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Marga Peeters, Nidal R. Sabri, and Wassim Shahin
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Abstract This chapter explains the concept of financial integration and provides
some statistics of the individual Mediterranean economies.

Keywords Financial integration « Assets ¢ Liabilities

1.1 Financial Integration

Financial integration and especially international financial integration has become
popular terminology only in recent decades, triggered by the globalisation glut
across nations worldwide. In this book we define financial integration as the traffic
of financial transactions, through which a country’s financial markets become more
interconnected. Economies that have many cross-border transactions, with many
other countries, on more or different financial markets are highly financially
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Graph 1.1a Cross-border bank assets of South-Mediterranean countries (Source: Peeters and
Sabri (2012) on the basis of the database of the Bank for International Settlements, the IMF World
Economic Outlook and the Central Bureau of Statistics of Palestine. These are accumulated assets
and liabilities across the countries)

integrated (see for instance Peeters and Sabri 2012, or Graphs 1.1a and 1.1b on the
development of cross-border bank assets and liabilities).

Up until the global financial crisis, there was a strong belief among economists
in developed economies that higher degrees of financial integration contribute
positively to economic growth and henceforth welfare. During the 1990s and the
early 2000s, developed economies had become more and more financially interlinked.
The long economic boom period in the United States with high economic growth, low
consumer price inflation, booming equity, bond and housing markets was regularly
referred to as the Goldilocks’ years (see Peeters 2000). Other regions in the world,
among which the Mediterranean one, showed a slower pace of economic growth,
having at the same time a far lower degree of financial integration.

The global financial crisis, originating in the sub-prime mortgage loans in the
United States, unfolded rapidly and unprecedentedly after the fall of Lehman
Brother’s in September 2008. Due to the high degree of international financial
integration, those countries that had strong financial links with the United States
were affected negatively instantaneously. Other less financially-linked regions in the
world, such as the Mediterranean, suffered far less or much later. On the negative side,
in terms of welfare, they had not taken advantage of the opportunities of deepening
and broadening international financial ties. On the positive side, these less-financially
integrated regions escaped from the deep recessions that the developed regions faced.
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Graph 1.1b Cross-border bank liabilities of South-Mediterranean countries (Source: Peeters and
Sabri (2012) on the basis of the database of the Bank for International Settlements, the IMF World
Economic Outlook and the Central Bureau of Statistics of Palestine. These are accumulated assets
and liabilities across the countries)

1.2 A Focus on the Mediterranean

In our view, the region of North Africa and the Middle East, or the South-Mediterranean,
deserves more attention in the scientific literature. While the literature is scarce, these are
emerging or developed economies that impact significantly the world economy. The
economies of the North-African rim, that is Morocco, Algeria, Tunisia, Libya and Egypt
have become more exposed to the global economy during the decades 1990s and 2000s.
The same holds to some extent for the Middle Eastern economies of Palestine and Syria,
while Jordan and Lebanon and also the Gulf countries have become open economies
to the same degree as developed economies (see also Graphs 1.l1a and 1.1b).
The integration in the world economy of this South-Mediterranean region, from an
economic and financial perspective, has therefore deepened. Moreover, the strong
demographic growth in comparison with developed economies makes this region an
economic and political clout on the globe. Further to this, the political Arab upheavals
and regime switches, triggered by developments in Tunisia at the end of 2010, has put
this region prominently in the news.

We acknowledge that the countries of the South-Mediterranean are diverse.
They have different exchange rate regimes, monetary policy objectives and fiscal
policy characteristics. Some are oil-exporters while others are not, some have other
dominant sectors such as industry or finance. Most of these countries trade with
many regions in the world in goods and services, not the least with Northern-
Mediterranean countries. The European Union (EU) and the Western-Balkan are
thus highly relevant and deserve substantial attention in our analyses. The financial
ties between the South-Mediterranean and the Gulf countries — that is Saudi Arabia,
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the United Arab Emirates, Bahrain, Kuwait, Oman and Qatar — have also tightened
due to the high flows of migrant workers in the Gulf and the increase in foreign
direct investments of these oil-rich countries. While our focal point remains the
South-Mediterranean, we analyse also developments in the North-Mediterranean
and Gulf regions.

1.3 The Outline of This Book

Apart from this introductory chapter, the structure of this book falls into five themes.
First, there is monetary policy. Second, there is its counterpart, fiscal policy. Third,
there are the financial markets. Fourth, the specific issue of banking that has received
so much attention in the literature in the developed economies but far less in
developing economies. Fifth and last, there is social policy and trade integration.
We will discuss the contributions in this book to these five fields here consecutively.

In the field of monetary policy, this book has three main chapters on monetary
unions (Chap. 2), on foreign exchange reserves (Chap. 3) and on consumer price
inflation (Chap. 4). The chapter on the monetary union elaborates on the idea of a
common monetary union, hence a common currency like the European Economic
and Monetary Union (EMU) in the form of the euro, for a group of the Middle-
Eastern and North-African (MENA) countries. The Gulf Cooperation Council
countries (GCC) are treated separately, as they have already been envisaging a
common currency union for some time. A main question that this chapter tries to
answer is to what extent the MENA-countries would gain from aligning their
exchange rates, inflation and interest rates as well as their public deficits and debts.
This hypothetical analysis sets out and underlines the differences in the degrees of
financial integration, not only among the MENA-countries (see also Sabri et al.
2012, on the impact of exchange rate volatility in three MENA-countries). It also
highlights the regional specifics of the MENA-countries in comparison with the EU
and the GCC countries. The chapter on foreign exchange reserves shows differences
among MENA-countries that originate from commodity resources. Oil-exporting
economies generally have higher foreign exchange reserves and lower public debt
stocks. Two extreme countries in this respect are compared, oil-rich and low-
indebted Algeria and Tunisia that is growth-driven by its manufacturing industry
and more indebted. Research points at the divergence in optimal monetary policies to
tackle these countries’ fiscal stance. The chapter on consumer price inflation studies
the pass-through of global food prices on the domestic consumer price inflation in
Egypt, since its liberalization in the early 1990s. It empirically tests for the impact of
global food price shocks, using a two-step regression model and a VAR-model. This
is a highly topical issue, relevant to not only Egypt as the regularly soaring global
food prices seem to push inflation in Mediterranean economies upward. This impacts
the purchasing power in these low- or medium income countries, puts pressure on
governments to subsidise food and plays a prominent role in monetary policy.

In the field of fiscal policy, this book has a contribution on tax coordination between
the EU and other countries (Chap. 5) and the fiscal factor in the Mediterranean
countries (Chap. 6). The chapter on tax coordination proposes a tax ruling system
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across borders, such as the border between the South-Mediterranean countries and the
EU. The implementation of a harmonized advance tax ruling systems, like the customs
duties, would be one step forward towards a global tax harmonisation that provides
more transparency, at the national and international level. The chapter about the fiscal
factor in the Mediterranean concentrates on the impact of taxation on financial
integration. Apart from custom duties, there is the Tobin tax on international capital
flows between countries, of the taxation of foreign direct investment. A special focus is
on double taxation, in the country of origin and the country of destination, that hampers
cross-border investments. In a comprehensive way this chapter thus also promotes
harmonisation, like the previous chapter, with a view to financial integration.

In the field of financial markets there is a chapter on stock markets’ integration in
some South-Mediterranean countries and a chapter on financial risk management.
The chapter on stock markets’ integration examines the situation of Egypt, Tunisia,
Jordan and Morocco, being the Agadir Agreement countries and each of these
countries’ trade with the United States, the EMU, the United Kingdom, Japan and
the GCC. It specifies an econometric model for the daily stock price indices and
uses co-integration techniques to test for the change in the degree of integration.
Apart from interesting findings on the domestic markets, the results point at
significant differences in cross-border stock trading before and after the Agadir
Agreement. The chapter on financial risk management introduces a Liquidity-
Adjusted Value at Risk model for financial trading portfolios. It pioneers with
risk assessment and management techniques to the GCC and some MENA-
countries. The modelling techniques can assist stakeholders in the financial markets
to assess the handling of risk exposure of equity prices meticulously and up-to-date.
It can ultimately aid further international financial integration.

The section on banking consists of a chapter on liquidity banking in Morocco
and a chapter on banking competition in several MENA-countries. Both chapters
use micro data. The chapter on Morocco presents, at the bank level during the
period 1993-2007, the liquidity situation of banks. It shows that there is a regular
excess liquidity. Despite the use of monetary policy instruments, this points at an
interbank market that is dysfunctional. Further to this, it investigates the conduct of
foreign banks on the Moroccan market. The chapter on banking competition uses
individual bank balance sheet data during the period 1990-2009 and tests for the
impact of global financial liberalisation on the bank structures. The econometric
model accounts for country-specific effects.

The section on social aspects and trade integration contains a chapter on
solidarity in the Mediterranean economies and a chapter on the trade integration
of the Western-Balkans in the world economy. The chapter on solidarity addresses
the role of openness of an economy and solidarity, or human factor among the
citizens within the domestic economy. The recent global financial crisis and the
Arab upheaval are taken as examples where the solidarity changes. The chapter on
trade integration shows for the battle for economic prosperity for the peculiar region
of the Western Balkans, despite the fact that it has Association Agreements with the
EU and that it is geographically well-positioned.
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Chapter 2

Prospects for Monetary Coordination
in the Mediterranean Region:

More or Larger Monetary Unions?

Wassim Shahin and Elias El-Achkar
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Abstract The purpose of the paper is to analyze some convergence criteria in the
geographic region extending from the EMU all the way to the GCC including most
MENA countries with the objective to determine the possibility of coordination
between the EMU and the promised gulf monetary union and between other
countries in the MENA region that are operating independently of other countries
and the GCC. The aim is to conclude whether the EMU and the GCC can coordinate
policy and whether the region can have another viable monetary union such as the
gulf one or a larger one by having some other MENA countries join the GCC
monetary union. The analysis shows that the GCC countries have successfully met
most if not practically all of the convergence criteria necessary for monetary
integration. The paper reflects that coordination between the EMU and the GCC
can take place at many levels except the exchange rate regime as the EMU follows
an independent freely floating exchange rate with the GCC pegging to a different
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currency. The paper mostly addressed the possibility that other MENA countries
coordinate individually with the GCC to join the union once established. The results
of the model as well as casual empiricism show that a more efficient possibility
exists for oil-producing MENA countries over non-oil producing ones based on
performance concerning the convergence criteria and the initial position of each
group and the GCC'’s target variables.

Keywords Financial integration « Monetary union * GCC and MENA countries

2.1 Introduction

The paper aims at discussing possible policy coordination and cooperation between
the European Monetary Union (EMU) and the Middle-East and North Africa
(MENA) countries east and west of the Mediterranean Levant. Specifically, we
will divide the countries into three groups, namely the EMU, the Gulf Cooperation
Council Countries (GCC) that are attempting a monetary union and a sample of
other MENA countries representing oil and non-oil producing ones that are not
even coordinating policies among each other or any other union.

In order to attempt this monetary and fiscal policy cooperation and coordination, a
strategy of meeting a set of convergence criteria or conditions will be necessary among
members of each group. These criteria include rules governing monetary policy
variables such as exchange rates, inflation rates and interest rates as well as fiscal policy
variables reflected in government debt and budget deficits in relationship to the size
of each economy measured by its Gross Domestic Product (GDP). In addition, coordi-
nation may cause changes in the monetary policy framework among these countries
reflected among other things in the nature of the exchange rate regime to be adopted and
the choice of the anchor currency if any. Coordination and cooperation may also require
changing various policy objectives and priorities for various individual countries
causing them to incur major costs and obstacles. In this respect, the paper analyzes
the possibility of cooperation and coordination among the set of countries considered by
examining a set of convergence criteria, studies and recommends a conduct of mone-
tary policy and exchange rate arrangements necessary for cooperation, coordination,
and for a potential GCC monetary union if possible and examines the future prospects
and the necessary conditions for creating a larger monetary union at a later stage among
several MENA countries including the GCC. Additionally, the paper relies on a simple
economic model showing various costs and obstacles facing some countries depending
on the proximity of their criteria to the ones of monetary unions. Such costs and
obstacles determine whether coordination or even some cooperation is to take effect.

The paper is organized into five sections. After the introductory one, section two
discusses various stages of monetary integration with differences between policy
cooperation, coordination and unions. Additionally, this section discusses the set of
convergence criteria adopted by the EMU and the GCC and examines each criterion
for the EMU and the potential GCC monetary union to determine the similarities that
could lead to cooperation and possibly coordination. Section three analyzes the nature
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of exchange rate policies in the EMU, GCC, and a set of other MENA countries.
Exchange rate arrangements play a crucial role in the success of policy coordination.
The fourth section links the conditions needed for a monetary union with the ones
currently prevailing in these countries. Specifically, the countries will be divided into
two groups. The first includes ones approaching the convergence criteria levels such
as the EMU and the GCC and the second, the group of some selected MENA
countries. The second group is divided into two sub-groups representing a sample
of oil producing countries and non-oil producing ones. A technical model is used to
determine the costs and obstacles involved in achieving coordination policies between
the two groups. Section five contains concluding remarks on the possible success of
coordination and on the prospects of a larger GCC monetary union based on the costs
and obstacles involved and the nature of exchange rate arrangements to be adopted.

2.2 Convergence Towards a Monetary Union: EMU, GCC
and the Convergence Criteria

The academic literature on monetary integration specifies that countries that usually
enjoy geographic proximity ought to pursue macroeconomic coordination requiring
them to adopt a cooperative set of policy changes. These changes are based on
agreements leading to coordinated solutions that are Pareto-improving leaving all
countries better-off. However, International policy cooperation rather than coordination
refers to the sharing of information given that countries establish their macroeconomic
objectives and policies independently. Cooperation can take the form of consultation,
informal or partial coordination, and other activities that do not require a policy-making
coordinating group. Therefore, policy coordination requires cooperation but not
vice-versa.

The implementation of policies leading to integration usually takes effect in
three stages.' First, nations must agree on the nature of changes they are willing to
consider and the ones they would like each other to undertake. The second stage is
one where countries negotiate the distribution of the gains from coordination by
agreeing on policy economic indicators. This stage possibly represents the current
state of the GCC as the convergence criteria constitute the policy economic
indicators. The third stage is an enforcement stage where countries have to abide
by various specifications of agreements. This is the stage of the EMU.

To achieve a successful European monetary union, a strategy was developed to
support the arrangements through a coordination of monetary and fiscal policies by
all member countries. The degree of coordination is measured by meeting a set of
convergence conditions or criteria outlined in the Maastricht Treaty. The criteria are
based on rules governing exchange rates, inflation rates, interest rates, budget deficits
and government debt. The purpose of setting-up the convergence criteria in the EMU
was to achieve a high level of policy coordination on the way to full-integration.

! A discussion of the three stages of international policy coordination is found in Frankel (1988), 2-5



16 W. Shahin and E. El-Achkar

Thus, the rationale for establishing convergence criteria necessary for the achieve-
ment of the EMU was to ensure price stability and sound public finances across
member states after ensuring economic and institutional unity. Setting-up similar
economic criteria and conditions significantly minimizes the prospects that countries
with high inflation and interest rates and/or ones with high budget deficits and public
debt will join a union requiring exchange rate coordination, low inflation levels and
sound public finances. In fact, Article 3a of the Maastricht Accord made the EMU
part of the European Community’s principles.

In this same spirit, the history of policy coordination among GCC countries
started as early as 1981 with the establishment of the Gulf Cooperation Council
(GCC) composed of six countries: Bahrain, Kuwait, Oman, Qatar, Saudi Arabia
and the United Arab Emirates. Later this year, the GCC Free Trade Area was
established. At the end of 2001, GCC countries revised the economic agreement to
advance economic integration and to establish a Common Market and Economic
and Monetary Union by 2010. In fact, the common market was launched at the
beginning of 2008 as a prelude for barrier reduction across countries.” However,
Oman made a decision in February 2008 not to join the monetary union, while the
United Arab Emirates made also a decision in May 2009 to withdraw from Gulf
Arab plans for the monetary union.

Lately, in its meeting of December 15, 2009, in Kuwait city, it was reiterated that
the 2010 deadline for the establishment of the monetary union will be extended and
another 10 years might be needed before a common and unified currency is introduced.

To achieve this union, the GCC countries have introduced mechanisms for
international monetary coordination like the convergence criteria to help countries
coordinate their policy designs following the launch of the European monetary
union based on the Maastricht treaty.’

The conditions or convergence criteria that the GCC set-up represent a slightly
modified version from the one used by the European monetary union. They are five
outlined broadly as follows®:

First, a country’s inflation rate must not exceed the average rate of the six countries
by more than 2 % points. Second, the long-term interest rate of any member state must
not exceed the average interest rates of the three member countries with the lowest rates
by more than 2 % points. Third, foreign exchange reserves should be at least in excess of
4 months imports. Fourth and Fifth, member countries are to keep their budget deficit to
GDP ratio at no more than 3 % or 5 % when oil prices are weak and their total public
debt to GDP ratio at less than 60 %. Figures 2.1, 2.2, 2.3, and 2.4 on inflation rates,
interest rates, deficit to GDP and debt to GDP summarize the performance of the GCC
countries over the last 11 years i.e. from 2000 till 2010. Given that the economic and
monetary union leading to a single currency may not be achieved before 10 years, we

2 See Khan (2009)

3The history of the Maastricht Accord, the stages of implementation and the rules of the
convergence criteria are discussed in Fratianni et al. (1992), 7-10

4See Khan (2009)
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Fig. 2.1 Inflation (percent change of period average consumer prices) (Source: International
financial statistics, IMF, for all countries except Lebanon and UAE. World economic outlook
databases, IMF, for Lebanon and UAE)

felt more appropriate to look at the average of the last several years of data for each
variable included in the convergence criteria. The six countries of the GCC have the
strongest performance concerning the fiscal policy variables reflected in deficit and debt
as percent to GDP. For the last 5 years, the deficit variable is in fact a surplus most of the
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time, yet Bahrain had a deficit averaging 5.9 % for the years 2009 and 2010, exceeding
the maximum 5 %, whereas the debt to GDP ranges between a minimum of 4.7 % for
Oman and a maximum of 34.1 % for Bahrain, well below the 60 % ceiling. The average
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Fig. 2.4 Gross public debt to GDP (in %) (Source: World economic outlook databases, IMF)

lowest three countries’ interest rate (Saudi Arabia, Bahrain and Qatar) is 3.13 %
meaning that countries meeting the convergence criteria ought to have their interest
rates less than 5.13 % which is the case for all countries except the United Arab Emirates
where data sources are not available. The average inflation rate for the six countries is
5.5 % implying that countries need to have a rate lower than 7.5 % which is not missed
by any GCC country after 2008. The foreign exchange reserves in excess of 4 months
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imports is missed by Bahrain in 2006 and 2008, by Qatar in 2006, and by the UAE in
2006, 2008, 2009 and 2010. Given however 2010 data, the ratio of total official reserves
minus gold to monthly imports ranges from as low as 3 times for UAE to as high as 13
times for Kuwait, 17 times for Qatar, and 55 times for Saudi Arabia, much surpassing
the criteria. It is worth to mention, however, that on average, large oil exports revenues
and current account surpluses have helped GCC countries to accumulate over the years
considerable foreign exchange reserves necessary to reinforce the peg credibility, limit
currency fluctuations, and discourage speculation on their currencies.

As far as the EMU is concerned, many countries have lately missed the fiscal
policy variables as a result of the current crisis in Europe. This does not apply only
to Greece, Spain, Portugal, Ireland and Italy but to some others such as Belgium,
Germany and France. However, it is believed that through proper fiscal discipline,
planning and austerity measures, the EMU countries will return back to their
convergence criteria. The methods of moving back towards these stable levels are
beyond the scope of this paper. Additionally, given one European central bank, the
one exchange rate, interest rates and inflation rates seem to remain within the
convergence criteria. The comparative figures between the EMU and the GCC
show that there exists ample room for coordination as the GCC have adopted and
achieved the convergence criteria established by the EMU. One single issue though
remains concerning the nature of the exchange rate arrangement of the GCC
countries and the euro which is the subject of the next section.

2.3 Monetary Policy and Exchange Rate Arrangements

The EMU has established the European Central Bank to conduct monetary policy
and achieve the goal of price stability in a hierarchical mandate style where the
inflation rate has to be less than 2 %. In order for the European Central Bank to
adjust interest rates to achieve its inflationary and very few times lately its growth
targets, the Euro freely floats on international currency markets following the
fundamentals governing this currency.

Exchange rate arrangements for the GCC for the last decades have followed a
United States dollar peg except for Kuwait since 2007 which pegs to a basket of
currencies. Thus, it is believed that the peg can maintain macroeconomic stability,
strengthen confidence in the economies of the council, and allow GCC member
countries to go into the single currency at the existing parities.” Along these lines, in
2001, GCC countries decided to establish by the first of January 2010 a monetary
union and chose the exchange rate regime for their single currency. It is the conven-
tional fixed peg arrangement against one currency or more specifically the use of a US
dollar peg as an external anchor for monetary policy. In fact, GCC currencies have
been de facto pegged to either one currency, the US dollar, or a basket of currencies for
decades, inconsistent most of the time with the de jure, or the officially declared to the

5 See for example Abed et al. (2003), and Khan (2009)
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IMF, except for Kuwait and Oman. According to IMF various Financial Statistics
sources, from 1980 until 2001, Saudi Arabia, UAE, Qatar, and Bahrain currencies
were formally pegged to a basket of currencies, the SDR (The IMF’s Special Drawing
Rights), but effectively they were fixed to the U.S. dollar. Kuwait and Oman
currencies were both officially and actually pegged to an undisclosed basket of
currencies and the U.S. dollar respectively. Based on a joint decision taken during a
summit meeting at the end of 2001, all GCC members have officially pegged their
currencies to the US dollar by the end of 2002 as an advanced step toward the
monetary union, but in May 2007 Kuwait announced its intention to shift from the
dollar peg to an undisclosed currency basket peg again, without dishonoring its
commitment to the monetary integration and the common currency. Figure 2.5
shows that since 2001, the currencies of the GCC countries have been pegged to a
single dollar value for each. The de facto classification of exchange rate regimes in
Bahrain, Oman, Qatar, Saudi Arabia, and UAE has been therefore Conventional fixed
peg arrangements against a single currency. The Kuwaiti de facto regime shifted
between Conventional fixed peg arrangement against a composite and Conventional
fixed peg arrangement against a single currency.

In light of the above mentioned facts, it was natural therefore for GCC to
consider the dollar peg for the gulf monetary union as the countries have practiced
this policy for more than two decades.

The fact that the peg to the dollar in the past turned-out to be successful does not
necessarily imply that a union should also peg to the currency of one country. Many
believe that unions classify as large countries that should either peg to a vast basket
of currencies or adopt managed floating arrangements.® Thus, EMU and GCC
cannot coordinate on the exchange rate front as the first pursues a policy of free
floating while the other pegs to a different currency. Coordination possibilities will
improve when the GCC countries start pegging to a basket in which the euro weigh
heavily or when they adopt a managed or freely floating arrangement.

2.4 Coordination Between MENA Countries, GCC
and EMU: Convergence Criteria and Obstacles

As was stated in the introduction, the paper analyzes the geographic region extending
from the EMU all the way to the GCC including other MENA countries. One of the
aims is to analyze whether the region can have a larger monetary union by having some
other MENA countries join the GCC gulf monetary union. Thus, this section analyzes
two issues. First, we discuss the internationally accepted convergence criteria for
forming economic and monetary unions for a set of selected four MENA countries
representing oil and non-oil producing ones and relate the performance to figures on
GCC and EMU criteria analyzed in Sect. 2.2. The purpose is to link these MENA
figures with GCC and EMU data in order to draw conclusions on the possibility of

6 See Khan (2009)
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coordinating policies between the two groups based on conditions stipulated for
entry to monetary unions. Second, we use a theoretical framework to discuss many
obstacles faced by these four MENA countries if they attempt to coordinate policies
with GCC and EMU. This is the reason we divide the MENA group into the oil
producing countries and the non-oil producing ones as it is believed that the oil
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producing countries may have closer economic characteristics to the GCC than the
other countries. For convenience, rather than conducting the analysis on a country by
country basis, we select Libya and Algeria to represent the first group (group one
hereafter) and Lebanon and Jordan to represent the second one (group two hereafter).
Additionally, the comparison will be conducted based on GCC figures instead of both
GCC and EMU since both GCC and EMU meet similar criteria except for exchange
rate arrangements which will be mentioned accordingly. Viewing data for countries in
groups one and two from Figs. 2.1,2.2,2.3, and 2.4 on interest rates, inflation rates, and
fiscal policy variables reveal the following. For both Libya and Algeria, viewing the
average for the last 5 years of data, the four major criteria are met. To meet the GCC
condition, inflation rates have to be less than 7.5 % and interest rates less than 5.13 %.
Inflation figures show an average of 4.6 % for Libya and 4.1 % for Algeria, while
interest rates figures show 2.50 % for Libya and 1.75 % for Algeria. Therefore, both
countries in group one meet the conditions. Fiscal policy figures also meet the
conditions as there exist a surplus in budget for Libya and a recent acceptable deficit
following surpluses for Algeria, averaging 3.6 % for the period 2009-2010, in
addition, the debt to GDP is almost nil for Libya and well below the 60 % for Algeria
(around 11 %).

Average results for the last 5 years of data are not the same for group two including
Jordan and Lebanon. Jordan meets the interest rate criterion (4.8 %) and the inflation
criterion (6.2 %), but fails both the deficit/GDP (6.1 %) and the Debt/GDP (68.3 %).
Lebanon meets only the inflation criterion (5.2 %) but does not meet the other three
criteria of interest rates (7.43 %), Deficit/GDP (7.5 %) and Debt/GDP (158.7 %).
Regarding the exchange rate criteria, both Lebanon and Jordan are de facto pegging
against a single currency which is the US dollar. This is similar to the practice of most
GCC countries. Libya pegs de facto against a composite currency basket while
Algeria follows a de facto managed exchange rate arrangement. It is not clear what
exchange rate policy will the GCC adopt after a single currency is agreed upon. Later
on, if the GCC chooses to adopt a peg against the US dollar, Lebanon and Jordan will
be following the same policy, making coordination easier. However, if gulf monetary
union pegs against a composite basket or pursue a managed floating arrangement,
Libya and Algeria will have an easier task respectively. This will place the last two
countries closer to the EMU and the first ones closer to the GCC.

An important question then becomes the issue of the ability of both groups to
coordinate with the GCC based on their performance in the convergence criteria.
The answer is threefold: First, a comparison of the initial position of each of the groups
to GCC countries shows that group two stands at a distance from the convergence
criteria especially in public finances. Group one meets all convergence criteria.
Second, the objectives and goals of both groups however, may differ from GCC
members. Different countries may place different weights on policy objectives and
goals, especially concerning output growth. Third, a major obstacle for coordination
regards the cost that group two is willing to incur to move closer to the convergence
criteria as compared to the benefits from international economic policy coordination.
To meet the conditions for entry, for example, group two has to reduce public spending
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risking lower growth and higher unemployment, and has to lower interest rates in the
case of Lebanon thus endangering currency stability.

To highlight the issues more, we use a theoretical framework to address the
obstacles facing policy coordination between both groups and the GCC. Assume
that a certain group and GCC set goals for price stability and output growth and rely
on the convergence criteria to achieve them in a situation of an economic slow-down
under a system of pegged exchange rates pursued by these countries. In the absence
of coordination and if a certain group uses expansionary fiscal policy to stimulate
economic activity, output growth may be achieved but the group could in the process
deviate from the convergence criteria for deficits, debt and price stability. Under a
system of policy coordination, and had this group and the GCC agreed to achieve
output growth simultaneously through expansionary fiscal policies, the average price
level would increase in all countries and there would be a similar relative deviation
from fiscal policy criteria.

For the previous example to hold, the given group and GCC must have achieved
similar convergence criteria and are ready to coordinate policies to gain from the
exchange while preserving each country’s relative position with respect to others. The
analysis of the convergence criteria shows that this is only valid for group one only
which would have to conduct specific changes to move closer to the convergence
criteria. Therefore, two major questions arise for any of the groups: The costs of the
policy changes to this group and the uncertainties regarding which criteria rules are of
interest to the group.

Therefore, three issues are to be determined by any of the groups before considering
coordinating policies with GCC through meeting the convergence criteria: the initial
position of the group relative to the optimal values of the target variables of GCC,
the correct weight to put on these variables, and the effect of each unit change in the
group’s or the GCC’s macroeconomic policy instruments on the targets. These issues
were discussed and formalized in a general manner in models developed by Frankel
(1988) and Humpage (1990).7

Let there be a function of two target variables for a group specified in Eq. 2.1 and
a similar one for the GCC in Eq. 2.2.

XG = 1/2 wyY? + 1/2 wpP? 2.1)

XGC =1/2 wy, Y +1/2 wpP? (2.2)

Where X represents a quadratic loss to be minimized, G stands for group and GC
for GCC, Y is output expressed relative to its optimum, P is the inflation rate

expressed relative to its optimum, wy is the relative welfare weight placed on output
and wp is the relative welfare weight placed on the inflation, and a (') denoting the

7The models used in both studies slightly differ but could be extended to many countries, targets
and instruments. The results reached are very similar. This model was also used in Shahin (1996)
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analogous variable for the GCC. Y and P represent two target variables viewed as
policy ones, although the specification could include more.

We will use one policy instrument (even though the model allows for many): g,
standing for government expenditure as a percentage of GDP approximating the
criteria for fiscal policy convergence or the budget deficit to GDP ratio. The marginal
welfare effects of changes in these policy variables are given by:

dXG/dg = wy (Y)Y, + wp(P)P, 2.3)
dXG/dg' = wy(Y)Yy + wp(P)Py (2.4)
dXGC/dg = W}, (Y)Y} + W} (P')P, (2.5)
dXGC/dg = W, (Y)Y} + wp (PP, (2.6)

The policy multiplier effect of government expenditure on output is given by Y,
and of government expenditure on the inflation by P, etcetera. The model could be
solved by setting the derivatives equal to zero with the target variables Y and P first
expressed as linear functions of the policy variables g and g’ etcetera.

If a certain group and the GCC take the policies of each other as given, which is
currently the case in a non-coordination situation (Nash non-cooperative equilibrium),
one needs only Egs. 2.3 and 2.6. Equations 2.4 and 2.5 do not enter as each country
ignores the effects that its policies have on the other country. Cross-country effects
enter only in the coordinated solution which is the standard reason why the non-
coordinated equilibrium is sub-optimal.

If policies were to be coordinated, the above system of equations would illustrate the
uncertainties or the main obstacles preventing a successful international policy coordi-
nation deal: uncertainty regarding the initial position of the target variables Y, Y’, P, P’;
the welfare weights wy, w’y-, wp, W’p; and the government expenditure policy
multipliers Y,, Yy, Pg, Py, etc. The results in the previous studies of Frankel (1988)
and Humpage (1990) show that uncertainties are so large that the signs of the cross
effects in Eqs. 2.4 and 2.5 cannot be determined with confidence. This implies that,
for example, a certain group cannot be sure whether it should ask the GCC to expand or
contract its government spending variable g’ to increase the group’s own welfare.
These uncertainties represent serious constraints on the attempts at policy-coordination.

Given these obstacles, and considering the data analysis on the convergence criteria
of groups one and two and GCC discussed at the beginning of the section, three major
issues are necessary to make coordination beneficial: First, the theoretical literature
specifies that both groups, the larger entity such as the GCC and the smaller group or
country that is seeking coordination need to start discussion on where to move their
targets. Here, the difference between groups one and two considered in this section
arises. The criteria met by group one are similar for the GCC ones whereas the ones for
group two differ. Second, each group such as group one or group two must study the
costs and benefits of moving into a direction set by the GCC criteria. The costs may not
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be existent for group one but could be high for group two. Third, each group must
determine the initial position of its and the GCC’s target variables (similar for group
one and different for group two), the appropriate weights of the targets, and the policy
multipliers to prevent coordination from reducing welfare instead of increasing it.
Therefore, based on the previous analysis, coordination seems more beneficial and
easier to achieve for group one and may be possibly harmful and costly for group two.
Therefore, there may exist some serious stumbling blocks for the success of policy
coordination between group two and the GCC. Major obstacles for group two in the
form of the initial positions of target variables, the appropriate weights of various
targets, and the size of policy multipliers may cause very little gains from coordination
and, under some assumptions, possible potential losses.

2.5 Conclusion

The purpose of the paper is to analyze the convergence criteria in the geographic
region extending from the EMU all the way to the GCC including most MENA
countries with the objective to determine the possibility of coordination between
the EMU and the promised gulf monetary union and between other countries in the
MENA region that are operating independently and the GCC. The purpose is to
conclude whether the EMU and the GCC can coordinate policy and whether the
region can have another viable monetary union such as the gulf one or a larger one
by having some other MENA countries join the GCC. The analysis shows that the
GCC countries have successfully met most if not practically all of the convergence
criteria necessary for monetary integration. This convergence of various GCC
economies especially in public finances and exchange rate arrangements should
pave the way for interest rate and price stability in the GCC after ensuring economic
and institutional unity. Setting-up the institutional framework necessary for the
fulfilment of these criteria is beyond the scope of this paper. As far as exchange rate
arrangements and the nature of the chosen exchange rate regime after the union are
concerned, many believe that the peg to the US dollar remains the most viable
policy option to GCC countries for achieving macroeconomic and external stability
under existing conditions of various economies. Given this case, coordination
between the EMU and the GCC can take place at many levels except the exchange
rate regime as the EMU follows an independent freely floating exchange rate with
the GCC pegging to a different currency. This may hinder the possibility of
coordination. Should current conditions change in the future with a shift to a peg
to a currency basket in which the euro is heavily weighed, or to a managed or freely
floating regime, the possibility of coordination becomes very plausible and feasible
based on the convergence criteria.

The paper also addressed the possibility that other MENA countries coordinate
individually with the GCC to join the union once established. The results of the model
as well as casual empiricism show that a more efficient possibility exists for oil-
producing MENA countries such as Libya and Tunisia over non-oil producing ones
such as Lebanon and Jordan based on performance concerning the convergence
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criteria and the initial position of each group and the GCC'’s target variables. However,
the oil-producing countries have to change their exchange rate arrangements
in line with the gulf monetary union once established if this union adopts a dollar
peg arrangement. Additionally, Lebanon, Jordan and other non-oil producing
countries may not be able to embark on high levels of policy coordination with the
GCC and the EMU given several costs and obstacles in moving their targets perma-
nently towards the convergence criteria. They could, on the other hand, and possibly
should cooperate in terms of many criteria while establishing their macroeconomic
objectives and setting their economic policies independently. The cooperation could
take the form of consultation, exchange of information, informal or partial policy
coordination, and some other activities. Based on the model presented in the previous
section these countries could, for example, exchange full information on the size and
signs of policy multipliers and on the initial positions of target variables. Both groups
could agree for example on avoiding sharp swings in the level of real exchange rates
by sharing information about global economic conditions, shocks and various policy
instruments. The economic literature suggests gains from policy cooperation espe-
cially that such cooperation is relatively costless in terms of economic as well as
national sovereignty.
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Abstract This chapter addresses the issue of foreign exchange reserves in Medi-
terranean countries. We study the case Algeria and Tunisia in particular, two
contrasting examples with respect to this issue. Algeria has accumulated substantial
foreign exchange reserves (up to exceed the GDP), thanks to the surplus from the
sale of hydrocarbons. To what extent is this large accumulation of foreign reserves
justified and what impact does it have on the domestic economy? Tunisia has
experienced before the crisis an episode of growth driven by manufactured
goods exports, thanks to increased competitiveness, enhanced by what Artus called
“semi- mercantilist” behaviour aiming to avoid an excessive appreciation of its
currency. Tunisia absorbed relatively well the shock of the international financial
crisis, in terms of macro-finance. But another dramatic shock occurred a short time
later, subsequent to the revolts that started in January 2011, which may have a
greater impact on its public finances and external debt. Finally, this paper addresses
the question of a possible alternative policy to the accumulation of foreign reserves,
not only in terms of international balances, but primarily from the perspective of the
national economies of the region.

Keywords Algeria » External financial balance * Foreign exchange « Oil revenus »
Tunisia

3.1 Introduction

The financial crises, known by some emerging economies since the end of
the 1990s until the beginning of the 2000s, has created a debate in the literature
about their causes, consequences and means to prevent them. Feldstein (1999)
referred to some of the Asian South-Eastern countries and argued that they did
well by not relying neither on IMF reforms nor wise policies, since even well-
managed countries were affected by contagion. He advised the detention of
international liquidity as an auto-defence option. In fact, countries having a high
level of foreign liquid assets are the most sheltered from prompt outflows and
panic waves on financial markets. International liquidity accumulation is possible
in three ways: the reduction of short term debt, the creation of collateralized credit
facilities and the increase of the Central Bank foreign exchange reserves
(Rodrik 2007).

The 2008 financial crisis has revealed the importance of foreign exchange
(FOREX) reserves of emerging-countries and, more generally, the big accumulation
of foreign assets by these countries. In 2008, Arab countries held 1,400 billion dollars
of foreign assets and China detained about 1,800 billion dollars, essentially American
assets. These assets requested to finance the growing American deficits, also
represented an important liquidity source for international markets. They allowed
the rise of the consumption among European and American households until the
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subprime crisis on 2007-2008.! At that moment, the Arab sovereign wealth funds
(SWF) contributed to stabilize the American financial system. China and the Arab
countries have not been reluctant to invest in American and European assets while
there values were collapsing. However, this has raised concerns about the imbalance
in the international economy between the heavily indebted countries (essentially
OECD countries including the USA and the European Union) and the emerging and
oil countries that are big creditors to the rest of the world.

Measures have been proposed to dissuade the countries with surpluses
to accumulate foreign exchange reserves. In 2011, as part of G8 and G20, the
United States, supported by France, proposed to limit both deficits and surpluses (to
respectively —4 % and 4 % of GDP). The spirit of these measures is inconsistent
with the philosophy of international financial institutions. In fact, these institutions
defended during the three last decades the principle of auto-regulation of markets
without any assistance or hindrance. With the subprime crisis, they set an institu-
tional mechanism to overcome the balance of payments disequilibrium. This
proposal dates since 1944 and was inspired from the International Clearing Union
(ICU) defended by Keynes in Bretton Woods.”> He suggested the establishment of a
new international currency (BANCOR) to manage current imbalances. It consists of
implementing institutional mechanisms of exchange rate adjustment and creating
a progressive tax (according to predefined surplus thresholds) on countries having
surpluses to finance those with deficits. A target for the deficit or surplus is also
defined for each country. Above this target, a country having a deficit is allowed to
devaluate its currency. This mechanism gives incentives to countries with
surpluses to buy from those with deficits. In this perspective, the surplus is not
considered as a good economic policy outcome but as one of a non cooperative
strategy of unilateral competitive advantage exerted over others. This proposal,
which does not help major exporters like China, Japan or Germany, has not
succeeded.

Why did emerging economies choose this policy of large foreign exchange
accumulation? Why do these countries choose to use their surpluses as well?
The purpose in this paper is to address the issue of FOREX in the case of
Mediterranean countries. We study the case of two countries, Algeria and Tunisia,
which are two contrasting examples relative to this issue. Algeria has
accumulated substantial foreign exchange reserves (up to exceed the GDP),
thanks to the surplus from the sale of hydrocarbons. To what extent is this large
accumulation of foreign reserves justified and what impact does it have on the
domestic economy? The second country, Tunisia, can as yet not be considered an

! The average debt of American households increased from 84 % to 133 % as percentage of income
per capita between 1990 and 2007.

2One may wonder if this proposal is compatible with the goal of inflation reduction adopted by
Central banks. For Hamouda (2009, p. 12), “The approach taken by the US Federal Reserve
System under Ben Bernanke, a representative Keynesian, is one in which fiscal policy is
subjugated to monetary policy and monetary policy itself is constrained by the objective of
containing inflation. Price inflation at the general level was not an issue for Keynes”.
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Fig. 3.1 The development of FOREX. Foreign exchange reserves as percentage of GDP (Source:
World Bank. World Development Indicators)

emerging economy. Nonetheless, it experienced before the international financial
crisis in 2008 an episode of growth driven by manufactured goods exports, thanks
to increased competitiveness aiming to avoid an excessive appreciation of its
currency. Tunisia absorbed the effects of the crisis relatively well, in terms of
macro-finance. But another dramatic shock occurred a short time later,
subsequent to the events of January 2011, which may have ultimately a greater
impact on its public finances and external debt. Finally, we investigate a possible
alternative policy to the accumulation of foreign reserves, not only in terms of
international balances, but primarily from the perspective of the national
economies of the region.

3.2 Accumulation of Foreign Exchange Reserves

3.2.1 The Extent

The last decade are characterized by a significant increase of FOREX accumulation
from both developed and developing countries. Figure 3.1 shows that the rise of
foreign exchange accumulation began after the end of the financial crisis episode
known by some developing countries at the end of the 1990s.” The higher levels are
reached by Asian and Middle Eastern and Northern African (MENA) countries,
respectively 35 % and 47 % for 2010. Asian countries relied on that accumulation to

3 Zombanakis (1980) is one of the first authors that anticipated this phenomenon.
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support their exports led policies based on the depreciation of their exchange rate
compared to the American dollar. There are also some institutional factors that explain
these high levels. Let us take the Chinese example that shows a long period of large
current surpluses. This situation induced important foreign exchange inflows. How-
ever, Chinese citizens and firms were allowed to hold only a limited quantity of foreign
assets. Capital controls and forbidding residents to detain banking accounts abroad led
trade surpluses to end up in the Central bank accounts through deposit banks. Further,
expectations of Yuan appreciation gave incentives to firms and residents to convert
their foreign exchange assets into local currency (Vujanovic 2011). For MENA
countries, large foreign exchange accumulation was mainly due to the increasing
demand of oil and gas from Asian emerging economies. As shown by the Fig. 3.1,
the year 2004 recorded a significant change in foreign exchange accumulation in the
MENA countries. It represents a rise in the oil demand following a strong economic
growth in India and China as shown in Fig. 3.2. Oil prices jumped to 150 dollars per
barrel in July 2008 due to a wave of financial speculation that touched hydrocarbons
and natural resources markets. This situation was profitable for oil producer countries,
which exploited this opportunity to fund their SWF and optimize the oil revenues
investment (Chevalier 2009; see in this paper e.g. 3.3.1).

World FOREX reserves increased considerably, going from 2,000 billion dollars
in 2001 to 5,000 billion dollars at the beginning of 2007, and to 9,000 billion dollars
in 2011. As Table 3.1 shows, the shares in total foreign exchange reserves of the
emerging Asian economies are the most important among the top 20 largest
countries by FOREX reserves.

We notice that the ranking is dominated by the emerging Asian economies
(China, Japan, Taiwan, South Korea, India and Hong Kong) and the oil and natural
resources exporters. We also notice the absence of the industrialized European
countries from the first ranks. The first European country is Germany at the 11th
place, followed by Italy and France. This observation confirms the accumulation
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Table 3.1 Foreign exchange reserves by country

Rank Countries International reserves (in billions of US dollars)

1 China 3,181.14 (December 2011)

2 Japan 1,295.84 (December 2011)

3 Saudi Arabia 541.02 (December 2011)

4 Russia 498.64 (December 2011)

5 Taiwan 400 (April 2011)

6 Brazil 354.67 (January 2012)

7 Switzerland 321.11 (November 2011)

8 South Korea 310.97 (October 2011)

9 India 293.25 (January2012)

10 Hong Kong 285.4 (December 2011)

11 Germany 238.85 (December 2011)

12 Singapore 237.73 (December 2011)

13 Algeria 185.9 (December 2011)

14 Thailand 174.9 (December 2011)

15 Italy 173.3 (December 2011)

16 France 172.2 (December 2011)

17 United States 147.31 (January2012)

18 Mexico 147.18 (November 2011)

19 Malaysia 133.64 (January 2012)

20 Great Britain 93.54 (December 2011)
Total 9,213.29

Source: IMF (2011): Data template on international reserves and foreign currency liquidity and
various Central Bank reports

strategy of the European countries shown in Fig. 3.1. Indeed, the European
countries are among those that accumulated the least FOREX reserves. Their
current and public deficits explain this trend. As discussed in a later section, these
countries have chosen to avoid the costs associated with the holding of foreign
assets while pursuing policies to stimulate growth. Concerning our case study, we
notice the (advanced) twelfth rank of Algeria that is not considered as an emerging
economy. What are the reasons behind that choice? More generally, what are the
reasons for the accumulation of foreign assets among countries that are economi-
cally different?

3.2.2 Analysis at the Level of the Global Economy

This phenomenon of accumulation FOREX reserves began to grow from the end of
the financial crises of 1997-2000. It was fostered, on the one hand, by large trade
surpluses achieved by emerging countries, due to raw materials price increases
(including oil whose price is up significantly from 2004) as well as an increased
industrial competitiveness (Asia, China, Latin America), and secondly, by surplus
capital, which outweighed the deficits (India, Eastern Europe, CEE).
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3.2.2.1 Protection Against Financial Speculation and Sovereign Debt Crises

Emerging countries that experienced financial crises in the late 1990s- early 2000s
(Mexico 1995, Southeast Asia 1997, Russia 1998, Turkey 1994 and 2001, Brazil
1999, Argentina 2002), caused by massive influx and then sudden withdrawal of hot
money (short speculative capital flows), deliberately accumulated reserves in order
to face possible further speculative attacks. To defend their currencies they had to
raise their interest rates and subsequently faced a growth collapse. Accumulating
exchange reserves was the only way for them to be protected against such specula-
tive attacks on foreign exchange markets. Some of them largely open to global
finance restored control mechanisms on inflows in order to meet the possible new
influx of capital fleeing the affected markets of the West but were still likely to
leave as suddenly as they came.

However, this cautious behaviour is also the reason that some of the developing
countries partly or not at all integrated into international financial markets and that
they have not experienced such speculative attacks. Those countries that faced
difficulties in their balance of payment and had to borrow funds on the international
capital market — sometimes at very high rates — had often to request rescheduling of
their external debt and underwent in return structural adjustment programs. In
particular, countries without assistance or protection of a regional or international
mechanism” had to cope alone with their creditors and the IMF. This was the case
with Mediterranean countries.

This takes us back to earlier episodes that still can be remembered. It is indeed
possible to draw parallels between the current situation and the 1980s. The latter
was preceded by a period of sharply rising oil prices that caused a massive injection
of petrodollars into the global economy. This increase in the barrel price did not
lead to lower demand from Western countries, where the energy-consuming model
of mass consumption was expanding. The oil purchase had been financed by a
massive creation of petrodollars, facilitated by the US decision to end the gold
convertibility of the dollar in July 1971.° The financial systems of developed
countries were still largely dominated by bank financing. Petrodollars deposited
in Western banks had inflated the assets of these banks, boosting the credit in
developed countries and beyond.

“This kind of mechanism exists for countries with a currency pegged to the US dollar as they
benefit from US assistance in the case of financial difficulties, and also for those of the euro area
(as well as of the CFA zone, event though the euro did not replace the French franc as guarantor,
CFA currency is yet guaranteed by the French Central Bank) since they receive loans from the
European Central Bank and from the new European Stability Mechanism created in 2010.
Countries of the Gulf Common Market (created in January 2008) have established a Gulf
Monetary Council but did not yet achieve the single currency that was supposed to be established
in 2010.

5 The abandonment of the parity rule of fixed exchange rates, previously maintained since Bretton
Woods Agreement in 1944, plunged the international monetary system into instability and
increased risk, especially commodity markets, particularly sensitive to currency fluctuations.
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Indeed, the excess of resources of Western banks brought them to expand their
credit activity toward the newly industrialized countries (NICs), whose economies
were booming then, thus contributing to industrial development and to the rise of
the middle classes (by consumer credit) in these countries. As petrodollars flowed,
banks had no liquidity problem, and thus they achieved a credit policy more and
more lax that led to a situation that got out of control until oil market price started
falling in the 1980s. This led to debt crises in many developing countries, first in
Mexico in 1982. Banks changed their behaviour in granting credit, due to increasing
difficulties for reimbursement. Moreover, losses affected also the oil-producing
countries funds deposited in these banks.

Oil-rich countries spared no spending, even beyond what was allowed by their
oil revenues, to the extent that, as they were among the most credit-worthy, they
also benefited greatly from credit. So, they had to face large deficits in the 1980s,
following the collapse of oil prices, when at the same time rising interest rates were
making international credit more expensive.® It was also the case of Algeria: it was
insolvent in the early 1990s and so had to reschedule its debt on behalf of the
Structural Adjustment Plan between 1994 and 1998. This explains why from 2004,
at a time when oil prices began to rise, the Arab oil-rich countries took the
opportunity to repay their debt in priority and then began to accumulate financial
surpluses. The IMF estimates that today they spend only 15 % of their surplus oil
revenues, against 70 % in the 1970s (World Economic Outlook, April 2006, p. 80).

One can hardly imagine that such a huge accumulation of foreign exchange
reserves may remain idle. This money logically seeks to be placed in profitable
assets and thus creates an influx of liquidity in capital markets, which makes some
people say that there would be excess liquidity in the global economy, attributed
mainly to the polarization of trade balances in favour of emerging countries. Thus,
despite restrictive money creation policies (around the world, central banks target a
limited level of inflation’) and the fact that medium overall volumes of savings in
the northern countries have not changed significantly there is an explosive accumu-
lation of cash reinvested in the markets.

Why are not these funds used to finance development, particularly in the Arab
world, as it happened in South America and Asia in the 1970s? Here we must
consider radical changes that occurred in the financial system in the 1980-1990s,
with the rise of financial capital markets and the Financialization.®

States that hold these assets prefer low-risk investments, that is why oil-rich
countries and emerging countries like China have purchased massive amounts of
US Treasury securities, thus financing the expansion of consumer credit to U.S.

%In the late 2002, the debt of Saudi Arabia reached 97 % of GDP (then reduced to 75 % after an
adjustment of foreign assets).

"Nevertheless, this has been changing since 2010 with the multiple unconventional injections of
liquidity by European Central banks to the banking system and by the U.S. Federal Reserve to the
markets, in order to contain the crisis and relaunch business.

8 As well as the new phenomenon of hot money that destabilized emerging economies.
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Fig. 3.3 Major foreign holders of treasury securities (Source: Treasury.gov/tic/mfh.txt)

households as shown on Fig. 3.3. However, a small group of oil producing countries
which have established SWFs have embarked on risky investments.

3.3 How Do Arab Countries Use These Funds?

3.3.1 Arab SWFs

All Arab oil-rich countries did not simply spend their windfall. In the 1970s some of
them created SWFs to which they allocated a share of their oil surpluses. This
implied that they could retain control over the placement of their petrodollars, and
for some countries, such as Dubai, it allowed investments that would contribute to
their development. With the existence of such funds (the first one, the Kuwait
Investment Authority, was established in 1953) these countries gained experience
and expertise in international finance and diversified their investments. Nowadays,
the oil rents received by these countries are distributed among several countries and
funds and profits are invested in a wide range of assets. Although initially of modest
size, these funds have grown since 2004. The most important ones are in the Gulf
States (Kuwait, Qatar, United Arab Emirates) and in 2008 the Abu Dhabi Investment
Authority (ADIA) estimated the largest Arab sovereign fund at $800 billion. Dubai,
whose oil reserves are significantly lower than most Arab oil-rich countries, manages
several funds and is also involved in business enterprises, which in turn have
contributed to the development of the emirate. The Kuwaiti Fund KIA, which in
2008 represented $260 billion in assets, bought shares of BP and Mercedes-Benz.
After the war against Iraq, the country’s regeneration was partly financed by fund
dividends. The Qatar Investment Authority is assessed to $50 billion. Saudi funds are
managed by the Saudi Arabia Monetary Agency (SAMA) and the Ministry of
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Finance. In 2008, this country created a small sovereign wealth fund of $5 billion.
Libya also created a fund in 2006 of $40 billion.

These funds lay the foundation for a future without oil and made Arab investors a
new force in the global economy. As such, their success is considered by
Simpfendorfer (2009) as one of the most important innovations of the past century
in the Arab world. Other Arab countries have followed the lead and began to establish
SWFs, especially from the raise of oil prices in 2004. However, the countries of the
Gulf, with their artificial British-made borders, are sparsely populated and in these
countries these funds are often inseparable from the ruling family’s fortunes. These
funds are managed as private ones, which allows risky investments. In other
countries of the region, despite the lack of democracy and accountability, leaders
cannot go as far as managing the oil revenues as if they were their private assets and
place them in overseas investments. For example, Egypt and Syria hold respectively
34 and 20 billion worth of foreign assets which are managed by their respective
central banks. However, these countries have not created any fund.

For decades, the Arabs recycled most of their oil revenues in the developed
countries markets. Before September 11/2001, Arab funds had invested billions in
the U.S. After that date, U.S. law-makers lashed out fiercely to the Arabs and
between 2003 and 2004 nine bills targeting Arab countries were filed. Even if they
were not adopted, the damage was done. In particular, many Saudi investors began
to doubt the safety of their investments in the United States. Arab SWFs now expect
to see their investments periodically threatened, also in view of a terrorist attack on
American soil. They turned away from the US dollar to buy Euros and pounds
sterling,” so that the value of both currencies peaked in 2008. They also turned to
currencies in the Arab world. Intra-Arab investments started to rise after 2001.
Ninety percent of these investments went to very few countries such as Lebanon,
Syria, Saudi Arabia and UAE, where they mainly go to the real estate sector which
neither creates jobs nor generates taxes. In Egypt Gulf capital accounted for 26 % of
direct foreign investments during the 20062007 fiscal year and these funds are
now beginning to go to services and the industry. The resulting companies are
similar to the SWFs and have often acquired Western companies. They also seek to
acquire new technologies.

Since 2007, the Arabs have undertaken a strategy to diversify their investments.
DIC took 3 % of the capital of the first Indian bank, ICICI Bank.'® Once the
opportunities in their home market exhausted, companies in the Gulf countries,

°The UK did not close its door to Arab investors after the attacks of September 11/2001 or after
those in London in 2005. QIA bought Sainsbury’s for $21 billion. Arab investors have invested in
the London property market and they own nearly 10 % of the luxury property. These capital
inflows have pushed the British pound as well. In December 2007, £1 equaled $2.

19 Simpfendorfer (2009) notes that these investments’ geographical distribution follows what he
calls the “Islamic corridor”: Djibouti, Guinea, Kenya, Malaysia and Pakistan, which are former
business partners in the Arab world. “Sovereign wealth funds and Arab merchants explore a
familiar market. They walk in the footsteps of their ancestors by investing along the same old
roads.”
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began to seek opportunities for expansion and investment in neighbouring
countries. The footprint of Dubai is now extending to the countries of North Africa
and the East, Turkey, Central Asia and as far as South East Asia.

This diversification strategy crystallized following the subprime crisis and the
bankruptcy of a number of U.S. banks, which resulted in significant losses for Arab
investors. This crisis affected their trust in business and American values and made
them more cautious over the medium term with U.S. assets. It led them to diversify
their investment portfolios'' and to move towards developing countries, particu-
larly in the Arab world, China, or the “Islamic corridor”. The Arab world, in which
raising oil incomes and economic reforms have created opportunities, is starting to
become attractive. However, even if their significance is not limited to the financial
dimension but also refers to a geographical, cultural and historical proximity, these
investments are primarily based on the risk-return ratio. They are designed as an
alternative — in terms of diversification — not a substitute to Western markets, which
remain the first destination of the Arab capital.

After the 2008 crisis, while Chinese and Arabs tried for various reasons, to turn
away from the U.S. market and seek to diversify their investments, a new opportunity
has offered itself to them in the 2010-2011s with the pressing need for funding public
Euro area countries debt. This strong demand is in direct competition with potential
investments in developing countries, including in Arab economies.

3.3.2 The Algerian Income Regulation Fund (FRR)

Sometimes presented in the literature as a sovereign fund (Chevalier 2009), the
Algerian Income Regulation Fund (FRR'?) is actually a simple regulation mechanism
of hydrocarbons revenues. Its main objective is to accumulate the foreign exchange
surpluses when the prices of oil and gas are high, to compensate for any decline in these
prices in the future (government budget deficit and public debt).'? In fact, it is a special
Treasury account unpaid and local currency denominated, managed by the Ministry of
Finance. The Fund makes no financial investment neither abroad nor within the
country and does not accumulate foreign exchange reserves.'* The decision by the

' Also by investing in euro. However, the decision of the Euro Area countries to tax financial
transactions from August 2012 could slow this movement.

'2In French this is called the Fonds de Régulation des Recettes.

'3 Price of the Algerian gas is indexed to the oil price for long term contracts. But these contracts
are challenged by the liberalization in Europe and the development of the spof markets where the
high competition implies the decline of the oil price (with the rise of the Qatari oil production and
the shale gas exploitation in USA). See Ainas et al. (2012, p. 18).

'4Only the Bank of Algeria that is independent from the government is allowed to make financial
investment abroad, investments that mainly include U.S. Treasury bonds and SDRs issued by the
IMF. Capital outflows are controlled and residents are not permitted by the law to hold foreign
capital, so levels of foreign reserves are high.
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Algerian authorities in 2000 to create the FRR was motivated by the sharp decline in
oil prices on 1997—-1998. In the second half of 1998, oil prices had fallen to their lowest
level since the 1970s (U.S. $10-12). At that period, the country ended a difficult
episode of Structural Adjustment Program (1994-1998) following the rescheduling of
its external debt. Algeria suffered from intense pressure from International Financial
Institutions (IFIs) to engage in a new restructuring program. This plan was narrowly
avoided thanks to the international reversal in oil prices in early 1999. However,
nothing ensures that the upward trend would be maintained for a long time. The
authorities focus was then to implement a mechanism smoothing the effects on the
economy of sudden shocks of upward or downward in oil prices on international
markets. This mechanism was designed for a period characterized by significant price
wobbles with harmful effects on the whole economy. Oil prices disturbances immedi-
ately have an impact on public revenues. This phenomenon is more pronounced in
Algeria where revenues are more volatile and unstable than expenses (especially
hydrocarbons revenues)."”

Established as a trust account of the Treasury, the FRR records the capital gains
tax arising from a level of oil prices higher than budgeted.'® In the expenditures, it
records the public debt reduction and the expenses and budget balance regulation
fixed by the annual Finance Act.'” The Finance Act of 2004 indicates that the
compensation by the FRR is limited to “losses resulting from a level of oil tax
revenues below expectations of the Finance Act”, thus excluding losses related to
other incomes. Even if it concerns only a small part of the budget (e.g. in 2011, the
taxation of oil is 69.8 % of total budget revenues), this precision shows the interest of
maintaining FRR revenues and expenditures linked to strict cyclical fluctuations in
prices on oil markets. Mainly, it shows the desire to diversify the state revenues. It
also represents a signal against the propensity to uncontrolled increase in govern-
ment spending, characteristic of oil economies in boom times. However, the fact
that, since its inception, the Fund has been used to prepay the debt was already
considered as a departure from the strict mechanism of “fiscal balance regulation”.'®
Other sprains were made and the FRR deviated from its initial objective. At the
origin of that deviation, the continuous oil prices upward along the 2000s and

15 A World Bank (2007) study shows that non-oil GDP is less unstable than total GDP and that
investment and functioning expenses are more stable than GDP on 1990-2005.

' The Finance Act forecasts are based on reference price tax fixed by the authorities.

' The FRR also plays indirectly a role in the monetary regulation as it freezes assets in Algerian
Dinars, thereby sterilizing a portion of the money supply. Algeria has indeed a problem of excess
liquidity due to the influx of oil revenues, so the monetary policy conducted by the Bank of Algeria
is mainly to slow money creation in order to fight against inflation.

'8 One can interpret this as a temporary measure to purify a situation inherited from the past (the
same happened in 2007 for the repayment of an advance to the Bank of Algeria prior to the Fund
creation). However, the decision in 2004 to allow the FRR receive advances from the Bank of
Algeria for the “active management of external debt” opens the door to financing government debt
by the FRR beyond its resources. It shows its gradual transformation into a budget bis of the State.
Moreover, the media are not mistaken when they speak of “black box” of the State about the fund.
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maintaining an unrealistic reference price.19 It entailed the accumulation of large
amounts by the Funds and created a problem for their use. It would have been
necessary to introduce another device, targeting not only the regulation of fiscal
balances, but also the investment of surpluses, with the dual aim of financing the
development (including infrastructure) and to achieve savings for future
generations. But in the form of trust account without legal or financial autonomy,
it remains inappropriate. In 2006, the Finance Act considered a definition of budget
deficit including non-oil revenues (Article 25). This decision allows the Fund to
finance growing deficits of the State which are not related to cyclical fluctuations in
oil prices. Largely artificial because of maintaining a tax reference price per barrel
much lower than the annual average of the market, these deficits result from an
uncontrolled increase in government spending. These expenditures are escaping any
monitoring device since they are covered by reserves accumulated by the Fund.
Indeed, by this procedure, budget deficits are allocated with an absolute discretion
and in total opacity concerning their ventilation. This evokes institutional or political
reasons behind that drift and is a reminder of the circumstances in which the FRR
was created. Trust accounts of the Treasury, designed to reach a special aim for a
sector or a particular transaction, are generally limited in time and closed once the
goal is achieved.?' Yet, it does not match with the function of a “device of budget
balance regulation” for the long term, as specified by the FRR.?* The FRR is created
as a result of political choice to allocate a share of tax revenues to cover emergency
expenses. In that case, this allocation should be publicly debated and submitted to
parliament vote. Established by regulation (Supplementary Budget Law 2000)
without a parliament vote, the FRR has worked on a discretionary basis until its
subscription in the Finance Act 2004 while it already existed de jure. Its inception
was characterized by an opaque procedure, and even after its operation, the decision
on the amounts allocated to it is not subject to ex ante control of parliament. It was
only 4 years later, on the occasion of the budget review law discussion, that some
accounts (not all, because of the lack of means) were audited. In fact, the FRR has
never been monitored. Thus, a large and growing share of State expenditures, for
public debt payment or for budget deficit financing, is free of external control. The
FRR also avoids any internal control procedures which are limited and inadequate

19 The tax reference price per barrel was maintained at U.S. $19 from 2000 to 2008 (except in 2002
when an attempt to raise it to $22, while the average price per barrel fell to $25.3, drove down
revenues of the FRR). Over the entire period, the gap widened with the average price per barrel,
reaching a ratio of 1-5 in 2008. The authorities then passed to $37 in 2009.

20 This increase in oil revenues masks stagnation or recession in the production of this sector the
last few years.

2! The “special Treasury accounts”, legacy of the French system of national accounts have been
created for tracking simple interim movements. But, in France, a 1959 ordinance gave their
creation to the Finance Act (not the rules). They are subject to the rule of annuality (even if
their balance is reported to the following year) and parliamentary control.

22 What does not match with the definition of the FRR from its inception especially nowadays
given its role in financing budget deficits.
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for Trust accounts of the Treasury. These accounts were not designed to achieve
strategic missions such as financing the budget deficit or to prepay the public debt.
The control means available are insignificant given the large amounts managed by
the FRR, which surpass the total State budget revenues.”” This exceptional state has
lasted for 12 years. A proposed solution would be to give an institutional status to the
FRR with legal representation and financial autonomy in order to make profitable
investments (with a budget set on a reasonable basis respecting the budget univer-
sality principle and then implementing internal and external monitoring mechanisms
on the allocation of State resources).24

It then opens the debate about the need to create a sovereign wealth fund (Hadj
Nacer 2009) and the shape it should take.?” Until today that debate has not lead yet
to any decision, what we can explain by many reasons:

¢ The low financial development level in Algeria hinders the domestic opportunities
of profitable investment, the projects of development from the private sector and
the public-private partnerships (domestic and international). The authorities chose
to slow the financial system modernization and to lead funding development
programs to public investment (infrastructure and industry).?® This step back to
1970s and 1980s policies, prior to reforms period (Talahite and Hammadache
2011) is ade jure situation, not totally adopted because of the Algerian international
commitments (EU and IFI agreements, current negotiations with WTO, etc.) and
the absence of an internal political consensus about that new orientation
(Mezouaghi and Talahite 2009). In that context, the use of FRR and other trust
accounts is considered as a roundabout way to finance massive investments on the
State budget without going through the legislative body, but putting safeguards to
prevent the use of public debt as this happened in the 1980s.

» A financial investment strategy abroad was considered, but the debate has stalled
since the outbreak of the global financial crisis because of the increased risks
inherent to such investments.

« Finally, the prospect of investing in projects to fund development at the regional
level (North Africa, MENA), regularly considered, is itself compromised. It is
because of the feeble deepening of the financial markets in the region, but also by
the political context. Even on this ground, there is a “wait and see attitude”,
particularly related to the uncertainty created by the turn is taking the “Arab Spring”
(Table 3.2).

23 A World Bank report on (2007) recommends converting the FRR “in a savings and funding
account fully integrated to the budget.”

>*The allocation of unpaid surpluses to the FRR and to others trust funds makes impossible to
calculate the profitability of their use.

%5 Mouhoud et al. (2005) proposed the French “Caisse des Dépdts et Consignations” model yet
adopted in Morocco.

26 An increasing share of these expenses is through trust funds that have proliferated in the 2000s,
with the stimulus of the economy to support investment, non-oil exports, the regulation of
agricultural production, transportation and renewable energies, and so on.
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3.4 Theoretical Framework and Empirical Facts of the Foreign
Exchange Reserves Accumulation

In a number of countries, especially emerging market economies, the public sector
has in recent years been accumulating sizeable cross border financial assets, mainly
in the form of official foreign exchange reserves since 2002. The impressive pace of
reserve growth has become an important issue on the international policy agenda
and has been considered from various perspectives (ECB 2006, p. 5). Then, it is
necessary to highlight the theoretical reasons backing the choice of accumulating
foreign exchange and the rationality of that policy. Also, we will verify in the
following section if Algeria is considered as hoarder countries, by checking the
benchmarks commonly admitted in the literature and by comparing its statistics
with Tunisia as a control country.

3.4.1 |Incentives Behind Hoarding Behaviour

Artus (2009) explains that the accumulation of foreign exchange reserves relies on
two basic logics:

— A mercantilist logic that targets the voluntary depreciation of the exchange rate
in order to boost exports and gain market shares. This is a thesis defended by
Dooley et al. (2004) that parallels the fear of floating model especially in the
countries with currency denominated debts (Reinhart and Rogoff 2004). In fact,
Dooley et al. (2004) consider that the “new Bretton Woods” as they call it, can
explain the imbalance tendencies of current accounts and accumulation of
reserves. These authors stipulate that the emerging Asian countries rely on an
under-evaluation of the exchange rate in order to achieve a growth that is
supported by the expansion of exportations, while financing the current U.S.
deficit; the United States being one of their major partners. They equally argue
that significant exchange reserves could have been accumulated as a guarantee
to foreign direct investments. This interpretation highlights the shared responsi-
bility of the consumption profiles in the U.S. and of the growth dynamics in
emerging Asia in the formation of global imbalances of current transactions;

— Alogic of caution that aims at deterring speculative movements. The accumulation
of exchange reserves additionally aims, according to this model, at protecting the
country from the versatile nature of financial markets that is characterized by
abrupt losses of capital (especially capitals with short-termed maturity). This
logic can be assimilated to an insurance against risks related to the peg of
currencies of several emerging countries to the American dollar. In fact, following
the financial crises of the 1990s, the emerging countries initiated reserve asset
accumulation policies. The objective of these policies remains the protection
against eventual speculative attacks and the reinforcement of their ability to
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counter the shocks induced by brutal interruptions of capital entries. This auto-
insurance aimed equally at limiting the future need to resort to a bailout by the
international community. Even for countries that have not directly been affected by
the financial crisis, these incentives have probably played a crucial role in that a
certain degree of liberalization of the financial account would have perhaps been
envisaged from that point. Nevertheless, the persistence of large current account
surpluses has caused, with the time, an unprecedented accumulation of official
reserves (Trichet 2007).

There is an additional incentive, that of hoarding, mentioned by Vidon (2007),
which is totally different from that of the mercantilist approach. It is the case of an
analysis through exchange terms. This theory stresses that the estimation of the
exchange rate can be a means of enrichment, as opposed to the mercantilist
perspective that considers the depreciation of the exchange rates a beneficial impact
on the growth of exportations. Within the scope of a favourable specialization
strategy, the external balance, and even the accumulation of trading surpluses is
possible in the case of improvement of the terms of exchange, i.e. with a more rapid
increase of exportation rates than of importation rates. For a domestic economy, one
can then speak of an increase in the purchasing power of imported goods. It is a
form of relative enrichment as it allows the consumption of imported goods at lower
costs. In the case of emerging economies that are in a ‘“catching-up” stage,
characterized by significant gains in productivity in the tradable sector, the estima-
tion of the real exchange rate reflects in itself a balanced situation (the Balassa-
Samuelson effect). In order for this real estimation of the exchange to be not only
spurred by a national inflation that is superior to those of the principal partners, a
certain extent of fluctuation in the nominal exchange rate is essential within the
scope of a progressive estimation. In this manner, the gains of the exchange terms
can be combined with a management of the inflation and rebalancing of the growth
at the profit of internal demands (Vidon 2007).

3.4.2 Are Foreign Exchange Reserves Excessive in Algeria
and Tunisia?

The required level of foreign exchange holding is empirically estimated to 3 months
of imports. Following the experience of the late 1990s, when the stop in capital
inflows caused the financial crisis, the capacity of debtor countries to repay the
debts service has become an essential criterion. Thus, there was the adoption of
minimum threshold, namely the Greenspan-Guidotti rule recommending that the
foreign exchange reserves can cover the entire short term foreign debt. The empiri-
cal literature shows that, nowadays, the reserves level reached by some emergent
countries is excessive according to these two rules (Trichet 2007). Is that true for
Algeria and Tunisia?
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Table 3.3 International

T - Criteria Benchmark value
criteria of foreign exchange R - T 1
accumulation eserves/short term debt
Reserves/M2 0, 05-0, 2
Reserves/months of imports 3

Source: Rizvi et al. (2011, p. 59)
3.4.2.1 The Benchmarks

After exploring the theoretical reasons of foreign exchange accumulation, we
should check if Tunisia and Algeria have experienced a massive holding of foreign
assets. At first glance, it is the case of Algeria — an oil exporting country — if we refer
to its rank on Table 3.1. This is not applicable to Tunisia since it is not a natural
resources exporter. Further, the Tunisian economy has not recorded high current
surpluses as Asian emergent economies have done through their industrial competi-
tiveness. However, we should also refer to the minima to check whether the foreign
exchange reserves are excessive compared to the benchmarks. Table 3.3 shows the
three international criteria according to Green and Torgerson (2007).

Figure 3.4 shows that according to the first criterion, Algeria is covering easily
its short term debt with its foreign exchange reserves. The year 2004 recorded the
highest level of the ratio foreign exchange reserves/short term debt, which reached
2,5. This year coincides, as explained above, to an improvement in the market
conditions for oil and natural resources exporter countries. The direct consequence
was an important increase in oil revenues and then foreign assets accumulation. It
was not the same situation for Tunisia that especially relies on FDI inflows, tourism
revenues, income of phosphate exports, income of textile exports and income food
products exports as foreign exchange sources. The hydrocarbons revenues are not
high in Tunisia; it doesn’t allow the government to put in place a foreign exchange
accumulation policy as it is the case in Algeria. Indeed, Tunisia is only the 54th oil
producer in the world and the 50 s for gas production, while Algeria is respectively
the sixteenth and the tenth. As indicated in Fig. 3.4, Tunisia was always away from
reaching the threshold put by Guidotti and Greenspan. Tunisia’s best result was
recorded in 1981 when it reached a ratio level of 0,051 for a required level of 1.
This observation is confirmed by Fig. 3.5 relative to the foreign exchange reserves
to external debt ratio.

This figure points out the significant difference between Tunisia and Algeria
according to the foreign liabilities of the two countries. Figures 3.6 and 3.7 are also
telling a story consistent with the previous two graphs and show that Algeria has
surpassed all the minima commonly accepted about foreign exchange holdings.

Tunisia recorded the highest level of foreign exchange reserves in 2009. Therefore,
according to the foreign exchange reserves to M2 ratio, Tunisia reached in that year
the level of 0.42 %, which is enough higher than the requested threshold of 0.2 % as
indicated in Fig. 3.6. These results were achieved in a difficult international context,
especially for the industrialized European countries, which are the country’s main
economic partners. In this way, Tunisia achieved in 2009 a growth rate of 3.1 % and a
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Fig. 3.4 Foreign exchange reserves as share of short term debt (Source: World Bank. World
Development Indicators)

3500
& Algérie
3000

B Tunisie

2500

2000 -

1500 -

1000 -

500 -

0

1980
1982
1984
1986
1988
1990
1992
1994
1996
1998
2000
2002
2004
2006
2008
2010

Fig. 3.5 Foreign exchange reserves as share of external debt (Source: World Bank. World
Development Indicators)

decrease in the current deficit to 2.8 % as share of GDP. It also experienced a large rise
of capital inflows implying a level of foreign exchange reserves in months of imports
of 186 days instead of 139 days at the end of 2008. Tunisia relied on a good
agricultural crop and an increase in tourist arrivals from Libya and Algeria who filled
the void left by European tourists hit by the global recession. The increase in natural
resources prices enhanced the purchasing power in Libya and Algeria. This evolution
has indirectly improved the foreign exchange reserves in Tunisia. Since 2009, Tunisia
knew a sensitive decrease in its foreign assets, until reaching a level of 113 days in
months of imports in January 2012. This trend that will probably continue is attributed



48 F. Talahite and S. Beji

1,8
W Algeria
16
M Tunisia
14
1,2
1
0,8 .
0.6 7 Benchmark Value
0,4 ‘
o | TTrPP I nTT Ilh h il | """"
Ili-.iJJJlll
o qy > O > oo 'b Q Qo\ © &
o v o o o gV S S S S
N DT SR ST

Fig. 3.6 Foreign exchange reserves as share of M2 (Source: World Bank. World Development
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Fig. 3.7 Foreign exchange reserves in months of imports (Source: Banque centrale de Tunisie,
different reports)

to some political and social turmoil launched in late 2010 and at the beginning of
2011. This special state has generated a significant drop in tourism income and a
slowdown in export activities after many stops and closures of multiple production
units. Popular protests, sit-ins, social movements, strikes and the climate of expecta-
tion and insecurity in the country contributed to deteriorate the external balances of
the Tunisian economy.

Some countries like Algeria are facing an eventual exhaustion of its mining and
underground resources. In the absence of insurance schemes and a diversified eco-
nomic framework, the Algerian authorities should anticipate a solution to such a
possibility. The creation of a special savings fund for the future generations becomes
a necessity for an intertemporal smoothing of the consumption according to Vidon
(2007). However, foreign exchange accumulation is sometimes excessive and
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generates holding costs. Indeed, Vidon (2007) states that sterilization operations that
occurred after capital inflows result in a cost, especially when domestic interest rates
are higher than those of foreign exchange investment. Further, when sterilization is
not enough, another macroeconomic cost appears as it generates a loss of control over
prices evolution. Actually, unsterilized foreign exchange intervention increases the
monetary base and thus the M3 aggregate (liquid liabilities). It results in a high
inflation in consumer prices as shown in Fig. 3.8.

Vidon (2007) finally adds that foreign exchange stock can be inflated by
speculative inflows attracted by interest rates differences or expectations of short
term exchange gain. The sudden outflow of these capitals could cause a harmful
volatility for external balances.?’ Algeria does not fit with that configuration since
inflows and outflows are controlled and the financial market is not liberalized.?®
Therefore, the risk of instability could be among the obstacles to financial reforms
discussed above.

In Sect. 3.1.3 we analyzed the reasons why some countries adopt a hoarding
behaviour. Mainly, they aimed to be protected from currency crises or to maintain
competitiveness by depreciating the local currency against the Dollar or the Euro.
However, some of them have several problems specific to developing countries such as
the lack of public infrastructures, the weak social protection, the failure of health
systems, the deteriorating quality of public services (such as education and transport),
etc. This situation fits with that of some African countries among OPEC members

27 Vidon (2007): op. cité., p. 31.

% In 2009, the additional Finance Act took some measures to oblige importing firms and foreign
investors to open their capitals up to Algerian investments (respectively 30 % and 51 % minimum).
Restrictions on transfers of foreign investment gains were established and the prerogatives of the
National Council of Investment were enhanced (Mezouaghi and Talahite 2009).
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(Angola and Nigeria), Latin American countries (Venezuela and Ecuador) and in
North African countries like Algeria. The other reason behind the choice of a hoarding
behaviour is the lack of local financial investment opportunities given the limited size
of their financial systems (which is explained by institutional and political reasons). It
is therefore necessary to study the financial and political features of those countries, on
the basis of statistics and some stylized facts.

3.5 MENA Region: FOREX Reserves Accumulation and
Financial Background

Another reason that further explains the foreign assets accumulation by Arab
countries is the weak absorptive capacity of their economies. This is in fact valid
for less populated countries such as those in the oil Gulf region. Yet it is also the
case of the more populated oil countries such as Saudi Arabia and Algeria. This
latter is an extreme case, given that on the one hand, it is more populated than Saudi
Arabia and, on the other, it is not considered as a major oil producer. Hence, if the
domestic capital is unable to be invested in the country how can one expect foreign
capital to be invested, even coming from Arab countries? On the other side, other
developing countries such as Tunisia, that really lack capital, can be considered as a
serious alternative for Arab or Chinese funds that are looking for diversifying their
investments. This weak absorptive capacity of Arab economies is analyzed in the
literature from a specific perspective. It is mainly due to the inefficiency and
inability of their banking and financial systems to align the supply and demand of
funds. Such a view resuscitates interest in examining the financial reforms in these
countries.

3.5.1 Banking Reforms, Openness and Growth

Research on the development of the MENA countries during the last two decades
unanimously concludes that these countries are not taking off. These works purpose-
fully question the reasons behind such a deceiving, erratic, volatile and unstable
growth (El Badawi 2004) in comparison with South East Asian countries. Some
explain such discrepancy by the slow integration of these economies, compared to
countries with a similar development level, in a globalized world (Looney 2005).
Among the various causes addressed to explain the growth deficit in the region is the
controversial issue related to the link between financial liberalization and
development.

A significant number of these views are about the necessary modernization of
domestic financial systems, which low performances hamper financing the devel-
opment. In various countries, mainly oil-producing ones, the delay in development
would not essentially be a problem related to financial resources. If these countries
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do not absorb the revenues from hydrocarbon exports it would be due to a misallo-
cation of the loanable funds (of internal and external savings), by a non-performing
financial system such as in the case of Algeria. The same goes for the financial
systems of non-oil countries that have to be modernized in order to gather and
allocate domestic saving and attract foreign capital.

Throughout the last decade, this theme has contributed to a debate that has
primarily been oriented towards the opportunity of opening financial sectors.
Omran and Bolbol (2003) support the fact that financial reforms should precede
the opening to direct investments and the promotion of FDI policy. For these
authors, the FDI positive impacts depend on the capacity of absorption of an
economy which directly depends on financial development. They apply their
hypothesis on Arab economies with predominant banking finance and they demon-
strate that the FDI in these countries could favourably affect growth. However, they
put the condition that FDI must interact with three thresholds levels of financial
development.

On the opposite side, for Alouani (2008) the financial reform, which is consid-
ered one of the most important reforms prescribed by the IMF within the scope of
Washington’s consensus, has to be implemented in the last step of the economic
liberalization process. Also for Beji (2007), trade liberalization has to be
implemented prior to financial openness. His work was about setting institutional
development thresholds from which financial openness can achieve financial devel-
opment. Beji (2007) considers that given the current state of the institutional and
legal environment in the Southern Mediterranean countries, the financial openness
would be detrimental to the financial development.

This debate seems to have been settled — at least momentarily — by the financial
crisis of 2008. Actually, although a number of economists agreed to advocate for
opening the financial systems, the astounding resilience of Arab economies to the
impacts of the international financial crisis of 2008 seems to be engendered by their
frail integration in the global finance. This conclusion corroborates the claims of
those who feared the openness of financial systems and called for a gradualist
approach instead. In Algeria, for example, the government undertook an array of
measures to modernize the financial system and postponed its privatisation and
liberalization. These measures have led to an improvement of the efficiency-cost
trade-off in Algeria. Ayadi and al. (2011) considers that some North African
countries, especially Algeria and Egypt, are suffering from a financial under-
development due to:

the heavy presence of the state, [...] in the form of public debt in banks’ portfolios. For
2008-09, the market shares of public banks range from a low of one-quarter of total banking
assets in Morocco and Tunisia to highs of 67 % and over 90 % in Egypt and Algeria,
respectively. These ownership structures and the underlying conditions, such as the high
returns that the government debt earns in Egypt, are likely to crowd out the credit to private
enterprises. Indeed, public debt and loans, including loans to public enterprises, account for
nearly one-third of the total balance sheets of the Algerian and Egyptian banks, surpassing
the share of the private credit. Aside from crowding out private credit and constraining
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financial development, the state’s dominant role in the banking sector appears to have a
serious negative impact on credit quality. Indeed, the ratios of non-performing loans to
gross loans for the Southern Mediterranean countries are among the highest globally.29

The issue of reforming the domestic banking systems is still unresolved, in terms
of modernization, if not liberalization, considering their feeble capacity to mobilize
savings, give credits and finance the economic activity.>* From this perspective,
Bhattacharya and Wolde (2009) consider the lack of access to funding as the top
constraint facing the local companies of the MENA region, which negatively
affects economic growth.

If an institutionalist gradualist approach allows to establish the distinction between
modernization of domestic financial institutions and openness of the financial sector
to international finance, the most urgent strategy to adopt is openness for the countries
lacking sufficient exportable natural wealth and needing external savings.

In addition to the issues raised by the pace of reforms and openness agenda
one might also examine the content of these reforms. Considered from this angle,
most of the MENA countries have globally adopted the standard that was put forth by
the international financial institutions (Murshed 2009). These reforms are in fact
implemented with the help of these institutions’ expertise, as well as the European
Union countries, within the scope of association agreements. Ayadi and al. (2011)
adds that:

Some of the newer standards, such as the Basel Il capital requirements, have been
conceived with developed nations in mind and may not be appropriate, due to a variety
of deficiencies in information-sharing and institutional and disclosure mechanisms. A key
aim of the upcoming reforms should be to look for ways to reduce the role of government in
banking sector while ensuring that the regulatory framework and the relevant institutional
development adequately respond to the market imperfections.

Fundamentally, some question the relevance of this model for the MENA
31,

countries. In this respect, Cobham (2010) asserts that™ :
None of these countries are anywhere near the type of monetary architecture which would
be necessary for a ‘modern’ monetary policy of the inflation-targeting type. And [..] it
should be recognised that while there are benefits to be obtained from a move towards the
modern polar type there are also costs in terms of the employment of scarce capital,
intellectual and physical resources. Research is needed to estimate those costs and com-
pare them with the likely benefits. It should also be recognised that for some of the MENA

2 Owing to the relatively limited role of the state, Morocco is once again an exception, with the
lowest NPL ratios among the four countries. Moreover, the four countries have implemented policies
to improve the quality of loans, including privatization improvements in credit information systems,
loans repurchase programs and other plans to clean balance sheets (Ayadi and al. 2011, p. 3).

30 Barajas et al. (2010) relate the recent decrease in credit in the MENA to three factors: the
magnitude of the boom in the preceding period; the importance of the role of banking funds and the
fact that the decrease in deposits and external loans is sometimes covered by an expansionist
monetary policy. The basics that explain the differences in credit growth between banks and
countries of the region being the level of capitalization and the number of loans.

31'See also Boughzala and Cobham (2011).
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countries, particularly the smaller ones, the strategic monetary choice so far made, to fix
the exchange rate as a substitute for a serious monetary policy, may not be inappropriate.

Certainly, the authorities of these countries are sovereign and their flexibility,
though limited, exists.’” Yet considering the slow pace of these reforms one can
speculate, for the time being, on whether this delay is not originally intended to
slow the rythm and block or postpone the implementation of certain measures.

3.5.2 Lack of Financial Investment Opportunities

Artus (2007) considers that pursuing reform in public policies could lead to a
reduction of the external imbalances, which is considered as a positive factor for
the social welfare of a given country. Algeria and Tunisia need to take more
qualitative and quantitative efforts in public spending, especially Algeria that
high level of foreign exchange reserves and external surplus enables it. This
observation is propped up by the downtrend in the general government expenditures
(as share of GDP) as shown in Fig. 3.9. For Algeria, as well as in other energy
exporting economies, given its need in the fields of social welfare, education and
government investments, the hoarding behaviour is difficult to understand.*

This choice becomes more difficult to understand when we check the foreign
holders of the Federal Treasury Securities. Indeed, as shown in Fig. 3.3 we notice that
the oil exporters are occupying the third rank among the major foreign holders of U.S
debt after China and Japan. We can wonder if it is profitable for Algeria to invest in
such securities rather than investing in strengthening its public infrastructures and
improving its social protection system. The same goes for the quality of public
education or health, which remains below general international standards, and even
below levels achieved by other emergent countries. The situation is similar in
Tunisia, what reveals the need of the country to finance its investment given the
lack of domestic capitals and internal financial resources. Then, the question to ask is
if financial systems of both countries offer profitable opportunities to invest and if
they are resilient enough to withstand eventual financial disruptions. Cobham (2010)
gives a partiel answer by making a brief description of the financial systems in
Algeria and Tunisia.

He notices a low financial openness degree in both of the countries and the fact
that Algeria has a small banking sector dominated by the public element, whereas
Tunisia has a medium-sized banking sector which is difficult to enter, as it is
concentrated with a less large public sector component Fig. 3.10.

32 At this stage, there is a need to establish an analysis in terms of political economy taking into
consideration the nature of regimes in order to identify the incentives behind the power coalitions
to conduct the reform process in this manner at the expense of alternative strategies.

33 Artus (2007, p. 13).
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Fig. 3.9 General government expenses (% of GDP) (Source: World Development Indicators)
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Fig. 3.10 Deposit money bank assets, by asset in percentage of total assets (2012) (Source:
International Financial Statistics)

For the liabilities side, we use the liquid liabilities ratio that is defined as %.
This ratio can be considered as financial development indicator and suitable to have
an idea on the banking sector willingness to mobilize funds and thus the size of the
banking system.

Figure 3.11 shows that Algeria and Tunisia do not have large financial systems
compared to a country almost sharing the same features (here we choose Jordan as a
control country). In fact, according to that indicator, it appears that Jordan is more
efficient in mobilizing funds and offers more abilities and opportunities to savers
and investors.
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Fig. 3.11 Liquid liabilities as percentage of GDP (Source: World Development Indicators.
CD-ROM and Beck, T., & Demirgiic-Kunt, A. (2009))

In another way, the payments system is weak in Algeria on retail Automated tell
Machines (ATM) but good on Real Time Gross Settlements (RTGS), while the
interbank markets are not very active. The situation is different in Tunisia where the
payments system is considered efficient but the interbank market is also inactive as it
isin Algeria. There is limited secondary trading in Algerian government securities as
well as for Tunisia with limited holdings by non-banks financial institutions (data are
not available for both countries). The central bank’s independence is contested in
both countries and financial markets are sharing the same features. Indeed, these
markets are characterized by a low level of transactions volume, limited markets size
and a feeble presence of local firms (data are not available for Algeria) (Fig. 3.12).

Based on the above stylized facts, we notice that more needs to be done to
reinforce the financial systems and especially promote nonbank financial sector
development. By and large, we can consider that financial systems in Algeria and
Tunisia are neither enough developed nor diversified to be attractive. It is the reason
why Algeria, among other oil exporters, cannot afford to invest in its own local
financial markets and chose a hoarding behaviour. The problem as stated is rather
linked to the low level of financial systems development. In this sense, there was an
emphasis in the literature on the factors fostering financial systems functioning and
financial products diversification. This focus is explained by the importance of
identifying these determinants in shaping growth patterns (Greenwood and
Jovanovic 1990; Bencivenga and Smith 1993; King and Levine 1993; Pagano
1993; Levine 1997; Beck et al. 2001; Demirgiic-Kunt and Levine 2008, etc.).
Recent works on this topic point out the role of having strong and developed
political and institutional infrastructure. Therefore, many scholars argued that
differences in institutions quality explain financial development divergence
between countries.
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Stiglitz (2002) considers that the legal and institutional development contributes
to an equitable functioning of the stock markets and hinders managers to notching
the shareholders. Institutions evoked by Mishkin (2009) help to maintain strong
property rights, efficient legal system and sound financial system. However, devel-
oping good institutions that foster financial development is not easy and takes time to
be implemented. Furthermore, Mishkin considers that political decision makers in
developing countries would be tempted to hinder the implementation of those
institutions in order to protect their power and to stop other people from cutting
into their profits.

Another strand in the literature looks at how the workings of political institutions
shape political actors’ incentives to provide financial development (Becerra et al.
2012). The literature focused on two interconnected explanations. On the one hand, it
concentrated on the role of interest groups as obstacles to financial development. In
this way, incumbent interest groups that may see their profits eroded would oppose
the policies that would foster financial deepening. The most cited work (Rajan and
Zingales 2003) suggests that financial development might foster competition by
allowing entry to credit-constrained firms, which weakens the position of incumbents,
both in industry and in finance. On the other hand, as summarized in Haber et al.
(2008), the government may also have the incentive to limit financial development in
order to draw resources from banks and credit markets. Consequently, even though
favouring financial development may be welfare-enhancing, government officials in
some countries may prefer maintaining a lax financial institutional environment,
which does not promote credit, in case they need to draw funds from the system.>*

34 Becerra et al. (2012, p- 627).
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3.6 Conclusion: What Is the Alternative to FOREX Reserves
Accumulation?

In conclusion, we can say that the reasons for foreign exchange accumulation are
different depending on whether countries are developed, emerging or energy
exporters. For Algeria, it is neither for reasons of seeking trade advantages, nor
for preventing financial crises (and sudden capital outflows). It is rather to prevent
the volatility of energy prices and to anticipate a rough decline in their market
values, combined with a low absorption capacity of the Algerian economy. How-
ever, the investment in foreign assets since 2008, and the outbreak of the late
financial crisis, have become more and more risky.

The solution that consists in taxing emergent and developing countries having
surpluses to finance industrialized and developed countries having deficits would be
deeply unfair. Indeed, countries with surpluses have generally poor populations
whose needs in employment, education, health and social protection are huge. If
this taxation aims to make them import more, it would create more problems for
countries that depend considerably on imports like Algeria. Further, in the devel-
oping countries, imports of industrial products from early industrialized countries
tend to be substituted by those coming from new emerging economies. This is valid
for both consumer and capital goods given their price advantages and their conve-
nience with the needs and specificities of theses countries. Then, the taxation
mechanism as imagined by Keynes would not be the solution in such conditions.

A better solution would be to find new investment opportunities for these
countries to achieve their development given their special needs. From this point
of view, one of the biggest impediments is the lack of development of financial and
banking systems. Certainly, financial reforms have been undertaken since the late
1980s and they permit to achieve some improvements, but the financial crisis of
2008 stopped these reforms and cast doubts on their relevance.

In addition, among MENA countries, there is a gap between countries having the
large part of the region’s financial wealth and the other Arab countries suffering
from social and economic underdevelopment. From this perspective, the situation
of Algeria is extreme insofar as that polarization is observed within its borders.

If we consider the reasons of foreign exchange accumulation, we can suggest an
alternative applicable at regional level:

— The establishment of institutions for consultation and coordination of economic
and monetary policy

— The creation of a regional Fund that would allow a form of risk pooling and
ensure reinvestment of at least part of that capital within the region.

But we can notice the absence of such institution in the Maghreb region and
broadly an economic and financial lag especially in free movement of capital.
Following this logic, Algeria and Tunisia, although neighbours are particularly
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fragmented. Indeed, while the Gulf Common Market has established a Monetary
Council and is moving towards a common currency,” the process of building the
Arab Maghreb Union is stalled.
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Abstract This paper examines whether domestic inflation spikes in Egypt during
20012011 were primarily the result of external food price shocks. To estimate the
pass-through of international food price inflation to domestic price inflation, two different
methodologies are used: a two-step regression model estimates the pass-through in the
long run, and a VAR model provides the short-run estimates. The empirical evidence
confirms that pass-through is high in the short term, but not in the long run. More precisely,
our results show that (1) Long-run pass-through to domestic food inflation is relatively
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low, lying between 13 % and 16 %, while the long-term spill-over from domestic food
inflation to core inflation is moderate, lying around 60 %; (2) In the short-term, pass-
through is relatively high, estimated around 29 % after 6 months and around two-thirds
after a year, but the spill-over effect to core inflation is limited; (3) international food price
shocks explain only a small portion of domestic inflation shocks in both the short and long
terms; and (4) international price inflation has asymmetric effects on domestic prices.

Keywords Inflation « Food commodity prices * Pass-through « Egypt

4.1 Introduction

High inflation has been one of the key macroeconomic challenges facing Egypt
over the past few years. Indeed, following a decade of low one-digit level, CPI
inflation gathered momentum in the end of 2003 and once again in 2007 before
accelerating in 2008 to peak close to 24 % in August. Headline inflation is driven by
inflation in food prices that have the largest weight (around 40 %) in the average
household consumption basket. In fact, food price inflation has been much higher
than CPI inflation, remaining in the double-digit level since January 2008.

As spikes in international foods prices have often accompanied these domestic
increases, it has been claimed that the latter has been their main driving factor, especially
that the food consumption basket has a large imported component (e.g. Egypt is the largest
importer of wheat in the world (FAO 2011)). Naturally, more frequent rounds of interna-
tional food price increases could increase Egypt’s vulnerability to high domestic inflation.

The objective of this paper is to examine whether domestic inflation spikes in Egypt
during the period 2001-2011 were primarily the result of external food price shocks. In
addition, other fundamental questions addressed here are: (1) have surging domestic food
prices spilled over into core inflation or there are other factors at play? (2) is the response of
Egypt’s domestic inflation symmetric for positive and negative international price shocks?

While a vast literature has examined the determinants of inflation in Egypt (Kheir-
El-Din 2009; Kiguel and Okseniuk 2009), only a few studies focused on the role of
international prices, mostly in panel and multi-country studies (World Bank 2011;
Peeters and Albers 2013; Crowley 2010). Other work focused on estimating the long-
run relationship (El-Sakka and Ghali 2005). Only one study provided evidence on the
spill-over effect of domestic food shocks to other prices in Egypt (FAO 2009).

This paper contributes to the literature on international food price pass-through
effects using two complementary methodologies. The first is a two-step regression
(IMF 2008a, 2011) that produces long-run estimates of pass-through effects of interna-
tional price inflation to domestic price inflation and was never applied to the Egyptian
case; and the second is a traditional VAR approach that allows estimating the short-run
effects and examining the relative importance of different sources of inflation.

Our empirical evidence confirms that the widely held view that inflation is due in
the short-term to external shocks whereas the effect of the shock seems to dissipate in
the long-run. The empirical results can be summarized as follows: (1) In the long-run,
pass-through to domestic food inflation is low and lies between 13 % and 16 % and the
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spill-over from domestic food inflation to core inflation is moderate, (2) in the short-term,
pass-through is high and is estimated around 29 % after 6 months and around two-thirds
after a year, but the spill-over effect to core inflation is feeble, (3) international food
shocks explain only a small portion of domestic inflation shocks, and finally (4) inter-
national price inflation has asymmetric effects on domestic prices.

Apart from the introduction, the paper is structured as follows. Section 4.2 provides
a brief descriptive analysis of both domestic and international inflation measures
during the last decade. Section 4.3 presents a brief literature. Section 4.4 lays out the
empirical methodologies and presents the data. Section 4.5 reports and discusses the
key empirical findings. The final section concludes and discusses policy implications.

4.2 Inflation and Monetary Policy in Egypt

4.2.1 Inflation Measures: A First Look

Egypt’s CPI inflation averaged around 9.4 % between 2001 and 2011 spiking to double-
digit figures three times: in 2004, 2008 and 2010. Without these spikes, this figure falls
to 5 %. Inflation first accelerated in June 2003 from the low digit level (close to 3 %) to
11 % afterwards, reaching a peak of 24 % in August 2008, following the global
commodity price crisis (Fig. 4.1). This was more than double the inflation rate in the
MENA region in 2008 (11 %) and significantly higher than many other peer countries
with more-than-30 % weight of food in the CPI (Fig. 4.1). Inflation has subdued since
then, but it remains in the low-double-digit levels (between 11 % and 12 %).

Meanwhile, food price inflation -around 40 % of consumption expenditure and
the largest component in the CPI basket- has been the main driver of headline
inflation. It has accelerated from low single digit levels of around 4 % in the early
2000s to around 14 % on average between FY04 and FY11. In particular, it rose
from 6.9 % in December 2007 to a 31 % peak in August 2008 (Fig. 4.2). Between
January 2008 and July 2011, the accumulated inflation of food prices (84 %) was
significantly higher than that of the overall CPI (51 %). It is worth also to mention
that administered prices represent around 19.4 % of the CPI basket, and subsidized
food prices represent around 6 % of food consumption.

Moreover, in all recent spikes of CPI inflation since 2004, price increases in agicultural
commodities seem to have played a role in feeding these spikes (Kiguel and Okseniuk
2009). Also, hikes in domestic food price inflation have been generally preceded by
increases in international food inflation (Fig. 4.3). However, two aspects are worthwhile
to note: inflation of domestic food prices has been higher but less volatile than that of
international food prices (Table 4.1), and domestic food prices decouple from interna-
tional food prices when the latter decrease (Fig. 4.3). Domestic food prices did not see any
deflation since January 2008 and July 2011 cumulatively increased by around 84 %, as
mentioned earlier, whereas international food price inflation grew by only 18 %.

Moreover, core inflation has been lower than both headline and food inflation.
Core inflation- as measured by the Central Bank of Egypt (CBE) that excludes fruits
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Table 4.1 Inflation of domestic and international food prices, July 2001-July 2011 (percent)

Egypt International food inflation
Inflation  Food IMF food FAO food FAO cereals sub-
rate inflation inflation index index
Average (%) 9.4 13.8 9.0 10.5 16.3
Volatility (%) 5.1 8.1 15.4 18.7 335
Coefficient of
variation 0.55 0.59 1.72 1.79 2.05

Source: Authors’ calculations based on data from CAPMAS, IMF and FAO
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Fig. 4.4 Headline and core inflation measures (year-on-year, %) (Source: Authors calculations on
CBE and CAPMAS data)

and vegetables and regulated prices- was high, averaging close to 9 % between
2005 and 2011." It closely followed headline inflation during the period January
2005 and August 2009 but they decoupled since then (Fig. 4.4). However, the more
traditional measure of core inflation, which excludes all food and energy prices, has
been significantly lower, averaging only around 5 % during the overall period.
Moreover, it has been in the low single digits since July 2009, and has posted
negative growth rates in most of FY11. Thus, this core measure of inflation seems to
be more disconnected from headline inflation movements, suggesting that shocks
transmission from the food sector to other sector was minimal, except for the period
January 2005—April 2009 (where it averaged 7.5 %). This confirms the analysis by
Kiguel and Okseniuk (2009) who argued that not all inflation spikes have spill-over
effects. The 2004 inflation surge was not accompanied by inflation in other sectors,
but in 2008 domestic food price increases spilled over to other non-food
components; such as tourism, education, recreation, transport and clothing and
footwear. This is particularly worrying, because it means that food price shocks
influence headline inflation indirectly through agents’ inflation expectations, feed-
ing thus into the actual price of other non-food products.

! Data available only since January 2005.
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It is very possible that high inflation in recent years is the consequence of many
other factors. In fact, demand pressures may have resulted from strong domestic
demand (economic growth was between 6 % and 7 % over FY06-FYO08), stimulated
by large cuts in income tax rates (in July 2005) and other reforms. Large capital
inflows (around 8.5 % of GDP in FY07) — stimulated by ample regional liquidity
and negative real interest rates — have further resulted in a significant rise in M2
growth, which has fuelled high inflation (Fig. 4.5).

Moreover, Noureldin (2008) presents empirical evidence that relative price adjust-
ments (driven by the 2003 devaluation of the pound, the increases in the prices of
energy-related products and the outbreak of the avian flu virus) were important factors
in the dynamics of inflation. In particular, the role of the exchange rate in producing
lagged inflationary pressures has been examined in some work (Rabanal 2005). Also,
Kraay (2007) found that the exchange rate pass-through to food items between 2000 and
2005 was higher than that to other items. Finally, other structural factors like the
persistent budget deficit (Helmy 2008) and downward price rigidity (Hassan 2008)
have also contributed to sustaining the pressures.

4.2.2 Monetary Policy in Egypt

After the official abandon of the exchange rate anchor in early 2003, recent reforms were
introduced to enhance the monetary policy framework in Egypt. In particular, price
stability was formally declared (through the 2003 Banking Law and other CBE
statements) to be the overriding medium-term objective of monetary policy (CBE
2005). The CBE also announced in 2005 its intention to move to inflation targeting.
Yet, these improvements did not allow monetary policy to achieve price stability,
especially that the framework still lacks an official nominal anchor since the abandon-
ment of the exchange rate peg (Selim 2011).? Like many other central banks, the CBE

2 For more information on the monetary policy framework in Egypt, please see Selim (2011).
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relies on short-term interest rates as an instrument to influence liquidity and inflation.
However, monetary policy remained initially inactive in the face of inflation shocks and
policy tightening often occurred too late in the aftermath of shocks and was not sufficient
in the face of mounting inflation (Fig. 4.6). In many cases, the stance of monetary policy
was accommodating as real interest rates remained negative and were declining. More
generally, Al-Mashat and Billmeier (2008) find that the interest rate transmission
channel is weak.

4.3 Literature Review

Theory states that commodity prices are able to forecast changes in prices and may
thus be expected to correlate positively with intermediate and consumption prices.
This is because commodity prices are set in competitive flexible markets and thus
respond immediately to actual or expected changes in supply or demand, but because
consumer prices are set contractually by producers and retailers, they respond with a
lag to these pressures. Empirical work was carried out to verify this relationship in
the context of the 1970s’ oil price shocks (Blomberg and Harris 1995; Furlong and
Ingenito 1996). Moreover, imperfect competition and/or price stickiness
(Rotemberg and Woodford 1999) lead firms to only partially pass-on commodity
price increases (originating from supply shocks) to consumer prices, thus making
pass-through incomplete (Kalecki 1971).

The empirical work aiming to quantify the response of domestic prices to global
price shocks is voluminous and received renewed attention in the aftermath of the
2007-2008 commodity price shock (IMF 2011; Ferrucci et al. 2010; Zoli 2009;
IMF 2008a, b, c; Jongwanich and Park 2008; Liu and Tsang 2008). More generally,
the literature review shows four main findings:

First, international to domestic food pass-through is incomplete and has changed
over time. Incomplete pass-through is most likely due to the presence of significant
local production components (including retail and distribution components),
subsidies and domestic consumption patterns that are different from the composition
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of world commodity price indices (IMF 2011). Moreover, Blomberg and Harris
(1995) and Furlong and Ingenito (1996) show that a declining food commodity
pass-through in the United States since the mid-1980s was due to a weakened
demand for commodities, as the latter gradually shifted toward sectors with low
commodity content (such as IT and services). Evidence of a declining pass-through
in advanced economies was also provided by IMF (2008a) between the period
1975-1995 and 1995-2008. Hahn (2003) had shown that pass-through remained
stable over time in the euro area. No study has investigated this for Emerging
Markets Economies (EMEs).

Second, pass-through in EMEs is higher than in advanced economies (IMF 2008a, b,
2011; Ferrucci et al. 2010; Galesi and Lombardi 2009). IMF (2011) estimates a pass-
through of a 1 % international food price shock to domestic food prices at around
0.18 for advanced economies and 0.34 for EMEs. Estimates of the size and speed of
pass-through reveal a wide variation across EMEs and depended on the sample,
period of analysis and the international price measure used in the analysis. On the
one hand, Zoli (2009) finds that a 1 percentage point (ppt) shock in international
commodity prices leads to an average 0.2 ppt increase in domestic inflation in 18
European emerging economies and IMF (2008c¢) finds that a 30 % increase in world
food prices raised annual headline inflation by an average of 1 ppt in 10 Latin
American economies. Liu and Tsang (2008) provide evidence of a weak pass-
through in China and Jongwanich and Park (2008) show that pass-through did not
have a significant role in developing Asia. On MENA, World Bank (2011) provides
pass-through estimates, ranging between 20 % and 40 % (except for Tunisia and
Algeria where they is very low). The report also finds that the pass-through is
relatively fast, taking about 1 year to reach full impact, and in some cases much
less (3—6 months). Peeters an Albers (2013) find similar evidence for a number of
Southern Mediterranean economies. On the other, Loungani and Swagel (2001)
showed that both fuel and nonfuel commodity prices to have a significant but modest
impact on inflation in developing countries.

Third, there is evidence of a moderate spill-over effect from domestic food prices to
core prices, suggesting weak second-round effects of higher commodity prices
(IMF 2011; Galesi and Lombardi 2009; Cecchetti and Moessner 2008; IMF 2008a, b).
Moreover, such pass-through is also higher for EMEs than in advanced economies
(IMF 2008a, 2011). IMF (2008a) shows that one-half of the shock to domestic
food prices eventually makes its way through to core inflation in EMEs, whereas
in advanced economies, less than one-quarter passes through. This is due to
several factors specific to EMEs, including a higher share of food consumption,
and a poor track record in controlling inflation which means that international
price shocks contribute to raising inflation expectations, which are in turn
reflected into domestic prices.

Fourth, the price pass-through of external shocks is asymmetric. In an extensive
study of 282 products and product categories, including 120 agricultural and food
items, Peltzman (2000) shows that asymmetric price transmission is the rule rather
than the exception and is prevalent in the majority of producer and consumer
markets. Zoli (2009) finds that increases in food price inflation generates increase
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in headline inflation in emerging Europe, while falls in food price inflation do not
lead necessarily to falls in headline inflation. Similar evidence for a number of
MENA countries can be found in Peeters and Albers (2013) and World Bank
(2011).

Results of empirical work on Egypt are mixed. Previous studies find no evidence
that import prices affect inflation in the long-run (Bahmani-Oskooee and Malixi 1992;
Deme and Faissa 1995). More recent work provides evidence of a long-run pass-
through effect, regardless of the adopted methodology. Using cointegration
techniques, El-Sakka and Ghali (2005) find that a 10 % increase in international prices
push-up domestic inflation by 1.9 %, though changes in domestic consumer prices do
not seem to be highly sensitive to changes in import prices. They attribute this to the
heavy subsidy scheme. Using panel data for a sample of MENA and Central Asian
countries including Egypt, Crowley (2010) finds that doubling prices of nonfuel
commodity would induce increases of 4-6 points in inflation. Investigating short-
run dynamics using VAR analysis, multi-country studies like those of Peeters and
Albers (2013) and World Bank (201 1) find that Egypt is among the high pass-through
countries. In particular, World Bank (201 1) estimates pass-through to domestic food
prices by more than 44 %. Moreover, the shock reaches its full strength after a year.
Finally, FAO (2009) provides evidence of a spill-over from domestic food prices to
both CPI and core prices, estimated respectively at 59 % and 16 %.

4.4 The Models’ Set-Up and Data Properties

Pass-through empirical work is mainly carried out with two different methodologies:
bivariate models and VAR models. This section presents these two models then
addresses data issues.

4.4.1 Empirical Models

4.4.1.1 The Two-Step OLS Regression Model

According to this methodology adopted by IMF (2008a, 2011), the pass through
from international to domestic food price inflation is first estimated using a bivariate
regression of the following form®:

12 12
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i=1 i=0

Where 7 stands for the annualized month-over-month log difference in food
prices. The long-term pass-through effect from international to domestic price
inflation is then calculated as follows:

*Energy prices in Egypt are fixed and therefore left out of the empirical analysis.
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Secondly, the pass-through from domestic food price inflation to core inflation
(and non-food price inflation) is estimated using the following generalized Phillips
curve equation:
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Where 7z stands for the annualized month-over-month log difference in core
prices, y and y* denote the annualized month-over-month log difference in real and
potential GDP (growth gap), respectively, while what denotes the predicted values
of domestic food inflation obtained from the first-step bivariate regression.

The predicted values are used to ensure that domestic food prices in step 2 reflect
only the variation that is due to changes in international prices and lagged effects of
domestic food price changes, rather than movements in other factors (like labour,
transportation, retailing cost, etc.) that may have common origins with overall
inflation (IMF 2008a). Coefficients obtained in this step allow the calculation of
the food price pass through as follows:

price pass — through =

12
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Finally, one can examine the presence of asymmetric effects by including a
dummy variable for periods when international food price changes are decreasing.
The dummy variables equal to 1 when there is a decrease in international food prices,
zero otherwise. The dummy is then entered in a multiplicative form with the variable
representing international price inflation. If the summation of the coefficient of
international food price inflation and the differential slope coefficient is positive,
one can conclude that asymmetric effects of world food prices on CPI are likely to be
present.

4.4.1.2 The VAR Baseline Model

Most papers use VAR models (World Bank 2011; Galesi and Lombardi 2009;
Zoli 2009; IMF 2008b, c; Jongwanich and Park 2008; Hahn 2003). VAR models are
able to capture the interaction of domestic prices with different domestic factors and
external shocks (commodity prices, exchange rate, etc.). In particular, they can capture
both the direct effects of higher costs of commodity prices and the indirect effects
coming from the fact that these commodities are inputs in the production of other goods.
Moreover, VAR models have three main advantages over bivariate models. First, they
solve the endogeneity problem inherent in the single-equation based methods. Second,
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they take into account the influence of other macroeconomic variables (supply and
demand shocks). Third, in addition to estimating pass-through effect, they assess its
dynamics over time.

Two different VAR models are estimated at monthly frequency for Egypt.*
The first includes the following variables: world food price inflation, output gap,
as a measure of economic activity, headline inflation, the change in M2d, and
changes in the real exchange rate. This model will estimate the pass-through from
world food price inflation to headline inflation. In the second model, headline
inflation is replaced by domestic food inflation, and core inflation, providing thus
further insights on the transmission of international commodity price shocks to
domestic food inflation, as well as the spill-over of the latter to core inflation.

The shocks are identified using the Cholesky decomposition of the variance-
covariance matrix of the reduced form residuals. The use of a recursive identification
scheme implies that the identified shocks contemporaneously affect their corresponding
variables and those variables that are ordered at a later stage, but have no impact on
those that are ordered before. Hence, the most exogenous variable, international food
prices, comes first. Food price shocks may thus affect all other variables in the system
contemporaneously but they are not themselves affected contemporaneously by any of
the other shocks. Estimates of the pass-through coefficients are derived from cumula-
tive impulse response function to assess the impact over time of temporary external and
domestic shocks on relevant price measures. Variance decomposition analysis is used
to determine the relative importance of these shocks for fluctuations in the different
price measures.

4.4.2 Data

The models are estimated for the period 2000 and 2011 M7. All variables are
included as the annualized log differences, except for the output gap in the VAR
and the growth gap in the two-step regression. While all variables, except for the
exchange rate, were seasonally adjusted before getting their log differences in the
VAR, dummy variables are used in the two-step regression to find out the seasonal
effects of various months. Annex 1 provides details on data description and sources.

In order to assess the stationarity of the variables, unit root tests were performed
using the Augmented Dicky-Fuller (ADF). The tests, summarized in Annex 2, show
that all the variables are stationary (i.e. 1(0)).

*Energy prices in Egypt are fixed and therefore are left out of the empirical analysis.
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4.5 Results

In this section, the empirical results are presented and discussed. The long-term pass-
through coefficients are estimated from the two-step regression model, and the short-
run dynamics are obtained from the VAR models. In general, the results show that
pass-through is incomplete both in the long and short runs, which is in line with
theory. However, the results on the size of the pass-through diverge between the long
and short-term. In fact, the short-term impact of external food shocks is higher than
in the long-run, suggesting that the effect of the shock tend to dissipate over time.

4.5.1 Long-Term Pass-Through Coefficients

The two-step regression model shows that pass-through to domestic food inflation is
low and lies between 13 % and 16 % (depending on the international price measure
used) and the spill-over from domestic food inflation to core inflation is moderate,
estimated at around 0.6 %.

The first-step equation was estimated following the methodology shown in the
previous section. Three measures of international food prices were used (IMF food
index, FAO food index and FAO cereals sub-index). Only statistically significant
coefficients of the different lags, regardless of their signs, were used to compute the full
long-term pass-through from international price inflation to domestic food inflation.”
The results using the IMF food price index are not reported because it yielded negative
pass through estimates. In general, the results from this step, reported in Table 4.2,
show that the pass through to domestic food inflation is low. A 1 % increase in the
international price inflation leads to a 0.16 % increase in the domestic food price
inflation when the FAO food index is used as a measure of international food prices,
and to a 0.13 % when the FAO cereals sub-index is instead used. Also, the first-step
equation shows that international food price inflation explains around one quarter of
the changes in domestic food price inflation, meaning that changes of domestic food
prices are attributed to factors other than the international food price inflation.

These results are in line with the 0.16 weighted average pass-through of the IMF
(2008a) country-by-country estimate, and the 0.19 % estimate of El-Sakka and Ghali
(2005). Yet, these results may seem much lower than the 0.34 median long-term pass-
through of international food price shock in EMEs, (IMF 2011). This may be due to
expressing international prices in local currency in IMF (201 1), blending thus together
changes in the exchange rate and changes in international food prices. Yet, our results
remain unexpected given the large size of the food basket in Egypt’s CPL

The estimation of the second-step equation showed that the long-term the spill-over
from domestic food prices to other domestic prices is sensitive to the variables used
both in step 1, the international price index being (either the FAO food index or the
FAO cereals sub-index), and step 2, the domestic price index (core vs. non-food

5 All selected coefficients are significant at least at 95 % confidence level.
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Table 4.2 Regression results for step 1 pass through from international to domestic food price
inflation

Full long-term pass-through R-squared adjusted
Using FAO food index 0.16 0.25
Using FAO cereals sub-index 0.13 0.28

Table 4.3 Regression results for step 2: spill-over of domestic food price inflation to other
domestic prices inflation and root mean square error of the forecasted domestic price inflation®

Using Using output
output gap growth gap
Core Using FAO food index
Coefficient 0.48 0.59
R2 adjusted 0.72 0.59
RMSE 46.40 31.45
Using FAO Cereals sub-index
Coefficient 0.88 1.04
R2 adjusted 0.62 0.66
RMSE 40.27 25.73
Non-food Using FAO food index
Coefficient 0.65 0.15
R2 adjusted 0.72 0.69
RMSE 37.44 33.61
Using FAO cereals sub-index
Coefficient 0.85 0.59
R2 adjusted 0.76 0.74
RMSE 32.05 24.71

#All figures are calculated from coefficients estimated at 5 % significance level at least, and RMSE
is calculated for the period 2010 M7-2011 M6

inflation) and the economic activity proxy variable (output gap vs. output growth gap).
In fact, the eight equations that were estimated showed that the long-term spill-over
effects ranged between 0.15 (from domestic food prices impacted by FAO cereals
price changes to core inflation) and 1 (complete spill-over of the shock to domestic
food price inflation to non-food price inflation when the FAO food index is used)
(Table 4.3).

To solve the inconclusiveness of the results of the spill-over estimates, the authors
resorted to an out-of-sample forecasting method to compare the forecasting power of
various models. As shown in Table 4.3, ceteris paribus, having a lower RMSE, the
growth gap variable produces more accurate forecasts than the output gap; and the
FAO Cereals sub-index produces more accurate forecasts than FAO food index.
Consequently, based on the RMSE criterion, the most accurate relation would be that
of the non-food price inflation regressed, among other things, on the predicted values
of domestic food prices estimated from the bivariate regression of domestic food and
FAO cereals sub index, and the growth gap variable. This relation indicates thata 1 %
increase in the domestic food price inflation is estimated to increase non-food
inflation by almost 0.6 %, and that changes in domestic food price inflation explain
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Table 4.4 Coefficients of international price inflation in step 1 of the two-step regression

FAO food index FAO cereals sub-index
Slope of inflation increases 0,54 0,23
Differential slope -0,35 —0,41
Slope of inflation decreases 0,18 —0,18

Note: All coefficients are significant at the 95 % level

almost 75 % of changes in non-food inflation. Moreover, for the same specification,
the spill-over to core inflation is also close to 0.6 %.

Finally, there is evidence that international prices have asymmetric effect on
domestic prices (Table 4.4). Following the approach described in Sect. 4.4, domestic
food price inflation is found to increase by only 5.4 % when inflation of FAO food
index increases by 10 % and by 1.8 % when inflation of FAO food index increases by
the same magnitude. Using the FAO cereals sub index inflation, the asymmetric
effect is less pronounced: an increase of 10 % in international food prices would
cause a 2.3 % increase of domestic food prices, while a decrease of the same
magnitude would cause a decline of 1.8 %.

4.5.2 Short-Run Dynamics

In this section, results of the VAR analysis are reported. The number of lags in the
VAR is determined through the standard information criteria (see Appendix 3).
The results were not sensitive to the ordering of the variables. In general, the results
show that pass-through to headline inflation is feeble but it is high to food price
inflation (estimated around 29 % after 6 months and around two-thirds after a year).
The spill-over effect to core inflation is almost negligible.

4.5.2.1 Impulse Response Functions

Table 4.4 report the pass-through coefficients for horizons j = 1, 3, 6, 12, 18 and
24 months. Impulse responses suggest that movements in world food prices have a
feeble impact on domestic CPI inflation. A 1-standard deviation initial shock
(estimated at around 31.15 percentage points (ppts)) in world food prices leads to an
estimated cumulative increase in CPI by 4.5 ppts after 6 months. Another measure of
the size of the pass-through in month j is to look at the ratio of accumulated responses
of domestic inflation to one standard deviation shock to the international food price
inflation j horizons after the shock. This way of measurement, usually used in the
exchange rate pass-through literature, would suggest that the pass-through to CPI is
weak, with only around 9 % of the external shock passing through to CPI inflation
after 6 months and around 10 % after 8 months.

Shocks from international food price inflation to domestic food inflation have a
stronger effect. A hike in world food inflation by 27.5 ppts is estimated to raise
domestic food inflation by 10.7 ppts after 6 months (Table 4.5). In the same way of
measurement as above, pass-through to food prices is high: more than a quarter of
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Table 4.5 Response of domestic inflation to international food price inflation shocks

Model 1 (headline inflation) Model 2 (food inflation)
Horizon  Percentage points  Alternative measure  Percentage points  Alternative measure
1 1.3 4.0 33 12.0
3 2.7 5.5 79 17.9
6 4.1 9.3 10.7 28.6
12 3.4 9.8 10.5 66.4
18 2.8 8.4 10.3 78.7
24 2.9 8.3 10.8 69.2

Source: Author’s estimates based on IRF derived from VAR

Table 4.6 Response of core
inflation to domestic food

Core inflation

price inflation shocks Horizon Percentage points Alternative measure
1 -3.8 —25.3
3 -2.0 -89
6 0.7 2.8
12 1.8 7.4
18 —0.5 -2.1
24 —1.6 —6.8

the external shock (29 %) passes-through to food inflation after 6 months and
around two-thirds after a year. This is in line with Kraay (2007) who found that
pass-through to food items is higher than other items. While our results are not
strictly comparable with others (World Bank 2011), they confirm that pass-through
to domestic food prices is high in Egypt.

It is also useful to examine the impact of domestic food inflation on core inflation
to assess whether there are second round effects of initial shocks which could be
long lasting. Indeed, the analysis of the VAR impulse response suggests that core
inflation does not respond significantly to shocks to domestic food inflation
(Table 4.6). Impulse responses of core prices indicate that the initial impact of a
1-standard deviation (initial) shock (estimated at 14.8 ppts) in domestic food prices
is mostly negative, suggesting the absence of a significant spill-over effect.

Robustness Checks

The basic results were slightly altered when the estimations were conducted using
alternative measures of international supply shocks (The FAO food index). Tables 4.7
and 4.8 reports these results and confirms that pass-through to CPI is low, estimated at
8 % after 6 months. However, shocks from international food price inflation still have a
stronger effect on domestic food inflation than on CPI inflation. However, this effect is
slightly weaker than when the IMF food index is used. In fact, pass-through to food
prices is estimated at 22 % after 6 months. More importantly, it subsides over time.
Also, the spill-over to core inflation from domestic food price inflation is still weak but
stronger than when the IMF food index is used.
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Table 4.7 Response of domestic inflation to international food price inflation shocks (using the
FAO food index)

Model 1 (headline inflation) Model 2 (food inflation)
Horizon  Percentage points  Alternative measure  Percentage points  Alternative measure
1 1.3 4.9 0.0 0.0
3 2.8 6.0 9.3 20.6
6 5.0 8.2 12.6 22.0
12 6.3 9.5 9.7 16.1
18 6.4 9.7 8.6 14.5
24 6.3 9.7 8.6 14.5

Table 4.8 Response of core inflation to domestic food price inflation shocks (using the FAO food
index)

Core inflation

Horizon Percentage points Alternative measure
1 -2.9 —18.2
3 0.8 3.6
6 2.1 9.0
12 2.5 10.6
18 2.4 10.2
24 2.4 10.2

4.5.2.2 Sources of Inflation: Variance Decomposition Analysis

Although IRFs provide information on the impact of the fluctuations of world food
prices on the CPI, they do not indicate the importance of these shocks in CPI
fluctuations. By contrast, variance decomposition indicates the contribution of the
different shocks for the variance of the k-step ahead forecast errors of the variables.

Figure 4.7a, b summarize the results on the variance decomposition of both
domestic food inflation and core inflation respectively. Variance decomposition of
domestic food price inflation indicates that it is explained by inertia or its own
innovation (65 %). International food price inflation accounts for 10 % of the
variance of domestic food inflation. As for core inflation, again innovations in the
variable explain a bit more than half of its variance, but together domestic and
international food inflation account for 25 % of its variability.

To sum up, the results of the two methods diverge but they are not strictly
comparable. They both show that pass-through of external shocks to headline
inflation is low. However, the VAR shows that the short-term impact of such shocks
to food price inflation, confirming that Egypt is among the high pass-through
economies. The two-step model provides a lower pass-through estimate in the
long-run, which could be interpreted as a dissipation of the effect of the shock over
time. Finally, the VAR model shows that the spill-over from domestic food inflation
to core is feeble, which is in line with the descriptive analysis above and also close to
the results of FAO (2009).
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Fig. 4.7 Variance decomposition of (a) domestic food price inflation (b) core inflation

4.6 Conclusion and Policy Inferences

This paper estimates pass-through coefficients of external food shocks to domestic
price inflation in Egypt using monthly data from 2000 to 2011. The paper relies on
two alternative methodologies to do so. The first is a two step model that provides
the long-run pass-through effects and is able to identify the change in domestic
inflation that is due only to changes in international prices rather than movements in
other factors. The second is a traditional VAR model that assesses the short-run
dynamics of external food shocks to domestic food prices and those of the latter to
other domestic prices. Our results can be summarized as follows:

First, the long-term pass-through to domestic food price inflation is low and is
estimated between 13 % and 16 %, while the long-run spill over effect of domestic
price shocks to non-food inflation is more significant- estimated at 60 %. Also,
while changes in international food prices explain only one quarter of the variations
in domestic food prices, changes in the latter explain almost three quarters of the
variations in domestic non-food prices.

Second, the short-term pass-through to CPI is weak, with only around 9 % of the
external shock passing through to CPI inflation after 6 months, while the short-term
pass-through to food prices is higher with more than a quarter of the external shock
(29 %) passing through to food inflation after 6 months and around two-thirds after
a year. Also, the spill-over from domestic food price inflation to core inflation, is
limited. Moreover, international food shocks explain only a small portion of
domestic inflation shocks.

Finally, there is evidence of an asymmetric effect suggesting that domestic prices
are vulnerable to increases in international food prices but seem to be somewhat
insulated from their decreases (downward rigid).

This paper has shown that external food shocks affect domestic food price inflation
in the short-term. Yet, domestic increases, especially since 2008, had taken place when
other traditional and structural sources of inflation were already at play as concluded
by Kiguel and Okseniuk (2009). In other words, such increases decisively and pre-
emptively defused the risk of deeply entrenched long-term inflation. Meanwhile,
market rigidities, weak market institutions and lack of competition and ineffective
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consumer protection maybe responsible for downward price rigidity and/or ampli-
fying the imported inflation increases as producers are able to drive their mark-ups and
adopt ad hoc pricing strategies. These areas are left for future research.

To conclude, global food shocks are exogenous and therefore are largely beyond
policymakers’ control. Yet, this does not mean that the monetary authorities do not
have a role in reducing pass-through. In fact, appropriately tight and forward-looking
monetary policy could pre-emptively act to curb such pressures. This would surely
require that the CBE possess the inflation forecasting and modelling capabilities
and the data needed in order to assess inflation prospects. According to Al-Mashat
and Billmeier (2008), the CBE has already developed models to forecast inflation and
carried out both ‘near-term’ (a quarter ahead) and longer-term forecasts but these
forecasts have not yet been published. However, as inflation is also the result of long-
term factors, a more prudent fiscal policy together with agriculture and food security
policies that ensure increased food supply and improved productive and allocative
efficiency in Egypt’s markets would significantly reduce inflationary pressures.

Annex 1: Data Description and Sources

International food price indices: three indices are used from the IMF, FAO food,
and FAO cereals.

Domestic Prices: The time series of Egypt’s CPI and domestic food prices are
constructed by the authors for a unified base year (1999/2000 = 100) using official
data from the Central Agency for Public Mobilization and Statistics (CAPMAS)
that are available for different base years.® Domestic non-food prices time series
are constructed by the authors by excluding the food component (the weight of
which is 42.6 %) from the CPL. The index of core prices (1999/2000 = 100) is
constructed by the authors from CPI data by excluding food and energy
components from the CPI (the weight of which are respectively 42.6 % and
3.1 %). The Central Bank of Egypt (CBE) core inflation measure (which excludes
only fruits and vegetables and regulated prices) is only available since 2005 only.
Also, the non availability of this level of disaggregated price data did not allow the
authors to extend the CBE core inflation time series. Non-food and core prices
were measured using the following formulas:

non — food = w, where wy is the weight of food in the CPI basket.
—

[CPlf (foodCPI*Wf ) —(energyCPIxw, )]
( I—wp—w, )

core = , where w, is the weight of energy in the

CPI basket.

SThe weights for fixed to reflect the composition of the basket in 1999/2000.
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Economic Activity: In the absence of monthly data on Egypt’s GDP the authors
proxied output by an index constructed by the means of principal components
analysis using seven seasonally adjusted real activity variables: real exports of
goods, cement production, steel production, oil production, industrial consumption
of electricity, Suez Canal tonnage, and the number of tourists. Variables are turned
into indices. As the obtained series had in some cases negative values, a positive
integer of ‘5’ was added to all the variable’s observations. The output gap (ygap) is
constructed by applying the Hodrick-Prescott (HP) filter under the assumption that
output fluctuates around its potential level.” The HP filter decomposes output into
permanent and transitory components generating a smoothed trend of output. These
generated series are the estimated potential output. The ygap is calculated as the
difference between actual and potential output as a percentage to potential output.
Exchange rate and monetary policy: The nominal exchange rate (LE/US$), an
important cost factor and affects prices, is obtained from the International
Financial Statistics (IFS). To calculate the real exchange rate, the authors used

the formula: ¢ = e % (f;,’—l’), where (g) is the real exchange rate, (e) is the nominal
g

exchange rate, (ppi,,) is the foreign price level, proxied by the US producer price
index for all commodities, and (cpi,, ) is the domestic price level, proxied by the
CPI in Egypt. Data on the US PPI is from the US Bureau of Labor Statistics.

The M2 in LE millions (excluding foreign currency deposits), a measure of
money to allow for the effects of monetary policy and also for the relationship
between money and domestic prices, is obtained from the Central Bank of Egypt.”

Annex 2: Unit Root Tests

McKinnon critical values for rejection of
hypothesis of a unit root

Variable ADF statistic Order of integration 1 % 5% 10 %
Annualized log differences (except for ygap)

CPI —7.64 1(0) —3.48 —2.88 —2.58
Food CPI —8.09 1(0) —3.48 —2.88 —2.58
Core —10.9 1(0) —3.48 —2.88 —2.58
IMF —7.52 1(0) —3.48 —2.88 —2.58
FAO —5.88 1(0) —3.48 —2.88 —2.58
FAO cereals —5.88 1(0) —3.48 —2.88 —2.58
M2d —8.25 1(0) —3.48 —2.88 —2.58
Real er -9.31 1(0) —3.48 —2.88 —2.58
ygap —6.36 1(0) —3.48 —2.88 —2.58

7 Other methods, such as Kalman filter and exponential smoothing, which were also attempted,
yield almost identical results. Yet, the Hodrick-Prescott Filter proved to perform best in terms of
both explanatory power, and diagnostic tests.

8Monthly Statistical Bulletin, various issues.
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Table 4.1 reports the ADF unit root test results for a lag of 12 months (based on
the Schwartz information criterion (SIC)). The tests included a constant. As shown
in the table, all variables in the log-difference form are stationary (i.e. 1(0)).

Annex 3: Lag Length

To determine the lag length, a lag order selection test was conducted. The compu-
tation of the lag order for a maximum lag of 12 months produced a discrepancy
among the different criteria. Based on the on the likelihood ratio (LR) criterion, the
VAR is estimated with four lags to allow for enough endogenous transmission of
the shocks in the system.

VAR lag order selection criteria

Endogenous variables: FOODINFW?2 YGAP CPIINF2 M2DVAR RERCHANGE
Exogenous variables: C

Date: 11/28/11 Time: 10:46

Sample: 2000 M0O7 2011 M0O7

Included observations: 120

Lag LogL LR FPE AIC SC HQ

0 347.82 NA 2.27e-09 =5.71 —5.60 —5.67
1 412.73 123.34 1.17e-09* —6.38" —5.68" —6.10%
2 431.55 34.18 1.30e-09 —6.28 —5.00 —5.76
3 449.99 31.97 1.46e-09 —6.17 —4.30 —5.41
4 473.09 38.12% 1.52e-09 —6.13 —3.70 =5.1
5 492.60 30.56 1.69e-09 —6.04 —3.02 —4.82
6 512.98 30.23 1.87e-09 -5.97 —2.37 —4.50
7 538.79 36.13 1.91e-09 —5.98 —1.80 —4.28
8 554.68 20.92 2.34e-09 —5.83 —1.07 —3.89
9 575.36 25.50 2.68e-09 —5.76 -0.41 -3.59
10 596.50 2431 3.10e-09 —5.69 0.23 —3.29
11 625.49 30.93 3.21e-09 —5.76 0.75 —3.12
12 646.45 20.61 3.91e-09 —5.69 1.39 —2.81

LR sequential modified LR test statistic (each test at 5 % level)
FPE final prediction error

AIC akaike information criterion

SC schwarz information criterion

HQ hannan-Quinn information criterion

“indicates lag order selected by the criterion
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VAR lag order selection criteria

Endogenous variables: FOODINFW2 YGAP FOODINF2 COREINF M2DVAR RERCHANGE
Exogenous variables: C

Date: 11/28/11 Time: 10:57

Sample: 2000 MO7 2011 MO7

Included observations: 120

Lag LogL LR FPE AIC SC HQ

0 356.44 NA 1.17e-10 —5.84 —5.70" —5.78
1 435.15 148.24 5.75e-11* —6.55" —5.58 —6.15°
2 468.15 58.86 6.07e-11 —6.50 —4.69 =5.77
3 491.06 38.55 7.64e-11 —6.28 —3.64 —5.21
4 529.89 61.49 7.44e-11 —6.33 —2.85 —4.92
5 554.95 37.17 9.24e-11 —6.15 —1.83 —4.39
6 589.80 48.21 9.93e-11 —6.13 —0.97 —4.04
7 647.37 73.88" 7.47e-11 —6.49 —0.50 —4.06
8 677.52 35.68 9.14e-11 —6.39 0.44 —3.62
9 702.43 26.98 1.26e-10 —6.21 1.46 —3.09
10 740.30 37.24 1.47e-10 —6.24 2.26 -2.79
11 791.01 44.80 1.46e-10 —6.48 2.85 —2.69
12 830.89 31.24 1.87e-10 —6.55 3.63 —2.42

LR sequential modified LR test statistic (each test at 5 % level)
FPE final prediction error

AIC akaike information criterion

SC schwarz information criterion

HQ hannan-quinn information criterion

“indicates lag order selected by the criterion
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Abstract Difficulties in interpreting and applying provisions of tax laws constitute
serious problems in cross-border situations where taxpayers face issues related to
the compliance with foreign tax systems. These difficulties are additionally
enhanced across the countries of the Middle East and North Africa where the
flow of information between tax administrations and taxpayers is not transparent
or even present at the regional level and between these countries and the European
Union. This chapter reviews academic and policy literature and considers the
introduction of binding tax-rulings systems by regional or global international tax
institutions. It further studies the functioning of the tax-rulings systems in the EU
and recommends the adoption of such systems in countries attempting to coordinate
with the EU whether these countries are part of the Middle Eastern and North
African region or represent other European countries such as Croatia. We recom-
mend this harmonization among various groups by making the European Union’s
system of rules as part of national tax systems to achieve tax coordination. Advance
rulings systems should be recognized as desirable instruments for achieving
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necessary changes in tax systems in many countries. Implementing advance-rulings
systems is condition sine qua non at the national but also at the regional levels for
tax harmonization measures.

Keywords Advance tax-ruling systems ¢ Advance pricing agreements o
Coordinating taxation » Harmonisation

5.1 Introduction

The need for a professional flow of information between tax administrations and
taxpayers is one prerequisite for achieving legal certainty and realization the
principle of rule of law. Difficulties related to the application and interpretations
of tax law provisions are present not only at the national level of taxation. They are
more serious and bigger in cross-border situations where taxpayers encounter the
difficulties related to the compliance with more foreign tax systems. Also, these
difficulties are enhanced within the European Union (EU) (Brokelind 2007). It is
possible to recognize this problem as a general problem at the global level. One of
the possible solutions might be seen in introduction binding tax-ruling system that
might be envisaged by the international tax institution. Such thoughts are presented
in great number of articles (Sawyer 2004).

New tax challenges created through technological, economic, political and other
developments as electronic commerce and Internet need new approaches in a field
of taxation. Such a new approach is found in binding rulings systems and similar
advance pricing agreements systems.

5.2 Advance Binding Rulings Systems

A binding ruling can be defined as a statement of the revenue authority’s interpre-
tation and application of tax laws to an arrangement, which is binding on the
revenue authority in terms of the future application of the tax laws, though in
some legislations not binding on the applicant (Simon 1999).

An increasing number of countries have introduced or formalized their rulings
systems. As emphasized by Romano (2002), among others, the United States has
one of the most developed tax-rulings systems in the world with a wide variety of
legal instruments of guidance to taxpayers. There are several reasons for having
established these developed binding rulings systems. The ruling system in the
United States has its origin in managing the complexity and technicalities of the
very extensive tax legislation with the goal to become a commonly used feature by
taxpayers in the fulfillment of their tax obligations. Another similarly well-
structured and developed ruling system is found in the Netherlands. The basic
reason for the introduction of these advance rulings is the Dutch connection with
international commerce. The developing ruling system provides the Dutch
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authorities with instruments to give certainty to domestic taxpayers that many
foreign taxpayers invest in the Netherlands. According to Romano, the advance
rulings became an instrument to attract foreign businesses in the case of the
Netherlands. Reasons for the introduction of advance rulings are also related to
the increased need for the simplification of the tax systems. Binding rules are
sometimes seen as a vehicle for establishing (new) forms to achieve an active
participation of taxpayers. The first forms of rulings introduced in Italy were limited
to anti avoidance legislation.

France developed a so-called protective tax-ruling system that is understood
primarily as a new vision of legal norms and a need for evolutionary relationship
between tax taxpayers and tax authorities. Such rulings present norms aimed at
improving relations between tax authorities and taxpayers with a key goal in legal
certainty. The rulings systems are emphasized to be standards that are recognized
particularly in international law. Romano also interprets rulings systems as
beginnings of a “culture of negotiation”, that is being developed in France through
the system of rescrit and in the world in the past few years. It is one of the
components of the “new fiscal management” (Bouvier 2010).

The reason for differences in advance rulings regimes is frequently a conse-
quence of historical practice and a result of the freedom of choice or national
sovereignties to have its tax system (Sawyer 2004). Many serious differences in
binding rulings systems create uncertainty especially in undertaking business
activities.

From the analysis undertaken by the Sawyer (2004) follows that changes in some
existing rulings systems with a goal to achieve comprehensive, expanded and
efficient rulings systems is not difficult in practice. Parallel efforts should be done
in a development of consistent application of binding rulings across national
jurisdictions (Sawyer 2001).

5.2.1 Possible Regional and Global Harmonization
(Centralization) of Advance Tax-Rulings Systems

The different sets of rules governing the various advance tax-rulings systems in
each EU Member State along with the absence of rules, might constitute an obstacle
to the development of cross border investment in the EU. The harmonization of
domestic advance tax-rulings procedures and the institution of a notification proce-
dure to a central EU body represent a step forward in the achievements of the
institutional and political objectives of the EU (Sawyer 2004).

It is necessary to distinguish advance tax-rulings from other forms of guidance
provided by the tax administration to taxpayers in order to help them fulfill their tax
obligations. Although we have as many different rulings systems as tax systems
today, basic appearance elements are at hand, such as the binding nature, formality
and costs.
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Some scholars recognize the centralization of certain functions of the national
rulings authorities at the European level with respect to advance tax-rulings relevance
to community tax law as positive and an expected step (Romano 2002, p. 485 onwards).
They also suggest that such a central body could function as a supervisory body on the
tax-ruling policy, a collector of certain types of rulings requests and as a distribution
centre of these requests amongst the competent offices. This study proposes to consider
a two-tier rulings procedure. This will be especially useful and effective for certain
community tax law issues of general interest for European investors. A national
authority would in this case be the body of first instance and a central European
authority would be the second instance body.'

5.2.2 The Reasons for Harmonizing Tax-Rulings Systems

There is no doubt about necessity of implementing advanced tax-ruling system
within national tax system and national jurisdiction. In an almost similar vein, this
holds for harmonized advance tax-ruling system. The higher legal certainty is
pointed out in many academic research papers as a fundamental reason for
harmonization. This is our first reason for harmonizing tax-rulings systems.

The second reason, as previously mentioned, is the improved dialogue between
taxpayers and their tax administration. The quality of this dialogue is one of the
elements of an effective revenue system. This is also recognized as an element that
might influence the behavior of taxpayers, their tax evasion and other types of
“taxation resistance” behavior of taxpayers.

Thirdly, the improving consistency in the application of tax law is also one of the
fundamental reasons for attempts to harmonize tax-rulings systems. This reason is
similar to reducing tax disputes and litigations. It is expected to lead to a decrease of
judicial courts’ burdens and associated costs (Duta 2009, pp. 247-249).

From a legal point of view, Romano (page 499) points at several similar
advantages of a harmonization of advance tax-rulings systems in the EU Member
States: obtaining a higher degree of certainty in the interpretation and application of
tax law provisions, the greater consistency and uniformity in the application and
interpretation of the law, enhancing the transparency of the decision-making pro-
cess of the tax authorities in such a way as to improve the perception of the fairness
of the tax obligations by taxpayers and thus tax compliance, fostering compliance
with tax law and administrative practice, improving the functioning of the self-
assessment and self-reporting systems and reducing tax litigation.

! Loc.cit.
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5.3 Similarities with Advance Pricing Agreements

An Advance Pricing Agreement (APA) is an agreement or formal arrangement
between taxpayer and his tax administration in which the taxpayer receives
approval from the tax authorities in respect of the taxpayer’s proposed methodology
for some or all of the transfer prices between related companies, for a specified time
period. This period is usually a certain number of years, agreed within the same
agreement. The issue of transfer pricing in relation between taxpayers and tax
authorities was for a long time not governed by specific tax rules. However,
a growing number of states in accordance with suggestions by the OECD in their
tax systems incorporate provisions on these agreements. This turns out to be the
case with Italian, Spanish, Dutch and English tax rules, which were in 2010
enriched with similar legislations. Croatia and Slovenia for example still do not
have in tax law legislation the provisions on transfer pricing agreements. Since the
demands of taxpayers in this direction are growing changes in that direction are
expected in Croatian and mentioned Slovenian tax legislation.

Procedural rules in the UK implicate that a taxpayer proposes a methodology for
transfer pricing and supply documentation that confirms that the result of such
treatment is equity and neutrality of transactions where the previous agreement
applies. If the tax authorities accept the proposed methodology by the taxpayer, and
after checking all the “accompanying” documents and materials, the parties come
to an agreement. The tax authority where the taxpayer requested the conclusion of
advance transfer pricing agreement can embrace in this agreement foreign tax
authorities to avoid double taxation. In this sense, the previous agreements on
transfer pricing can be one-sided, when the agreement is concluded with the tax
authority of one State, or bilateral and multilateral advance transfer-pricing agree-
ment when the side of the tax authorities involves two or more states.

Procedural tax rules in the UK give taxpayers a choice before applying for an
advance transfer pricing agreement to opt for some kind of discussion or meeting
“pre-filing conference”. It should help taxpayers in assessing whether an agreement
is an appropriate vehicle for resolving his tax issues. The same pre-filing stage as
part of APA procedures is known in the US (Boidman 1992).

In Italy tax authorities in 2010 published first report on the successful adoption
of advance transfer pricing agreements practices. These practices refer to the period
of the first 5 years after the entry into force of the rules on APAs.

It is a special procedure in which domestic companies engaged in international,
cross-border activities or foreign entrepreneurs who are engaged in investment and
business activities in Italy, agree with the Italian tax authorities on tax treatment of
some important tax facts in relation to their cross-border activities — for example,
the amount of income that can be attributed to the Italian permanent establishment,
transfer pricing for the exchange of goods or services between related companies,
the Italian withholding tax on cross-border interest payments, dividends and fees
for use of copyright and related rights. These report states that during a specified
S-year period, 52 requests were submitted and 19 agreements concluded. The
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average time needed for the procedure, according to this report, is 20 months (Zunic
Kovacevic 2010a).

The above mentioned bilateral and multilateral advance pricing agreements,
where two or more countries are involved, are more efficient in providing legal
certainty. The same is with advance binding rulings (Vgele and Brem 2002). In the
cases of a bilateral or multilateral advance pricing agreement there is always a
second agreement that is concluded between the competent authorities of countries
that are affected by the covered transaction, based on the mutual agreement
provision of tax treaties.

The literature exposes key similarities and differences between APAs and
advance/binding rulings (Romano 2002, p. 486). It is important to distinguish
APAs from advance tax-rulings for many aspects. APAs may be unilateral, bilateral
or multilateral while advance tax-rulings are unilateral and they generally do not
cover foreign jurisdictions. Advance rulings and APAs differ in their legal nature
since APAs are regarded as agreements whereas advance rulings are considered as
one-sided statements of the tax administrations. APA may not be implemented
without the approval of the taxpayer, whereas advance rulings are valid without
considering the consent of the taxpayer as applicant. The participation of the
taxpayer in an advance rulings procedure is limited only to the initial level of the
process. As a consequence of different legal natures, APAs should be differed from
advance rulings on the basis of their effect since APAs are binding for the tax
authorities (sometimes and for taxpayers), whereas advance rulings may have
binding effects on tax authorities and almost never for taxpayers. APAs deal with
factual matters more than it deals with the interpretation and application of the law.

The differences between binding rulings and APAs exist but the degree of
similarities justify their joint consideration for inclusion within the scope of a future
global tax institution that might be a World Tax Organization (Sawyer 2004).

5.4 Croatian Legislative Framework and Advance
Ruling System

The principle of good faith and fair dealing was for the first time introduced in
Croatian Tax Law in 2001. Contemporary legal framework of the introduced
institute of good faith in revenue procedure did not contain provisions that would
more precisely define the content of notion or criteria to assess such acting.
Subsidiary sources of law were equally modest. The enactment of the General
Tax Law in 2008 indicated that certain alterations would be made in legislative
approach with the aim to regulate the already existing tax legal institute of good
faith and fair dealing. The Law prescribes an obligation to enact implementing
regulations concerning the prescribed principle mode of implementation. This is the
main reason why legal professionals have reasonable grounds to believe that the
institute of obligatory information will be introduced in taxation. The institute of
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advance ruling can be considered as an affirmation of the principle of good faith.
Unfortunately, the analysis of sub-law regulation enacted to regulate the implemen-
tation of the principle of good faith and fair dealing do not confirm the expected
conclusion. Due to the fact that the institute in question has been present in tax
legislation and practice of numerous countries, there is inevitable modernization of
Croatian revenue procedure (Zunic Kovacevic 2010b).

5.5 Concluding Observations

The binding ruling system is necessary in current complex tax systems. A great
number of rules governing various tax systems in many countries constitute an
obstacle in developing cross-border trade and investments. At the national level,
binding rulings have ratio in economic, social goals as in necessary legal certainty
of taxpayers. But divergences and dissimilarities across countries might be seen as
obstacles in the realization of a common market. For this reason, this study
proposes a harmonization of advance tax-rulings systems in the members of the
European Union that have similar ratio’s nature. On the basis of the European legal
principles it is useful to keep in mind that we already have some kind of such
harmonized system in the field of customs duties. The customs’ regulation and
practice should be an important reference and confirmation that harmonizing ruling
system across member states of the European Union is possible and desirable.
Moreover, such system should be understood as one step forward to achieve general
ruling system at the global level in the framework of expected, not in the close
future, international and global tax organization.

At the national level, there are no significant changes so Croatia and several
neighboring countries have to change their attitude to this tax procedural and
substantive tax institute. Advance rulings systems should be recognized as a
desirable instrument for achieving necessary changes in tax systems in the devel-
oping world. Implementing advance-rulings systems is conditio sine qua non on a
national, regional and worldwide level.
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Abstract Taxation is one of the most significant factors affecting financial integration.
It involves custom duties, withholding taxes applied to the free flow of capitals running
from one country to another, or the conditions under which an investment that a
business of a certain country does on the territory of another can be taxed in the latter
jurisdiction. The paper addresses the impact of taxation in the Mediterranean area,
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considering, in particular, the effect of direct and indirect taxes in the flow of
investments. In this respect, however, the fiscal integration of the two main areas the
Mediterranean region is divided into (North and South) are remarkably different. While
the European Union appears a homogeneous area seen from outside, with an
harmonized Value Added Tax system, uniform custom duties and relevant aspects of
direct taxation sharing general rules and principles, a lot remains to be done. For what
concerns the interaction with third Counties, free movement of capital is the only
provision clearly and positively set also to the advantage of individuals and legal bodies
resident or belonging to them. In a perspective of integration there is a basic approach
that requires the implementation of a common system of rules applicable to specific
income only, but the main way is the harmonization of the VAT system even in
neighbour countries of the Mediterranean and the sharing of the same principles to
prevent double taxation.

Keywords Tax ¢« VAT « EU law ¢ Double taxation

6.1 A Crossroad Area in a Tax Law Perspective

Taxation in general, and Taxation law in particular still constitutes nowadays one of
the most relevant factors that could influence financial integration around (and across)
the Mediterranean.

It does not involve Customs duties only, but also the withholding of taxes applied
to the free flow of capital running from one state to another, or the conditions under
which an investment that a business of a state does on the territory of another state
can be taxed in the latter jurisdiction.

Despite the ever-increasing globalization of the financial sectors and of the law in
general, taxation law has always remained a sort of domain reservé of each national
state, with a few remarkable exceptions (such as the VAT and Customs Law in
the EU).

No doubt in this respect that either the most recent developments and the future
possible opportunities of international financial integration around the Mediterranean
sea shall be heavily influenced by the taxation policy of the European Union (EU) and
by the guidelines of the Organization of Economic Cooperation and Development
(OECD) that are applicable to the states of the region.

If we look at the Mediterranean in a purely fiscal perspective, however, it is evident
that there’s a clear distinction between the northern and the southern border of the sea.

Europe (in this sense, the EU) has undergone a relevant process of harmonization
(still ongoing, obviously), arguably boosted more recently by the new Fiscal Compact
approved by many of the national governments of the EU countries (see for instance
Corsetti 2012). It seems a homogeneous area if seen from outside, with a harmonized
Value Added Tax (VAT) system, uniform Custom duties and relevant aspects of direct
taxation sharing general rules and principles.
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Common case law and jurisprudence, inspired by European Court of Justice
(ECJ) rulings is also playing a pivotal role in the progressive harmonization of the
European Union’s member states taxing provisions.

Therefore, if we analyze European taxation law from inside, there’s no doubt
about the fact that national states still rule taxation, more remarkably in the very
technical aspects of it (such as the tax base calculation, rates), but beyond that,
the EU has almost taken over.

The southern and eastern sides of the Mediterranean are characterized by a
completely different landscape. No common principles, no attempts of significant
harmonized taxation, no efforts to reach for a common area of free exchange of
goods and capitals which could actually make a change in the interactions between
economies, particularly after the recent Arab awakening.

Although some attempts in this sense have been made, particularly those inspired
by some EU countries, no remarkable effect was recorded. Tax interactions between
the two shores has always been bilateral, in the sense than they are still inspired by
agreements and treaties of bilateral nature, such as those inspired by the OECD and
aimed at the prevention of International double taxation (and international tax
avoidance, of course).

The conflict to be investigated is therefore between the fact that one side of the
Mediterranean is getting more and more institutionalized (although not yet becoming
an true system of federal states) while the other side remains still divided into different
legal sovereign entities, sharing only a few except religious principles (in most of the
cases), determining a complicated entanglement of tax rules.

The entanglement derives from the fact that each state (on both sides) maintains
its own taxing rules, that these rules are negotiated in a “point-to-point”, bilateral
relation, in the framework of an OECD inspired double taxation convention.
However, at the same time conventions and taxing rules (on one side only of the
treaty) must be consistent with EU law, possibly determining treaty overrides.

VAT makes no difference: although harmonized on one side of the Mediterranean
(EU) its application is more and more extended, particularly after 2008, to services
delivered also off shore when the recipient is a business resident in the EU.

For these reasons it is essential to begin from the analysis of the European rules
(the only ones actually shared by states) and understand how and up to what extent
they can influence also non-EU business, and Mediterranean in particular.

6.2 European (Direct) Taxation Law

As it was clearly pointed out in Sect. 6.1, national states have always been jealous of
their tax sovereignty, especially when it involves direct taxes. For this reason, when
the Treaty of Rome was signed in 1957, a progressive harmonisation was considered
in indirect taxes such a VAT and customs duties, but not in personal income or
corporate taxes.

In these latter fields, the Treaty used self-restraint to foster the bilateral relations
between nations, especially through Double Taxation Conventions (DTCs). This is also
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important for what concerns the relations with the southern shore of the Mediterranean,
considering that if EU law didn’t prevent member state to negotiate DTC between them,
it couldn’t have prevented EU states from negotiating with Mediterranean neighbours
the DTC they considered as more convenient.'

In subsequent years, however, it became more and more evident that the DTCs,
although fundamental, were not enough to guarantee the full free movement of
capital across the Union and that the remaining differences between member states
could constitute a limit to foreign investments in the common market as well,
even for those coming from the Mediterranean area, that although non particularly
relevant, nonetheless constitute a remarkable factor for the development of the
national economy of many States. Italy is in this respect a clear example of a
borderline state, dealing with EU harmonised rules, but interacting also with the
southern shore states of the Mediterranean sea.

The European Court of Justice (ECJ) played (and still plays) a fundamental role
in this respect. The basic idea of the case law is that the fundamental freedom
enshrined in the Treaty must be respected, although the Council may exclude direct
taxation by an intervention (similar to what happens with VAT).

Where a direct intervention is lacking, a progressive interpretation of the four
freedoms and the principle of non-discrimination could be successful, although in a
sort of “second-best” approach.

In recent years, academics and practitioners have recorded an ever-increasing
number of cases decided by the ECJ using the Treaty in the field of direct taxes.

Despite the efforts of the ECJ, it is evident that a harmonisation of a complex
field as direct taxation can’t be carried on by the judiciary deciding specific cases
based on peculiar circumstances.

More to the point, it is fundamental for the business to know exactly and in
advance the amount of taxes to be paid and, even more to the point, which state
would legitimately exercise its taxing powers in the EU framework.

This problem was particularly evident when flows of dividends, interests and
royalties were considered, because of the more volatile nature of the underlying
assets in comparison with the business income or profit from real estate investments,
and thus also the need for a level playing field across EU was (and still is)
more urgent.

That’s why the Union introduced a number of Directives touching upon some
fundamental aspects related to passive income taxation, and urging for the imple-
mentation of common provisions regulating taxation of multi-national group of

''See the Treaty establishing the European Economic Community (EEC), opened for signature 25
March 1957, 298 UNTS 11, Article 293 (entered into force 1 January 1958). The EEC has been
renamed the European Community (EC) and the text of the Treaty has been changed and re-numerated
(now Article 293 is 307) after the entry into force of the Treaty of Amsterdam on 7 May 1999 (1997)
0J C340. Consolidated versions of the Treaties can be found at (2006) OJ C321 E. All the references
shall be intended to the consolidated version of the Treaties establishing the EC (the Treaty, from now
on). The Treaty of Lisbon, signed on December 13th 2007, (2008) OJ C115, however abolished
Article 293. It could be argued that the EU in the future won’t suffer from any limitation in this respect.
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companies operating in the EU, proposing ways and means to introduce a common
corporate consolidated tax base (CCCTB).

The first ones, on dividends and mergers and acquisitions (M&A) operations,”
were implemented in 1990 and later updated and amended because of the EU
accession of the new member states. Other Directives involving interests and
royalties, although drafted at the same moment, had to wait 13 years.’

The aim pursued by the European Commission was twofold. On one side the
policymakers tried to avoid any double taxation within the EU related to the free
flow of these incomes. On the other side they indirectly offered foreign investors
useful tools to optimise their investments across the continent.

Even if the EU is still characterized by 27 different tax jurisdictions, the goal was
to minimise such differences for those investing in assets, taking cross-border loans
or buying intangibles in EU companies across borders using EU parents established
in any one of the European countries.

Unfortunately, neither the text of the European Constitution signed in Rome” nor
the thinner text drafted by the member states in Berlin and thereafter accomplished

2 European Economic Communities (EEC) Council Directive No. 435/1990 of 23 July 1990 on the
common system of taxation applicable in the case of parent companies and subsidiaries of different
Member States [1990] OJ L225, 6. The directive was subsequently amended by the European
Community (EC) Council Directive No. 123/2003 of 22 December 2003 amending Directive
1990/435/EEC on the common system of taxation applicable in the case of parent companies and
subsidiaries of different Member States [2004] OJ L7, 41 and European Community (EC) Council
Directive No. 98/2006 of 20 November 2006 adapting certain directives in the field of taxation, by
reason of the accession of Bulgaria and Rumania [2006] OJ L363, 129. European Economic
Communities (EEC) Council Directive No. 434/1990 on the common system of taxation applica-
ble to mergers, divisions, partial divisions, transfers of assets and exchanges of shares concerning
companies of different Member States [1990] OJ L225, 1. The Directive was subsequently
amended by the European Community (EC) Council Directive No. 19/2005 of 17 February
2005 amending Directive 90/434/EEC of 23 July 1990 on the Common system of taxation
applicable to mergers, divisions, partial divisions, transfers of assets and exchanges of shares
concerning companies of different Member States [2005] OJ L58, 19 and European Community
(EC) Council Directive No. 98/2006 of 20 November 2006 adapting certain directives in the field
of taxation, by reason of the accession of Bulgaria and Rumania [2006] OJ L363, 129.

* European Community (EC) Council Directive No. 49/2003 of 3 June 2003 on a common system
of taxation applicable to interest and royalty payments made between associated companies of
different Member States [2003] OJ L157, 49. The Directive was subsequently amended by
European Community (EC) Council Directive No. 66/2004 of 26 April 2004 adapting various
directives in the fields of free movement of goods, freedom to provide services, agriculture,
transport policy, and taxation by reason of the accession of the Czech Republic, Estonia, Cyprus,
Latvia, Lithuania, Hungary, Malta, Poland, Slovenia and Slovakia [2004] OJ L168, 35; European
Community (EC) Council Directive No. 76/2004 of 29 April 2004 amending Directive 2003/49/
EC as regards the possibility for certain Member States to apply transitional periods for the
application of a common system of taxation applicable to interest and royalty payments made
between associated companies of different Member States [2004] OJ L157, 108; European
Community (EC) Council Directive No. 98/2006 of 20 November 2006 adapting certain directives
in the field of taxation, by reason of the accession of Bulgaria and Rumania [2006] OJ L363, 129.
*Treaty establishing a Constitution for Europe, open for signature 16 December 2004 [2004] OJ
C310 (never entered into force). The Treaty of Nice amending the Treaty of the European Union,
the Treaties establishing the European Communities and certain related Acts open for signature 26
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in Lisbon® seem to add anything interesting in this respect. Tax law is once more set
aside by the European lawmakers: it could be argued that it is not considered a
priority or (more likely) that it is still impossible to reach a unanimous consensus of
the member states to introduce common rules in direct taxes.

The situation is obviously different for business income, excises duties, customs
and of course VAT. In the case of business income the EU was not able (and still is
not) to implement harmonised rules. All in all the need of harmonisation in this
context is not expressed by the Treaty and could fall outside the scope of it,
considering the principle of subsidiarity that is inspired by the field of taxes.

In this respect, the most recent and significant step forward are the implementa-
tion of the IAS / IFRS® standards for accounting’ on one side and the remarkable
attempts to introduce a CCCTB® for companies investing across the continent, as
was mentioned above.’

VAT, excises and customs duties are however harmonized (in the case of VAT)
or are falling under the same provision (as in case of duties and customs) across the
EU. In this respect the tax harmonisation of the EU is such as to allow the EU to act
as a unique subject towards third states.'”

6.3 Treaty and Boundaries of Freedoms:
Citizenship and Residence

The European harmonisation in direct taxation is grounded on the four freedoms,' the
principle of non-discrimination, the right of establishment and the implementation of
specific Directives according to Article 115 TFEU.'?

February 2001 [2001] OJ C80, should also be considered. So far, however, no specific provisions
involve direct taxation.

S Not counting the abolition of Article 293, as mentioned above. Some other changes actually took
place in this respect, but their relevance is not significant to the limited aim of this paper.

S International Accounting Standard/International Financial Reporting Standard. Larson and Street
(2004), Jermakowicz and Gornik-Tomaszewski (2006) and Eberhartinger and Klostermann (2007).
7 European Community Council and Parliament Regulation No. 1606/2002 of 19 July 2002 on the
application of international accounting standards [2002] OJ L243, 1.

8 Common Corporate Consolidated Tax Base. See inter alia Schon et al. (2008).

Kovdcs (2008).

10 Bretherton and Vogler (1999).

' Namely, free movement of goods, services, persons (workers) and capitals

12 Article 94, before the TFEU. This Article reads as follows: “The Council shall, acting unanimously
on a proposal from the Commission and after consulting the European Parliament and the Economic
and Social Committee, issue directives for the approximation of such laws, regulations or adminis-
trative provisions of the Member States as directly affect the establishment or functioning of the
common market”.
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The free movement of persons, goods, services and capital 13 are of equal relevance,
but in the light of this paper and considering the focus on the Mediterranean area it
could be argued that the third plays the most relevant role.

While the non-discrimination principle still involves individuals and companies
that are intrinsically members of the EU or their residents, it is the free movement of
capital (and the freedom of establishment as well) which could arouse the interest of
third countries’ companies in particular, and more precisely of those residing in the
Mediterranean countries, considering the fact that they are particularly close to the
EU and they qualify for a remarkable business interaction with the EU."*

6.3.1 Free Movement of Capital

In a Treaty written by Europeans for European individuals and businesses it could
be considered almost impossible to find provisions drafted also to the advantage of
(or at least taking into account) third-country members, particularly in taxation law.
This statement is not entirely accurate.

First of all, the free movement of capital is clearly and positively set also to the
advantage of individuals and legal bodies resident or belonging to third countries.'”
In this respect the ECJ case law is relevant for third countries as it is for EU
members states.

As was noted by prominent academics, Article 63 TFEU'® can be now considered

... the most advanced and far-reaching provision in the EC Treaty in the relations with
third countries . . .."”

The reasons of this extension towards third countries are better understood if, to
a certain extent, the free movement of capital is seen as a sort of legal watchdog of
the European currency, the Euro.'®

*In the EC Treaty Article 12, now 18 TFEU (prohibition of discrimination), 23, now 28 TFEU
(goods), 39, now 45 TFEU (workers), 43, now 49 TFEU (establishment), 49, now 56 TFEU
(services), 56, now 63 TFEU (capitals and payments).

'“The most advanced research in European tax law is arguing about the possibility of extending
the free movement of services to third countries as far as the movement involves EU citizens; see
Pistone (2006, p. 235).

15 Article 63 reads as follows: 1. Within the [framework of the provisions set out in this Chapter, all
restrictions on the movement of capital between Member States and between Member States and
third countries shall be prohibited. 2. Within the framework of the provisions set out in this
Chapter, all restrictions on payments between Member States and between Member States and
third countries shall be prohibited.

' Article 56, before TFEU.

17 pistone (2006, p- 235).

"8 This evidently does not mean that the provision is void of any significance for the European
countries that refused the eu