removal of Egyptian
import tariffs on EU manufactures and shows awelfare loss of 0.18 per cent. With an
increasein EU financial transfers and improved market access in the EU for Egyptian
manufactured exports assumed in Scenario Three, awelfare increase of 0.49 per cent
occurs. In order to make allowancefor possible dynamic productivity gains, the authors
adapted their model to include an export-led externality in which increasing exports
of manufactures enhance the productivity of physical capital and labour. Thus, Scenario
Four produces awelfare improvement of 5.24 per cent, which reflects how significant
the dynamic productivity improvements may be. Finally, in Scenario Five, unilateral
liberalisation with therest of the world coupled with the export-led externality indicates
a smaller increase in welfare than does Scenario Four, due mainly to the decline in
tariff revenues®.

Theforegoing CGE modelling results conform fairly well to a priori expectations.
They suggest that the unilateral and multilateral liberalisation options produce greater
comparative-static welfare gainsthan FTAs. In themselves, FTAs can divert trade and
reduce welfare in the short run, but may yield significant welfare gains in the long
run. Finally, to the extent that trade liberalisation is accompanied by areduction in the
costs of administering import/export trade, greater facilitation of trade through
liberalisation of financial services and telecommunications, and dynamic productivity
improvements, the welfare gains will be even greater.

Other Assessments

Hoekman and Djankov (1997a) analysed the details of the 1995 EM A negotiated
with Tunisia and considered the implications of this EMA for Egypt. As they note
(p. 133), the Tunisia-EU EMA has the following major elements:

1) Political dialogue.

2)  Free movement of goods — Liberalisation will occur mostly on the Tunisian
side because Tunisia already benefits from duty-free access to EU markets for
manufactured goods. Tunisian tariffs on particular groups of products will be
reduced in stages over a 12-year period, with the reductions back-loaded for
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goods with the highest average tariffs. A general safeguard mechanism is
provided. The status quo of access of agricultural exports to the EU is locked
in. Somewhat flexible rules of origin may be implemented.

3) Right of establishment and supply of services — The EMA does not explicitly
address commitments on these matters.

4)  Payments, competition and other economic provisions— Thereisa5-year period
for implementation of rules.

5)  Economic and social co-operation — The emphasis is on upgrading Tunisian
infrastructure and providing support for restructuring of the economy.

6) Financial co-operation — Thereisalink between EMA implementation and the
provision of financial resources by the EU, with specific detail sto be determined.

7) Institutional provisions — An Association Council is responsible for
implementation and operation of the EMA, including dealing with disputes.
Details have to be worked out.
The authors provide (p. 141) an overall evaluation of the Tunisian EMA as

follows:

“The transition path to free trade with the EU is a long one, with
liberalization of goods competing with domestic production only starting
five years after the entry into force of the agreements. By lowering tariffs
on intermediates and capital goods first, domestic industries are granted
some up front compensation for the adjustment costs that must be incurred
later, and are given time in which to restructure. The tariff liberalization
strategy ensures that tariff revenues will initially decline slowly, giving
more time to mobilize alternative tax bases. But the backloaded nature of
thetariff reductions may reduce theincentivesto initiate rapid restructuring,
and may create problemsin implementing tariff reductionsin thefuture....
Much therefore depends on the credibility of the EMA. Thisin turn depends
on the extent to which complementary actions are pursued to improve the
functioning of the economy. Important in this connection is the fact that
the EMA does little to ensure investors of national treatment or grant the
general right of establishment. ...FDI isespecially important in the services
area, where establishment often remains the best way to contest a market.
Efficient services are crucia in terms of being able to participate in the
global economy By limiting commitments..., the EMA risks sending a
signal that liberalization is not on the immediate agenda. It also puts the
burden on unilateral efforts to move forward.”

Hoekman and Djankov go on to consider theimplicationsfor Egypt of emulating

the Tunisian EMA. They calculate Effective Rates of Protection (ERPs) for Egyptian
sectors based on the Tunisian stages of tariff reductionsaswell asproportional reductions
and reducing the maximum tariff rates through time. They conclude (pp. 146-49)

that:
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“The results suggest that if nothing is done to improve the cost efficiency
and quality of the service sector, the costs associated with the Tunisian
approach may not be very high in comparison with alternative approaches
given that it insures that industries are compensated to some extent for the
lack of improvement in services. However, thisis of course very much a
second best situation — it would be better to reduce the inefficiency of the
service sector concurrently with the reduction in tariffs....[R]eductionsin
the inefficiency of the service industries will require greater competition,
in part through the encouragement of FDI, which will only materialize if
the regulatory and institutional environment is conducive to private sector
investment. Indeed, in the absence of improvements in the legal and
regulatory framework, opening up to trade with the EU may result in
greater competition from imports without much in the way of new
investment. If so, the potential negative impact of an EMA is significant
and the political viability of its implementation may well decline.”

Finally, Hoekman and Djankov suggest the desirability of Egypt taking some
complementary actions outside of the EMA framework. These include reduction of
MFN tariffs, reducing hub-and-spoke investment-diversion incentives, and pursuing
a vigorous privatisation programme to reduce the role of the state and enhance the
credibility of the liberalisation programme.

Page and Underwood (1997) consider the comparative static and potential growth
impacts of the EMAsfor Morocco and Tunisia. They examinein particular the possible
effects on investment behaviour, particularly FDI, and the potential channels for
accelerating productivity change.

For investment, the questions considered are whether the EMAswill: i) improve
access to foreign portfolio investment and investor perceptions of macroeconomic
management; ii) improve credibility of investment rules; and iii) change strategic
motivations for FDI. They conclude (p. 113) that:

“...the harmonisation of laws and regulations combined with both
economies’ prior track record for good macroeconomic management may
induce larger portfolio investments by European investors, but financial
markets will require substantial strengthening if those increased flows are
to be used efficiently. Expanded FDI will depend as much on changing
strategic perceptions of investors and reductionsin bureaucratic impediments
to business as on macroeconomic stability and credible rules.”

Page and Underwood calculate measures of total factor productivity (TFP) for
an 85-country sample and conclude that both Morocco and Tunisia lag substantially
behind the European economies. The same is true for TFP in a number of sectors
reported for Morocco. In considering whether the EMAs will improve the acquisition
of technology, they consider the potential benefits flowing from: i) imports of new,
technologically superior equipment; ii) inward FDI; iii) technology licensing; and
iv) transfer of non-proprietary technology. They suggest that the benefits of certain
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types of FDI may be limited, as there is no guarantee that there will be technology
spillovers from multinational firms and that these firms may be hesitant to make their
technology easily accessible. Information provided by purchasers of exports and
programmes for technological upgrading is considered to be especially important.

Overal, Page and Underwood conclude (p. 121) that:

“...[Whil€] the EU integration agreementswith Morocco and Tunisia....offer
both countries an important opportunity to accelerate growth and raise
incomes towards Southern European levels, substantial benefits will not
accrue to each country automatically. What can Morocco and Tunisia do
to ensure that the EU agreements fulfil their promise? First, they can
accelerate and generalize the liberalization of trade embodied in the
agreements. Second, they can move aggressively toimprovetheinvestment
climate; and third, they can adopt policies intended to accelerate the rate
of productivity change.”

Galal and Hoekman (1997a) address how Egypt can best achieve the maximum
benefits from a partnership agreement with the EU®. They view the key elements of
the growth process as follows (p. 284):

“...the evidence is abundantly clear that beyond the initial conditionsin a
given country, policies matter. Policies can foster the accumulation of
capital, improve the allocation of resources, and contribute to productivity
growth. Our reading of the literature and the empirical evidence suggests
that the key to the accumulation of physical and human capital is savings,
domestic and foreign. The key to the efficient alocation of resources is
openness of the economy to trade and financial flows. And the key to
productivity improvement is competition (domestic and international),
private ownership and the acquisition of technology.”

To evaluate how an EMA for Egypt might work, Galal and Hoekman focus on
the foregoing elements of the growth process. With respect to the openness of Egypt’s
trade regime, they identify the key issue as the lowering of trade-related transactions
costs. The importance of this has already been noted from the Konan-Maskus CGE
calculations cited in Table 2.1. The question then is how vigorously this objective of
lowering trading costs will be pursued and whether and how the necessary institutions
can be created or improved.

Astheearlier discussion noted, fostering moreinvestment iscrucial to the growth
process. An EMA for Egypt conceivably could influence investment positively,
depending on how expectations are affected and whether the credibility of policy
reform is locked in, including the right of establishment and national treatment. It is
also important that the administrative costs of trade be reduced, trade barriers be
lowered with respect to other countries, and investment in services be especially
encouraged. Further, measures should be instituted to encourage productivity growth
more directly, including arrangements for outsourcing inputs and re-exporting to the
EU. Finally, issues of competition policy need to be addressed so that markets can be
made more contestable, particularly in key services sectors.
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An EMA in itself may not be the key to greater growth for Egypt. Other,
complementary policies will be required, as Galal and Hoekman (pp. 303-04) note:

“Increasing savings and investment in productive activities is key in the
medium term. For this, Egypt should increase public sector savings (by
reducing the size of the public sector) and reducing the tax burdens (by
lowering tax rates and improving tax administration). In addition, a
comprehensive privatization effort is crucial for fostering national savings
(public and private), encouraging private sector investment and the
repatriation of capital. Greater openness and exchange rate reform are also
essential for fostering savings and domestic competition and promoting
manufactured exports.

“...[T]he set of recommended policy reforms should be designed and
pursued in a credible, comprehensive and consistent fashion to be
successful. The policy initiatives have to be credible to evoke a sustained
investor response (especially from foreigninvestors) and overcome cynicism
bred by years of patchy implementation and wavering commitment. They
have to be comprehensive to have their full impact and signal that the
effort is not selective and piecemeal. Finally they have to be consistent to
ensure that they can be implemented without being derailed by internal
contradictions.”

The final study considered here is the effort by Winters (1997) to assess the
possi ble dynamic benefits of an EMA for Lebanon. Wintersfirst reviewsthe experience
of the accession of Greece, Portugal and Spain to the EU and implicationsfor Lebanon.
He concludes that both Portugal and Spain showed strong improvements in their
economic indicators with EU accession whereas Greece did not. The differences can
be attributed to credible programmes of economic reform, thus suggesting that L ebanon
would be best advised to concentrate on the effectiveness and credibility of its
macroeconomic policies in particular.

With respect to trade, FDI, possible spillover effects and the convergence of
output per head, Winters notesthat most of the beneficial effects have occurred primarily
in relations among already advanced countries rather than between advanced and
developing countries. Thisis not to suggest that L ebanon and other MENA countries
would not benefit from the dynamic effects involved in expansion of trade and FDI
associated with an EMA, but there is nothing automatic about this. Indeed, Winters
points out that there might be something akin to trade diversion that could result if
trade were shifted away from advanced countries like the United States and Japan,
which have the highest stocks of knowledge accumulation, towardsthe EU, which has
lower stocks.

A further question is whether an EMA will increase the rate of return to
investment in Lebanon and thus encourage capital accumulation. The rate of return
might be increased through a number of different channels. Most important is that
L ebanon institutes effective domestic policiesthat will create afavourable climate for
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both domestic investment and FDI. So long asthisisthe case, and given that Lebanon
may bein afavourable position to undertake reformsin its financial sector and iswell
endowed with human capital, prospects for capital accumulation appear to be
favourable. Finally, Winters notes the strong potential of Lebanese migrants residing
abroad. If an EMA wereto succeed in harnessing the skillsand entrepreneurial activities
of these migrants, there could well be further beneficial growth effects as a result.

Conclusions and Policy Implications

This paper has addressed optionsfor trade and domestic policy reform, including
unilateral measures, multilateral measures, and preferential arrangements such as the
EMAs. In evaluating the economic effects of these measures, it has given attention to
the comparative-static and dynamic-growth frameworks that can be used to analyse
the different policies. A review of some CGE modelling studies of the EMASs for
Morocco, Tunisia and Egypt suggested that there could be some trade diversion, but
significant welfare gains might nevertheless occur in the long run and with allowance
for reductions in administered trade costs, harmonisation of standards, improvements
in trade facilitation and export-related, dynamic productivity effects.

Qualitative analyses of EMAS for the aforementioned countries and Lebanon
identified the various channel s through which dynamic growth effects could berealised.
A common theme running through these analyses was that the growth benefits of the
EMAswould not necessarily be realised automatically. Rather, it was emphasi sed that
individual countries should institute effective domestic policies to anchor the setting
inwhich liberalisation would take place. Furthermore, to obtain the maximum benefits,
complementary measures were recommended so that individual countries could align
their foreign trade and investment policies more closely on a multilateral basis with
the global trading community.

Clearly, the next step in theindividual MENA countriesisto move beyond these
broad generalisations to modify and redesign existing institutions and policies along
the lines suggested in the qualitative analyses that have been reviewed. This of course
is not an easy matter, given that decisions must be made in a political and social
context of competing interest groups with conflicting objectives and influence. Yet,
so long as governments remain fixed on the long-run goal of economic and social
betterment of their citizenry, their policy designs and dictates will be self-reinforcing
in the continued pursuit of efficiency, equity and growth objectives.
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Notes

Along similar lines, see Hall and Jones (1998) and Olson (1996).

See Brunetti, Kisunko and Weder (1998) for an empirical study of the credibility of
rules and economic growth, based on firm-level survey data for 73 countries.

This presentation concentrates on the overall effects of the policy options. The
individual studies can be consulted for the detailed results of the sectoral effects.

For a further elaboration of this simulation that focuses on an FTA between Egypt
and the United States, see Hoekman, Konan and Maskus (1998).

Dessus and Suwa-Eisenmann (1999) use the same model, adapted to allow for labour-
market segmentation and unemployment and inward FDI in an EMA between Egypt
and the EU. They note the need for Egypt to introduce labour-market reforms in the
course of trade liberalisation so that manufacturing firms may be induced to adopt
more labour-intensive technologies, thereby creating more employment
opportunities for Egyptian workers.

For related discussion and analysis in the context of a prospective Egypt-U.S. FTA
see Galal and Tohamy (1998), Lawrence (1998), and Hoekman, Konan and Maskus
(1998).
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Chapter 3

The Nature of Euro-Mediterranean Trade
and the Prospects for Regional Integration

Agnes Chevallier and Michael Freudenberg

I ntroduction

To date, preferential access of Mediterranean manufactured products to the
European Union market has produced weak results in terms of increasing market
share and adapting export structures better suited to European demand. Therelatively
small gains in EU market share by the Mediterranean countries can be explained by
the sectoral composition of their exports, which are insufficiently adapted to the
changing pattern of world, notably European demand (Bensidoun and Chevallier, 1996).
Petri (1997) notes that there appears to be a “quality gap” if not a“quantity gap” in
Southern Mediterranean trade compared with more dynamic developing areas. In
fact, the region is relatively weak in more sophisticated manufacturing sectors that
feature prominently in the exports of more dynamic competitors.

The North African countries’ preferential, non-reciprocal trade regime in the
European market has not contributed to the evol ution of export structures better adapted
to European demand. The regional division of labour, based on wage differentials and
geographical proximity, strongly shapesthe specialisation of M editerranean countries.
The peculiar nature of Euro-Mediterranean trade in manufactured products stands out
in comparisonswith other areasin theworld. For many emerging “ Southern” countries,
manufacturing export (and import) patternswith “Northern” neighbours are becoming
increasingly similar to trade patterns with the rest of the world. This is not the case
with Mediterranean exports, particularly the Maghreb’s exportsto the EU. The sectoral
structure of these exportsis close neither to the “ supply” of North African productsto
therest of theworld nor to European “demand” satisfied by other countries (Bensidoun
and Chevallier, 1998).
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The EMASs could direct the production activity of Mediterranean countries into
areas of greater value added and stimulate their growth, provided that they lead to
greater regional integration, above and beyond simple free trade. Improved access to
imported inputs, combined with trade specialisation more suited to indigenous
comparative advantage and the dynamic effects of a more competitive environment,
could have a positive impact on the structure of North African trade. The elimination
of trade barriers between Mediterranean countries, stimulated by the EMAS, could
help to alleviate some of the obstaclesto expansion in domestic and foreign investment.
The strength of these dynamic effects will depend, however, on macroeconomic and
microeconomic policies adopted in conjunction with trade liberalisation policy.

This paper presents a detailed analysis of trade patterns between four
Mediterranean countries (Morocco, Tunisia, Egypt, Turkey) and the European Union
(EU) to determine the exact nature of Euro-Mediterranean trade as well asto identify
potential areasfor upgrading specialisation and fostering growth. It contraststhe results
for the Mediterranean countries with those for several Central European Countries as
well as with Spain and Portugal.

The Regional Division of Labour

Trade between the M editerranean countries and Europe represents an international
division of labour typical of countries with widely different income levels.
Mediterranean countries’ exports to the EU concentrate in primary products and
consumption goods, while most imports areintermediate, mixed! and equi pment goods®
(Table 3.1).

Between 1988 and 1996, the composition of exports changed in the sasmeway in
each country: a relative decline in primary goods and an increase in consumption
goods. This trend is more recent in Egypt than in the other three Mediterranean
countries. Primary goods remain the most important category of goods exported by
Egypt, but consumption-good exports are growing faster. Another trend is noticeable
in Turkey, Tunisia and Morocco, however, namely growing shares of capital-goods
exports®, although arelatively low base biasesits measurement, particularly in Morocco.
In comparison with their EU trade, the very different composition of Mediterranean
exportsto therest of the world reveals other areas of potential comparative advantage
(Devlin and Page, in this volume).

Changes in the composition of imports do not appear to be as significant. Still,
anumber of interesting features emerge, particularly theincreasing share of consumption
goods in each country. In Morocco and Tunisia, this trend is quite recent and could
relate to trade liberalisation in consumption goods, particularly clothing (this sector
has traditionally been one of the most protected in both countries). This, of course,
raises questions about changes in the level and structure of imports that could occur
with Euro-Mediterranean free trade.
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Table 3.1. Share of End-use Categoriesin Trade of M editerranean Countries

(in percentages)

Exportsto EU Imports from EU E’égtift‘fﬁg ¢
World

1988 1996 1988 1996 1996
Turkey
. Primary goods 238 12.6 3.6 6.5 135
Base manufactured goods 7.3 7.4 19.7 114 19.8
I1. Intermediate goods 15.6 153 30.0 217 17.1
Mixed products 141 74 7.8 111 10.7
111. Equipment goods 2.2 53 313 324 6.4
Consumption goods 36.9 52.0 1.7 109 325
Tunisia
IV. Primary goods 18.6 11.0 59 33 9.0
Base manufactured goods 44 24 9.2 54 304
V. Intermediate goods 125 8.6 355 376 25.7
Mixed products 155 134 147 134 10.1
V1. Equipment goods 6.1 8.1 18.7 212 5.7
Consumption goods 42.8 56.5 16.0 19.2 19.2
Morroco
VIl. Primary goods 310 18.2 5.2 7.9 241
Base manufactured goods 6.8 5.2 12.1 7.9 20.0
VIII. Intermediate goods 11.0 12.3 35.2 378 17.8
Mixed products 11.8 12.0 10.1 10.3 231
IX.  Equipment goods 21 39 26.2 215 13
Consumption goods 373 484 11.2 14.6 13.7
Egypt
X.  Primary goods 67.0 54.6 7.8 79 50.5
Base manufactured goods 9.7 6.2 9.6 7.8 7.2
XI.  Intermediate goods 8.9 8.6 26.8 239 10.0
Mixed products 9.1 17.6 155 11.8 135
XII. Equipment goods 2.0 24 274 355 12
XI11. Consumption goods 33 10.6 12.8 131 17.7

Source: CEPII-Chelem, authors’ calculation.
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Intheir trade with the EU, the M editerranean countries appear as more specialised
aong thefour production stages than the Central European countries®. The contribution
of each stage to the trade balance, be it positive (revealed comparative advantage) or
negative (disadvantage), islarger for the Mediterranean economies. The M editerranean
countries have positive contributions in primary or consumption goods, while the
Czech Republic and Slovakia have positive contributions in intermediate goods®
(Figure 3.1).

Figure 3.1. Revealed Comparative Advantagesin Trade
with the EU by End-use Categories, 1996

Czech Rep. (]

Slovakia

Hungary

Poland

Egypt |

Turkey I

Tunisia

Morocco

1 1 1 1 1 1
-300 -200 -100 0 100 200 300

D Primary . Intermediate D Capital . Consumption

Note: In thousandths of bilateral trade.
Source: Comext, Eurostat, authors' calculation.

The composition of imports from the EU by end-use categoriesis quite similar
across countries. Intermediate products constitute the main category of imports in
each case (Table 3.2 and Figure 3.2). Regional differences in specialisation originate
mainly on the export side, with the share of intermediate goods in exports of Central
or Southern European countries being far moreimportant than sharesin Mediterranean
exports. Intermediate good exports also rank first among the European countries,
except for Portugal, while consumption goods are by far the most important category
in exports of Turkey, Morocco and Tunisia.
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Table 3.2. Composition of Trade with the EU by End-use Categories, 1996
(in percentages)

Exports Imports
Primary Intermediate  Capital Consumption Primary Intermediate  Capital Consumption

Slovakia 34 61.7 5.9 29.0 2.8 58.9 20.5 17.8
Czech Rep. 6.9 60.3 10.7 22.1 3.0 53.2 214 22.3
Hungary 6.6 535 9.0 30.9 19 59.9 18.9 19.3
Poland 9.7 46.8 6.4 37.1 5.9 53.8 19.2 21.2
Spain 11.0 411 10.8 37.1 6.2 53.4 16.4 24.1
Portugal 38 374 6.8 52.0 6.1 50.4 15.2 28.3
Egypt 555 313 21 111 5.0 52.0 28.8 14.3
Turkey 14.0 27.3 7.1 515 54 49.3 317 13.7
Morocco 21.0 22.7 4.2 52.2 5.0 62.3 18.8 138
Tunisia 125 20.6 29 64.0 2.7 63.1 14.8 19.3
Note: The countries are ranked by decreasing share of intermediate products in exports.

Figures in bold indicate the most important end-use category.

Source: Comext, Eurostat, authors’ calculation.

Figure 3.2. Composition of Trade with the EU —Non Primary Goods
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In general, Mediterranean exports concentrate much more in a few industries
relative to Central European exports (Table 3.3). The combined weight of exportsin
the top five industries (NACE rev. 1) in total exportsis close to or above 70 per cent
for Mediterranean countries whereas it is under 55 per cent for the Central European

countries.
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Table 3.3. Share of Top Fivelndustriesin Exportsto the EU, 1996
(in percentages)

Country and NACE rev.1industries Primary Intermediate Capital Consumption Total
Egypt Top Fivelndustries 53.8 20.6 0.0 8.7 83.1
I11. 11 Crude petroleum and natural 48.3 48.3

gas

23 Coke and refined petroleum products 139 139
17 Textiles 0.2 6.7 32 10.0
18 Wearing apparel 0.0 0.0 5.6 5.6
01 Agriculture 5.2 0.0 5.2
Tunisia Top Five Industries 8.5 11.8 11 55.5 76.9
IV. 18 Wearing apparel 0.0 0.0 49.7 49.8
11 Crude petroleum and natural gas 85 8.5
31 Electrical machinery 5.6 11 0.0 6.7
24 Chemicals 0.0 59 0.1 6.0
19 L eather and footwear 0.0 0.3 56 59
Morocco Top Five Industries 14.2 14.6 0.0 41 72.9
V. 18 Wearing apparel 0.0 0.0 36.8 36.8
15 Food and beverages 3.6 0.9 7.0 115
VI. OlAgriculture 10.6 0.0 0.0 0.3 109
24 Chemicals 0.0 84 0.0 84
32 Radio, television and comm. equip. 54 0.0 0.0 54
Turkey Top Fivelndustries 11.7 7.1 44 45.5 68.7
VIl. 18 Wearing apparel 0.0 0.0 28.9 28.9
17 Textiles 04 6.4 115 18.3
01 Agriculture 84 0.2 85
15 Food and beverages 3.0 04 4.8 8.1
35 Other transport equipment 0.3 44 0.1 4.8
Hungary Top Five Industries 11 25.2 37 204 504
VIII. 34 Motor vehicles 11.8 0.2 2.7 14.7
31 Electrical machinery 9.0 15 11 11.6
18 Wearing apparel 0.0 0.0 8.7 8.7
15 Food and beverages 11 0.8 6.3 8.2
29 Machinery and equipment 35 20 16 7.2
Poland Top Five Industries 04 17.1 17 26.2 45.4
IX. 18Wearing apparel 0.0 0.2 128 131
27 Basic metals 04 8.9 9.3
36 Furniture and manufacturing n.e.c. 0.0 0.6 0.0 8.0 8.6
34 Motor vehicles 18 17 51 8.6
24 Chemicals 0.0 57 0.2 59
Czech Rep. Top Five Industries 15 30.3 7.1 6.1 45.0
29 Machinery and equipment 6.3 4.6 0.8 11.7
34 Motor vehicles 37 0.7 49 9.3
31 Electrical machinery 6.5 18 0.2 85
27 Basic metals 15 6.8 8.3
24 Chemicals 0.0 7.0 0.3 7.3
Slovakia Top Five Industries 0.8 33.0 2.6 179 54.3
X. 27 Basic metals 0.8 14.7 155
34 Motor vehicles 52 04 8.1 13.6
24 Chemicals 0.0 9.2 0.2 95
18 Wearing apparel 0.0 0.0 8.6 8.6
29 Machinery and equipment 39 2.2 11 7.1
Note: Industries with a sharein exports at least equal to 10 per cent in one end-use category arein bold.

Source:  Comext, Eurostat, authors’ calculation.
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The Nature of Euro-Mediterranean Trade

Simultaneous exports and imports within the sasmeindustry are generally |abelled
“intra-industry trade,” and typically occur among rich countries with similar levels of
development and geographic proximity. Intra-industry trade is thus often regarded as
a corollary of smooth economic integration. Yet it may hide two different concepts
whose implications clearly differ (Figure 3.3). This difference can be detected
empirically only by examination of disaggregated tradeflows, i.e. flows at the product
rather than the industry level (Fontagné, Freudenberg and Unal-K esenci, 1996).

Figure 3.3. Intra-industry Trade can have Two M eanings
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First, the international division of production processes allows firms (as well as
countries) to specialise, based on comparative advantage, in different stages of the
value-added chain for the sameindustry (i.e. intextiles, onefirm specialisesin threads,
another in apparel). This one-way trade tends to imply additional gains from trade
relative to trade flows based on traditional inter-industry specialisation. It involves
trade in intermediate goods and corresponds partly to intra-firm trade.

Second, two-way trade in products occurs through the simultaneous export and
import of products having the same basic technical characteristics. It may include
horizontally differentiated goods (two-way trade of varieties, i.e. exports of cotton
yarns and imports of synthetic filament yarns) or vertically differentiated goods (two-
way trade of qualities, i.e. exports of basic shirts and imports of high-fashion shirts).
Two-way trade also leads to important gains from trade, but for different reasons, as
it provides consumers and producers with alarger choice of varieties and/or qualities.
Thevertical differentiation of products may lead firms (aswell as countries) to specialise
in different quality segments within narrowly defined product groups.
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To break down Euro-Mediterranean trade into these three categories (one-way
trade, two-way trade of varieties or of qualities) this paper uses very disaggregated
bilateral trade date®. The following three defined categories depend on the extent of
overlap in trade and similarity in unit values (see Methodol ogical Appendix 2).

1) One-way trade: no or no significant overlap between exports and imports;

2) Two-way trade in similar products (trade in varieties): significant overlap and
small unit value differences;

3) Two-way tradein vertically differentiated products (trade in different qualities):
significant overlap and high unit value differences.

The relative importance of these three trade types suggests the extent of
complementarity versus competition between countries. It can also indicate the
economic distance that separates EU countries from selected trade partners. In general,
similar countries engage in two-way trade in similar products (trade in varieties),
whereas different countries engage in one-way trade or in two-way trade in vertically
differentiated goods (trade in different qualities). Within the EU, Spain and Portugal
are interesting examples of countries that seem to have integrated successfully into
intra-EU trade by gradually shifting away from “residual” (one-way) specialisation
on activities abandoned by more advanced countries (Fontagné and Freudenberg, 1997).
Some Mediterranean countries might eventually show a similar pattern.

The most important type of trade between EU countries and the Mediterranean
as well as Central European countries is one-way trade, suggesting strong
complementarity between the EU and its neighbours (Table 3.4). Some striking
differences among the partner countries can be detected, however. Trade between the
EU and the Mediterranean countries is, in a very large proportion, one-way trade,
whereas Central European countries demonstrate significant shares of two-way trade.
Two-way trade represents about one-quarter of trade for Poland and Slovakia, one-
third for Hungary (as well as Portugal), and about one-half for the Czech Republic
(about the same as for Spain).

Table 3.4. Share of Trade Typesin Trade with the EU, 1996
(in percentages)

One-way trade Two-way trade Two-way trade
in vertical differentiation in horizontal differentiation
Spain 45.9 36.3 17.8
Czech Rep. 54.5 36.7 8.8
Hungary 62.5 30.6 6.9
Portugal 64.8 24.4 10.8
Slovakia 74.3 20.0 5.7
Poland 77.4 20.0 2.7
Tunisia 80.9 15.0 41
Turkey 84.4 9.8 5.8
M orocco 91.4 53 33
Egypt 96.1 2.9 1.0

Note: The countries are ranked by the share of one-way trade.
Source: Comext, Eurostat, authors’ calculation.
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While Euro-Mediterranean tradeis mainly one-way, however, Turkey and Tunisia
have higher shares of two-way trade (15.6 per cent and 19.1 per cent) than Egypt and
Morocco (3.9 per cent and 8.6 per cent) (Figure 3.4). Moreover, alook at the nature
of Euro-Mediterranean trade in each sector (Statistical Appendix Table 3.A1), shows
that intra-industry trade is far more significant in new export sectors (electrical,
electronics) than in more traditional activities. In Egypt, for example, the level of
intra-industry or two-way trade with the EU is 20 per cent in electronics. Intra-industry
trade also constitutes one-quarter of Euro-Moroccan trade in mechanics and more
than 45 per cent in electrical products. In Euro-Turkish trade, the share of two-way
tradeis 20 per cent or higher in three sectors: electrical goods (20 per cent), mechanics
(26 per cent) and vehicles (29 per cent). In Tunisia, two-way trade accounts for more
than 46 per cent of trade with the EU in electrical goods and about 30 per cent in
electronics. Tunisia is the only country in this sample that exhibits a large share of
two-way trade in textiles (24 per cent).

Figure 3.4. Share of Trade Typesin Trade with the EU, 1996
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Source: Comext, Eurostat, authors' calculation.

The methodology here uses a very disaggregated classification of products, so
that, for example, theregional complementarity between European threads and weaving
and Mediterranean apparel does not mean intra-industry trade in the textile sector
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characterised by traded goods belonging to distinct product categories. Nearly one-quarter
of textile trade between the EU and Tunisia involves exports and imports of products
having the sametechnical characteristics(i.e. knitted articles). Inthisparticular case, goods
traded are of different qualities (vertically differentiated goods, i.e. basic T-shirts
against fashion sweaters). In other cases, however, two-way trade of varieties (horizonta
differentiation) is quite significant: it amountsto 17.7 per cent for Turkey and 20 per cent
for Morocco in mechanics and for 22.7 per cent for Tunisiain electrical equipment.

From apolicy perspective, thisanalysissuggestsreal potential for the development
of intra-industry trade between the EU and Mediterranean countries, leading to
additional gainsfrom trade as well astechnology transfers. The nature of tradeisaso
important for the consequences of competition between countries. Necessary adjustments
to foreign competition, particularly those concerning the labour force, are easier with
intra-industry competition than with inter-industry competition (which, for example,
threatens workers in labour-intensive northern industries). In the past, Mediterranean
countries have confronted protectionist measures from the European textile industry,
and the regional free-trade agreement does not entirely rule out such an outcome. The
proliferation of EMAs and adoption of the EU competition policy by Mediterranean
countriesdoes not in fact stop the EU from taking anti-dumping actions (Winters, 1996).
Thus the progression of Euro-Mediterranean trade from one-way to two-way-trade
could be a positive outcome.

Nevertheless, the net result of increased Euro-Mediterranean integration on the
nature of trade is ambiguous. If the reduction of transport costs or transaction costs
more generally tends to favour the development of two-way trade, the suppression of
non-tariff barriers seemsto favour one-way trade, at least in the Single Market (Fontagné
and Freudenberg, 1997). Deeper integration may thus partly reactivate the process of
a“natural” specialisation of countries, and agglomeration economies in some cases
cannot be excluded.

Euro-Med Specialisation in Market Segments

Market segmentation in terms of price and/or quality is not “neutral” from a
policy point of view. Products sold at significantly different prices on the same market
can be considered outputs of distinctive production functions. High quality (asrevealed
by high unit values) means more R&D, higher-qualified labour and a more specific
organisation of internal procedures in firms. This issue has particular interest for
Mediterranean countries asthey face the opening of their markets and deeper integration
under the EMASs. Their positions in different market segments can help to reveal the
nature of their comparative advantages, which could be useful in designing the mise &
niveau programmes.
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Comparisons between Mediterranean and Central European countries do not
reveal any clear-cut distinctions in revealed comparative advantage. All countries
appear disadvantaged in the high-price, high-quality ranges, with comparative
advantages concentrated in the low-price range (Figure 3.5)".

Figure 3.5. Revealed Compar ative Advantagesin Trade
with the EU by Quality Range, 1996
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Source: Comext, Eurostat, authors' calculation.

For the Mediterranean countries, disadvantages in the high-quality range accrue
primarily from their weaknesses in mechanics, vehicles and chemicals (Figure 3.6)2.
On the other hand, in Turkey, Morocco and Tunisia, comparative advantage in the
low-price ranges arises from a high positive contribution of textiles to trade balances,
mostly in down-market goods whose unit values are at least 15 per cent below the
intra-EU average. While Turkey also has a small advantage in the medium-quality
and high-quality segments of thisindustry, Morocco isweak inthefirst and Tunisiain
the second. Egypt’s primary comparative advantage concerns energy, particularly in
the medium-market range, followed by down-market textiles.
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Figure 3.6a. Revealed Compar ative Advantages by Industry and Price/Quality Range, 1996
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Figure 3.6b. Revealed Compar ative Advantages by Industry and Price/Quality Range, 1996
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The role of textiles in positioning Mediterranean exports in the down-market
range does not obscure the better positions of other sectors along the quality range. In
fact, the share of medium-quality or even high-quality goodsin exports of some sectorsis
quitesignificant (Figure 3.7), particularly for vehicles (Egypt and Tunisia), electronics
(dl four Mediterranean countries) and electrical equipment (Morocco and Egypt). Once
again, contrasting results appear between textiles and the new exporting industries that
haveweak sharesin exportsbut demonstrate rapid growth (Statistical Appendix Tables 3. A3
and 3.A4). New export categories concentrate primarily in intermediate products.

The share of down-market goods in Mediterranean exports is distinctly less
important for intermediate goods than for consumption goods (Table 3.5). This
difference originates in part from the nature of the goods themselves. The concept of
quality does not have the same meaning when applied to diversified products
(consumption goods) and more homogeneous ones (intermediate goods). The price
range for homogeneous goodsisrelatively tight, soit isnot surprising that a great part
of intermediate-products trade appears inside the medium-range margins.

Table 3.5. Composition of Exportsto EU by Price/Quality Range
for Selected End-use Categories, 1996

Categories' Sharein Countries

Low Medium High Exports

Consumption goods

Slovakia 51.7 21.0 27.2 29.0
Hungary 42.8 32.8 24.3 30.9
Portugal 21.7 49.6 22.7 52.0
Turkey 68.7 125 18.8 51.5
Morocco 75.5 10.3 14.3 52.2
Spain 22.4 63.5 14.0 37.1
Tunisia 70.7 15.8 134 64.0
Czech Rep. 71.9 14.9 13.2 22.1
Egypt 75.3 15.9 8.8 111
Poland 74.4 17.1 85 37.1
I ntermediate goods

Morocco 475 25.0 27.5 22.7
Spain 32.3 414 26.3 411
Portugal 30.2 43.8 26.0 374
Hungary 45.6 304 24.0 535
Tunisia 385 434 18.1 20.6
Czech Rep. 65.7 19.1 15.2 60.3
Turkey 56.7 30.1 13.2 27.3
Egypt 18.1 72.3 9.6 31.3
Poland 61.8 29.4 8.8 46.8
Slovakia 57.0 34.7 8.3 61.7

Note: The countries are ranked by decreasing share of the high price/quality range.
Source:  Comext, Eurostat, authors' calculation.
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This can explain, for example, the larger share of medium-quality products in
Egyptian exports of intermediate goods: these exports consist largely of base
manufactures, which are rather homogeneous. Neverthel ess, the sectoral composition
of the other Mediterranean countries’ intermediate-goods exportsis|ess specific, and
their quality range can be compared with that of Central or Southern European countries.
Such comparisons reveal that, for intermediate goods, Morocco and Tunisia engage
lessin low-quality exports than do the Central European countries. This suggests that
M editerranean exports are not locked into the low-quality range; the ability to export
products of higher quality in intermediate goods could extend to consumption goods.

On the import side, the evidence indicates different patterns according to end-
use categories of products. For consumption goods, the results do not clearly
differentiate between the three country groupings; the share of low-quality products
in imports goes from less than 20 per cent (Spain) to more than 60 per cent (Poland).
Higher shares of down-market productsinimports seem to associate with lower income
levels (Statistical Appendix Table 3.A5).

On the other hand, the share of low-quality products in imports of intermediate
and capital goods in the Mediterranean countries, apart from Turkey, appears to be
significantly higher than in the other countries (Table 3.6). By lowering the cost of
imported inputsfrom the EU, freetrade could favour imports of better-quality products
to enhance the quality of production and exports. To develop subcontracting
possihilities, imports of intermediate goods used by exporting enterprises, especially
in the textile industry, have already had exemption from import taxes for several
yearsin Morocco and Tunisia. Still, the share of the high-quality range in imports of
woven goods, for example, is significantly lower in these two countries (Morocco
29 per cent, Tunisia 38 per cent) than in Poland (49 per cent) or Hungary (56 per cent).
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Table 3.6. Composition of Importsfrom the EU by Price/Quality Range

for Selected End-use Categories, 1996

Categories sharein countries

Low Medium High imports

I ntermediate goods

Sovakia 21.3 231 55.6 58.9
Hungary 219 255 52.6 59.9
Czech Rep. 226 30.3 47.2 53.2
Turkey 20.8 34.9 444 49.3
Portugal 205 352 443 50.4
Poland 24.1 34.0 420 53.8
Tunisia 337 28.6 37.7 63.1
Egypt 40.1 236 36.3 52.0
Spain 219 438 343 53.4
Mor occo 345 313 34.2 62.3
Capital goods

Sovakia 230 317 453 20.5
Czech Rep. 22.3 343 434 21.4
Turkey 221 37.2 40.7 317
Hungary 31.3 28.3 40.5 18.9
Poland 31.8 217 40.5 19.2
Spain 274 385 34.1 16.4
Portugal 291 37.0 338 15.2
Egypt 50.0 18.0 320 288
Tunisia 424 28.9 28.7 14.8
Morocco 57.8 19.9 223 18.8

Note: The countries are ranked by decreasing share of the high price/quality range.
Source:  Eurostat, Comext, authors calculation.
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Figure 3.7. Position of SectorsAccording to the Quality Composition
of their Exports
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Conclusion

It is generally recognised that Mediterranean countries are integrated into the
world economy in away that does not fully reap the benefits of globalisation. Exports
concentrated in afew labour-intensive and resource-intensive sectors areinsufficiently
adapted to international demand.

Diversification and qualitative upgrading of exports are often regarded as
important factors for future sustained growth. This paper presents evidence to suggest
that Turkey, Tunisia and Morocco have strongly reduced the share of primary goods
intheir exports, to the benefit of consumption goods. This has helped them to overcome
the relative decline in foreign financing provided by their primary exports, and has
created new jobs. Thesituation isquitedifferent for Egypt, which has delayed necessary
adjustment but now seems to be accel erating the reform process.

Diversification of exports generally goes hand in hand with the development of
intra-industry trade. The analysis of Euro-Mediterranean trade at a very detailed level
confirms that one-way trade accounts for most trade between these two regions,
suggesting strong factors of complementarity. Neverthel ess, two-way tradeisbecoming
significant in some cases. A breakdown of two-way trade by product shows trade in
similar products (exchange of varieties) not negligible in machinery for Turkey and
Morocco, and in electrical equipment and electronics for Tunisia. Yet in most cases
two-way tradeinvolvesvertically differentiated goods, which meansthat the countries
export to and import from the EU goodsthat clearly differ by quality. Thisphenomenon
is most pronounced in electrical equipment (Morocco, Tunisia and Turkey), in
electronics (Tunisia and Egypt), in vehicles (Turkey), and in textiles (Tunisia).

Concerning trade patterns with the European Union by price and quality ranges,
Mediterranean countries are globally specialised in the low range and disadvantaged
in up-market goods, a pattern that also occurs in Central European countries.
Nevertheless, acloser |ook revealsthat in some of their main industries, M editerranean
countries already have a structural surplusin up-market goods — particularly Turkey
in textiles and Morocco in agriculture and food. Conversely, in some disadvantaged
industries, structural surpluses appear in down-market or medium-market goods
(chemical and vehicles in Turkey).

These observations suggest that changes are underway, with more potential for
diversification and for quality and technology upgrading in consumption goods as
well as intermediate products. Could the association agreements with the EU help to
realise this potential ?

Euro-Mediterranean free trade will increase competition and thus drive the least
efficient local firms out of the market. Positive trade-related effects, however, will
likely overwhelm this negative impact, especially through imports of better and/or
cheaper intermediate inputs, which render production more efficient and exports more
competitive. Even more important dynamic effects will accrueif integration goes one
step beyond the present commitments of the association agreements to include
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harmonisation of standards and liberalisation of services and foreign investment.
Coupled with carefully sequenced domestic reforms and properly designed fiscal and
exchange-rate policies to increase the incentives for domestic and foreign investment,
this could induce a better integration of Mediterranean countries into the division of
labour with Europe, lead to a qualitative change in production, and give rise to a new
dynamic of exports and growth.
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M ethodological Appendix

1. The Commodity Classification by End-use Categories

The United Nations classification of Broad Economic Categories (BEC) makes
it possible to group products according to their nature (primary or processed) or
according to their end uses (intermediate, capital, consumption goods). This paper
distinguishes end uses only for processed goods (for intermediate, capital or consumption
uses) and regroups al primary goods (whether intermediate or final) under a single
heading (see Freudenberg and Lemoine, 1998, for a more detailed discussion).

Primary products Primary food and beverages, mainly for household consumption;

(intermediate or final Primary food and beverages, mainly for industry;

consumption) . . . .
Primary industrial supplies n.e.c.;

Primary fuels and lubricants.

Intermediate goods Processed food and beverages, mainly for industry;

(processed) Processed industrial supplies n.e.c.;

Other processed fuels and lubricants;

Parts and accessories of capital goods;

Part and accessories of transport equipment.

Capital goods (processed) | Capital goods (excl. transport equipment);

Other industrial transport equipment and parts and accessories

thereof.
Consumption goods Processed food and beverages, mainly for household consumption;
(processed) Processed fuels and lubricants: motor spirit;

Passenger motor cars,

Other non-industrial transport equipment and parts an accessories
thereof;

Durable consumer goods n.e.c.;
Semi-durable consumer goods n.e.c.;
Non-durable consumer goods n.e c.

2. The Measurement of Intra-Industry Trade

This study is based on a methodology first put forward by Abd-El-Rahman
(1986) and refined by Fontagné and Freudenberg (1997), which i) minimises the bias
arising from sectoral® aggregation by using far more disaggregated classifications;
ii) minimisesthe bias of geographic’® aggregation by considering only bilateral flows;
iii) considers, depending on the degree in overlap, both exports and imports as being
part of either two-way trade or one-way trade; and iv) distinguishes between vertical
and horizontal differentiation by incorporating price differences.
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In order to operationalise the notion of “two-way trade in similar products’, it
isnecessary to definewhat a“product” isempirically, what a“similar” productis, and
what “two-way trade” is. The following definitions are used here.

The product. The detailed composition of the classification is the best guarantee
for avoiding the empirical problems of sectoral aggregation: the data published by
Eurostat for EU member states in the classification of the 8-digit “Combined
Nomenclature (CN)” cover some 10 000 items. For each elementary flow (exports or
imports of the declaring country to/from the partner country for a given product
item) two criteria are applied, as noted below.

Thesimilarity of products. Eveninside anitem of the“ Combined Nomenclature”,
products may differ clearly by their quality. Here, it is assumed that differences in
prices (unit values) reflect quality differences. Therefore, products whose unit values
areclose (inagiven year) are considered as similar. Traded products are considered to
be similar (or horizontally differentiated) if the export and import unit values differ
by less than 15 per cent, i.e. if they fulfil the following condition:

X
.I_SLI&(“S 1.15
1.I5~ UVY,

where UV stands for unit value, superscripts X and M refer to exports and imports and
indices k representing the declaring country, k' the partner country and i the product
inyear t. When thisis not the case, products are considered to be verticaly differentiated.

The overlap in trade. Trade in an item is considered to be “two-way” when the
value of the minority flow (for example imports) represents at least 10 per cent of the
majority flow (exports in this case), i.e. if they fulfil the following condition, where
X and M stand for the value of exports and imports:

Min(ka, oo Migey )

> 10%
MaX(ka*iz ’Mkk'iz)

Below this level, the minority flow cannot be considered significant, as it does
not represent a structural feature of trade.

If trade flows of aparticular product with apartner country fulfil the two criteria
of similarity and overlap, both exports and imports are qualified as “two-way trade in
similar products’. The method allows total trade for each year to be broken down into
different categories according to the similarity in unit values and to the overlap in trade:

1) two-way tradeinsimilar products(significant overlap and low unit valuedifferences);

2) two-way tradein vertically differentiated products (significant overlap and high
unit value differences);

3) one-way trade (no or no significant overlap).

This approach permits the totality of trade to be broken down according to these
criteria, where both imports and exports can be part of one and the same type. A
surplus or a deficit may thus appear for each of the three types.
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Table 3.A1. Trade With EU by Typesand Sectors, 1996

Statistical Appendix

Two-way trade

Two-way trade

One-way trade invertical differentiation in horizontal
differentiation
Egypt 96.1 29 1.0
Electronic 80.7 145 4.9
Mechanics 94.1 4.9 1.0
Textile 94.2 47 11
Wood, paper, misc. 96.1 29 1.0
Chemical 96.5 21 15
Electrical 97.4 23 0.2
Non-ferrous 97.5 25 0.0
Iron and steel industry 98.0 13 0.7
Vehicles 99.6 0.3 0.1
Energy 99.4 0.0 0.6
Agriculture and food 99.4 0.5 0.1
Turkey 84.4 9.8 58
Vehicles 71.0 251 39
Mechanics 73.8 8.6 17.7
Electrical 80.0 18.6 14
Non-ferrous 85.6 9.8 4.6
Electronic 86.3 111 2.7
Wood, paper, misc. 88.2 10.7 11
Iron and steel industry 88.6 4.7 6.6
Chemical 89.5 95 0.9
Textile 89.8 84 18
Agriculture and food 97.8 18 04
Energy 98.3 17 0.0
Morocco 91.4 53 33
Electrical 52.6 458 17
Mechanics 75.3 45 20.2
Electronic 90.8 51 42
Wood, paper, misc. 90.9 8.5 0.6
Textile 94.5 5.0 05
Vehicles 94.9 24 2.7
Chemical 96.7 2.7 05
Non-ferrous 97.5 23 0.1
Agriculture and food 97.9 14 0.6
Iron and steel industry 99.0 0.8 0.1
Energy 100.0 0.0 0.0
Tunisia 80.9 15.0 4.1
Electrical 532 24.1 227
Electronic 70.6 17.7 11.8
Textile 76.4 204 32
Mechanics 78.8 18.0 32
Vehicles 84.9 145 0.7
Wood, paper, misc. 89.2 8.9 19
Iron and steel industry 93.9 37 24
Chemical 97.1 2.6 0.3
Non-ferrous 97.9 21 0.0
Agriculture and food 98.9 0.9 0.2
Energy 99.8 0.0 0.2

Note: The sectors are ranked by increasing share of one-way trade.

Source: Comext, Eurostat, authors' calculation.
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Table 3.A2. Composition of Trade with EU by Price/Quality Range, 1996

Sharein exports Sharein imports
(%) (%)

Low Medium High Low Medium High
Hungary 454 29.7 24.9 28.3 25.6 46.0
M or occo 56.8 24.0 19.3 415 29.3 29.2
Turkey 55.7 28.2 16.0 213 37.2 415
Czech Rep. 66.6 18.3 15.0 27.1 30.9 42.0
Tunisia 554 29.9 14.8 38.9 28.2 329
Slovakia 56.2 29.5 14.3 25.2 26.4 48.4
Poland 65.9 23.0 111 33.7 30.4 35.9
Egypt 324 59.5 8.1 451 224 325
Note: The countries are ranked by the share of the high price/quality range in exports.

Source:  Comext, Eurostat, authors' calculation.
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Table 3.A3. Share of Price/Quality Rangesin Exportsto the EU, by Industry, 1996

Industry’s Sharein

Low Medium High Exports
Egypt 324 59.5 8.1 100
Vehicles 26.7 6.6 66.7 0.1
Electronic 59 34.6 59.5 14
Agriculture and food 36.4 239 39.7 7.6
Chemical 320 321 359 2.8
Mechanics 524 12.8 34.8 37
Wood, paper, misc. 35.7 40.1 24.1 0.7
Electrica 239 52.6 235 0.3
Textile 66.5 25.0 85 15.8
Non-ferrous 9.0 84.4 6.6 4.2
Iron and steel industry 20.9 75.2 39 0.9
Energy 245 75.5 0.0 62.5
Turkey 55.7 28.2 16.0 100
Wood, paper, misc. 333 17.4 49.3 15
Electronic 12.0 421 459 25
Non-ferrous 31.2 40.6 28.2 15
Textile 70.3 11.6 18.1 48.1
Mechanics 36.3 49.8 13.9 9.2
Agriculture and food 325 53.9 136 17.3
Chemical 59.9 29.7 10.4 84
Electrica 46.4 46.2 74 44
Vehicles 72.3 22.3 54 36
Iron and steel industry 53.0 45.5 15 24
Energy 62.0 37.9 0.2 12
Morocco 56.8 24.0 19.3 100
Electrical 15.9 26 81.5 29
Electronic 449 6.0 49.2 5.8
Wood, paper, misc. 353 26.0 38.7 12
Energy 12.3 58.6 29.1 0.7
Non-ferrous 18.2 535 28.2 2.8
Agriculture and food 338 42.8 234 241
Iron and steel industry 35 835 130 0.2
Textile 80.6 7.2 12.1 46.3
Chemical 534 37.9 8.7 12.1
Mechanics 12.0 82.6 54 34
Vehicles 733 21.7 5.0 0.3
Tunisia 55.4 29.9 14.8 100
Vehicles 13.6 26.3 60.1 0.6
Mechanics 437 10.4 459 21
Electronic 217 27.9 444 1.9
Wood, paper, misc. 37.0 32.0 310 13
Agriculture and food 10.1 64.7 25.2 7.1
Electrica 58.9 22.7 184 7.2
Textile 738 131 131 61.2
Chemical 34.8 57.4 7.8 7.2
Non-ferrous 63.4 30.6 59 0.6
Iron and steel industry 38.3 575 4.2 04
Energy 0.8 95.2 4.0 10.3

Note: The sectors are ranked by decreasing share of the high quality range.

Source:  Comext, Eurostat, authors' calculation.
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Table 3.A5. Share of Price/Quality Rangesin Trade with the EU by End-use, 1996

Imports Sharein Exports Sharein
Imports Exports
Low Medium High Low Medium High
Egypt 451 22.4 325 100.0 324 59.5 8.1 100.0
Primary 68.5 16.1 15.4 5.0 315 62.4 6.1 55.5
Intermediate 40.1 23.6 36.3 52.0 18.1 72.3 9.6 313
Capital 50.0 18.0 32.0 28.8 46.9 20.7 32.4 2.1
Consumption 451 29.4 25.5 14.3 75.3 15.9 8.8 111
Tunisia 38.9 28.2 329 100.0 55.4 29.9 14.8 100.0
Primary 18.7 56.2 25.0 2.7 7.0 78.3 14.7 12.5
Intermediate 33.7 28.6 37.7 63.1 38.5 434 18.1 20.6
Capital 42.4 28.9 28.7 14.8 44.3 34.8 20.9 29
Consumption 56.2 22.3 21.4 19.3 70.7 15.8 13.4 64.0
M or occo 415 29.3 29.2 100.0 56.8 24.0 19.3 100.0
Primary 17.4 62.2 20.4 5.0 30.0 48.4 21.6 21.0
Intermediate 34.5 313 34.2 62.3 475 25.0 275 22.7
Capital 57.8 19.9 22.3 18.8 7.6 67.3 25.1 4.2
Consumption 59.4 20.9 19.7 13.8 75.5 10.3 14.3 52.2
Turkey 21.3 37.2 415 100.0 55.7 28.2 16.0 100.0
Primary 20.2 64.8 15.0 54 218 64.2 14.0 14.0
Intermediate 20.8 34.9 44.4 49.3 56.7 30.1 13.2 27.3
Capital 22.1 37.2 40.7 31.7 24.9 64.4 10.7 7.1
Consumption 21.8 34.8 43.4 13.7 68.7 12.5 18.8 515
Hungary 28.3 25.6 46.0 100.0 454 29.7 24.9 100.0
Primary 27.8 33.7 38.5 1.9 425 35.0 22.5 6.6
Intermediate 219 25.5 52.6 59.9 45.6 30.4 24.0 53.5
Capital 313 28.3 40.5 18.9 55.2 11.0 33.7 9.0
Consumption 454 22.7 319 19.3 42.8 32.8 24.3 30.9
Poland 33.7 30.4 35.9 100.0 65.9 23.0 111 100.0
Primary 28.4 57.2 14.4 5.9 60.4 23.0 16.6 9.7
Intermediate 24.1 34.0 42.0 53.8 61.8 29.4 8.8 46.8
Capital 318 27.7 40.5 19.2 54.5 10.7 34.7 6.4
Consumption 61.5 16.3 22.2 21.2 74.4 17.1 8.5 37.1
Czech Rep. 27.1 30.9 42.0 100.0 66.6 18.3 15.0 100.0
Primary 52.1 23.8 24.1 3.0 53.3 35.8 10.8 6.9
Intermediate 22.6 30.3 47.2 53.2 65.7 19.1 15.2 60.3
Capital 22.3 34.3 434 214 69.7 9.8 20.5 10.7
Consumption 39.3 30.0 30.7 223 719 14.9 13.2 221
Slovakia 25.2 26.4 48.4 100.0 56.2 29.5 14.3 100.0
Primary 54.4 17.7 28.0 2.8 45.7 36.5 17.8 3.4
Intermediate 21.3 23.1 55.6 58.9 57.0 34.7 8.3 61.7
Capital 23.0 317 45.3 20.5 76.1 13.0 10.9 59
Consumption 36.3 32.4 313 17.8 51.7 210 27.2 29.0
Spain 21.6 45.6 32.8 100.0 28.2 50.2 21.6 100.0
Primary 14.8 65.1 20.1 6.2 22.1 59.6 18.3 11.0
Intermediate 219 43.8 34.3 534 32.3 414 26.3 41.1
Capital 27.4 38.5 34.1 16.4 38.7 28.3 33.0 10.8
Consumption 18.5 49.5 32.0 24.1 224 63.5 14.0 37.1
Portugal 21.7 39.3 39.0 100.0 28.4 47.1 24.4 100.0
Primary 13.7 68.1 18.2 6.1 20.1 54.8 25.1 3.8
Intermediate 20.5 35.2 44.3 50.4 30.2 43.8 26.0 37.4
Capital 29.1 37.0 33.8 15.2 28.6 42.9 28.5 6.8
Consumption 21.7 41.6 36.7 28.3 27.7 49.6 22.7 52.0

Source: Comext, Eurostat, authors’ calculation.
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Notes

Mixed products can have multiple uses: e.g. sugar can be both an intermediate and
a consumption good.

This section identifies areas of specialisation in terms of stages of the production
process. As a first approximation, and before using the much more detailed
classification of the BEC (see footnote 4), it uses CHELEM, CEPII’'s database on
harmonised world trade, which defines 71 product categories in terms of six stages
of production.

Some of the products classified as capital goods in CHELEM nomenclature are
intermediate products in the more detailed BEC classification.

A more accurate picture emerges using the United Nation's classification of Broad
Economic Categories (BEC): primary products, intermediate goods, capital goods
and consumption goods (see Methodological Appendix 1). The countries’
specialisation along different stages of the production process is measured by the
“contribution to the trade balance”.

The “contribution to the trade balance” (Lafay, 1987) is a structural indicator which
tries to eliminate business cycle variations — by comparing an industry’s
performance to the overall one— and, unlike many other indicators, a symmetrical
indicator in the sense that it focuses not only on exports but also on imports. If there
were no comparative advantage or disadvantage for any industry j, then a country’s
total trade balance (surplus or deficit) should be distributed across all industries
according to their share in total trade. The “contribution to the trade balance” is the
difference between the actual and this theoretical balance. Expressed in thousandths
of total trade, that is:
X +M,
( 1000 ][(X/—Mj)—(x—M)( J J)

X+M (X + M)

A positive contribution is interpreted as a “revealed comparative advantage” for
that industry. Another important feature is that the indicator is additive. Thus the
values for products or industries can be aggregated to any desired level. By definition,
the sum over al industries is zero.

This is 8-digit level of the Combined Nomenclature, corresponding to some
10 000 product items.
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10.

The composition of exports and imports by quality range appears in Statistical
Appendix Table 3.A2. Here again, assume that differences in unit values reflect
quality differences. To define the price/quality ranges, the analysis compares, for
each product, the unit value of each bilateral flow to the unit value of the intra-EU
trade flow for the same product (Freudenberg and Mduller, 1992). When the unit
value of the bilateral flow exceeds the intra-EU average by at least 15 per cent, this
flow is classified in the up-market range. It is classified in the down-market range if
its unit value is 15 per cent below the norm, and in the middle-market range if its
unit value is within +/- 15 per cent around the average. Being carried out at the most
detailed level of the classification, this work allows headings to be aggregated to
any desired level.

Despite their common use of unit values, trade types and price/quality ranges are
two distinct and strictly independent notions. For example, two-way trade in similar
products can occur in different European price segments. Likewise, two-way trade
in vertically differentiated products can arise in the same market segment.

Sectoral bias stems from insufficient disaggregation in the trade classifications. the
lesser the detail of the nomenclature used, i.e. the more products are lumped together
into a single “industry”, the more trade appears as intra-industry trade.

Geographical bias arises when different partner countries are put together before
doing the calculations and, in the extreme case, only a country’s trade relations with
“the rest of the world” are examined. The sign of the trade balance for a particular
product may change for trade from one partner to another, however, corresponding
to the accumulation of various inter-industry flows for the same item of the product
classification, and will show up as a “multilateral” intra-industry flow.
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Chapter 4

Foreign Direct I nvestment,
the European Mediterranean Agreements
and Integration between Middle East
and North African Countries

Mohamed El Hédi Lahouel

I ntroduction

Many countries in the MENA region are committed to the implementation of
major trade liberalisation programmes within the framework of the multilateral trading
system as embodied in the WTO and, moreimportantly, through bilateral co-operation
agreements with their most important trading partner, the European Union. Tunisia
and Morocco signed bilateral EMAsin 1995 and 1996. Jordan followed suit in 1998,
and Egypt’s negotiations with the EU on a similar agreement have just concluded.
Other countries, Lebanon, Syria and perhaps Algeria, will most likely seek similar
agreementswith the EU. The European initiative encompasses aspects rel ated to trade,
finance, cultureand political co-operation, but the major component involvesliberalising
trade according to a pre-defined schedule extended over a twelve-year period.

The revival of interest in building regional trading blocs throughout the world,
amovement led by the North American Free Trade Agreement (NAFTA), has certainly
influenced the EMAS. Prior to these agreements trade relations between the EU and
countries of the region had been managed through the so-called Co-operation
agreements, which granted highly preferential access of manufactured goods to the
EU market. The EMAS, therefore, bring little change in access to Europe’s markets.
By contrast, they introduce major changes in European access to the Mediterranean
partners’ markets, where high tariff and non-tariff trade barriers must be removed,
albeit gradually.
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Most studies have focused on the static effects of import liberalisationin MENA
partners. Dynamic effects, to which policymakers accord relatively more importance,
have received far less attention. One such effect that MENA governments anticipate
and in fact count on is the attraction of larger foreign investment inflows, from both
the EU and other regions of the world. Some analysts argue that the effect of the
partnership agreements on FDI is a crucia issue (Page and Underwood, 1997; Galal
and Hoekman, 1997a). Along with the increase in European financial and technical
assistance, attracting higher FDI inflows ranks high, in policymakers’ minds, among
the objectives pursued through the Association agreements. Although the arguments
underlying these expectations are not well spelled out and the Agreements already
signed leave out critical issues, particularly those related to investment liberalisation,
the main arguments for this optimism are probably the reduced uncertainty in duty-
free access to the EU market and the stronger commitment of the Mediterranean
partners themselves to openness.

Contrary to expectations, FDI inflows benefiting MENA partners have not
intensified. The region has failed so far to take part in the worldwide expansion in
FDI flows. Domestic factors certainly lie behind both this failure and why the hopes
associated with the EMAS have not materialised. Foreign firms remain shut out of
many activities, mainly in the services sectors, existing infrastructureisnot as good as
in competing countries and so forth.

This paper argues that expectations regarding increases in FDI flows were
misplaced, given the preferential access that MENA partners already enjoyed in the
EU market under the former Co-operation agreements and the hub-and-spoke nature
of the new bilateral trade liberalisation agreements. In view of recent international
experience, intraeMENA integration is likely to play an important role in attracting
larger flows to the region.

Changesin FDI Flowsto MENA countries (1992-97)

Are there any indications that the EMASs have attracted more FDI to Tunisia,
Morocco, Jordan, Egypt, Lebanon and Syria, the six countries that have EMAs or are
negotiating them? One may argue that it is still early to assess the impact on FDI
while some countries are still negotiating, but some tentative conclusions may still be
drawn insofar as foreign firms could have shown some response as early as when
negotiations were launched. Such anticipation effects have been noticed elsewhere,
notably in Mexico when negotiations leading to the creation of NAFTA got off the
ground (Blomstrom and Kokko, 1997).

The analysis compares investment flows during two periods, 1992-95 and
1996-97. Tunisia signed the first Association agreement in 1995. Changes in flows
over these periods show that the region has in fact lagged behind in attracting FDI, in
comparison with the whole group of developing countries where total flowsincreased
by over 70 per cent annually, from an annual average of $81 billion during 1992-95
to amost $140 billion in 1996-97 (Table 4.1). This increase is impressive whether
Chinaisincluded in the group or not.
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Table4.1. FDI Flowsto MENA Countries (1992-97)

$ million Percentage of GDP %Sharein all FDI to
annual average developing countries
1992-95 1996-97 1992-95 1996-97 1992-95 1996-97

MENA Countries (1)-(6) 1728 1662 14 1.0 212 1.20
Egypt 701 735 14 1.0 0.86 0.53
Jordan 6 16 0.1 0.2 0.01 0.03
Lebanon 13 115 0.1 0.9 0.02 0.08
Morocco 439 405 15 12 0.54 0.29
Syria 148 85 1.0 0.5 0.18 0.06
Tunisia 421 306 2.6 16 0.52 0.22

Inflowsto developing countries 81182 139378 - - 100 100

Total developed countries FDI

outflows 233435 321356
Total EU outflows 121599 165 364
France 23034 27463
Italy 7084 8190
United Kingdom 30865 46128
Total US outflows 69785 94685

Source: World Investment Report, UNCTAD, 1998; and IFS Yearbook 1998, IMF.

Inflows to the six MENA countries declined slightly, from an annual average of
$1 728 hillion to $1 662 billion. Egypt, Morocco and Tunisia account for the bulk of
FDI inflowsto theregion. Flowsto Egypt and L ebanon experienced increases, whereas
those to Tunisia, Morocco and Syria fell. Inflows to Jordan remained insignificant,
both in absolute terms and as a share of the country’s GDP. The ratio of FDI to GDP
fell in greater proportions, particularly in Tunisia where it lost one percentage point
from 1992-95 to 1996-97. The region and the developing world as a whole have thus
experienced divergent trends, resulting in a shrinking share for the region, from an
average of over 2.1 per cent in the first period to 1.2 per cent in the second. It is thus
clear that the region has not taken part in the significant intensification of FDI flows
that the world has experienced in recent years. The bilateral FTAs with the EU have
not produced the expected stimulating effects on such flows.

Geographical Sourcesof FDI

The EU, the main source of FDI inflows to MENA countries, accounted for
almost 75 per cent of FDI in Tunisia over 1989-92 and about 60 per cent in Morocco
during 1992-95. The EU held almost half of the total FDI stock in Egypt as of 1995
(Table 4.2). The breakdown of these flows between European countriesisvery different
across host countries for reasons that do not always reflect cultural or historical ties.
Italy was the principal source for Tunisia, accounting on average for over 41 per cent
of the EU’s share. This dominant position arose from construction of the
transcontinental gas pipeline carrying Algerian gasto Italy through Tunisian territory.
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France remained the main source for Morocco, with a share of about 26 per cent in
1992-95. The United Kingdom emerges asthefirst European source of FDI for Egypt,
although its share in total FDI stock did not exceed 11 per cent as of 1995, as against
over 20 per cent for the United States. Morocco and Tunisia sourced about 12 per
cent of their FDI in the United States. Japan’s investment in the region has been
marginal, except perhaps for Egypt, where it accounted for 5.6 per cent of the FDI
stock in 1995.

Table 4.2. Geogr aphical Distribution of FDI Inflowsinto MENA countries
(Percentage shares of total FDI)

Egypt Tunisia Morocco

(1995)° (1989-92)° (1992-95)°
European Union 49.2 73.0 60.8
France (7.3) (14.9) (26.2)
Germany (55) a7 7
Italy (7.1 (41.3) (1.3)
Netherlands - 3.2 (2.9)
Spain - (2.1 (10.7)
United Kingdom (10.6) (9.3) (14.9)
Other EU (18.7) (1.0 (3.1
USA 20.4 11.7 12.2
Japan 5.6 0.0 0.7
Other countries 24.8 153 26.3
Total 100 100 100

Notes:  a) FDI stock; b) FDI flows.
Source:  World Investment Report, UNCTAD, 1996.

The performance of the EU as a source of world wide FDI stands in sharp
contrast with that in MENA.. Although there are significant differences across European
countries, the EU as a whole increased its outbound investment more or less at the
same pace as the United States and other developed countries, with flows during
1992-95 exceeding those of 1996-97 by about 36 per cent. France and Italy increased
their total outflows by 19 per cent and 16 per cent, respectively (Table 4.1). These
rates are lower than those registered for the EU as a whole but do not explain, on the
supply side, the regression of flowsto MENA countries. The evidence clearly shows
that European firms have played an active role in the worldwide expansion of FDI
flows in recent years, but have not shown any new interest in extending these to the
region. As far as FDI of EU origin is concerned, bilateral FTAs have not generated
the impetus that was expected when the agreements were signed.

Sectoral Distribution of FDI to MENA countries
The benefits of FDI vary according to the recipient sector. As an additional

source of investment financing, FDI plays the same role regardless of its destination
in the host economy. Benefits involving the transfer of technology, organisational
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know-how, marketing and the development of skills, however, associate more with
manufacturing (machinery rather than light manufacturing) and services, such as
information technology and telecommunications, than with other sectors.

Most FDI flowing to MENA countries has found its way to the energy sector,
tourism or light manufacturing with low skill intensity, where low labour costs have
provided the principal motivation. In Tunisia, the energy sector attracted three-quarters
of total FDI in 1992-95 and 63 per cent during the two years following the signing of
the EMA with the EU. Two major projects dominated FDI through 1997: the doubling
of the transcontinental gas pipeline and the local Miskar natural-gas project, with its
heavy involvement of British Gas. With completion of the two gas-related projects,
the share of manufacturing rose from about 17 per cent in 1992-95 to 21 per cent in
1996-97, and that of tourism almost doubled (Table 4.3).

Table 4.3. Sectoral Distribution of FDI Inflowsinto MENA countries

Sector Egypt Morocco Tunisia
1995° 1992-94 1995 1992-95 1996-97

Agriculture 4.2 11 44

Mining - 5.8 31 - -

Energy - 3.7 - 74.7 63.1

Manufacturing 475" 26.6 28.5 16.6 20.8
Textile, leather, clothing (25.0) (25.9)

Other manufacturing (2.6) (2.6)

Services 48.3 62.8 64.0 8.7 16.1
Finance and insurance (26.0) (22.0) (30.3) (3.0 (5.3)
Real estate (6.6) (7.3)

Other services (tourism,...) (22.3) (34.2) (26.4) (5.7) (10.8)

Total 100 100 100 100 100

Notes: a): FDI stock; b): For Egypt this share includes both manufacturing and energy.
Source:  Calculations based on World Investment Report, UNCTAD and Rapport de la Banque Centrale de Tunisie,
various issues.

In Morocco, small amounts of FDI have gone into the primary sector. The
services sector received about two-thirds of the total amounts invested during
1992-94, and this share remained more or lessthe samein 1995. Two service activities
attracted the bulk of the flows. finance and tourism. Privatisation open to foreign
participation accounts for the relatively large share of finance. Two major companies,
a financial holding company and a large bank (Banque Marocaine du Commerce
Extérieur), were privatised in 1994-95 with major foreign participation. In Tunisia,
privatisation moved slowly until recently, and foreign participation stayed very modest.
The pace accelerated only in 1998, with the sale of two cement plantsto foreign firms
(one Spanish and one Portuguese) totalling about $400 million, an amount close to
total privatisation receipts during the decade from 1987 to 1997. In Egypt, the petroleum
sector had the lion's share of the total FDI stock in 1995, and the financial sector
accounted for 26 per cent (Table 4.3). Privatisation has played a significant role in
the rise of FDI in the last three years.
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Stimulating FDI and the Effects of Regional Trade Agreements
FactorsUnderlying FDI Flows

The literature has identified three factors that act to stimulate FDI: i) extraction
of natural resources; ii) serving the local market; and iii) efficiency seeking. The
availability of natural resourcesis an obvious factor attracting FDI. Conditionsin the
host country must favour it, but not to the same extent as for the other two factors. If
the local environment is unstable and hostile to a foreign presence, experience has
shown that FDI inflowswill fail to materialise evenif the country isvery well endowed
with natural resources. Examples abound where countries rich in natural resources
could not attract foreign investment because of domestic instability and the lack of an
enabling environment (Caves, 1996; UNCTAD, 1998).

Establishing production units in a foreign market is not the only way to serve
local markets. The foreign firm can produce in its home country and export to foreign
markets, and license or even sell its patents to other producers. These can be viable
alternatives to setting up subsidiaries abroad. In many cases, it can be in the firm's
interest to deal at arm’s length with foreign markets rather than through direct
involvement in production.

Other factors may nevertheless induce firmsto invest in targeted markets rather
than deal with them at arm’slength. Thefirst involvesthe commercial policies pursued
by host countries. Until recently, quantitative restrictions and import licensing were
pervasivein the developing world in general and in many MENA countriesin particular.
Very highimport duties also protected these markets. Setting up subsidiariesin foreign
markets can bypass such restrictions. Neverthel ess, the presence of import restrictions
is neither sufficient nor necessary to attract FDI. Multinational enterprises (MNES)
indeed will likely stay away from countries where the conduct of businessis difficult.
Inadequate infrastructure, excessive taxation, low skill levels, bureaucratic red tape
and lack of transparency are all likely to deter FDI even if the local market offers
important opportunities behind protective barriers. Restrictions on imports may even
discourage FDI if they increase the cost of intermediate and capital goods. High tariffs
and long delaysin customs clearance al so make transaction costs excessive and discourage
local production. Finally, although tariff jumping may be an important motive for
market-seeking FDI, border protection is not a necessary condition; most FDI flows
have gone to developed countries where barriers to trade are very low.

One main argument developed in the literature on FDI is that foreign firms hold
specific ownership assets that they prefer to put to use through subsidiaries rather than
through arm’s-length relations. These proprietary assets can be of different types:
technology that firms do not want to transfer to others (production process, nature
and quality of the product, etc.), organisational and marketing know-how, quality of
after-sale services, etc. Such specific assets result in a competitive edge that may
more than offset the disadvantage due to inadequate acquai ntance with foreign markets
and their business environment (Caves, 1996). Other factors working in favour of
FDI as opposed to serving the market from abroad include the importance of after-
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sale services for consumer durables and capital goods aswell as of timely adjustment
totastesin the case of highly differentiated products. Again, all these factors encourage
MNESsto set up subsidiaries abroad but only in countries offering favourabl e business
conditions and interesting local markets. Countries that do not offer markets with
adequate size and good prospects for expansion generally are not serious candidates
for market-seeking FDI.

The search for efficiency, the third factor that acts to stimulate FDI flows, has
become more important recently as aresult of increasing globalisation and worldwide
competition. Firms now locate production operations in many different countries to
exploit each country’s comparative advantage. According to this strategy, operations
intensive in unskilled labour will move to countries where labour costs are low and
labour legislation is not too constraining (light industries such as the garment and
footwear industry). Countries relatively well endowed with human capital will attract
technology and skill-based FDI (software development, accounting, information and
telecommuni cations technology). Good infrastructure and efficient supporting services
and public institutions are needed for timely delivery of output of parts or finished
goods. In this kind of strategy, the size of the local market loses the importance it has
for market-seeking FDI. A small country can be highly competitive in attracting FDI,
provided it offers efficiency advantages that reduce costs and facilitate international
production.

FDI and Domestic Conditionsin MENA Countries

Important opportunities to attract FDI are of course missed in sectors where
restrictions on foreign ownership are severe. In Tunisia, FDI is unrestricted only in
manufacturing activities, provided that at least 80 per cent of output is exported. FDI
in the manufacturing sector to serve the domestic market requires prior government
approval. The prior-approval requirement has been lifted on foreign majority ownership
for several services such as rea estate development, consulting and auditing, but
important restrictions remain for others, including not only banking and insurance
but also distribution, health, education, etc. In addition, public utilities and
telecommunications remain in the hands of public monopolies, although some build-
own-operate-transfer (BOOT) operations have been launched in power generation
and sanitation. Land ownership by foreignersis prohibited and ownership in farming
is limited to a minority share (49 per cent). Foreign ownership of stocksis limited to
aminority share.

Jordan restricts foreign equity to less than 50 per cent in mining, distribution,
commercial services and construction contracting (Kanaan, 1998). Morocco restricts
foreign industrial ownership only in activities considered strategic, such as petroleum
refining and public utilities, where FDI is not allowed to exceed 50 per cent. Egypt
has no restrictions on foreign ownership, although investment in manufacturing tends
to be of thejoint venturetype. The Egyptian government has also |aunched discussions
on BOOT operations in order to attract FDI to infrastructure projects in power
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generation, telecommunications and transportation. Important service activities, such
as insurance, transportation and telecommunications, remain in the hands of public
monopolies (Mohieldin, 1997).

Other important domestic factors that help stimulate FDI flows are
macroeconomic stability and predictability, the quality of infrastructure and skillsand
the efficiency of bureaucracy and administrative procedures. Macroeconomic stability
iscrucial insofar asit reduces uncertainty in the movement of the exchange rate with
its concomitant impact on various cost components and the freedom to transfer capital
and earnings abroad. MENA countries have achieved significant progress on thisfront.
Inflation has been cut down significantly in most of them, and in Egypt from double-
digit ratesin the early ninetiesto lessthan 5 per cent in 1997. Therisein the consumer
price index (CPl) averaged less than 2 per cent in Morocco, less than 5 per cent in
Syria and under 4 per cent in Tunisia in 1996-97. Budget deficits have been kept in
check both in Egypt and Jordan, the latter even registering surpluses in recent years.
In Morocco and Tunisia, the deficits hover around 3.5 per cent of GDP, which calls
for additional effortsto reduce them to more manageable levels. These countries have
also succeeded in recent yearsin cutting down their external deficits; Jordan brought
its deficit from over 9 per cent of GDPin thefirst half of the 1990sto 3 per cent in 1996

One other factor that influences FDI is growth and its potential in the host
country. In MENA, growth rates have held above the developing countries’ average,
although exhibiting much volatility. Jordan and Syria experienced high growth, at
rates of 6.4 per cent and 7 per cent respectively, in 1996-97. Tunisia’'s and Egypt’'s
growth rates (4.9 per cent and 4.2 per cent, respectively) fell in the middlie range.
Morocco swung from double-digit positive rates to high negative rates due to very
wide fluctuations in agricultural production, yielding low average growth at 2.5 per
cent ayear over 1990-97.

The business environment is important for foreign and domestic investment
alike. Significant positive changes have occurred in governments' attitudes towards
the private sector in the region: removal of investment licensing for most activities,
acceleration of the privatisation process, simplification of administrative procedures,
improvements in port and customs services, etc. Business still suffers from serious
impediments, however, as several studies have shown. The relative effects of the
constraints vary across countries but the main ones are more or less the same: still-
cumbersome clearance of goods through customs, inefficient port services, inconsi stent
tax administration, inefficient commercial dispute settlement, high telecommunications
costs and inadequate skills (Fawzi, 1998; Kaanan, 1998; Lahouel, 1998a). These are
serious shortcomings that need to be addressed more profoundly than in the past.

Effects of Regional Trade Agreementson FDI
The EMAS contain articles dealing with political, social, cultural and financial

issues, but judged by the content of the Agreements already signed with Tunisia and
Morocco, they are first and foremost trade liberalisation agreements. They establish
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FTAs between the signatories over atwelve-year period following ratification, which
Tunisia and Morocco completed in 1998. The FTAs apply only to industrial goods,
negotiations on agricultural goods having been postponed until the year 2000.

Tunisia's phase-out of tariffsis scheduled according to aclassification of imports
into five groups. Capital and intermediate goods not produced in Tunisia (which are
not listed explicitly) were to be liberalised immediately following ratification. These
products accounted for 12 per cent of imports from the EU in 1994. A second group,
comprising essentially intermediate goods and accounting for 28 per cent of imports
from the EU, isto be liberalised over a five-year period following ratification (1998-
2003)2 The liberalisation of the third list of products (30 per cent of total imports
from the EU) is planned over twelve years beginning in 1998. The removal of tariffs
on the fourth list, which includes manufactured goods competing with domestic
production, is postponed until 2002 and will be implemented gradually throughout
the remaining eight years of the transition period. This last list covers a high share
domestic production, exceeding 40 per cent in 1992.

The EU is committed to assisting Tunisia technically and financially in
restructuring its economy and overcoming transition difficulties associated with import
liberalisation. Neverthel ess, the Agreement |eaves out many areas especially important
for stimulating FDI. It doesn’t cover services or investment, the parties having only
expressed their intention to deal with these issues in future negotiations and to assess
progresstowardsinvestment liberalisation within five years after ratification, i.e. before
2003. This feature stands in sharp contrast to the Agreements signed by the EU with
the Central and Eastern European Countries (Hoekman and Djankov, 1996).

In another area, the Agreement stipulates that the EU will help Tunisia to use
European product standards and certification procedures — but mutual recognition
of certification is set only as an objective to be put into effect only when “the required
conditionsare met”. Liberalisation of public procurement isalso set only asan objective
with no horizon indicated for implementation. In another limitation of the Agreement,
the signatoriesreservefor themsel vestheright to apply anti-dumping measurestowards
each other in conformity with WTO rules. All these shortcomings reduce the scope
and depth of integration for Morocco, Tunisia, Jordan and other MENA countries,
should they end up signing similar agreements with the EU. In fact, the EMASs do not
go much beyond FTAs and lack many important aspects in order to qualify as the
deep-integration agreements originally intended in the Barcelona Declaration
(Lawrence, 1997).

Given these limitations and the focus of the EMAS on trade liberalisation, the
guestion arises as to whether they are likely to favour more FDI flows into MENA.
The analysis here focuses on the efficiency and market-seeking factors discussed above,
leaving aside investment to extract natural resources because it depends essentially on
the availability of natural resources in the host country.
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For MNEs seeking efficiency, trade liberalisation within the integrating area
may encourage them to rationalise the international distribution of their production
processes and choices of location in line with the competitive advantages each country
offers: low labour costs, high skills, good infrastructure, etc. Will such advantages be
affected following the removal of trade barriers between the EU and Mediterranean
countries?

Firms producing in Egypt, Morocco and Tunisia have had duty-free access to
the EEC market for most manufactured non-food products since the mid-1970s. Trade
in textiles, clothing and footwear has been regulated through quotas that have not
generally been binding, except in Egypt, which has restricted such exports somewhat.
The bilateral co-operation agreements, concluded in the 1970s between each of these
countries and the EEC and renewed periodically until the signing of the EMAS,
provided them with preferential duty-free access to the EEC market. Combined with
favourable conditionsin host countries, this preferential treatment led to the expansion
of European export-oriented investment in Morocco and Tunisia, particularly intextiles,
clothing and footwear. In Tunisia the share of foreign ownership in exporting firms
(firms shipping more than 10 per cent of output abroad) averaged about 53 per cent;
its share in firms oriented to the domestic market was negligible. In metals and
machinery, the share of foreign ownership in the export-oriented group averaged
38 per cent for both countries, about twice as high asits share in firms producing for
the local market (Page and Underwood, 1997).

The co-operation agreements were not sufficient to induce FDI in the region.
Domestic policies conducive to such investments were also implemented, although
they discriminated in favour of exports over sales to the domestic market. Tunisia
makes a distinction, going back to the 1970s and still in place, between off-shore
firms exporting al their production and other firms exporting partially or selling all
their output in the local market. Under the offshore regime, firms have duty-free
access to imports of equipment, raw materials and intermediate products as well as
long-term tax holidays. It is safe to say that, but for these advantages as well as the
facilitation of customs and other administrative procedures, the flows of FDI of the
1970s and 1980s would not have occurred.

The Co-operation Agreements did help to attract FDI from the EEC and to
introduce domestic policiesfavourableto export-oriented FDI. The EMAs have brought
little change to the access of MENA partners to the EU market. The only important
change with respect to trade in manufacturesisto lock in this access and make it long
lasting; the Co-operation Agreements were limited in time although renewable. The
attraction of the region as a host to export-oriented, efficiency-seeking FDI may thus
be enhanced only because of thislocking-in effect. The temporary nature of previous
agreements probably biased FDI inflows in favour of the footloose type, i.e. light
investment with short payback periods (garments and footwear). By locking in the
removal of trade barriers on imports, the EM As may induce more technol ogy-intensive
FDI to the region. That such FDI has not come forth so far, however, suggests that
market-access factors have probably worn off, at least in the case of Tunisia and
Morocco.
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Although little changes for the EU countries, the EMASs are introducing radical
changes in the trade policies of MENA partners, which still have high trade barriers
with average tariffs exceeding 30 per cent. These changes have little direct impact on
exporting firms already exempted from import duties on their imports of intermediate
and capital goods under the offshore or the “admission temporaire” regime. Import
liberalisation may, however, induce indirect positive effects insofar aslocal suppliers
of services and non-tradable products will benefit from asignificant reduction in their
import-related costs®. The most important incentives stimulating FDI flowswill likely
result from the general efficiency gains that import competition will induce. These
gains can be substantial, given the existing gap between the region and the EU and the
persistent high degree of protection in the region.

The other benefit resulting from the EMAS, already mentioned, is the effect of
locking in trade liberalisation commitments in signatory MENA countries. The
permanent removal of trade barriers vis-a-vis the EU, a powerful and most important
trade partner, amounts to a strong commitment to openness. Because such signalling
reduces the probability of policy reversal and may be accompanied or followed by
further market-friendly reforms, it may encourage more FDI flowsinto these countries.

For market-seeking FDI, the likely outcome of bilateral EMAS may not favour
the MENA countries for the obvious reason that their markets are too small. Instead,
the removal of trade barriers between each of these countries and the EU is likely to
divert investment away from the former and towards the latter in order to optimise
plant use and exploit economies of scale. Indeed, to the extent that FDI was initially
attracted to the region because of high import barriers, the raison d’ étre of the tariff-
jumping strategy disappears. It may thus become in the interest of European-based
firmsto relocate small production units back to the EU and export to their M editerranean
partners out of their plants in Europe. The result is the well known hub-and-spoke
effect of bilateral FTAs, wherethe EU will be the hub and the M editerranean countries
its spokes.

One final effect involving market-seeking FDI is an investment-creation effect,
however, resulting from the response of MNESs located outside the EU to the trade
diversion that may occur because of discrimination against non-partner countries.
MENA countries' imports are highly concentrated in goods of EU origin. Tunisia has
the most concentration (70 per cent of itstotal imports), followed by Morocco (60 per
cent). Egypt’s imports are relatively lower but still exhibit high geographical
concentration in respect of the EU (45 per cent). Still, many non-EU suppliers may
find themselves at a disadvantage because of the preferential treatment granted to EU
suppliers. Faced with actual or potential loss in export market shares, some of these
suppliers may decide to establish affiliates in the integrated area in order to continue
to sell in markets previously serviced through exports. Given the limited size of these
markets and the trade barriers that separate them, this investment-creation effect may
benefit the larger EU countries rather than MENA partners, thus strengthening the
hub-and-spoke effect.
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In summary, the EMAs have created an environment where FDI flows will take
placetowardsthe EU and away from MENA partners. By lockingintradeliberalisation
in MENA partners and reducing uncertainty of accessto the EU market, the incentives
for FDI may become stronger but, because market access was already facilitated under
the Co-operation Agreements, efficiency-seeking FDI may be modest. Given thelimited
size of individual markets and the hub-and-spoke phenomenon, less market-seeking
FDI may end up making its way to the region.

Regardless of the impact on FDI flows, the EMAS clearly are of the hub-and-
spoke type as far astrade is concerned. As Kowalczyk and Wonnacott (1992) argued,
if asmall country forms an FTA with a large country (or region such as the EU), the
net welfare incidence will most likely be positive. Trade will expand between the two
countries and the terms-of-trade loss will be very small and even nil for the small
country. As the hub signs similar bilateral treaties with other spokes, however, the
welfare of the original small country declines. This arises from trade diversion that
may take place at its expense if the new FTAs are substitutes for the initial one
—i.e. if the first small country’s exports to the hub (as well as to the other spokes)
decline. Because exports of MENA countries (Egypt, Morocco, Tunisia and perhaps
other Mediterranean countries) to the EU have a high degree of similarity, such trade
diversion may take place. It is true that many of these countries already enjoy duty-
free access to the EU market for manufactured goods prior to the EMAS, but they
may lose this advantage if they do not become partners in the new agreements’.

One may summarise the effects regional integration initiatives may have on FDI
with the help of atwo-way classification scheme from Blomstrom and K okko (1997).
The scheme hastwo dimensions: induced environmental change and changesin location-
specific advantages. The first involves the degree to which international trade and
foreign investment are liberalised following the preferential agreements. If barriersto
trade are initially high between member countries, then the removal of these barriers
following the formation of an FTA or a customs union constitutes a significant
environmental change that should facilitate the conduct of business in general and
foreigninvestment in particular. Changesin policy towards FDI a so create such change;
they include the lifting of restrictions on firms of member countries, rights of
establishment, national treatment and so forth. L ocational advantagesinvolvethequality
and the cost of factors of production and infrastructure, the degree of proximity to
targeted markets and the size of the host market. This two-way classification is
illustrated in Figure 4.1.

Figure 4.1. Effects of Regional Integration on FDI:
A Two-way Classification

Changes in location advantages
(Positive to negative =)

Environmental change 1
(Strong to weak |}) 2

3 4

Source: Blomstrom & Kokko, 1997.
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In Figure 4.1, movements across columnsfrom left to right associate with weaker
changesin locational advantages, while movements down the rowsindicate declining
environmental change. Thus, the incidence on FDI will be the strongest in area one,
where regional integration induces both a strong environmental change, i.e. a high
degree of trade and investment liberalisation, and greatly improved advantages for the
member country involved. In area two, the impact on FDI is likely to be negative as
the tariff-jumping motivation disappears and the locational disadvantages push foreign
and even national firms to locate in more attractive member countries. Area three
describes countries with high locational advantages but relatively low initial barriers
to trade and investment (OECD countries). Integration will have little effect on FDI
in area four, where it brings little liberalisation and where |ocation advantages are weak.

The EMAS bring strong environmental changes for trade in industrial goods,
but not in other areas such as agriculture, services or investment. As regards location-
specific advantages, countries such as Tunisia and Morocco enjoy proximity to the
important EU market. Moreover, many countries of the region remain competitive in
terms of labour costs but have lagged behind other regions, such as South East Asia
and Latin America, in infrastructure development and human capital formation, and
their local markets remain too small to attract market-seeking investment.

FDI and Integration between MENA Countries

The hub-and-spoke effect may be offset by integration between the MENA
countries themselves. If barriersto trade are removed between these countries, MNES
may be enticed to locate production in the region instead of serving its markets
individually from the EU, as one would expect under the existing hub-and-spoke
arrangement. This applies to market-seeking FDI and depends on the importance of
economies of scale, in conjunction with the proprietary assets that firms may want to
internalise. For some products, even the whole integrated region will not be large
enough to meet the optimal scale; but for othersthe regional market may be attractive,
especialy if exploiting ownership assets plays animportant rolein locational decisions.
Barring liberalisation between these small countries, the advantages of establishing
production units are outweighed by the higher costs of operating on a small scale.
Integration between MENA economies, which are small by international standards,
will thus increase the market attractiveness of the region, at least when economies of
scale are important enough to justify local production but not so important that they
induce firms to keep production in the hub.

I nternational Evidence
Theinternational experience offers some empirical evidenceonthelikely effects

of integration on FDI flows. The Southern Common Market (Mercosur), a successful
case of south-south integration, resulted not only in atremendous expansion in intra-
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regional trade but also in significantly higher FDI inflows. The bilateral trade
liberalisation agreement between Brazil and Argentina of the mid-1980s evolved into
a customs union signed in 1991, which entered into force in January 1995. Paraguay
and Uruguay are also signatories. Dominated by thetwo large countries, thisintegrated
area comprises a large population of more than 200 million and a combined GDP of
almost $800 billion.

In addition to theremoval of trade barriers among the signatories and the adoption
of a common external tariff towards third countries, the Treaty provides for free
movement of services and harmonisation of standards, testing and certification.
Technical committees have done extensive work in these areas, but little progress has
emerged in comparison with the trade liberalisation that has been accomplished
(Laird, 1998).

Mercosur’s internal trade grew rapidly during the period leading to the
establishment of the customs union. Intra-regional exports grew from less than 9 per
cent of total exportsin 1990 to over 20 per cent in 1995. Intra-regional imports rose
from 14.5 per cent of the total to over 18 per cent. The expansion in intra-regional
trade did not take place at the expense of trade with the rest of the world, however. It
has grown faster in recent years than before the formation of the customs union.

Of special interest here is what has happened to FDI. In Mercosur, FDI flows
increased in greater proportionsthan intra-regional trade. As Table 4.4 shows, average
annual flows increased almost fourfold from the period prior to the customs union
(1992-94) to 1995-97, rising from less than $4.4 billion to more than $16 billion.
This growth was much higher than the average rate for all developing countries where
inflows rose by about 62 per cent annually between the two periods. It is even more
dramatic in a comparison with the FDI flows of the late 1980s. Mercosur countries
not only took part in the expansion of FDI flows of recent years but also increased
their share in total worldwide flows, particularly since the entry into effect of the
union in 1995.

Table 4.4. FDI inflowsto M ercosur Countries (1986-1997)
(Annual average amountsin $ million)

1986-91 1992-94 1995-97

. . % change . % change

$million $ million (1992-94/ $million (1995-97/

1986-91) 1992-94)
Argentina 1168 2429 108 5 400 122
Brazil 1258 1833 46 10828 490
Paraguay 3 108 - 203 88
Uruguay 41 128 212 175 37
Total M ercosur 2470 4371 77 16 431 276
Total Developing countries 26 620 68 702 158 111 658 62

(Mercosur excluded)

Source: World Investment Report, UNCTAD, 1998.
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It would be stretching the point to attribute all this expansion to the formation
of the customs union, although the creation of a large integrated market has been a
major contributing factor. Before and after the formation of the union member countries
implemented far-reaching liberalisation measures unilaterally and through their
multilateral commitments within GATT/WTO (Laird, 1998). Argentina’s
comprehensive privatisation programme attracted significant amounts of foreign
investment. Some inflows were even motivated by new measures protecting specific
sectors such asthe automabile sector in Argentina, where aquota system was established
in the early 1990s.

In terms of Figure 4.1, Mercosur member countries fall into area one, because
the union has brought strong changesin the environment with clear locational advantages
for Brazil and Argentina, by far thetwo largest economiesin the union. The significant
rise in FDI flows confirms this. During the transition period (1992-94), flows into
Mercosur increased much less than for all developing countries in spite of the deep
reforms implemented. The evidence thus points to a strong reaction to the integration
process in the Southern Cone. Blomstrom and Kokko (1997), although they had less
recent data, share this conclusion: “The available evidence, although patchy, shows
that astrong investment expansion has coincided with the integration process, and itis
reasonable to assume that the continuing integration process may stimulate further
significant responses”.

NAFTA provides another example of integration, as the first North-South FTA,
involving the United States, Canada and Mexico. The agreement was signed in
December 1992 and entered into force in January 1994. The trade effects have been
significant. The US share of Mexican imports increased from 69 per cent in 1993 to
76 per cent in 1996, following a sharp reduction in Mexico's tariffs on imports from
the United States, from an average of 10 per cent to 3 per cent (Schott, 1998). US
imports from Mexico more than doubled between 1992 and 1996.

One major aobjective of the Mexican government in NAFTA was to attract FDI.
In addition to the removal of tariff and non-tariff trade barriers against imports from
the United States and Canada, Mexico introduced a comprehensive system of rules
and obligations dealing with foreign investment. Business surveys report that most
foreign firms, especially the larger ones, changed their investment strategies because
of NAFTA (Schott, 1998). As aresult, FDI flows into Mexico rose from an average
of about $4.4 billion prior to the entry into effect of the FTA (1992-93) to an average
of over $10 billion during 1994-97°¢. Most of these additional flows came from firms
outside the United States (Blomstrom and Kokko, 1997).

This expansion stands in sharp contrast to the stagnation and even decline of
FDI flowsto countries of the MENA region that signed FTAswith the EU. Differences
in the reaction of foreign investors could be explained by differences in the depth of
domestic reforms as well as in the depth of the integration agreements themselves.
Some of the impact on FDI in Mexico may have arisen from the lifting of important
entry barriers to the US market that had constrained exports in the pre-FTA period,
especially textile and apparel exports (Schott, 1998). Such constraints practically did
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not exist for Morocco and Tunisiain the pre-FTA period, which may explain why the
new FTAs have not attracted more efficiency-seeking FDI. Furthermore, given its
much bigger size, Mexico can attract significant market-seeking investment.

Another example of a positive FDI response to integration came with the
enlargement of the EEC to include Spain and Portugal in 1986. Estimated on the basis of
afive-year average, FDI increased by some two percentage points of GDP in these two
countries from the pre-EU-membership period (1981-85) to the post-membership
period (1986-92). Econometric analysis of FDI flows into Spain covering 1964-89
and taking into account several explanatory variables confirms the conclusion that the
accession to the European Community in 1986 significantly increased inflows from
other EEC partners (Bajo-Rubio and Sosvilla-Rivero, 1994). In contrast, inflows into
Greece declined following accession to the EU in 1981, due mainly to a lack of
improvement in the macroeconomic situation (de Kleine and Riordan, 1995). These
findings suggest that regional integration stimulates foreign investment, provided that
itinducessignificant changesin the environment aswell asinlocation specific-advantages.

FDI and Integration among MENA Countries

Intra-regional trade among MENA countriesis low compared with other regions
in the world, averaging less than 9 per cent of their total external trade in 1995-97, as
against about 19 per cent for Mercosur and 12 per cent for the West African Economic
and Monetary Union (UEMOA). Thislow share contrasts even more sharply with the
region’s high trade-intensity ratios with the EU. Intra-trade within the Maghreb sub-
region is even weaker than for the MENA region as a whole, with a share in total
trade lower than 4 per cent. Among the many factors accounting for thisareinadequate
infrastructure, production similarities and instability in political relations. High tariff
barriers— applied to therest of theworld on an MFN basis — and non-tariff barriers,
however, are the major obstacles to the development of intra-regional trade.

Theregion has madetheleast progressin theworld intermsof regional integration
and trade expansion. Partial bilateral preferential agreements exist but they generally
cover only limited sets of products not competing with domestic production, and the
degree of compliance with them has fluctuated with the state of political relations.
Political tension has often disrupted intra-regional trade flows. Until recently, therefore,
concrete progress towards integration did not occur. Contrary to the speed with which
Tunisia and Morocco concluded their EMAS, intra-Maghreb trade liberalisation has
had low status on the co-operation agenda, and not a single comprehensive, concrete
integration project has had serious consideration. Heads of state did meet and sign the
Marrakech Treaty in 1989 to establish the Arab Maghreb Union (UMA), with the
creation of a customs union as an objective. Yet neither the Treaty nor any later
agreement fixed a timetable to put the customs union in place.

Recently, the UMA has been overshadowed by the Arab League's decision to
establish a Greater Arab Free Trade Area (GAFTA) over a ten-year period starting
from 1998. Import duties are to be reduced on intra-Arab imports in steps of 10 per

100



cent each year, with complete removal by 2007. Negotiations on non-tariff barriers,
however, have been postponed, and the approved liberalisation programme includes
many exceptions. Nevertheless, the move likely will create a far more integrated
region, provided the eighteen members adhere to the tariff removal schedule and do
not replace tariffs with non-tariff barriers.

What would an FTA or customs union between MENA countries mean for FDI
in terms of the classification schemein Figure 4.1? It would signal additional positive
changes in the environment, to the degree that trade liberalisation among countries
with very similar production structures translates into to a stronger willingness to
foster competition in their respective economies. More generally, it would enhance
the credibility of policies of openness, thus reinforcing the effects of the commitments
made in the WTO and in the EMAs. More importantly, it will create arelatively large
market that will enable both domestic and foreign-owned firms to exploit economies
of scale and other location specific-advantages, such as low labour costs.

Integration within the MENA region will enable member countries to lessen, if
not totally avoid the hub-and-spoke effect of the bilateral FTAs with the EU. Because
no country in the region carries much economic weight at the international level, the
bilateral FTAs, absent greater MENA integration, would push MNEs to locate
production in the EU (the hub) rather than in the spokes. Egypt’s GDP is one-fourth
of Belgium’s and one-ninth of Brazil’s. An integrated area offers much larger
opportunities to MNEs. Although still limited by developed-country standards, the
combined GDP of Egypt plus Morocco, Tunisia and Jordan, the three signatories of
FTAs with the EU, was about $130 billion in 1996, equal to half of Belgium’'s GDP,
a third of Mexico's and 16 per cent of Mercosur’s. If the integrated area includes
other MENA countries as planned for GAFTA, the region will become a much larger
market’.

The six countries listed in Table 4.1 received an average of $1.662 hillion in
FDI annually during 1995-97, about 1 per cent of their combined GDP. For comparison,
FDI flows into Mercosur averaged $16 billion during the same period, about 2 per
cent of its combined GDP. In addition to having higher per capita incomes, which
generally attract FDI, the Mercosur countries have implemented deeper reforms than
the MENA countries. Many of these reforms, including privatisation, had been
completed by the early 1990s. FDI inflows rose significantly then, at an average
annual rate of about 70 per cent, but more slowly than for the developing countries as
a group. The flows have become much more important since the formation of the
customs union in 1995.

It is difficult to estimate precisely the far from negligible magnitude of the
effect of integration on FDI, but a rough guess can help to project the likely effects
for the MENA region. Assume that, in the absence of the customs union, FDI to the
four Mercosur countries would have risen at about the same rate as for all developing
countries in 1992-94 and 1995-97. Inflows in 1995-97 would then have fallen short
of the actual amounts by an annual average of about $6 billion, representing almost
0.8 per cent of their combined GDP (cf. Table 4.4)8. Applying this ratio to the joint
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GDP of the six MENA countries listed in Table 4.1 yields an estimated increase in
their FDI flows on the order of $1.2 billion, 70 per cent more than the actual inflows.
This provides only a rough indication of additional FDI that integration within the
region might attract. Tradeliberalisation alonewill not sufficeto providethat attraction.
Adequate infrastructure and low transportation costs also are crucial for potential
intra-regional trade to materialise and to play itsimportant role in encouraging foreign
firmsto invest.

Conclusions

EMAs are still in their early days; only afew MENA countries have yet signed
such agreements. Nevertheless, three years have passed since Tunisia and Morocco
signed and more than four years since the Barcelona Declaration set the general
framework for deeper integration between the EU and the Southern Mediterranean
region. The MENA countries’ hopes to attract much-needed FDI through such closer
co-operation have not yet materialised. FDI flows to the region have stagnated while
they have expanded significantly to much of the rest of the world. Two conclusions
emerge from the analysis. First, weaknesses in the business environment continue
seriously to deter FDI, and the EM Asthemselves do not bring significant new incentives
to stimulate FDI. They are essentially bilateral FTAsthat do not reach deeply enough
to foster profound changesin the business environments of MENA partners. For foreign
firms motivated by access to the EU market, the conditions remain more or less the
same as under the former Co-operation agreements. Second, because the EMAs were
designed as bilateral rather than multilateral FTAs, and due to the limited size of the
individual markets, the EMAsmay actually create adisincentiverather than anincentive
for FDI. Integration within the region can offset this hub-and-spoke effect by offering
amuch larger market. International evidence points to the stimulating effects of such
integration, provided that it is accompanied by improvements in the business
environment, including the development of adequate infrastructure to facilitate intra-
regiona trade.
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Notes

Estimates based on macroeconomic data published in International Financial
Satistics (IMF). Data on government deficits are derived from Economic Trends in
the MENA Region (ERF, 1998).

In principle the Agreement came into force in March 1998 after ratification by all
partners. The Tunisian government began implementation earlier, in 1996, with the
removal of import duties on capital goods. Use will most likely be made of the
whole official transition period extending from 1998 to 2010.

The export regime alows exporting firms to get refunds for duties and other indirect
taxes paid on local purchases of intermediate inputs but the red tape involved is
sometimes prohibitive and discriminates against local purchases as opposed to
purchases abroad.

Some authors argue that non-discriminatory liberalisation within the multilateral
framework constitutes a stronger commitment to openness, because it involves trade
with many more countries than the partners in an FTA.

Morocco and Tunisia already enjoyed duty-free access to the EU market and have
both signed separate FTAs with the EU. There will therefore be no trade substitution
between them vis-a-vis the EU.

Average annual FDI flows to Mexico are derived from data published in the World
Investment Report, UNCTAD (1998).

The combined GDP of the whole Arab region reached $560 million in 1996,
representing about half of the UK’s GDP and 70 per cent of Mercosur’s.

As Table 4.4 shows, FDI increased annually by 158 per cent from 1986-91 to
1992-94 and then by 62 per cent in 1995-97. Applied to the average amounts for the
Mercosur countries in 1986-91, these rates would bring Mercosur flows to $6 373 million
and $10 324 million, respectively, in the following two periods.
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Chapter 5

The Euro and Southern Mediterranean Currencies

Agnes Bénassy-Quéré and Amina Lahreche-Révil

I ntroduction*

This Chapter examines the impact of the introduction of the euro on Southern
Mediterranean Countries (SMCs)*. The Asian crisisin 1997 taught, among other lessons,
that exchange-rate policies are sensitive to trading relationships and to the currency
distribution of the external debt (Bénassy-Quéré, 1997). The EU is by far the main
partner of the SMCs. They should seize the opportunity provided by the EMU to use
the Euro for their international currency transactions, as the means of payment (for
trade and financial transactions), the unit of account (in trade or the design of the
exchange-rate policy) and the denomination currency for debt and official reserves.
Furthermore, one main conclusion of this Chapter is that the Euro’s impact on the
SMCswill depend largely on the extent to which the SMCsuseit in the design of their
own exchange-rate policies. Some might adopt the euro asamonetary anchor. Moreover,
following the full introduction of the euro in the EMU, the SMCswill no longer need
to contemplate policy responses to moves by their main competitors (Spain and
Portugal) to devalue their currencies against their main European customers (France
and Germany). SMCs should nevertheless pay due attention to their competitiveness
relative to Eastern European countries fiercely trying to attract direct investment.

Fixed exchange rate regimes do not attract much support nowadays. The general
liberalisation of capital movements has put their viability in question. Yet this does
not necessarily argue in favour of freely floating the exchange rate. Perfect flexibility

* The authors are grateful to N. Sowels for his remarks on a preliminary version of this
text. They also thank Ali Bayar, Mahmoud El-Jafari, an anonymous referee and the
participants in the ERF/OECD Development Centre/World Bank workshop held in
Cairo on 6-7 February 1999, for their very fruitful remarks. The authors remain
responsible for all deficiencies.
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does not insure that the exchange rate will stay in line with economic fundamentals,
i.e. be stabilising for domestic economies. For emerging countries, there are two
additional arguments against perfect flexibility. First, whereforeign-exchange markets
are relatively narrow, small capital flows may have large impacts on exchange rates,
which can become very unstable. Second, if a central bank fails to impose a credible
internal peg, an external peg can reduce inflationary bias.

IMF (1998) discusses the appropriate framework for limiting exchange-rate
variability, moving from a currency board to aloose managed float. The mechanism
to be adopted depends on the relative weights of inflation and competitivenessin the
implicit loss function of the authorities. It also depends on inflation inertia, the level
of official reserves compared to capital mobility, the extent of output and export
diversification, fiscal degrees of freedom, the degree of openness, labour mobility,
the proportion of nominal shocks compared to real shocks and extra-economic factors
such as the importance of monetary sovereignty.

Theanalysis here starts by assuming that emerging markets need some exchange-
rate stabilisation in both nominal and real terms, the trade-offs depending on the
factors just mentioned. The concern then shifts to examination of the appropriate
foreign-exchange anchor. It shows that the Euro could be used as a monetary anchor,
or at least assume alarge share in foreign-exchange management in the SMCs.

Thefollowing analysis adapts an econometric model developed in Bayoumi and
Eichengreen (1996). The model allows the assessment of past pegging policies with
reference to the optimal currency area (OCA) theory. It also makes it possible to
investigate whether SMCs should stabilise their nominal exchange rates against the
euro or the dollar. The situation in which emerging markets find themselves is more
complex than the OCA theory suggests, given that these countries must take external
financing constraints into account in designing their exchange-rate policies. Real
exchange-rate stability becomes crucial, both to preserve competitiveness and to prevent
the external debt burden from growing. A third section analyses the appropriate real
exchange-rate strategies of SMCs, if they focus on external intermediate targets. The
sample includes Algeria, Egypt, Israel, Morocco, Tunisia and Turkey?

A Nominal Anchor for SMC Currencies
Official and de facto Exchange-Rate Regimes in the SMCs

AsTable 5.1 shows, none of the six SM Csin the sample has adopted any particular
official pegging strategy vis-a-visthe Deutschmark, considered here asforeshadowing
the Euro. Managed floating means that the central bank acts on a discretionary basis.
The basket peg refers to arule, but does not much differ from a managed float when
the composition of the basket is not disclosed or when managed floating refers to a
basket with wide bands (as in Israel, for instance).
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Table 5.1. Exchangerateregimesin SMCs

Algeria Egypt Israel Morocco Tunisia Turkey
Officia regimein 1997 ME ME ME Basket ME ME

Notes: MF: Managed float. Basket: peg to a basket of currencies according to the geographical distribution of trade.
Source: IMF, Exchange Arrangements and Exchange Restrictions (1997a).

Theofficial exchange-rate regimesreviewed regularly by the IMF do not convey
very precise information about actual exchange-rate policies. Frankel and Wei (1993),
and Bayoumi and Eichengreen (1996, 1997), suggest looking at de facto rather than
official exchange-rate regimes. The volatility of its currency against potential anchors
can describe acountry’s defacto exchange-rate regime. Table 5.2 offers such measures
for the SMCs during 1990-96, based on quarterly data®. These regimes are not
homogenous. Morocco and Tunisia exhibit a clear peg on the DM. The volatility of
their nominal exchange rates against the dollar is twice as high as against the DM.
Egypt, by contrast, pegs its pound unambiguously to the dollar, and the Israel shekel
seems mainly to be stabilised against it. Algeria and Turkey appear to keep a balance
between the two currencies, and Turkey’s nominal volatility is high against both
potential international anchors’.

Table 5.2. De facto exchange-rateregimesin SMCs

In percentage per quarter Algeria Egypt Israel M orocco Tunisia Turkey
Volatility against the dollar (1) 3.84 0.07 2.33 3.09 3.93 12.60
Volatility against the DM (2) 4.37 1.75 3.08 1.47 1.56 12.86
D/(2) 0.80 0.04 0.76 2.10 2.52 0.98

Notes: (1), (2): standard deviation of the quarterly log variations of exchange rates.

Source:  authors’ calculations, using IMF data.

The Optimal Currency Area Theory and the Choice of a Nominal Anchor

The OCA theory, asoriginally developed by Mundell (1961), McKinnon (1963)
and Kenen (1969), offers anormative framework to define the conditions under which
arange of countries should form amonetary union, i.e. fix exchange ratesirrevocably
among themselves. A currency area eliminates exchange-rate risk, thereby creating
added incentives to trade and invest. In a monetary union, the denomination of all
pricesinthe same unit of account reducestransaction costs and hel psto deepen economic
integration. A monetary union also introduces some costs, however, the most important
being loss of the exchange-rate instrument and the loss of monetary policy
independence. A monetary union should be implemented only if the benefits exceed
the costs. The OCA theory points out several criteriathat define the costs.

The next section appliesthistraditional OCA theory to the design of less extreme
monetary arrangements than monetary unions, namely pegging strategiesranging from
currency boards to smooth managed-float regimes, with fixed but adjustable pegsin
between. Because the variables highlighted by the OCA literature can differ across
potential anchors, one can define which among a set of international currencieswould
be the best anchor.
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Since the 1960s, the OCA literature has evolved in two main directions. The
first highlights other determinants of the benefits and costs of a currency area, such as
credibility, transition costs and the needs for accompanying policies (Tavlas, 1993).
The second showsthat OCA criteriaare themsel ves endogenous. According to Krugman
(1993), exchange-rate stabilisation endogenously increases the cost of losing the
monetary instrument through increased specialisation. Fatés (1997) and Fontagné and
Freudenberg (1998) challenge this view and show that exchange-rate stabilisation
tends to create the conditions for an optimal currency area.

These new developments should be taken into account, but most of them are
irrelevant to the choice of a specific anchor currency by an emerging country. They
include credibility effects (the euro and the dollar can be viewed as carrying similar
anti-inflationary credibility), the need for fiscal co-ordination (irrelevant in aunilateral
anchor choice) and several features that have implications for choosing a monetary
commitment rather than for selecting a specific anchor currency — complementary
domestic policies like wage flexibility or fiscal adjustment, or transition costs.

Endogenous OCA criteriahave greater interest. If SMCsstabilisetheir currencies
against the euro, it becomes crucial to determine whether their specialisation patterns
will diverge or converge towards that of Europe. This will reveal both the scope for
asymmetric shocks in the long run and whether such policies will promote or conflict
with Euro-Mediterranean integration. Nevertheless, these endogenous criteria, which
refer to the theories of international trade and economic geography, lie beyond the
scope of this Chapter. It considerstrade patterns as exogenous, although it does examine
various scenarios.

The Choice of a Nominal Anchor in the SMCs
The OCA Criteria

According to OCA theory, two countries should peg their bilateral exchange
rate when the following conditions prevail:

1)  both economies face mostly symmetric shocks;
2) externa trade isimportant as a share of GDP,
3) the countries are mutually important trade partners; and

4)  specific shocks can be absorbed by factor mobility, real wage flexibility and/or
fiscal federalism.

Although OCA theory initially seeks to define the conditions under which two
areas can unify their currencies, it is not necessary to interpret the nominal peg asthe
establishment of afixed exchangerate regime. The peg isdefined here by theregularity
of exchange-rate variations between the two areas. This can be associated with a
fixed-rate regime (no variations), with a crawling peg or even with a managed float.
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Bayoumi and Eichengreen (1996, 1997, 1998) suggest applying the OCA theory
on cross-section samples. They use an equation that explains the volatility of each
bilateral nominal exchange rate by the asymmetry of business cycles between the two
partners, the asymmetry of their trade distribution across three sectors, their bilateral
openness ratio and the size of each economy. These explanatory variables reflect the
first three conditions of the optimal pegging strategy. They leave the fourth aside,
because it has “not played a significant role in responding to shocks that are felt
asymmetrically across countries, at least over the sample period” (Bayoumi and
Eichengreen, 1997, p. 763)°. The estimates, based on a sample of industrial countries
or acombination of industrial and Asian countries, support the OCA theory and reveal
that the relative stability of exchange rates in Europe and between Asian countries
(except for the case of Japan) conforms to real integration in both areas.

Bénassy-Quéré (1997) questionsthese conclusions, pointing out that the stability
of intra-European exchange rates comes from genuine monetary co-operation, whereas
stability in emerging Asian countries, is explained not by mutual pegging of their
currencies but by a common peg to the dollar. Thus, for emerging countries it seems
more interesting to study pegging strategies in relation to international currencies,
which are more likely to be selected than third-country currencies as a reference.

Econometric methodol ogy

Theinterest hereliesin explaining past pegging behaviour with respect to three
potential anchors: the US dollar, the DM (used as a proxy for the euro) and the yen.
The explanatory variables sum up the criteria retained from the OCA theory, namely
the asymmetry of business cycleswith respect to the three reference areas (core-EM S
countries, USA and Japan), the share of intra-industry trade in bilateral trade with the
three anchor areas and the relative size of each country compared to the anchor area.
The methodology, although relying largely on Bayoumi and Eichengreen (1997), is
nonethel ess distinct because it focuses on pegging relations (instead of studying the
bilateral relations between all the countries of the sample) by including SMCs in the
sample (and studying their specific behaviour) and by using somewhat different
explanatory variables.

Each SMC isidentified by the subscript i, while the anchor areais represented
by the subscript j, where j = USA, Core-ERM® or Japan. The nominal exchange
volatility betweeni and (SDS) is an indicator of the de facto pegging behaviour of
the nominal exchangerate; it ismeasured by the standard deviation (o) of the quarterly
log-variation of the bilateral, nominal exchange rate during 1992:1-1996:1V:

SDS, = o{LogS, - LogS (1)) ey

where S, refersto the nominal quarterly exchangerate of currency i against the potential
anchor currency j (IMF, International Financial Statistics). The choice of arelatively
recent period underlines the objective to analyse the i ssues based on aworld with high
capital mobility. Central and Eastern European countries are also included in the
analysis because they too will consider using the euro as a monetary anchor.
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The asymmetry of business cycles between i and j (SDY) is measured by the
standard deviation (o) of the differences in year-on-year log variations of real output
betweeni andj over 1992:1-1996:1V (IMF, International Financial Satistics, line 66):

‘ RGDP,
SDY, = o] Log RGDR___ Log ! @)
' RGDP(-4) RGDP,(-4)

where RGDP, isthe GDP of country i at constant prices. Therelative size of i compared
toj (RSZE) is the ratio of current-dollar GDPs of | and j in 1995 (CHELEM-CEPI|
database and IM F).

RSIZE, = GDF. (3)
GDP

j
Finally, the share of intra-industry trade (I1T) is measured using the relative
Grubel and Lloyd index (RGL, ) This index (see Grubel and Lloyd, 1971) captures

the importance of mtr&mdustry tradeinij bilateral trade in comparisontoi’s external
trade with the three pooled reference zones (noted as w):

GL
RGL; =100—~ “4)

iw

- 0 xk4pk (X5 -mt
with GLU :1_2 ij if ‘ [Z ,i
k=1 Xi/ +Mij le +Mij

&)

The second term in the sum is the share of inter-industry trade in the bilateral
trade of product k. The first term measures the share of product k in total bilateral
trade. The Grubel and Lloyd index varies from zero (only inter-industry trade) to one
(only intra-industry trade). It iscomputed for 1995, using the 70-product decomposition
provided by the CHELEM database.

The relative Grubel and Lloyd index accounts for the total I T behaviour of
each country vis-a-vis the “rest of the world” (“ROW” — the pooled three reference
areas). It thereby controls for the behaviour of countries that, because of their factor
endowments or levels of development, naturally exhibit more (less) I T than others.
Industrialised countries, for example, tend to exhibit more 1T than developing
countries’. Similarly, using relative and not absolute size variables takes into account
that, ceteris paribus, each country would have an interest in pegging its currency to
that of alarge area. This choice also avoids using the same size value three times to
explain exchange-rate volatility against the three reference areas.
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The estimations are carried out on a cross-section sample of 49 countries,
including five SMCs (Algeria, Israel, Morocco, Tunisia and Turkey)®. They pool the
datafor j=$, DM, yen, so that the total sample contains 49x3=147 observations’. The
important heterogeneity of nominal exchange-rate volatilities is a source of
heteroskedasticity confirmed by econometric tests. Using the method developed by
White (1980) provides heteroskedastic-consistent standard errors.

Two equations are estimated. Thefirstisa“pure” OCA equation, which explains
nomina exchange rate behaviour where the three determinants of pegging are as
defined above. The second includes regional dummies that account for a possible bias
in the behaviour of the exchange rates of SMCs, compared with what OCA theory
would predict. Sl\/ICDM] equalsonewheni isan SMC and j is the DM or the Core-
ERM, and zero in al other cases. SMC$ equals 1 wheni isan SMC and j the dollar
or the United States, and zeroin all other cases. These dummies allow possible excess
stability of SMCs currencies against the alternative anchor currenciesto beidentified.
They should not be significant if the pegging behaviour is in line with the standard
theory.

- +
SDS; =aq +a] SDY;; +a, RGLy; + a3 RSIZE; + uy (6)

+ +
SDS, = b, +b, SDY, +b, RGL, + b, RSIZE, +b,SMCDM ; + b;SMC$, +u,  (7)

Theanticipated signs are noted above the coefficients. The asymmetry of business
cycles can derivefrom asymmetric shocks or structuresthat justify frequent exchange-
rate adjustments. Similarly, industry-specific shocks should have a rather symmetric
impact in countries where IIT prevails, which reduces the need for exchange-rate
variations. Consequently, high values of SDY;; and low values of RGL; should be
associated with higher nominal exchange-rate volatility. In contrast, small country
size compared with the potential anchor partner (low RS ZE,) should lead to more
stable exchange rates.

Econometric Results

Table 5.3 presents the estimates obtained with the full sample of 49 countries
and 147 observations. Although the variance of exchange-rate volatilities across
currencies is much larger than that of the explanatory variables, and despite the rather
crude specification, the equations explain 30 per cent of the variance of the exchange-
rate volatilities, arelatively good result. OCA coefficients exhibit the expected signs
and are significant at the 1 per cent or 5 per cent level: exchange rate volatility is al
the moreimportant given that businesscyclesdiffer (SDY), that the lI T shareisrelatively
small (RGL) and that the country islarge compared to the potential anchor area (RS ZE).
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Table5.3. OCA Estimates

Equation (6) (7)
Number of observations 147 147
Constant 4.95** 4.943*
DY, 0.356** 0.355**
RGL, -0.022** -0.022*
RSIZE, 0.040* 0.042*
SMCDM, - 0.474
SMC$, - 0.485
Adjusted R2 0.299 0.291
Fisher statistics 21.85%* 12.977**
S.E. of the regression 2.773 2.791

Notes: ** significant at the 1%; * 5% level.
Levels of confidence are consistent with heteroskedasticity.
Source:  authors’ calculations.

Estimates for the SMC dummies are not significant. One can therefore conclude
that the SMCs' currencies behave on average in a standard accord with OCA theory,
based on the 49-country estimates. The SMCs as awhole do not seem to have adopted
any specific behaviour against the DM or the dollar, showing no evidence of any
excessive stabilisation with regard to any of the potential anchor currencies.

OCA Indexes

The estimated coefficients of equation (6) allow for a switch to a normative
point of view, because one can calculate the volatility of each nominal exchange rate
that would be consistent with OCA theory. It is then possible to determine which
anchor currency should be preferred in each country of the sample (see Bayoumi and
Eichengreen, 1997). These results should of course be considered as only one set of
the economic parameters that figure in the design of exchange rate-regimes. Equation (6)
explainsonly 30 per cent of the variance of exchange-rate volatilities across currencies,
and it is possible that the OCA approach may have missed some important economic
characteristics of emerging countries. The latter point is discussed below. Finally,
extra-economic factors may interfere, stemming from past and future political
interactions between the SMCs and Europe, but this lies beyond the scope of the
current investigation.

Equation (6) is taken as deterministic and used to calculate the theoretical
volatility of exchange rates against the DM and the dollar®®. The ratio of these two
theoretical volatilities then makes it possible to determine the anchor currency that
should be preferred. A ratio less than one indicates the DM (the euro) should be
preferred. The results are presented in Figure 5.1.
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Figure 5.1. The Choice of a Nominal Anchor
(A value lower than one means
that the euro should be preferred as a currency peg)
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The indices take values much lower than one for the three Maghreb countries,
meaning that they should prefer nominal pegs to the euro rather than to the dollar.
Thisresult arises mainly from 1T, which is much more important with the core-ERM
than with the United States (see Appendix), although it is still low against both areas™.
Turkey and Israel, however, should prefer abasket with the DM and the dollar equally
weighted, because their indices are close to unity. Most European countries, including
those in Eastern and Central Europe, lie below the unit line. The exceptions are the
United Kingdom and Norway, which have so far refused to enter the monetary union,
and Spain and Ireland, whose participation in European monetary integration can be
explained by the benefits it conveyed through direct investment. Several core ERM
countries are close to the unit line. This meansthat pegging their currenciesto the DM
alonewas not consistent with OCA theory, but it has no implication for the desirability
of EMU. That should be valued as a multilateral arrangement involving all bilateral
relationships, which are not under study here.

The ratio of observed to theoretical volatility makes it possible to evaluate
observed volatility in the past. Table 5.4 presents the volatility indices with respect to
the dollar and the DM, computed for the SMCs of the sample. The data compare, for
each potential anchor, the effective volatility of the nominal exchange rate to the
theoretical one, as given by Equation (6). An index above (below) one means that the
observed volatility istoo high (low) compared with what the standard theory suggests.
The comparisons define whether or not SMCs have tended to contain their volatility
excessively against one or the other international currency.

Table 5.4. Excess Volatility: Observed Volatility/Theoretical Volatility

Excess volatility with respect to

the DM the dollar ratio
€] (2 LI(2)
Algeria 1.13 0.61 1.85
Israel 0.52 0.51 1.01
Morocco 0.37 0.57 0.65
Tunisia 0.27 0.54 0.50
Turkey 2.36 2.18 1.08
Excl. 947 0.71 0.71 1.01

Source: authors calculations, based on regression (6), table 5.3. ” See explanati ons below.

The past pegging strategies of SMCs did not conform systematically to what
OCA theory would have predicted. For the three Maghreb countries, the observed
volatility against thedollar issmaller than what the OCA theory would have anticipated.
The bias towards exchange rate stability is strong against the DM in Morocco and
Tunisia, whereasinAlgeriavolatility against the DM seemsto conform to the theoretical
predictions. Israel has shown excess stability against both currencies in the same
proportions. Turkey exhibits excess volatility against both currencies, which the 1994
financial crisis explainst2. Removing 1994QI to 1994QIV from the calculation of
observed volatility changes excess volatility into excess stability against both the dollar
and the DM (figuresinitalicsin Table 5.4), so that both Israel and Turkey display the
same stability bias vis-a-vis the two anchor currencies.
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Hence, the past pegging behaviour of each SMC departed from the OCA theory,
but in different ways across countries. This departure explains the lack of significance
of the regional dummiesin equation (7). The Algerian dinar was too stable against the
dollar and not stable enough against the DM. Morocco and Tunisiatended to stabilise
their currencies excessively against the DM, whilein Turkey and I sragl thisstabilisation
was too important against both anchor currencies.

Still, as noted above, the OCA norm itself depends on past volatility against
both anchor currencies. Fontagné and Freudenberg (1998) show that reducing the
exchange-rate uncertainty that prejudicesinter-industry trade encourages| 1T, especialy
in horizontally differentiated products. One could therefore think that Morocco and
Tunisia have partly created for themselves the conditions under which a policy of
nominal exchange-rate stabilisation against the euro can succeed.

Finally, the SMCs (except Algeria) seem to have broadly followed the OCA
prescriptions, although sometimes excessively. These prescriptions mean using the
euro as amonetary anchor in Maghreb countries, and a basket mixing equally the euro
and the dollar in Israel and Turkey. Yet these conclusions face two main limitations.
First, the results do not provide any information about the kind of nominal peg that
should be adopted (fixed, adjustable or crawling). Second, developing countries face
specific constraints that can move them away from the targets that theory suggests.
The section that follows addresses the latter limitation.

Exchange-Rate Stabilisation and the External Constraint

According to OCA theory, the final objective of public authorities is output
stabilisation. A country that is relatively closed and subject to specific shocks should
adopt aflexible exchange-rate regime, which offers an efficient means of stabilisation
in a context of short-run nominal rigidities. Although this argument can be easily
accepted for industrialised countries, it does not necessarily fit the reality of emerging
countries, which face external constraints that lead them to focus on intermediate
external targets. One must then study not only their optimal strategies for nominal
stabilisation, but also the currencies against which they should try to stabilise their
real exchange rates®.

The External Constraint

Normative analyses referring to the real exchange rate usually rely on the
fundamental equilibrium exchange rate (FEER) framework. Williamson (1994)
suggests that monetary authorities should target a FEER to ensure that the current
account remains consistent with FDI and full-employment needs. Once the FEER is
reached, the policy objective should beto stabilise an effective exchange rate weighted
by the distribution of trade and/or of foreign competitors, i.e. to peg the currency in
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real terms to a trade-weighted currency basket. When a country carries debts
denominated in foreign currencies, however, the real exchange-rate target must deal
with twin policy objectives: competitiveness and the debt burden. Two issues then
arise: first, the overall impact of exchange-rate movements on the foreign account
and, second, the potential mismatch between the currency distribution of debts and
the country distribution of trade.

A real depreciationimprovesthe current account if the Marshall-Lerner condition
holds (demand effect), or if higher profitability raises the incentive to export (supply
effect). Yet the debt service is simultaneously revalued, and the net effect on the
foreign account becomes uncertain. Thisargument holds especially for heavily indebted
countries like Algeria or Morocco (Table 5.5)%.

Table 5.5. Some M acr oeconomic Indicatorsin SMCsin 1997

Inflation Current account Exports Gross ext. debt Debt service
% % of GDP % of GDP % of GDP % of GDP
Algeria® 217 na 35.1 76.7 9.2
Egypt 4.6 -0.3 20.6 415 3.0
Israel 9.0 -5.1 229 27.6 45
Morocco 10 -2.7 28.7 65.8 111
Tunisa 3.6 -2.6 422 51.0 84
Turkey 85.7 -1.5 279 47.8 6.8

Note: a) 1996. GNP instead of GDP for Algeria.
Source: Caisse des Dépots et Consignations (1998), IMF and Bank of Israel (1998).

If the currency distribution of the debt matches that of trade, using a trade-
weighted basket of course remains the best way to target the foreign account, because
both the trade account and the debt service will remain stable. Thisis not the case for
the SMCs, however, where the geographical distribution of trade does not match the
currency distribution of the external debt, as shown in Table 5.6. Most of the countries
included in the sample trade prominently with the euro currency area, for exports as
well asimports. The debt, however, is more evenly distributed between the European
currencies (now the euro) and the dollar. Tunisia presents the most striking case. Only
1.4 per cent of its exports go to the United States, but a third of the debt is dollar-
denominated. For these countries, stabilising the real exchange rate against theeurois
good strategy for stabilising the trade account, but it can become painful for debt
service if the dollar appreciates. Using a basket including both currencies could then
prove to be optimal.
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Although the euro currency area is an important trading partner for all the
countries in the sample, the share of energy and mining variesto alarge extent across
countries(Table 5.7). Thisisimportant because theseitems are traded on world markets
where the law of one price holds and the price is quoted in US dollars. Thus, although
Algerian and Egyptian energy exports go to the euro currency area, their price cannot
deviate from the world dollar price. Pegging the local currency to the dollar then
helps to maintain stable profits when the dollar fluctuates. Hence, unless the euro is
used for oil invoicing, energy exports to the euro currency area should be treated as
exports to the United States when designing the optimal exchange-rate regime.

The Share of the Euro in the Optimal Basket
The Model

Start by assuming that the monetary authorities of two identical SMCs (i=A,B)
wish to stabilise both their external competitiveness ¢, and the real price of their
external debt f (both expressed in logarithms).

1

MinL,.=—2-(c,.2+[3f,-2),i=A,B,ﬂ20 (8)

Equation 8 depicts a loss function that depends on the trade account (which
depends on c¢) and on the external debt burden (which is a function of f). Each
country isassumed to control its bilateral exchange rate against the US dollar, e, (also
expressed in logarithms)®. The issue here is whether it is optimal to adjust e when
the euro moves against the dollar.

Both ¢ and f, are effective real exchange rates relying on different weights. Let
a be the weight of country j as atrade partner, and b the weight of the currency of |
for debt denomination. For simplicity, the same subscripts refer to countries and
currencies: $ stands for the US dollar and the United States, and E for the euro and the
Euro currency area'®. The real effective exchange rates ¢, and f, can be written as:

Cq =ageug tage,p +(1—a$ —aE)eAB

fa=bgess +hpesr +(1_b$ —bE)eAB

)

where e, stands for the logarithm of the real exchange rate of currency A against
j (=$,E,B). For simplicity, assume that all trade occurs with the United States, the
EU-11 and the South-Mediterranean partners, and that the dollar and the euro are the
only currencies of debt denomination. In most countries, these hypotheses are not too
far from reality (Tables5.6 and 5.7). They are discussed infra, in relation to the
calibration of themodel. Recalling that ej =as-ejs , equation (9) can be re-arranged as

follows:
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cA:eA$+aEeE$+(1—a$—aE)eE$ (10)
fa=ens thpeg +(1_b$ _bE)eB$

Similar relationsprevail for country B. If each country maximisesitslossfunction
without taking the reaction of its partner into account, the following Nash equilibrium
obtains:

(as +B bE)
(ag +ag )+ B(bs +b)

€Es (D

€as = €ps =

Equation (11) describesthe optimal response of each SM C exchange rate against
the USD to euro/USD variations. The response depends on the relative weight of each
trading partner, and the currencies of debt denomination. In the special case where

ag=ag =bg=bg =05, i.e. where all trade and capital flows are carried out equally with
the US and the euro-area, Equation (11) then becomes:

€4 =€ps =05 egg (1)

When the euro appreciates by 1 per cent against the dollar, each country
appreciatesits currency by 0.5 per cent against the dollar, which means a 0.5 per cent
depreciation against the euro. Thisrule keepsthereal effective exchange rate stablein
terms of both trade weights and debt weights. The pattern is different in the SMCs,
however. The weight of the United States as an export destination varies from 1.4 per
cent in Tunisiato 13 per cent in Egypt, while 34 per cent and 41 per cent of the debt,
respectively, is denominated in dollars. The country distribution of trade and the
currency distribution of debt therefore are critical parametersin the context of setting
optimal real peg baskets.

The optimal real peg basket also dependsonthevalueof . If s - » , themonetary
authorities will focus on stabilising the financial real effective exchange rate (REER)
by pegging their currency to a basket in which the share of the euro matches the
currency distribution of the debt. If, on the other hand, s=0, they will focus on
stabilising atrade REER, and the share of the euro in the basket will match that of the
euro zone in the country distribution of trade". For values of S between zero and
infinity, monetary authorities are faced with a trade-off between stabilising ¢, and
stabilising f.
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Optimal Baskets

Setting an optimal pegging basket depends critically on the relative weight of
the “trade” and “financial” exchange rates in the loss function of the authorities,
i.e. onthe value of g. If monetary authorities have a foreign-account target, they will
be indifferent between a 1 per cent of GDP variation in the trade account and a 1 per
cent of GDP variation in the debt service. The reaction of the trade account/GDP ratio
to a1l per cent depreciation in ¢, amountsto A_per cent, where A_per cent is given by
the Marshall, Lerner and Robinson formula (Robinson, 1947):

8¢ = | e lex =g leys ) a3

where X stands for exports and M for imports, &, and ¢, are export and import price
elagticities, y, istheelasticity of export pricesto domestic pricesand y,, isthe elagticity
of import prices to supplier prices. The reaction of the debt service/GDP ratio to a
1 per cent depreciation in f amounts to 4, per cent, with:

2= (14)

where SD stands for the debt service. If the authorities are indifferent between raising
the trade account and reducing the debt service, then they should beindifferent between
a 1 per cent depreciation in ¢, and a ac/at+ per cent depreciation in f. Hence, the
consistent value of gis:

2
_4y

p -3 (15)

The datain the top part of Table 5.8 present computed values of 4 for each of
the countriesincluded in the sample. Because price-€lasticity estimatesare not available
for SMCs, the calculations use the Mimosa team (1996) estimates of elasticities for
the Southern European countries®. In all cases, S isless than one, which means that
the SMCsin the sample pay more attention to their competitiveness than to the val uation
of their debt. The value lies close to one only in Morocco, where the debt serviceis
rather high and the export/import ratio is less than one.
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Table 5.8. Share of the Euroin the Optimal SMCs' Pegging Baskets

Algeria Egypt Israel Morocco Tunisia Turkey
XIM 143 0.79 0.68 0.83 0.93 0.9
X/PIB (%) 351 18.1 22.9 28.6 42.8 25.7
. 0.339 0.066 0.060 0.115 0.212 0.120

SD/GDP(%) 9.2 32 45 10.5 84 6.9
42 -0.092 -0.032 -0.045 -0.105 -0.84 -0.069
B 0.07 0.23 0.56 0.83 0.16 0.33

Debt denomination
b$ 0.62 0.54 0.80 0.56 0.45 0.69
bF 0.38 0.46 0.20 0.44 0.55 0.31
High scenario
a, 0.60 0.39 0.35 0.10 0.08 0.16
a. 0.37 0.57 0.64 0.88 0.88 0.81
Max. euro share 0.38 0.57 0.49 0.69 0.87 0.70
Intermediate scenario
a, 0.66 0.59 0.54 0.33 0.23 0.48
a. 0.31 0.39 0.45 0.65 0.74 0.50
Interm euro share 0.32 041 0.36 0.56 0.73 0.46
L ow scenario

a, 0.67 0.65 0.65 0.39 0.26 0.55
a 0.30 0.32 0.34 0.59 0.71 0.43
Min. euro share 0.30 0.33 0.30 0.47 0.67 0.42
Notes:

Values of the elasticities: €, =0.70; ¢, =044 ;y, =021y, = 0.67.

1) Trade account sensitiveness to the trade REER (Equation 13).

2) Debt service sensitiveness to the financial REER (Equation 14).

Source: authors' calculations, using previous tables and Mimosa estimates.

Calculating the share of the euro in the optimal pegging basket requires values
for the parameters a;, a., by, b.. As afirst step, assign al exports of energy and raw
materialsto exportsto the United States. From Tables 5.6 and 5.7, calculate the shares
of the United States, the euro currency area and intra-SMC trade in the SMCs' total
external trade (average of exports and imports). In asimilar way, derive the shares of
the US dollar and the euro in the external debt from Table 5.6 (assuming that the
Southern Mediterranean currencies are not used for debt denomination)®.

In both cases, the shares do not sum to one, because they do not include the rest
of the world. The share of other currencies is relatively high for debt denomination,
given debt denominated due in yen and composite baskets. Because the yen will not
likely become a major anchor currency, especially in the SMCs, the analysis excludes
it and adds it to other currencies, for which the breakdown between the euro and the
dollar is assumed to match the relative shares of the two currencies. Alternatively, one
could make some assumptions about the evolution of the euro share for debt
denomination, in line with the development of the euro as an international currency,
but they would be rather ad hoc, as this development will typically be endogenous.
Some assumptions are retained about the future role of the euro for invoicing energy.
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Hence, the analysisis made with other things equal concerning the international role
of the euro. The internationalisation of the euro would of course enhance the incentive
to use it as a currency anchor.

Three different assumptions are made for trade with the rest of theworld (i.e. non-
energy or mining trade with countries other than the United Sates, the EU-11 and
South-Mediterranean partners):

— Inthe“low” scenario, trade with the rest of the world is taken as trade with the
United States. This extreme assumption reflects that a large segment of the
SMCs' rest-of-world partners (Asia, the Gulf countries) belong or have bel onged
to an area of exchange-rate stability against the dollar.

— Inthe“high” scenario, al EU-15 countries are included in the euro-zone, and
trade with the rest of the world is excluded from the analysis. Thisis equivalent
to sharing corresponding trade amongst both areas in proportion to their relative
share. The underlying ideas are that: i) even if they stay outside the euro, the
currencies of therest of EU-15 (and especially the UK pound) will likely exhibit
less volatility against the euro than against the dollar; ii) many countries in the
rest of the world, especially in Asia will not likely come back to a dollar peg;
and iii) there is no reason why the yen should be more unstable against the euro
than against the dollar.

— The"intermediate” scenario, includesall EU-15 countriesin the euro-zone, but
the rest of the world is still in a dollar zone.

Inall cases, themodel used to calculate the optimal basket (Equation 11) assumes
that the SMC partners of each country have the same structure (in terms of £ and of
the distribution of trade and debts). This simplifying assumption has little impact on
the results, because strategic interactions between the SMCs are very weak due to the
low share of intraaSMC, non-energy trade. The results are presented in Table 5.8.

The share of the euro in the optimal baskets varies from 30 per cent to 67 per
cent for the“low” scenario, and from 38 per cent to 87 per cent for the“high” scenario.
This meansthat the SM Cs of the sample would have a clear interest in considering the
euro in the management of their real exchange rates. This results from the prominence
of the EU-11 astrading partners, with debt rather evenly distributed between the euro
and the dollar. SMCs should not fear too much an appreciation of the euro, because
the euro currency area not only is a main trade partner but also contains several of
their main competitors (e.g. Spain, Portugal and Italy).

The SMCs included in the sample do exhibit some important differences. Not
surprisingly, thetwo oil producers and Israel display the lowest optimal euro share. In
Algeria the euro share holds roughly stable across the three scenarios, in which the
rest of the world, especially EU countries outside the euro currency area, represents
only aminor share of trade (Table 5.6). Conversely, the optimal Egyptian basket peg
will depend on exchange-rate regimesin therest of the world, especially in the United
Kingdom. In Israel, although the dollar’s share of debt denomination is especially
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high, the weight of the euro reaches 49 per cent in the high scenario. Tunisia would
benefit from a basket in which the euro would be prominent, given its high openness
ratio (the highest in the sample) and itstrade biastowardsthe EU-11. Finally, Morocco
and Turkey show similarities, although for different reasons. Morocco has arelatively
high debt-serviceratio with relatively balanced debt denomination, whereas Turkey is
in the opposite situation. This makes the debt service argument neutral for Morocco
and unimportant for Turkey. The trade pattern, the important factor, varies across the
scenarios due to the importance of trade with the rest of the world.

The figures in Table 5.8 can represent only orders of magnitude, given the
simplicity of the model used and the great uncertainty surrounding the parameters.
Nevertheless, they show that — even without further use of the euro for debt
denomination in the SMCs, further real integration with the euro currency area or any
internationalisation of the euro — the optimal weight of the euro in the real basket
pegs of the SMC currencieswill lie above 30 per cent, perhapsreaching 70 per cent to
80 per cent in some countries. Interestingly, the differences across countries only
partially match those obtained for nominal anchoring. The analysis based on external
constraints can explain why Tunisiaand M orocco seem to over-stabilisetheir currencies
against the euro compared to the OCA standard, and why Algeria seems to over-
stabilise its currency against the dollar.

Conclusions

The Southern Mediterranean countries generally view progress in European
integration with some disquiet, as they fear being progressively left aside. The
framework adopted at the Euro-Mediterranean conference in Barcelona in 1995 is
designed to prevent such an outcome. It provides for progressive liberalisation of
trade and capital flows between the two areas. Pegging the Southern Mediterranean
currencies to the euro would appear as the natural continuation of this first step.

Indeed, given their relative sizes, their trade patterns and their business cycles,
the SMCsincluded in the analysis would find an interest in stabilising their currencies
against the euro, at |least to the same extent as against the dollar and much morein the
Maghreb countries. Moreover, given that their trade is clearly oriented towards the
EU-11, and notwithstanding the burden of debts that are more often than not dollar-
denominated, the same SMCs would also find an interest in pegging their currencies
in real terms to a basket in which the euro would be prominent (Morocco, Tunisia,
Turkey) or at least significant (Algeria, Egypt, Isragl).

If the SMCs were to adopt such exchange-rate policies, several consequences
for both them and the EU-11 countries would emerge. First, trade and financial
relationships between the two areas would strengthen. Second, the consistency of
exchange-rate policy would, to a certain extent, isolate Southern European countries
from harmful euro/dollar fluctuations. Third, exchange-rate stability would enhance
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the role of the euro in debt denomination, which would further reduce the sensitivity
of balances of payments to dollar fluctuations and reduce the risk of an excessively
strong euro. The euro currency area could strengthen such a monetary policy stance
through further opening of itsown markets, because the fear of competitive devaluations
would be reduced for the main euro competitors of SMCs (Spain, Portugal and Italy).
It could also promote euro-denominated financing through official guarantees or through
the issue of euro-denominated bonds.
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APPENDI X

OCA Theory and SMCs

Algeria Egypt Israel Morocco Tunisia Turkey
SDS;: Nominal exchange rate volatility (% per quarter)
1$ 3.84 0.07 2.33 3.09 3.93 12.60
/DM 4.37 1.75 3.08 1.47 1.56 12.86
lyen 4.67 2.36 5.29 5.28 5.78 13.49
SDY,: Asymmetry of business cycles (annual %)
us 431 - 3.26 353 7.38 6.16
/Core ERM 4.13 - 295 3.29 7.69 6.48
/Japan 324 - 3.15 3.36 6.06 5.50
RSIZE, : relative size (%)
us 0.60 0.68 1.96 0.47 0.26 243
/Core ERM 0.86 0.98 2.83 0.67 0.38 352
/Japan 1.96 2.24 6.43 1.53 0.85 8.01
RGL,: relative Grubel & Lloyd index (%)
us 10.94 40.98 106.33 39.39 15.12 74.77
/Core ERM 130.95 125.61 11.78 108.45 99.86 98.60
/Japan 5.27 14.71 25.25 353 15.13 24.19

Source: authors' own calculations.
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10.

11.

Notes

Chauffour and Stemitsiotis (1998) offer a comprehensive analysis of the impact of
the European monetary union on its Mediterranean partners.

Egypt is excluded from nominal anchor analysis due to a lack of quarterly data for
real GDP.

Nominal exchange-rate volatility is defined infra, equation (1). It can be interpreted
as the irregularity of nominal exchange variations (and not as the instability in the
level of the exchange rate).

Note that this could be due to the financia crisis that hit Turkey during the 1990s.
This hypothesis is discussed infra, along with the comment on Table 5.4.

Sadeh (1997) argues that, although high labour mobility compensates for low intra-
area trade in Middle Eastern countries, the latter do not constitute an OCA. Labour
mobility is much lower in SMCs, and it is low between all Middle East and North
African (MENA) countries and other regions in the world, including the European
Union.

Germany, France, Netherlands, Belgium, Denmark and Luxembourg, whose exchange
rates were stable during 1992-96, contrary to the EU11.

Note that the Grubel and Lloyd index with respect to the three reference areas is not
equivalent to the average of each bilateral index. By construction, IIT with a large
and diversified area is more important than that with a given country, because more
products are traded.

Egypt is not included here due to a lack of data. The values of the variables are
reported in the Appendix for the five remaining SMCs.

Note that the econometric analysis is performed on a cross-section sample, not on
either panel data or time series. This choice is motivated by the difficulty of building
time series for variabilities over such a short period. By definition, an exchange-rate
regime cannot change every quarter or even every year. Hence, the authors believe
that cross-section analysis is appropriate here.

The yen is not taken as a potential anchor, the theoretical volatility against this
currency always being higher than against both other currencies.

See Chevallier and Freudenberg (2001) for an analysis of IIT trade in the SMCs.
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12.
13.

14.

15.

16.

17.

18.

19.

We are grateful to Ali Bayar for suggesting this point.

Note that these strategies do not exclude each other: the nominal peg is defined by
the regularity (and therefore the predictability) of nominal exchange rate variations
with respect to the anchor. It is therefore consistent with a crawling-peg regime,
where the real exchange-rate level, the real peg of the currency, is preserved.

The trade balance is influenced by the real exchange rate, while valuation effects
are due to variations in the nominal exchange rate. Inflation in anchor countries is
low, however, compared with emerging countries, where the behaviour of the real
exchange rate fundamentally depends on the movement of the nominal exchange
rate compared to domestic inflation. The value of the external debt depends on the
nominal exchange rate, while nominal GDP depends on domestic inflation. Hence,
the debt-service ratio rises when the currency depreciates in rea terms.

The same results would stem from using the exchange rate against the euro as the
instrument. The ability of each country to control its real exchange rate can be
discussed. This ability however exists in a country which has not fully liberalised
capital movements, and which displays little dollarisation.

Some SMCs export mainly raw materials and energy, which can lead them to prefer
a dollar peg, as quotations are made in dollars. This situation is not fixed, however.
The European countries as well as the SMCs could find an interest in using the euro
for trade denomination. The special role of the dollar in the trade of SMCs with the
rest of the world is discussed infra.

Theoretically, both countries would have an interest in co-operating, as it would
prevent price competition that is costly in terms of the debt burden. However, intra-
SMC trade is too small for the co-operative equilibrium to differ significantly from
the Nash equilibrium.

Modifying these elasticities for Algeria and Egypt in order to allow for the law of
one price in the energy sector does not change the results, because the estimated
elasticity of export prices to domestic prices is already very low (0,21) for Southern
European countries.

The currency distribution of the Israelian debt is not available. We assume 80 per
cent is dollar denominated and 20 per cent euro denominated, so as to favour the
dollar-oriented exchange-rate policy in the results.
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Chapter 6

Trade Liberalisation and the Poor :
A Dynamic Rural-Urban General Equilibrium
Analysis of Morocco

Hans Léfgren, Moataz El-Said and Sherman Robinson®

I ntroduction

Morocco is about to start implementing an Association Agreement with the
European Union (AAEU) at the same time as the country adjusts its trade policies to
conform to WTO rules. Morocco’s policy makers face amajor question: whether and
to what extent they should pursue additional unilateral trade liberalisation. The
aggregate impact of a carefully formulated programme of trade liberalisation islikely
to be positive. Like other major changes in economic policy, however, it may have
very different effects on different segments of the population. Given that Morocco’s
agriculture currently enjoys substantial protection, additional broad-based trade
liberalisation will likely have a detrimental impact on rural households, including the
bulk of the poor population. This means that policy makers may consider the
introduction of complementary domestic policiesthat compensate those who lose from
changes in trade policies. In the absence of such policies, the political feasibility of
significant agricultural tariff cutsis questionable.

This study uses adynamically recursive, computable general equilibrium (CGE)
model of Morocco as alaboratory for analysing alternative policy scenarios for 1998-
2012. In order to focus on agriculture and issues of poverty, the model distinguishes
explicitly between rural and urban activities and households. It hasarel atively detailed
treatment of agricultural and other rural production, the labour market and househol ds.

*  The constructive comments of the discussants of an earlier version of this paper,
Drs. Mohamed Lahouel and Bachir Hamdouch, are highly appreciated.
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The basic simulation scenario assumes gradual implementation of the EU
partnership without additional unilateral changes in trade policies. The first set of
simulations investigates the impact of alternative scenarios for unilateral trade
liberalisation. The second simulates the impact of a maximum unilateral trade
liberalisation scenario in combination with two alternative domestic policy changes,
increased rural education (enhancing the skills of the rural labour force), and a non-
distorting programme for cash compensation to owners of resources used in rainfed
agriculture.

Background

Agriculture provides somewhat less than 20 per cent of Morocco’'s GDP but
around 45 per cent of total employment, attesting to itsrelatively high labour intensity.
Rural households derive most of their income from agriculture; 77 per cent of rural
labour was employed in agriculturein 1994. The services sectors (including government
administration) employed more than half of all workers in urban areas. If defined
narrowly, Morocco’s agriculture plays a limited role in the country’s relatively
diversified foreign trade, accounting for around 8 per cent of exports and 6 per cent
of imports. If agro-industrial trade is included, however, the shares are considerably
higher. The most important agricultural exports are fish, fruits and vegetables. Wheat
and sugar are the major agricultural imports (Royaume du Maroc, 1997; EIU, 1997).

Since the early 1980s, Morocco has gradually reformed its economy in the
direction of trade liberalisation and increased reliance on market forces and the private
sector. Its macroeconomic management has been more successful since the mid-1980s
than that in most other countries in the MENA region, according to key indicators
such as the rate and volatility of inflation, the level of the budget deficit and stability
of thereal exchangerate (Page and Underwood, 1997). Intrade, thelevel and dispersion
of tariffs have both receded, while quantitative restrictions have been eliminated
(Alonso-Gamo, Fennell and Sakr, 1997; IMF 1997a). Compared with most countries
oriented to structural adjustment, Morocco successfully combined positive growth
with rapid restoration of internal and external balance (Karshenas, 1994). Neverthel ess,
compared with the 1970s, economic growth decelerated in the 1980s and even more
so during 1990-96. Despite far-reaching trade reforms, Morocco still has significant
trade barrierswith ahigh dispersion of protective rates across sectors. Table 6.1 shows
1994 data for tariff and non-tariff barriers that are used for the model-based analysis
of this paper. Non-tariff barriers are defined broadly to include all domestic price
deviationsthat cannot be accounted for by import duties. The agricultural trade regime
was particularly distorted inthe mid-1990s, especially for cerealsand animal products.
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Table6.1. Tariff and Non-tariff Rates and Values for Morocco, 1994

Non-tariff ~ Aggregate  EU Tariff Non-EU  Aggregate  EU tariff Non-EU

Barrier(%) Tariff Rate(%) Tariff Tariff Revenue Tariff
Rate(%) Rate(%) Revenue (mn Dh) Revenue
(mn Dh) (mn Dh)
Hard wheat 60.1 16.2 16.9 405 405
Soft wheat 177.9 16.2 16.6 15.9 180.5 85.7 94.8
Barley 252 21.8 37.6 21.9 14.8 71
Maize 19.6 17.5 20.9 122.6 40.6 82.0
Sunflower 29.6 37.4 295 192.3 31 189.2
Other industria crops 294 184 354 380.9 84.4 296.5
Vegetables 10.8 15.3 252 252
Olives 51.1 46.7 60.8 20.8 131 7.8
Other fruits 63.9 78.6 61.3 15.3 2.8 12.6
Milk 44.1 98.2 97.3 99.3 9.3 51 4.1
Beef 162.0 89.7 88.9 96.7 139.2 125.2 14
Sheep-goat meat 154.8 90.9 90.6 91.1 26.6 10.3 16.2
Sheep-goat wool 158.8 92.3 94.4 91.0 51 20 31
Other animals 186.6 88.2 87.9 89.6 890.7 751.1 139.7
Forestry 3.0 19.4 7.6 7.6
Fishing 48.3 68.5 7.9 7.9
Mining 84 18.1 6.6 142.3 48.6 93.7
Petroleum 20.6 46.8 16.3 1647.8 522.8 11250
Manufacturing 2.0 316 37.0 221 165272 123449 41823
Total 29.6 37.2 19.8 204037 140951 6308.6

Source: Model SAM.

Rural development remains a key challenge. According to data from the early
1990s, rural per-capita consumption is around half of the urban level. While rural
areas contain less than 50 per cent of the population, they account for 70 per cent of
the poor. As shownin Table 6.2, rural areas are also strongly disfavoured according to
other indicators, such as access to electricity and safe water, literacy and school
enrolment. The female population stands out as particularly disadvantaged. Low
educational achievement isreflected in alabour forcethat for the most partis* unskilled”
(in the sense that most jobs require no formal education). The skill gap is a major
source of inequality between rural and urban areas; on average skilled workers earn
6-7 times the wage of unskilled workers (Karshenas, 1994). Relatively unfavourable
rural conditions have led to rapid rural-urban migration, which provides an important
outlet for the rural labour force (absorbing the bulk of its natural growth), but
exacerbates urban unemployment and puts downward pressure on urban wages.
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Table 6.2. Social and Economic Indicators: Nationwide and by L ocale (Rural and Urban)

Rura Urban Total

Population (1994)

mn 12.7 134 26.1

% 48.6 51.4 100.0
Annua population growth (1982-94)

Natural 26 17 22

Post-Migration 0.7 3.6 20
Poverty rate (1991) 18.0 7.0 131
Electricity access (1994) 9.7 80.7 46.2
Safe water access (1994) 4.0 74.2 40.1
Iliteracy rate (1994)

Mae 61.0 25.0 410

Female 89.0 49.0 67.0

Total 75.0 37.0 55.0
Primary school enrolment rates (1991)

Mae 56.5 86.7 69.9

Female 29.9 84.7 52.8

Total 432 85.7 61.3
Labour force (1995)

‘000 5024.4 4982.1 10 006.4

% 50.2 49.8 100.0
Participation rate (1995) 395 36.0 37.7
Unemployment (1995)

‘000 384.2 11117 14959

% (of labour force) 7.6 223 149
Employment (1995)

‘000 4640.2 38704 8510.5

% 54.5 455 100.0
Skilled |abour
(1995; % of total) 5.6 411 217

Note: Units arein percentages (unless otherwise indicated).

The agricultural sector has considerable heterogeneity, perhaps most importantly
between relatively prosperousirrigated zones (17 per cent of the cultivated areain the
early 1990s) and disfavoured rainfed zones that, inter alia, suffer from frequent but
irregular droughts and differ greatly in terms of average annual rainfall.

Given the high degree of agricultural protection, the challenge of rural
development intertwines with trade policy. Currently, Morocco is implementing both
itsAssociation Agreement with the EU and its GATT/WTO commitmentsin the Uruguay
Round. The EU is the major trading partner of the countries in the MENA region,
receiving 25 per cent of the region’s total exports and providing 44 per cent of its
imports (ERF, 1998). For Morocco, EU export and import shares are even higher, at
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64 per cent and 57 per cent respectively, in 1994 (Royaume du Maroc, 1997). Since
1994, the EU has sought the conclusion of association agreements with most non-EU
Mediterranean countries. The agreements include the establishment of Free Trade
Areas (FTAS) covering the EU and each non-EU partner. In line with WTO rules, the
FTAs are to be implemented gradually over transitional periods lasting a maximum of
twelve years.

Morocco signed such an agreement with the EU in 1996. For industrial imports
from the EU, Morocco is committed to a gradual elimination of tariffs and the
abolishment of any quantitative restrictions, taxes and other measures that have the
same effect as tariffs. In return, it will receive aid for education and infrastructure
projectsover aperiod of fiveyears (Oneworld, 1995). With few exceptions, Morocco’'s
non-agricultural exports will continue to enjoy unrestrained, duty-free access to the
EU. In spite of slightly improved access, Morocco’s agricultural exports to the EU
remain strictly regulated, with limited scope for expansion.

As amember of the WTO, Morocco must respect the rules of GATT/WTO. On
the basis of the Uruguay Round agreement, it is replacing non-tariff measures with
ordinary tariffs (tariffication). For all agricultural commodities, it is committed to
maximum tariffs defined by the bindings it submitted, plus a 24 per cent reduction in
those bindingsin equal annual decrements over aperiod of ten years. Thetariff bindings
have no economic significance because no changeisrequired. The submitted bindings
lie well above the actual applied rates, which is typical of developing countries. In
practice, for a substantial period neither the GATT/WTO or the AAEU will oblige
Morocco to reduce significantly the high agricultural protection that is amajor source
of inefficient resource allocation.

Trade and rural development are two major and interrelated issuesin Morocco’'s
current economic policy debate. In trade, the debate revolves around the impact of the
implementation of the Association Agreement with the EU and of Morocco’s GATT/
WTO commitmentsin the Uruguay Round. Another major concern iswhether Morocco
should pursue further general import liberalisation, covering agricultural imports
irrespective of source and industrial imports from regions beyond the EU. Broad,
unilateral import liberalisation may have a positive impact on aggregate economic
performance. Given the high degree of agricultural protection, however, the impact
of broad-based trade liberalisation on rural welfare evokes particular concern.
Liberalisation may also giverise to transitional costs as labour is reallocated between
different sectors.

Moroccan policy makers are well aware of the link between rural welfare and
agricultural crop prices. In March 1998, in the very first decree he signed, Morocco's
new prime minister Youssoufi imposed a sharp increase in tariff rates on imported
wheat to counteract a drastic fall in world prices (EIU, 1998). In fact, it may be more
appropriateto consider agricultural tradeliberalisation in the context of complementary
policies that compensate vulnerable rural households. As an example of policies that
can be pursued in the short run, Mexico introduced an income transfer programme
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(PROCAMPO) that compensated farmersfor reduced protection of agricultural markets.
By making payments proportional to assessments of past earnings in agriculture, the
programme aimed at avoiding distortion of current production decisions (World
Bank, 1997c). In Morocco, baseline payments could be established on the basis of
data from the 1997 agricultural census. Such a system should be easier to administer
than direct payments based on the current cropping pattern. Over alonger time period,
options include support for an educational system that enhances the skills of the rural
labour force and investmentsin infrastructure that facilitates the devel opment of rural
non-agricultural activities.

Model Structure and Datat

The current model, which draws on existing economy-wide model s of Morocco,
is distinguished by an explicit separation of activities and households into rural and
urban. The disaggregation aims at identifying the rural poor as well as the factors and
activitiesfromwhich they earn their incomes. Hence, the model hasadetailed treatment
of aspects most closely linked to the rural economy and the welfare of the rural poor,
including agricultural and other rural activities, and rural factors of production.
Although thetreatment of urban production is more aggregated, the model also permits
an analysisof theimpact on the urban poor of policiesand exogenous shocks. Moreover,
the resulting economy-wide perspective avoidsthefallacy of viewing therural economy
asisolated. Thisisimportant because the rural and urban economies and the welfare
of their households are interdependent, with numerous linkages in the markets for
commodities and factors.

Model Disaggregation

Table 6.3 displays the disaggregation of activities, factors and institutions. The
model comprises 45 activities, among which 38 are rural and seven are urban. Most
rural sectors are part of crop or livestock agriculture. The non-agricultural sectors
(disaggregated into the major types of industrial and service sectors) are classified as
rural or urban.
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Table 6.3. Disaggregation of Activities, Factorsand Institutions

Sets

Elements

Activities (45)
Irrigated crops

Irrigated Livestock
Rainfed crops

Rainfed Livestock
Other agriculture
Rural non-agriculture
Urban

Soft wheat, Hard wheat, Barley, Maize, Other cereal, Legumes, Fodder,
Sugarbeet, Sugarcane, Sunflower, Other industria crop, Vegetable, Olive,
Citrus, Other fruit

Cow, Sheep-goat

Soft wheat, Hard wheat, Barley, Maize, Other cereal, Legumes, Fodder,
Sugarbeet, Sunflower, Other industrial crop, Vegetable, Olive, Other fruit

Cow, Sheep-goat

Other animal, Forestry, Fishing

Manufacturing, Construction, Other service

Mining, Petroleum, Electricity, Manufacturing, Construction, Other service,

Public administration

Factors (7)
Agricultural resources Irrigated land, Water, Rainfed land, Pasture
Other Skilled labour, Unskilled labour, Capital
Institutions (7)
Households Rural Poor, Rural Non-poor, Urban Poor, Urban Non-poor
Other Government, EU, Non-EU (Rest of the world)

All activities use capital and labour. Agricultural activities demand additional
factors: livestock makes use of pasture-fallow land; crop activities rely on rainfed
land; irrigated crop activities use water. Outside agriculture, the labour force of each
activity includes both skilled and unskilled labour whereasfor al agricultural activities,
except fishing and forestry, thelabour force consists of aseparate category of (unskilled)
agricultural labour. In crop and livestock agriculture, most activities produce multiple
commodities and two activities, one in rainfed and one in irrigated areas, produce
most commodities. Most crop activities have fodder by-products. Livestock activities
produce meat and milk (disaggregated by animal type) and, for the cow activities,
manure. Multiple-output activities produce their commodities in fixed physical
proportions.

Outside crop and livestock agriculture, each activity produces only one
commodity. Given that service commodities tend to have location-specific
characteristics, rural and urban service activities are viewed as producing distinct
commodities. For industrial and agricultural commodities, markets are treated as
integrated across regions (irrigated and rainfed agricultural zones or rural and urban
regions) and with international trade.

The model includes four household types, disaggregated by region and income
level: rural poor, rural non-poor, urban poor, urban non-poor. The other institutions
consist of the government and the rest of the world, divided into the European Union
(EU) and non-EU in the area of goods trade, given that one purpose of the analysisis
to understand the impact on rural development from Morocco’s partnership agreement
with the EU.
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Production Activities

Producers are assumed to maximise profits given their technology and the prices
of inputs and outputs. The technology of the production activities is specified as a
L eontief function of aggregate val ue-added and an aggregate intermediate input. Value-
added is produced by a CES function of primary factors. In order to permit technique
changein responseto significant price changesfor inputs, theintermediate coefficients
areflexibleinside agriculture but fixed for other sectors. For irrigated crop agriculture,
an aggregate land-water factor is among the arguments in the CES function. This
aggregate factor is produced by a set of alternative factor-aggregation activities based
on Leontief technology that specifies substitution possibilities between the land and
water along alinearised CES isoquant. This Leontief representation is preferred over
a continuous CES function, to allow for the possibility of water or land in excess
supply, with a corresponding price of zero for the non-scarce factor. The income of
each factor is allocated to domestic institutions (househol ds and government) in fixed
shares, after adjustments for factor payments to and from the rest of the world (both
of which are fixed in foreign currency).

I nstitution

In the base year, both rural and urban households receive the bulk of their
incomes from factor earnings in their respective regions. Compared to the non-poor,
the poor in both regions depend more heavily on labour incomesin general and unskilled
labour incomesin particular. In addition to factor income, householdsreceivetransfers
from the government (the transfer received by each household is a fixed GDP share)
and the rest of the world (fixed in foreign currency). Total household income is used to
pay direct taxes, save and consume. Direct taxes and savings are fixed shares of household
income. Consumption demand is determined by the linear expenditure system (LES).

Besides factor incomes, government revenue consists of taxes — direct taxes
from households, indirect taxes from domestic activities, domestic sales taxs, and
import tariffs (with different rates applying to EU and non-EU goods' imports). All
taxes are ad valorem.

Apart from the above-mentioned transfers to households, the government uses
itsincome for consumption (fixed quantities), transfers to the rest of the world (fixed
in foreign currency) and consumer subsidies (a fixed share of the consumption value
for manufactured goods, representing food items). The rest of the world interacts with
Morocco through commodity trade and the above-mentioned transfers (which add to
or deduct from the incomes of factors and domestic institutions).

Commodity Markets

Commoditiesare supplied by domestic production and imports. Domestic demand
and exports make up the other side of the market. Imperfect substitutability isassumed
for commodities from different geographical sources (different domestic activities,
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imports from EU vs. non-EU, or aggregated imports vs. domestic output).
Symmetrically, commodities delivered to different destinations (exports to EU vs.
non-EU, or domestic market vs. aggregated export market) are imperfectly
transformable. Import demand results from a CES aggregation function of domestic
and imported goods, and export supply is symmetrically modelled as a Constant
Elasticity of Transformation (CET) function. The shares of commoditiesfrom different
sources or to different destinations are sensitive to relative prices. These assumptions
of imperfect substitutability and transformability grant the domestic price system a
certain degree of independence from international prices and dampen responses of
imports, exports and domestic sales to price changes.

For imports, it is assumed that Morocco is a small-country facing infinitely
elastic supplies at exogenous world prices; thus the supply side clears the market. For
most exports, under a similar assumption, Morocco faces infinitely elastic demand at
exogenous world prices; in this setting, the demand side clears the market. The only
exceptionisfor agricultural exportstothe EU. Here, under adual-regime formulation,
anincreasein Morocco'ssupply pricewill giveriseto reduced exports along aconstant-
elasticity demand curve. A decrease in the Moroccan price will not give rise to a
corresponding increase in demand, however. The EU will purchase the base-year
guantity at the (lower) price, in the process capturing the rent produced by the constraint.
As aresult, the EU pays exactly the price needed to induce Morocco to export the
fixed quantities.

Factor Markets

Given the medium-to long-run perspective of the current analysis, the dynamic
model version assumes that each factor is mobile across the activities that use it. A
market-clearing price generates demand-supply balancein the context of fixed resource
utilisation. The only exception applies to land and water in irrigated agriculture,
where the model allows that flexibility in technique choice may not be sufficient to
assure that both factors always are fully used. Hence, for each factor, two regimes are
possible: full employment with a market-clearing price, or unemployment with the
utilisation level as the clearing variable. Given that the sectoral production function
alwaysdemandstheland-water aggregate, at most one of thetwo factorsisunemployed
at any given time.

Macro Closure

The macro constraints determine how balanceisachieved for the macro aggregates
associated with the accounts for the government, the rest of the world and saving
investment. Government savings — the difference between the government’s current
revenues and current spending — are a fixed share of GDP. Proportional adjustments
in the rate of value-added tax (uniform across all sectors) assure that the government
savingstarget ismet. Foreign savingsarefixed. A flexiblereal exchangerate (measuring
theratio between prices of traded commodities and domestic outputs sold domestically)
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clearsthebalance of therest of theworld. Asnoted earlier, for each household category,
saving is a fixed share of its disposable income. This means that none of the three
types of saving — government, household and foreign — is free to equilibrate the
aggregate saving-investment balance. Hence, the model has a savings-driven
determination of investment: aggregate investment varies endogenously to achieve
saving-investment equilibrium.

The Dynamic Module

Thewithin-period, static model issolved for 1994 (the base year for the database)
and 1998 (to update the model to the base year for the model-based analysis), and
every two years thereafter until 2012. Between the static-model solutions, selected
parameters are updated in the between-period (dynamic) module, using either lagged
endogenous variables (from solutions in previous periods) or exogenous trends. The
aggregate capital stock is updated endogenously on the basis of previous investment
and depreciation, interpolating for the inter-period years. Total population, supplies
of skilled and unskilled labour, foreign savings, institutional payments to and from
therest of theworld, and total factor productivity by activity are al updated exogenously.

Database and Solution Approach

The model data are based on a disaggregated Social Accounting Matrix (SAM)
for 1994, to which the model parameters are calibrated. The SAM was constructed on
the basis of data from various sources?. It should be emphasised that in areas lacking
detailed information (for example, wage gaps across different activities), some
simplifying assumptions had to be imposed. They were guided by the underlying
premise of the analysis. the impact of trade policy on the rural economy cannot be
properly assessed without a model structure that captures the salient characteristics
related to the urban-rural divide, including large skill and wage gaps, and differences
in sectoral structure.

Available information was brought together in one matrix, the disaggregation
of which parallelsthe disaggregation of the current model. Underlying the construction
of such a SAM is an attempt to make the best possible use of available scattered data.
I nevitably imbalances appear when datafrom different sources and years areintegrated
in one framework; a cross-entropy method was used to generate a balanced model
SAM that uses al the information contained in the original data set (Thissen and
L 6fgren, 1998; Robinson, Cattaneo and El-Said, 1998). A variety of other studies of
Morocco were consulted for estimates of elasticities for the Armington, CET, CES
(production), LES (household consumption), and export-demand functions®.

The current model is solved as a mixed-complementarity problem (MCP),
consisting of a set of simultaneous equations that are a mix of strict equalities and
inequalities but without an objective function. This approach, made feasible by the
recent development of solvers, makesit possible to formulate a model that combines
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desired features of mathematical programming models (in particular by permitting
excess supplies of agricultural resources, such as water) while allowing the full range
of assumptions for consumer demand, government policies and foreign trade that
appear in standard CGE models. The GAM S modelling softwareis used both to generate
the database and to implement the model. The model is solved with PATH, a solver
for mixed complementarity problems®.

Simulations

The simulations, based on the CGE model presented in the preceding section,
explore the impact of aternative scenarios for trade liberalisation and the potential
role of complementary domestic policy changes. The first sets of simulations are
defined in Table 6.4.

Table 6.4. Alternative Trade Policy Simulations: Scenario Definitions

Item AAEU TARIFF TARIFF + NTB TRADE-LIB
Industrial tariffs
EU AAEU* AAEU* AAEU* AAEU*
Non-EU No change Unified at 29%** Unified at 29%** Unified at 10%**
Agricultural tariffs
EU No change Unified at 29%** Unified at 29%** Unified at 10%**
Non-EU No change Unified at 29%** Unified at 29%** Unified at 10%**
Non-tariff barriers No change No change Eliminated* * Eliminated* *

AAEU = implementation of the Association Agreement with the European Union with status quo policies.
TARIFF = tariff unification.

TARIFF + NTB = tariff unification plus non-tariff barriers cut.

TRADE-LIB = tariff unification and reduction plus non-tariff barriers cut.

Notes:

* AAEU = Gradual elimination of tariffs on industrial imports from EU 1999-2010.

**Tariff unification and elimination of non-tariff barriers is done gradually 1999-2005. In 1994, the average tariff for
industrial and agricultural imports was 29 per cent.

Table 6.5 summarises the results. The simulation AAEU defines the status quo
in the sense of policy changes limited to what Morocco unambiguously made a
commitment to implement in association with the EU. On the aggregate level, real
GDP at factor cost grows at an annual rate of 3.7 per cent, a rate that changes very
little across the simulations reported in this paper®. Growth is biased in favour of
urban production and non-agricultural sectors, in part because these do not depend on
natural resources, the physical quantity of which cannot be expanded easily. (In the
model simulations, the quantities of agricultural resources— land, water, and pasture-
fallow areas are fixed at the 1994 level.) Changes in the allocation of labour between
agriculture, rural non-agriculture and urban activities are minor.
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Table 6.5. Simulation Results

1998 value  AAEU TARIFF  TARIFF+ TRADE-LIB TRANSFER  SKILL-
NTB UPGRADE

Percentage Annual Growth 1998-2012

Redl GDP at factor cost (bn. 1994 Dh.)

Agriculture 48.46 2.16 2.07 1.88 1.83 18 1.86
Rural non agriculture 27.21 343 3.23 3.40 348 348 3.73
Urban 191.06 4.07 4.04 4.08 411 4.16 4.42
Redl factor income (bn 1994 Dh.)
Tota 265.42 324 329 4.10 4.18 3.86 4.34
Irrigated resources 6.38 6.71 6.57 6.23 5.93 5.53 6.67
Rainfed resources 20.04 557 541 3.98 348 3.09 4.08
Unskilled labour 37.96 391 3.79 4.05 4.01 371 4.49
Skilled labour 94.91 2.63 2.70 394 4.14 393 4.03
Capital 106.12 274 2.90 4.14 4.27 3.89 4.45
Labour shares (%)*
Agriculture 4347 43.48 42.88 39.29 38.36 38.03 37.34
Rural non agriculture 11.00 10.11 10.13 11.08 11.30 11.30 11.18
Urban 45.53 46.41 46.99 49.63 50.34 50.67 51.49
Redl household per capitaincome/we fare (000 1994 Dh) **
All 9.77 1.88 1.94 232 241 2.34 257
Urban Poor 3.08 2.66 2.58 2.95 2.96 272 3.46
Urban Non-poor 13.45 1.65 1.78 212 225 2.07 2.08
Rural Poor 3.00 2.86 271 271 2.60 3.03 3.83
Rural Non-poor 7.52 219 215 2.65 2.67 2.78 3.33
Red trade quantities (bn 1994 Dh.)
Exports 80.05 4.52 4.42 4.93 529 525 5.60
Agriculture exports 5.45 -0.13 -0.23 -0.13 0.13 0.12 -0.16
ToEU 4.15 -0.55 -0.52 -0.72 -0.75 -0.76 -0.93
To non-EU 1.30 1.07 0.62 1.50 242 241 1.89
Industrial exports 43.89 5.97 5.82 6.57 7.04 6.99 7.43
ToEU 28.97 572 552 6.33 6.81 6.76 7.14
To non-EU 14.91 6.45 6.36 7.01 7.48 7.43 7.96
Imports 98.12 417 4.08 4.52 481 4.78 5.04
Agricultureimports 7.86 6.20 6.32 10.25 11.38 11.32 11.93
From EU 3.32 5.61 6.28 12.17 13.32 13.23 13.79
From non-EU 4.54 6.60 6.35 8.50 9.63 9.59 10.27
Industrial imports 69.75 4.75 4.64 4.50 4.66 4.65 4.89
From EU 39.86 7.38 7.57 7.42 6.75 6.73 6.99
From non-EU 29.89 -1.11 -2.52 -2.63 0.61 0.60 0.82
Red exchangerate
(index 1998 = 100) 100 105.02 106.94 113.74 116.37 116.41 116.55
(% of GDP)***
Tariffs 7.34 2.46 2.56 352 1.63 161 1.67
Value added tax -0.42 4.09 3.86 221 4.03 8.04 4.07
Transfersand
compensations 3.75
Note: See Table 6.4 for description of the simulations.

* Inall columns, share of labour force by aggregate sector (not annual growth).
**  Per-capitaincome in 1998 column; percentage age change in welfare for other columns (see footnote 7).
*** Except for the 1998 column, GDP shares in 2012.
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On average, real factor incomes grow at a similar pace to GDP, with the most
rapid growth for agricultural resources, both irrigated and rainfed. Household welfare
grows at 2 per cent to 3 per cent per year, both on the aggregate level and for the
different household groups?. Welfare growth is slightly biased in favour of the poor
and rural areas, reflecting that growth in factor incomes is faster for agricultural
resources and unskilled labour than for skilled labour and capital”. Rapid growth in
the rents of agricultural resources, including pastures, may lead to overexploitation
and environmental degradation. That resource incomes in irrigated agriculture grow
faster than for other factors points to the growing importance of efficient resource
management in this area.

Imports and exports grow faster than GDP and incomes; the economy gradually
becomes more open. The agricultural trade deficit grows, as domestic production,
hampered by the limited resource supply, cannot keep up with growing domestic
demand. For industry, exports grow faster than imports; imports from the EU rise
rapidly while those from non-EU countries decline, i.e. the AAEU leads to trade
diversion toward the partner countriesin the free-trading area. Compared to 1998, the
real exchange rate appreciates. To maintain savings at a predetermined share of GDP
in the face of reduced tariff rates and other trends, the government collects value-
added taxes at a level equivalent to 4.1 per cent of GDP.

The other three simulations in the first set assume that Morocco implements
policies that reduce the price distortions caused by trade policies. For the simulation
TARIFF, unification of all commodity tariffs except industrial imports from the EU
at the 1994 average rate reduces protection significantly for agriculture but has less
impact on the industrial protection rates facing suppliers from outside the EU.
Accordingly, compared to the AAEU scenario, agricultural imports expand (most
strongly for commodities from the EU, including beef) while growth in agricultural
production and resource incomes slows down. Growth decelerates for rural non-
agriculture which, more than the urban sector, is driven by demand from agricultural
production and rural households. The rural economy’s primary reliance on unskilled
labour reduces its income growth. Growth in the urban economy accelerates slightly,
generating higher incomes for capital and skilled labour as well as on the national
aggregate factor level. Aggregate household welfare is enhanced, due to a significant
improvement for urban non-poor households with small declines for other categories,
an outcome that stems from the pattern of change in factor incomes. In general, the
repercussions of tariff unification, including efficiency gains, are quite limited. This
is not surprising because tariff unification takes place in a setting where numerous
other distortions are in place.

In the simulation TARIFF+NTB, non-tariff barriers, primarily affecting
agriculture, are gradually removed. The impact is much stronger than for tariff
unification alone, and economic openness is enhanced significantly. The driving force
has reduced prices for demanders (both consumers and producers) of agricultural
commodities.
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Factor incomes grow considerably more strongly for capital and skilled labour.
In agriculture, resource income growth declines, especialy in the rainfed subsector. A
growing part of the labour force migrates away from agriculture to urban and rural
non-agricultural activities. All households groups gain except the rural poor, who are
unaffected. Households that rely more heavily on incomes from rainfed resources
than the representative rural households in the model would be likely to see their
situation deteriorate under this scenario. Rapid agricultural import expansion raises
thetrade deficit, asaresult of which thereal exchangerate depreciates, further enhancing
exports and dampening imports. Import growth engenders higher tariff revenues,
reducing revenue from the value-added replacement tax to 2.2 per cent of GDP.

Unification of tariffs at 10 per cent (industrial imports from the EU excluded;
the simulation TRADE-LIB), a significant cut, generates further exchange rate
depreciation, increased openness, reduced tariff revenues, increased government reliance
on the value-added tax, and reduced growth in agricultural resource incomes. Other
effects are relatively minor. On the aggregate level, factor incomes and household
welfare stay virtually unchanged. There are minor cuts in agricultural production and
rura household welfare. The negativeimpact on agricultureand rura well beingisimpelled
as, for agriculture, reduced protection gets transmitted more strongly into lower
domestic pricesbecauseimportsarerel atively highly substitutablewith domestic output®.

A comparison of scenarios TRADE-LIB and AAEU suggeststhat, on the household
level, the rural poor lose while al other groups are better off under liberalisation in all
periods. According to the compensating variation measure, by theyear 2012, aggregate
gainsunder TRADE-LIB exceed those of AAEU by morethan 5 per cent of the GDPin the
AAEU smulation for the same year. Hence, scope existsfor the winnersto compensate for
the losersin a way that assures that both groups are better off than for the AAEU run.

Data for the evolution of disaggregated factor incomes for the same two
simulations show that, at this level, the gains are highly unevenly distributed.
Households that do not have significant non-agricultural incomes would tend to lose
from the reforms during the period considered, but as more time passes they become
more able to develop strategies to shift away from reliance on agricultural income.

The second set of simulations juxtaposes the policy changesunder TRADE-LIB
with complementary measuresthat aim at compensating rural, vulnerablelosers. These
actions may be considered worthwhile in their own right (they try to improve the
welfare of rural poor) and may also serve to mitigate political resistance to trade
reforms. Table 6.6 describes the content of the two simulations. For the first (an
imitation of Mexico's PROCAMPO programme), part of the programme cost covers
administration; of every Dirham spent on the programme, 70 per cent goes astransfers
to farmerswhile 30 per cent is spent on administration®. The skill-enhancement scenario
has its motivation in the skill gap between urban and rural areas, a major source of
rural-urban inequality. It assumesthat the programme can be achieved without economic
loss by reallocating educational expenditures, for example from urban-focused higher
education that produces graduates|acking skillsin demand in the labour market. Neither
of the programmes is narrowly targeted to poor households. They benefit all owners
of rainfed resources and all rural households with unskilled labour.

142



Table 6.6. Complementary policy simulations: Scenario definitions

Scenario Description
TRANSFER TRADE-LIB + transfers to owners of rainfed agricultural resources
. . (land and pasture), in each period fully compensating for loss
Rainfed factor compensation compared to AAEU
SKILL-UPGRADE TRADE-LIB + in each period, the stock of rural skilled labour is
) augmented by 5% with the additional labour coming from the
Rurdl skill enhancement unskilled labour of rural households

Selected results for the second simulation set are shown in Table 6.5. Compared
to TRADE-LIB, the TRANSFER simulation generates gains for rural households,
especially the poor, while urban households lose. This result reflects that urban
households own few rainfed resources while, like rural households, they suffer from
declining factor incomes because of the value-added tax, which increases in rough
proportion to the value of the transfer — in 2012 it is close to 3.8 per cent of GDP.

The transfer increases gradually during the implementation of the reduction in
border protection. After reaching a peak in 2004, it starts a steady but slow decline. In
other respects, the transfer has a limited impact. It functions primarily as adevice for
income redistribution. As opposed to the TRADE-LIB scenario, the rural poor are
now better off than in the base scenario. Relative to GDP, however, the total cost of
the transfer program is substantial, suggesting the need to target such programs more
narrowly, perhaps to rainfed regions with little rainfall.

The simulation SKILL-UPGRADE explores the impact of raising the skill level
of part of the unskilled rura labour force. In every year starting from 1999, the
skilled rural labour force is augmented by 5 per cent, boosting its annual growth rate
for 1998-2012 from 3.8 per cent to 7.7 per cent. The rura unskilled labour force is
reduced; to leave the total labour force unchanged, cutting its growth rate from 2.4 per
cent to 2.0 per cent. Compared to the TRADE-LIB simulation, GDP growth accel erates
significantly for rural non-agricultural and urban activities, but not in agriculture,
which uses only unskilled labour. Incomes go up for al factors except skilled labour,
an indication that, in the face of supply shifts, demand for this labour typeisinelastic.
Welfareisboosted strongly for al househol ds except the urban non-poor, who initially
depend more heavily than others on skilled-labour incomes. They see their wages
decline without any change in their endowment of skilled labour.

The impacts of the different scenarios may also be compared from a political
perspective. Inacomplementary analysis, measures of political support for the different
scenarios were defined on the basis of disaggregated household income changes
compared to AAEU and power definitions based on the share of each household type
in population (“people power”) or income (“dirham power”). According to both
measures, all non-AAEU scenarios are supported — further liberalisation would be
supported compared to the AAEU status quo®.
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Conclusion

This paper uses arural-urban CGE model of Morocco to simulate the impact of
alternative scenarios for trade and domestic policies. In the base scenario, the AAEU
isimplemented without other policy changes. For 1998-2012, real GDP at factor cost
growsat an annual rate slightly below 4 per cent. Rural poor and urban poor households
enjoy the most rapid welfare increases, reflecting how the pattern of factor income
growth is pro-poor; agricultural resource incomes grow most rapidly, followed by
unskilled labour, with lower growth rates for skilled labour and capital.

The results for the trade policy simulations indicate that, in a world where
policy aternatives are second-best, tariff unification has a relatively limited impact
on aggregate factor incomes and household welfare. Removal of non-tariff barriers
(expressed in tariff-equivalent form), however, has strong positive aggregate effects.
Lower tariffs and the removal of non-tariff barriers lead to depreciation and major
expansions in non-agricultural exports and agricultural imports. Growth accelerates
for non-agricultural sectors but slows down in agriculture. Resources (labour and
capital) movefrom agriculture to other parts of the economy. Aggregate factor incomes
and household welfare expand considerably more rapidly.

Trade liberalisation also reduces income growth for agricultural resources,
however, especialy in rainfed areas. The owners of these resources tend to be a
relatively poor part of the rural population. On the household level, the trade
liberalisation scenarios disfavour the rural poor, who represent 70 per cent of all the
poor in Morocco. Two domestic policy scenariostry to addresstheserelatively negative
impacts of trade liberalisation. One of the scenariosintroduces anon-distorting transfer
programme that fully compensates the owners of rainfed resources for the losses they
incur from trade liberalisation compared to the base scenario. On the household level,
theresult isapro-rural development pattern, with poor and non-poor rural households
registering the strongest welfare improvements. Urban households also become
significantly better off than under the base scenario. Yet the tax burden on the
government is quite heavy (close to 3.8 per cent in 2012), suggesting the need for
targeting, perhaps by providing transfers to rainfed farmers in low rainfall zones.

The second domestic policy scenario upgrades the skills of the rural labour
force, approximately doubling the rate of growth for rural skilled labour (from alow
base) and reducing growth for rural unskilled labour. Thisleadsto asignificant growth
expansion for GDP (driven by non-agricultural expansion), aggregate factor incomes
and aggregate household welfare. In terms of household welfare, the outcomeispro-rura
and pro-poor; the two types of rural households record the fastest growth, followed
by the urban poor, while the urban non-poor face a minor growth deceleration. The
overall conclusion from the model simulations of this paper is that, if combined with
complementary domestic policies, trade liberalisation can lead to awin-win outcome:
the welfare of all household groups grows more rapidly than if status quo policies are
followed.
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Notes

For additional detail on the model structure and the database, see Lofgren, El-Said
and Robinson (1999).

The most important sources are: i) disaggregated agricultural information from the
Moroccan government, the World Bank and the FAO, primarily for 1990-91; ii) a
disaggregated economywide framework represented by Social Accounting Matrices
(SAMs) for 1990 and 1994, an input-output table for 1990, as well as data on the
1994 policy regime — taxes, subsidies and non-tariff barriers (Bussolo and Roland-
Holst, 1993; Roland-Holst, 1996); iii) 1994 macro and trade data from Royaume du
Maroc (1997), the RMSM data base (World Bank, 1997a) and United Nations (1998);
and iv) disaggregated population, consumption, and labour force data from Royaume
du Maroc (1993, 1995, 1996, 1997), World Bank (1994b, 1995a, 1997a, 1997b);
International Monetary Fund (1997b); and Karshenas (1994).

The consulted studies include Aloui, Dethier and Houmy (1989); de Janvry, Sadoulet
and Fafchamps (1992); Goldin and Roland-Holst (1995); Laraki (1989), Mateus et
al (1988); Morrisson (1991); and Rutherford, Rustrom and Tarr (1993). In summary,
the values used are: i) elasticity of substitution for CES value-added functions; 0.8
for all activities except Public Administration (0.19); ii) elasticity of substitution
for CES intermediate-input aggregation functions for agricultural activities: 0.5 for
all activities except vegetables (2.0); iii) CES (Armington) function elasticities for
aggregation of imports from different regions and of imports and domestic output:
between two and seven for al commaodities with the higher values for grains; iv) CET
function elasticities for transformation of domestic output to aggregate exports and
domestic sales and of aggregate exports to exports disaggregated by region: between
two and five for all commodities; v) elasticities for constant-elasticity export demand
functions for agricultural exports to the EU and for service exports: -1.5. Household
expenditure elasticities were computed on the basis of Royaume du Maroc (1993).

For GAMS, see Brooke, Kendrick and Meeraus (1988). Rutherford (1995) provides
more information on PATH.

The simulated aggregate growth rate is in line with the expectations of the World
Bank, both for Morocco and the region at large (al-Hayat, 16 December, 1998;
RMSM database). Growth in aggregate real GDP at factor cost (an index of real
production) varies little across the different simulations since supplies are exogenous
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10.

for all factors except capital (for which supply growth is endogenous but quite
similar across the different simulations given similar levels of real investment) while
utilisation rates are permitted to vary only for irrigated resources.

The welfare index is based on the compensating variation (CV), defined as the
amount of money which, if taken away from the household after a price and/or
income change, would leave it just as well off as before the change; i.e. what the
household would be willing to pay for enjoying the change). More specifically, the
index was defined as the ratio between the simulated value of household consumption
and the consumption value that would have left household welfare at the 1994 |evel
(simulated consumption value minus compensating variation). In Table 6.5, the
household values in all columns except “1998" show the percentage annual growth
rate in the welfare index between 1998 and 2012. The 1998 column shows per
capita consumption in 1998 (at 1994 prices).

Note that the households are classified on the basis of their 1994 characteristics
(including location, income level and patterns of asset holdings). Labour that
migrates between rural and urban employment does not change its household
affiliation.

In an additional simulation, TRADE-LIB was rerun but without the gradual
elimination of tariffs on industrial imports from the EU. The results were very similar
in most respects, including welfare effects. The only major difference was that, as
expected, the new simulation showed higher tariff revenues and less reliance on the
value-added tax.

This charge is highly approximate — it is not clear what the cost of such a programme
would be in Morocco, inter alia since it depends on the capacity of the existing
administration to manage an additional programme. The assumed administrative
cost share may be an overestimate — Latin American experience suggests that 30 per
cent is at the upper end for administrative costs of targeted social programmes
(Grosh, 1994).

For details, see Lofgren, El-Said and Robinson (1999).
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Chapter 7

The Liberalisation of Tunisian Agriculture
and the European Union: A Prospective Analysis

Mohamed Abdelbasset Chemingui and Sébastien Dessus

I ntroduction*

Tunisia started down the road toward trade liberalisation by signing two major
agreementsin 1994 and 1995. Tunisia' saccession to the multilateral General Agreement
on Tariffs and Trade (GATT)! stipulates that consolidated tariffs imposed on imports
of agricultural produce and domestic subsidies on agriculture must be phased out by
2004. Thebilateral partnership agreement signed with the EU providesfor the complete
abolition of tariff barriers on industrial products by 2010, following a twelve-year
transition period. Thisdoes not apply to agricultural products, for which the agreement
is simply to begin negotiations in 2000.

Trade liberalisation is a major event for a small country like Tunisia, which
conductsagood deal of trade with other countries, the EU in particular. Implementation
of the two agreements will likely lead to significant changes in overall economic
activity and its sectoral distribution. The upheaval will probably not spare the
agricultural and food processing sectors. The reduction in tariff-based protection and
domestic subsidies for agricultural products could strengthen competitive pressure
facing Tunisian farmers in their domestic market. At the same time, however, the
abolition of tariffsonindustrial products could give Tunisian agriculture greater relative
effective protection.

* The authors wish to express their thanks to J. Beghin, N. Chaherli, J.P. Chauffour,
M. Chiha, K. Fukasaku, R. Guerrero, L. Jachia, M. Lahouel, C. Morrisson, M. Naimi,
A. Suwa-Eisenmann and D. van der Mensbrugghe for their suggestions and comments.
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How can Tunisia lock into these changes to derive maximum advantage from
them, notably by redefining its agriculture policy within the framework of the
partnership agreement with Europe? This framework provides an opportunity for
Tunisia to introduce reform at less cost, because it can obtain reciprocal advantages
from its European partner. In addition, the defence component associated with the
partnership means that the continued pursuit of Tunisia's goal of self-sufficiency in
food becomes less appropriate.

The first task is to ensure correct understanding of the combined effects of
GATT (WTO) accession and the partnership agreement. A quantitative assessment
should follow of the agricultural policies which Tunisia and the EU plan to pursue
both unilaterally and jointly, such as further lowering of import barriers and subsidies.
In a second-best world, the theory of international trade alone is not sufficient for this
task; computational tools are required to measure policy consequences. Computable
genera equilibrium (CGE) models usually are used for this. Their main advantage
lies in combining detailed and consistent real-world databases within a theoretically
sound framework. A few studies have already employed them to analyse the impact of
agricultural liberalisation in Tunisia (e.g. Decaluwé and Souissi, 1996; and
Boughanmi, 1997).

This paper differs from previous analyses on at least two grounds. First, it uses
a dynamic model. Boughzala (1997) asserts that Tunisia would not have signed the
partnership agreement if it had expected no more than the concretisation of the
predictions derived from static modelling. A swifter accumulation of factors can be
expected from the agreements. Moreover, the sequential dimension of liberalisationis
important. The tariff consolidation provided for under GATT may lead initially to an
increase in the nominal effective protection of Tunisian agriculture. The issue of co-
ordination and the net effect over time of the two agreements now signed (and of
those to be signed in the future) is also important. Only dynamic analysis can simulate
the overall effect of the various measures to be implemented, which will come into
force at different times. Second, the social accounting matrix built for this analysis
makesit possibleto specify agricultural and food processing activitiesin much greater
detail. It also permits differentiation among the agricultural policy instrumentsavailable
to government and assessment of their specific, individual impacts.

The analysis begins by simulating the Tunisian economy to 2010, accounting
for the changes provided for by GATT and the partnership agreement. This simulation
forms a baseline scenario for comparison with alternative agricultural scenarios. It
shows that, in the absence of further reforms, distortions within the agricultural and
food processing sectors increase over time. At the same time, industry makes major
efforts to adjust and shows greater drive. The rent provided by effective protection
for landowners reduces the income gap between rural and urban households, but is
costly for Tunisia because it stems from poor factor alocation. Alternative policy
scenarios suggest that liberalisation of agriculture without reciprocal concessionsfrom
the EU would not permit Tunisia to generate sufficient gains. It would face a major
constraint on outlets for products on which it enjoys a comparative advantage, namely
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tree crops and their derivatives. That factors employed in these activities are largely
immobile exacerbates the negative impact of this external constraint. The reform
seems viable only if accompanied by the lifting of the quotas facing Tunisian
agricultural exports to the European market. A final simulation assesses the cost/
benefit ratio for Tunisia of a multilateral as opposed to bilateral approach to the
liberalisation process.

Agriculture and Agricultural Policiesin Tunisia
General Features

Tunisiapossessesonly limited natural resourcesfavouring agriculture (fivemillion
hectares of arable land). Poor-quality land accounts athird of these resources. Erosion
and desertification present major long-term obstacles. Rapid urbanisation worsens
these handicaps asit deprives agriculture of land, |abour and water. Water isincreasingly
rare and precious, and itsavailability faces sharp deterioration in coming years. Tunisia
has reached itslimit for water consumption before beginning to run therisk of irreversible
depletion of its reserves. Exhaustion of the water table in the south and an increase in
the salinity of underground water in the coastal region underscore the danger.

Despite these drawbacks, agriculture and fisheries employ a large part of the
working population. Work in the agricultural sector is essentially casual and usually
done by family members, which makes it difficult to pin down statistically. Formal
employment in the agricultural sector accounted in 1992 only for 4 per cent of total
labour factor income, notwithstanding that seasonally the sector may occupy over a
quarter of theworking population. Inthe sameyear, the agriculture and food processing
sectors together accounted for 22 per cent of total value added, 8 per cent of total
export revenue, 8 per cent of expenditure on imports, and 35 per cent of final
consumption by households.

Olives, livestock and the major field crops (cereals, forage crops, legumes and
industrial crops), dominate production. Olives are the main domestic tree crop, with
49 per cent of total tree-crop production by valueand 15 per cent of overall agricultural
production. Hard wheat accounts for 48 per cent of total field-crop production and
11 per cent of overall agricultural production. The products of the major field crops
account for virtually all imports. Soft wheat, the main agricultural import, represents
38 per cent of al such imports. Exports consist largely of fruit (dates principally,
followed by citrus fruit) and fisheries products. These two categories make up nearly
80 per cent of all agricultural exports.

Food processing is dominated by meat production (20 per cent of output), grain
processing (18 per cent), and oils and fats (19 per cent). Imports consist largely of
vegetable oils (29 per cent of all food imports), sugar (21 per cent) and dairy products
(18 per cent). The country’s food processing industries export olive oil (52 per cent
of al food exports), canned food (24 per cent) and other food products (14 per cent).
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The EU is Tunisia’'s main trading partner; 76 per cent of Tunisia’s trade goesto
or comes from it. It absorbs 77 per cent and 63 per cent of all agricultural and food
exports. Imported European agricultural and food products account for 39 per cent
and 40 per cent of total imports of these products. European producers therefore
stand to make greater gains in market share than their Tunisian counterparts from a
strengthening of mutual preferential relations. Outlets for Tunisian exports depend
largely on the EU’s own agricultural policy decisions.

Agricultural Policies

The Tunisian government has put in place a large number of regulatory
mechani smsto ensure adequate income levelsfor farmersand growers, self-sufficiency
for certain products and low prices for staple commodities. It deploys them through five
policy instruments: i) provision of agricultural infrastructures and incentivesfor private
investment; ii) mobilisation and protection of natural resources; iii) training for farmers
and growers combined with dissemination of new technology and methods; iv) control
of prices for products, agricultural inputs and consumer prices, and V) protection of
the domestic market against foreign competition. Thelast two deserve specia attention.

The agricultural and fisheries sector is subject to two forms of price control,
namely controls on production and agricultural input prices. Since 1986, Tunisia has
conducted a structural adjustment programme to reform the agricultural sector by
shifting its prices closer to those in world markets and reducing production subsidies.
Nevertheless, support for agricultural production considered strategically important
remained very high in 1992. According to Lindert and Tuck (1996), the production
subsidy equivaent was 45 per cent for hard wheat, 32 per cent for soft wheat and 14 per
cent for sugar. The consumer price for each product whose producer priceis subject to
control isaso itself controlled, particularly for staple commodities like cereals and milk.

In 1992, the Tunisian authorities had two instruments available to protect the
domestic market from outside competition: tariff and non-tariff policies. Both began
to be modified in 1995 with the implementation of the GATT accession agreement. In
order to understand the consequences of this agreement for agriculture, one must to
keep in mind the situation prevailing in 1992, the baseline year for the model. The
main instrument of non-tariff protection involved quantity restrictions on imports.
Quotas for imports and state monopolies to administer import operations (the national
offices for cereals and oils) augmented the protection of local production, as tariff
barriersalone were considered insufficient. Applied since the 1960s, thispolicy largely
isolated the local from the international market, thus attenuating the impact of
international fluctuations on domestic prices. For other categories of product, imports
required licenses issued by the Ministry of Trade, plus adherence to a stringent set of
specifications related to technical and health-related standards.

The tariff equivalents of the non-tariff barriers provide an indicator of the scale
of this protection. The approach developed by Baldwin (1989) can be used to assess
them for the main agricultural products Tunisiaimported in 1992. Of 19 agricultural
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and food products, six showed significant tariff-equivalent levels. Sugar had the highest
non-tariff protection, with atariff equivalent of 28 per cent, followed by hard wheat
(20 per cent). The other protected products were barley, soft wheat, vegetabl e produce
and canned goods.

For tariff policy, Tunisia's customs regulations lay down three categories of
duty: minimum, genera and intermediate. Thelast two arerarely used and the minimum
rate is the base rate applicable to all imports except for those covered by preferential
tariff regimes. All duty is expressed ad valorem and based on the CIF value. There are
no special duties or combined duties. Seasonal duties do not exist.

The agricultural and food-processing sectors benefited in 1992 from high tariff
protection compared with other sectors. The average nominal rate was 45 per cent
(non-tariff barriers not included), two and a half times the rate on other industrial
products. Within the category, tariffs varied greatly between products. Customs duty
and other import taxes were generally high for fruit, forest-cultivation products,
tobacco, meat, dairy products, products derived from the processing of cereal's, canned
foods and beverages. They were less high for cereals, livestock, oils and sugar, four
categories which together account for 60 per cent of agricultural imports.

The General Equilibrium Model

The model used hereis based directly on the prototype devel oped by the OECD
Development Centre (Beghin et al., 1996) for analysis of trade policies. It has been
constructed and calibrated using information contained in Tunisia's socia accounts
matrix for 1992, assembled specifically for the purpose?. It considerstwo representative
Tunisian households, one rural and one urban, plus one tourist household, which
receives al its income from abroad and consumes it entirely. In all, 57 economic
sectors (of which 26 relate to agriculture or food industries) and five types of work
aretaken into account, these being distinguished notably by their levelsof qualification
and geographical mobility: three are rural, one urban, and one allocated to the whole
country as a buffer between rural and urban areas. The model takesinto account three
types of capital: physical capital, reserves of natural resources (crude oil, phosphates)
and land. Land itself is broken down into eight categories based on the degree of
permanence in its cultivation, the level of irrigation and the crop varieties grown.
Finally, the model distinguishes two trading partners for Tunisia: the EU and the Rest
of the World (ROW). The model is dynamic and is resolved recursively each three
years from 1992 to 2010. Its main features are summarised below.

Production
Production is modelled using nested CES functions, which describe the

substitution and complementarity relations among the various inputs. Producers are
cost minimisers and constant returns to scale are assumed. Output results from two
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composite inputs: intermediate consumption and value added plus energy. The
intermediate aggregate is obtained by combining all products in fixed proportions
(Leontieff structure). The value-added and energy components are decomposed into
two parts: aggregate labour and capital plus energy. Labour demand then breaks down
into five categories, as mentioned above. Within each segment, labour istotally mobile
and fully employed. The composite capital/energy factor is disaggregated into capital
and energy. Demand for physical capital makes adistinction between “old” and “ new”
capital. The model thus integrates the notion of vintage capital, to distinguish the
process of allocating capital already installed from that resulting from contemporary
investment (putty/semi-putty production function). “New” capital can be allocated
more flexibly than “old” capital. It substitutes for other types of capital (land, natural
resources) more easily. Accelerating investment therefore strengthens the capacity for
adjustment of the productive sector to changes in relative prices. Finally, the energy
aggregate comprises two types of energy, oil/gas and el ectricity, which are substitutes.

Distribution of Income and Absorption

Income from labour is allocated between the various households using a
standardised fixed-coefficient distribution matrix. Income from capital is allocated in
the same way between households, companies and foreign investors. Companies pay
tax on this income and save the remainder. Household demand is derived from
maximising the utility function (following the ELES system, Lluch, 1973) specific
to each household, subject to the constraints of available income and the consumer
price vector. Household utility is a positive function of consumption of the various
productsand savings. Income elasticities are differentiated by product and by household,
and vary from 0.75 for staple products for richest households to 1.20 for services.
The calibration of the model determines a per capita subsistence minimum for each
product, whose aggregate consumption grows with population, while the remaining
demand is derived through an optimisation process. Government and investment
demands are disaggregated in sectoral demands once their total value is determined
according to fixed coefficient functions.

I nternational Trade

The model assumes imperfect substitution among goods originating from
different geographical areas. Import demand results from a CES aggregation function
of domestic and imported goods (Armington, 1969). Export supply is symmetrically
modelled asa Constant Elasticity of Transformation (CET) function. Producers decide
to alocate their output to domestic or foreign markets in response to relative prices.
At the second stage, importers (exporters) choose the optimal demand (supply) option
across regions, again as a function of the relative import (export) prices and the
degree of substitution across regions. The substitution elasticity is set at 2.2 between
domestic and imported products and at 5.0 between imported products by origin (EU
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or ROW). The elasticity of transformation is 5.0 between products intended for the
domestic market and products for export, and 8.0 between the different export
destinations. The small-country assumption holds, Tunisia being unable to change
world prices; thus, its import and export prices are exogenous. Capital transfers are
exogenous as well, and determine the trade balance.

Model Closure and Dynamics

The equilibrium condition on the balance of payments is combined with other
closure rules so that the model can be solved for each period. First, the government
budget surplus/deficit is exogenous and the household income tax schedule shifts to
achieve the predetermined net government position. Second, investment is savings-
driven, the latter originating from households, enterprises, government and abroad.
The sequential dynamic path of the model results from this closure rule. A change in
savings influences capital accumulation in the following period. Finally, exogenously
determined growth rates are assumed for other factors that affect the growth path of
the economy, such as population, labour supply and total factor productivity (TFP).
Agents are assumed to be myopic and to base their decisions on static expectations.

I nstruments of Economic Policy

The model considersalarge set of policy instruments, some of which have been
mentioned previously. They include production subsidies (by activity), consumption
subsidies (by product), value-added taxes (by activity), other indirect taxes (by activity),
tariff barriers (by imported product and by origin), non-tariff barriers (by imported
product and by origin), direct taxes (by household), and taxes on corporate profits.
Themodel also describesthetariff policy implemented by the EU for Tunisian exports,
and tariff-quotapolicies applied by Tunisiaand the EU. The modelling of these different
policy instrumentsis conventional. It defines each instrument as atax on the relevant
resource. For example, a production subsidy is modelled as a negative tax on the
producer price. In the case of tariff quotas, the process is a little more complex, but
boils down to expressing the average tariff level asthe average of the preferential and
non-preferential tariffs, weighted by the volume of the imported products in each
quota. If M isthetotal imported volume, 1 thevolumelevel below which preferential
tariff t, is applied, and t, the non-preferential tariff (t, <t.), then the average tariff t
for all imports of a product verifies the following:

t M =1, min[M,M |+, max[M — 37 0] (1)

Because imports subject to these regulatory controls are usually placed under
the administrative authority of a public agency, the model assumes that it passes on
the average tariff to the imported product’s domestic price, in order not to penalise
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one category of importer of the same product more than others. This average tariff
therefore is endogenous in the model, because total imports are endogenous. If total
demand for imports exceeds quota 1 , the nominal level of protection canrise, up to
the point at which the domestic price of the imported product is equal to the marginal
utility provided by consuming it.

Baseline Scenario

Several assumptions have been made to define the plausible development of the
Tunisian economy up to 2010, in the absence of new reforms. Thisisintended merely to
define a basdline scenario to which aternative policy scenarios can be compared in order
toisolatetheir specificimpacts. Sensitivity analysis (results not published) suggests that
the choices for exogenous variables within a redlistic confidence interval have no major
consequences. Theréative variations of the different economic aggregates with respect to
the baseline scenario after policy shock seem uninfluenced by those a priori choices.

Growth Hypotheses

In order to construct a basaline scenario, the values of anumber of variables need to
be set. The rate of growth in GDP is set in order to estimate a compatible growth rate
for TFP2. The chosen figure of 5.7 per cent for average annual GDP growth between
1998 and 2010 accords with the forecasts of the ninth social and economic devel opment
plan (Ministry of Economic Development, 1998). Over the same period, the rural
(urban) population isassumed to grow at an average annual rate of 1.0 per cent (1.8 per
cent). Labour-market supply grows by 0.9 per cent (2.0 per cent) yearly in rural
(urban) areas. The percentage of irrigated land rises, reducing total dry land accordingly.
Irrigated land increases by 1.0 per cent annually up to 2010, leading to an annual
shrinkage of 0.8 per cent in thelatter. Total cultivated land areaand the areas all ocated
to tree crops and forestry do not change. Reserves of natural resources are also
unaffected. Average land productivity improves by 2 per cent per year, thusrewarding
the efforts of agronomic research in identifying appropriate crop varieties.

Economic Policiesin the Baseline Scenario

Assume that the government continues its policy of fiscal stabilisation. Budget
spending (excluding investment) increasesin real terms by only 1.5 per cent annually
up to 2010. In the baseline scenario, public savings are endogenous. In the alternative
scenarios, they are exogenous (and remain at their baseline level) and are obtained by
endogenous shifting of the VAT vector.

Thisworking hypothesisis debatabl e but appears not to have major consequences
on results, as suggested by the sensitivity analysis. The other changes in economic
policy included in the reference simulation reflect formal undertakings given by the
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Tunisian government to the international community. In connection with GATT
implementation, non-tariff barriers are removed on agricultural products from 1995
on; agricultural tariffs with al partners (consolidated in 1995) are reduced by 24 per
cent from 1995 to 2004; and agricultural subsidies drop by 13 per cent between 1995
and 2004. In connection with the EU partnership agreement, tariffs on European
industrial products fall progressively to zero between 1998 and 2010, and the EU
dlightly reduces its preferential tariff quotas on Tunisian exports of beverages, citrus
fruit, and vegetables between 1997 and 2001.

Tunisian Agriculturein the Absence of Further Reforms

Table 7.1 reports the macroeconomic results of the baseline and alternative policy
scenarios, while Table 7.2 reports sectoral resultsfor agriculture and thefood industries.
The signing of the GATT and partnership agreements with the EU further integrates
Tunisia into the system of international division of labour. Exports grow in volume
8.1 per cent per year, imports at 6.2 per cent. The preference granted by Tunisia to
European industrial products approximately halves the ROW'’s share of this market.
Without further incentives to substitute one source of agricultural imports for another, the
share of agricultura imports originating in the ROW holds stable at around 60 per cent.

Theincreasein exportscomeslargely in theindustrial sector whereas agricultural
exports tend to fall in volume. Domestic demand for agricultural products increases
(due notably to popul ation pressure), and focuses on subsidised and protected domestic
products. Limited production capacity in the agricultural sector encourages producers
to devote an increasingly large share of their production to the domestic market, to
the detriment of foreign markets.

Gains in competitiveness allowing Tunisia to increase export market share do
not arise from real depreciation, given that the price of value added remains unchanged,
the cut in capital revenue being offset by the rise in real wages. They come from the
reduction in prices for imported inputs and less distortion of international trade other
than in agriculture, a situation that benefits the industrial sector particularly. It
encounters fewer constraints on increases in production than the agricultural sector,
which faceslimits on arable land, and it is more exposed to international competition,
forcing it to make greater efforts to adapt. Figure 7.1 makes clear that the nominal
level of protection of the industrial sector, already low compared with agriculture,
declines significantly to 2010. Nominal protection of agriculture and thefood industries
remains high and declines very little. Indeed, protection of certain agricultural sectors
even rises over the period to 2010, due to the implementation of the system of
preferential tariffs. Growing demand for imported products leads inevitably to quota
overflow and thereby to an endogenous increase in average protection levels. Thisis
particularly true of soft wheat, livestock, sugar and fruit. This comparative rise in
nominal protection for the agricultural and food processing sectors increases their
effectivelevel of protection, sincethey also benefit from thefall in pricesfor industrial
inputs. Between 1992 and 2010, the average level of effective protection of the
agricultural and food sectors increases from 36 per cent to 43 per cent, while that of
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industry declines from 22 per cent to 18 per cent. After the consolidation of 1995,
average tariffs tended to level out. Endogenous tariff increases affecting agriculture,
however, counteracted the expected effects of the reduction in tariffs to 2004 provided for
inthe GATT implementation process. Thesetwo phenomenacombined explainthe observed
convergence in average tariff levelsin the agricultural and food processing sectors.

Table 7.1. Macroeconomic Results

Baseline Scenario Alternative Scenarios in 2010
1992 2010 Al A2 A3 Ad A5
Rea Gross Domegtic Product 12.31 33.67 33.56 3394 33.68 33.83 34.06
Total production 27.17 75.57 74.82 78.29 75.08 76.71 80.13
Private consumption 9.82 26.43 26.60 26.68 26.53 26.96 27.46
Investment 3.65 8.96 8.79 9.22 8.98 9.05 921
Public consumption 2.19 2.87 2.87 2.87 2.87 2.87 2.87
Exports 4.23 17.27 17.59 18.18 17.08 18.19 19.75
Exportsto EU 333 1191 12.54 12.13 1191 12.86 12.38
Exportsto ROW 0.89 5.36 5.04 6.05 517 5.34 7.37
Imports 6.10 18.17 18.49 19.08 18.13 19.27 20.83
Imports from EU 4.53 15.19 16.01 16.00 15.12 16.70 15.63
Imports from ROW 157 2.98 248 3.09 301 2.57 520
VAT revenue 0.90 2.46 294 1.87 248 241 2.84
Tariff revenue 1.13 1.00 0.42 1.00 1.02 0.43 0.04
Physical capita stock 24.62 81.35 81.00 82.23 81.39 81.88 82.64
Redl rural avalable income 776 1751 1733 1706 1801 1755 1771
Real urban availableincome 1397 2862 2890 2930 2852 2939 3006
GDP deflator 1.00 1.01 0.98 1.02 1.01 1.01 1.01
Labour remuneration
Agricultural family 1.00 1.68 1.56 1.68 1.76 1.67 1.65
Unqualified agricultural 1.00 170 1.62 171 172 1.65 1.62
workers
Qualified agricultural workers ~ 1.00 237 222 2.46 2.38 2.33 2.26
Unqualified casua workers 1.00 172 167 178 172 174 177
Qualified casual workers 1.00 1.78 1.74 1.76 1.79 1.73 1.74
Return on capital
Natural resources 1.00 2.59 2.50 2.70 2.58 259 2.65
Annual dryland 1.00 6.10 5.07 384 6.19 325 3.16
Annual irrigated land 1.00 3.67 322 381 3.62 3.26 3.32
Permanent dryland 1.00 334 249 3.65 6.15 6.00 5.83
Permanent irrigated land 1.00 3.16 3.19 3.28 2.56 2.63 254
Date-growing land 1.00 6.01 5.89 6.20 5.95 5.98 6.07
Forest 1.00 851 5.89 9.23 8.43 6.26 5.69
Physical capital 1.00 0.80 0.80 0.82 0.79 0.81 0.81
Welfare changes
Rural Household -11% -3.2% 27%  -0.5% 0.2%
Urban Household 1.0% 21%  -05% 2.4% 4.5%
Aggregate 0.3% 0.5% 0.3% 1.2% 2.5%

Note: These macroeconomic aggregates are expressed in billions of 1992 TND. Rea available income levels are the
available income levels per inhabitant in 1992 TND, divided by the consumer price index for each area.
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Figure 7.1. Nominal Protection L evels, 1992-2010
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Note: The average tariff comprises tariff barriers abolished in 1995 in return
for the tariff consolidation provided for by GATT.
Source: Authors' calculations.

From 1992 to 2010, industrial production climbs at 7 per cent annually, while
agriculture and food processing grow at only 3.3 per cent and 4.6 per cent respectively.
Industry experiences a much more severe external shock than agriculture or food
processing, and it consequently supplies virtually all the effort devoted to factor
reallocation and enhancing competitiveness. A measure of this effort is the changein
composition of the production vectors, which indicates a level nine times as high in
industry asin agriculture and food processing. The distortions caused by sector-targeted
incentivesin agriculture ensurethat it remainslacking in dynamism. Thefood industry,
largely dependent on it, also suffers the negative effects. Industry captures an
increasingly high percentage of mobile production factors (physical capital and casual
labour), and it acquires more substantial commercial outlets, especially abroad.
Consequently, labour factor income rises more swiftly in non-agricultural than
agricultural employment. Due to much slower growth in the rural population, the real
income gap ratio between urban and rural households tendsto narrow, however, (from
1.81n 1992 to 1.6 in 2010), thanks notably to the rents gleaned by owners of arable
land from the protection and subsidisation of agriculture. Consumers of agricultural
products get penalised in this baseline scenario. The consumer price for agricultural
products climbsby 9 per cent between 1992 and 2010, whilethat for industrial products
falls by the same amount®.

Despite heavy state support, agricultural activity does not therefore appear able
to derive benefit from the increasing openness of the Tunisian economy to trade and
partnership with Europe. It remains largely outside the globalisation process.
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Alternative Policies

The analysis turns now to an evaluation of the impact of three reforms that
might be envisaged as part of the deepening partnership between Tunisiaand the EU,
and which will probably be under discussion from 2000 on. Thefirst two — reductions
in agricultural tariffs and government support in Tunisia— can be implemented
unilaterally, although it would serve Tunisia’'s interests to subordinate such reformsto
reciprocal concessions from its partner, in order to limit the costs. One possibility, for
example, would be to negotiate increased access to the EU market for Tunisian
agricultural exports. Initially, each of thethreereformsis assessed separately, to evaluate
itsintrinsicimpact on Tunisia’'seconomy and agriculture. A fourth simul ation combines
the first three. A fifth adds to the three combined reforms a unilateral reduction in
tariffs on agricultural and industrial products imported from the rest of the world, to
evaluate the loss of revenue arising from the grant of preferential trading terms to the
EU alone.

Abolition of Tariff Barriers on Agricultural I mports from the EU
(Scenario Al)

This scenario provides for a staged phase-out of preferential and maximum
customs tariffs on agricultural and food imports from the EU from 2001 to 2010
— by 25 per cent compared with the baseline scenario in 2001, rising to 50 per cent
in 2004 and 75 per cent in 2007, with the tariffs abolished in 2010. This reform has
only modest macroeconomic impact. Overall, activity is relatively unaffected (rea
GDPisdown 0.3 per cent on the baseline scenario for 2010). Theloss of tariff income
amounts to approximately 8 per cent of total government revenue in 2010. It is offset
by an increase of one-fifth in the average VAT rate, which rises from 3.7 per cent to
4.4 per cent. The enhancement of the EU’s preferential statusis reflected in amarginal
rise in total import volume on the order of 2 per cent compared with the baseline
scenario. All these new imports come from Europe and involve essentially a few
previously highly taxed agricultural products, such as soft wheat, milk, sugar and
other food products. The volume of imports of agricultural products from the ROW
declines, but proportionally less than the rise in imports from Europe. Domestic
agricultural production isalso affected. In other words, consumers substitute European
imports for imports from ROW and local production. Faced with this intensified
competition, Tunisian agriculture appears incapable of shifting to more competitive
types of production, due to the inadequacy of available land, a system of domestic
support still highly focused on sectors now exposed to European competition, and the
impossibility of significant enlargement of commercia outlets abroad.

Industry cannot make up for theselosses because it must cope with two phenomena
that penalise it: first, the increase in fiscal pressure, and second the fall in domestic
demand due to a drop in the relative price of agricultural compared with industrial
products. Industry nevertheless is less affected than rural activity and benefits from
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the unification of protective tariffs. Factor demand in agriculture falls significantly.
Agricultural wages decline, although less than income from land use thanksto increased
labour mobility. The income of landowners is badly hit. The gap in real income
widens between urban and rural households. The agricultural sector’s very limited
capacity obliges the Tunisian economy to cut itsreal exchange rate in order to ensure
the viability of its balance of payments. This leads to a relative cut in welfare of
1.1 per cent for rural households and a gain of 1 per cent for urban households,
compared with their available income in the baseline scenario for 2010°. The fall in
consumer prices offsets the fall in urban household income, but it does not make up
for the same fall in rural household income.

Reduction in Government Support for Agriculture (Scenario A2)

This scenario simulates a gradual reduction of domestic support for agriculture.
Production and consumption subsidies are reduced by 25 per cent in 2001 compared
with the baseline scenario, 50 per cent in 2004, 75 per cent in 2007 and 100 per cent
in 2010. The macroeconomic impact is once again limited, but it is positive (GDP is
0.8 per cent higher than in the baseline scenario by 2010). The fiscal impact is greater
than in the previous case: reduced aid for agriculture leads to an increase in revenue
equivalent to 11 per cent of total public revenue. The average rate of VAT falls
accordingly from 3.7 per cent to 2.6 per cent. The major consequence of this reform
is to reduce production generated by agricultural activities previously assisted (hard
and soft wheat, milk, sugar) or benefited by an indirect subsidy on intermediate
consumption — milling, for example.

For reasons symmetrical with those for the previous simulation, thefall in factor
demand in the sectors affected by the reform is not offset by a sufficient increase in
demand in other agricultural sectors. The affected sectorsretain substantial advantages
in terms of real effective protection, and the barriers erected by the EU limit the
outlets which exports of other products could provide. This observation therefore
seemsto confirm what Lahouel says (1998b) for the whole economy: givenitslimited
size, efforts to encourage competition cannot be effective unless combined with
liberalisation of the domestic market and foreign trade occurs.

Yet this is not the case in the present simulation. Total agricultural production
falls, notwithstanding that some sectors (livestock, meat, other cereal crops, and other
food products) experience positive substitution effects. Conversely, industry appears
to benefit from the reform. It gets help from the reduction in fiscal pressure and
expansion in domestic demand, because the cut in support for agriculture means that
industrial products become relatively less costly. Industry thus takes up a growing
percentage of maobile factors and, once again, the income gap widens between urban
and rural households. L oss of revenue focuses particularly on asingle factor — annual
dry cropland — used principally for cereal crops. Agricultural wages remain
comparatively unaffected however, which seemsto indicate that support for agriculture
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mainly benefits owners of land used for cereal crops. The welfare of rural households
declines by 3.2 per cent by 2010 compared with the baseline scenario, but urban
households enjoy a positive welfare impact, of 2.1 per cent.

The EU also derives benefit due to its privileged position as an exporter of
industrial products, towards which domestic demand turns. Its agricultural exportsto
Tunisia do not increase because there has been no change in external barriers. The
increase in total import volume (by 5.3 per cent by 2010 compared with the baseline
scenario) consists aimost exclusively of European industrial products. It is offset by
an increase in industrial exports to the EU and ROW. No real depreciation occursin
this simulation. The cut in support for agricultural activity allows Tunisia’s industrial
competitiveness to improve sufficiently to make up for the increase in imports due to
the rise in urban household incomes.

I ncreased Access to the EU for Tunisian Agricultural Exports (Scenario A3)

The previous two reforms, envisaged by Tunisia, are positive for the European
Union. The abolition of tariffs imposed on EU agricultural exports automatically
improves their competitiveness in the Tunisian market. The reduction in support for
Tunisian agriculture increases, by substitution, the Tunisian demand for industrial
products, of which the EU isa principal beneficiary due to the preferences granted by
Tunisia under the partnership agreement. Tunisia may therefore reasonably seek
reciprocal concessions from its European partner, and this would automatically entail
reform — a very limited one — of the Common Agricultural Policy (CAP)S. No
radical amendment to the CAP can be expected as part of a change in the bilateral
relationship between the EU and Tunisia. It is possible to envisage reform of measures
that relate exclusively to Tunisian products, such as the tariff quotas on vegetable
produce, oils and beverages. Agenda 2000 (European Commission, 1997), which lays
down the broad lines of CAP from 2000 onwards, makes no mention of quota-based
policies with respect to products from the Mediterranean region.

Demand from the European Union is not explicitly specified in the model,
which retains the small-country assumption with Tunisia as price taker. This price is
exogenous, but Tunisia can modify the unit price it receives according to the quantity
exported. By exceeding the quantity for which it has a preferential tariff, it increases
the average tariff imposed upon it (leading to a lower pre-tariff export price), and it
must therefore make greater efforts to be competitive. Equilibrium is reached when
export price reduces production cost to a minimum acceptable level. This mechanism
can be expressed formally as shown below. If exports are taxed on the foreign market
(the equivalent of atariff t), the price at which the exporting nation can sell its goods
changes in the following manner:

Pe, [ Pe,_ =(+1t_)/(1+¢,) 2
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If the average tariff includes two tariff regimes, the export price paid to the
producer will depend on export volume:

Pe|E+t, min|E,El+1, max[E-E 0] |= Eq+1,), 3)
where t,.E, =1, min[Eo,E]HB max[E0 - E,O] and Pe, =1

The scenario simulates a reduction of the preferential and maximum tariffs
imposed by the EU on Tunisian exports of the products mentioned above as follows:
areduction of 25 per cent in 2001 compared with the baseline scenario, 50 per centin
2004, 75 per cent in 2007 and 100 per cent in 2010. The reform has no effect on
activity or on fiscal balance. Its main impact is on the export of oils, which by 2010
rise by 150 per cent compared with the baseline volume, generating unit revenue
gains of 40 per cent. The beverage sector also benefits, but to alesser extent (exports
are up 50 per cent in volume, with unit revenue better by 5 per cent). This growth in
foreign demand leads to demand for agricultural production factors, increasing the
revenue they can generate. Mobile factors also focus on the agricultural and food
processing sectors. The gap in incomes narrows between urban and rural households.
The impact on welfare is very positive for rural households (+2.7 per cent compared
with the baseline scenario in 2010), and only marginally negative for urban ones
(-0.5 per cent).

Within the agriculture and food sectors, production shifts toward exports. The
decline in production competing with imports is offset by growth in imports of
agricultural products. All in al, however, foreign trade tends to lessen in volume due
to the rise in the real exchange rate caused chiefly by increased agricultural wage
levels. Industrial exports and imports decline in volume.

Thus, in the end, the reform is rather favourable to Tunisian agriculture, but its
impact is nevertheless restricted, because the reallocation of agricultural factors to
expanding sectors is slowed by the incentives given to Tunisian farmers to compete
with European producers. Thisillustratesthe existence of an anti-export bias embodied
in domestic agricultural policies, which limits the expansion of agricultural exportsin
which Tunisia enjoys comparative advantage.

Reciprocal Reform of Agricultural Trade between Tunisia and the EU
(Scenario A4)

This simulation integrates the combined effect of all three reforms described
above. It amplifiesthe impact of theindividual reforms taken separately. Itsinfluence
on macroeconomic activity is marginal (+0.5 per cent for GDP by 2010), and its
consequences for fiscal balance are similar to the sum of the negative and positive
effects of the cutsin agricultural tariffs and subsidies. A slight cut occurs in the VAT
rate, to 3.4 per cent in 2010.
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Numerous factor movements occur in agriculture. It devotes amuch larger share
of itsresourcesto export crops. The anti-export bias is now removed. Exports of oils’
rise threefold in volume compared with the baseline level for 2010, and those of
beverages twofold. These two sectors alone account for most of the increase in
agriculture and food exports (export volume rises by 33 per cent overall). Conversely,
agricultural activity is down sharply on the baseline scenario in areas previously
protected or assisted. Hard wheat, and to alesser extent the other industrial crops, are
particularly hard hit: their 2010 production volume is lower than the actual figure for
1992. The other sectors affected (soft wheat, milk, sugar, milling and other food
industries) experience a worsening in their situations compared with the baseline
scenario for 2010, but their production at least tends to rise. Import substitution
compensates for production shortfalls relative to demand and, overall, agricultural
production is down 2 per cent on the baseline figure for 2010. Greater access to the
European market therefore does not offset completely the negative effects of
liberalisation on agriculture, despite a less marked institutional braking effect on the
reallocation of production factors in agriculture. The relative decline in welfare is
0.5 per cent for rural households. The relative gain for urban households is 2.4 per
cent, and the aggregate gain stands at 1.2 per cent relative to baseline GDP for 2010.
Liberalisation of agriculture substantially benefits industry, with production in 2010
up by 7 per cent on the baselinefigure. Industry takes up asignificant share of resources
and urban factor returns rise substantially.

The European Union also benefits substantially from the combined reforms: its
exports to Tunisia are up 10 per cent on the baseline level by 2010. Its imports from
Tunisia also rise, but to a lesser extent, so that from 1992 to 2010 Europe's trade
balance with Tunisiaimproves by TND 0.5bn over the baselinelevel. The EU gainsa
strengthened preferential regime and increased Tunisian demand. Therest of theworld
seesacut in export volume; absolute trade diversion occurs. It issomewhat less marked
thaninthesimulation (A1) of unilateral liberalisation of agricultural trade with Europe,
asasmaller loss of revenue tends to dampen the decline in Tunisian demand for ROW
products.

Multilateral Reform of Agricultural and Industrial Trade (Scenario A5)

This scenario adds to the combined reforms a cut in tariffs on industrial and
agricultural products from the rest of the world, similar to that implemented on
European products. In it, Tunisian agriculture goes irrevocably down the road of
globalisation. It devotes agrowing share of itsresourcesto export crops, which expand
by 40 per cent in volume compared with the 2010 baseline. Although mobile resources
in agriculture are generally smaller than in the previous scenarios, they are more
effectively employed and the revenue they generate declinesless quickly than consumer
prices. As aresult, the real income of rural households increases. There is a general
opening of the country to trade; total exports are up 14 per cent and imports 15 per
cent. GDP expands by 1.2 per cent, despite an increase in VAT. For the first time,
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gains in welfare are positive for both rural and urban households, but they remain
unequal. Urban househol ds see their available income rise by 4.5 per cent; rural ones
gain by only 0.2 per cent. The gap is even more striking in absolute terms, because
the marginal gain generated by the reform is approximately eighty times greater for
urban than for rural households. The aggregate improvement in Tunisian welfare by
2010 equates with arise of 2.5 per cent in GDP over the baseline scenario.

Trade diversion disappears. Importsfrom therest of theworld take asignificantly
greater share of the Tunisian market than in the baseline scenario. Europe continuesto
benefit from Tunisian domestic reforms, but its exports rise less quickly than in the
previous scenario. ltstrade balance with Tunisiaremains positive and unchanged from
the baseline scenario in 2010. Theincrease in household incomesin Tunisiaal so tends
to reduce migrant pressure.

One final scenario could be envisaged, in which all trade with all partners is
liberalised without awaiting any corresponding concession from the EU. This policy
produces more limited gainsin welfare at the aggregate level than the policy described
above (2.1 per cent against 2.5 per cent), and it is particularly detrimental to rural
households, whose welfare is sharply down on the baseline scenario by 2010 (-3.1 per
cent).

Conclusion

The ingtitutional attachment of Tunisia to the European Union provides it with
an opportunity to leave behind its policy of agricultural self-sufficiency. This costly
policy does allow the loss of purchasing power of rural households, which are already
much worse off than urban ones, to be mitigated. In this setting, one can envisage
changes in agricultural policy only if they do not degrade the situation of rural areas
even further. A quarter of the country’s population is involved directly or indirectly.
Given significant reall ocation costs (Rutherford, Rustrém and Tarr, 1995), it probably
is more appropriate, where the gain in aggregate welfare is similar, to opt for any
policy which reduces as far as possible the loss of welfare in rural households.

This paper suggests that a unilateral reduction in the protection and support of
Tunisian agriculture is not likely to improve the situation of rural communities. Nor
isit likely to improve significantly the wealth of the Tunisian economy, of which a
part could beindirectly redistributed to rural householdsto offset their losses. Tunisian
agriculture’slimited capacity for reall ocation and adjustment can explain thisnegative
outcome. The sector seemsto enjoy arelative advantagein tree cropsand their derivatives
(olives specifically), but its production capacity is nevertheless limited by the very
nature of those crops, with their very long investment payback periods, and by the
constraint imposed by natural resources. Moreover, the tariff-quota policy currently
applied by the EU under the CAP acts as a brake on any expansion of Tunisia's
potential commercial outlets.
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Reform of Tunisian agriculture can be viable only if accompanied by greater
access to the European market for the country’s exports. Tunisiawould be entitled, as
part of a deepening of its partnership with the EU, to ask for concessions of thistype.
The liberalisation of its agriculture would be of significantly benefit the EU, for two
reasons. First, the EU would gain a great deal from reductions in the tariffs imposed
on its agricultural exports to Tunisia, as well as from cuts in domestic support for
agriculture in Tunisia; this support essentially covers products competing with those
of the EU. Second, the rise in incomes of urban households generated by agricultural
reform would lead to a significant increase in the demand for industrial imports,
which the EU, with its preferential access, would largely capture at the expense of the
rest of the world. A scenario like this would limit the loss of welfare in rural
communities, and the resulting gain for the Tunisian economy would allow the losses
that rural households do incur to be largely offset. EU trade concessions therefore
have critical importance for agriculturein Tunisia. They very probably will determine
whether reform in the sector is politically feasible.

That the devel opment of Tunisian agriculture depends heavily onitsrelationship
with the EU does not mean that Tunisia could not derive benefit from multilateral
liberalisation of its foreign trade. In deciding to grant the same trading privileges to
its other partners, it would maximise its potential for growth while minimising losses
in agriculture. The EU would lose commercial outlets for its exports, but it would
gain from the stability and economic development of Tunisia.
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Notes

The Uruguay Round incorporated the GATT within the World Trade Organisation
(WTO), to which Tunisia has acceded as well.

See Chemingui and Dessus (1999) for a precise description of the SAM, as well as for
the detailed results of the simulations presented in this paper and a sensitivity
analysis.

In constructing the baseline scenario, a figure is defined for the rate of growth in the
economy. Total factor productivity will then be endogenous. When simulating
alternative policies, the previously estimated total factor productivity becomes
exogenous and gross domestic product endogenous.

This effect could be increased by the expected rise in world food prices following
the implementation of the Uruguay Round Agreement on Agriculture (Goldin,
Knudsen and van der Mensbrugghe, 1993), which is not taken into account here.

The chosen yardstick for welfare is the assessment of compensatory variation
proposed by Sadoulet and de Janvry (1995). If E is the monetary equivalent of the
utility function, and y is the available income, then measurement is as follows for
period t:

(y*-y)—(E(p*,u)— E(p,u))

where u is utility, p the price system, and the star exponent the reform. The first term,
y* -y, measures the gain (or the loss) of revenue caused by the reform. The second
term measures the revenue needed after the reform to obtain the same level of utility
as before the reform.

In 1996, Tunisian exports accounted for 0.6 per cent of EU imports compared with
the rest of the world. In 1995, Tunisian imports accounted for 0.7 per cent of EU
exports to the Rest Of the World (Bayar, 1998).

Exports of olive oil rise much more rapidly than total production of olive ail, which
by 2010 is up only 17 per cent on the baseline figure (due to the resource constraint
on land for tree crops). Exports substitute for production intended for the domestic
market. Conversely, imports of groundnut oil and sunflower-seed oil from Europe
jump by a factor of 3.5 in volume in order to satisfy domestic demand.
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PART THREE

THE OPTIMAL M1x OF REGIONAL
TRADE AGREEMENTS (RTAs)






Chapter 8

Overlapping Free Trade Agreements
in the Middle East and North Africa:
Economic I ncentives and Effectsin Egypt

Bernard Hoekman, Denise Konan and Keith Maskus

I ntroduction*

Trade liberalisation figures prominently on the policy reform agenda of the
Government of Egypt. Tariffsand other barriersto trade have been reduced significantly
sincethe late 1980s. Egypt has also participated in multilateral agreementsto liberalise
thetraderegime— e.g. through binding itstariffsinthe GATT and agreeing to eliminate
guotas on textile imports. Preferential trade liberalisation, under which trade barriers
arereduced for only asubset of trading partners, has always been important in Egypt’'s
trade policy. The country is far advanced in negotiations with the EU to sign an EMA
establishing a bilateral FTA, which will lead to the elimination of import duties and
other barriers to trade on goods of EU origin over twelve years. These developments
imply that by 2010 alarge proportion of Egypt’simportswill enter the country without
encountering tariffs. In the context of the Arab League, Egypt accords preferential
treatment to imports of Arab countries. Most recently, agreement was reached in the
Arab League to establish a free trade agreement (FTA) over a 10-year period starting
in 1998

Over fifty years ago, Viner (1950) argued that the tariff discrimination implied
by an FTA would have two effects. First, members would import some products from
firmslocated in a more expensive partner country, rather than from cheaper suppliers

* We are grateful to Nancy Benjamin, Ahmed Galal, Wafik Grais, Robert Lawrence, Hans
Lofgren, Arvind Panagariya, Will Martin, Maurice Schiff, and Arvind Subramanian for
helpful comments and suggestions, to Sandy Yeats and Francis Ng for data and to Lili
Tabada for secretarial assistance. The views expressed are personal and should not be
attributed to the World Bank.
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located in non-member countries. Second, inefficient domestic production would be
replaced with purchases from lower cost producers|ocated in other member countries.
Viner argued that if the first effect (trade diversion) was greater than the second one
(trade creation) an FTA might result in lower welfare for amember country. Although
the concepts of trade diversion and creation are inadequate measures of the welfare
effects of regional integration efforts, the standard policy prescription for reducing
the opportunity costs associated with an FTA is to lower average trade barriers on
rest-of-the-world imports. Similar incentives arise if large countries negotiate many
bilateral FTAs with trading partners. The resulting “hub-and-spoke”’ nature of the
FTAsmay giveriseto“investment diversion” to the hub country, because firmslocated
in the hub have duty free accessto all “spoke” countries. The potential for investment
diversion can be reduced only if all trading partners remove barriers on each other’s
trade — co-operation is required. The recent Arab League FTA may, to some extent,
have been motivated by a desire to avoid the negative implications of the emerging
hub-and-spoke network of bilateral Euro-Med agreements?. Non-member countries
“left out” of an FTA will aso have an incentive to seek reductions in the external
barriers imposed by FTA members. This may be reflected in pressure to engage in
multilateral trade negotiations in the WTO. Alternatively, non-members may seek to
negotiate FTAs in turn or to accede to the initial FTA.

The potential economic implications of an EMA for the Egyptian economy
have received a number of analyses in the literature (Galal and Hoekman, 1997a).
This paper builds on previous studies by exploring the potential economic impact of
FTAsbetween Egypt, the EU and the Arab L eague, with potential expansion toinclude
an Egyptian-US FTA. The United Statesis asignificant supplier to Egyptian markets,
second behind the EU, and there may be significant incentives created for both Egypt
and the USA to conclude an FTA, given the realisation of free trade between Egypt
and Europe and the Arab League.

Structure of Trade and Trade Policy

Egypt’s bilateral trade can be separated into flows to and from four regions: the
EU (including Turkey)?, the Arab League, the United States, and the rest of the world
(ROW). In general, Egypt’s trade is dominated by transport services (largely because
of the Suez Canal), ail, tourism, textiles and clothing. The EU is Egypt’s largest
trading partner, accounting for roughly 40 per cent ($4.5 billion) of merchandise
imports in 1995 and absorbing 45 per cent ($1.6 billion) of total exports. In second
place is the Arab League which accounted for nearly $550 million (16 per cent) of
Egyptian goods exports in 1995. Shares of exports to Arab markets are greater than
50 per cent of total exports in a number of product categories, such as processed
foodstuffs, wood products, paper and printing, glassand mineral productsand transport
equipment (Table 8.1). In contrast, Egypt’s exports to the United States concentrate
heavily in textiles and clothing. They totalled $520 million in 1995.
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On the import side, Egypt imports heavily from the EU and the United States,
with the latter accounting for $2.2 billion of Egyptian importsin 1995 (19 per cent of
total imports)*. On the other hand, Egypt importsrelatively little from the Arab L eague
states, mainly petroleum products, beverages, and textiles and clothing. Despite their
relatively large presence in production, vegetable foodstuffs and food processing are
major import goods, as are machinery and chemicals.

These datayield two conclusions. First, although the EU isby far Egypt’slargest
trading partner, trade flows are rather diversified. The non-Arab, non-EU, non-US
“rest of the world” provides 34 per cent of imports and takes 25 per cent of exports.
These numbers suggest a significant potential for trade diversion from a preferential
trade agreement with just one of Egypt’'s magjor trading partners.

Second, services play an important role in Egypt’s current account. Asthere are
no disaggregated data available on services trade or its breakdown by region, the
modelling exercise that follows assumes that the Arab L eague region has a40 per cent
export share; the EU 25 per cent; and the USA 7 per cent (see Table 8.1). The Arab
shareisassumed to be higher than for merchandise, reflecting the similarity in language,
theimportance of proximity for service delivery, and the prevailing policy of favouring
Arab services-related investment®.

Trade Policy

Although tariffs have declined in recent years — the maximum was recently
reduced to 50 per cent — the import-weighted average tariff, at around 20 to 25 per
cent, remains relatively high. Tariffs on inputs are often lower than those applied to
final goods, leading to effective rates of protection that are often a multiple of nominal
rates (Kheir el Din and El Sayed, 1997; Hoekman and Djankov, 1997b)¢. All
guantitative restrictions have been abolished except for those on imports of textile
products, and they are scheduled for elimination in coming years as part of Egypt’s
commitments under the Uruguay Round’.

Astariffs and quotas have declined, administrative control of theimport process
has become more prominent and important. Such controls and “red tape’ occur in
customs clearance procedures, the enforcement of national health and saf ety standards
and the logistics involved in moving shipments to, through and from ports. These
controlsimposereal trade costs on the private sector, both directly in terms of financial
chargesand indirectly through the opportunity costsof delays. For example, the Genera
Organization for Export and Import Control (GOEIC) inspects al consignments of
goods entering Egypt that are subject to quality-control standards. As of 1994 some
1550 tariff lines or 25 per cent of the tariff schedule were subject to such control <.
Aswith tariff rates, many of which escalate sharply, fees for goods intended for retail
sale were generally at least twice as large as those that applied if further processing
occurred in Egypt.
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Customs clearance practices a so increase expected costs for businesses. Practices
for valuing goods are problematic. Assessed values are frequently reported to exceed
invoicevalues, and applied tariffsmay be amultiple of the statutory rate®. Fees charged
by the public companies providing port services for handling and storage of goods are
much higher than in neighbouring countries or nations with which Egypt competes,
while these companies do not provide quality service in return. Maritime shipping is
also a monopoly of the state-owned Egyptian Maritime Navigation Company, which
is reflected in maritime transport costs for shippers 25 per cent higher than those
confronting competitors in neighbouring countries for equivalent routes.

A number of initiatives have been taken in recent yearsto study and reduce red-
tape costs. Documentary requirements have been simplified, the incidence of stamp
dutiesreduced, and feesfor port and related serviceslowered. The shipping monopoly
isbeing abolished. Whiletheseinitiatives have improved the situation, much remains
to be done. In principle, implementation of FTAs could help to achieve areduction in
red-tape costs through simplification and abolition of administrative controls and
harmoni sation and mutual recognition of standards. If extended to includeliberalisation
of trade and investment in services aswell as merchandisetrade, input costsfor export-
oriented producers would fall even farther. The analysis here explores the relative
importance of reducing tariffs, removing red-tape costs, and improving the efficiency
of the services sectors through raising quality and lowering costs.

ThreeLiberalisation Scenarios

The model used in this paper to analyse the effects of varioustrade liberalisation
scenarios is a standard, single-country, competitive, computable general equilibrium
model (see the Methodological Appendix). Three preferential trade-liberalisation
scenariosfor Egypt areanalysed. Thefirst assumesthat Egypt implementsapartnership
agreement with the European Union along with the Arab League FTA. Under the
former, Egypt removes all tariffs on EU goods™, and the EU responds by providing
somewhat improved access to its markets. This access is assumed to be equivalent to
a1 per cent increase in export pricesto the EU for all commodities except agriculture
and clothing, where a 2 per cent terms of trade improvement occurs. We posit these
limited impacts because Egypt already enjoys duty-free access to EU markets for
manufacturesandisnot likely to obtain significantly better market accessfor agricultural
produce®.

The Arab League FTA is a standard preferential trade agreement that involves
the elimination of tariffsonintra-Arab trade in merchandise. As mentioned previously,
little is known regarding the tariffs that are effectively applied on intra-Arab trade
flows. Because the Arab region is both a major destination of Egyptian exports and
tariff levels in the Arab region are significantly higher than those applied in the EU
and US markets, liberalisation of Arab trade barriers could have a major impact on
Egyptian welfare. The scenarios assume that applied Arab tariffs on intra-Arab trade
are 60 per cent of the statutory MFN rates®,
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A potentially important aspect of any FTA is an associated reduction of
administrative and other non-tariff barriers to Egyptian trade. Although the draft
EMA devotes considerable attention to theseissuesinsofar asthereare Articlesdealing
with technical and financial assistance to ensure greater harmonisation and upgrading of
customs, standards-related ingtitutions, and infrastructure, there are no explicit Egyptian
commitmentsto undertake action in these areas. Nor does the agreement commit Egypt to
any actions to liberalise access to its service markets or to grant a general right of
establishment for foreign investors. The analysis therefore assumes that the EMA and
Arab League agreementswill do nothing to removethe various NTBs discussed earlier.

The second scenario adds a shallow Egypt-US FTA to this mix. Thisinvolves
Egypt eliminating al tariffs on imports from the United States, which grants Egypt
duty-free and quota-free access to its markets. As with the EU, given that US trade
policy towards Egypt isdready quiteliberal, Egypt haslittle to gain in terms of improved
access. One can assume therefore that Egypt’s export prices to US markets increase by
only 1 per cent. For agricultura products and clothing, however, two commodities where
the US does not currently allow free access, assumed export pricesincrease by 8 per cent.

The third scenario attempts to evaluate the effects of implementing a “WTO-
Plus’ agreement with the United States. Thisgoes beyond the“ shallow” FTA scenarios
by eliminating not only tariffs but also all the NTBs applying to both goods and
services in Egypt. The motivation for this assumption is that a WTO-Plus agreement
must extend to investment and trade in services— no “opting out” would be allowed
in these areas, in contrast to the EMA and Arab League agreements. It is assumed
further that the elimination of NTBsis applied on anon-discriminatory basis. That is,
all traders benefit from the associated cost reductions™.

Two final scenarios analyse the implications of non-discriminatory, unilateral
elimination of all tariffsand NTBs. The first assumes that Egypt does this on its own.
As aresult it does not benefit from preferential access to EU, US and Arab markets,
but it also is not subjected to the trade diversion costs associated with FTAs. The
second assumes that Egypt unilaterally liberalises its trade regime on a non-
discriminatory basis, and that the EU, the Arab League and the United States do the
same. Given that the EMA and the Arab League FTA should be implemented by
2010, thisis amore realistic appraisal of non-discriminatory liberalisation by Egypt.
The various preferential scenarios are summarised bel ow?:

Shallow EMA and Arab Egypt eliminates all tariffs with EU and Arab League (except

League FTAs BEV and TOB). EU grants improved market access, increasing
agriculture and textile prices by 2 per cent and all other goods by
1 per cent, and Arab League countries eliminate their tariffs
(except BEV and TOB) with Egypt.

Shallow EMA, Arab and Same as above, plus Egypt eliminates tariffs with the United

USFTAs States. The United States grants improved market access in
agriculture and clothing, with export prices rising by 8 per cent.
All other export prices increase by one per cent.

EMA and Arab FTAs Combines first scenario with a deep integration agreement with
with aWTO-Plus the United States. The latter is assumed to result in the removal
agreement with US of all NTBson anon-discriminatory basis.
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Gains from Shallow I ntegration

According to the results of these simulations, the joint EMA and Arab League
FTAs generate an estimated welfare gain of 1 per cent over benchmark 1994 level s,
and the trade-weighted average tariff rate falls to 4.1 per cent (Table 8.2). Estimated
gains for trade creation, $252 million, are slightly higher than trade-diversion losses
(%233 million)Y". Trade creation isdefined asthe sum of import trade creation (consumer
surplus net of tariff losses) plus export trade creation (change in producer surplus on
trade with the partners)®®. Trade diversion comprises the loss of tariff revenues on
imports from non-FTA members resulting from a substitution to partner imports.

Table 8.2. Shallow Integration: Welfare and Fiscal Impact of a US-Egypt FTA

EMA-Arab FTAs EMA, Arab and USFTASs
Changein Welfare (%) 0.99 1.26
Changein GST (%) -2.88 5.26
Average tariff (%) 411 2.65
Trade Creation ($mn) 252 342
Trade Diversion ($mn) 233 197

A particularly striking result is that the General Sales Tax (GST) can be lowered
dlightly following the implementation of the FTAs. This arises because of an increase
in domestic tax collection as economic activity increases in sectors that are relatively
heavily taxed. Thus, despite a significant decrease in tariff collections following
implementation of the FTAs, government budget neutrality implies areduction in the
GST. This reflects that the tariff elimination induces resources and consumption to
move into sectors subject to relatively high GST rates (as well as other taxes). Of
course, this will occur only if GST revenues are actually collected. It should also be
kept in mind that this result emerges once the adjustment to the new set of incentives
has been compl eted and resources have been reall ocated across sectors. During thetransition
to the new equilibrium, the government will most likely confront adeclinein revenues®.

A shallow FTA between the United States and Egypt that islimited to the abolition
of tariffs would benefit Egypt in that welfare would rise relative to the EMA-Arab
FTAs by some 25 per cent, to 1.26 per cent of GDP (Table 8.2, last column). In part
this comes from the elimination of some of the trade diversion that would otherwise
occur; trade creation now becomes significantly larger than trade diversion. The
extension of duty-free treatment to imports from the United States leads to afall in
the import-weighted average tariff rateto only 2.6 per cent. It now becomes necessary
to increase the GST by about 5 per cent to maintain budget neutrality. The positive
welfare impact suggests that Egypt has an incentive to negotiate such an FTA.

In summary, in the two shallow FTA scenarios, the most significant change in
trade flows (in percentage terms) occurs with the Arab League. Total imports from Arab
countries rise by 33 per cent, while exports to the Arab League increase by 44 per
cent. Given that Egypt traditionally exports much more to the Arab region than it
imports from it, the Arab League's share of total Egyptian exports rises from 31 per cent
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t0 40 per cent. Thislargeincrease reflects how the greatest improvement in market access
for Egyptian exports resulting from the two FTAs occurs in the Arab markets. Tariffs
are significant in the Middle East, even taking account of the assumed 40 per cent
preference margin. Trade with the EU is already duty-free, so that the effect of an
EMA with it is much smaller. The assumed exogenous rise in export prices to the EU
is nonetheless quite important. Without this assumption, Egypt’s exportsto the EU fall by
2.5 per cent (not reported) rather than rise by 2.8 per cent as reported in Table 8.2. The
rise in welfare also becomes significantly less, falling to 0.81 per cent (not reported).

One might question the magnitude of the increase in exports to the Arab League,
giventhat theseare not large markets. Yet it is often noted that intra-regional trade between
Arab League countriesiswell below its potential, especialy if the Persian Gulf states are
excluded. Intra-regional trade represents less than 3 per cent of the total trade of Middle
East and North African countries. Given the potential for further specialisation and intra-
industry trade, intra-regional trade should be ableto grow substantially (Havrylyshyn, 1997).

If ashallow FTA with the United States were added to the other two FTAS, total
Egyptian imports from the United States would rise by $629 million (or 22 per cent)
relative to the benchmark, compared with aloss of $412 million otherwise (Table 8.3).
Therest of the world (ROW), not surprisingly, will likely lose from the various FTA
combinations. Under the EMA and Arab League FTAsthe ROW share of total imports
falls by 25 per cent; it drops by 30 per cent with a complementary shallow FTA with
the United States added (not reported).

Table8.3. Shallow Integration: Impact on Trade Flows
(percentages and $ million)

EMA-Arab FTAs EMA-Arab-USFTA
Share of EU intota exports 310 305
Share of EU in tota imports 54.7 50.5
Share of USin total exports 4.2 5.2
Share of USin total imports 141 20.1
Share of Arab League in total exports 40.3 40.2
Share of Arab Leaguein total imports 5.0 a7
Exportsto EU ($ million) 49 43
Imports from EU ($ million) 1990 1530
Exportsto US ($ million) -16 40
Imports from US ($ million) -412 629
Exportsto Arab League ($ million) 586 600
Imports from Arab League ($ million) 170 138
Exportsto EU (% growth) 32 2.8
Imports from EU (% growth) 38.2 29.3
Exportsto US (% growth) -7.0 175
Imports from US (% growth) -14.3 219
Exportsto Arab League (% growth) 4.4 45.8
Imports from Arab L eague (% growth) 333 26.7
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Gains from Deeper | ntegration

A WTO-Plus accord would bring significantly more benefit to Egypt than the
shallow FTAs (Table 8.4). Such an agreement might entail liberalisation of investment
(national treatment, right of establishment, binding arbitration), service markets and
government procurement, as well as disciplines to ensure that domestic legislation
and regulations are applied correctly and transparently. This would imply that over
time service-sector inefficiencies would be removed and prevalence of import- and
export-related NTBs would be attenuated. It is assumed that this elimination benefits
all trade by affecting domestic regul atory proceduresthat tend to be applied identically
to all traders and investors®.

In this deeper integration scenario, the positive welfare impact of eliminating
NTBsaswell astariffsrisesto 1.8 per cent of GDP (an increase of almost 50 per cent
relative to the EMA and Arab FTAS). Trade creation is almost three times larger than
trade diversion, and the absol ute magnitude of diversionislower than under the shallow
FTA options, suggesting that the ROW may be somewhat less damaged as well. The
underlying trade volumes also increase significantly (not reported). Total importsrise
by 25 per cent in volume, while exports increase by over 30 per cent.

This suggests that the total “opportunity cost” of not pushing for aWTO-Plus
agreement, given the implementation of the EU and Arab L eague agreements, is some
$1.5 billion ($1.1 billion plus $400 million). The WTO-Plus also leads to significant
increases in exports to the EU and the United States, as Egyptian industries benefit
from the reduction in real costs associated with producing for export. Exports to the
EU rise by one-third, while those to the US increase by over half. The total value of
exports rises more than 40 per cent, as compared with only 15 per cent under a set of
shallow FTAs (not reported).

It iswell known that preferential trade liberalisation is an exercise in the second
best. If barriers to foreign competition could be removed on a non-discriminatory
(MFN) basis, associated welfare gains will be higher than if they are limited to only a
subset of trading partners. For comparison, the results of two unilateral liberalisation
programmes are included (Tables 8.4 and 8.5)*. Welfare under MFN liberalisation
(tariffs and NTBs) rises by 25 per cent relative to what would obtain under a WTO-
Plus agreement, assuming that the Arab League, the EU and the United States also
liberalise access to their markets. This does not occur if the Arab League maintains
trade barriers against Egypt, in which case the predicted increases in exports to Arab
countries are also much smaller. One can al so see significant trade diversion associated
with a WTO-Plus. Increases in imports from the United States, the EU and Arab
countries are about $1.7 billion less under a unilateral liberalisation scenario not
associated with areduction in Arab League trade barriers. As total trade increases by
roughly the same order of magnitude under both the WTO-Plus and unilateral
liberalisation options, this is trade that is diverted from the rest of the world.

178



Table 8.4. Deep Integration: Impact of a WTO Plus Agreement

EMA-Arab FTA Unilateral Liberalisation EMA-Arab FTA
witha WTO Plus of Tariffsand NTBs with Unilateral Liberalisation
of Tariffsand NTBs
Change in Welfare (%) 1.84 151 231
Change in Indirect Taxes (%) 6.1 26.0 22.8
Average tariff (%) 2.6 0 0
Trade Creation ($ million) 450 - -
Trade Diversion ($ million) 170 - -
Table8.5. Deep Integration: Impact on Trade Flows
(percentage and $ million)
EMA-Arab FTA Unilateral Liberalisation EMA-Arab FTA

withaWTO Plus of Tariffsand NTBs with Concerted Unilateral
Liberalisation of Tariffs
and NTBs
Share of EU intota exports 34.2 37.0 34.0
Share of EU in totd imports 50.8 431 43.0
Share of USin total exports 5.9 5.7 4.6
Share of USin total imports 20.2 17.7 17.7
Share of Arab Leaguein total 341 26.5 35.9
exports
Share of Arab Leaguein total 4.3 3.7 37
imports
Exportsto EU ($ millions) 478 628 540
Imports from EU ($ million) 2 467 1315 1490
Exportsto US ($ million) 115 105 52
Imports from US ($ million) 1119 627 717
Exportsto Arab League 546 123 720
($ million)
Imports from Arab League 150 70 83
($ million)
Exportsto EU (% growth) 318 41.8 36.0
Imports from EU (% growth) 47.3 253 28.6
Exportsto US (% growth) 51.3 46.5 229
Imports from US (% growth) 38.8 217 250
Exportsto Arab League 414 9.4 545
(% growth)
Imports from Arab League 294 137 16.2
(% growth)
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Conclusion

The welfare implications of the EMA and Arab FTAs for Egypt are positive.
Yet these gains are much smaller than what could be achieved if these agreements
were used to eliminate not just tariffs but real NTB-related trade costs as well. Neither
of the two shallow FTAs will do much to achieve a significant reduction in NTBsin
the short to medium run, although the EMA has the potential to do so. A potential
Egypt-US FTA will likely resemble the NAFTA, and the United States may well seek
to conclude an agreement that goes further than NAFTA. Such an agreement would
help to reduce the trade-diversion costs for the United States associated with the EMA
and Arab League FTAs. More importantly from an economic perspective, it would
generate asignificant increase in Egypt’s welfare by helping to reduce the prevalence
of non-tariff barriers and red-tape costs. Welfare under a deeper integration agreement
such asaWTO-Plus may be greater by some 50 per cent, assuming that the reduction
in NTBs applies not only to US imports but also to all goods and services.

The rest of the world, however, will likely feel adverse effects from the
implementation of the FTAs. The share of total imports originating from it declines
significantly under the FTA scenarios, and this is costly to Egypt as well. The
government should therefore continue to pursue liberalisation of its external trade
barriers in conjunction with the implementation of the various FTAs. Assuming the
EMA and the Arab League agreements are fully implemented and access to these
markets becomes assured, Egypt stands to benefit from a strategy of complementing a
WTP-plus agreement with a process of unilateral liberalisation.
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M ethodological Appendix

It isassumed that EQypt is a price taker on world markets. Thus, policy changes
are assumed not to alter prices significantly in other regions of the world?. To take
into account the impact of the different FTAs noted earlier, Egypt’s trade flows are
broken down across the three major country groups of interest (EU, Arab League,
United States), with all other trade flows collected into a residual ROW. Statutory
MFN tariffs, scaled for consistency with reported tariff revenues, are assumed to
apply to imports from each of these regions in the benchmark case. These tariffs are
weighted across sub-sectors by global import shares. To take into account existing
preferential trade within the Arab region, applied tariffs on intra-Arab trade are set at
40 per cent of the MFN levels®.

Following standard practicein theliterature, final outputs are produced according
to a Leontief function using intermediate inputs and real value added. A constant
elasticity of substitution (CES) production function describes the substitutability
between labour and capital inputs in producing real value-added. Intermediate inputs
and final goods are differentiated by country of origin according to the Armington
assumption, so that export and import prices differ across regions®. In each sector,
demand for domestically produced and imported goods is represented by a CES
function, and intermediate imports are also differentiated by region of supply in a
CES structure. Similarly, Egyptian industries supply regionally differentiated goods
to both domestic and foreign markets (exports). Production follows a nested two-
stage constant elasticity of transformation (CET) function. Total output isfirst calcul ated
as the sum of domestic supply and total exports, with the latter then being allocated
across regions (EU, US, Arab League, and ROW) according to a sub-CET function.

A representative consumer maximises a nested CES utility function with a
corresponding multi-staged budget constraint. She receivesincomefrom primary factors
(Iabour and capital), net transfers from the government and the current-account deficit,
as well as any net economic rents from the operation of non-tariff barriers to trade.
The cost of living index associated with the utility function is chosen as numéraire.
Changesin aggregate consumption are adirect measure of welfareimpacts (“equivalent
variation”). Capital is assumed to be partially mobile in the sense that there are a
number of resource-constrained sectors, taken to be agriculture (VG1, VG2, ANI)),
mining (OIL, MIN), utilities (ELE), and transport (TRN). In all other sectors capital
is freely mobile. The intention underlying this assumption is to capture the strong
possibility in Egypt of resource constraints that limit inter-sectoral factor flows and
output changes. In particular, Egyptian experts seem concerned about the ability to
expand agricultural production in the face of significant water scarcities. There are
also constraints on output in crude petroleum and the Suez Canal, with the latter
problem justifying inclusion of the transport sector.

181



Intermediate inputs are disaggregated into domestic sources and imports, to
incorporate importing costs and tariffs in purchases for the production sector. Sector-
specific proportionate import costs and export costs capture theimpact of administrative
NTBs, or “red tape’. As mentioned previously, significant NTBs in Egypt include
licensing fees, inspection delays, monopoly port charges, difficulties dueto inadequate
transport facilities, excessive and arbitrary enforcement of product standards, and
restrictive licensing schemes and qualification requirements for professional service
providers. These NTBs drive wedges between home and foreign prices. Conservatively,
it is assumed that there are no resource-using, rent-seeking costs in the economy, so
that NTB “taxes’ represent a pure transfer among domestic agents. The “revenues’
are alocated to the representative agent, so that a reduction in import NTBs simply
increases her purchasing power?,

As any FTA will have a direct impact on government finances in Egypt —
import duties constitute over 15 per cent of tax revenues and over 10 per cent of total
current revenues (including transfers from public firms)?® — account is taken of the
fiscal consequences of tariff reform. It is assumed that the government operates under
afixed deficit constraint so that changes in tariff collections are compensated by an
endogenous domestic tax changeto ensurethat liberalisation isrevenue-neutral . Required
changes in domestic tax collections are achieved by varying the Goods and Service
tax (GST), a sales tax that applies to final consumption and capital investment of
domestic goods and imports, but not to exports”. As shown in Appendix Table 8.A1,
the GST is applied on sales of goods and services at rates ranging from zero to 25 per
cent; the standard rate is 10 per cent®,

Two standard closure rules are imposed: the savings-investment balance and a
fixed current account balance. The first is based on the assumption that the capital
stock is exogenously fixed at the benchmark level and is financed through forced
consumer saving that acts as a direct (lump-sum) tax. A capital good is modelled as
composite goods of fixed composition. Firms buy composite capital according to
their preferences. The interest rate (an index price of the composite capital stock) is
endogenous and determined by factor-demand conditions®. Foreign currencies are
scaled so that the appropriate GDP deflator (“world price index”) is unity. Keeping
the current account fixed while international prices are constant is accomplished by
means of a change in the home “real exchange rate”’, which refers implicitly to a
change in the home price index (generated by changes in price of home-produced
goods) sufficient to sustain aconstant current-account deficit measured at world prices®.
Because the current account isin deficit, it represents an addition to the representative
agent’s income through exogenous capital inflows.

The data for the model consist of a Social Accounting Matrix (SAM) and other
parameters, such as elasticities of substitution and transformation®, import and export
trade flowsby region, and tax and tariff rates. These dataare assembled into aconsistent
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Appendix Table 8.A1. Government Policy and Elasticity Parameters

(percentages)
SECTOR GST 1994 (%)’ Egypt's Tariff-94 Arab MFN Tariffs  Capital-labour
(import \[geighted) elasticity of
substitution
AGRICULTURE, MINING
1. Vegetable products, foodstuffs (VG1) 0.0 25 6.3 0.95
2. Vegetable products, non-foodstuffs (VG2) 10.0 6.7 28.9 0.95
3. Animal products (ANI) 0.0 44 6.7 0.95
4. Crude petroleum and natural gas (OIL) 0.0 8.2 29 0.43
5. Other extractive industries (MIN) 10.0 7.0 15.6 0.43
MANUFACTURING
6. Food processing (FOO) 0.0 6.8 18.3 0.95
7. Beverages (BEV) 10.0 953.2 14.8 0.95
8. Tobacco products (TOB) 10.0 65.5 83.1 0.95
9. Cotton ginning and pressing (TX1) 10.0 17.3 24.9 0.93
10. Cotton spinning and weaving (TX2) 10.0 233 174 0.93
11. Clothing: assembled and pieces (CLO) 10.0 53.7 325 1.19
12. Leather products, excl. shoes (LEA) 10.0 3438 44.6 0.75
13. Shoes (SHO) 10.0 51.8 36.9 0.75
14. Wood, excl. furniture (WOO) 5.0 8.1 28.1 0.93
15. Furniture (FUR) 10.0 46.9 34.9 0.93
16. Paper and printing (PAP) 0.0 133 18.6 1.00
17. Chemical, excl petroleum (CHE) 5.0 8.9 17.6 1.01
18. Petroleum refining (PET) 0.0 7.1 20.0 0.43
19. Rubber, plastics and products (RPL) 10.0 15.6 24.7 0.97
20. Porcelain, china, pottery (POR) 10.0 435 21.3 0.93
21. Glass and products (GLA) 10.0 29.6 17.2 0.97
22. Mineral products, n.e.i. (MPD) 5.0 18.1 12.7 0.43
23. Iron, steel, other base metals (MET) 10.0 17.2 32.6 0.43
24. Machinery and appliances (MAC) 250 17.9 19.9 1.20
25. Transportation equipment (TRA) 250 41.2 56.6 1.88
26. Other manufacturing (OMF) 10.0 19.3 24.9 1.19
SERVICES AND OTHER
27. Electricity, gas, and water (ELE) 25 0.0 0.0 1.88
28. Construction (CON) 10.0 0.0 0.0 1.99
29. Trade (TRD) 8.0 0.0 0.0 1.28
30. Restaurants, hotels, coffeehouses (RES) 8.0 0.0 0.0 1.99
31. Transport and storage (TRN) 0.0 0.0 0.0 1.88
32. Communications (COM) 5.0 0.0 0.0 1.99
33. Financial establishments (FIN) 8.0 0.0 0.0 1.99
34. Insurance (INS) 0.0 0.0 0.0 1.99
35. Real estate and business services (HSG) 8.0 0.0 0.0 1.99
36. Social and community services (SER) 10.0 0.0 0.0 1.99
37. Recreational and cultural services (REC) 8.0 0.0 0.0 1.99
38. Personal services (PER) 10.0 0.0 0.0 1.99

Adjusted to be consistent with the real value of the 1990 government deficit.

In simulations, it is assumed that applied rates are 60 per cent of these MFN rates.
Source:  Based on Maskus and Konan (1997) and authors' calculations.
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set of relationships between intermediate demand, final demand, and value-added
transactions using the 1989/1990 input-output table for Egypt, updated to incorporate
trade and tax policies and trade shares as of 1994%. Trade and tariff data by 8-digit
HS line were aggregated to the input-output sectoral basis using import weights
consistent with the concordance between the input-output table and the tariff
classification. From these data, regional trade shares for 1994 were applied to 1990
trade volumes on the input-output basis®. As Egypt does not realise the full revenue
that would be obtained if statutory tariff rates were applied to all imports because of
various exemptionsfor duty drawback provisionsand investment incentives, weighted
legal tariff rates were scaled downward (by some 20 per cent) to ensure consistency
with total import duty collections in 1994. To take into account the existence of
quantitative restrictions on imports of textiles and clothing, the statutory MFN rates
for this sector have been doubled. It is assumed further that the cost impacts of red
tape on merchandise imports and exports are 10 per cent and 5 per cent respectively.
Egyptian import and export NTBs with Arab countries are assumed to be half those
facing other trading partners (5 per cent and 2.5 per cent, respectively, on imports
and exports of goods), reflecting past integration efforts within the region. Asreliable
quantitative measures of the price impacts on restrictions on services trade are not
available, for purposes of analysis auniform 15 per cent tax equivalent isimposed on
prices of both exported and imported services*. Here again it is assumed that thereis
less discrimination against Arab service suppliers, reflected in a lower, 7.5 per cent
wedge.

184



Notes

This agreement was ratified by the Egyptian Parliament in late 1997.

Such FTAs have already been concluded between the EU and Israel, Jordan, Morocco,
the Palestinian Authority, and Tunisia. Discussions are ongoing with Egypt, Algeria,
and Lebanon. See Galal and Hoekman (1997a) for the Egyptian case and Rutherford,
Rustrom and Tarr (1993, 1995) for assessments of the Tunisian and Moroccan agreements.

Turkey isincluded in the EU grouping because it has recently concluded an agreement
to form a customs union with the European Union, implying that any FTA with the
EU will automatically be extended to Turkey.

Total imports from the United States in 1996 were $3.1 billion, of which $400 million
comprised exports of arms and ammunition. The latter are excluded from the
simulation analyses that follow.

In earlier work, (Konan and Maskus, 1997a, b) it is assumed that services trade is
closely complementary to merchandise trade in terms of its sources so that regional
shares of servicestrade equal each region’s sharein total imports or exports of merchandise.
In this paper this assumption is maintained only for export shares of the Suez Canal.

Taking note, however, that services are heavily protected, average effective rates of
protection for manufacturing are much smaller. See Hoekman and Djankov (1997a)
and Galal and Tohamy (1998). Also, total tariff revenue collections are less than
what should be collected if all tariffs were fully applied, reflecting a variety of
exemptions, including Arab League preferences, as well as circumvention.
Exemptions and circumvention come at a cost, however.

See Hoekman and Subramanian (1997). What follows draws in part on that study, as
well as the contributions in Galal and Hoekman (1997b).

Consignments that were rejected in 1993 included bolts and nuts; spare parts for
cars; transformers; pressure cookers; filters; brakeshoes; ceramic tiles, light bulbs;
ballpoint pens; washing machines; wheat; fresh fruit; dried fruit; sesame; frozen
meat; and frozen fish. Estimates of the economic impact of the testing system do not
exist. However, anecdotal evidence suggests the effect can be significant (World
Bank, 1995b). For example, in 1993 hundreds of tons of frozen beef were rejected
on the basis that the relevant Egyptian standard (no. 1522 of 1991) was violated. It
has been claimed that this standard is excessively strict. It requires that frozen beef
have a fat content of 7 per cent or less if for retail sale and, once defrosted, have a
drip content of no more than 1 per cent by weight.
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12.

13.

14.

15.

16.

17.
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19.

The variance in valuation and applied rates can be significant. Data provided by
importers in 1995 suggest that assessed values for capital equipment may exceed
invoice values by 25 per cent or more, while applied tariffs may exceed the applicable
statutory rates by an even wider margin. See World Bank (1995b).

Financial Times, 25 September 1997, p. 8.

Throughout the counterfactual simulations, the beverage tariff is not changed to
reflect Egypt’s socia policy for maintaining rigorous barriers on imported alcoholic
beverages. Similarly, tariffs on tobacco products are held fixed in order to reflect
that governments in the region will continue to impose high excises on these products
for revenue and health purposes.

This differs from the more optimistic assumption of an 8 per cent export price gain
in the EU’s agriculture and textile sectors, used in Konan and Maskus (1997a).

Data for Jordan’s and Lebanon's tariffs were compiled from Hoekman and Djankov
(1997b); Morocco’s and Tunisia's tariffs were obtained from Rutherford, Rustrém
and Tarr (1993, 1995) A concordance consistent with the Egyptian 10 table was
developed to map tariffs into the 38 sectors of the model. Tariffs were weighted by
1996 import shares, using the UN COMTRADE data base.

Thisis a strong assumption, as in practice it can be expected that some cost reductions
will benefit only trade with FTA partners. In the absence of information on the
distribution of such benefits, this paper simply assumes they apply across the board.

This paper focuses only on variables most relevant to the issue at hand: the incentives
for concluding an FTA with the United States. The model is capable of generating
results on a number of other variables of interest, including factor returns. These are
not reported here, to conserve space. In all simulations real returns to all factors
increase, reflecting enhanced efficiency in the economy.

Welfare changes are calculated as the percentage change in GDP, measured as Hicksian
equivalent variation.

All nominal values reported are in 1996 US dollars. As the base data set is for 1990
(although, as mentioned, variables were updated to 1994), 1996 dollar figures are
obtained by appropriately scaling the 1990 data to reflect the increase in aggregate
trade volumes between 1990-96.

As preferences are homothetic, this measure is a monotonic transformation of the
Hicksian equivalent variation (see Konan and Maskus, 1997c).

As the tariff-tax structure in Egypt is quite distortionary, in principle tariff reforms
that move the structure of tariffs towards greater neutrality can have a large impact
in terms of raising revenue. For example, if Egypt were to adopt a 10 per cent
uniform tariff, the GST could be lowered by 30 per cent while maintaining fiscal
neutrality. Similarly, substantial efficiency and revenue collection gains can be
achieved through reform of domestic tax structures. See Konan and Maskus (1997b)
for an in-depth discussion of the impact on government revenues of piecemeal tariff
reform in the Egyptian context.
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In the absence of detailed data on the impact of the current investment regime or
policies such as government procurement practices, no attempt is made to calculate
the effect of policy changes that might be induced under a WTO-Plus framework.

Under unilateral liberalisation, Egypt unilaterally eliminates all tariffs and NTBs
on a Most Favoured Nation (MFN) basis, with no preferential market access in US,
EU or Arab markets. In the second, concerted unilateral liberalisation is implemented
as Egypt unilaterally eliminates all tariffs and NTBs on a MFN basis and the United
States, EU and Arab League grant duty-free access to Egypt.

See Maskus and Konan (1997) for a fuller description of the model.

As discussed further below, there is very little information available regarding the
preference margins that actually apply.

This assumption may seem inconsistent with the small open economy notion that
Egypt is a price taker on world markets. However, this approach is quite standard in
the literature, and there is no obvious way to address this issue given the data at
hand. De Melo and Robinson (1989) show that models that allow product
differentiation are well behaved under a small open economy assumption; in effect
the economy is a price taker at the level of aggregate trade flows and each region’s
aggregation is sufficiently distinctive to support the Armington assumption.

Rent-seeking could well be significant in Egypt, imposing additional efficiency
losses in the economy. In the absence of information about this possibility, it is
ignored in order to be conservative about welfare gains from reducing NTBs.
Elimination of NTBs could improve income distribution if recipients of rents are
concentrated in higher income classes than those who pay them. This complication
is also ignored.

International Monetary Fund (1994).

The numerous sectoral deviations from the average GST rate and exemptions and
evasion of this tax are taken into account by calibrating tax rates to measures of
government revenue from indirect taxes in the benchmark year. The corporate tax,
or tax on operating surplus, is held constant in the analyses.

Taxes paid by firms on their intermediate input purchases are recoverable through a
tax credit, with the exception of purchases of investment goods and some service
inputs. Given insufficient information on these tax credits, it is assumed that the tax
isalevy on final goods purchases, with taxes on all inputs credited back to purchasing
firms.

No distinction is made between domestic capital and capital inflows from foreign
direct investment (FDI). The impact of trade liberalisation on the volume of FDI is
generally ambiguous. Tariff reduction will lower the incentive of foreign firms to
service Egyptian markets with “tariff jumping” FDI. In contrast, lower tariffs on
intermediate imports may encourage export-oriented FDI. These issues are beyond
the scope of the present analysis. See Brown, Deardorff and Stern (1997) for an
exploration of the issue in the context of the EU-Tunisia agreement

A rise in the “real exchange rate” is consistent with a depreciation of home currency,
in that the per-unit price of foreign exchange rises.
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31. As there is also little empirical evidence on Egyptian elasticities, labour-capital

32.

33.

34.

substitution is alowed to vary across industries, using estimates from Harrison et al.
(1993). Labour-labour substitution is set at a conservative 0.50 (see Table 8.A1).
Benchmark trade elasticities are drawn from Rutherford, Rustrom and Tarr (1993).
The various trade elasticities are 2.0 for substitution between domestic and imported
goods, 5.0 for substitution among regional imports and for transformation between
domestic output and exports, and 8.0 for transformation among regional export
destinations. These parameters are consistent with the ranges of elasticities reported
in Lofgren (1994). Results of sensitivity analysis with respect to the various trade
elasticities are reported in Maskus and Konan (1997).

See Maskus and Konan (1997) for a detailed discussion of the updating procedure,
which involved re-calibrating the model on the basis of the 1994 policy parameters.

The fact that the model is based on Egypt’s trade in 1990 is not much of a problem
if attention is restricted to changes in welfare and trade shares, as Egypt’s structure
of production and trade is unlikely to have changed much since 1990. Note also
that the benchmark trade shares in the model were updated to 1994.

Comprehensive estimates of the cost-raising effects of regulatory regimes that restrict
competition in service markets are lacking. However, many case studies of individual
sectors suggest that excess costs are more than 15 per cent. See the contributions in
Gala and Hoekman (1997b) for a discussion.
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Chapter 9

Testing the Waters.
Arab Integration, Competitiveness,
and the Euro-Med Agreements

Julia Devlin and John Page*

I ntroduction

The free-trade agreements between the EU and a growing number of economies
of the Arab Middle East represent an important change in trade policy for a region
where development strategies launched during the 1960s led to growing isolation
from the global economy?*. The agreements, which will result in free trade between
the EU and signatory countriesin most manufactured products by 2010, offer important
potential gainsto the developing countries of the Middle East and North Africa. They
also pose daunting challenges of adjustment for economies whose agriculture,
manufacturing and services sectors have traditionally been heavily protected against
international competition.

Economists have traditionally viewed regional trading blocs as offering few
benefits compared with universal trade liberalisation (Lawrence, 1997). Nevertheless,
efforts to create regional integration schemes proceed worldwide, suggesting that
policymakers in both advanced and developing economies fail to share that view.
Among theArab states of the MENA region, three comprehensive regional agreements
and over 45 bilateral preferential trade agreements exist. The Arab League's 1997
Executive Programme for Arab Free Trade represents the most recent attempt to
forge a free-trade area among Arab states.

* Authors are respectively economist, Middle East North Africa Region, Social and
Economic Development, and Director, Economic Policy at the World Bank.
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The potential costs and benefitsto MENA economies of integration with Europe
have been widely discussed (Galal and Hoekman, 1997b; Page and Underwood, 1997),
but less attention has been given to the potential benefitsfromintra-regional integration
among Arab states. Existing studies of regional integrationin MENA have emphasised
the importance of labour and capital as opposed to product flows (Shafik, 1992;
Fischer, 1993), MENA's low levels of trade in general (World Bank, 1995b) and the
potential for greater integration on the basis of well established tradelinks, commonality
of language and cultural affinity (El-Erian and Fischer, 1996).

This paper takes a different approach. In it we explore the extent to which
integration among Arab states can be used to assist MENA economies in developing
global comparative advantage by preparing for integration with Europe and further
advances in multilateral liberalisation. Successful adjustment to the Euro-Med
agreementswill requirethat Arab economiesimprove productivity inimport-competing
sectors and exploit market access in Europe to incorporate more diverse sources of
export earnings in processed foods, basic manufactures and services. Thiswill require
amuch faster rate of productivity change than has characterised MENA economiesin
the past thirty years.

Intra-regional exchange among MENA countries has historically lagged behind
other developing-country regions in volume, but the qualitative character of intra-
Arab trade differs from global trade in two important dimensions. First, trade among
Arab states resembles that of other developing regions, such as Latin America, in its
concentration in non-traditional exports like basic manufactures and products
demongtrating higher degrees of value-added and knowledge intensity — key inputs to
the development process. Second, although data availability on services is limited, this
sector represents an increasingly important component of trade at the intra-regional level.

An Arab integration agreement could raise productivity growth rates through
two possible channels. First, asubstantial body of literature suggeststhat improvements
in learning and productivity at the plant level are linked to export rivalry and import
competition. Thus, to the extent that an Arab free-trade area offers the potential for
trade creation — especially through the emergence of new producers of non-traditional
exports — it can provide a mechanism for “learning by exporting”. Second, “deeper
integration” amongArab states, including the harmonisation of standards, improvements
intradefacilitation, reductionsin barriersto the movement of technical and professional
manpower and the development of trade-related infrastructure, can potentially reduce
transaction costs and raise measured productivity (Rutherford, Rustrém and Tarr, 1995).

The Euro-Mediterranean Agreements and Arab Integration

That Western Europe has traditionally served as the largest market for Arab
exportersand most Arab states maintain high level s of trade with Europe (Yeats, 1995)
underscores the importance of the EMAS for Arab states in MENA. Algeria, Syria,
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Kuwait and Saudi Arabia provide 90 to 95 per cent of the EU’s total oil and natural-
resource supply. Agricultural exports represent 6 per cent of total MENA exports to
the EU, while manufactured products account for less than a third, drawn primarily
from Jordan, Tunisia and Morocco. Much of the growth in manufactured exports
consists of textiles and clothing; an important export for Arab states such as L ebanon,
and the UAE (Hoekman, 1995a).

In November 1995, the EU initiated the Barcelona Process to create afree-trade
zone in industrial goods and services, to be phased in by 2010, among 15 European
and 12 Mediterranean countries with a popul ation of approximately 600 million. These
agreements seek to achievereciprocal freetrade between the EU and the Mediterranean
countries in most manufactured goods, as well as to grant preferential and reciprocal
access for agricultural goods and establish conditions for the gradual liberalisation of
trade in services and capital. Arab signatories to the EMAs to date include Morocco,
Tunisia, Jordan and the Palestinian National Authority, with Egypt, Lebanon, Syria
and Algeria expected to conclude similar agreements with the EU in the near future.
The EMAs also include provisions of $5 billion in education and infrastructure grants
combined with soft loans.

AmongArab states, there are three comprehensive regional agreements and over
45 bilateral preferential trade agreements. Inthe late 1950s, plansfor an Arab Common
Market were initiated with Egypt, Jordan, Morocco, Syria and Kuwait agreeing in
principle to unify economic policies and legislation in August 1964. However, the
effective abolition of duties and quantitative restrictions over the period beginning in
January 1965 and ending in January 1974 was ultimately delayed by four rounds of
discussions and negotiations on goods exemptions. Attempts to establish a common
external tariff were ultimately abandoned by 1971, with the remaining agreement
reverting to a putative Free Trade Area (Owen, 1992).

Bilateral treaties between Arab states proliferated during the 1960s and 1970s
and number over 45 today. Most of these preferential agreements apply to agricultural
and raw materials, with minimum local value-added criteria of 40 per cent applied to
industrial products. Trade flows covered by these agreements potentially benefit from
complete or partial exemption from tariffs, but the limited coverage of these bilateral
agreements has largely hindered rather than stimulated intra-Arab trade?.

Efforts to promote broader integration within the region revived with the 1981
Agreement for Facilitation and Promotion of intra-Arab Trade signed by the Arab
League as a declaration of intent to negotiate full exemption of tariffs and non-tariff
measures for manufactured and semi-manufactured goods. Due to its lack of binding
commitments and atime schedule for implementation, aswell asits product-by-product
approach to liberalisation, the 1981 Agreement had little effect on regional trade
liberalisation and intra-Arab trade.

In 1997, eighteen Arab states signed the Executive Programme for Arab Free
Trade, which calls for creation of a Greater Arab Free Trade Area (GAFTA) and a
reduction of customstariffsand tariff-like charges over a period of ten years, effective
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1 January 1998. The 1997 Executive Programme goes beyond previous regional trade
agreements by incorporating specific commitments to tariff reductions, imposing a
schedule for implementation, and addressing non-tariff barriers. It attempts to limit
goods exemptions and incorporates the GCC formularegarding val ue-added. Signatory
Arab governments have committed themselves to reducing customs tariffs and tariff-
like charges by 10 per cent per year from 1 January 1998 and to abolish them totally
by 2008. The binding of national tariff schedules was applied on 31 December 1997,
with the binding of tariffs for new membersto be applied at the time the Arab League
is notified of ratification (Zarrouk, 1998a).

Trade Policies among Arab States

Despite recent unilateral trade liberalisation measures, tariff and non-tariff
burdens among Arab states remain high, suggesting significant potential gains from
further liberalisation of regional markets. For Arab states such as Morocco, Tunisia,
Egypt, Jordan and Syria, average tariff rates lie in the 25 per cent to 30 per cent
range, and unweighted average tariff burdensrepresent roughly 17 per cent of imports
(Hoekman, 1995a). Government revenue shares generated by trade taxes average about
20 per cent, amost three times as high asin Latin American and Asian countries like
Mexico, Chile, Indonesia, Malaysiaand Korea. While anumber of Arab states such as
Jordan, Tunisiaand Egypt have made significant progressin reducing maximum tariff
rates, rates of effective protection remain high, with tariffs on inputs frequently lower
than duties on final goods. Rates of effective protection can range from 1.4 per cent
for wheat to 481 per cent for the petroleum industry, eveninrelatively open economies
such as Lebanon.

Non-tariff barriersin the form of countervailing services charges, special import
taxes and internal taxes have been used extensively. Service charges generally do not
relate to import transactions; the head-count, roadway passage and traffic administration
fees in Jordan are examples. Charges actually applied to import functions do not
reflect the actual cost of corresponding transactions. In Syria, for example, roughly
550 certification charges arelevied on importation documents, with chargesincreasing
by $1 for each additional $250 of import value (Zarrouk, 1998b).

Complementary import taxes are imposed in addition to customs tariffs to
accommodate shortfalls in treasury revenues and support economic development
projects. Examples include a fiscal withholding tax of 15 per cent of c.i.f. value plus
customs tariff in Morocco, the Fund for Developing Competitiveness of Tunisian
Products (FODEC) tax levied at arate of 1 per cent on the c.i.f. value in Tunisiaand
a 15 per cent rate on c.i.f. value for the Artificial River Tax in Libya. Internal taxes
and charges onimported goodsarelevied on the basis of import val ue plus countervailing
charges and taxes. For example, the 21 per cent value-added tax in Morocco is applied
to a combination of the c.i.f. value, customs tariff, fiscal withholding tax and in-kind
consumption taxes, effectively increasing the degree of customs protection against
imported goods (See Table 9.1).
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Table 9.1. Non-tariff Barriersin Arab States

Countervailing Import Taxes Complementing Internal Taxes
“Service” Charges Tariffs
Jordan Fees (0.2% c.i.f. vaue) None Salestax (10% c.i.f. import
Certification charges va ue plus other duties)
Stamp tax

In-kind service charge
i.e. road passage charge
veterinary charges

UAE N.A. In-kind customs duties on N.A.
tobacco (in addition to tariff of
80% c.i.f. value on tobacco
cigarettes)

Syria Customs service charges General tax on imports N.A.
(2.5% c.i.f. valueal public (24 rates, 6-35%)
sector imports)
Consular charges for
certifying import invoices
($5-606, depending on import
value)
on imported cars

Lebanon Additional cusomsdutieson  N.A. N.A.
imported cars (20% +)
In-kind duties on alcoholic
beverages
Stamp fees

Morocco  Parafiscal chargescollected  Fiscal withholding onimports  Value added tax
to support technical inspection (15% c.i.f. value, exemptions  (imports+locds, 3 rates,

of exports, for AMU goods) 7-20% c.i.f. value)

Moroccan Centre for export In-kind customs duty on Consumption tax (varying
promotion, other (0.25% c.i.f. timber rates for a cohol, rubber, sugar
value) (6% c.i.f. vaue plus tariff, products, fuels, gold).

Stamp dues fiscd withholding)

(1% customs value)

Source: Zarrouk (1998a).

Recent reforms to liberalise trade present mixed signals to private and foreign
exportersand investors. In Egypt, for example, maximum tariffs have recently declined
by 20 per cent to 25 per cent, and quantitative restrictions have largely been abolished
— but administrative control of the import process has become more prominent.
General progress on simplifying bureaucratic procedures has been slow, although the
incidence of stamp duties is being reduced, fees for port and related services have
been lowered and the shipping monopoly is in the process of being abolished.
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Patterns of Intra-Arab Trade

Levels of intra-regional trade among Arab states are low when compared with
other regional trade areas in volume terms, but trade patterns reveal the potential for
complementarity, competitiveness and geographic diversification. Resource
endowments and per capitaincome vary widely, indicating specialisation in minerals
(Tunisia, Morocco), agriculture (Morocco, Egypt, Syria) oil and natural gas (Saudi
Arabia, Kuwait, Qatar and the GCC states) and human capital (Jordan). Domestic
markets range from large to small, with significant divergence in per capitaincomes
between small-population mineral exporters such as the UAE, Kuwait and Qatar and
the more populous countries in North Africa such as Morocco and Egypt (Table 9.2).

Table 9.2. Sdlect Indicatorsfor Arab States, 1995/96

Country  Agriculture %erk;l Industry  Land area, Manuf. Total Services Trade
as % GDP prices, as % GDP sq km as%GDP  population as%GDP  as% GDP
$ thousands, in thousands
1987
Egypt 17 58 380 28 995 24 59272 51 46
Jordan 5 8477 27 89 16 4312 64 125
Lebanon 12 5834 10 17 4079 61 69
Morocco 20 26 002 33 446 17 27020 49 55
Saudi Arabia 98 307 46 2150 19 409
Syria 24 184 14 502
Tunisa 14 13 806 31 155 18 9132 58 86

Source: World Bank, 1997b.

Today, intra-regional trade among Arab states equals roughly 5 per cent of total
exports to the rest of the world, which largely reflects the importance of oil®. Non-oil
exports within the region, almost 19 per cent as large as total non-oil exports to the
rest of the world in 1996, are comparablein value, but clearly not in volume, to intra-
regional exportsin Mercosur and ASEAN. Non-oil intra-Arab trade accounts for less
than 2 per cent of GDP.

Since the 1980s, oil has become significantly less important in intra-regional
trade (Figure 9.1). The top ten non-oil sectors traded among Arab states in 1996
include chemicals such as polymerisation products, iron and steel shapes, aluminium,
fruits and vegetables (fresh, dried), lime, cement and building materials. Major non-
oil sectors traded with the EU include textiles, fertiliser, vegetables, fruits and nuts.
(Figure 9.2).

194



Figure 9.1. Non Qil, Total Intra-Regional Exports, $ million
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Figure 9.2. Top Non Oil Sectors Traded with EU,
As Percentage of Total Exportsto EU for Selected Arab States, 1995-96
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Among Arab states, the extent of regionalism varies widely. For small ones such
as Syria, Lebanon, and the UAE, intra-regional exports accounted for 30 per cent to
40 per cent of total non-oil exportsin 1995/6. Egypt and Jordan also depend relatively
heavily on Arab markets for non-oil exports, with intra-Arab trade accounting for
20 per cent of total non-oil exports, relative to 3 per cent for Morocco and Tunisia
(Table 9.3). Bilateral trade shares indicate that intra-regional trade appears as more
diversified in Morocco than in Egypt, Jordan and Tunisia, which maintain high levels
of exports to Saudi Arabia and Algeria, respectively.

Trade intensity indices reveal two distinct trends in the direction of intra-Arab
trade’. First, the majority (excluding Tunisia) increased trade intensity with the Gulf
States, particularly Saudi Arabia, throughout the 1980s, reflecting increased purchasing
power from higher oil prices and low tariff levels among the Gulf States. Second, and
for the region as a whole, intra-regional trade appears to have diversified since the
late 1980s, as demonstrated by rates of increase in trade intensity among the Mashreq
countries as well asin Mashreq exports to the Maghreb (Table 9.4).
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Liberalisation and Competitivenessin Intra-Arab Trade

Can intra-Arab trade complement ongoing liberalisation and foster
competitiveness? Regional trade agreements among devel oping countries are viewed
increasingly as a policy option designed to strengthen commitment to unilateral
liberalisation as well as to offset potential short-term losses resulting from North-
South regional agreements. Given commitments to liberalisation under the Uruguay
Round and accession to the EMAs by MENA economies, awell-designed Arab Free
Trade Areacould counterbal ance the dangers and complement the opportunities offered
by such shiftsin the global and regional trade environments.

A number of Arab states (Bahrain, Egypt, Kuwait, Morocco, Qatar, Tunisiaand
the UAE) had already become GATT members by the end of the Uruguay Round.
Algeria, Jordan and Saudi Arabia are involved in accession talks. As participants in
the Uruguay Round, these countries agreed to extend multilateral liberalisation in the
areas of agriculture, textiles and clothing and services as well as to strengthen rules
with respect to subsidies.

The abalition of the Multifibre Agreement will have specia significance for
Egypt, Morocco, Syria and Tunisia, where textile and clothing exports amount to
20 per cent to 40 per cent of total exports and up to 60 per cent of manufactured
exports. How these countries respond to the new environment will depend on how
effectively they compete (notably in EU markets) with Asian and East European
suppliers. Arab countries' exports of fruits and vegetables may benefit from post-
Uruguay Round conditions, depending on the extent to which they improve access to
EU markets.

The Euro-Med partnership initiative also has both positive and potentially
problematic featuresfor theArab countriesinvolved. Thedirect gainsfor Arab countries
are not estimated to be very large (1.5 per cent to 1.7 per cent of GDP for Morocco
and Tunisia, for example). Yet the so-called “deeper” benefits, in terms of business
alliances, diffusion of product and market know-how, technology transfer,
harmonisation of regulatory and standards regimes, and increased foreign investment
could be substantial (Page and Underwood, 1997).

On the negative side, unless Arab countries make good use of the transition
period to 2010 when full free trade in industrial goods and services isto be achieved,
there is a danger that they will be hard-pressed to compete in the enlarged market. A
second issue is the so-called “hub-and-spokes’ question. Simply put, it evokes the
danger that investment and production will flow not to Arab partners (the “spokes’,
linked to Europe but isolated from each other) but rather to the “hub” of the EU, from
which exporters will flood individual partners’ markets opened by the elimination of
import tariff barriers.

A well-designed Arab Free Trade Area could counterbalance the dangers and
complement the opportunities offered by the Euro-Med initiative. Elimination of
intra-Arab tariff barriers would help counter the hub-and-spoke problem. It would
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offer investorsalarge, open Arab market in which to locate and serve nearly 300 million
new consumers, joining forces with Arab sources of capital and making use of a
relatively well educated labour force that is substantially cheaper than EU labour. It
would open up opportunities for “production sharing”, in which firms across the Arab
world would trade components incorporated into final goods. It would also eliminate
a potentially paradoxical situation that could emerge under current arrangements,
whereby EU firms would have easier access to an Arab partner’s home market than
firms located in other Arab countries. Without intra-Arab trade liberalisation, EU
firms could export to Arab partners duty-free while other Arab producers would still
face restrictive tariff and other barriers. An Arab FTA could also help stimulate Arab
entrepreneurship and promote Arab businesses. Such firms could take advantage of
the economies of scale made possible by a barrier-free Arab market, simultaneously
making good use of EU transition funds and the dynamic gains resulting from business
alliances and marketing arrangements with EU firms.

Trade liberalisation among Arab states in agriculture, industry and services also
hasthe potential to diversify export sectors, stimulate competitiveness and ready Arab
economiesfor fuller participationin globa markets. Whilethereislittledirect empirical
evidence for dynamic gains from RTAs (Schiff and Winters, 1998) there is significant
statistical support for the relationship between openness, learning-by-doing, human
capital accumulation, and growth. In Asian economies like Malaysia and China, for
example, integration into the global market has been associated with the import of
knowledge-enhancing capital, accelerated learning by doing, technological catch-up
and industrial upgrading (Thomas and Wang, 1997; World Bank, 1994c; Wei, 1993).
This evidence supports the hypothesis that the learning process in regional markets
could be substantial. Hence, the potential exists for intra-regional trade to serve as a
laboratory for developing global export competitiveness, particularly in non-oil goods
and services. In Latin America, firm-level data indicate that 64 out of 106 firms
participating in sampled regional trade agreements successfully made the transition
from intra-regiona to extra-regional exports (Buitelaar, 1993).

The Potential for Diversification in Agriculture and Manufactured Exports

Patterns of intra-Arab trade relative to those with the rest of the world can be
investigated using the Balassa (1979) index of reveal ed comparative advantage (RCA)°>.
According to traditional Heckscher-Ohlin trade theory, countries specialisein exchange
on the basis of complementary factor endowments. The Balassa index of revealed
comparative advantage uses commodity patterns in intra-regional and international
trade to examine a country’s ability to compete in a specific market. It relates the
importance of each country as a supplier of goods relative to competing exporting
countries. An RCA greater than one indicates that the share of a given product in a
country’s exportsis morethan the product’s corresponding world trade share, implying
that the country has arevealed comparative advantage in production and trade of the
product. Conversely, an RCA lessthan one suggeststhat the country hasacomparative
disadvantage in the good.
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Indices of revealed comparative advantage indicate moderate levels of regional
complementarity among Arab states, with an average of 25 per cent of sectors
demonstrating high revealed comparative advantage (RCA>1) in Egypt (Figure 9.3),
Jordan, Morocco and Tunisia® (Table 9.5). Non-oil exports to the EU from these four
countries demonstrate significantly lower levels of complementarity, with roughly
half as many sectors with high RCA — an average of 13 per cent for Egypt (Figure
9.4), Tunisia and Jordan, 17 per cent for Morocco and Lebanon and 5 per cent for
Syria. In global trade (Figure 9.5 for Egypt), approximately 16 per cent of sectors
demonstrate high RCA in non-oil exports, similar to the distribution of complementarity
exemplified by Euro-Med trade, but also including a broad range of world exporters.

A closer look at overlapping patterns of comparative advantage indicates
possihilities for developing global competitiveness and diversification at the regional
level (Table 9.6). At the sectoral level, there is some overlap between sectors
demonstrating high RCA in both intra-Arab and EU trade. Thisisthe casefor vegetable
fibres (Egypt) and fertilisers (Jordan).

Intra-industry trade (I1T) indices are calculated following Grubel and Lloyd
(1975), and the aggregation method proposed in Havrylyshyn and Kunzel (1997)".
Interpretation of the 1T is as follows: with no intra-industry trade, the I T index will
be zero, and when all trade isintra-industry trade, it will take avalue of one. An index
value of 0.25 suggests a level of industrial advancement of 25 per cent, which is
relatively low; most industrialised countries such as those in the EU have average |1 T
levels of 0.86. The IIT index does not discern re-exports, which indicate a simple
flow of goods through a country rather than increased specialisation®. Re-exports are
particularly relevant in trade between the UAE and Oman.

Levels of intra-industry trade (I1T) among Arab states are low relative to
developing and developed-country RTAS, but significantly higher than total intra-
industry trade with the EU and the world economy. For Egypt and Jordan, |1 T on the
basis of EU trade is roughly 11 per cent in Jordan and Egypt, compared with 16 per
cent (Jordan) and 21 per cent (Egypt) for intra-Arab trade (Table 9.7). Morocco and
Tunisia enjoy significantly higher levels of industrial concentration in trade with the
EU, as demonstrated by IIT levels of more than 20 per cent in EU trade and over
30 per cent in intra-Arab trade (Tunisia) (See Figure 9.6.).

Surveys of the top ten non-ail 1T sectors reveal a higher concentration of basic
manufactured goods as well as trade in machines and equipment in intra-Arab trade
(Table 9.8). High IIT sectors in intra-Arab trade for Tunisia include iron and steel
plates and sheets, wires, metal manufactured parts, internal combustion engines and
other machinery, relative to exports of pearls and semi-precious stones and textile
products, which demonstrate high IIT in EU trade. Similar results are apparent in
Egypt, where high non-oil 1T sectors with other Arab states include R& D-intensive
sectors such as chemicals; high |1 T sectors based on trade with Europe include oxides,
metals and textile products.
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Figure 9.3. Egypt: Regional Non Oil RCA, 1996
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Figure 9.4. Egypt: EU Non Oil RCA, 1996
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Figure 9.5. Egypt: Global Non Oil RCA, 1996
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Figure 9.6. Arab, EU RCA Indicesfor Non Oil Exports, 1996
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In summary, most Arab states demonstrate a higher concentration of non-
traditional goods such as processed agricultural products and basic manufactures in
intra-regional trade than in exports to the EU and the global economy. In some cases,
non-oil goods traded intra-regionally represent non-traditional export sectors, tend to
demonstrate greater forward and backward linkages and are relatively more capital,
knowledge and R&D intensive than non-oil goods traded with the EU. In Morocco,
for example, the top ten non-oil high-RCA sectorsin intra-Arab trade include a heavy
concentration of intermediate goods — such as processed agricultural products, pulp
and waste paper, textiles necessities, fabrics and accessories — whereas trade with the
EU ismore concentrated in finished textile products and crudefertilisers. Trade among
Arab statesal so demonstrates significant level s of complementarity and competitiveness
compared with trade with the EU and the world economy, with some exceptions such
as Morocco and Tunisia, where exports to the EU demonstrate higher levels of
competitiveness than intra-Arab trade, likely reflecting the importance of FDI.

Non-traditional Exports and Learning Externalities

High RCA and 1T indicesfor agriculture and basic manufacturesin both regional
and global trade suggest that an Arab FTA would benefit from a serious commitment
to liberalise regional trade in agro-industrial products as well as basic manufactures
and intermediate goods. Intra-Arab trade liberalisation in agricul ture and manufacturing
would also complement ongoing efforts at unilateral liberalisation and Euro-Med
integration. In agriculture, for example, recent evidencefor Portugal and Spain suggests
that European integration is correlated with a rapid increase of IIT in agricultural
products (Canali, 1996).

L earning externalities associated with devel oping competitivenessin agricul tural
products and basic manufacturing are potentialy significant. Processed foods, for
example, rely heavily on specialised technical or market knowledge and would clearly
benefit from regional specialisation in marketing and distribution as well as provide
an environment for technological and human-capital transfer. Processed-food exports
require a physical and marketing infrastructure, which has positive externalities for
the devel opment of transportation and communications networks, modern processing,
storage and trade facilities and brand-name development (Jaffee, 1992).

High perishability and the bulkiness of raw material flows also requires a more
efficient transportation infrastructure in addition to complementary facilities for
communication, information exchange and related services. Enhancing the transparency
of product standards and policies governing transport, food processing, packaging
and retailing reinforces general trade-infrastructure improvements and promotes a
relatively capital-intensive and advertising-intensive segment of agricultural exports
(Box 1).
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Box 1. Almarai: World’'s Best Food Manufacturing Company of 1998

Almarai, the largest integrated food factory in the Middle East, was selected by
International Food Engineering Magazine as the world's best food manufacturing
company in 1998. Past recipients of this award include Carnation Food, Campbell
Soup and Nabisco. Almarai, a Saudi company engaged in dairy farming and other
activities relating to processing, packaging, marketing and distribution of dairy
products, has 70 per cent of Saudi Arabia’s market share and leads virtually all other
GCC marketsfor short-lifefresh products, with the exception of the UAE. The company
produces milk, laban, labneh, zabadi and ghishta and recently completed construction
of an integrated processing facility in Al-Kharj — one of the biggest in the Middle
East. With more than 33 000 dairy cows on five farms and an annual capacity of
79 million gallons of production the company iswell positioned to serve existing and
potential GCC market growth and has recently diversified into new products such as
fruit yoghurt.

Intra-firm linkages also are an important vehicle for promoting market access
and penetrating marketing channelsin agricultural exports. They can provide detailed
information on market conditions and consumer tastes, on reducing uncertainties
regarding payments and on brand-name promotion. For Mexican tomatoes, Chilean
fruit, Argentinean beef and Thai poultry, for example, personalised trade and ownership
linkages provided an effective framework for building up product demand and
distribution channels from a rudimentary base. Long-term foreign trading partners
also campaign actively for continued supplier accessto marketswherethereisdomestic
protection against imports.

High tariffs — in addition to a host of non-tariff barriers in the form of
guantitative restrictions, such as import bans and quotas, import licenses and state
monopolies over imports or exports — havelargely characterised regional agricultural
policies. In 1984-93, for example, ad valorem tariffs on food imports averaged 30 per
cent for Kuwait, Syria, Saudi Arabia, Algeria, Libya, Egypt, Morocco and Tunisia,
with NTB equivalent rates slightly higher at an average of 34 per cent.

To create alow and uniform tariff structure in agriculture, transitions need to be
made: reducing the number of tariff rates, lowering maximum and average tariffs,
incorporating other duties and charges into the tariff structure and eliminating
discretionary and other exemptions®. A gradual phasing-in of tariff liberalisation in
cereals could serve to avoid alienating important domestic constituencies. Mexico's
accession to NAFTA, for example, incorporated the reduction of tariffs on export-
oriented agricultural sectorsfirst, followed by more gradual liberalisation of the staple
crops that accounted for most arable land and employment.
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Promoting Deeper Integration among Arab States

The preceding section focused on mechanisms by which an Arab FTA could
increase the productivity of manufacturing and agriculture through free movement of
goods. This one examines several aspects of “deeper integration” among Arab
economies, which if implemented would complement the liberalisation of commaodity
trade aswell as strengthen the basis upon which global competitiveness could be built.

RTAsareincreasingly viewed as providing strategic benefits associated with the
spread of efficiency gains in non-traditional sectors and the development of new
productive patterns characterised by higher degrees of value added. (Ffrench-
Davis, 1997)%. By locking in better access to markets for non-traditional products
that may experience limited access and instability in world markets, RTAs can foster
the diversification of exports and make use of economies of scale and specialisation,
which are critical for enhancing learning by exporting. In addition, market failuresin
the form of incomplete or distorted markets are generally more significant for non-
traditional exports of differentiated products, whether natural resources, manufactures
or exportable services. If access to regional markets is improved for exportables in
basic manufactures, agricultural products and exportable services, it can complement
efforts to liberalise domestic markets.

Liberalisation of Tradein Services

AnArab regional agreement that incorporates servicesiscritical for maximising
significant exchanges in regional service industries. Given the rising degree of intra-
industry merchandise trade among Arab states, growing pressures are likely for
liberalisation of services complementary to manufacturing and industrial activities.

Although data on regional service exports are scarce, on a global scale Arab
states are significant importers of services, with Saudi Arabia ranking 17th, followed
by Kuwait at 34th and Egypt 37th (Figure 9.7). Labour-related net flows surpassed
the value of Egypt’s total merchandise exports in 1993, while in Jordan they were
two-thirds as large and in Morocco more than half as important®?. Bahrain, Egypt,
Kuwait, Morocco and Tunisiahave arelative comparati ve advantage within theregion
in services such as tourism and travel activities.

Development of the service sector has well-defined complementarities and
linkages with the general level of economic activity and development. Higher inputs
of finance, insurance and busi ness services contribute to productivity in manufacturing.
Overal, Arab commitmentsto GATS (Bahrain, Egypt, Kuwait, Morocco and Tunisia)
have made little progress beyond the status quo, despite significant potential gains
from liberalisation of tradein services. A need existsfor national service-sector policies
complementary to policies and regulations concerning foreign direct investment,
technology transfer and licensing regquirements.
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Figure9.7. Arab Service Imports, 1996
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A regional agreement incorporating trade in services should seek to enforce key
principles, such as transparency, national treatment, MFN treatment and freedom for
providers of services to use any mode of supply (cross-border trade, temporary
movement of suppliers/consumers, etc). Extension of liberalisation instruments and
principles should ideally not berestricted to individual sectorsor measures, and should
be accompanied by the harmonisation or mutual recognition of licensing and
certification systems and goods and service standards. Discriminatory measures that
restrict access to specific service markets in the form of safeguard provisions and
rules of origin should be abolished.

At theregional level, trade in services can also be fostered through institutional
mechanisms, such as providing information on market access, existing barriers to
trade, technical and commercial aspects of service supply, licensing and service
technology. Export marketing and research for services clearly complement goods
exports, and many devel oping countries have succeeded in linking the supply of services
such as engineering with exports of capital goods. Financial constraints can be overcome
through better co-ordination with regional finance institutions such as the Arab Trade
Financing Programme.
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SME Development and Firm Linkages

Given the growing importance of small and medium sized enterprises (SMES)
inArab states, the potential benefitsof an Arab FTA to SME development are nontrivial.
SMEs in Arab states tend to be relatively more concentrated in manufacturing, but
trade and service-sector activities also have significant representation in intra-regional
trade. A recent survey of SMEs in Lebanon, for example, found 39 per cent of the
firms in manufacturing, 36 per cent in trade, 22 per cent in services and 4 per cent in
construction (World Bank, 1994c) (Box 2).

Box 2. Going Global One Market at a Time: An Arab Franchiser
and a Regionally-Based Software Company

Al Tazaj: Saudi fast-food brand Al Tazaj, which means“fresh” inArabic, plansto
expand itsgrilled chicken franchisesin 10 Middle Eastern markets, including L ebanon
and Bahrain, aswell asAsiaand Europe. Owned by the Sakieh family, the Kingdom’s
largest producer of fresh poultry, Al Tazaj opened in Meccain 1991, where it competes
against McDonald's, Burger King and Pizza Hut in the $220 million plus Saudi fast-
food market. Franchises currently operate in Egypt and Qatar, with the first non-Arab
owned franchise recently opening in Chicago in August 1997, under the brand name
“Tazer” considered to be a more manageable pronunciation for the English-speaking
market. (Source: Advertising Age International Supplement, 11 May 1998.)

Sakhr Software: Sakhr Software, a Kuwait-owned company operating in Egypt,
is apioneer in Arabic software with sales of more than $7 million (1995). Located in
the middle of Cairo, where the average programmer makes about $3 000 per year, the
campus of Sakhr Software’s development centre houses more than 300 programmers
creating Arabic word processors, educational software and customised business
applications. For theArab World asawhole, the market for Arabic softwareis growing
at roughly 35 per cent a year, totalling $75 million in 1995, with the region’s top
markets|ocated in Saudi Arabia, Egypt and the Gulf countries. Sakhr also has software
development offices in Saudi Arabia and is the largest Arabic software company
operating in the Kingdom. It controls almost 70 per cent of the Saudi market for retail
software programmes for the office and home, Islamic religion and education, and
text, database and linguistic products. Its specialisation in linguistics and in speech
recognition particularly, has recently attracted interest from international software
companies located in Belgium (Lernout& Hauspie), Chinese Taipei (Acer) and the
United States (Davidson & Associates, Inc).

Important positive effects resulting from creation of a single market tend to
concentrate in improvements in the business environment for SMEs, primarily by
removing administrative burdens, border controls and technical barriers. SMEs are
particularly sensitive to non-tariff barriers, whose removal has a positive impact on
regional as well as global trade. Evidence from Member states of the EU with high
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concentrations of SMEs, for example, suggeststhelikelihood of real supply-side benefits
for SM Es associated with cost reduction and economies of scale resulting from creation
of a single market. Furthermore, measures related to the opening of markets for
products, services and capital have become irreversible with the abolition of border
controls (European Observatory for SMEs, 1996).

Demand-sidefactorsfor enhancing deeper gainsfrom regional integration include
increased opportunitiesfor subcontracting in manufacturing and regional firm linkages.
Inindustry large-scal e firms can use subcontracting to obtain semi-finished or finished
products from first-tier and second-tier SMESs. Partnerships between large and small
firms can create processes of information sharing, technology transfer and co-ordination
of management skills and marketing in a mentoring environment. The creation of
horizontal and vertical networks facilitates flows of raw materials, |abour and
information in conjunction with subcontracting operations. Government assistance
programmesin marketing, technology acquisition and financial support may be needed,
as has been the case in other developing regions®.

Information accessfor buyersand sellersiscritical. Subcontracting and franchising
require co-ordination of market research to identify backward and forward linkage
opportunities, matchmaking through computerised databases to link suppliers and
buyers, monitoring to assist business partners through contractual and implementation
stages, technical assistanceand referral systemsto help clients accessdomestic assistance
programmes. Business brokers, a key component for forming business linkages, are
generally limited in their availability, dueto alack of law offices and consulting firms
as well as formal brokerage houses. Arab businesses usually rely on family contacts
and wasda to seek out potential partners, but this appears to limit exposure to more
advanced technology, skills and management practices from larger firms.

In Lebanon, SMEs rely heavily on persona networks for securing financing,
suppliers, distributors and customers. Such informal networks raise transaction costs
and, while they may improve market functioning, they also serve as a barrier to entry
for outsiders or newcomers. This structure also has only limited capacity to supply
information on integrating new technologies, improving production organisation,
entering foreign markets and improving personnel management (World Bank, 1994c).
The absence of institutions providing standard business services and information like
market surveys presents another significant constraint to SME activity.

Franchising provides another means of extending linkages between large and
small firms, but inefficiencies in the legal system frequently limit its use. It offers
benefits associated with communicating tried and tested business ideas, providing
facilitiesfor permanent mentoring by supplying initial training and ongoing assistance
to ensure that the franchise firm follows procedures. It can also reduce the need for
start-up capital aswell as reduce start-up time, thereby reducing the need for working
capital, frequently a binding constraint for smaller businesses. Franchises are also
more acceptable candidates for credit from financial institutions. Arab companies
such as Ness, agarment manufacturer in Egypt, have succeeded in devel oping anational
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market for their products by incorporating multiple small firms to assemble final
products. Other industries and services conducive to franchising include fast-food
restaurants and other consumer-driven industries (Box 3).

Box 3. Constraints to Business Linkage in Egypt

According to recent surveysof businesslinkagesin Egypt, market structures
provide little incentive to encourage institutional mechanisms such as
subcontracting. Frequently entrepreneurs cannot sustain the costs of association
with small businesses that lack quality control, management, marketing skills and
access to technol ogy.

Quality and management: Virtually all respondents cited the lack of quality
control as the most important obstacle to subcontracting. Sixty per cent of
respondents cited problemswith management and delivery, together with the general
skill level, as limiting small firms’ ability to produce quality goods and services.

Technology and Information: Roughly half of the firms cited limited accessto
new technologies and market information as significant obstacles to developing
business linkages between large and small firms. The inability of small firms to
market their products was also cited.

Credit: Large firms noted lack of credit as limiting small-business access to
appropriate machinery, technology and training, athough only 25 per cent cited
credit as a significant barrier to developing business linkages.

The Policy Environment: Policy and regulatory obstacles included the lack of
uniformity and overlapping regulations aswell ascumbersome bureaucratic practices.
Anill-functioning legal system and non-enforcement of intellectual property rights,
burdensome tax systems, local content requirements and lack of proper training in
the education system were also cited.

The Glaxo Solution: Glaxo Egypt is one of the few companies using
subcontracting functionsto provide formal training and skills up-grading programmes
for its staff and subcontractors.

Source: Stallard and Hady (1996).

At the regional level, the streamlining of regulatory frameworks to enforce
businesslaws and contractsis needed, along with more rapid progress on harmonisation
of tax codes to avoid confusion and arbitrariness in tax systems and the gradual
elimination of government pricing and control of critical inputs. Local-content
requirements, under which multinational and regional firms must purchase set quotas
from local markets, frequently discourage subcontracting to foreign companies. Such
measures tend to raise overall costs by forcing companiesto rely exclusively on often
more costly local inputs.
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Allowing increased participation by foreign and regional investors and the
development of venture capital funds could eliminatefinancial constraints. | nternational
investors and franchi se opportunities al so need to be encouraged through the protection
of intellectual property rights, streamlining of labour legislation and training of
nationals, including computer and customer-service training.

Regional Standards. mproving Trade-Related | nfrastructure and Services

An Arab Free Trade agreement could also serve as a useful vehicle for co-
ordinating efforts by MENA governments to improve trade-related infrastructure.
Shipping, port services and transport fees charged by public companiesin MENA are
generally higher than in other developing regions. In Egypt, maritime transport costs
for shippers are estimated at 25 per cent above those for competitors in neighbouring
countries for equivalent routest. In Lebanon, the estimated cumulative impact of
informal barriers, such as costly port infrastructure, customs clearance procedures
and restrictive licensing rules, has roughly doubled the protective impact of tariffs,
based on comparisons of 140 precisely defined tradables in Lebanon and Qatar. Price
differentials between Qatar and Lebanon in tradable products like clothing are 68 per
cent higher in Lebanon, and 33 per cent higher for food relative to the prices of
comparable goods in Qatar.

High freight rates also adversely affect trade. Additional losses come from
breakage associated with repeated handling. Transportation laws in Arab states have
traditionally impeded the flow of Arab goods and capital, despite repeated efforts at
eliminating trans-loading requirements. Recently surveyed excess costs incurred by
restrictive transport practices in the Maghreb amount to $30 million for Morocco,
$94 million for Algeria and $71 million for Tunisia. These figures, adjusted to take
account of the length of transport routes, include dockside dwell times, redundant
charges (double handling), billing systems, losses and damage, inefficient tariff
structures and various forms of fraud (World Bank, 1996).

A strong case exists for an RTA that insures the harmonisation of regulatory
regimes and administrative requirements relating to product standards and common
documents for customs clearance. Given existing barriers to intra-regional exchange,
a functional Arab regional trade agreement has the potential to reinforce MFN
liberalisation through the gradual elimination of administrative barriersto trade in the
form of regulatory and bureaucratic requirements as well as strengthen the region’s
trade and investment prospects.

Increasing the Mobility of Professional and Technical Labour
Labour mobility has traditionally served as the primary form of integration

among Arab economies. A regional agreement on professional/technical services is
critical for promoting investment and technology transfer as well as enhancing value-
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added in other sectors. Arab states face increasing pressure to develop sources of
global comparative advantage to counter both skill-intensive and capital-intensive
exports from East Asiaand low skill-intensive manufactures from Chinaand India. In
the European market, increasing competition comes from Central Eastern European
countries, which have similar resource endowments and the advantage of geographic
proximity. Given such shiftsin the global and regional trade environments as well as
the worldwide growth of trade in services, a regional agreement on professional/
technical services could provide a “laboratory” for experimenting with increasingly
sophisticated service exports.

Development of regional professional/technical service activities necessarily
involvesthe physical presence of providers. Consequently, liberalisation isinseparable
from the free movement of providers within a regional FTA. Efficiency-enhancing
people should be as mobile regionally as efficiency-enhancing goods.

Measuresfor promoting professional/technical labour mobility include removing
restrictions on the admission of professionals from other member countries, general
co-ordination of immigration regulations and easing procedures for visas and work
permits for temporary movement of corporate personnel, and training specialists and
service providers such as architects, accountants, lawyers and engineers. The primary
aim should be the creation of a region-wide network of skilled professionals able to
provide increasingly sophisticated services in regional markets and to develop the
capacity successfully to export those servicesinternationally — in ways already being
pioneered, in sectors such as petrochemical and chemical engineering. For example, a
Tunisian company, Tunisia Engineering et Construction Industrielle, has devel oped
expertise that has enabled it to export arange of services such as basic engineering for
phosphoric acid plants in Greece, Romania and Turkey (Ghosh, 1997).

Conclusions

This paper attempts to shed light on whether an Arab Free Trade Agreement is
compatible with regional integration under the Euro-Med agreements and unilateral
liberalisation under the GATT/WTO framework. Given the proliferation of regional
trade agreements world-wide, the emerging policy debate appears focused less on
whether to go regional than on the optimal combination and sequencing of bilateral,
regional and multilateral trade initiatives necessary to achieve trade liberalisation and
growth. Among the MENA Arab states, the proliferation of GATT/WTO, Euro Med
and regional arrangements suggests that regional agreements are becoming more
important policy instrumentsfor building new sources of global comparative advantage.

An Arab RTA that makes a commitment to gradual liberalisation of agriculture
and services as well as industry sends important signals to a newly emerging export
eliteregarding the seriousness of commitmentsto reform®. Given the history of failed
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attempts at Arab integration, Arab governments will in fact have to go further in their
commitment to reform regional trade in order to build a reputation of credibility for
the private sector.

Signs of an emerging export coalition within Arab states include the Egyptian
Exporters’ Association established in 1997, which represents more than 100 private-
sector exporters of goods and services. This association has|obbied the government to
adopt more export-friendly policies, in addition to establishing a $22 million Trade
Development Centre co-financed by USAID, which will provide technical assistance
and marketing support, particularly for fast-track industries such as textiles, metal
goods, chemicalsand processed foodstuffs. In Syria, theAleppo Chamber of Commerce
has taken an unprecedented step by publishing alist of policy recommendations for
the government in Tishreen, anArabic language daily, earlier thisyear. Thelistincluded
changesto investment regulations, customs rules, economic regul ation, transport policy
and reform of the finance and banking system.

The 1997 Executive Programme represents a first step towards the creation of a
more “open” regional agreement by adopting the basic negative list, atime schedule
for implementation, incorporation of non-tariff barriers and streamlined procedures
regarding calculation of value added. This agreement does not go far enough, however,
in liberalising agriculture and services aswell as creating institutional mechanismsto
deal with more practical aspects of integration, such as the harmonisation of product
standards, information exchange and factor mobility. If the gradual pace of
implementation permitted under the 1997 Executive Programme is followed, many
potential benefits of this agreement will be lost.

From both political and economic viewpoints, there are increasing incentives
for creating an institutional mechanism to liberalise trade in goods and services among
Arab states while buttressing commitments under unilateral liberalisation and the Euro
Med Partnership Agreements. Empirical analysis of Arab trade suggests that intra-
regional exports tend to concentrated in non-traditional sectors, such as processed
agricultural products and basic manufactures, with the potential for significant forward
and backward linkages, R&D intensity and learning opportunities, as well as
complementarity and competitiveness. One area of future research would further
investigate sectors heavily represented in regional trade in terms of their degree of
knowledge intensity. Expanding regional trade opportunities among Arab states in
such sectors might encourage productivity gains through the promotion of anew class
of export industries, particularly in non-oil goods, and provide an important laboratory
for developing regional competitive advantage in services. Other aspects of “deeper”
integration include the expansion of firm linkages through SME development and
regional franchising as well as enhancing trade-related infrastructure and the mobility
of technical and professional skills.
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Notes

The Arab states included in this study are Algeria, Bahrain, Egypt, Jordan, Kuwait,
Lebanon, Libya, Morocco, Oman, Qatar, Saudi Arabia, Syria, Tunisia, the UAE and
Yemen.

For a more complete discussion see Hoekman (1995b).

Trade data for the Arab states were retrieved from the UN TARS Database at the SITC
three digit level. There are gaps in the import and export statistics reported to the
United Nations. All data are denominated in thousands of current US dollars. Since
no measures of volume are included, figures are based on a pure value basis. Growth
rates based on these data must be interpreted with caution and for this reason were
generally avoided in preparing calculations. Calculations in this paper are based
primarily on non-oil exports reported as imports by partner countries to avoid
potential inconsistencies between exports as reported by the individual country
and imports received by partner country. Delayed shipments of goods or failure to
deliver full goods shipments would largely account for such discrepancies.

Trade intensity measures determine whether the value of trade between two countries
is greater or smaller than would be expected on the basis of their importance in
world trade for MENA. The Trade Intensity Index (TIl) is defined as the share of one
country’s exports going to a partner divided by the share of world exports going to
the partner and is calculated as follows: Tlij = (xij/Xit) + (xwj/Xwt) where xij and xwj
are the value of i’s exports and world exports to j, Xit isi’s total exports and Xwt are
total world exports. An index of more (less) than unity indicates a bilateral trade
flow that is larger (smaller) than would be expected given the partner country’s
importance in world trade.

Calculation of revealed comparative advantage is as follows: (1) RCAij =(xijw/
TXiw) = (xjw/TXw) where xijw is the value of country’s exports of j to the world
(region), xjw represents exports of commodity j by the world, (region), that is, exports
of the commaodity by all competing producers. TXiw and TXw represent total exports
of all commaodities by country and the world (region), respectively.

RCA comparisons should be interpreted as a dichotomous measure of
competitiveness in this case, since trade volumes are denominated in current US
dollars incorporating random variations in commodity prices. In addition,
calculation of RCA indices on the basis of intra-Arab trade are likely to be biased by
the low volume of trade among Arab states relative to exports to the EU.
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10.

Trade in different products or inter-industry trade is defined as INTe = |Xj—Mj| where
Xj are total exports in product category j and Mj are total imports in product category j.
Intra-industry trade is simply all trade that is not inter-industry trade or:
HNTj= [(Xj+M]j)-|Xj-Mj|]. 1T can be normalised to obtain a measure of the share of
intra-industry trade for each commodity: 1ITj = [(Xj+M))-|Xj-Mj|] = (Xj+Mj). In this
paper, Grubel-Lloyd indices for intra-industry trade are computed for each sector
and summed over nonoail sectors using the following aggregation index: 2h (Xj+Mj)-
2n|Xj-Mj| =2n (Xj+Mj). For a more complete discussion, see Havrylyshyn and
Kunzel (1997). The aggregation measure used here has been criticised as being
biased downward by the degree of trade imbalance, so that the larger the trade
imbalance, the larger the net trade and the smaller the IIT index. Adjustments to
correct for this bias exist but previous studies show that they do not significantly
change the unadjusted index.

One important distinction needs to be made between horizontal IIT, that is goods
which have similar qualities but differ in industrial categorisation and those which
demonstrate differences in quality but belong to the same category of industrial
classification (vertical 11T). For many developing countries, the import of high
quality goods and export of low quality goods reflective of vertical 11T may represent
factors of complementarity rather than competitiveness, although critics of this
approach emphasise that globalisation of production can result in developing
countries importing intermediate goods that are domestically processed in the labour-
intensive phase and subsequently re-exported as finished goods.

In NAFTA tariff rate quotas were used to transform quantitative restrictions into
tariffs as within-quota items entered at a relatively low tariff rate and above-quota
items facing a prohibitive tariff. This implies no immediate change in the level of
protection, but gradual reductions in the above-quota tariff are implemented until
this category equals the within-quota rates, and the quota in effect becomes non-
binding. Regulation through marketing boards and monopolies is prevalent in
agricultural exports but clearly undermines the ability of producers to respond
competitively to changes in price signals.

Other non-traditional gains associated with RTAs include mechanisms to overcome
political time inconsistency and credibility issues (Staiger and Tabellini, 1987),
anchoring domestic reforms (Whalley, 1996), signalling potential competitiveness,
insurance against generalised trade war, (Perroni and Whalley, 1994), enhanced
bargaining power and creating a co-ordination mechanism for mobilising pro-reform
constituencies. Traditional gains from regional trade agreements (RTAS) include
static trade creation resulting from the elimination of trade barriers among members
of atrade bloc (Viner, 1950), favourable terms-of-trade effects (Mundell, 1964),
increased levels of private and foreign direct investment and dynamic effects
associated with enlarged market size and economies of scale. (Krugman, 1991).
Principal losses associated with RTAs include tariff revenue shortfalls
(Panagariya, 1996; Bhagwati, 1993), and trade diversion, following a redirection of
trade from low-cost to high-cost producers as a result of eliminating tariffs between
bloc members while maintaining external tariffs towards the rest of the world.
(Viner, 1950). For a more complete discussion, see Fernandez and Portes (1998).
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11.

12.
13.
14.
15.

Reported on the basis of data from UNCTAD, World Bank; IMF data sources as
reported Ghosh (1997).

Ghosh (1997) p. 41, data based on UNCTAD (1995).
Campos and Root (1996), p. 65.
Hoekman, Konan and Maskus (1998), p. 4.

In Mexico, during the period leading up to NAFTA from 1985-94, the government
focused its energies on forming new coalitions in manufacturing, creating a new
export elite and a new group of foreign investors, which weakened the statist elite
and the old private elite. Transformation of the power structure was accomplished
through privatisation, deregulation and the enactment of more friendly foreign
investment rules. NAFTA also effectively represented a commitment by the Mexican
government to eliminate protection in agriculture and services in the next fifteen
years.
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Chapter 10

Linkages Between Euro-Mediterranean
and Arab Free Trade Agreements

Jamel E. Zarrouk

I ntroduction

The recent European initiative to establish a free-trade area (FTA) between the
EU and each of the Southern Mediterranean countries has been followed by the
establishment of an FTA among the member states of the Arab League and a
proliferation of bilatera FTAs between Arab Southern Mediterranean countries. The
latter overtures have been viewed as parts of a renewed attempt at Arab economic
integration and as measures to counteract the potential adverse effects of the European
initiative on intra-regional trade among member states of the Arab League.

Thispaper assessesthe potential for interaction between the Euro-Med Partnership
Agreements and intra-regional integration among member states of the Arab League.
The European initiative aims at liberalising bilateral trade between the EU and each
of the Southern Mediterranean countries in a non-discriminatory fashion over 12 to
15 years. At the sametime, members of theArab L eague have committed to establishing
a single Free Trade Area among the twenty Arab member states, effective
1 January 1998, through the elimination of import duties and other barriers to trade
on goods of Arab origin over ten years.

The Euro-Med and Arab regional free trade agreements are expected to create
free-trade areas not only with the centre (the EU) but also among the Southern
Mediterranean countries in the Arab region by eliminating barriers to trade and
investment. There have been no formal linkages between the two trading arrangements.
Hence, there is no mechanism through which a member country can maximise the
benefits and minimise the costs of entry into both of them.
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Arab statesin the MENA region external to the EU-Med Agreements will incur
costs to the extent that the latter create bilateral trade patterns that discourage intra-
Arab regional economicties. Inaddition, if theArab Southern Mediterranean countries
do not have comparable FTAs with each other — that is, if they do not create asingle
free-trade area— then the common denominator will be the EU. This may lead to a
scenario in which the Euro-Med FTA attracts investment in export-oriented industries
but foreign firms choose to invest in the EU as the “hub”, to attain access to all Arab
countries as “spokes’. Minimising the so-called hub-and-spoke effect by lowering
intra-regional trade barriers has become a major incentive for a single Arab FTA
among all Arab countries.

This paper addresses issues of feasibility and desirability in linking the Euro-
Med Agreements and the Arab League FTA, to expand stagnant trade flows between
Arab states as well as minimise potential hub-and-spoke effects. The objective is to
highlight areas of interaction between the two sets of agreements and to explore the
potential for deeper integration among Arab countries to enhance the benefits of the
Euro Med Agreements. The paper defines the linkages as spill-over effects resulting
from the Euro-Med agreements, creating a policy framework to which individual
Arab countriesin the Southern M editerranean region can credibly commit themselves.
Adoption of EU policies and regulations will help to attract investments and enhance
competition in domestic markets, whilethe negotiation of similar free-trade agreements
among Arab countries offers a more credible path to regional integration relative to
previous regional trade initiatives.

The Importance and Determinants of EU-Arab and Intra-Arab Trade Flows
EU-Arab and Intra-Regional Trade

The member countries of the Arab League® have relatively diverse economic
and geographic sizes, natural -resource endowments and per capita GDPs (Table 10.1).
These features have a significant impact on the region’s trade flows and performance.
The EU is their major trading partner, accounting for an average of 26 per cent of
total Arab exports and 46 per cent of total imports (1995-97). At the same time, the
share of EU importsfrom Arab countriesis small and has declined significantly during
the 1980s and 1990s, from an average of 25 per cent in 1980 to 6 per cent of EU
global imports in 1997. This decline reflects the fall in world oil prices to some
extent, aswell astheloss of competitiveness and erosion in EU market share following
increases in Asian and Central and East European (CEES) exports to the EU
(Table 10.2). Japan absorbs 16 per cent of the Arab region’s exports and accounts for
12 per cent of itsimports. Trade with the United States has been relatively |essimportant
to the region (9 per cent of exports and 13 per cent of imports).
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Table 10.2. Share of Arab Countries Exportsin EU Markets, 1980-97
(Percentage Share in Total EU Imports)*

1980 1984 1989 1991 1997
Southern Mediterranean
Algeria 1.63 2.65 142 1.09 111
Egypt 0.97 111 0.6 0.52 0.34
Jordan 0.01 0.04 0.02 0.02 0.02
Morocco 0.51 0.5 0.62 0.7 0.63
Lebanon 0.02 0.02 0.03 0.02 0.02
Syria 0.35 0.3 0.18 0.3 0.27
Tunisa 0.5 0.37 0.46 0.59 0.56
Sub Total 3.99 4.98 3.34 3.24 2.96
Other Arab Countries
Bahrain 0.03 0.03 0.04 0.02 0.03
Djibouti 0 0 0 0 0
Iraq 37 1.38 0.77 0 0.17
Kuwait 1.39 1.04 0.6 0.26 0.19
Oman 0.14 0.06 0.04 0.03 0.03
Qatar 0.62 0.44 0.03 0.01 0.01
Saudi Arabia 10.55 297 153 161 1.39
UAE 1.93 1.01 0.4 0.12 0.18
Yemen 0 0 0 0.04 0.02
Libya 2.83 2.8 1.44 115 1.03
Mauritania 0.06 0.07 0.06 0.05 0.04
Somdlia 0.01 0 0.01 0 0
Sudan 0.07 0.07 0.05 0.03 0.02
Sub Total 21.34 9.87 4.98 3.32 3.12
Total Arab Countries 25.33 14.85 8.31 6.55 6.08
China 0.76 1.02 2.35 4.36 4.92
CEEC** 2.79 5.6 6.64

*  Excludes intra-EU Imports.
**  CEEC: Bulgaria, Czech Rep., Hungary, Poland, Romania and Slovakia.

Source: IMF, Direction of Trade Statistics.

Intra-regional trade among Arab countries expanded little during the last two
decades and its share in total regional trade has remained small. In 1997, the value of
Arab intra-regional exports was estimated at $15 billion, up from $8 billion a decade
earlier. Thisoverall increase results largely from the expansion of non-energy exports,
in particular chemicals and clothing. The relative importance of intra-trade in total
Arab trade rose moderately during 1986-97, accounting in 1997 for 9 per cent of total
trade [(imports + exports)/2]. There is some indication that these levels lie below
those attainable under more open and liberal trade regimes, although trade with the
EU will continue to dominate the region’s trade flows. According to Yeats (1995),
intra-regional trade activity may appear low, but given the region’s low share of
global exports (3 per cent), regional trade is indeed significant.

Trade statistics suggest that the importance of intra-regional trade varies among
individual countries: intra-regional trade shares (of both total exports and imports)
have been relatively significant in Jordan, Lebanon and Sudan, due largely to import
activity in neighbouring GCC markets. Lebanon has a diverse export base and sells
more products in GCC markets than the other Arab countries, while Jordan relies on
the GCC markets for both exports and imports.

228



"pun- Afejpuo |\l [eUOIRRUIBIU| ‘SONSITRIS 8pRl ] JO UoNoa.Id 224N0S

(Ssuodx3 E101)

ov TST ™0 LT 600 VT TIv 821 8CT TTT 0.6 8L

8 965 8ET 80 29T L9S VET Z/06TT 697 66 TOZ 1L Moy 01 sHodxg

L8 00T S¢Cl 80t ¢T €66 T 444N 67 6 6599 TT 89/, L s1iodx3 qely-e |

- 80 8¢ 00T 98 76 Ll 99 (074 uawe A

S0 0 e € S T Z 0 LT eluejure |\
6L L2 Ze- LEE 162 8.€ 8ee €92 749 0200J0IN
6T TV 8T- €05 96 08v €€5 Sz 08T A6

S99 S S'6C S29 /86 895 Tse Ly 18T eAgin
¥'ZS A /4% 66€ S6¢ 44 2144 jelerd €5¢ uouege
€e L ¥'8 LEE 80 T1€ 962 S6.L v.S Jemny|
8L €¢ Z 98¢ 0€ 80€ T8¢ 622 €9t Terd
8¢l 8'S 4) vZL 06 289 869 62 /65T uewo
T08 9€ 8¢ ($1474 SIS TV (317474 GS6 ocy beu
L[S 80 LcT S6 01T 90T 89 19 S elewos
6L A4 ZT- 8/Z S9¢ 0€ 8/¢ 205 orT eufs
144 9T 134 86T €0¢ ST cLT 6 €8 uepns

6 '8¢ v'ee 6S. ¥ /S€9 806 ¥ L e Se0 € 856 T eiqely Ipres

T¢C 8T L'L €2¢ TeL eve 2Lt VLT A eleb|y
S8 €e 617 L0V 284 L6V SPe 962 9T esiunl
8T ¥'e (0]2 ey 85 €6€ 19€ 082 099 ureiyeg
89 VET 4 09971 /SLT LT 1 9291 966 €8L VN
€er 8V L1 T09 8L 79 Tty €8¢ 89¢ uepior

L6€66T /e /6-€66T e 16-€66T 16-€66T /66T G66T €66T 686T 9861
suodx3 oL
s, Anuno) suodx3 ey akry ymolo aneA
ulareys “elu| ulareys afelony afielony

(saferusalad pue uol||iw $)

$9111UN0D [enpIAIpu| Jo s1iodx3 [e10 | ulsliodx3-eiu| Josteys pueaneAsyl Ve 0T a|gel

229



"pun4 AfepUo A [eUOIRRUIBIU| 'SONSITRIS Spel ] JO uoNoaliq 92.n0S

16'9 ZIS EET 285 9T 0£S vET GleecT €05 56 69€ 18 (Snodwi eioL)
29 TS0 TCT GV CET 86T ¢CT 0g€e ¢t 09T 98 vo8 L Moy 0 suodwj
96 00T €9 T9v T 10T VT CEECT SO TT EVE6 G0S 9 suodw| qely-enu|
-- €¢ €¢e 8¢ 661 [4%4 €91 9Ty (404 UeliB A
6'S €0 9'G- GE GE ce 144 ST 4 eluellre
90T 14 15874 008 168 992 €6, 6.5 Siv 030010
8¢ g€ 6°€E 124 269 (124 ST¢ 1T Tce dAB3
4] 1A% L'c €19 199 /1S 705 e i) eAgi
L8 1544 LT GES 14 085 16V ¢Se 0T uouege]
Lct S, z8 T€6 080T 256 68L G18 viv lemny|
SET 6¢C 29 19€ viv ace 9ce 6ET 99 erd
8'6¢ 4% S0- 06¢T SIET veet wet €9 [49%4 uewo
8'€e 97T 67T 16T 8¢¢ €0¢E T€T wet 165 beu
1T €0 v'e- €e e [4 6€ 8¢ 1€ elewos
44 60 99 Vit 6TT oct 96 61T 96¢ eufs
9'8¢ € '8 (072 Tov (0174 06¢ 1/2 0ce uepns
8'G S€T L 0891 /96T €291 00ST 90T T6L eldely Ipres
Ve S¢ Tct SIE T9€ TeE 6¢¢ 68T 214" elLeb|y
9'S €€ T'se viv 205 143174 S0C 28¢e 00¢ esung
STy 44’ €9 c6LT wo¢e 9.1 009 T G T 9/0T ukeiyeg
99 8TT T- VT oS T 121 009 T jeis7A €05 ‘Fvn
[4 >4 L S, 1/8 €96 698 0cL 889 9/S uepior
16-€661 e 16-€66T e 16-€66T 16-€66T 1661 G66T €661 6861 9861
suodwi |
ol sAnunod  suodw|gely  slkeY UWmoID aneA
ulareys eI UlBRUS afelony afelony

(safersalad pue uol||iw $)

$9111uN0Y [enPIAIPU| Jo sliodw | [e10 1 ulsliodw -8 U] Joateys puesneAsyL "ge 0T algeL

230



EU-Arab and I ntra-Regional Trade Composition

On average, 45 per cent of intra-regional exports consist of manufactures
(Table 10.4)2. This contrasts sharply with the share of manufacturing in Arab exports
tothe EU, which averages 30 per cent. Thelargest product categoriesin intra-regional
exports are mineral fuels, chemicals, and articles of base metal (aluminium, articles
of iron and steel) and prepared foodstuffs. In contrast, major components of the Arab
region’s exports to the EU are mineral fuels, which account for two-thirds of total
exports, followed by textiles and clothing and chemicals. In general, the structure of
intra-regional exports suggestsincreased trading in industrial goods, chiefly chemicals,
electrical articles, machinery, clothing and textiles.

Regarding imports (Table 10.5), the share of food in intra-regional imports
(22 per cent) is more than double its share in trade with the EU, but machinery and
transport equipment constitutes the single most important category. The commodity
structure of intra-regional imports is more diverse than Arab imports from the EU.
These comparisons suggest that new regional export capacity may possibly have
developed, reducing disparities between intra-regional exports and Arab countries
import needs (Figures 10.1 and 10.2).
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Figure 10.1. Composition of Exportsin Intra-Regional Trade and Arab Trade with the EU
(Percentage share based on average value)
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Figure 10.2. Composition of Importsin Intra-Regional Trade and Arab Trade with the EU
(Percentage share based on average value)
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Dynamic Productsin Arab-EU and I ntra-Regional Trade

Could evolving exchange patternsin intra-regional trade and regional trade with
the EU provide a larger industrial base for future expansion? This paper does not
compute reveal ed comparative advantage (RCA) indices but draws upon the results of
existing studies (Yeats, 1995; Limam and Abdalla, 1998). According to these studies,
the greatest potential for intra-regional trade expansion exists between energy-exporting
countries, such as the GCC, and more diversified economies like Lebanon, Syriaand
Egypt. However, Yeats (1998) warnsthat RCA indices can be misleading, because can
be measured well only in atrading environment with very low external trade constraints
such as tariffs and non-tariff barriers.

Further comparative analysis of Arab trade with the EU and intra-regional
exchange examines the potential for specialisation and intra-industry trade in Arab
countries. Intra-industry trade istwo-way exchange within the same group of products,
likely with the same factor intensity in the production process. Theoretical analyses
and empirical studies show that ahigh level of intra-industry trade plays an important
positive role in regional arrangements by allowing member countries to integrate
more fully into global and regional markets and by accelerating industrialisation and
growth in developing countries.

According to Havrylyshyn and Kunzel (1997) IIT indices® for Arab countries
arelower than those for countrieswith recently established regional trade arrangements
such as NAFTA, APEC and MERCOSUR (which has similar per capita incomes).
Nevertheless, computed data for Arab countries show rapidly increasing levels of
intra-industry trade relative to a decade ago. Moreover, intra-industry trade levels are
higher for trade among Arab countries (i.e. intra-regional trade) and with other
developing countries relative to trade with the EU. This suggests that free-trade
agreements between Arab countries and the EU should be reinforced by a regional
free-trade agreement such as the Arab League FTA. In short, intra-industry trade
could be an important vehicle for promoting and supporting the Arab FTA.

To support these findings an attempt was made to identify the most dynamic
export products for six major regional trading countries (Egypt, Jordan, Lebanon,
Morocco, Saudi Arabiaand Tunisia)*. The purpose was to determine whether dynamic
productsinintra-regional trade and trade with the EU have production features different
from traditional exportsand therefore present new export opportunitiesin both regional
and the EU markets.

Comparative analysis of dynamic productsreveal sthreeimportant characteristics.
First, in most countries the number of dynamic products (among the 97 HS chapters)
is higher for intra-regional trade than for Arab exports to the EU, suggesting that
opportunities for intra-regional trade in processing activities have expanded. For
instance, Lebanon records the highest number of dynamic products, accounting for
50 out of the 97 S chaptersin intra-regional exports, while only 13 among the 97 are
found to be dynamic products in Lebanon’'s exports to the EU. Saudi Arabian data
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show that dynamic products account for 38 among the 97 in intra-regional trade, as
against only five in exports to the EU. For Tunisia the analogous counts are 39 and
21. Moreover, the export shares of dynamic productsin all the countries studied range
from 28 per cent (for Egypt) to 95 per cent (for Lebanon) in intra-regional trade,
higher than export shares of dynamic products in total exports to the EU for all
countries except Jordan (Tables 10.6 and 10.7).

Finally, while there is some overlap between dynamic products in intra-regional
trade and exportsto the EU, the mgjority of dynamic products maintain adifferentiated
export nicheinintra-regional trade. Thisalso suggeststhat intra-regional export niches
may help develop export capacity and enhance the prospects for success in regional
trade arrangements.
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Table 10.7. Comparative Profile of M ost Dynamic Export Sectorsin Arab Countries

Country Intra-Regional Markets: EU Markets: Dynamic Matching Dynamic Export Products
Dynamic Export Products Export Products
Number of Share of Number of Sharein Number of Production Description
HS Chapters Intre- HS Chapters  Exportsto  HS Chapters
regional EU
Trade (%)
(0
Egypt 17 281 14 17.46 4 Chemicals, Associated
Transport equipment
Jordan 24 83.6 26 86.29 12 Chemicals, semi-

manufactures, minerds
(non-ail), fertilisers

Lebanon 50 95.0 19 66.48 13 Chemicals, semi-
manufactures

Morocco 18 45.8 18 34.26 4 Semi-manufactures, textiles
& clothing, agricultural &
raw mat.

Saudi Arabia 38 46.2 6 3.02 4 Chemicals, semi-
manufactures

Tunisa 39 74.8 21 9 9 Semi-manufactures, textiles
& clothing, prepared
foodstuffs

Arab-EU and Intra-regional Tradein Services

The pattern of services trade generally complements merchandise trade flows.
AmongArab countries, but theintra-regional shareintotal tradein commercial services
has been relatively larger than for merchandise trade, reflecting cultural similarity,
proximity for services delivery and preferential treatment of Arab services-related
investment. For example, Central Bank data from Egypt, Morocco and Tunisia for
1995-97 show that Arab countries absorb around 17 per cent of total commercial
service (non-government) exports from Egypt, 8 per cent from Morocco and 13 per
cent from Tunisia. The EU takesup 70 per cent of Morocco’sand Tunisia’'scommercial
services exports and around 62 per cent of Egypt’s services exports.

Tourism is by far the most important item in commercial services, accounting
for 58 per cent of Egypt’s services exports to Arab countries, 75 per cent of Tunisia's
and 91 per cent of Morocco’s. Transportation, the distant second, accounts for some
6 per cent of Morocco’s and 15 per cent of both Egypt’s and Tunisia's exports of
services to Arab countries. Data on the composition of trade in commercial services
with the EU were not available. Ironically, the Arab League FTA has not incorporated
servicesliberalisation. Moreover, Arab countriesdid little to open their services markets
through commitments within the General Agreement on Trade in Services (GATS.)
Regional liberalisation of services in sectors such as banking, insurance, and
transportation would enhance competition in larger regional markets (Figure 10.3).
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Figure 10.3 The Composition of I ntra-Regional Exports
of Commercial Services (Average of 1995-1997)

Egypt

Other commercial services 28%

Tourism 58%

Transport 14%

Tunisia Morocco

Other commercial services 10% Other commercia services 3%
Transport 6%

Transport 15%

Tourism 91%
Tourism 75%

Analytical Framework

Therecent European initiativeto create awider Europe-Mediterranean Economic
Areaispart of amore generalised trend towards regionalism, apowerful force shaping
the world economy today. The proliferation of free trade between larger developed
countries and smaller emerging economies partly reflects elements of the new
regionalism. Following this trend, the EU has concluded agreements with the Central
and Eastern European countries. Jordan, Morocco and Tunisia have signed similar
agreements. Moreover, there has been revived interest in intra-regional integration
among the member states of the Arab League, culminating intheArab Leagueinitiative
to create an FTA effective in ten years' time.
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The debate regarding benefits of joining one or more such arrangements has not
provided a clear-cut theoretical or empirical impetus to encourage their proliferation.
Nevertheless, it remainslively, particularly in the post-Uruguay Round erawhen trade
barriersare being substantially reduced world-wide and theinternational trading system
is being deepened and broadened.

Traditional and Non-traditional Welfare Effects of the Euro-Med FTAs

The Euro-Med Partnership Agreements aim to liberalise trade in a non-
discriminatory fashion and thus to improve access to the much larger EU market.
They also aimto increaseimport competition in domestic South Mediterranean markets.
Standard customs union theory (Viner, 1950) predicts that the elimination of tariffs
between two countries that keep their external tariffs toward the rest of the world
could lead to reduced economic welfare that outweighs the gains from trade creation.
When trade diversion outweighs trade creation, a loss of efficiency will increase the
likelihood that losses from trade preferences will exceed gains from freer trade. In the
Euro-Med FTAs, it has been argued that the impact of trade diversion will likely be
limited because of geographic proximity and well-established trade links between the
EU and the Southern Mediterranean countries. Yet this would suggest that these less
developed, smaller and economically weaker countries will have to reduce their
protectionist trade regimes relatively more and bear the redistribution cost in the form
of substantial losses from tariff revenues and the restructuring of local firms not able
to sustain increased competition from Europe.

Such asymmetry in the redistribution of gains from the EU-Med FTAs has been
contrasted with dynamic benefits that would accrue from more foreign investment in
these countries. Reduction or elimination of trade barriers within the region would
presumably encourage the reallocation of factors of production to reflect the region’s
pattern of comparative advantage more closely. There are some prerequisitestorealising
these beneficial effects. Membership in the Euro-Med FTAs should coincide with
sound policies at home, including liberalisation of the institutional framework, legal
provision for capital inflows, enhanced legal means for dispute resolution and legal
recourse on government contracts (Blomstrom and Kokko, 1997; Page and
Underwood, 1997).

In addition to the effects of the EU-Med FTAS on investment flows, these
agreements might possibly have a dynamic effect on industrial location. Puga and
Venables (1998) show that aNorth-South preferential trade arrangement like the Euro-
Med FTAswill dislocate industry from the large economy to the small Mediterranean
countries as result of wage differentials, assuming that industries are predominantly
located in the EU initially. Other factors conducive to North-South liberalisation are
low remaining barriers to access the EU markets, namely proximity and low unit
labour costs in the south.
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Potential Effects of the Arab League FTA

The history of Arab regional integration arrangements, thus far, has not been
encouraging for future prospects of intra-regional trade. The poor record in promoting
Arab regional co-operation has been widely discussed in other papers®. Looking
forward, the recent Arab League initiative establishing a Free Trade Area and the
proliferation of bilateral free-trade arrangements between Southern Mediterranean
countries in the region (e.g. between Egypt and Tunisia, Egypt and Lebanon and
Egypt and Morocco) have paid more attention to economic considerations. These
initiatives have been supported by ongoing liberalisation of trade and investment policies
in individual Arab countries. The implementation of such reforms should create an
enabling economic environment for countries in the region to exploit further trade
opportunities and economies of scale.

Moreover, the implementation of trade liberalisation measures following the
Uruguay Round is expected to confront Southern Mediterranean countries with less
advantageous access to the EU markets, their key trading partners, as they lower
tariffs and non-tariff barriers vis-a-vis the rest of the world. The likely erosion in
preferential treatment of exports of Arab Southern Mediterranean countries to EU
markets raises the return to shifting trade flowsinto other market access opportunities,
notably, intra-regional markets.

The potential benefits of an intra-regional FTA among member states of the
Arab League include enlarging market size, to the extent that a larger market can
attract industry. Traditionally, aregional FTA among devel oping countriesis assumed
to substitute for rather than complement an FTA between developed and developing
member countries, as any preferences provided to intra-regional trade would divert
an equivalent amount of trade with developed countries and reduce the region’'s
dependence on industrial countries. Empirical evidence shows this is not always the
case, however, because products of primary importance to developing countries are
normally capital-intensive goods in which they do not have a comparative advantage.

Linking the Euro-Med and the Arab League FTAs

The Euro-Med Agreements can enhance direct gains from trade liberalisation
through various mechanisms. By providing a binding mechanism for Arab Southern
Med countriesto commit to various policies, these agreements can promote efficiency
in them, with spillover effects on the intra-regional free-trade option.

One particularly crucia area in the provisions of the Euro-Med Agreements
involves the harmonisation of domestic economic policies, particularly the alignment
of national production standards, customs proceduresfor traders and competition policy
lawswith those of the EU. The Euro-Med Agreements commit Southern Med member
countries to adopt EU competition laws, after a given transition period. Enforcement
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is left to the European Commission and the national authorities. Given the lack of
well developed competition rules in most of the Arab Southern countries, this will
lead to the extension of EU competition policy to the Arab Southern Med countries.

This harmonisation of policy could help the Arab Southern Med countries not
only to implement the right policies but also to provide certainty and credibility to the
domestic economic environment. Such credibility makesit easier for the private sector
toplanandinvest. Overall credibility also brings about the expansion of Arab Southern
Med countries' capacity to develop industry.

Another area of binding domestic policy concerns the provisions of Euro-Med
Agreements concerning government subsidies and public aid granted to selected
industries. Many likely beneficiaries of state aid in the Southern Med countries will
be potential exporters to the EU. The Euro-Med Agreements provide a transition
period after which state aid such as granting tax breaks and subsidies to particular
industries will be considered a source of distortion to competition among Southern
Med countriesfor global investments. The Euro-Med Agreements could act asabinding
mechanism for Arab Southern Med countries to commit to such industrial policy
disciplines in away that the Arab League FTA would not.

Regarding potential hub-and-spoke arrangements, the European Union has
become the hub of a large web of FTAs by forming bilateral FTAs with countries
bothin Central and Eastern Europe and in the Mediterranean. If trade barriers between
Southern Med countries remain high, foreign investors have an incentive to locate
industry in the EU as the hub by offering them access to all the Southern FTAs. This
deters EU investors and firms from investing in the Southern Med countries because
of intra-regional trade barriers. These countries therefore have an incentive to engage
in multilateral regional liberalisation to overcome potential hub-and-spoke effects.

Comparison of the Main Features of Euro-Med Agreements and the Arab
League FTA

Scope and Coverage of Trade Liberalisation in the Euro-Med and Arab FTA
Agreements

The typical Euro-Med Agreement aims at eliminating all tariffs on industrial
goods over twelve years. Given that Arab Southern Med countries already have free
access to EU markets for most of their manufactured goods, such liberalisation will
have limited benefitsfor exports from the Arab Southern Med countries. Thisrequires
that they dismantle tariffs and non-tariff measures on imports of industrial goods
from the EU.

In the EU-Tunisia FTA, liberalisation is phased depending on the industrial
goods concerned. Full liberalisation of intermediate inputs and capital goods, which
facelow tariffs, will occur upon the implementation of the Agreement, whereas tariffs
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on imports of consumer goods competing with domestic production will be phased
out over five to twelve years. During a grace period of four years tariffs remain
unchanged, whence gradual reduction starts.

Thisgradualist strategy is meant to reduce the fiscal adjustment cost for Tunisia.
Its shortcoming liesin providing higher effective protection to consumer goods during
the transition period. Domestic industries will benefit from tariff reductions on their
inputswhiletheir final productswill remain protected. Moreover, the transition period
would allow for pressures from interest groups to resist market opening or to induce
the government to use safeguard measures.

IntheArab League FTA, liberalisation provisionsfor industrial goodsareincluded
in an Executive Programme to implement the 1981 Agreement for Facilitation and
Promotion of Trade among the Member States of the Arab League. The main
shortcoming of the 1981 Agreement wasits status as only adeclaration of the signatories
intent. It had no binding terms and everything was open to negotiation. Moreover, the
liberalisation scheme it adopted took a product-by-product approach. Negotiating
countries were allowed to pick and choose some manufactured products but not others
for tariff exemptions. In addition, the Agreement did not lay out a time schedule for
the elimination of tariffs and trade barriers. The political barriers also worked against
efficiency and mutual confidence.

The recent Executive Programme to revive the 1981 Agreement came up with
more specific commitmentsin terms of across-the-board elimination of tariffs, tariff-
like charges and non-tariff measures on industrial goods. Member countries in the
Arab FTA agreed to cut customs tariffs and the tariff-like charges over ten years, by
10 per cent per annum. Thus tariffs will be totally abolished by 2007 and the member
countries agreed to bind the national tariff schedules, which was done on
31 December 1997. Tariff-like charges and additional taxes are among the main
components of the programme and are to be treated like normal tariffs.

Similarly to the EU-Tunisia Agreement the Arab League FTA has allowed
countriesto draw up limited lists of exclusions from immediate liberalisation. | mport-
competing industries which need atransition period for restructuring to improve their
competitiveness before having to face competition from foreign imports are eligible
for such exclusions. Therefore, the previous critique holds here as well, because the right
to exclude products during atransition period woul d substantially limit theliberalisation
effect onintra-regional trade flows. A more effective strategy would be to introduce tariff
quotas, under which minimum quantities of the sensitive products have to beliberalised
immediately and the unrestricted quantity of imports would increase over time.

Trade Liberalisation for Agricultural Products
The Euro-Med Agreements do not provide more favourable treatment for

agricultural exports of the Arab Southern Med countries, although new negotiations
were to take place by the year 2000. On the other hand, Arab Southern Med countries
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have undertaken or will have to undertake new commitments under the Euro-Med
Agreements consistent with those agreed in their schedules of accession to the WTO,
including tariffication, the conversion of all non-tariff measures into tariff-rate
equivalents.

In the Arab League FTA, safeguard measures for agricultural products have
been introduced in the Executive Programme, such as the possibility of suspending
the liberalisation calendar for some products during peak harvest seasons. Suspension
of any product from the liberalisation calendar for tariffs and tariff-like charges cannot
last more than seven months per calendar year. Each country may include a maximum
of ten products for suspension, and the total suspension time for any product list
should not exceed 45 months per calendar year.

A major shortcoming of this liberalisation is that safeguard measures remain
during the full ten-year transition period until the full elimination of tariffs. Until
then, pressures from interest groups will build to resist market opening and thwart
any substantial intra-regional liberalisation for agricultural products.

Measures to Liberalise Services and the Right of Establishment

The EU-Med Agreements, with the exception of the prospective EU-Lebanon
Agreement, do not cover services. TheArab FTA issimilar. Thisabsence of provisions
for free trade in services and the right of establishment in both instruments reduces
the benefits, given that trade in services could become an area of dynamic growth and
efficiency gains, especially in financial services, insurance and shipping. Access to
lower-cost and higher-quality services should increase the competitiveness of domestic
goods producers. Commitments to liberalise the right of establishment serve as a
stimulus for foreign firmsto have acommercia presence, which entails financial and
technology transfers.

Harmonisation of Rules and Disciplines

Harmonisation of commercial legislation with regard to competition policy and
state aid were envisaged in the provisions of the Euro-Med Agreements, but they are
not explicitly addressed in the Arab League FTA. The Euro-Med Agreements contain
major provisions that bind the domestic commercial practices of the Arab Southern
Med countriesto EU competition policy law on the basis of trade between the EU and the
Arab Southern Med countries. Domestic commercial measures such asthose pertaining
to state monopolies and public enterprises must be consistent with the EU laws.

Both the Euro-Med Agreements and the Arab League FTA refer to WTO rules
in the areas of anti-dumping and countervailing of subsidies. Only the Euro-Med
Agreements have rules on state aid for disadvantaged regions. In the EU-Tunisia
Agreement, Tunisia may continue state aid for five years, but it should be judged by
reference to EU competition law to decide whether it is state aid or subsidies designed
to compete for foreign investment with other Southern Med countries.
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Technical Barriers

Technical barriers pertain to the application of standards (testing certification,
health, safety, and environmental protection) as a condition for market entry, sale and
use. The Euro-Med Agreements, as exemplified by the EU-Tunisia Agreement,
generally call for appropriate stepsto comply with EU technical standardsfor industrial
and agri-food products and certification procedures. Tunisia has a transition period to
update its laboratories, quality control and conformity assessment. At the end of it,
Tunisiawill haveto sign mutual recognition agreements both for conformity assessment
and for the supervisory and legal bodies that review standardisation and quality with
respect to intellectual, industrial and commercial property. The Arab League FTA, on
the other hand, does not contain major harmonisation provisionsthat bind the member
countries standards to international norms.

Conclusion

The proliferation of Euro-Med Agreements between the EU and each of the
Arab Southern Mediterranean countries has rai sed reasonabl e expectations of expanding
intra-regional trade among Arab states. In light of these devel opments, the Euro-Med
FTAs could act as a binding mechanism for bilateral FTAs and the Arab League FTA
by inducing greater credibility in theimplementation of theseregional trade agreements.
The Euro-Med Agreements can bring about successful regional trade liberalisation
and thus would limit potential hub-and-spoke effects.

Binding rules contained in the provisions of the Euro-Med Agreements can
serve a useful economic purpose above and beyond the direct gains from trade
liberalisation through various mechanisms. They could provide a binding mechanism
for the Arab Southern Med countries to engage in various policies not incorporated in
the Arab League FTA. Yet their provisions alone are not sufficient to insure a more
credible road to intra-regional trade expansion. Many new trade areas not covered in
the EU Agreements, such as services, investment, and the temporary movement of
professionals, should be addressed in the Arab League FTA. A broader regional
liberalisation effort of this kind would enhance market efficiency, allowing Arab
countries to face greater competition from emerging world exporters in Asia and
Central and Eastern Europe.

MENA countries that belong to the Arab League FTA (excluding the GCC) but
are not EU partnerswill face pressure to open their trade regimesin the WTO context.
Thus, it may be better for them to open their markets indiscriminately and perhaps to
expand preferential trade liberalisation faster than multilateral liberalisation, to
encourage commercial ties with partners of similar size in the Arab League FTA.
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One area of further research interest concerns the desirability of bilateral free
trade agreements between Arab countries. Whether such agreements complement the
Euro-Med Agreements and the Arab regional FTA is controversial. Some people view
the pursuit of bilateral FTAs as substitutes for the Arab regional FTA in the event the
latter process should falter. The primary economic incentive for the regional FTA
approach among developing countries of the South is market enlargement, which is
conducive to more foreign investment from the North. In the light of this rationale,
bilateral FTAs between countries of similar size and levels of development are likely
to detract from the regional FTA approach.

252



Notes

To date, the member states of the Arab League that signed the Arab FTA Agreement
(14) are: Bahrain, Egypt, Irag, Jordan, Kuwait, Lebanon, Libya, Morocco, Oman,
Qatar, Saudi Arabia, Syria, Tunisia, UAE. Algeria has expressed intention to ratify
the Agreement at a later stage. Djibouti, Mauritania, Sudan and Yemen are in the
process of ratifying it.

To shed some light on the comparative profile of trade with the EU relative to intra-
regional trade, Tables 10.4 and 10.5 provide a summary of the composition of intra-
Arab trade and the region’s trade with the EU. Shown here are the shares of selected
Arab Southern Med countries: Egypt, Jordan, Lebanon, Morocco, Tunisia and Saudi
Arabia along with average shares of this exchange, grouped into fifteen product
groups, using trade statistics of the 97 Chapters of the HS classification. The data
were made available from national sources of those countries.

Intra-industry indices are different from trade intensity indices. While the latter can
highlight the tendency of two countries to trade with each other, the former measures
trade between two industries in similar, but slightly differentiated products. Intra-
industry trade occurs as result of increased specialisation (see Yeats, 1998;
Havrylyshyn, 1997).

These countries have detailed intra-regional trade statistics and trade with the EU
for 97 key products, classified by Chapters of the Harmonised System available for
the period 1993-97.

The identification of the most dynamic export products among the 97 HS chapters
was based on the selection of products that recorded compound annual growth rates
in intra-regional exports and to the EU market accounting for 8 per cent or more,
from 1993 to 1997. In addition the value of exportsis no less than 0.1 per cent of the
country’s intra-regional exports and of its exports to the EU. The latter criterion
prevents biased growth rates for products starting from low export bases.

For discussion of the reasons underlying the failed attempts to promote regiona co-
operation, see Shafik (1995), Gamo, Fennell and Sakr (1997) and El-Imam (1997).
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