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Preface

This volume contains a selection of research output from the EU Seventh Framework
Program’s Collaborative Project on ‘Prospective Analysis for the Mediterranean
Region,” which was funded by the European Commission — Directorate General for
Research and Innovation — Unit L Science, Economy and Society under the Grant
Agreement No. 244578-FP7-SSH-2009-AEU.

The Mediterranean Prospects (MEDPRO) project was carried out by a consor-
tium of 17 reputable institutes and universities from the EU and SEMC coordinated
by the Center for European Policy Studies (CEPS) in Brussels. The consortium
partners included the Center for Social and Economic Research (CASE) in Warsaw,
the Center for European Economic Research (ZEW) in Mannheim, the Cyprus
Center for European and International Affairs in Nicosia, the European Institute of
the Mediterranean (IEMed) in Barcelona, the Faculty of Economics and Political
Sciences at Cairo University, the Fondazione Eni Enrico Mattei (FEEM) in Milan,
le Forum Euro-Méditerranéen des Instituts de Sciences Economiques (FEMISE) in
Marseille, L’Institut Marocain des Relations Internationales (IMRI) in Casablanca,
the Institute of Computers and Communications Systems-E3M Lab of the National
Technical University of Athens, the Institute of International Affairs in Rome, the
Institute of Studies for the Integration of Systems (ISIS) in Rome, the Mediterra-
nean Agronomic Institute of Bari, the Netherlands Interdisciplinary Demographic
Institute (NIDI) in the Hague, the Palestine Economic and Policy Research Institute
(MAS) in Ramallah, the Polytechnic University of Madrid (UPM), and the Tunisian
Institute of Competitiveness and Quantitative Economics (ITECQ) in Tunis.

The main objective of the MEDPRO project was to produce a set of scenarios of
political and socio-economic development in the Euro-Mediterranean region. The
findings aim to contribute to the reform process in the political, economic and social
agendas by broadening the level of knowledge on the interplay among the diverse
set of challenges and to provide deep insights into the prospected policy options and
their outcomes.

MEDPRO sought to deliver the best available scientific underpinning for future
policy decisions both domestically and at the EU level within the Euro-
Mediterranean framework in the post—Arab Spring era.
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In particular, MEDPRO analyzed the major development challenges that the
SEMC will face in the coming decades (primarily until 2030) such as economic
reforms, trade liberalization, the modernization of financial markets, an upgrade of
infrastructure, a more prudent management of natural resources (economically and
environmentally), a decrease in poverty and inequality, the eradication of illiteracy,
an overhaul of the education system and equal access of boys and girls to education,
the elimination of other forms of female discrimination, the reform of labor markets
to reduce chronic unemployment (especially for youth), better access to water and
sanitation, climate warming mitigation and adaptation, further improvement of
health standards and many other policy targets. On the institutional and political
front, the task is to undertake these policy objectives while building democratic
states which will apply the rule of law and respect civil rights and freedoms without
contradicting the dominant cultural and religious tradition in the region.

The MEDPRO project covered 11 SEMC: Algeria, Egypt, Israel, Jordan, Leb-
anon, Libya, Morocco, Palestine, Syria, Tunisia and Turkey. Ten of them are EU
partners under the so-called Barcelona Process, the ENP and UfM, and Turkey has
EU candidate status and has entered into a CU with the EU.

The MEDPRO research agenda covered seven thematic areas that were highly
relevant for the socio-economic development of the region:

* Geopolitics and governance, regional and international political challenges
faced by the SEMC in a global context

* Demography and ageing

¢ Human capital, social protection, inequality and migration

e Management of environment and natural resources

« Energy and climate change mitigation

* Economic development, trade, investment and key sector analyses

¢ Financial services and capital markets

The period of implementation of the MEDPRO project (March 2010-February
2013) coincided with major political developments in the region, i.e., the Arab
uprising (also called the Arab Spring), which directly affected several countries
(Tunisia, Egypt, Libya, and Syria), while others have had to deal with various
indirect consequences and spillovers as well as growing economic and political
uncertainty.

Unfortunately, as of mid-2014, the collapse of the previous autocratic regimes
has not led to the establishment of viable democratic regimes able to ensure
elementary political stability and responsible economic management. Tunisia is
perhaps the only exception as it has managed to maintain relative political stability
and a democratic form of government. It started to implement the economic reform
program supported by the IMF stand-by loan in June 2013. In January 2014, the
National Assembly approved the new constitution, which gave Tunisia a chance to
complete its political transition from dictatorship to liberal democracy.

The situation in other countries is much worse. Egypt and Libya continue to
struggle with domestic political instability, deep splits of their societies along
sectarian, regional, ideological and cultural lines, and tribal insurrections.
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In Egypt, after a brief period where the democratically elected government of the
Muslim Brotherhood failed to respond to the Egyptian population’s basic needs, a
military intervention backed by strong popular support led to the introduction of a
new regime largely anchored in the military apparatus in 2013. While any assess-
ment as of the date of the publication of this book is a mere speculation, the political
transition in Egypt is shadowed by uncertainties. All of these developments have
had a negative impact on business activity, investment, and incoming tourism.

Syria is experiencing its fourth year of bloody civil war with no prospects of a
rapid resolution. The country is in fact territorially divided between
pro-government forces and rebels with various ideological, sectarian and political
profiles. The negative economic and political consequences of this conflict include
a large number of internally displaced people and refugees, blocked transit routes,
declining tourism, and dwindling FDI flows. These have affected neighboring
countries, especially Lebanon, Jordan, and Turkey. Similarly, the civil war in
Libya in 2011 and the subsequent domestic instability has largely affected neigh-
boring Tunisia and Egypt.

Overall, 3 years after the beginning of the Arab Spring the process of political
and economic transition is far from complete, which has negative consequences for
the entire region (with the exceptions of Morocco and Israel). In Morocco, political
and economic reforms are seemingly underway without any severe political and
economic disruptions. In this context, the questions on how to successfully manage
such a complex transition and how the experience of other regions can inform the
next steps that would restore economic growth and lead to greater regional pros-
perity remain unanswered as of yet.

The Arab Spring-related developments led to a certain modification and update
of the original MEDPRO agenda and added new interesting topics of research.
However, most of analyses presented in this book reflect economic and social
developments and use statistical data from before the Arab Spring. Whenever
possible, we have tried to provide at least partial updates. However, one must be
aware of data constraints related to the post-2010 period, especially in the countries
most affected by violent conflicts (Syria and Libya).

The volume includes a selection of analytical papers produced under three
thematic areas of the MEDPRO project: economic development, trade, and invest-
ment (Work package 5) coordinated by Luc De Wulf (CASE); financial services
and capital markets (Work package 6) coordinated by Rym Ayadi (CEPS); and
human capital, social protection, inequality, and migration (Work package 7)
coordinated by Alia El Mahdi (Cairo University), with a strong focus on the
potential of the region’s cooperation with the EU. In this way, the book provides
important historic background and analyses of the economic, financial, and social
development of the SEMC and their economic relations with the EU. Better
knowledge of this background and recent trends is crucial for understanding the
development options for the region and designing their future possible scenarios.
Details of these prospective quantitative scenarios that were produced under the
MEDPRO project are the subject of another book.
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The book is divided into five thematic blocks and 20 chapters. Part I contains five
chapters on economic development, trade, and investment. In Chap. 1, Leonor
Coutinho analyzes determinants of economic growth in the SEMC. In Chap. 2,
Ahmed F. Ghoneim and Nicolas Péridy discuss the existing trade barriers in the
region (mostly due to NTM and poor trade logistics) and the possible trade
expansion that would follow trade liberalization — a reduction of tariffs and
NTM, both between the EU and the SEMC, and among the SEMC themselves.
Trade policy is also the subject of Chaps. 3 and 4. In Chap. 3, Subidey Togan
presents the experience of the EU-Turkey CU as a potential model for other SEMC
to follow. In Chap. 4, Khalid Sekkat analyzes the determinants of manufactured
exports and FDI. This analysis is supplemented by Chap. 5 on private sector
development coauthored by Rick Woodward and Mehdi Safavi.

The Part II is devoted to five studies of sectors of major importance for the
economies of the SEMC: transport (Chap. 6 by Robin Carruthers), agriculture
(Chap. 7 by Saad Belghazi), tourism (Chap. 8 by Robert Lanquar), the textile
industry (Chap. 9 by Christiane Haberl), and ICT infrastructure (Chap. 10 by
Jawad J. Abbassi).

Financial sector development in the region is the subject of five chapters in Part
III. Tt starts with determinants of financial sector development in Chap. 11
(coauthored by Rym Ayadi, Emrah Arbak, Sami Ben Naceur, and Willem Pieter
De Groen). The same authors also study the impact of financial development and
bank efficiency on economic growth (Chap. 14) and future scenarios of financial
sector development in the Euro-Mediterranean area (Chap. 15). Barbara Casu and
Alessandra Ferrari provide an analysis of bank efficiency in Chap. 12 and Rym
Ayadi, Emrah Arbak, and Willem Pieter De Groen discuss the convergence of
banking sector regulations in the Euro-Mediterranean area (Chap. 13).

Part IV deals with social development in the SEMC. Chapter 16 by Alia el
Mahdi and Ola el Khawaga and Chap. 17 by Emrah Arbak are devoted to the
problems of education and human capital and their impact on labor market perfor-
mance. In Chap. 18, Heba El Laithy discusses sources of income and gender
inequalities. In Chap. 19, Stella Tsani, Leonidas Paroussos, Costas Fragiadakis,
Ioannis Charalambidis, and Pantelis Capros analyze the impact of female labor
force participation on economic development in the region.

Finally, in Part V (Chap. 20), Rym Ayadi, Marek Dabrowski, and Luc De Wulf
provide a summary overview of the economic, financial, and social reforms agenda
in the region, including their potential support by the EU.

The contributions published in this volume are based on earlier, much larger
versions of technical and policy reports prepared within the MEDPRO project and
published on the MEDPRO website (http://www.medpro-foresight.eu/). They were,
however, subject to substantial re-editing and updating in late 2013 and the first half
of 2014, taking into account the most recent developments in the region.

The editors of this volume, who also acted as members of the MEDPRO
Scientific Bureau (Rym Ayadi was the coordinator of the entire project), would
like to express their gratitude to all participating institutes, researchers, and admin-
istrative staff. The editors would also like to especially acknowledge the role of the
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Euro-Mediterranean Economists Association (www.euromed-economists.org)
which provided generous support to editorial work on this volume. Special thanks
go to Paulina Szyrmer and Marynia Kruk, who greatly helped in book edition.

Needless to say, all of the views, opinions, and policy recommendations
presented in this volume are those of the respective authors only and do not
necessarily reflect the position of the project donor (European Commission),
project institution participants, institutions which the authors have worked for or
have been associated with, and other contributors to the MEDPRO project and this
publication.

Brussels, Belgium Rym Ayadi
Warsaw, Poland Marek Dabrowski
Washington, DC Luc De Wulf

July 18, 2014
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Economic Development, Trade
and Investment



Chapter 1
Determinants of Growth in SEMC

Leonor Coutinho

1.1 Introduction

The EU has become increasingly interested in closer economic integration with
11 SEMC. It has included these countries in its successive partnership programs
since 1995, the most recent of which is the UfM. SEMC are not homogeneous, but
they share some political, cultural, and economic characteristics as well as geo-
graphic proximity to the EU.

This chapter focuses on understanding the underlying drivers of these countries’
economic growth, to highlight their strengths and the risks they face. SEMC
policymakers have pushed through significant economic reforms, yet economic
growth in these countries has been lackluster and lower than in most other devel-
oping regions. The region’s average growth rate hides country-to-country differ-
ences that are important to understand.

The oil price booms of the 1970s greatly benefited SEMC through a sharp
increase in exports and investments in oil-producing countries such as Algeria,
Libya and to a lesser extent Egypt, Syria, and Tunisia. These gains spilled over to
their neighbors through increases in worker remittances, trade, and capital flows.
But in the 1980s, as oil prices declined, GDP per capita growth rates in most SEMC
slowed sharply while unemployment rates remained high.

The deterioration in economic conditions was a catalyst for economic reforms in
a number of countries (see Abed and Davoodi 2003). These reforms included the
liberalization of trade flows, FDI incentives, increased exchange rate flexibility, and
arange of fiscal reforms. Policymakers in some of these countries reformed the tax
and benefits systems, introduced VAT, and phased out of food and energy subsi-
dies. They also altered public expenditure management. The countries that pursued
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reforms — Egypt, Jordan, Morocco and Tunisia — have enjoyed higher rates of per
capita GDP growth.

Better macroeconomic management led to relative economic stability and higher
growth rates in SEMC in the 1990s. Sounder monetary and fiscal policies brought
down inflation, narrowed fiscal deficits, and cut domestic debt.

Even as economic performance in the region improved in the 1990s and in the
period of 2000-2009, SEMC as a group achieved an annual average per capita
growth rate of only 2.7 % in 2000-2009, compared with an annual average of about
5 % for all middle-income countries. This lackluster record was accompanied by a
persistently high rate of unemployment, aggravated by population growth and labor
force expansion.

The poor growth and employment performance of SEMC may be linked to their
weak integration with the global economy. Open economies tend to grow faster
than those that adopt inward-looking growth strategies, at least in the long run.

Weak institutions and poor business environments may have become a drag on
the region’s growth performance. Progress has stalled because policymakers have
lost their reform momentum. The ‘Arab Spring’ pro-democracy movements, nota-
bly in Tunisia, Egypt, Syria, and Libya, inspired hope that deep structural changes
would be pushed through. But establishing stable and accountable democracies in
the region is proving to be more difficult than even skeptics anticipated.

In this chapter, we sought to pinpoint which reforms would yield the greatest
dividends in terms of growth for the countries of the region. Hence, we examined
SEMC macroeconomic performance, as measured by the rate of per-capita GDP
growth, and its main determinants.

1.2 Literature Review

Several factors can improve a country’s growth performance. These factors can be
grouped into seven categories that are often interlinked: (i) macroeconomic stabil-
ity, (ii) economic openness (trade and FDI), (iii) financial market development,
(iv) investment and infrastructure, (v) human capital, (vi) performance of the public
sector, and (vii) institutions.

1.2.1 Macroeconomic Stability

Macroeconomic stability promotes growth. It reduces systemic risk and increases
investment and trade. High and unpredictable rates of inflation make it difficult for
economic agents to make predictions for the future, prompting them to withhold
investments. Inflation also blurs the information content of relative price changes
resulting in inefficiently allocated resources. Barro (1997) shows that the estimated
effect of inflation on growth is negative when some plausible instruments are used
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in the statistical procedures, although he stresses that this evidence hinges on the
experiences of high inflation. The virtues of price stability and its positive impact
on investment and growth have been argued in the literature on inflation targeting
(see Woodford 2003, and references therein).

1.2.2 Trade Openness and FDI

Openness to trade is a driver of economic growth. Countries that are open to trade
(i.e. have low barriers to international transactions) tend to have higher ratios of
trade (measured by the average of exports and imports) to GDP." In the theoretical
literature, international trade promotes the efficient allocation of resources through
comparative advantage and fosters competition among firms. In endogenous
growth models, including Grossman and Helpman (1991) and Lee (1993), higher
long-term growth results from increasing returns to scale in those sectors that are
promoted by trade (see Chang et al. 2009). Trade can increase growth by dissem-
inating knowledge and technological progress. Romer (1993), and Barro and Sala-i-
Martin (2005) show trade lowers the cost of adopting technological advances from
leader countries, allowing the followers to grow faster and converge.

There are numerous counterarguments in the theoretical literature showing that
openness to trade can hamper growth in the presence of market imperfections (see
Rodriguez and Rodrik 2001, for a survey). But more recent empirical literature has
come in support of a positive link between openness and growth when a range of
other institutional factors is taken into account (see Chang et al. 2009, and refer-
ences therein). The benefits of globalization in a given country are often unevenly
distributed between rich and poor, increasing inequality (see Harrison 2007, and
references therein). There is evidence that benefits of openness may be non-linear.
A half-hearted Chinese-style globalization may yield better outcomes than a full-
fledged one, unless all countries abide by the same rules (see Rodrik 2011, and
references therein).

FDI is a channel for the dissemination of technology and knowledge from
country to country. The investments of large MNC give developing countries
access to advanced technologies, skilled labor, and efficient management practices
(see Carkovic and Levine 2005). Despite the robust theoretical underpinning for the
positive impact of FDI on growth, the empirical research on the issue has been
inconclusive. Some authors (e.g. Borensztein et al. 1998; Alfaro et al. 2004) find a
positive link between FDI and economic growth. Others find no evidence in support
of that conclusion (e.g. Aitken and Harrison 1999; Carkovic and Levine 2005).

The strongest evidence of the positive effect of FDI on growth comes from
micro-data studies, which show that multinational firms are more productive.

! Barriers to international transactions can include tariffs, quotas, non-tariff measures and other
institutional barriers and transportation costs.
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1.2.3 Financial Market Development

A developed financial market can improve a country’s economic growth through a
range of channels (see Demirguc-Kunt and Levine 2008, for a detailed survey).
Financial markets mitigate the problems of asymmetric information and transaction
costs, which prevent funds from flowing efficiently from savers to entrepreneurs.
This flow of funds is essential for the optimal allocation of resources across
economic agents and inter-temporally, and for better economic decision-making
regarding how much to save or invest. Such decision-making determines physical
and human capital accumulation, technological progress, and growth (see Green-
wood and Jovanovic 1990; Jacoby 1994).

In developed markets, financial intermediaries reduce the costs of monitoring by
putting shareholder pressure on firms to improve governance practices (see
Bencivenga and Smith 1993).

Financial development, by diversifying risk, allows investors to choose projects
with higher expected returns, allowing for more (though riskier) innovation (see
King and Levine 1993). A developed financial market allows large volumes of
savings to be pooled into investments that would otherwise be constrained to
economically inefficient scales (Sirri and Tufano 1995).

Financial markets can improve economic efficiency and boost growth by facil-
itating specialization. Greenwood and Smith (1996) show that greater specializa-
tion requires more transactions. By lowering transaction costs, financial
development can facilitate a process of specialization leading to productivity
gains and higher rates of economic growth.

1.2.4 Investment and Infrastructure

In the standard neoclassical growth model for a closed economy, an increase in the
investment rate increases the steady state level of output and increases growth in the
short-run, while the country converges to its new steady-state level. Even this
simple model justifies a positive relationship between investment rates and eco-
nomic growth. Some empirical studies of cross-country growth, including DeLong
and Summers (1991) and Mankiw et al. (1992), show such a statistically significant
relationship.

Barro (1996) notes that it is important to account for the possibility of reverse
causality. A positive coefficient in this case may reflect a positive relation between
growth opportunities and investment. This reverse effect is especially likely to
apply to open economies, in which there is a choice between investing at home or
abroad. Blomstrom et al. (1996) as well as Barro (1996) show that when investment
is used appropriately, the positive effect on growth becomes statistically insignif-
icant in a number of cases. Barro (1996), however, shows that many of the variables
that are statistically significant in explaining growth, such as life expectancy (used
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as a proxy for the quality of human capital) and the inflation rate, affect investment.
One interpretation of the statistically insignificant investment coefficient is that
some policy variables, such as price stability, encourage economic growth by
stimulating investment.

In standard growth models in which factors are complementary, an increase in
the stock of infrastructure raises the productivity of other factors. Roads and
telecommunications increase the productivity of capital and labor by giving easier
access to raw materials, intermediate inputs, and information. The possibility that
infrastructure investment may crowd-out private investment, especially when
financed through taxation or borrowing on domestic financial markets, has been
highlighted (see Straub 2008, and references therein). But several cross-country
panel data studies confirm the positive impact of infrastructure on output growth
(see, Canning 1999; Demetriades and Mamuneas 2000; Roller and Waverman
2001; Calderon and Serven 2004).

1.2.5 Human Capital

Human capital has an impact on per capita output growth, according to some
theories. Human capital can increase economic growth by increasing the produc-
tivity of labor (Barro 1997). High levels of human capital boost growth by facili-
tating technology adoption (Benhabib and Spiegel 2005; Acemoglu 2003; Caselli
and Coleman 2006). Higher levels of human capital foster democracy, lead to better
governance, and more equitable society — pre-requisites for political stability (see
Aghion et al. 1999).

The empirical evidence on the issue has been mixed. Mankiw et al. (1992) show
a link between secondary education enrollment rates and growth of per capita GDP.
Other studies (including Pritchett 2001 and references therein) find an insignificant
or negative effect, when using alternative measures of human capital.

The inconsistency in the estimates is in part due to data limitations (see De la
Fuente 2006; Cohen and Sotto 2007). The link between human capital and growth is
robustly positive when appropriate data are considered. When measuring invest-
ment in education, the quality of investments is more important than the quantity.

1.2.6 The Public Sector

The role of the public sector can sometimes explain differences in growth perfor-
mance across countries. Large and inefficient governments hamper growth. Large
government expenditures can crowd out private sector demand through their effects
on interest rates and credit availability. The taxes required to finance government
expenditures are often distortionary, imposing deadweight losses on the economy.
There are costs associated with revenue collection, from administration to
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enforcement. The government can stunt growth through its poor investment deci-
sions and poor delivery of public services.

To be sure, in endogenous growth models there is scope for well-designed
government expenditure and tax systems to play a role in fostering long-term
growth, including in its positive effect on investment in human and physical capital
(see Stokey and Rebelo 1995; Mendoza et al. 1997; Bose et al. 2007; Barrios and
Schaechter 2008, and references therein). ‘Well-designed’ stands for
non-distortionary forms of taxation and expenditures with a substantial physical
and human capital component that enter in a private production function (Barro and
Sala-i-Martin 2005; Devarajan et al. 1996).

1.2.7 Institutions

Institutions play a role determining development outcomes (see North 1990). In the
long run, the main factor encouraging the convergence of living standards is the
adoption of high-quality institutions. These ensure the protection of property rights
(promoting private sector development and investment), the rule of law (enforcing
contracts and enabling markets to operate), law-and-order and political stability
(minimizing disruptions to economic activity), and control of corruption (minimiz-
ing rent-seeking and other unproductive activities).

Without institutions, policies aimed at enhancing growth fall on unfertile soil.
An economy in a country that lacks institutions is vulnerable to shocks. A range of
empirical studies corroborate the link between institutions and growth (see Burki
and Perry 1998; Rodrik et al. 2004).

1.3 Empirical Analysis: Determinants of Growth

To analyze the drivers of growth in SEMC in a systematic way, this section uses
econometric tools to identify the factors that explain differences in performance
between SEMC and between SEMC and four EU-MED countries (France, Greece,
Italy and Spain).

We selected a set of explanatory variables determined in part by data availabil-
ity. This set of variables includes the initial level of GDP per capita (in constant PPP
terms) to account for convergence effects. As a measure of macroeconomic stabil-
ity, we used the rate of CPI inflation. As a proxy for financial development, we
considered both domestic credit to the private sector (as % of GDP) and the Chinn
and Ito capital account openness index. Chinn and Ito (2008) show that capital
account openness explains subsequent financial development as measured by alter-
native indicators including private credit growth, and can be an encompassing
proxy for financial development. We captured openness to trade by the average
of imports and exports of goods and services as % of GDP. Net FDI inflows as % of
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GDP as well as total investment as % of GDP were considered. It was difficult to
distinguish between public and private investment, since data are limited. As a
proxy for public infrastructure, we used the number of telephone lines per 100 per-
sons, which is the variable with the largest country coverage among those com-
monly used in the literature.

Data on human capital and investment in human capital for SEMC are poor.
Enrollment rates are available from the WDI, but only for a few countries and years.
The updated Barro and Lee (2001) database provides data on schooling for SEMC,
excluding Palestine and Lebanon. From this dataset we considered secondary
completion rates as a % of the population above 15 years of age. This data had
limitations and did not yield significant results in our analysis (see Cohen and Soto
2007).

As an alternative, we tried to capture information about differences in human
capital formation by considering total public expenditures in education as % of
GDP. Data on expenditures per student are limited. But this metric can be a proxy
for the quality of government expenditures, since this type of expenditure has been
identified as growth-enhancing (see Bose et al. 2007).

We tested for the significance of other fiscal variables, including government
expenditures as % of GDP, government revenues as % of GDP, and government
budget balances as % of GDP. But these variables always came up as insignificant,
perhaps due to their short sample size. We did not include them in our analysis
because the results regarding these variables were inconclusive.

We considered whether the FH PRI, which ranks countries from 1 (highest
degree of freedom) to 7 (least amount of freedom), could be used as a measure of
governance. We found that the inverse of this ranking had a positive correlation
with good governance and growth.

1.4 Empirical Methodology

Our objective was to analyze how the individual country characteristics summa-
rized above affect growth. These characteristics change over time. Hence, we used
pooled cross-country and time-series data. We drew on recent panel-data growth
regression literature that uses the GMM estimation procedures to address the
problem of endogeneity and control for unobserved country-specific factors (see
Levine et al. 2000; Dollar and Kraay 2004; Chang et al. 2009). The GMM method
uses differentiation to deal with unobserved fixed effects and allows for a large set
of instruments to address the problem of endogeneity (see Arellano and Bond
1991). The sample consists of an unbalanced panel of 10 SEMC (except Palestine)
and four EU-MED. For each of them, the dataset included observations consisting
of non-overlapping 4-year averages spanning the period 1980-2009. We chose to
construct 4-year averages rather than the more commonly-used 5-year averages in
an attempt to extend the sample as much as possible, given that some of the data
series are short. The inclusion of the four EU-MED countries increased the sample,
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made it more balanced between high-income and middle-upper income countries,
and allowed testing for the hypothesis of convergence across the Mediterranean.

The starting point of the analysis was the standard linear growth regression,
given by Eq. 1.1:

Y-(i,0) = y-(it = 1) = BOy_(i.t — 1) + B1VZ (1, 0) + pt + i+ e (i,1) (1.1)

In Eq. 1.1, the growth rate of GDP per capita (left hand side) depends on the
logarithm of the initial level of GDP per capita (y_(i,t-1)) and on the set of
explanatory variables Z. The subscript i indexes the country, the subscript t indexes
the time period; pt and ni represent unobserved time and country-specific effects,
respectively and e_(i,t) is the error term.

According to the literature (see Arellano and Bond 1991), the most appropriate
method for estimating the Eq. 1.1 is to use the GMM estimation method. The GMM
procedure can deal with the presence of unobserved country-specific effects, which
cannot be dealt with standard within-group or difference estimators, due to the
dynamic nature of the regression. The same concerns the possible endogeneity of
the regressors. The GMM estimation is based on differencing to control for
unobserved effects and, on instrumenting to control for endogeneity.

Notice that Eq. 1.1 can be rearranged as follows:

y_(i,t) = (1 + B0)y_(i,t — 1) + B1VZ (i,t) + pt + ni + (i, ) (1.2)

Country-specific effects can be eliminated from Eq. 1.2 by taking first differ-
ences. This yields Eq. 1.3:

Y-, = y- (i t— 1) = (14 0)(y-(i.t — 1) — y_(i,t— 2)

BN (Z(it) = Z(it— 1)) + (pt — p(t — 1))
+ (e-(i,t) —e_(i,t — 1)) (1.3)

Instrumenting is required in this context to address the likely endogeneity of the
explanatory variables. The new error term (e_(i,t)-e_(i,t-1)), by construction, is
correlated with the lagged-dependent variable, (y_(it-1)-y_(i,t-2)). The GMM
estimation method takes advantage of the panel nature of the dataset and considers
a large set of instruments consisting of previous observations of the explanatory and
lagged-dependent variables. This works well under the assumption that the regres-
sion error term is uncorrelated with past values of the explanatory variables,
although current and future values of the explanatory variables may be affected
by growth shocks.

To test whether instruments were valid (i.e. uncorrelated with the residuals), we
considered two commonly used specification tests. The first is known as the Sargan
test, for which instruments are valid under the null hypothesis. Failure to reject the
null provides support for the model in the case of this test. The second test examines
whether the original error term in Eqgs. 1.1 and 1.2, €i, is serially uncorrelated. The
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appropriate null hypothesis is that residuals of Eq. 1.3 have no second-order serial
correlation. Failure to reject the null gives support for the model. Second-order
serial correlation of the differenced residual indicates that the original error term is
serially correlated and follows a moving average process of at least order one. This
would reject the appropriateness of the proposed instruments and call for the use of
higher-order lags.

1.5 Empirical Results

Table 1.1 shows estimates of Eq. 1.1 using the GMM procedure, as described
above. Specification (1) is the baseline specification, in which we included as
regressors the initial GDP per capita, the rate of inflation, the ratio of domestic
credit to the private sector to GDP as a proxy for financial development, the trade
openness indicator, the FDI to GDP ratio, the investment to GDP ratio, the proxy for
infrastructure and the secondary completion rate as a proxy for human capital.

We tested the significance of a dummy for the four EU-MED, but this was never
significant, so we did not include it in the estimates. Dummies for oil-producing
countries were also insignificant, suggesting that these characteristics are being
picked up by differences in other variables. In specification (2), we replaced the
private-credit-to-GDP ratio, which always comes out as insignificant, with the
capital account openness indicator at the beginning of the period. In doing this
we followed Chinn and Ito (2008), who show that this variable affects financial
development.

The results showed financial development as proxied by this variable to be
robustly correlated with growth performance. In specification (3) we excluded the
human capital variable from the model, since it was never significant. We obtained
similar results when we used average years of total schooling instead to proxy for
human capital. In specification (4), we added governance to the model. We used the
inverse of the FH PRI as a proxy of governance, so that a higher value implied
better governance, and used the initial level rather than period averages. We tested
the Polity 2 index of democracy and the results do not change substantially. In
specification (5), we included expenditures on education as % of GDP (not avail-
able for Algeria and Libya).

The estimates in Table 1.1 exclude Lebanon and Palestine due to data limitation.

The results support the hypothesis of convergence across countries on both sides
of the Mediterranean. The coefficient on initial GDP is negative and significant in
all specifications. This implies that on average countries with low levels of GDP per
capita have been growing faster than countries with high levels.

In all specifications the rate of inflation appears with a significant and negative
sign. High rates of inflation create macroeconomic uncertainty, which reduces
economic efficiency. Disinflation in this group of countries has been rewarded
with better growth performance.
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Table 1.1 Drivers of growth, dependent variable: growth rate of GDP per capita (From author’s
estimation)

Explanatory variable (1) 2) 3) 4) )

Log of initial GDP per —0.494%%* | —(.533%%* | —(.541%%* | —(0.549%%* | (), 77]**%*

capita [0.105] [0.067] [0.073] [0.076] [0.159]

Inflation —0.039%** | —0.050%** | —0.037** | —0.036%* | —0.055%**
[0.010] [0.017] [0.017] [0.018] [0.008]

Financial development 0.020

(Private credit, % GDP) [0.016]

Financial development 0.617%%* 0.567%%* 0.576%** 0.4971%%*

(Initial capital account [0.264] [0.203] [0.213] [0.157]

openness)

Trade openness 0.2075%%* 0.200%3%* 0.203%#3%* 0.203%** 0.147%5%*
[0.038] [0.050] [0.050] [0.050] [0.035]

FDI (% of GDP) 0.600%** 0.5187%#* 0.527%#%%* 0.517%%* 0.881%#%%*
[0.140] [0.145] [0.158] [0.152] [0.160]

Investment (% of GDP) 0.035 0.105* 0.124 0.121 0.103%#%*
[0.045] [0.063] [0.076] [0.080] [0.046]

Infrastructure 1.357* 1.483%** 1.302%%* 1.348%%* 2.349%sk*
[0.715] [0.408] [0.506] [0.492] [0.708]

Human capital —0.032 —0.043

(Secondary completion) [0.041] [0.059]

Expenditures in education 1.819%**

(% of GDP) [0.705]

Initial governance 0.426 1.497

(Freedom house PRI — [0.885] [1.007]

inverse ranking)

Observations 83 85 85 85 73

Number of countries 13 13 13 13 11

2nd order autocorrelation | 0.77 0.82 0.92 0.90 0.48

(p-value)

Sargan test (p-value) 0.35 0.63 0.54 0.60 0.85

Note: All variables (except initial variables) represent 4-year averages. Estimation Method:
Differenced GMM. Constant and Time effects included but results omitted. Lebanon was excluded
from the analysis due to insufficient data; it is possible to include Lebanon in specifications (3), (4),
and (5), but only one cross-section of data is available due to insufficient data on FDI, and the
results do not change significantly. Algeria and Libya were excluded from (5) due to insufficient
data on expenditures in education; Palestine was excluded from the analysis due to insufficient
data

Significant at *** 1%, ** 5%, * 10%

We found financial development as proxied by the initial level of capital account
openness was robustly correlated with growth performance. Openness to trade was
significant in all specifications with a positive sign. We observed a significant
positive impact for FDI.

FDI inflows are correlated with better institutions (see Benassy-Quere
et al. 2007). Differences in institutions across countries and within countries over
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time, which our database may not have captured, could be captured in part by this
variable.

The coefficient associated with the ratio of domestic investment to GDP,
although having the expected positive sign, is not always significant. This is
consistent with the thesis that public investments have had lower returns in the
MENA region (see Straub et al. 2009). It is difficult to distinguish between the
effects of public and private investment, since available data on private investment
are limited. The insignificance of the results may have to do with the fact that other
factors that affect investment (e.g. inflation, openness and FDI) are already
accounted for in the regressions (see Barro 1996). Results are more robust for the
indicator of infrastructure (number of fixed telephone lines per 100 persons). The
coefficient on this indicator is always positive and significant.

Human capital proxied by secondary completion rates was insignificant and had
a negative sign, which we did not expect. The same result held if the average years
of total schooling was used instead. Returns from education in some SEMC are low,
as young graduates often remain unemployed (see Chap. 17). The Barro and Lee
(2001) dataset has several limitations and does not yield significant results in
growth analysis (see Cohen and Soto 2007). When we included the ratio of public
expenditures in education to GDP in the analysis to capture differences in invest-
ment in human capital, we found this variable to have a significant and positive
impact on growth. This is in line with the findings of growth studies that look at the
detailed composition of public expenditure (see Bose et al. 2007).

Our results suggest that SEMC are likely to gain from closer trade and invest-
ment ties with the EU. They would also gain from developing their financial
markets and improving infrastructure.

1.6 Conclusions

Our aim was to shed light on the determinants of growth in SEMC. We analyzed
past trends and cross-sectional information to identify the factors that seemed
important in determining differences in output growth, both across time and across
countries. Although it is possible that structural changes impact the relative impor-
tance of individual factors, understanding past trends is important when inferring
about the future.

Data limitations imposed constraints on our econometric analysis. Still, the
analysis supported the hypothesis of convergence across income groups. We
found growth rates were negatively related to the level of initial income, with
poorer countries growing faster on average than richer ones (mostly EU-MED).

The rate of inflation was an important determinant of output growth in the
region. This result corroborated other growth studies, which include broader sets
of countries, and partly explained the lackluster performance of SEMC in the
1980s, and of Turkey in general.
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We found financial market development to be an important determinant when
we used the initial level of capital account openness as a proxy for it. Openness to
trade and FDI inflows were found to be correlated with growth performance.
Certain studies using broader groups of countries have reached less conclusive
results regarding these variables. The importance of financial development, trade,
and foreign investment for growth in the region highlights the importance of its
need for deeper integration in the world economy.

We found expenditure in education can explain differences in performance. We
used this indicator to account for differences in investment in human capital, in the
absence of better data on stocks of human capital and on expenditures. Further
research would benefit from higher quality data that would take into account
differences in the stock of human capital and differences in the efficiency with
which resources committed to education are used.

Fiscal data for this set of countries are limited. The available series are often
discontinued. Including variables such as the fiscal deficit to GDP ratio, the total
expenditures to GDP ratio or the revenues to GDP ratio did not yield significant
results and reduced the sample size. Efforts should be made to improve the quality
of fiscal data, including the composition of expenditures and revenues. Recent data
gathering exercises, including institutional indexes and trade logistics indicators,
are now regularly published and should facilitate the future research.

We concluded that the EU needs to revise its development policies towards the
region, putting a greater emphasis on trade and investment relations. Trade and
foreign investment have been identified as catalysts for growth in SEMC, and the
EU is a privileged partner for the region due to its proximity and historic ties.
Provided that facilitating trade and investment between the two regions does not
come at the cost of a reduction in trade with and investment from other regions,
increased partnership in these areas would improve the growth prospects of SEMC.

Appendix. Description of the Data

Explanatory and other
variables Description Source Sample®
GDP per capita GDP per capita, PPP (constant 2005, | WDI 1980—
international USD, Units) 2009
Population Population in mn WEO 1980~
2009
Inflation Inflation, average consumer prices WEO 1980~
2009
FD Domestic credit to private sector (% | WDI 1980-
of GDP) 2009
Openness Imports +exports of goods and ser- WDI 1980~
vices (% of GDP) 2009

(continued)
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Explanatory and other
variables Description Source Sample®
FDI (% of GDP) FDI, net inflows (% of GDP) WDI 1980-
2009
Investment (% of Gross fixed capital formation (% of WDI 1980-
GDP) GDP) 2011
Infrastructure Logarithm of telephone lines per WDI 1980~
100 people 2009
Expenditures in edu- Public expenditures in education (% | WDI 1981—
cation (% of GDP) GDP)* 2009
Government deficit GG net lending/borrowing (% of WEO 1990—
GDP) 2009
Overall governance Exponential of the average of the six | WB 1996—
WBGI* 2009
Government debt Total debt stocks (% of GDP) IMF, Eurostat, & 1980~
Bank of Israel 2009
Current account deficit | Current account deficit (% of GDP) WEO 1980—
2010
Unemployment Unemployment rate, % of total labor | WEO 1980—
force 2010
Peg Dummy variable for pegged Rose (2010) 1980-
exchange rate regime 2010
Float Dummy variable for floating Rose (2010) 1980~
exchange rate regime 2010
Demu Dummy variable for Eurozone Own research 1980-
membership 2011
Dinflation_target Dummy variable for inflation Own research 1980-
targeting countries 2010
Note: “Shows the maximum availability, but samples are shorter for some of the countries

considered

*Interpolated for some missing years
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Chapter 2
Euro-Mediterranean Trade: Shallow Versus
Deep Integration

Nicolas Peridy and Ahmed F. Ghoneim

2.1 Introduction

In this chapter, we attempt to assess the impact of shallow versus deep integration
between the SEMC' and the EU, and among the SEMC themselves. We used a
dataset which included tariffs, as a proxy for shallow integration, and NTM.,? as a
proxy for deep integration. We included data to account for transport and logistics
costs. We used an original dataset of maritime freight cost (Maersk 2007) and the
WB LPL

Section 2.2 provides an overview of trade protection in the SEMC as well as
calculations of the magnitude of NTM in terms of AVE based on the research
approach of Kee et al. (2009).

Section 2.3 estimates a gravity model based on new theoretical and empirical
approaches. In it, we relied on trade costs, following Anderson and van Wincoop
(2004). We estimated the specific impact of tariffs, NTM, and transport and
logistics costs on the SEMC'’s trade with the EU. Section 2.4 presents conclusions
and policy implications.

! Libya and Palestine have not been included in this analysis because of data unavailability.
2The term ‘Non-Tariff Measures’(NTM) has recently tended to replace the term ‘Non-Tariff
Barriers’ since some measures are not explicitly protectionist (e.g. some regulations or standards
designed at increasing consumer safety — see Cadot et al. 2011).
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2.2 Tariff and NTM Between the SEMC and the EU

This section provides an estimation of trade costs, especially tariffs and NTM
applied between the SEMC and the EU. This allows us to (i) have a better
understanding of the level and magnitude of tariffs and NTM in the countries
considered; (ii) use these estimations as inputs into the gravity model in order to
assess the effects of tariffs and NTM in SEMC-EU trade. Figure 2.1 summarizes
MEN tariffs applied by the SEMC. With the exception of Israel, Lebanon and
Turkey, the SEMC still use significant tariff protection, especially Tunisia, Egypt,
Morocco, and Algeria.

Table 2.1 shows the average tariffs that are effectively applied overall and at the
bilateral level. Israel and Turkey have removed almost all tariffs on EU imports.
Morocco and Lebanon have also made progress, with small average tariffs applied
to EU imports. Tunisia, Syria, and Algeria have the highest tariffs (up to 18 % for
Tunisia), whereas Jordan and Egypt are in an intermediate position. We don’t
understand why Tunisia maintains such a high level of tariffs. The shallow inte-
gration process between the SEMC and the EU is not complete, with the exception
of Israel and Turkey. Algeria, and to a lesser extent Tunisia, exhibit high tariffs.
This fact had implications when we assessed the impact of shallow versus deep
integration using the gravity model.’
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Fig. 2.1 Average MFN tariffs applied by SEMC, %, unweighted average (From Ghoneim
et al 2012) (Note: Last year available in brackets. Libya and Palestine are excluded due to lack
of data)

3MEFN and applied tariffs are not strictly comparable, due to aggregation biases. For example,
TRAINS reports an applied tariff equal to O if there is no trade between SEMC and the EU for a
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Table 2.1 Average tariffs applied by SEMC on their imports, unweighted average, % (From De
Waulf et al. 2009)

Country Tariffs with all countries | Tariffs with EU | Share of Duty-free EU lines
Algeria (2009) 14.1 12.9 n.a.
Morocco (2009) 8.2 3.9 51.0
Tunisia (2006) 22.2 18.0 39.2
Egypt (2008) 9.4 10.1 6.2
Lebanon (2007) 5.1 54 n.a.
Israel (2008) 2.1 0.1 95.0
Jordan (2007) 10.1 11.0 38.3
Syria (2002) 12.8 14.1 n.a.
Turkey (2009) 1.2 0.1 n.a.

Tariffs applied to the SEMC exports by their partners in the Euro-Mediterranean
area have been progressively removed, thanks to the Barcelona process and the
South-South integration process, namely the PAFTA.* The shallow integration is
now complete for the SEMC exports. Algeria is an exception: despite its PAFTA
membership it did not start the tariff liberalization process in 2005 (Peridy and
Ghoneim 2009). Israel and Turkey are outside PAFTA.

There is room to remove NTM in the SEMC. We identified NTM related to
standards, SPS measures, customs procedures, IPR, competition, and government
procurement.

The SEMC have undertaken steps to harmonize their national standards with
international ones and with those of the EU. All SEMC which have been engaged
with the EU in AA have made progress on negotiating an ACCA of industrial
products.

Despite the reforms the SEMC have undertaken, there is a lack of MRA signed
between the SEMC and the EU or amongst themselves, with the exception of Israel
(which has such an agreement with the EU). This situation reflects the absence of
trust in the SEMC standardization procedures or the weak accreditation of domestic
organizations, which have not been granted international recognition.

There is a lack of credible conformity assessment” systems that create trust in the
standards’ systems in the SEMC. The lack of investments in related infrastructure,

given product. Tariffs are not necessarily equal to zero. Thus, this product must be removed if we
wish to calculate average tariffs (weighted or unweighted) without such a bias. Then, as products
are aggregated into two-digit level, MFN tariffs are not strictly comparable to applied ones since
the product coverage is not exactly the same.

*PAFTA is a free trade area between 18 Arab countries out of the 22 countries which are members
of the League of Arab States. It has been fully implemented since 2005.

5 Conformity assessment is the name given to the processes that are used to demonstrate that a
product (tangible) or a service or a management system or body meets specified requirements.
Conformity assessment can cover testing, surveillance, inspection, auditing, certification, regis-
tration, and accreditation. See http://www.iso.org/iso/resources/conformity_assessment/what_is_
conformity_assessment.htm.
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including laboratories and necessary equipment is a major obstacle. The SEMC
face problems with labeling and packaging requirements, testing procedures, and
market surveillance.

The SEMC have been working on providing flexibility and harmonizing their
SPS measures with international norms. Yet, despite the effort undertaken, there are
anumber of problems that affect exporters to the SEMC. The problems vary in their
degrees of urgency, and include shelf life requirements, special religious require-
ments, product and country specific SPS measures, multiplicity of systems and
documentation, weak national treatment, and high compliance costs. Problems
prevail in custom procedures, IPR, competition, and government procurement.

Estimating NTM is difficult. The corresponding data are from the TRAINS
database, with eight groups of measures, including specific charges and taxes,
administered processes, financial measures, automatic licenses, non-automatic
licenses and other quantitative restrictions, monopolistic measures, and technical
or quality regulations. The TRAINS dataset is incomplete and available for 1 year
only (1999 or 2001). Nevertheless, it provides an insight into NTM in the SEMC.

The available data do not indicate the number of NTM applied at the bilateral
level. It does not provide any direct indication about the effectiveness of NTM as a
protection tool. It is not possible to compare the magnitude of the protection due to
NTM to that due to tariffs, since these two variables are not measured in the same
way. This problem may be addressed by calculating the AVE of NTM using the
methodology developed by Kee et al. (2009).

The Kee et al. (2009) methodology is applied in two stages. The first includes an
estimation of the quantity impact of NTM on imports. This impact is then transformed
into price effects, using import demand elasticities calculated in Kee et al. (2008).

Using the dataset completed by Lopez Gonzalez and Mendez Parra (see
Ghoneim et al 2012, Annex 3), proxies are available for tariffs, namely MFN,
PREF (preferential) and AHS (effectively applied tariffs), which is the minimum
between MFN and PREF. As a sensitivity analysis, all proxies have been tested.
Since preferential tariff data are often unavailable, this introduces two problems.

Lack of preferential tariff data increases the number of unavailable observations.
It also introduces a bias in AHS measure. The measure of AHS will be correct when
the preferential tariff is available, but when it is not, the AHS tariff takes the value
of the MFN one (since in the formula, the minimum between MFN and unavailable
PREF becomes MFN). The measure of the AHS is volatile in time since it
sometimes captures MFN only. The MFN tariff seems to be the most reliable
measure for the calculation of AVE. Therefore, the results presented below include
only MFN tariffs.

Several proxies are available for NTM. We aggregate all these NTM types
(except the first category, which includes tariffs). We made a distinction in respect
to the products and/or countries the NTM applies. Some NTM apply regardless of

6 This may be because of zero flows or because data are unavailable for a given product in a given
country.



2 Euro-Mediterranean Trade: Shallow Versus Deep Integration 23

origin (e.g. sanitary requirement), some others regardless of the product, whereas
some others are product-specific or country-specific. In order to capture the full
range of NTM, the latter have been aggregated, including country- and product-
specific NTM as well as country and product non-specific NTM. As a final step, an
NTM variable is transformed into a binary variable which takes the value of zero in
case of no NTM and unity if there is at least one NTM.

The model is estimated with the TSHP and relies on the assumption that zero
trade flows in the dataset do not occur randomly but are the outcome of a selection
procedure. The TSHP estimator makes it possible to correct for this selection bias.
The first stage estimates a Probit model (test for the probability of country i to
exports to country j). In the second stage, when exports occur, the effects of trade
barriers and other variables can be estimated through the choice of an estimator
(Heckman 1979; Greene 2006).

We tested various selection variables. The final specification assumes that the
likelihood to export depends on the type of partner countries. Partner countries are
classified into four groups according to the probability to export, which depends on
political barriers. The four groups include the EU1S5, other SEMC, other EU
countries, and Israel. The probability for the SEMC to export is greater towards
the EU15 than towards other countries, especially Israel, for political reasons. As a
sensitivity analysis, it is assumed that the probability to export depends on the
occurrence of exports in the past. According to the new trade theory developed by
Baldwin and Krugman (1989), a firm must bear sunk costs before entering the
export market. A firm’s probability to export depends on its ability to export in the
past. This theory is based on hysteresis in international trade.

Results are presented in Table 2.2 and Fig. 2.2 (except Israel, Turkey, and Syria,
for which data on NTM are unavailable). The estimation of the TSHP shows that
the presence of NTM (i.e. when the NTM dummy is equal to unity) has a negative
and significant impact on the dependent variable (imports net of tariffs) in the
SEMC. There are differences across countries. Algeria records the greater coeffi-
cient related to NTM (—0.83). Morocco and Tunisia exhibit the lowest coefficient
in absolute value (—0.33 and —0.38 respectively). Lebanon, Jordan, and Egypt are
ranked in an intermediate position.

Looking at the other independent variables, the GDP per capita ratio is positive
and significant. As the economic distance (measured by the gap in GDP per capita)
increases between the SEMC and their partners, trade increases. Most trade
between the SEMC and their partners involves inter-industry trade. The sum of
GDP between the SEMC and their partners shows a positive and significant sign.
Trade is expected to increase with the size of the two partners. The sign of the
selection variable is negative and significant. The likelihood to trade depends on the
type of partner (EU, other SEMC, or Israel).

The results presented in Table 2.2 are used to calculate AVE according to Kee
et al. (2009) methodology and the variables described above. The lower the
parameter estimate corresponding to NTM and the lower the import demand
elasticity (in absolute value), the higher the AVE. The other variables are not
directly introduced to the calculation of the AVE but they are necessary in the
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Fig. 2.2 NTM AVE in the SEMC, % (From authors’ estimation)

model to make sure that the NTM parameter estimate is not biased by omitted
variables.

The calculation of the corresponding AVE is reported in Fig. 2.2. It provides a
first picture of the magnitude of NTM: They are high in Algeria and in Jordan (due
to low import demand elasticity in absolute value).” In these two countries, NTM
amount to more than 33 % in terms of AVE. They show the highest number of NTM
in the database, up to 309,800 in Jordan). Morocco, Tunisia, and Egypt (due to high
import demand elasticity in absolute value) exhibit the lowest AVE (less than
25 %). These countries show the lowest number of NTM in the database (about
20,000 each).

By adding tariffs and NTM, the protection level is presented in Fig. 2.3. All
SEMC exhibit NTM that are greater than tariffs. For Algeria, Jordan, and Tunisia
(due to high tariffs) the protection level ranges from 43 % (Jordan) to 50 %
(Algeria). In Morocco, Egypt, and Lebanon it amounts to about 30 %. Adding
tariffs and NTM together provides levels of protection that are not reliable, as a
quota might be binding and hence no tariff-equivalent effect will be shown. The
impact is not necessarily cumulative. Figure 2.3 provides a picture of protection in
the SEMC.

Whatever the method implemented and the quality of the data used for the
calculation, the rate of protection remains high in the SEMC, especially due to
great NTM.

Given these high protection levels, one can expect their impact on SEMC
imports to be significant. The story is different when one looks at SEMC exports
to their partners. Since the early 1990s, the EU has removed its tariff protection
applied to the SEMC. The NTM applied by the EU seem to be of lower importance.

"The import demand elasticity is equal to —1.16 in Jordan whereas it is —1.78 for Egypt. This
explains that although these two countries exhibit similar parameter estimates, the AVE is greater
for Jordan.
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Fig. 2.3 Overall protection in the SEMC: tariffs and NTM (From authors’ estimation)

For example, Kee et al. (2009) show that the AVE applied by the EU to its imports
is equal to 13.4 %. This is lower than AVE applied by the SEMC to their own
imports. The NTM removal between the EU and SEMC is expected to produce
smaller effects with regard to SEMC exports than SEMC imports from the EU.

2.3 The Application of a Specific Gravity Model with Trade
Costs

This section aims to estimate the impact of the trade costs related to the lack of
shallow integration (tariffs) or deep integration (NTM and transport costs) through
the use of new gravity models.

2.3.1 Model Specification, Data and Sources

Based on the theoretical equation developed by Anderson and van Wincoop (2003,
2004), we derive our empirical equations which will be tested for the SEMC’s trade
relationships:
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lank =+ allnSUMGDP] + azll’l TAR]‘]( + (I3NTMSU‘1<
+ a4In TRANSCOST; + asin LANG; + asln COL; + ¢; + @ + & (2.1)

Given that data for NTM are only available for 1 year (2001), the gravity
equation will be estimated for this year. The temporal pattern of the equation is
disregarded. The equation is estimated for each country i. The equation does not
include GDP of the origin and destination country separately, but the sum of the
GDP (SUMGDP) of each SEMC with its partner j.* This specification is used both
in the theoretical and the empirical literature based on the new trade theory
(Helpman and Krugman 1985). Subscript k denotes the product decomposition
level (digit 2).

Bilateral trade costs are considered using three variables. The first corresponds
to bilateral tariffs (TAR;). This variable will be used as a proxy for the shallow
integration which has been initiated in the Barcelona Process and its related AA. As
in Sect. 2.2, the MFN tariffs have been used for the estimation of the model. Data
are derived from the UNCTAD TRAINS database.

NTM will be considered as a proxy for deep integration. We will use the same
proxy as in Sect. 2.2, i.e. a binary variable which takes the value of one in case of
NTM and 0O otherwise.

TRANSCOST is an original measure of transportation costs. It is based on
statistics developed by Maersk, a shipping liner company. Maritime transport
accounts for 80 % of world trade. The variable used in the model corresponds to
the freight costs in USD for a standard container (20 ft long) from a port of origin to
a port of destination (year 2007). Table 2.3 shows some freight costs for a selection
of importing (mport) and exporting (xport) ports.

Since data are not available for all reported and partner countries, missing data
have been simulated from the following panel data model:

In TRANSCOST,‘j =y + Vi + J/j + AIHDIST,:,' + Eijt (22)

In Eq. 2.2, the relationship between freight costs (TRANSCOST) and distance is
estimated with available data. A fixed-effects model is implemented with y; and v;
as country-specific effects. Results show that ap=1292.8 and y=0.071 which is
significant at 5 % level.

Freight costs can be simulated for the missing importing or exporting countries
by the use of the estimated results (including the estimated fixed effects).

As a sensitivity analysis, alternative variables are used for transport costs,
including the LPI (World Bank 2011). It ranges from 1 (worst) to 5 (best). The
LPI is relevant for our analysis since it measures both transport costs and the
efficiency of logistics in a given country. Countries with the best LPI score trade
more than other countries (other things being equal).

8 As in Anderson and van Wincoop (2003), world GDP is passed on to the intercept o
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Table 2.3 Freight costs for a selection of countries in the Euro-Mediterranean area, USD for a
standard container in 2007 (From Maersk Line 2007)

Mport Xport Freight Mport Xport Freight

Algeria France 1,872.62 Morocco France 1,431.07
Algeria Germany 1,914.56 Morocco Germany 1,439.73
Algeria Italy 1,709.09 Morocco Italy 1,515.2

Algeria Netherlands 1,858.3 Morocco Netherlands 1,350.19
Algeria Spain 1,940.52 Morocco Spain 1,265.98
Algeria UK 1,906.98 Morocco UK 1,552.95
Egypt France 1,574.17 Tunisia France 1,394.65
Egypt Germany 1,216.68 Tunisia Germany 1,436.59
Egypt Italy 859.46 Tunisia Italy 879.65
Egypt Netherlands 1,160.43 Tunisia Netherlands 1,252.19
Egypt Spain 1,409.07 Tunisia Spain 1,296.13
Egypt UK 1,348.61 Tunisia UK 1,464.54
Israel France 1,639.68 Turkey France 1,521.23
Israel Germany 1,281.62 Turkey Germany 1,363.46
Israel Italy 1,277.46 Turkey ITtaly 1,473.55
Israel Netherlands 1,225.37 Turkey Netherlands 1,307.2

Israel Spain 1,430.59 Turkey Spain 1,422.7

Israel UK 1,273 Turkey UK 1,442.4

Figure 2.4 shows the gap between the EU and the SEMC: 11 EU countries are
ranked in the world top-20 group while the SEMC fall well behind, except Israel,
Lebanon, and Turkey which are ranked 31, 33, and 39, respectively, close to the
Southern and Eastern part of the EU.

Algeria and Libya are at the bottom of the ranking (respectively 130 and 132).
This reveals major transport and logistics inefficiency in these two countries. Syria,
Egypt, Jordan, and Morocco show poor results. Tunisia, ranked at 61, shows
significant progress.

Although the LPI is an interesting indicator, its relevance for our analysis is
limited by the fact that data are provided at country level, not at bilateral level.
Since the model’s estimation is implemented for each SEMC, it is not possible to
test the impact of its logistics efficiency on its imports. Given this limitation, two
alternative solutions are proposed. The first consists of testing the impact of
partner’s LPI on SEMC imports. In this case, the estimation results will reflect to
what extent the logistics efficiency of SEMC partners (mainly EU countries)
increases the imports from these partners. A second possibility consists of testing
the LPI impact on all (not each) SEMC exports, in order to increase the number of
available observations.

As a last alternative a proxy for transport costs, the distance between the SEMC
and their EU partners, will be used. It is measured by a weighted index which takes
into account the spatial distribution of the population within each country (CEPII
2007a).
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Fig. 2.4 Country ranking for LPI, rank 2010 over 155 countries (From World Bank 2011) (Note:
*year 2007 concerning Morocco)

LANG ; is a dummy variable which takes the value of 1 if a common language is
spoken by at least 10 % of the population in each country pair (exporter and
importer) and 0 otherwise (CEPII 2007b).

COL;; reflects colonial relationships over a long period of time with substantial
participation in the colonized country’s governance (CEPII 2007b). This variable is
equal to 1 in case of colonial links and O otherwise. This variable accounts for
cultural and historical relationships that are expected to increase trade flows
between some EU countries and the SEMC.

Specific country and product effects are introduced in the model (¢p; and @y).
These effects make it possible to capture the heterogeneity of the data. They capture
the effects of potential omitted variables (Egger 2004). The price effects included in
Eq. 1.5 are captured by the country-specific effect (¢j).9 The product effect @y takes
into account potential omitted variables at product level. All these specific effects
can be considered as fixed or random depending on the specification of the model.

° As there are no reliable cross-country price indicators, the country-specific effects are the most
commonly used in the empirical literature since Anderson and van Wincoop (2003).
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2.3.2 Choice of the Estimators and Sensitivity Analysis

The estimation of the equation requires econometric analysis in order to address
potential biases. The first bias to be considered is heterogeneity across countries and
products. It requires the use of FE or RE estimators.

The problem with standard FE models is that they cannot estimate parameters
that are product invariant, such as freight costs, language, and colonization. The
standard RE model may be biased because of endogeneity problems due to the
potential correlation between one or several independent variables and the
residuals.

The FEVD estimator developed by Plumper and Troeger (2007) can be used to
address these problems. This three stage FE model can estimate the parameters of
the product invariant variables while addressing the endogeneity problem.

As a sensitivity analysis, another estimator corrected for endogeneity is
presented. It is based on a RE estimator with instrumental variables, namely the
Hausman and Taylor estimator, described in Egger (2004).

A potential bias is caused by zero observations. As in the previous section, the
TSHP has been selected. Zero trade flows in the dataset do not occur randomly but
are the outcome of a selection procedure. The TSHP estimator provides a correction
for this selection bias. Political problems between countries influence the decision
of firms to export. The SEMC are more likely to trade with traditional partners
(EU15) whereas the probability to export will be low with Israel, for political
reasons. As a sensitivity analysis, the lagged export variable will be used as the
selection variable. This can be justified by considering hysteresis in international
trade (Baldwin and Krugman 1989).

As a sensitivity analysis, the estimators are controlled for cross-sectional
heteroskedascticity as well as serial correlation of the error term by using
Feasible GLS.

2.3.3 Estimation and Results

The model is estimated for the imports of the nine SEMC described above. Data for
Syria proved to be of poor quality so this country was removed. The estimation is
implemented at the year for which NTM are available (1999 or 2001). The
33 partner countries cover the whole Euro-Med area, i.e., the EU15, CEE, and
eight SEMC described above. The dataset includes a product decomposition level at
digit-2.

Estimations are presented in Table 2.4 for the TSHP. Table 2.5 provides a
sensitivity analysis by showing alternative estimators (FEVD, Hausman and Tay-
lor, Feasible GLS) as well an alternative proxy for transport costs, i.e. distance.

Table 2.4 shows that NTM have a detrimental effect on trade in all SEMC. All
parameter estimates are negative and significant at the 1 % level. Algeria exhibits
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the highest coefficient in absolute value (—0.694). Jordan and Egypt show inter-
mediate levels for the parameter estimates (about —0.5) whereas Morocco, Tunisia,
and Lebanon present the lowest coefficients (from —0.31 to 0.38). These results can
be compared to those corresponding to AVE (Fig. 2.2). There is a correlation
between the magnitude of the AVE and the trade effects of NTM. Algeria shows
the highest AVE and the greatest trade impact of NTM. Morocco and Tunisia
exhibit the lowest AVE and the smaller trade impact of NTM.

NTM reduce bilateral trade in all the SEMC. This impact differs depending on
the country, i.e. with a more detrimental impact in the case of Algeria and a less
detrimental impact for Morocco and Tunisia. This reflects the difference in the
openness of these countries.

It is the existence of NTM that is trade-reducing, given that NTM are measured
as a dummy variable. As a sensitivity analysis, the model has been estimated by
using another proxy which includes the number of NTM for each product. Results,
although significant, are less relevant. A marginal increase in the number of NTM
(let us say from 19 to 20 NTM in a given product) has far fewer trade-reducing
effects than when we move from no NTM to the existence of NTM (which is
captured by the dummy variable).

The transport coefficient was found to be positive for all countries, with the
exception of Egypt, and to a lesser extent Israel and Turkey.

Estimation parameters for partners’ LPI are always positive but significant only
for Turkey and Israel. The relevance of this variable is limited by the fact that it
does not test the impact of logistics efficiency in each SEMC considered, but rather
the impact of partners’ LPI.

The estimation of LPI in the SEMC is positive and significant.'® Any improve-
ment of logistics in the SEMC is expected to increase trade with their partners,
because this improvement will contribute to reducing transport cost, inefficiency,
and time. A 1 % decrease in LPI makes it possible to increase SEMC imports by
1.95 % and SEMC exports by 2.96 %.

The other variables are significant while showing the expected sign of the
corresponding parameter estimate. For example, the size of the market (measured
by the sum of GDP) is always positive and significant. Trade always increases with
the market size of the origin and destination countries. The existence of past
colonial links is trade-creating, especially for Algeria, Morocco, and Tunisia. The
variable corresponding to a common language is significant in Morocco, Tunisia,
Jordan, and Lebanon.'!

The robustness of these results has been checked by sensitivity analysis. The
parameter estimates related to NTM and tariffs are stable whatever the estimator
applied. The transport coefficient is stable, except for some countries for which

'The corresponding parameter estimate has been calculated for all SEMC taken together as a
means of increasing the number of observations.

" There is no colonial link and no common language between Turkey and other countries in the
EU. This explains the lack of parameter estimates corresponding to these variables.
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direct data are unavailable (Jordan and Lebanon). This is why the parameter
estimates calculated with transport costs must be cross-checked with those calcu-
lated with distance.

2.4 Conclusions and Policy Implications

These results must still be interpreted cautiously since they sometimes rely on old
data, especially NTM:

1. Trade costs reduce imports to the SEMC from the EU.

2. Tariffs are import-reducing, but mainly in the countries which showed the
highest tariff levels (Algeria and Tunisia). Shallow integration was not complete
in these countries. Despite tariff cuts since 2001, tariffs remain significant. Gains
can still be expected from shallow integration in these countries.

3. NTM are trade-reducing in all countries, especially Algeria. They are less trade-
reducing in Morocco and Tunisia, though still significant. Eliminating NTM in
the SEMC as a move towards deeper integration with the EU is expected to
provide significant gains.

4. Transport costs reduce trade, especially in Maghreb countries, since they record
the highest freight costs. Any improvement of logistics performance in the
SEMC is expected to increase imports from their partners, since this cuts
down transport costs, inefficiency, and time. Improvement of LPI in the
SEMC and the EU is expected to provide gains.

5. Tariffs have no impact on SEMC exports, since the EU has removed its tariffs.
NTM applied by the EU have an impact on SEMC exports, although it is limited.
The AVE applied by the EU is lower than that applied by the SEMC. The biggest
impact may be found in logistics because SEMC exports are reduced by their
low LPI. Any improvement of logistics in the SEMC should increase their
exports towards the EU.

These results lead to the following policy implications:

1. The SEMC should complete their shallow integration with their EU partners and
across themselves to capture trade gains. Algeria should make efforts to reduce
its tariffs, which currently remain at high levels.

2. Dealing with deep integration is a more difficult task. First, NTM must be
addressed altogether, since the removal of one NTM while keeping others pro-
vides limited benefits. Each SEMC should identify all NTM for each product and
decide whether to remove them or not. The removal of all NTM for all products
is not necessarily the right solution, since some NTM may be useful for specific
reasons (sanitary, etc.).

3. There are numerous NTM in the SEMC that reduce trade. Their removal for
specific products can be done by eliminating para-tariff measures or moving
towards mutual technical standard recognition. A cost-benefit analysis should be
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undertaken at product-level before embarking on NTM elimination (especially
in terms of short-term costs due to increased competition from EU products).

4. Gains can be achieved through improving LPI (port infrastructures, logistics
services, etc.). Increased Euro-Mediterranean cooperation in infrastructure-
related projects is required. Extending financial cooperation between the EU
and the SEMC (through specific EIB loans) can improve the performance of
logistics.
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Chapter 3
The EU-Turkey Customs Union: A Model
for Future Euro-Med Integration

Subidey Togan

3.1 Introduction

After pursuing inward-oriented development strategies for 50 years, Turkey
switched to outward-oriented policies in 1980. The policy of further opening up
the economy was pursued through close association with the EU. Turkey applied
for association with the EU (then the EEC) as early as 1959. The application
ultimately resulted in the signing of the AA, commonly known as the Ankara
Agreement, in 1963. The Additional Protocol to the AA was signed in 1970 and
became effective in 1973. The basic aim of this protocol was the establishment of a
CU. In 1995, it was agreed at the Association Council meeting that the CU between
the EU and Turkey would go into effect on January 1, 1996.

This chapter analyzes the EU-Turkey CU and is structured as follows. After
discussing issues related to trade in industrial goods in Sect. 3.2, Sect. 3.3 discusses
TBT, Sect. 3.4 — competition policy, and Sect. 3.5 — IPR. Section 3.6 reports
estimates of the administrative costs incurred by Turkey in adopting and
implementing the CU. Section 3.7 discusses trade performance, FDI and problems
faced by Turkey during the implementation of the CU. Section 3.8 offers
conclusions.

3.2 Customs Union

A CU is usually defined as a form of trade agreement under which certain countries
preferentially grant tariff-free market access to each other’s imports and agree to
apply a common set of external tariffs to imports from the rest of the world. In a CU,
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four sets of issues have to be settled between the parties: coverage of the CU,
determination of the CCT, collection of CCT revenue and allocation of CCT
revenue. In the case of the EU-Turkey CU, the parties agreed from the outset that
the CU should be restricted to industrial goods, that Turkey should accept the
external tariff of the EU, that the CCT revenue would be collected by each party
at the initial port of entry, and that the CCT revenue would accrue as income to the
party collecting that revenue.

The Turkey-EU CUD of 1995 required Turkey to eliminate all customs duties,
quantitative restrictions, charges with an equivalent effect to customs duties, and all
measures with an equivalent effect to quantitative restrictions in trade of industrial
goods with the EU as of January 1, 1996. In addition, Turkey was required to adopt
the CCT of the EU against third-country imports and adopt all of the preferential
agreements the EU has concluded and will conclude with third countries. As a result
of these requirements, all of the industrial goods except for products of the ECSC
complying with EU norms can circulate freely between Turkey and the EU. For
ECSC products, Turkey signed an FTA with the EU in 1996, and as a result ECSC
products have received duty-free treatment between the parties since 1999. Finally,
it is important to note that the CU does not deal with agriculture and services, but
according to the CUD, processed agricultural products are subject to special tariff
arrangements.

According to Togan (1997), prior to the formation of the CU in 1994, the
economy wide NPR in trade with the EU amounted to 10.2 % and in trade with
third countries to 22.1 %. Among the 49 tradable goods industries of the 1990
Turkish input—output table, there were three industries that had an NPR higher than
50 % in trade with the EU, and 33 industries had an NPR less than 20 %. In the case
of trade with third countries, there were five industries which had an NPR higher
than 50 % and 28 industries had an NPR less than 20 %. With the formation of the
CU, NPRs have decreased substantially in almost all of the sectors. The economy-
wide NPR during 2001 in trade with the EU amounted to 1.3 %. There was one
industry that had an NPR higher than 50 %, nine industries had positive NPR less
than 50 %, and for 39 industries, the NPR was 0 % in trade with the EU. On the
other hand, in the case of trade with third countries, the average NPR has amounted
to 6.9 %. There was one industry which had an NPR higher than 50 %, 13 industries
had an NPR less than 50 % but more than 10 %, and for three industries the NPR
was 0 % in trade with third countries.

While the average NPR decreased from 10.2 % in 1994 to 1.3 % in 2001 for the
EU, the average NPR decreased from 22.1 % to 1.3 % for Israel and the CEE
countries that the EU had an FTA with. For developing countries that are granted
GSP treatment, the average NPR decreased from 22.1 % in 1994 to 2.7 % in 2001.
Finally, for countries like the US, Japan and Canada, for which the EU applies the
CCT, average NPR decreased from 22.1 % in 1994 to 6.9 % in 2001. Thus,
regarding access to the Turkish market, as a result of the formation of the CU,
almost all countries in the world have benefited from reductions in NPR in Turkey.

Regarding the access of Turkish goods to the EU market, the EU had already
abolished the nominal tariff rates on imports of industrial goods from Turkey on
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September 1, 1971. However, at that time, certain exceptions were made. The EU
had retained the right to charge import duties on some oil products over a fixed
quota and to implement a phased reduction of duties on imports of particular textile
products. The trade of products within the province of the ECSC has been protected
by the EU through the application of NTM especially anti-dumping measures.

The primary effect of a CU is the expansion of trade flows among member
countries, often at the expense of trade with non-members. This expansion is
usually decomposed into trade creation and trade diversion. When trade diversion
dominates trade creation, the CU tends to be welfare reducing. In the case of
Turkey, the CU has offered the opportunity to adopt a more liberal trade regime
since the CCT is lower than the pre-CU tariff. Thus, there is less potential for
switching suppliers. As a result, the potential for trade diversion has been reversed.
While domestic producers face more competition from non-members, the effect has
been offset by consumer gains resulting from lower prices and by tariff revenues
collected on imports from non-members.

The CUD requirements also apply to customs reform. Prior to the formation of
the CU, Turkey had quite a complicated import regime. The Turkish Customs
Administration was a traditional paper-based customs organization and declarants
had to go to customs offices to register declarations. Since almost all shipments had
to be physically inspected, the process at customs was very intrusive and time
consuming. It often led traders to pay substantial facilitation money to speed up the
process or to gain favor with customs officials in charge of their inspections.

Since the formation of the CU, Turkey has applied customs rules similar in
substance to those contained in the EU’s Customs Code. With the new Customs
Law, Turkish customs legislation has been adjusted to both international and EU
standards. Currently, the Turkish Customs Administration is fully automated and
99 % of customs processes are conducted through computers via the BILGE
(SCHOLAR) system. As part of its trade facilitation work, it is now able to carry
out its control processes without having to open every single cargo shipment while
retaining effective monitoring of the flow of goods and duties payable.

3.3 Technical Barriers to Trade

There are essentially two ways to eliminate TBT: harmonization and mutual
recognition. The harmonization approach has been pursued intensively within the
EU. As emphasized by the European Commission (2000), for a new member
country, the elimination of TBT in trade with the EU requires (i) harmonization
of the country’s technical legislation with that of the EU’s, (ii) the establishment of
quality infrastructure comparable to that of the EU, encompassing the operators and
operation of standardization, testing, certification, inspection, accreditation and
metrology, and (iii) the development of a market surveillance and import control
system as in the EU. On the other hand, under mutual recognition, countries agree
to recognize each other’s standards and conformity assessment procedures. But this
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approach based on mutual trust by the parties requires as a minimum a relatively
high degree of harmonization of standards and testing procedures.

The CUD required that Turkey incorporate the EU instruments relating to the
removal of TBT into its internal legal order within 5 years, and the list of these
instruments was to be laid down within a period of 1 year. Furthermore, effective
cooperation was to be achieved in the fields of standardization, metrology and
calibration, quality, accreditation, testing and certification. Thus, the CUD required
that Turkey adopt the harmonization approach in order to eliminate TBT.

Since the formation of the CU, Turkey has, to a very large extent, harmonized its
standards with European and international ones. It has also harmonized its technical
legislation with that of the EU, in particular in the New Approach area. There are
problems with the Old Approach area, as there is no formal agreement on the
transposition of the acquis in Turkey as it has been evolving systematically. On the
other hand, harmonization of technical legislation in the non-harmonized sphere
has been incomplete for very long time, limiting the free movement of goods in this
sphere. For the non-harmonized area, Turkey adopted a regulation on mutual
recognition as foreseen by the EU, but it entered into force as recently as January
1, 2013.

The establishment of quality infrastructure was a lengthy and complex process in
Turkey. Until the formation of the CU, the country had neither the infrastructure nor
the required technical knowledge. Establishing public awareness of the problem,
acquiring the necessary knowledge and establishing the infrastructure took quite
some time. But as of 2013, a relatively well functioning quality certification system
has been in place in Turkey, comprised of the Turkish Standards Institution (TSE),
the Turkish Accreditation Body (TURKAK) and the National Metrology Institute
(UME).

A major difficulty faced during this period was obtaining the right to assign
notified bodies that would be recognized by the EU. Note that the notified bodies
are independent testing houses, laboratories, or product certifiers authorized by the
EU member states to perform the conformity assessment tasks specified in direc-
tives. Turkey has received the right to assign notified bodies that would be recog-
nized by the EU only by virtue of the Association Council Decision No 1/2006
of 2006.

The development of a market surveillance and import control system, as in the
EU, became even more challenging than establishing quality infrastructure. Again,
the reasons are various. A successful consumer product safety related market
surveillance system requires independence, visibility, a uniform surveillance pol-
icy, a uniform enforcement policy, the integration of market surveillance and
import controls, stronger regions, more acting power for inspectors, and sufficient
technical infrastructure. In addition, there were problems with the implementation
of the import control system. As a result, until recently, the Turkish market
surveillance and import control system could not be developed as in the EU, and
the continuation of these problems has adversely affected the elimination of TBT in
trade with the EU.



3 The EU-Turkey Customs Union: A Model for Future Euro-Med Integration 41
3.4 Competition Policy

In Turkey there was no specific competition legislation and thus no competition
policy enforcement for a very long time. The CUD required Turkey to adopt the EU
competition rules, including measures regarding public aid, within 2 years.

Turkey did so in December 1994 when it adopted the Law on the Protection of
Competition and established the CA, which has administrative and financial auton-
omy. The CA aims to ensure the formation and development of markets for goods
and services in a free and sound competitive environment, to observe the imple-
mentation of the Competition Law, and to fulfill the duties assigned to it by the
Law. The CA has played an important role in moving the Turkish economy forward
towards greater reliance on competition-based and consumer-welfare oriented
market mechanisms. According to the European Commission’s Turkey Progress
Reports and the OECD (2005), Turkey has shown significant progress on the anti-
trust issue. The Authority has a clear track record on the implementation of the
competition rules. Furthermore, it is the advisory institute for the actions of public
enterprises granted by two circulars issued by the Prime Minister’s office in 1998
and 2001. All ministries have to receive the opinion of the CA about draft laws,
by-laws, regulations and communiqués regarding issues that fall under the scope of
Competition Law.

Article 34 of CUD bars Turkey and the EU member states from providing state
resources to aid undertakings or economic sectors where doing so distorts or
threatens to distort competition between the EU and Turkey, and under Article 39
(2) of CUD, Turkey must adapt all of its existing aid schemes to EU standards and
comply generally with the notification and guidelines procedures established by the
EU to control aid provided by member states. Article 37 of the CUD stipulates that
within 2 years of implementing the CU, Turkey must adopt the necessary EU rules
for the implementation of the provisions relating to state aid. Despite these dead-
lines, the required rules have not been adopted until recently. It was only in October
2010 that the law on state aid and subsidies were adopted by Parliament. The law
foresees the establishment of the State Aid Monitoring and Supervisory Council
along with the State Aid General Directorate for ensuring the effective application
and enforcement of state aid rules under the CUD. But unfortunately, as of the end
of 2013, the EU State Aid rules could not be implemented as the implementing
regulations had not yet been adopted.

3.5 Intellectual Property Rights

Article 31 and Annex 8 of the CUD stipulated that Turkey must ensure adequate
protection and enforcement of IPR and implement the Uruguay Round Agreement
on TRIPS by 1999. Furthermore Turkey had to adopt legislation by January 1, 1999
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to secure the patentability of pharmaceutical products and processes. In addition
Turkey had to accede to various international conventions.

To satisfy the requirements of the CUD, Turkey has been making substantial
efforts to align its legislation with the acquis since 1995. The TPI was established in
1994. It is the main administrative body responsible for granting patents and utility
models, registering designs, and dealing with trademarks, circuit topographies and
geographical indications. The Turkish Patent Law went into effect in 1995, and in
2003 the Legislation on the Establishment and the Functions of TPI was promul-
gated. By 2013, Turkey was party to the various conventions on IPR mentioned in
the CUD.

IPR enforcement is a challenging task in any country as it requires specific skills.
There is a need for special courts for the settlement of disputes and for efficient
services of public prosecutors, judges, patent attorneys and police. Regarding
special courts, it should be emphasized that specialist judges with experience in
patent and other IPR matters are essential in order to deliver reliable and predictable
decisions on questions of infringement and validity as well as on damages payable
by infringers. Similar considerations also hold for public prosecutors and police.
Patent attorneys must have profound knowledge of natural sciences and the ability
to communicate new technical concepts or developments on paper. While they are
expected to be knowledgeable in a specific legal area, they must also have a deep
knowledge of domestic and international law as well as the national laws of other
countries. The patent attorney’s most important role is to be able to apply his/her
specialized legal and scientific knowledge to a new technical solution. He or she
must also be able to properly write a patent specification and patent claims to lay the
foundation for a new industrial property right. The patent attorney is also expected
to provide advice on know-how licenses, including drafting license agreements or
providing advice on the rights of employed inventors and advising clients on
technical developments.

In Turkey, IPR holders whose rights have been infringed upon may take action to
protect themselves through civil and criminal procedures against the infringer. Civil
procedures include actions for the cessation of infringement and prevention of
possible infringement, as well as measures for the compensation of moral and
material damages, including indemnities and the appropriation of unfair profits
made by the infringer.

The judicial infrastructure in IPR enforcement is made up of courts, offices of
the public prosecutor, and the MoJ. The Mol is responsible for the establishment of
IPR courts, ensuring the effective operation of these courts, and training judges,
public prosecutors and other staff. Until recently, Turkey had 23 specialized IPR
courts. In parts of Turkey where there are no specialized courts, ordinary ones,
designated by the Supreme Board of Judges and Public Prosecutors, can rule on
intellectual property rights cases, and a Court of Appeals has been established for
these cases. Enforcement authorities include police, municipal police and gendar-
merie. In cases of IPR violations, criminal proceedings start at the moment the
complaint is registered. The police have already established an IPR office within its
General Directorate. Anti-smuggling and organized crimes departments are based
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within the general financial crimes departments of the police and gendarmerie, and
they are authorized to handle related cases.

Turkey must provide measures, procedures and remedies necessary to ensure
that the enforcement of IPR is fair and equitable. But this is not an easy task. The
establishment of the enforcement mechanism took quite some time. As of 2013, the
task was not yet complete. Although a relatively large number of judges, lawyers,
enforcement body staff, police force members and customs officers have been
trained in IPR-related issues, the number of trained personnel is still insufficient
and the training of the personnel needs to be strengthened.

3.6 Administrative Costs of Implementing the Customs
Union

To estimate the budgetary costs of assuming the obligations of the CU, we used the
detailed budget figures of different public institutions. While most of the budget
figures come from the MoF for the period 1994-2009, expenditure data for insti-
tutions such as TURKAK, CA, TPI and UME were obtained directly from each
institution. The data was aggregated under the headings of personnel expenditures,
current expenditures and investment expenditures. Since the figures were given in
nominal terms, we used the GDP deflator (price index) to convert all figures to 2009
prices. Next we used the average TRY/EUR exchange rate of 2009 to obtain the
figures in terms of 2009 EUR.

Some of the institutions such as the Under-Secretariat for Foreign Trade, the
Under-Secretariat of Customs and the Turkish Standards Institute were operating
before the start of the CU, and they employed a large number of personnel. The CU
put pressure on them to employ additional staff as well as to train the staff in issues
related to relevant acquis. In addition, they had to increase investment expenditures.
As aresult, when considering the budgetary costs of assuming the obligations of the
CU for these institutions, we concentrated on their total expenditures consisting of
personnel expenditures, current expenditures and investment expenditures. Noting
that during the 1990-2009 period, Turkish real GDP increased at an annual rate of
3.9 %, we assumed that the total real expenditures of these institutions would have
increased at the same annual growth rate as that of real GDP if the CU had not been
implemented. The excess of actual to predicted expenditures of these institutions
for the period 1996-2009 was then considered to be the budgetary cost of assuming
the obligations of the CU.

On the other hand, institutions such as TURKAK, CA, TPI and UME were
established either around 1995 or thereafter as a result of the requirements of the
CU. They had to increase their personnel and investment expenditures considerably
in order to meet the demands for additional personnel, training, and building the
required infrastructure. As a result, in the case of these institutions, we considered
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total expenditures consisting again of personnel and current and investment expen-
ditures over a period of 5 years after their establishment.

In some cases (for example, IPR enforcement), institutions such as the Ministry
of Interior or MoJ were also involved, but it was not possible to derive the costs
related to fulfilling the requirements of the CU from their budget data. In those
cases, we took the cost figures of the relevant institutions from the studies of the
Secretariat General of EU Affairs (2001, 2003, 2007).

Finally, we added the funding received from the EU (EU contribution) to the
sum of the above figures, since these funds were not included in the budget figures.
The calculations reveal that the costs of assuming the obligations of the CU have
amounted to EUR 1,065.1 mn, and the share of the EU contribution in the total cost
came to 8.83 %.

3.7 Trade Performance, FDI and Criticism of the CU

3.7.1 Trade Performance

In 1995, Turkish exports to the EU15 amounted to USD11.1 bn (51.2 % of Turkey’s
exports), while imports from the EU15 amounted to USD16.9 bn (47.2 % of
Turkey’s imports)." With the formation of the CU, the share of imports from the
EU15 in total imports went up from 47.2 % in 1995 to 53 % in 1996, but then started
to decrease, reaching 31 % in 2008. Similarly, the share of exports to the EU15 in
total exports went up from 51.2 % in 1995 to 54 % in 1999, but then started to
decrease, reaching 39.2 % in 2008. A comparison of the average growth rate of
imports from the EU15 prior to the formation of the CU with those observed after
its implementation reveals that it declined from 14.2 % in 1991-1995 to 3.9 % in
19962001, but thereafter it increased to 19.8 % in 2002—2008. On the other hand,
the effect of the CU on exports also seems to be of limited importance initially.
Whereas the annual average growth rate of exports to the EU15 was 9.6 % in 1991—
1995, it declined to 6.5 % in 1996-2001, but then increased to 18.6 % in 2002—
2008.

While total exports declined by 22.6 % in 2009 (during the great recession), the
decline in exports to the EU15 amounted to 24 %. Similarly, while total imports
declined by 30.2 % in 2009, imports from the EU15 declined by 23.6 %. Both
exports and imports recovered in 2010 and thereafter. While exports to the EU15
amounted to USD49.4 bn in 2012, forming 32.4 % of total exports, imports from the
EU15 amounted to USD73.1 bn, forming 30.9 % of total imports.

The above considerations reveal that the formation of the CU between Turkey
and the EU led to increases in exports to the EU only after an adjustment period of

! For reasons of analytical consistency we compared data for EU15 over the entire 1990-2012
period despite subsequent EU enlargements.
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almost 5 years. Similar considerations also hold for imports from the EU. The
reasons may be various. First, the formation of the CU did not lead to substantial
decreases in trade barriers on the EU side, as the EU had abolished the nominal
tariff rates on imports of industrial goods from Turkey long before the formation of
the CU (in 1971). With the formation of the CU, certain quotas applied by the EU
were abolished but the EU retained the right to impose anti-dumping duties.
Second, Turkey started to take measures in order to eliminate TBT only after
2003. Third, during the 1990s, economic crises began to affect the Turkish econ-
omy with increasing frequency. Periods of economic expansion have alternated
with periods of equally rapid decline. Fourth, with substantial decreases in trade
barriers on the Turkish side in 1996, an increase in imports was inevitable as long as
it was not accompanied by a real devaluation of the Turkish Lira. But there was
essentially no change in REER during 1996, and thereafter the REER appreciated
until the currency crisis of 2001, when the REER depreciated considerably. There-
after, the REER started to appreciate again, stimulating import growth and ham-
pering the growth of exports and thus leading to substantial trade balance deficits.
Finally, we note that the appreciation of the EUR against the USD led to increases
in the USD value of EU exports which is reflected in higher USD trade values of
Turkish imports from the EU.

3.7.2 FDI

Turkey was not successful in attracting FDI inflows for a very long time. From 1990
to 1995, annual FDI inflows amounted to only USD745 mn. This poor record was
caused by economic and political uncertainties surrounding the country and the
enormous institutional, legal and judicial obstacles faced by foreign investors in
Turkey. Foreign-owned firms had been subject to special authorizations and sec-
toral limitations. According to the Foreign Investment Advisory Service (2001a, b),
seven major problems impeded the operations of foreign enterprises until the early
2000s: (i) political instability, (ii) government hassle, (iii) a weak judicial system,
(iv) heavy taxation, (v) corruption, (vi) deficient infrastructure and (vii) competition
from the informal economy. During the period of 1996-2000, average annual FDI
inflows amounted to USD846 mn. Thus, there was no substantial improvement after
the formation of the CU. The FDI inflows started to increase only after 2001, and
reached USD20.2 bn in 2006, USD22.1 bn in 2007 and USD19.8 bn in 2008. This
considerable improvement seems to be the result of the EU’s 2004 decision to begin
membership negotiations with Turkey, the liberalization measures introduced after
the 2001 crisis and the implementation of the privatization program after 2002.
During the period of great recession in 2009-2010, FDI inflows amounted on
average to USDS8.9 bn, increasing to USD16 bn in 2011 and then decreasing to
USD13 bn in 2012. The EU has been the largest source of origin over the past
10 years, accounting for three-quarters of total FDI inflows.
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Although the investment climate in Turkey has improved considerably over the
last 7 years, the change is still not reflected in various international competitiveness
studies such as the Doing Business Survey (World Bank 2013), which ranked
Turkey 69th out of 189 countries. On the other hand, according to the OECD
(2006) study, Turkey’s most restrictive sectors are air and maritime transport,
followed by electricity, and its most liberal sectors are in manufacturing, together
with some services subsectors such as telecommunications, insurance services and
part of business services. Finally, according to the Services Trade Restrictiveness
Database of the World Bank summarized by Borchert et al. (2012a, b), the most
restrictive service sectors are professional services, transportation services and
retail trade.

3.7.3 Criticism of the Customs Union

The EU-Turkey CU has not been without its critics. The policy stakeholders
emphasize the following problems, as pointed out by Akman (2010). First, the
EU’s trade partners that have concluded an FTA with the EU or are in FTA
negotiations with the EU refrain from concluding an FTA with Turkey despite
the ‘Turkey Clause’ included in the FTA concluded by the EU. Second, there are
asymmetric effects in trade agreements concluded by the EU and Turkey. In
particular, Turkey cannot negotiate an FTA with third counties on similar terms
like the EU did. Third, there are latecomer effects. In particular, Turkey can
conclude an FTA only after the EU has concluded an FTA. As a result an FTA
with Turkey is concluded usually after a couple of years after the conclusion of an
FTA with the EU. This puts Turkish exporters at a disadvantage with regards to EU
exporters, who can obtain preferential status by penetrating into third country
markets several years earlier. Fourth, imports from third countries by way of
trade deflection via the EU induce tariff revenue losses for Turkey, an issue that
has not received sufficient attention in the customs modernization process. Fifth,
the EU has its own priorities reflected in its FTA that are concluded, and these
agreements do not take into account Turkey’s special interests. Sixth, Turkey
cannot enter into an FTA with third countries with which the EU has not accorded
a deal. Finally, it has been emphasized that international road transport has been
hampered by the bilateral quota system and visa restrictions imposed by certain EU
member states.

3.8 Conclusions

The EU-Turkey CU of 1995 has been a major instrument of integration into the EU
and global markets for Turkey, offering the country powerful tools to reform its
economy. It has credibly locked Turkey into a liberal foreign trade regime for
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industrial goods and holds the promise of Turkey’s participation in the EU internal
market for industrial products. As a result, Turkish producers of industrial goods
have become exposed to competition from imports and they operate within one of
the largest FTAs for industrial products in the world. They are now protected by
tariffs from external competition to exactly the same extent as EU producers are and
as such, face competition from duty-free imports of industrial goods from world-
class pan-European firms. In return, Turkish industrial producers have duty-free
market access to the European Economic Area (EU and EFTA).

Fulfilling the requirements of the CU has been quite challenging. Turkey has
introduced major reforms. But it has faced difficulties, in particular when trying to
eliminate the TBT in trade with the EU, adopting and implementing the EU’s
competition policy provisions on state aid and ensuring adequate and effective
protection of IPR. In those cases, the process of fulfilling the requirements of the
CU even after 17 years is not complete.

One lesson that can be derived from the Turkish experience is that trade
liberalization achieved through a preferential trade agreement such as the
EU-Turkey CU can successfully move the economy from a government-controlled
regime to a market-based one. Another issue is related to the existence of political
will on the side of policymakers to reform the economy. In Turkey there was
political will to achieve the goal of EU economic integration on the path to
becoming a full member of the EU. As a result, in addition to opening up its
markets to industrial goods imports from the EU, accepting the EC’s CCT, and
adopting all of the preferential agreements the EU has concluded with third
countries, Turkey has also accepted the EU’s customs provisions, its harmonization
approach to the elimination of TBT, its competition policy, its IPR acquis and its
commercial policy regulations. Although the administrative costs of implementing
the requirements of the CU have been quite substantial, Turkey has incurred these
costs in the hopes of becoming a full member of the EU. Moreover, there was
almost no resistance to the integration process on the part of Turkish public.

Other countries may not have the prospect of EU membership as an incentive,
but those countries may still be interested in integrating with the EU in order to
achieve relatively high but sustainable economic growth, as measured by growth in
real per capita income. In such a situation, the country could try to sign a FTA with
the EU, but adopt, as emphasized by Messerlin et al. (2011), only those policies of
the EU that are considered pro-growth.

Acknowledgement The author is grateful to Luc De Wulf and Jean-Pierre Chauffour for excel-
lent comments. The author would like to thank Dr. Ahmet Kesik and Ali Mercan Aydin of the MoF
of Turkey for providing detailed budget data, and to Ertan Tok for excellent research assistance.



48 S. Togan

References

Akman S (2010) The European union’s trade strategy and its reflection on Turkey: an evaluation
from the perspective of free trade agreements. Paper presented at the IKV workshop on the
interface between the world trading system and global issues: challenges for the WTO, Turkey
and the European Union, Istanbul, 14-15 May

Borchert I, Gootiiz B, Mattoo A (2012a) Guide to the services trade restrictions database, vol 6108,
World Bank policy research working paper. The World Bank, Washington, DC

Borchert I, Gootiiz B, Mattoo A (2012b) Policy barriers to international trade in services: evidence
from a new database, vol 6109, World Bank policy research working paper. The World Bank,
Washington, DC

European Commission (2000) Guide to the implementation of directives based on the new
approach and the global approach. Office of Official Publications of the European Communi-
ties, Luxembourg

Foreign Investment Advisory Service (2001a) Turkey: a diagnostic study of the foreign direct
investment environment. World Bank and the Treasury of Turkey, Ankara

Foreign Investment Advisory Service (2001b) Turkey: administrative barriers to investment.
World Bank and the Treasury of Turkey, Ankara

Messerlin P, Emerson M, Jandieri G, Le Vernoy A (2011) An appraisal of the EU’s trade policy
towards its eastern neighbours: the case of Georgia. Sciences Po, Paris and Centre for European
Policy Studies, Brussels

OECD (2005) Competition law and policy in Turkey. Organization for Economic Cooperation and
Development, Paris

OECD (2006) OECD’s FDI regulatory restrictiveness index: revision and extension to more
economies, vol 4/2006, Working paper on international investment. Organization for Eco-
nomic Cooperation and Development, Paris

Secretariat General for EU Affairs (2001) National programme of Turkey for the adoption of the
EU acquis. http://www.abgs.gov.tr/index.php?p=196&1=2. Accessed 17 July 2014

Secretariat General for EU Affairs (2003) National programme of Turkey for the adoption of the
EU acquis. http://www.abgs.gov.tr/index.php?p=196&1=2. Accessed 17 July 2014

Secretariat General for EU Affairs (2007) Turkey’s programme for the alignment with the acquis
2007-2013. http://www.abgs.gov.tr/index.php?p=196&1=2. Accessed 17 July 2014

Togan S (1997) Opening up the Turkish economy in the context of the CU with EU. J Econ Integr
12:157-179

World Bank (2013) Doing business 2014. The World Bank, Washington, DC


http://www.abgs.gov.tr/index.php?p=196&l=2
http://www.abgs.gov.tr/index.php?p=196&l=2
http://www.abgs.gov.tr/index.php?p=196&l=2
http://www.abgs.gov.tr/index.php?p=196&l=2
http://www.abgs.gov.tr/index.php?p=196&l=2
http://www.abgs.gov.tr/index.php?p=196&l=2
http://www.abgs.gov.tr/index.php?p=196&l=2
http://www.abgs.gov.tr/index.php?p=196&l=2
http://www.abgs.gov.tr/index.php?p=196&l=2

Chapter 4
Manufactured Exports and FDI

Khalid Sekkat

4.1 Introduction

For a long time most SEMC were weakly integrated with the world economy. In the
early 1980s, the region’s ratio of manufactured exports to GDP was the lowest, at
2.68 %, compared to all other regions except LAC. The region’s ratio of FDI was
less clear due to the volatility of such flows.

Developing countries are poorly integrated with the world economy because of
restrictive trade and exchange rate policies. Sachs and Warner (1995) found that
more liberalized economies shift more rapidly to the export of manufactured goods
and away from exports resulting from agriculture, forestry, fishing, mining, and the
production of oil and gas.

Sekkat and Varoudakis (2002) found that the trade policy reforms of some
SEMC increased the share of manufactured exports in their economies. Achy and
Sekkat (2003) reached a similar conclusion regarding the impact of exchange rate
policy. But such reforms might not be sufficient, according to other economists.
Companion policies are needed to further strengthen a given investment climate.
These include the provision of adequate infrastructure (Wheeler and Mody 1992),
and strong economic and political institutions (Schneider and Frey 1985; Henisz
2000a, b). Meon and Sekkat (2004) and Sekkat and Veganzones (2007) confirmed
the importance of these factors for the region.

Many policymakers in SEMC began altering their economic strategies in the
mid-1980s, a process which accelerated during the 1990s. Their aim was to make
their economies more efficient and, hence, to foster growth and development. These
countries moved away from their previous import substitution strategies. They
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lowered trade barriers, privatized state-owned firms, and reformed the foreign-
exchange markets. Policymakers also introduced other reforms aimed at improving
the business climates of their respective countries.

As result, SEMC became increasingly integrated with the world economy,
according to 2005-2009 figures. The region’s share of manufactured exports-to-
GDP, at 15 %, placed it third after the euro-area, which was at 26 %, and EAP
(30 %), and before ECA (12 %), SSA (10 %), South Asia (9 %) and LAC (11 %).

There are notable differences between countries. Algeria is far behind the
remaining countries in the region. Its manufactured exports as a share of GDP are
less than 1 %. Jordan, Israel and Tunisia lead the pack with a ratio of more than
25 % each. These three countries’ ratios also rose the most between 1995-1999 and
2005-2009 — between 6 and 13 percentage points. The improvements in Algeria
and Egypt were mediocre (Sekkat 2012).

In this chapter, we investigated whether there is a link between the evolution of
the region’s integration in the world economy and the reforms implemented
(or not). We focused on manufactured exports and FDI. Drawing on literature
(for its survey see Sekkat 2012 and De Wulf and Maliszewska 2009), we sought
to disentangle the contribution of trade policy, exchange rate policy, quality of
governance and availability of infrastructure. We conducted the analysis on a set of
17 countries (Algeria, Cyprus, Egypt, France, Greece, Israel, Italy, Jordan, Leba-
non, Libya, Malta, Morocco, Portugal, Spain, Syria, Tunisia and Turkey) over the
period 1985-2009.

The rest of the chapter is organized in three sections. In Sect. 4.2, we estimated
of the impact of each determinant discussed above on the variable of interest. In
Sect. 4.3 we offered an assessment of the future evolution of these variables of
interest under different scenarios. Sect. 4.4 concludes.

4.2 Empirical Analysis

4.2.1 Manufactured Exports

Our basic specification was based on Sekkat and Varoudakis (2000). Assuming that
the exporter was small with respect to the market for manufactures, profit maximi-
zation led to the following specification of exports of manufactures:

Log(Xit / GDPit) = a0i + alt + al * Log(Demandit) + o2
* Log(REERIit) + pit (4.1)

where X;,/GDP;, was the ratio of manufactured exports to gross domestic product
for year ¢ and country i; an; was country i’s fixed effect (i.e. Dummy); o, was year
’s fixed effect (i.e. Dummy); Demand;; was demand for manufactures; REER;, was
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country i’s real effective exchange rate for year ¢, where an increase in REER;, stood
for an appreciation of the exporter’s currency; u,;, was the error term.

We scaled down exports by GDP to correct for the differences in countries’
sizes. Demand,;, was defined as the EU’s manufactured value added to its GDP. For
a given country, REER;, was defined such as:

Log(REER) =3~ {wj + Log (e,- . (“”’/ m,»)ﬂ (4.2)

where CPI was the Consumer Price Index of the country; CPI; was the Consumer
Price Index of the country’s partner j; e; was the nominal bilateral exchange rate of
the country as regard partner j; w; was the weight of the j-th partner in the bilateral
trade of the country. The weighting pattern referred to the ten largest trade partners
excluding oil exporting countries.

These explanatory variables are standard in the literature. All have a well-
defined expected impact on manufactured exports. The coefficient of the real
exchange rate should be negative because an increase in REER;; means an appre-
ciation of the exporter’s currency. We expected a positive coefficient for Demand;,.
We constructed these two variables as well as the dependent using the World
Development Indicators of the WB.

We sought to disentangle the impact of trade policy, exchange rate policy,
quality of governance, and availability of infrastructure on manufactured exports.
There are indicators that can proxy each of these variables (Sekkat 2012). We had to
disregard some of them because they consisted of only one observation, or too few,
per country (e.g. the WB DB indicator). Using them would have reduced the degree
of freedom and the quality of the inference. This still left us with more than one
indicator to proxy a given variable. Introducing all of them into the same specifi-
cation raised multicollinearity issues. It affected the significance of the coefficient
and made it difficult to decide which variable had the best explanatory power. Since
the purpose of our analysis was to assess the impact of different scenarios of
reforms, the specifications had to be as parsimonious as possible (Ledolter and
Abraham 1981).

To select among the explanatory variables, we started with a specification which
explained the variable of interest in terms of the basic determinants mentioned
above, country fixed effects and time fixed effects. Such a basic specification was
the one leading to the best quality of the fit (as measured by the Adjusted R?). Then,
we re-estimated the basic specification without the fixed effects but we added an
indicator for each of the above-mentioned dimensions. The preferred regression
was the one with the combination of indicators that led to the closest quality of fit to
the one with fixed effects. We conducted estimations on the set of 17 countries
listed in Sect. 4.1 over the period 1985-2009. In the regression without fixed
effects, we introduced a dummy which took the value 1 in case of SEMC and
zero otherwise.

This empirical strategy led to the selection of the following additional explan-
atory variables. To gauge of the level of infrastructure, we calculated the ratio of the
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number of road kilometers to the surface of a given country. As a proxy for the
degree of openness in a given country, we used an indicator published by Economic
Freedom Network (Gwartney et al. 2008) called ‘Freedom to Trade Internation-
ally’. It covers 140 countries and since 2000, it is published annually. From 1970 to
2000, it was published every 5 years. We used indices developed by Kaufmann
et al. (1999) to quantify the quality of governance. The authors classify dimensions
of governance into six independent clusters and aggregate them into six indices
(government effectiveness, regulatory burden, rule of law, control of graft, voice
and accountability, and lack of political violence). We used the simple average of
the six indicators to assess the quality of governance. These additional indicators’
coefficients were positive.

Table 4.1 presents the estimation results of five specifications of Eq. 4.1. The
first specification included only the basic determinants and the country and time
dummies. Specifications 2—4 were the same as the first but excluded the dummies
and included each of the additional determinants separately. Specification
5 included all explanatory variables but the dummies. Specification 1 had a high
quality of the fit (Adjusted R* equals 0.93). The estimated coefficients were
significant with the expected sign. None of the other specifications had a better
quality of the fit than the first but such quality increased as long as additional
explanatory variables were included. Specification 5 had the highest quality of fit

Table 4.1 Determinants of manufactured exports (From own estimation based on WBWDI and
UNCTAD databases)

Specif. 1 (Fixed Specif. Specif. Specif. Specif.
Variable effects) 2 (OLS) 3 (OLS) 4 (OLS) 5 (OLS)
Constant 2.132 —4.181 —2.177 —1.103
2.251 —4.867 —2.806 —1.308
REER —-0.517 —-0.975 —0.726 —1.254 —1.047
—4.043 —-2.139 —2.613 —-3.627 -3.773
Demand —2.102 1.778 —0.245 0.171 0.770
—0.566 3.316 —0.508 0.379 1.787
Openness 3.204 1.554
11.473 4.488
Governance 0.271 0.107
quality 16.598 4.067
Infrastructure 0.842 0.563
14.844 8.686
Dummy: SEMC 0.209 1.433 1.725 2.087
1.496 9.726 11.331 11.854
Number of 278 278 278 258 258
observation
Adjusted R? 0.93 0.36 0.52 0.47 0.64

Note: The dependent variable is the ratio of manufactured exports to GDP. Specification 1 includes
country and time dummies. All variables are in log except Governance quality and Dummies.
Standard-Errors are heteroskedastic-consistent. T-statistics are in bold
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(Adjusted R? equals 0.68) after Specification 1. The former was preferred over the
latter because of its better economic meaning. We used it for simulation.

All estimated coefficients of Specification 5 were significant with the expected
sign except the one pertaining to foreign demand which exhibited a negative sign.
This coefficient was non significant because of a potential co-linearity with one of
the other indicators. While it was significant with the expected sign in the first
specification, it became non-significant once we introduced any of the additional
explanatory variables. Since it was not a variable over which a domestic authority
can have control, we disregarded the coefficient of foreign demand. The other
estimated coefficients imply that exchange rate depreciation fosters manufactured
exports as does a higher openness of the economy, a better quality of institutions,
and better infrastructure.

4.2.2 Foreign Direct Investment

Empirical studies differ with respect to FDI specifications. The differences concern
both the variables to be included in the specification and their definition (nominal
versus real measures and levels versus growth rates). A common specification
relates the ratio of FDI to GDP to per capita GDP and the growth rate of GDP
(UNCTAD 1998):

Log(FDI;/GDP;,) = By; + By, + By * Log(GDP per capita;,) + B,
« Log(GDP Growth;;) + n;, (4.3)

where FDI;,/GDP;, is the ratio of FDI inflows to GDP for year t and country i; o,
is country i’s fixed effect; Py, is year ¢’s fixed effect; #;, is the error term.

We scaled down FDI by GDP to correct for the differences in countries’ sizes.
The explanatory variables used were in real terms. The relationship between per
capita GDP and FDI is debated in the empirical literature (Asiedu 2002). Schneider
and Frey (1985) found GDP per capita reflects the wealth of the resident of the host
country and, hence, demand effectiveness. The expected sign of the corresponding
coefficient is, therefore, positive. Edwards (1990) interpreted GDP per capita as the
inverse of the return on capital in the host country. Then the coefficient of GDP per
capita in the FDI equation is expected to be negative. A higher real per capita
income is supposed to decrease the attractiveness of a country to foreign investors.
The growth rate of GDP reflects the dynamism of the host country and its future
market size. An increase in this growth rate characterizes a dynamic economy
which may be more attractive for investors. The four variables are from the
WB’s WDL.

To select additional explanatory variables, we adopted the same empirical
strategy as in the case of manufactured exports. Equation 4.3 is first estimated as
it stands. Then, it is re-estimated without the fixed effects but with an indicator for
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each dimension of the investment climate. We added the same indicators as for
manufactured exports (road infrastructure, ‘Freedom to Trade Internationally’, and
the quality of governance). Based on findings of Borensztein et al. (1998) and
Sekkat and Veganzones (2007), we also introduced a human capital indicator. We
used the percentage of population over 25, which has reached secondary school, an
indicator borrowed from Barro and Lee (2010). The expected sign of the coeffi-
cients of these explanatory variables was positive except for openness. The coef-
ficients of ‘Freedom to Trade Internationally’ could be positive or negative,
depending on the motive of the investors. If the motive was only to serve the host
market, the coefficient had to be negative because openness means more competi-
tion on this market. This is known as the ‘tariff jumping’ motivation for FDI. If the
objective was to serve external markets, the coefficients had to be positive since
openness means easier access to foreign markets. Higher openness can give access
to cheaper imported inputs.

Given the volatility of FDI over time, we kept time dummies in order to get
precise estimates of the coefficients of interest. The F-test confirms the necessity of
having time dummies in the regressions. Table 4.2 presents the estimation results of
six specifications of Eq. 4.3.

The first specification included only the basic determinants and the country and
time dummies. Specifications 2—5 were the same as the first but excluded country
dummies and included each of the additional determinants separately. Specification
6 included all explanatory variables except the country dummies. Specification
1 had a high quality of the fit (Adjusted R* equals 0.78). None of the other
specifications had a better quality of the fit than the first one but such quality
increased as long as additional explanatory variables were included. Specification
6 had the highest quality of the fit (Adjusted R* equals 0.62) after Specification
1. The former was preferred over the latter because of its better economic meaning.
We used it for simulation in Sect. 4.3.

All estimated coefficients of Specification 6 were significant with the expected
sign except the ones pertaining to GDP growth and education which were
non-significant. The coefficient of the per capita GDP was significant and negative
which was coherent with the interpretation of Edwards (1990), i.e., GDP per capita
as the inverse of the return on capital in the host country. The other estimated
coefficients implied that a higher openness of the economy, greater availability of
infrastructure, and better quality institutions increase the attractiveness of a given
country to foreign investors.

4.3 Prospective Analysis

We considered four scenarios of future developments (until 2030) in the area of
manufactured exports and FDI in SEMC:
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» Reference scenario, i.e., continuation of present trends: future changes in the
explanatory variables were assumed to be the same as between 2005 and 2009
¢ EU integration scenario, i.e., further integration of SEMC with the EU: future
changes in the explanatory variables were assumed to be the same as in the best

performing SEMC during the period 2005-2009

¢ Regional integration scenario, i.e., less integration with the EU but greater intra-
regional integration: future changes in the explanatory variables were assumed
to equal half the changes in the EU integration scenario
» Pessimistic scenario: future changes in the explanatory variables were assumed
to be the same as in the worst performing SEMC during the period 2005-2009

4.3.1 Manufactured Exports

Taking into account the estimated coefficients of Specification 5, we investigated
the impacts of possible changes to exchange rates, openness, governance quality,

and infrastructure density on the ratio of manufactured exports to GDP.

Table 4.3 presents the results of the four scenarios for eight SEMC. It contains
two panels. The first panel gives, for each country, in addition to the observed ratio
of manufactured exports to GDP (average for years 2005-2009), the expected ratios

Table 4.3 Observed and predicted (in 2030) ratio of manufactured exports to GDP in individual
prospective scenarios (From own estimation based on WBWDI and UNCTAD databases)

Observed (2005— EU Regional
Country | 2009) Reference | integration integration Pessimistic
Level (% of GDP)
Algeria 0.57 0.56 0.74 0.64 0.44
Egypt 4.02 4.01 5.24 4.58 3.15
Israel 26.33 26.25 34.36 29.99 20.63
Jordan 25.69 25.61 33.52 29.26 20.12
Morocco | 12.08 12.04 15.76 13.75 9.46
Syria 7.42 7.39 9.68 8.45 5.81
Tunisia | 30.09 30.00 39.27 34.27 23.57
Turkey 13.54 13.49 17.66 15.42 10.60
Change (Percentage points)
Algeria 0.00 0.17 0.08 —0.12
Egypt —0.01 1.23 0.56 —0.87
Israel —0.08 8.03 3.66 —5.71
Jordan —0.08 7.83 3.57 —5.57
Morocco —0.04 3.68 1.68 —2.62
Syria —0.02 2.26 1.03 —1.61
Tunisia —0.09 9.17 4.18 —6.52
Turkey —0.04 4.13 1.88 —2.93
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under each scenario in 2030. The second panel gives the change, with respect to the
observed average. Under the reference scenario, i.e., continuation of present trends,
the ratio of manufactured exports to GDP remained almost unchanged in every
country. This implied that for the ratio to increase in the future, policymakers in
these countries must do more than in the past. They need to further improve the
price competitiveness of their exports, open up their economies, strengthen their
institutions, and build and maintain infrastructure. An increase in the price com-
petitiveness of exports (through real effective exchange rate depreciation) can be
achieved via nominal exchange rate depreciation, production cost reductions,
productivity increases, or a combination of all of the above. Openness means
lower tariffs and NTM. If policymakers achieved improvements in these respects,
the second scenario (further integration with the EU) suggested an increase in the
ratio of manufactured exports to GDP in every country except Algeria.

Algeria’s low manufacturing base (the ratio of value added of manufactures to
GDP is 9 % in Algeria, 23 % in Jordan and 28 % in Turkey on average over the
period 2005-2009) prevented it from benefiting from the above mentioned
improvements. We found the increase to be the highest (above 7 percentage points)
in Jordan, Israel and Tunisia. Under the third scenario (less integration with the EU
but greater intra-regional integration), the increases were less important than under
the second scenario but remained economically significant in Jordan, Israel and
Tunisia (around 4 percentage points).

The pessimistic scenario showed a negligible deterioration in Algeria and Egypt
and a significant deterioration in Jordan, Israel and Tunisia (around 5 percentage
points). The deterioration was higher than the improvement expected under the
third scenario (less integration with the EU but greater regional integration) and
much higher than the improvement under the first scenario, i.e., continuation of
present trends. The gains from the above mentioned improvements were high but
potential losses from deterioration were even more substantial, demonstrating the
risk of delaying reforms.

4.3.2 Foreign Direct Investment

Taking into account the estimated coefficients of Specification 6 in Table 4.2, we
investigated the impact of changes to explanatory variables, i.e., GDP per capita,
openness, governance quality and infrastructure, on the ratio of FDI to GDP. We
considered the same four scenarios as for manufactured exports (see Sect. 4.3.1).
Table 4.4 presents the results of the four scenarios for eight SEMC. It contains
two panels. The first panel shows, for each country, in addition to the observed ratio
of FDI to GDP (average for years 2005-2009), the expected ratios under each
scenario in 2030. The second panel shows the change with respect to the observed
average. Under the reference scenario, i.e., continuation of present trends, the ratio
of FDI to GDP decreased slightly in every country except Jordan where the
decrease was large. If policymakers were to increase GDP per capita, openness,
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Table 4.4 Observed and predicted ratios of FDI to GDP across scenarios (From own estimation
based on WBWDI and UNCTAD databases)

Observed (2005— EU Regional
Country | 2009) Reference | integration integration Pessimistic
Level (Percentages)
Algeria 1.37 1.28 1.51 1.44 1.03
Egypt 7.44 6.98 8.25 7.83 5.62
Israel 6.13 5.75 6.8 6.45 4.63
Jordan 16.71 15.68 18.53 17.6 12.63
Morocco | 3.25 3.05 3.6 3.42 2.45
Syria 2.52 2.36 2.79 2.65 1.9
Tunisia 6.21 5.82 6.88 6.54 4.69
Turkey 2.94 2.76 3.26 3.1 222
Change (Percentage points)
Algeria —0.09 0.14 0.07 —0.34
Egypt —0.46 0.81 0.39 —1.82
Israel —0.38 0.67 0.32 —1.5
Jordan —1.03 1.82 0.89 —4.08
Morocco —-0.2 0.35 0.17 —-0.8
Syria —0.16 0.27 0.13 —0.62
Tunisia —0.39 0.67 0.33 —1.52
Turkey —0.18 0.32 0.16 —0.72

governance quality and infrastructure, the second scenario (further integration with
the EU) suggested an increase in the ratio of FDI to GDP in every country. The
increase was the highest (almost 2 percentage points) in Jordan and non-negligible
in Egypt, Israel and Tunisia (above 0.6 percentage points). Under the third scenario
(less integration with the EU but greater intra-regional integration), the increases
were smaller than under the second scenario but remained non negligible in Egypt,
Israel and Tunisia (above 0.3 percentage points) and significant in Jordan (around
0.9 percentage points). The pessimistic scenario showed a decrease in every
country. The most affected economy is Jordan’s (—4 percentage points) followed
by Egypt’s, Israel’s and Tunisia’s (around —1.5 percentage points). The deteriora-
tions were much higher than the improvements expected under the most optimistic
scenario (further integration with the EU). It was also much higher than under the
first scenario, i.e., continuation of present trends. Much like for manufactured
exports, the results support the necessity of reforms.

The increases (or decreases) in the ratio of FDI to GDP did not account for
possible increases (or decreases) of the total volume of FDI in the world. On the one
hand, there is a mechanical effect by which, other things being equal, higher world
FDI translates into a higher ratio of FDI inflows to GDP in each country. On the
other hand, Meon and Sekkat (2012) suggested that higher world FDI might benefit
countries with weaker business climates more than those with stronger ones. Hence,
we may have underestimated our simulated increase (or decreases).
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4.4 Conclusions

In this chapter we investigated the link between the evolution of the region’s
integration in the world economy and the reforms implemented (or not). It focused
on manufactured exports and FDI and examined the evolution, determinants and
prospects of such integration. Drawing on the literature, we disentangled the
contribution in terms of trade policy, exchange rate policy, governance’s quality,
and infrastructure availability. For each variable of interest, the analysis offered,
first, an estimation of the impacts of the determinants and, second, an assessment of
their future evolution under different scenarios.

Econometric analysis confirms the role of exchange rate depreciation, degree of
openness of an economy, the quality of institutions, and the density of infrastructure
in fostering manufactured exports. A more open economy, with availability of
infrastructure and quality institutions increases the attractiveness of a country to
foreign investors.

Taking into account the estimated coefficients, we investigated the impacts of
possible evolutions of the relevant explanatory variables on the ratio of
manufactured exports to GDP and the ratio of FDI to GDP. We considered four
scenarios: continuation of present trends, deeper integration with the EU, less
integration with the EU but greater intra-regional integration and a pessimistic
scenario where changes in the explanatory variables were assumed to be the same
as in the worst performing SEMC during the period 2005-2009.

We found further integration of SEMC with the EU would have the highest
positive impact on the ratio of manufactured exports to GDP and on the ratio of FDI
to GDP. The ratio of manufactured exports to GDP increased in every country
except Algeria. The increase was the highest (above 7 percentage points) in Jordan,
Israel and Tunisia. The ratio of FDI to GDP increased in every country. The
increase was the highest (almost 2 percentage points) in Jordan and non negligible
in Egypt, Israel and Tunisia (above 0.6 percentage points). Both ratios deteriorated
under the first scenario, i.e., continuation of present trends and under the pessimistic
scenario. The deteriorations were much higher than the improvements expected
under the scenarios of further integration with the EU. The gains from improve-
ments in exchange rate management, openness of the economy, and quality of
institutions and infrastructure were found to be high but the losses from deteriora-
tions were even more substantial. We found delaying reforms carries a high risk of
deterioration.

Acknowledgement I am grateful to Luc De Wulf for his very useful comments on a previous
version of this paper.
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Appendix: Descriptive Statistics

Table 4.5 Manufactured exports equation (From own estimation based on WBWDI and
UNCTAD databases)

Variables Mean Std Dev Minimum Maximum Median
Manufactured exports/GDP —2.323 1.078 —6.390 —0.488 —2.017
REER 0.033 0.219 —0.437 1.464 0.000
Demand —1.577 0.166 —1.820 —1.332 —1.626
Openness —0.460 0.203 —1.152 —0.190 —0.422
Governance quality 2.942 4.413 —8.051 7.877 4.435
Infrastructure —0.654 1.400 —3.294 2.270 —0.191

Note: All variables are in log except governance quality

Table 4.6 FDI equation (From own estimation based on WBWDI and UNCTAD databases)

Variables Mean Std Dev Minimum Maximum Median
FDI/GDP —1.868 1.005 —6.997 0.118 —1.845
GDP per capita 8.597 1.058 6.787 10.071 9.053
GDP Growth 0.035 0.033 —0.135 0.187 0.036
Openness —0.465 0.212 —1.152 —0.190 —-0411
Governance quality 2.194 4.503 —8.051 7.877 3.691
Education 0.289 0.134 0.046 0.587 0.292
Infrastructure 1.098 1.606 0.037 9.675 0.716

Note: All variables are in log except GDP growth, education, governance quality and infrastructure
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Chapter 5
Private Sector Development

Richard Woodward and Mehdi Safavi

5.1 Introduction

This chapter deals with the larger issues of private sector development in the
SEMC, and starts with an overview of relevant developments in the region,
including a look at the business climate. It then reviews the recent record with
respect to FDI before turning to an examination of a number of cultural factors that
may influence the development of the private sector, and concludes with a discus-
sion of possible future developments.'

Although in all SEMC, governments have passed rules and regulations to ease
and accelerate private sector development in 2000s, there have been differences
with regard to the pace of change. Additionally, popular uprisings that started in the
area in December 2010 in Tunisia and subsequently affected Egypt, Libya, and
Syria have changed the countries’ priorities, which have shifted to establishing a
new political order or stabilizing the current one, with economic reform having to
take a back seat at least in a short term horizon. As Table 5.1 demonstrates, the
legacy of past policies, combined with the meanderings of more recent ones, has
left the SEMC with quite a wide range of private sector shares in GDP.

Among them, Israel has not only the most business-friendly policy environment
but also the most developed (in terms of private sector GDP per capita) private
sector, accounting for almost 80 % of employment, while the least developed one is
in Palestine where, although the share of the private sector is above 60 % of GDP,

!'In preparing this chapter the Authors have had to rely on ten country background reports (Hatem
2011; IMRI 2011a, b, c; ITCEQ 2011; MAS 2011a, b, c, d, e; hereinafter referred to as ‘country
reports’) and the accuracy of the findings contained therein. Both this chapter and country
background reports consist of desk research.
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Table 5.1 Private sector

Country Share of GDP
share of GDP, % in SEMC -
(From country reports) Algeria 35

Egypt na

Israel 74

Jordan 85

Lebanon 79

Libya na

Morocco 88

Palestine 62

Syria 59

Tunisia na

Turkey na

“Note: Share of industrial production

that share has actually been falling since 2000. (Moreover, the fragility and
dependency of its economy on outside forces — both the Israeli occupation and
foreign aid — raise doubts about how meaningful the discussion about that share is).
Israel’s private sector has attained such a high level of development despite the fact
that, like several other countries in the region (including Algeria, Egypt, Libya and
Syria), the country followed a socialist, state-led development path for several
decades.

Indeed, countries in which private sector development is lagging, such as
Algeria, Libya and Syria, continue to follow this course. In the case of Algeria
and Libya, this is due largely to the extreme degree in which the state-owned gas
and oil industry dominates these countries’ economies, and although all three of
them have introduced certain reform and liberalization measures, they remain very
modest in scope. The Syrian government made some market-friendly reforms in the
2000s, and although the country’s business environment remained a very unfriendly
one for private sector development, the private sector share in the economy showed
impressive growth in that period. The environment for private sector development
in Algeria and Libya is not at all favorable. In Algeria private sector development
has lagged behind that observed in almost all the SEMC, and in Libya, the other
major oil country in the region, some degree of liberalization (accompanied by a
privatization program of limited extent) only began in 2003. However, just as in the
case of Algeria, the dominance of the state-owned oil sector ensures that the private
sector share of the economy remains small.

Developments have been more positive in Tunisia, Lebanon, and Turkey.
Tunisia experienced rapid economic growth in 1990s and 2000s; however, the
private sector investment has slowed since the 1990s, with development in that
period being largely state-led. In Morocco, while the post-colonial period beginning
in 1956 saw the creation of a large number of state-owned corporations in many
sectors of the economy, since the introduction in 1990 of a policy of economic
liberalization and privatization, the public sector share of GDP has been reduced
significantly. The private sector dominates the economy of historically conflict-torn
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Table 5.2 The ease of doing ~Countries 2009 2013

business ranking for SEMC,

2009 and 2013 (From World ~15r2¢l 30 35

Bank 2010, 2013) Tunisia 58 51
Turkey 60 69
Egypt 99 128
Jordan 107 119
Lebanon 109 111
Morocco 114 87
Palestine 133 138
Algeria 136 153
Syria 144 165
Libya na 187

Lebanon, but since the mid-2000s subsidies to state-owned entities have been
increasing rather than decreasing. Policies implemented in Turkey since 1985
have promoted the privatization of public enterprises, with a sharp increase in the
number of privatizations since 2005 — the date of the beginning of Turkey’s
negotiations on accession to the EU, which necessitates a withdrawal of the Turkish
state, in full or in part, from economic activity and also substantially increased
investor interest in the country. Summing up, for several countries in the region, the
private sector remains rather underdeveloped.

According to the 2011 WB DB report (World Bank 2010), the SEMC are very
diverse with respect to the business climate (see Table 5.2). Israel is by far the best-
performing country in the region in this respect and ranks 35th in the world. In
particular, the Israeli economy excels in the categories of ‘getting credit’ and
‘protecting investors’, where it placed 13th and 6th respectively. Tunisia and
Turkey are in second and third place in the region, ranking 51st and 69th in the
world, respectively. The poorest performing countries are Palestine, Algeria, Syria,
and Libya. Table 5.2 also shows how the situation in the SEMC has evolved over
the course of 4 years. In eight of the eleven countries we can see a relative decline,
which has been particularly dramatic in Egypt, Algeria, Syria, and Jordan. Surpris-
ingly, despite being one of the countries affected by the Arab Spring, the situation
has improved in Tunisia, and the most dramatic improvement has come in
Morocco.

5.2 Foreign Direct Investment

Recent years have seen a great deal of effort to attract FDI in the SEMC. Figure 5.1
shows the total net inflow of declared FDI into the SEMC along with the number of
announced projects between 2003 and 2010, based on data from the most recent
ANIMA-MIPO report (unfortunately growing somewhat dated). The global eco-
nomic crisis negatively affected FDI flows to the region in 2009, and the Arab
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Fig. 5.1 Inward FDI into SEMC (From ANIMA-MIPO 2010)

Table 5.3 SEMC FDI stocks, 2011 (From CIA World Factbook 2012)

Country FDI stock, USD bn Country rank in the world FDI stock per capita (USD)
Turkey 99.0 36 1307.7
Israel 82.8 43 10,927.8
Egypt 75.7 45 896.1
Morocco  |45.0 56 1389.7
Tunisia 32.5 60 3084.9
Algeria 24.5 65 691.6
Jordan 22.6 66 3709.2
Libya 19.6 69 2994.4

Spring that followed in 2011 also did not help matters. Although the region
recovered in terms of the number of FDI projects at the end of the decade, it had
not yet recuperated in terms of the amounts invested (while in 2010 43 % growth in
the number of announced projects was forecasted, the amount was forecasted to
decline by 8 % in comparison with 2009). Table 5.3 takes us beyond the year-by-
year perspective of FDI inflows, showing accumulated FDI stocks (according to
CIA estimates) as of 2011 (data were not available for all SEMC; Lebanon, Syria
and Palestine are missing). The table shows that countries with the most diversified
economies (such as Turkey and Israel) tend to attract more investment than those
whose economies are more concentrated in a single sector, even if that sector is very
attractive to investor (as in the case of hydrocarbons).
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Fig. 5.2 FDI into three different regions of SEMC (From ANIMA-MIPO 2010) (Note: Other
MED means Turkey and Israel)

Comparison among the countries in different sub-regions can give us a better
understanding of FDI inflows into the area. The Maghreb, consisting of five North
African countries (Algeria, Libya, Morocco, Mauritania and Tunisia), is still
awaiting recovery from the worldwide credit crunch, while the Machreq2 and
other SEMC (Israel and Turkey) have already recovered and show signs of growth
(Fig. 5.2).%

Figure 5.3 shows that foreign investors are counting more and more on partner-
ships with domestic businesses. For example, in the three quarters of 2010,
362 partnership projects (local representatives, franchises, joint production and
R&D projects, etc.) were announced, which represented 59 % growth over
303 for the whole of 2009.

While we have seen that overall FDI in the Maghreb has been slower to revive
than elsewhere, Table 5.4 shows the strong appetite of European businesses for

2 Sometimes spelled Mashregh, Machreq, or Machreck, the term refers to a large area in the
Middle East bounded by the Mediterranean Sea and Iran. It is the companion term to Maghreb.
Although there is no clear definition, it commonly includes Egypt, Sudan, Jordan, Lebanon, Syria,
Palestine, Iraq, and the countries of the Arabian Peninsula.

3The data used in Figs. 5.2 and 5.3 and Table 5.4 come from the ANIMA-MIPO (Mediterranean
Investment & Partnership) Observatory, which, since 2003, has monitored more than 5,000
announcements of FDI and partnerships. The latter are defined by ANIMA-MIPO as projects
where a foreign corporation enters a domestic market either through an identified partner or by
opening local representation (see ANIMA-MIPO 2011).
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Fig. 5.3 Inward FDI into three different sub-regions of SEMC (From ANIMA-MIPO 2010)

Table 5.4 Total number of detected partnership projects, per region of origin and region of
destination (From ANIMA-MIPO 2010)

Origin/target Machreq Maghreb Other SEMC % of total
Europe 142 392 171 52

Gulf countries 72 40 9 9

SEMC 31 31 16 6

Other countries 56 62 26 11

US and Canada 90 101 128 23

% of total 29 46 26 100

partnerships with Maghreb-based counterparts in terms of the number of detected
partnership projects.

As we see in Fig. 5.4, in the Maghreb sub-region, Tunisia and Morocco both
show recoveries after initial downturns due to the global crisis in terms of the
number of FDI projects, while Algeria continued to show a steady decline in 2012.
Mauritania has had some particularly spectacular years, in the mid-2000s and again
more recently.

Finally, in Table 5.5 we present data on FDI as a % of GDP for all SEMC since
1997 (inward FDI into the region was very low before the second half of the 1990s —
see Chap. 4). The table also shows that the region as a whole was affected by the
global downturn toward the end of the 2000s, and that the Arab Spring had a
particularly strong effect on Egypt and Tunisia (data are not available for Syria and
Libya, the other two countries affected). For two countries, Algeria and Syria,


http://dx.doi.org/10.1007/978-3-319-11122-3_4

5 Private Sector Development 69

40,0
a 35,0
(G]
Kl
8 30,0
S
< 25,0 ——Algeria
‘é 20,0 —4—Morocco
2 Libya
]
E 15,0 —&—Tunisia
L1
g L
E 10,0 =@ Mauritania
o
e
2 50
"]
v
g 00 .
2000200120022003200420052006200720082009201020112012
-5,0

Fig. 5.4 Net Inflow of FDI for the Maghreb Countries, % of GDP (From WB WDI, 2000-2012)

which can perhaps be regarded as the poorest reformers in the group, this situation
has not changed since the 1990s. Turkey’s FDI boom in the mid- to late 2000s was
relatively moderate, measured against GDP. All of the others, including Libya, saw
significant increases in FDI as % of GDP at some point during the 2000s. For
Palestine, this period came in the late 1990s; the 2000s were rather bleak, although
the situation improved again in 2009. Measured in GDP terms, the biggest — and
longest — FDI booms were seen in Lebanon and Jordan.

5.3 The Informal Sector

De Soto (1989, 2000) has shown how the barriers bureaucrats place in the way of
recognition of the property rights of entrepreneurs (especially poor and middle-
class ones) in developing countries force them into the informal sector and impede
the growth of firms in that sector. He has also argued that the formalization of the
property rights of informals and ‘squatters’ could lead to the unleashing of enor-
mous potential for growth and entrepreneurship. All too often, however, govern-
ments take exactly the opposite route; instead of recognizing squatters’ rights, they
take away the land and property that tribal peoples have had for hundreds of years
(see, for example, Roy 2002, 2010). For these reasons, it is worth briefly consid-
ering the role of informal entrepreneurship in SEMC.
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Information on the individual countries indicates that shares of the informal
sector in GDP are generally high in the region, ranging between 20 % and 40 % for
the countries on which we have data., Lebanese statistics show a share of 25.3 %
(Lebanon Central Administration of Statistics 2007). The situation in Egypt appears
to be much more serious. According to Hatem (2011):

[s]Jome recent studies on Egypt have suggested the number of informal enterprises is above
80% of the total number of production units in the country, and the associated employment
is about 40% of the workforce. (Attia 2009)

In Syria, the informal sector is growing and is represents about 30 % of
employment and 40 % of GDP. It employed about 48 % of the rural poor and
31 % of the urban poor as of 2003—2004 (Bureau for Gender Equality 2010). While
some efforts have been made in countries such as Lebanon and Morocco to improve
the situation by making it easier to operate small businesses and microenterprises,
other countries have adopted a more repressive approach. An example of this can be
found in the case of Algeria, which has attempted to combat the growth of informal
activity by restrictive regulations on the use of cash in transactions.

5.4 Cultural Factors That May Influence Private Sector
Development

In this section we will consider the role of two cultural factors that may influence
private sector development: entrepreneurship and the role of Islamic finance and
Islamic rules on interest.

Entrepreneurship. Although in the SEMC, the state has often restricted the
activities of the private sector, favoring the development of the public sector,
entrepreneurship is an age-old tradition in the region, which is the home of the
bazaar; maritime merchant trade here dates back thousands of years, to the Phoe-
nicians. Culturally, the region has a high degree of respect for private property and
entrepreneurial behavior, although the dominant role of the family business some-
times leads to difficulties for the development and growth of businesses.

The entrepreneurship literature often makes a distinction between necessity-
based entrepreneurship, in which individuals are self-employed due to a lack of
employment opportunities, and opportunity-based entrepreneurship; i.e., the entre-
preneurship described in the work of Schumpeter (1934) and Kirzner (1997), in
which a firm is founded as a result of a conscious choice to take advantage of a
perceived business opportunity. Typically, it is the latter type that is responsible for
employment growth and innovation, whereas the former is oriented exclusively to
survival. We expect to see relatively higher shares of necessity-based entrepreneur-
ship in lower-income countries. What is the situation in the SEMC?

Table 5.6 presents the situation in all the countries for which GEM data exist for
at least one of the years 2008—2010. In the case of Egypt there is an inexplicable and
huge shift from opportunity-based to necessity-based entrepreneurship in the space
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Table 5.6 Necessity- and opportunity-based entrepreneurship, % of adults in the economy
engaged in relevant activity (From GEM Database)

Opportunity-based entrepreneurship Necessity-based Entrepreneurship

Country 2008 2009 2010 2008 2009 2010
Algeria - 51 - - 18 -
Egypt 60 - 25 19 - 53
Israel 53 48 55 20 25 24
Jordan - 35 - - 28 -
Lebanon - 60 - - 18 -
Morocco - 57 - - 25 -
Palestine - 33 33 - 37 32
Syria - 43 - - 37 -
Tunisia - 57 48 - 20 24
Turkey 41 - 47 39 - 37

of just 2 years (such a jump raises questions about the measurement of the
phenomenon; however, fortunately we do not observe such discontinuities for the
other four countries for which there are data for two or more years — Israel,
Palestine, Tunisia, and Turkey). In Palestine, Jordan, Syria, and Turkey, necessity-
and opportunity-based entrepreneurship seem to be roughly balanced. In all other
countries (i.e., Algeria, Israel, Lebanon, Morocco, and Tunisia), opportunity-based
entrepreneurship clearly dominates necessity-based entrepreneurship.

Islam and finance. Finally, we turn to one factor that might be hypothesized to
affect the region’s private sector development in the future. Do regulations com-
pliant with Islamic law (shariah), which prohibits the taking of interest, impede the
development of private sector capital? In most of the countries (excluding Israel for
obvious reasons), shariah-compliant investment and business operate alongside
conventional banking. However, solely Islamic banks are increasingly using
shariah-compliant financial instrument in business.

Although in some countries Islamic banks are refused licenses on account of
perceived political affiliation, in other countries like Jordan, Tunisia, and Sudan, the
general population has been receptive to Islamic finance as an alternative means of
accessing capital and growing businesses (Ilias 2010). Although there have been
clashes in recent years between Islamic fundamentalist groups and government
loyalists in which protesters demand shariah law rule in Jordan, the predominant
business climate is open to a mix of conventional and shariah-compliant businesses
(International Business Times 2011).

Another example can be seen in Egypt, where, after the 2011 uprising, Islamic
fundamentalist groups have called for implementing shariah rules in Egypt, while
the military authorities resist this. As for Lebanon, the government has started a
process of reforming the 2004 shariah-compliant banking law to boost shariah-
compliant banks’ ability to compete with conventional banks (El Baltaji and Hall
2010). Islamic banking represents less than 1 % of USD251 mn of the total assets of
banks in Lebanon. Nevertheless, the central bank of Lebanon is attempting to
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access a perceived large demand for Islamic banking that, according to the central
bank’s first vice governor, can be divided into two groups:

customers who for religious reasons want to deal with a bank that has an Islamic dimension
and customers who benefit from using such a system. (Halawi 2010, p. 3)

In Syria, the establishment of Islamic banks comes as an attempt to diversify the
investment sector, and to conform to Shariah laws. In a nationwide survey
conducted by Bankakademie International, it was reported that some 34 % of
Syrian companies that had not requested a bank loan refused to do so for religious
reasons. The size of the Islamic banking market has been steadily increasing year
after year. It is estimated that the assets of Islamic banks in Syria were worth over
USD265 bn in 2006, with an annual growth rate of 20 %, providing a boost to the
Syrian economy (CGAP 2008). In Morocco, to meet hitherto marginal needs, the
State has put in place alternative products (with an Islamic reference framework)
which banks have recently started using (IMRI 2011a).

It therefore appears that, since none of these countries has banned conventional
lending, shariah-compliant banking exists alongside conventional banking and is
therefore more likely to have enhanced capital development (by making finance
acceptable to people who might otherwise not seek it for religious reasons) than to
have impeded it.

5.5 Conclusions

Table 5.7 summarizes some of the key variables for the SEMC.

Looking ahead to what the next two decades may have in store for the SEMC in
the area of private sector development, we can consider a number of possible
scenarios, which we will now characterize briefly. The decade of the 2000s, as
we have seen, brought rapid development in terms of GDP per capita even to the
poorer countries of the region. However, the recent political instability in the
region, coupled with its general resistance to the democratization trends observed
in Latin America and the post-Communist countries of CEE (Woodward
et al. 2012), makes the future exceptionally uncertain.

One of the possible political scenarios emerging as a result of the upheaval
currently underway in many SEMC is a turn to a more Islamist policy. However,
there is no evidence that this would result in policies harmful to the development of
the private sector. On the contrary, the experience of Turkey under the relatively
moderate Islamist Justice and Development Party (Turkish acronym: AKP) shows
that rule by such a party can be pro-developmental in economic terms. The AKP
model, in which institutional reform has been driven by the EU accession process,
is currently the one that Islamist movements such as the Muslim Brotherhood in
Egypt and Hamas in Palestine seek to emulate (Sayigh 2010; Daly 2011; Yezdani
2011). We therefore see no reason to view an Islamist turn in politics as necessarily
constituting a threat to private sector development (providing such a turn takes the
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Table 5.7 Summary of key variables for private sector development in SEMC (From background
reports for private sector share of GDP and employment and share of informal sector in employ-
ment, GEM Database for necessity-based entrepreneurship, World Bank 2013 for WB DB rank,
WB WDI database for domestic credit to private sector)

Private Ease of Doing | Share of Necessity-based
sector share | Business rank | informal sector | entrepreneurship as share of
Country |of GDP (%) | (2010) in employment | total entrepreneurial activity
Algeria | 35" 136 22 18
Egypt na 94 40 53
Israel 74 29 na 24
Jordan 85 111 na 28
Lebanon |79 113 25 18
Libya na na na na
Morocco | 88 114 37 25
Palestine | 62 135 na 32
Syria 59 144 30 37
Tunisia | na 55 na 24
Turkey na 65 40 37

“Share of industrial production

relatively moderate form of Egypt’s Muslim Brotherhood rather than the more
extreme form of the Salafi/Wahhabi or similar movements), and will ignore this
factor in the ensuing discussion of possible scenarios, while noting the importance
of EU engagement (as in the case of the Turkish developments).

Rapid development scenario. If peaceful democratic development takes place,
with a decrease in corruption and the regulatory burden, then private sector devel-
opment could take off in an explosive way. This would be signaled by significant
increases in the Ease of Doing Business scores, significant progress in privatizing
remaining state-owned enterprises, and a fall in the share of the informal sector in
GDP, and could entail high rates of entry for new firms, dramatically improved
performance of the banking sector in terms of lending to private firms, and
diversification of the relevant countries’ economies and exports. It would involve
dramatically increased FDI, and presumably greater integration with the EU and
other world markets as well. It is important to remember, however, that rapid GDP
development and rapid private sector development are by no means synonymous
(particularly in the case of economies based on oil and natural gas reserves that
remain state-owned).

Inertial scenario. Under this scenario, the Ease of Doing Business scores would
remain essentially unchanged, further progress in privatization would be stalled,
and FDI flows would also remain fairly stable. Such an outcome could be driven by
economic policy inertia, which might result from the inability to generate a
consensus around a clear political direction in the case of countries which have
recently undergone revolutionary uprisings.

Regression scenario. Regression appears to be relatively unlikely for the region
as a whole, though we have seen areas of regression for individual countries in
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recent years that could continue. A return to a statist or socialistic development
model seems unlikely; however, if the polity were to develop along despotic lines,
one could expect an increase in corruption and deterioration in the business
environment (which could be accompanied by rapid GDP growth in an oil-rich
state). This scenario would resemble the development of Russia under Putin in the
last decade. Countries in which particularly poor trends have been noted in the last
decade and which for that reason might be particularly at risk for regression include
Algeria, Lebanon, Libya, Palestine and Syria. Of course, political destabilization
could lead to developments that are currently unforeseeable in other countries as
well. As a result of deterioration of the business climate and a turn to nationalism
and/or protectionism in economic policy, one could expect a decrease in FDI under
this scenario (though again, the presence of oil resources in some countries might
override this tendency, as has been the case in Putin’s Russia). While new firm entry
might not vanish, the growth prospects of entrepreneurial start-ups would be
limited, start-up activity could largely be limited to necessity-based entrepreneur-
ship, and the share of the informal sector in GDP would rise.
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Part 11
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Chapter 6
Transport Infrastructure

Robin Carruthers

6.1 Introduction

In this chapter, we estimate the cost of bringing SEMC transport infrastructure to
specified standards, and the macroeconomic benefits of those investments. Our
estimates have been done for four scenarios. Scenario 1 has benchmarks based on
global averages, Scenario 2 - on those of the EU27 countries, Scenario 3 — on the
average of countries with the same per capita income, and Scenario 4 - on
continuing the insufficient historic rates of transport infrastructure investment as a
% of GDP. Our hypothesis is that the outcome of each scenario will be greater if it is
associated with an appropriate level of infrastructure investment.

The analyses were made for four transport modes (inter-urban roads, including
both paved and unpaved roads, railways, and port berths and airports, including
runways and terminals), and four types of investment expenditure:

e improving the condition of current transport infrastructure to bring it up to
standards compatible with the relevant scenario;

» upgrading the category of existing infrastructure (such as expanding the capacity
of some two lane roads to four lanes) to achieve the standards of the relevant
scenario;

« expanding the capacity of infrastructure facilities (such as ports and airports) or
extending the length of transport networks (such a road and railways) so as to
provide the capacities and quantities indicated by the benchmark values for each
of the scenarios, and;

* maintaining the improved, upgraded and expanded facilities and networks in the
condition indicated in the scenario benchmarks.
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6.2 Transport Infrastructure Benchmarks for the SEMC

Transport infrastructure is expensive both to construct and maintain, but once in
place it delivers economic and social benefits by connecting agricultural, mining,
and manufacturing producers to markets. Without reliable and competitively priced
freight transport infrastructure and services, nations have little chance of trading
their goods on advantageous terms; if they cannot transport products to domestic
markets, GDP growth is difficult. Adequate transport infrastructure and services are
needed to make both international and domestic markets work.

Infrastructure benchmarks are used to assess whether the quantity and quality of
transport infrastructure are compatible with those of similar countries. If the
quantity and quality are less than the benchmarks, a second stage of analysis
measures the deficiency and how much additional infrastructure would be needed
to achieve them. The third stage estimates the cost of the additional investment and
whether it is compatible with the funding likely to be available. The last stage is to
see whether the additional GDP and international trade is greater than the
investment cost.

Previous applications of benchmarking to transport infrastructure have used only
one measure of density - per km?” of area, per capita, or per unit of GDP — although
using any one of them yields different results. We combined the three measures into
a single index of infrastructure density.

As the data sources for numbers of port berths and airport terminal capacities are
insufficiently comprehensive to estimate density standards, different approaches
were used for these facilities. For port berths, a benchmark of between 175,000 and
400,000 TEU per berth per year was used, depending on the scenario. Estimates of
the demand for TEUs were based on GDP, trade projections, and the share of
maritime trade that would be containerized.

For many airports the critical capacity constraint is no longer the number of
runways but the capacity of the passenger terminals measured in floor space per
peak hour passenger. We projected the peak hour air passenger movements in each
of the SEMC, and translated that demand into that for airport passenger terminals.

The quantities of all the types of additional infrastructure that would be needed
for each scenario are summarized in Tables 6.1 and 6.2. These are the infrastructure
needs that are taken forward into Sect. 6.3 where we estimate the costs of improv-
ing, upgrading, expanding, and maintaining the infrastructure networks.
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Table 6.1 Transport infrastructure benchmark values (Author’s estimates based on data from WB
databank and CIA Factbook)

Scenario | Scenario Scenario
1 2 Scenario 3 4
Indicator/ Lower- | Upper-
Number of All Low- middle |middle |High-
scenario countries | EU-27 income | -income |-income |income | SEMC
Per unit of land area (1,000 km?)
Paved roads 170 1,054 20 182 66 363 61
Unpaved roads | 75 195 76 100 58 77 58
Railways 8 50 3 7 6 15 4
Runways 0.05 0.18 0.02 0.04 0.03 0.10 0.02
Per unit of population (mn)
Paved roads 3,261 8,928 336 1,451 2,941 11,636 | 1,494
Unpaved roads 1,440 1,650 1,294 | 799 2,609 2,466 1,419
Railways 76 425 44 54 270 487 86
Runways 0.97 3.81 0.29 0.31 1.46 3.15 1.56
Per unit of GDP (USD mn)
Paved roads 352 243 589 655 368 293 260
Unpaved roads 156 45 2,271 361 326 62 247
Railways 17 12 77 24 34 12 15
Runways 0.11 0.04 0.51 0.14 0.18 0.08 0.10
Normalized value
Paved roads 100 301 60 107 75 209 49
Unpaved roads 100 132 540 138 155 104 110
Railways 100 311 169 85 145 183 61
Runways 100 234 185 81 127 199 48

Note. Paved roads, unpaved roads and railways are measured in km, and runways in number

Table 6.2 Summary of additions to transport infrastructure for each Scenario (Author’s estimates

based on WB databank and CIA Factbook)

Type of infrastructure Units Scenariol Scenario 2 Scenario 3 Scenario 4
Paved roads km 175,000 307,000 301,000 119,000
Unpaved roads km 33,000 59,000 88,250 30,200
Railways km 4,275 16,500 4,700 2,250
Runways km 11 92 17 7
Passenger terminals m? 888,000 975,000 888,000 735,000
Container berths number 45 42 64 38
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6.3 Investment Costs and Affordability

6.3.1 Types of Transport Infrastructure Investment

For each scenario we estimated the costs of four different infrastructure invest-
ments, and compared the sum of their costs with the GDP projected for the 20 year
period when the investments would be made. The investment were for:

¢ Improving the condition of current infrastructure, i.e., to minimize maintenance
costs of the infrastructure itself and the operating costs of the vehicles using it.

» Upgrading categories of current infrastructure to a level adequate to the demands
made upon it. Upgrading activities include widening existing roads or upgrading
their surfaces, lengthening airport runways, expanding port berths, and increas-
ing the permissible axle load of railways.

« Extending the length of networks or increasing the number of facilities: these
costs were estimated by applying the unit costs of new infrastructure to the
additional quantities (lengths, sizes, or numbers) needed to reach the bench-
marks of each scenario as in Table 6.1. The sums of the additional infrastructure
needed to achieve the benchmarks are shown in Table 6.3.

¢ Maintaining infrastructure, otherwise the benefits of improving the condition,
upgrading the category, or expanding the quantity of transport infrastructure will
be temporary. For most transport infrastructure we considered two types of
maintenance — annual and periodic. The quantities of infrastructure that will
need to be maintained are also those in Table 6.3.

6.3.2 Results of the Cost Analysis

The results of the analysis are presented for the total and types of investment, by
country and by mode.

As seen in Table 6.4, total investment in Scenario 1 is almost USD675 bn
(USD34 bn per year). Scenario 4 has the lowest total investment, just over
USD500 bn (USD26 bn per year), about three quarters that of Scenario 1. Scenario
2 would need more than USD1,200 bn (USD60 bn per year), about double that of

Table 6.3 Total transport infrastructure for each Scenario (Author’s estimates)

Type of infrastructure Units Scenario 1 Scenario 2 Scenario 3 Scenario 4
Paved roads Km 590,442 723,151 717,240 534,924
Unpaved roads Km 428,495 455,194 484,512 426,351
Railways Km 28,895 41,073 29,330 26,867
Runways Km 164 245 170 160
Passenger terminals m? 1,575,407 1,664,214 1,575,407 1,419,997
Container berths Number 126 123 145 119
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Table 6.4 Investment total and shares by type of activity (Author’s estimates)

Scenario Maintenance Upgrading | Improvement | Expansion Total
Total investment USD bn
1 306 61 112 195 674
2 381 111 133 588 1,213
3 362 61 137 343 903
4 238 56 69 147 510
Annual investment USD bn
1 153 3.0 5.6 9.8 337
2 19.0 5.5 6.7 29.4 60.6
3 18.1 3.0 6.9 17.1 45.1
4 11.9 2.8 34 74 25.5
Share of total investment (%)
1 45 9 17 29 100
2 31 9 11 48 100
3 40 7 15 38 100
4 47 11 13 29 100

Table 6.5 Country shares of total investment, % (Author’s estimates)

Country Scenario 1 Scenario 2 Scenario 3 Scenario 4
Algeria 16.7 16.5 9.8 14.6
Egypt 20.0 15.9 19.5 16.8
Israel 2.1 2.4 1.6 2.7
Jordan 2.3 2.0 2.2 2.0
Lebanon 0.8 1.1 0.6 1.0
Libya 5.5 8.9 12.6 9.7
Morocco 9.3 8.6 8.8 8.5
Palestine 0.5 0.3 0.4 0.7
Syria 5.8 5.0 5.9 5.6
Tunisia 4.1 3.6 2.6 34
Turkey 33.0 35.7 36.0 34.9
SEMC 100.0 100.0 100.0 100.0

Scenario 1. Scenario 3 would require more than USD900 bn (USD45 bn per year),
about one third more than for Scenario 1.

Although Scenario 2 has the highest actual investment, it has the lowest share of
investment in maintenance. This is attributable to the 50 % of investment needed
for new infrastructure. In contrast, Scenarios 1 and 4 need only 29 % of their
investment in new facilities. Scenario 4 compensates by having a high investment
share in upgrading (11 %) the existing infrastructure.

Turkey accounts for the highest share of investment (more than one third) in all
four scenarios (Table 6.5). Algeria and Egypt have the next highest shares of
between 10 % and 20 % but show more variation between scenarios; Egypt has a
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higher share in Scenarios 1, 3, and 4 and Algeria has a higher share in Scenario
2. Palestine consistently has the lowest share, ranging only between 0.3 % and
0.5 % of the total. Libya has the highest range of its investment share, from a low of
just over 5 % in Scenario 1 to more than 12 % in Scenario 3.

There are two ways of looking at mode shares (Table 6.6): the total investment
for each mode, and the share of investment for each mode. Although there are
differences in the total investments for each mode, the shares of investment going to
each mode are similar between scenarios.

6.3.3 Affordability of Total Transport Investments

We look at the transport investment share of GDP, recognizing that what could be
affordable for one country might not be for another with different economic and
social objectives.

The investment shares of GDP for the SEMC (Table 6.7) are highest in Scenario
3, with an average of 2.4 % of GDP and a high of more than 4 % for Algeria and
Libya. Scenario 4 has the lowest shares with an average of only 0.9 % of GDP.
Libya, Algeria, and Syria have the highest shares.

The analyses presented here refer only to levels of investment in transport and
their impact on GDP and trade. But the investment impacts will not be fully realized
unless they are accompanied by policies that encourage transport operators to use
the infrastructure that is available and transport users to afford those services. We
assume that the quality of transport policies vary in line with the quantity of
investment in each of the scenarios.

6.3.4 International Comparisons of Transport Investment

One criterion that is often used to assess affordability is to compare the needed
investment with the actual investment shares of other countries.

According to ITF (2011), Western European countries reduced their transport
investment share of GDP from about 1.5 % of GDP in the 1970s to about 1 % of
GDP in the 1980s and to about 0.8 % in 2000s. By 2009, Denmark had the lowest
share at about 0.5 % and Spain had the highest at about 1.1 %. Investment of more
than 2 % of GDP has rarely been achieved for more than a decade by any country.

The transport investment shares of GDP for the SEMC are comparable to those
of the SSA countries (Carruthers et al. 2008 and Table 6.8) rather than to Western
Europe. Unlike the ITF countries that have well-developed transport networks, the
SEMC and SSA countries are still developing and need investment, particularly in
upgrading and expansion.
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Table 6.7 Transport

Country Reference Common Polarized Failed

investment as a share of GDP,

% (Author’s estimates) Algeria 2.1 4.5 1.7 14
Egypt 1.6 2.3 2.1 1.0
Israel 0.2 0.6 0.2 0.2
Jordan 1.5 2.6 2.0 1.0
Lebanon 0.4 1.2 0.4 0.4
Libya 1.3 4.3 4.0 1.7
Morocco 2.0 3.8 2.6 1.3
Palestine 1.5 3.0 1.5 1.4
Syria 1.9 2.5 2.7 1.4
Tunisia 1.8 3.1 1.5 1.1
Turkey 0.9 2.1 1.3 0.7
SEMC 1.2 2.4 1.6 0.9

Table 6.8 Projected Country group Base scenario

transport infrastructure - -

investment for SSA, % of Low-income (fragile) 8.2

GDP (From Carruthers Low-income (not fragile) 2.9

et al. 2008) Resource-rich 1.7
Middle-income 0.7
Average for all SSA 2.0

For the SEMC, the share of total investment allocated to expansion of the
transport networks is small (between 20 % and 40 % of the total, with the exception
of Scenario 2 with 70 %).

Routine and periodic maintenance expenditure would account for the largest
share by type of activity, at 40-50 %. Closer examination of the ITF results shows
that much of the maintenance expenditure is underreported.

When the improvement share (about 20 %), which is really deferred mainte-
nance, is added to that of routine and periodic maintenance, the share comes to
about 60 %. This is closer to the share estimated for 44 SSA countries by Carruthers
et al. (2008).

The balance between road maintenance and investment has remained constant
over time in many regions, with maintenance making up 30 % of total road
expenditure on average.

The volume of maintenance for road infrastructure in the EU27 increased more
rapidly than the volume of investment; the former grew by 25 %, while the latter by
around 21 % from 1995 to 2008. This resulted in an increased share of maintenance
in total road expenditure: from 26 % in 1997 to 30 % in 2009.

Similar to the growth in volume of investment, the volume of maintenance has
grown in CEE. The share of maintenance in total road expenditure declined, from
30 % in 1997 to 27 % in 2009. The increase in maintenance volumes in 2006 and
2007 was partly due to a major increase in road maintenance in Hungary during
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those years. In North America, the volume of maintenance has been relatively
constant over time, declining from 33 % in 1997 to 31 % in 2009.

The costs of providing transport infrastructure for Scenarios 2 and 3, expressed
as a % of GDP, are higher than those achieved by developed counties but compa-
rable to those of other developing countries.

6.4 GDP and Trade Growth Impacts of Transport
Investment

Transport activities (as opposed to transport investment) typically account for
between 6 % and 10 % of GDP, although this does not include those undertaken
on their own behalf by enterprises in other economic sectors.

In addition to these impacts of investment in transport infrastructure on the value
of final goods produced within a country, there is a secondary impact via any net
increase in international trade (X-M). If the impact on trade is skewed in favor of
imports, the impact on GDP will be negative. So if the objective of the transport
investment is to bring about higher GDP (or higher GDP growth) then it is
important to distinguish between impacts on exports and imports.

6.4.1 Investment in Transport Infrastructure and Economic
Growth

Most attempts to assess the impact of transport infrastructure on economic wealth
(or of changes in transport infrastructure on changes in economic wealth) make use
of a version of the Cobb-Douglas production function. Application of the function
consists in estimating the parameters of an infrastructure augmented production
function and assumes constant elasticities.

Hurlin (2006) postulated that the elasticities of GDP with respect to quantities of
infrastructure investment are not constant, but are based on what are termed
network effects. The premise is that the creation of an infrastructure network, not
investment in individual links of a network, generates the basis for economic
growth. If the elasticities are not constant, application of a Cobb-Douglas type
model risks yielding misleading results.

He found that when the stock of infrastructure is low, prior to the creation of a
network, investment in infrastructure has the same productivity as investment in
non-infrastructure. Once a minimum network is available, the marginal productiv-
ity of infrastructure investment is greater than that of other investments. Once the
network is well established, the marginal productivity of further investment
becomes similar to that of non-infrastructure investments. The boundaries between
the productivity levels are known as thresholds, and the model based on them is a
‘threshold effects’ model.
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6.4.2 Choice of Threshold Effects Model

We used a version of Hurbin’s model that has three development stages (and two
thresholds). The thresholds are defined in terms of km per employee of network
length, this parameter giving significant break points, these then being used to
indicate the stages of network maturity.

The use of network density per employee does not coincide with any of our three
benchmark parameters of area, population, and GDP. By adapting the population
benchmarks and using some of the results presented in Chap. 1, we can convert
Hurlin’s elasticities per worker into elasticities per network km. The changes in
GDP per worker can then be applied to the network lengths to estimate the changes
in GDP that come with network expansion (see Table 6.9).

We adapted the version of the trade gravity model presented in Chap. 2 that uses
the LPI as one of the independent variables to relate changes in quantities of
transport infrastructure to economic growth and volumes of international trade.

6.4.3 Estimates of Infrastructure Investments Impact
on Growth

To derive indications of the impact of the investments on GDP, we applied the GDP
growth elasticities to the difference between the current and projected benchmark
values (quantity/number of employees) for paved roads and railways for each
scenario.

The GDP data does not distinguish between its various components (consump-
tion, government purchases, gross investment and net trade flows), so the GDP
growth factors estimated here are inclusive of those estimated for the trade impacts
in Sect. 6.4.4. The growth rates are the average annual impact on GDP over the
20 year planning period (Table 6.10).

The largest impact comes from Scenario 2, an average impact of 1.7 % per year
on GDP growth. The smallest impact comes from Scenario 4, 0.3 %. The largest
impacts by country are for Libya (Scenarios 1-3), Tunisia, Jordan, and Turkey for

Table 6.9 Three stage
model: infrastructure
thresholds (in km per worker)

Network development Paved roads Railways

Thresholds in km per worker

and elasticities (From Hurlin First threshold 0.360 0.240
2006, Annex Table 4) Second threshold 0.520 0.423
Elasticities
First stage 1.140 1.165
Second stage 0.509 0.497

Third stage 1.168 0.854
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Table 6.10 Road and rail investment impacts, increase in GDP annual growth rate, % (Author’s
estimates)

Country Scenario 1 Scenario 2 Scenario 3 Scenario 4
Algeria 0.8 1.9 14 0.5
Egypt 0.7 1.3 0.6 0.3
Israel 1.2 0.5 0.0 0.0
Jordan 1.2 2.1 1.4 0.6
Lebanon 0.0 0.4 0.0 0.0
Libya 0.7 2.2 3.8 0.9
Morocco 1.4 1.6 0.6 0.3
Palestine 0.8 1.9 1.4 0.5
Syria 1.7 1.6 0.6 0.2
Tunisia 1.5 2.4 0.3 0.2
Turkey 0.4 2.0 1.0 0.4
SEMC 0.7 1.7 0.9 0.3

Scenario 2, Algeria, Jordan, and Palestine for Scenario 3, and Jordan, Algeria, and
Palestine for Scenario 4. Only in Scenario 2 is there an impact on Lebanon’s GDP.

The cumulative sum of increases in GDP over 20 years is greater than the
investment cost. The largest ratio of GDP increase to investment costs occurs in
Scenario 2, with an average over all of the SEMC of more then 8.5, while the
smallest ratio occurs in Scenario 4, less than 3.5. For Scenarios 1 and 3 the ratio is
about 6.0.

6.4.4 Estimates of Trade Impacts of Infrastructure
Investments

We estimated the average increase for the infrastructure component of the LPI
based on the increase (in %) in the quantity of infrastructure: 16 % (Scenario 1),
28 % (Scenario 2), 22 % (Scenario 3), and 13 % (Scenario 4).

The differences in the percentage changes in the total LPI between countries are
small as the transport infrastructure component is only one of six that make up the
LPI, and the 2010 LPI transport scores (Table 6.11) for each country cover a small
range of values (a minimum of 2.06 for Algeria and a maximum of 3.60 for Israel).

By applying elasticities used in Chap. 2, we derive the percentage changes in
imports and non-oil and gas exports for each country. Egypt stands to gain the most
across all Scenarios, with an average of almost double the SEMC average (20.2 %
against 12.4 %). Algeria has the next highest average improvement in its trade
balance, mostly attributable to its performance in Scenario 2, from which it gains as
much as Egypt. Tunisia, Morocco, and Jordan are the other counties that have a
higher-than-average improvement in their average trade balance.
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Table 6.12 Increase in trade balance (exports-imports) as % of GDP (Author’s estimation)

2008 Non-oil Scenario | Scenario | Scenario | Scenario | Average, all
Country | trade balance 1 2 3 4 scenarios
Algeria —3.8 6.7 26.5 11.2 5.2 124
Egypt —24 16.8 26.5 25.4 12.1 20.2
Israel 1.6 3.0 8.1 3.6 2.3 42
Jordan —22.5 9.3 15.7 11.2 5.4 104
Lebanon | —20.7 5.6 10.0 9.3 5.5 7.6
Libya -7.3 4.8 13.1 12.6 5.3 8.9
Morocco | —8.2 7.7 22.2 8.1 4.1 10.5
Syria 0.0 5.7 13.5 8.4 4.5 8.0
Tunisia —-1.9 8.2 22.9 7.7 4.6 10.9
Turkey —0.6 6.4 132 8.6 4.9 8.3
Average —2.6 7.4 17.2 10.6 5.4 10.1

Table 6.12 shows that implementing transport infrastructure investments would
change the trade balance from a —2.6 % of GDP in 2006 to an average of +7.5 %
(that is, 10.1-2.6 %). Jordan and Lebanon would continue with a negative non-oil
balance, but Algeria, Egypt, Libya, Morocco, Tunisia, and Turkey would change to
a positive balance.

Morocco stands to gain the most in terms of exports, with a greater excess
(nearly four percentage points) over the SEMC and scenario average than for
imports. Jordan, Algeria, and Tunisia are next in gains in exports, and Libya and
Lebanon have the least to gain.

6.5 Conclusions

Investment in transport infrastructure will increase the annual average economic
growth rate of the SEMC by between 0.3 % per year and 1.7 % per year, depending
on the scenario. Transport investment will also increase the total volume of trade
and the positive trade balance, the latter by between 5.4 % and 17.2 %. While the
increase in GDP is an annual impact and so is cumulative over the 20 year analysis
period, the increase in trade and the trade balance is an average over the whole
period. The ratio of total GDP increase to transport investment costs varies between
3.5 for Scenario 4 and 8.5 for Scenario 2. Investment in transport is worthwhile in
all the scenarios and marginal increases in investment have positive returns. The
higher investment in Scenario 2 brings greater per unit benefits than the lower, but
still worthwhile, investment in the other scenarios.
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Chapter 7
Agriculture

Saad Belghazi

7.1 Introduction

This chapter analyzes agriculture trends and policies in the SEMC since 1994 based
on reviews published by the FAO and the WTO. Section 7.2 contains basic
economic characteristic of the agriculture sector in the SEMC. Section 7.3 analyzes
agriculture trade. Section 7.4 offers and overview of agriculture policies, including
public support to agriculture and trade protection. Section 7.5 deals with produc-
tivity and employment in the SEMC’s agriculture sector and Sect. 7.6 concludes.

7.2 Economic Trends in the SEMC Agriculture Sector

7.2.1 Share of Individual SEMC in the Region’s Agriculture
Output

The agricultural production of the SEMC-9 (all SEMC except Palestine and Libya)
amounted to USD73.5 bn at constant 2000 prices in 2007. Its share in the world
agricultural production remained constant at 5.5 % between 1994 and 2007.

In 2005-2007, five countries - Turkey, Egypt, Morocco, Algeria and Syria —
contributed more than 91 % of the total agricultural output of the SEMC-9, of which
Turkey accounted for about 39 %, Egypt for 25.5 %, Morocco for nearly 10 %, and
Algeria for slightly more than 9 % of the SEMC-9 total. Average growth of
agricultural output between 1994—1995 and 2005-2007 was highest for Algeria
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Table 7.1 Consumption of ten major vegetal foods, 2003-2005 (From the FAO Statistical
Yearbook 2009)

Dietary energy consumption (kcal/person/day)

Cereals Sugar 2007 GDP per capita
Regions/ |and raw Soybean | Animal | (USD constant 2000
countries | pulses eq. Potatoes | oil foods prices)
Israel 1,243 273 86 386 728 21,994
Libya 1,255 355 65 43 320 7,360
Lebanon | 1,140 324 187 219 505 5,273
Turkey 1,721 243 102 56 360 5,114
Tunisia 1,651 328 60 292 301 2,693
Jordan 1,338 413 48 118 295 2,233
Algeria 1,680 286 106 85 287 2,159
Egypt 2,164 263 45 41 225 1,697
Morocco | 1,740 356 77 153 183 1,673
Syria 1,441 350 51 38 430 1,269
Palestine | 1,025 213 23 82 283
SEMC 1,774 286 76 86 303
World 1,996 196 62 84 429 5,924

and Syria, slower for Egypt, Israel and Tunisia and the slowest for Morocco, Jordan,

Turkey and Lebanon.

7.2.2 Demand Patterns

The food demand structure in the SEMC depends on a