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Executive Summary 

1. The MENA region is an important entity in the world economy. It is rich in natural 
resources, labor and entrepreneurial endowments with a large GDP and population. It is 
also a very heterogenous region, with countries varying--in some cases considerably--in 
terms of economic size, population, public/private sector balances, and financial and 
natural resources. 

2. MENA countries ‘have made important economic gains in recent years. The structure 
of most economies has been strengthened by reforms in the financial sector, exchange and 
payments systems, and public finances. Inflation has been lowered in a number of 
countries and foreign assets, while reduced, remain significant. 

3. Despite important achievements, the MENA region is yet to exploit fully its 
considerable economic potential. This is most evident in low per capita income growth, 
under-exploited regional trade and investment opportunities, and the low share of resident 
financial holdings invested within the region. 

4. As widely recognizcd by policy makers in the region, three factors constraint most 
countries’ ability to exploit more fully their economic potential: poor economic 
diversification, insufficiently responsive economic policies, and adverse external 
developments. The long-standing Arab-Israeli conflict and other political uncertainties have 
also discouraged investment. 

5. The need to progress further in addressing impediments to sustained high economic 
growth and financial stability is accentuated by the current outlook for the region’s external 
environment. The prospects for the terms of trade and the demand for labor services are 
such that the region cannot expect major windfall gains. In contrast, the eventual 
achievement of a comprehensive, just and durable Arab-Israeli peace, as well as growing 
economic integration with the European Union, provide for gains, if the overall economic 
and financial environment is appropriate. 

6. Several countries in the region have made significant progress in adjustment and 
reform while others lag behind. Despite these differences, countries in the region may be 
thought of as facing eight policy items: intensifying privatisation and deregulation, 
reforming public finances, improving the functioning of labor markets, strengthening 
human resources, enhancing domestic and foreign investments, improving’ financial 
intermediation, liberalizing external trade and payments, and ensuring a supportive fiscal, 
monetary and exchange rate policy mix. 



I. Fulfilling this agenda is not an easy task and the stakes are high. Emphasis must be 
placed on strengthening the institutional backing and human capabilities. Certain countries 
also require timely disbursement of foreign assistance on appropriate terms to support their 
domestic policy efforts. 

8. The potential for significant gains is accompanied by the possibility of short-term 
costs as economies adjust to more efficient structures that provide for high sustained 
economic growth, reduce vulnerability to adverse external developments, and allow 
countries to benefit from the changes in the world economy. The costs may be minimized 
through proper planning and sequencing of policies, with the remaining elements alleviated 
by well-targeted social safety net provisions. 

9. W ith appropriate policies, prospects are good for a reinvigoration of the region’s 
economic growth and development process as individual country developments are 
reinforced by welfare-enhancing region-wide effects. As a result, all countries in the 
region would be in a better position to exploit their considerable economic potential and 
meet the legitimate aspirations of their growing populations. 



I. Introduction 
The economy of the Middle Fast and North Africa (MENA) region offers striking 

contrasts. 1/ Its economic size and population make the region economically significant, 
as do its considerable natural-resource, human, and financial endowments. It is 
strategically located, has long-established economic and financial links with industrial 
countries, and has a respected tradition of trade. 

Notwithstanding important policy gains in recent years, several MENA countries are yet 
to exploit fully their considerable economic potential as stagnant per capita growth and 
underutilized trade and investment opportunities indicate. Indeed, some countries in the 
region are failing to benefit sufficiently from the considerable changes taking place in the 
world economy. 

Today, the MENA region is at a cross-roads in its economic development. One road 
leads to disappointing growth rates and increased marginalization in the world economy, 
while the other, leading to increasing integration into the world economy, promises high 
sustainable growth. This choice is recognized throughout the region as emphasis is placed 
on the private sector as the engine of growth. Policy makers are thus confronting the 
challenge of formulating and implementing policies that will improve their economies and 
allow them to benefit from the changes in the regional and international economy. The 
stakes are high. 

This paper hopes to contribute to the understanding of the economic challenges and 
opportunities facing the MENA region. Chapters II and III review the economic 
characteristics of the region and its recent performance. This and the related analysis of 
the main contributing policy factors form the basis for subsequent discussions of prospects 
and associated policy implications. Recognizing that the region’s economic prospects are a 
function not only of countries’ domestic policies, Chapter IV assesses the potential impact 
of their external environment, arguing that most countries in the region cannot, and should 
not, look to their external environment for significant windfall gains. This accentuates the 
importance of adjustment policies and structural reforms discussed in Chapter V. 
Concluding remarks are contained in Section VI. 

A paper of this type is subject to three qualifications. First, it attempts to cover a large 
geographical area comprising countries of differing economic size, characteristics, 
experience, and potential. Second, it does not provide a country-by-country analysis and 
accordingly indulges in some largely unavoidable generalizations by seeking to identify 
predominant characteristics and trends, and providing an overall framework for detailed 
country analyses. Third, the paper’s analysis is hindered by data limitations, as well as the 
usual problems associated with cross-country comparisons and aggregation. 

L’ For tie purpascs ofthc analysis in this paper, the MENA region is defined to include mrmbers ofthhe Arab League. Idanli~ 
Republic ol Iran. an* IsmBcI (see Box I,. ,Aggrrgsa *ala lor the region are compiled on *e basis of compuL%i COP-wcigrhtcd svcragcr 
of individual countries for which data are availshlr. 
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11. Overview of MENA Economy 
The MENA region possesses abundant human and natural resources, accounts for a 

large share of world petroleum production and exports, and enjoys on average a reasonable 
standard of living. Within this general characterization, countries are quite diverse. They 
vary, in some cases substantially, in resources, economic and geographical size, 
population, and standards of living (see Box 1). At the same time, intra-regional 
interaction is relatively small, being heavily weighted toward labor flows with limited trade 
in goods and services. 

MENA covers a surface of over 15 million square kilometers with some 6 percent of the 
world’s popularion, about the same as the population of the European Union (EU) 
(Table 1). The three smallest countries (Bahrain, Djibouti, and Qatar) each have a 
population of about 0.5 million inhabitants. By contrast, the two largest countries (Egypt 
and the Islamic Republic of Iran) comprise about 60 million inhabitants each. Together 
with Algeria, Morocco, and Sudan, these five most populated countries account for about 
70 percent of the total population. About half the population of the region lives in cities. 

Most MENA countries are experiencing rapid population growth and high dependency 
ratios. The average annual rate of population increase during 1989-94 was about 
3 percent, the same as that in sub-Saharan Africa. Underlying the population growth are 
fertility rates substantially higher than those in other economies with similar real per capita 
income. L/ Among MENA countries, Kuwait, Libya, Oman, Qatar, Saudi Arabia, and 
the United Arab Emirates have registered population growth rates exceeding 3.5 percent in 
recent years, while Bahrain, the Islamic Republic of Iran, Lebanon, and Tunisia have 
recorded rates below the 2 percent average of the developing countries. 

The growth in the labor force in the region has been faster than that of total population 
in recent years. As more than 50 percent of some countries’ population is under the age of 
15, this growth will be relevant for years to come; moreover, female participation rates 
remain very low. Not surprisingly, therefore, employmenf issues are on the agenda of 
most countries in the region. In non-GCC economies, rates of unemployment exceed those 
in most other regions in the world. Urban unemployment is estimated at over 30 percent 
in Yemen and over 50 percent in the Gaza Strip. 2/ Although countries of the GCC 
have in the past imported labor, with the rapid population growth cited earlier and slower 
economic growth, they now must absorb a growing number of nationals into the labor 
force. 

I’ see c<e,cn and Ha,n,nnur 0994). 
zi hr a dctnilsd disussion of and infomdon on labor market conditions in MENA. see World Bank (1995). 
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Box I 

Guide Lo Gmupin~ MEN.4 Cooolvies 

There ir no unique or simple way lo group MEN.4 economies given their diverse economic charac~erislirs 
2nd experience. Not surp&btgly, therefore, stodies have used various crkerio to group counfries, some o/ 
‘hem covering only II subset of the MENA economies. 

l Oil economies Ten MENA countries are oil-exporting counlries: Algeti, Bobmin, Iran. Iraq, 
Ku wail, Libya. Oman, Qobw, Saudi Arobkz. curd Uu Unked Arab Emirates. While others countries 
(such os Egypl, Syria, and Yemen) also erporl oil, ikis sector’s role in tbei- economies ir less 
important al lhhis time. 

l Ecoromi dive~n Among the non-oil exporlers, four counlries (Ismel, Morocco, Syria, and 
Tonirio) tuzve o fairly diversifid economic and exporl hose. Four o&r countries (Djibouti, 
Mauritania, Somalia, and Sudan) have agriculture- or mineral-hosed economies. The remaining 
countries have a large service sector and are exporiers of services. 

0 lnborjhvs Seven counIries (Algeria, Egypl, Jordon, Morocco, Sodon, Tunisia, and Yemen) erpoti 
lnbor in o signifxant manner and receive hrge in/lows of remillances (IS a source of foreign 
exchange earnings. Israel and Ihe countries of Ibe Cooper&n Council for ulo Arab slares of the 
Gulf (or CCC, consisting of Bohr&, Kuwoil, Oman, Qatar, Saudi Arobia, and tke United Arab 
Emirates) rely relatively heavily on imported hbor. 

. Per c&In income According Lo World Book ck&fiiations, Jive countries (Egypl, Mauri&,&. 
Samolin, Sudan, and Yemen) ore low income counbiex. Thbieen couniries (Alger$ Bahrain, 
Djtiouti, Islamic Republic of Iran, Iraq, Jordan, Lebanon, Libya, Syria, Morocco, Omon, Saudi 
Arabia, and Tunisia) are middle income counlries, while Ismel, Kuwait, Q&u, and lbe United Arob 
Emiroles ore ckwsifzd (IS high income counlriee. 

l FiicidJhvs Sit counlries (Kuwak, Libya, Oman, Q&u, Saudi Arabia, and the Untied Arab 
Emiroles) are net creditor counlries. 

l Gogmpkic re@rr The Moghreb region ir usually defmed OS covering Algeria, Libya, Morocco, on, 
Tunicin. The Mashreq region covers Egy~l, Israel, Jordan, L&won, Syria and West Bank/Corn. 
Of the remaining countries, sir ore members of Ike CCC, 

l Arob economies Members of the Arab Loague ore Algeria, Bahrain, Djibouti, Egypt, Iraq, Jordan, 
Kuwoil, Labanon, Libya. Mourbanio, Morocco, Oman, Palestine, Qatar, Saudi Arabia, Somalia, 
Sudon, Syrb, Tut&a, Ihe United Arob Emiroles, and Yemen. 
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Despite unemployment in certain countries, the MENA region is fairly well off in terms 
of traditional indicators of human resource development. I/ Average life expectancy at 
birth is about 65 years--close to the world average--and the infant mortality rate is only 
marginally above the world average (Table 2). Although the average illiteracy rate in the 
region is high, primary and secondary school enrollment as a percentage of school age 
population is above those of comparable developing countries (in terms of per capita 
income), as is the teacher-to-pupil ratio. There are,, however, three important 
qualifications. First, the illiteracy and educational indicators are significantly more 
unfavorable for women than men. Second, MENA countries compare poorly to other 
countries when account is taken of spending on the social sectors, highlighting the impact 
of distorted labor markets, an inefficient educational delivery system, and neglect of female 
education, and other factors. Third, when combining various human development 
indicators, the region’s ranking among countries in the world is less favorable than that 
based on income criteria. 21 

Although the region is characterized by harsh climates, limited ground water and 
rainfall, and scarce arable land, J/ it possesses abundant narural resources. About two 
thirds of the world’s known crude-oil reserves lie under the MENA region, with one- 
quarter located in Saudi Arabia. Following the breakup of the U.S.S.R., the Islamic 
Republic of Iran now has the world’s largest proven reserves of natural gas, about 
15 percent of the world’s total. The region also possesses numerous non-fuel mineral and 
nonmineral resources. Algeria, Morocco, Tunisia, Jordan, and Syria account for about one 
third of the world’s phosphate production, with Morocco alone having more than 
30 percent of the world’s phosphate rock and 40 percent of its phosphoric acid trade. The 
region’s other natural resources include potash (Islamic Republic of Iran, Israel, and 
Jordan), iron ore (Iran and Mauritania), coal (Iran), ammonia and urea (Iran and Qatar), 
copper and gypsum (Mauritania), cotton (Egypt and Sudan), tobacco (Syria), and coffee 
(Yemen). In addition, almost all MENA countries have coasts and fishing grounds. 

Reflecting these various considerations, the MENA region constitutes a sizable economic 
enMy and enjoys, on average, a reasonable standard of living by international standards. 
In 1994, the nominal GDP of the region amounted to US$610 billion, equivalent to 
2% percent of world GDP and some 12 percent of the GDP of developing countries. Saudi 
Arabia is the largest economy, accounting for one fifth of the region’s total GDP. At 
about half the size of Saudi Arabia, Islamic Republic of Iran and Israel are the next largest 
economies. The eight smallest economies (Bahrain, Djibouti, Jordan, Lebanon, 
Mauritania, Qatar, Somalia, and Sudan) together account for about 6 percent of the 
region’s GDP. 

The average per capita GDP in the region, at about US$2,000, is twice that of 
developing countries as a whole; it places MENA between the average levels of Latin 
America and of economies in transition. Individual MENA countries differ greatly, 
however. The four highest per capita income countries (Israel, Kuwait, Qatar, and the 

li Fur a dclailcd discussion of!ixse issues in !hc MENA region, KC Hsyneman (1993). 
Ii Sec. for example. the UNDP’s ranking on the basis ofthe “human dsvelopment index’--UNDP (1995). 
21 For example, in Djibouti. less dmn I pcrcenl of he land is arable. while in Egypt the ares under cubivstion is below 3 percent of 

ISOI land mass, nutrilhsunding the reclamation of drsen land since the 19JOa. 
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United Arab Emirates) enjoy an average per capita GDP of around US%15,000 compared 
with US$250 for Somalia and Sudan, the poorest countries in the region. 11 

MENA countries, especially non-oil ones, have low domesric savings Tares (Chart 1). 
The domestic savings-to-GDP ratio has averaged 19 percent in the region as a whole, but 
only 11 percent in the non-oil producing countries. This compares with a ratio of about 
25 percent in developing countries. Fortunately (as documented below), efforts have been 
made recently to lower public dissaving by reducing government budget deficits. 

On the exfeml side, MENA countries appear, on the face of it, very open. For 
example, the total trade-to-GDP ratio amounts to about 66 percent (Table 3). MENA’s 
exports and imports of goods account for 4 percent of world trade and 15 percent of the 
total trade of developing countries. The share of the MENA region in international trade 
of goods is twice that of sub-Saharan Africa, the same as that of Latin America and the 
economies in transition, but only about one fifth of the share of developing countries in 
Asia. 

The region trades mainly with industrial economies (Chart 2 and Table 4), and the EU 
countries are the most important trading partners, accounting in the recent past for 
30 percent of exports and 40 percent of imports of MENA countries. The United States 
accounts for about I2 percent of both the region’s exports and imports, and Japan for 
16 percent of exports and 8 percent of imports. 

These indicators are heavily influenced by the region’s oil trade. Oil and oil-related 
products are the dominant exports of the region, accounting for about three quarters of the 
region’s exports and about 40 percent of world exports of these products (Chart 3). 
Phosphates and derivatives, iron ore, and cotton are also important exports. Per capita 
exports in the MENA region amount, on average, to US$650, twice that of the developing 
countries as a group. As discussed below, there are sharp differences among countries in 
the region. For example, per capita exports range from US$25 in Sudan to US$ll,OOO in 
the United Arab Emirates. 21 There is a correspondingly large variation in openness 
ratios--ranging from 28 percent for Syria to 200 percent for Bahrain. 

The MENA region is heavily dependent on imports of foodstuffs. Gross food imports of 
the region account for 6 percent of world food imports. All countries--except for Israel, 
Mauritania, and Morocco--are, on average, net food importers. 

Infra-regional trade has played a limited role in integrating the MENA countries, as it 
accounts for only about 8 percent of both exports and imports of the region; this compares 
to 60 percent in the EU. s/ The MENA region experiences large intru-regional k&or 
movements. 4/ Indeed, labor movements have been the main vehicle of the region’s 
economic integration, triggering substantial financial flows in the form of workers’ 

11 As a measure of Ihe region‘s inmmr disppsrity. Ihe coeflkient ofvariaion ofpcr capila GDP is sboul I.15 compard wilh 0.34 in 
the E". 

11 In some cou*ries (e.g., Djibouti. L&mm and tie U.A.E.). the high lewls of per capila exporrs and the openness indicax ntioa 
dso rr"ect importam rcexpon .CliYitie.. 

2, Disfu*sions of trade pallems and inleption in *he MENA rsgion can be found in Fischer (1993) and Shdk (1992 *n* 1994). 
4, For I &Wed discussion of issues dabi to idra-Arab hbor movements, see Abdel hbsr (1993). 
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remittances and transmitting economic impulses across countries. I/ Although an 
estimated 1.5 million workers returned home after the 1990-91 regional crisis and the 
number of Palestinians working in Israel has declined significantly, labor markets in the 
MENA region remain highly integrated relative to other regions of the world. Thus, in the 
recent past, remittances have amounted to about one quarter of exports of goods and 
services of non-oil exporters in the region and exceeded 50 percent in some countries, such 
as Egypt, Jordan, and Yemen. In addition to their direct balance of payments impact, 
labor remittances have been shown to be an important determinant of private investment in 
certain countries in the region (including Jordan). 

Reflecting employment conditions at home as well as special historical relations with 
other countries, many Arab workers, especially from North Africa, have also migrated 
outside the MENA region--mainly to Europe. Concurrently, the MENA region has 
received inflows of migrant workers from outside the region, especially south and east 
Asia: Asian nationals account for a growing share of the nonnational labor force in the 
GCC countries and Israel. Israel has also absorbed in recent years a significant inflow of 
immigrants from the countries of the former U.S.S.R. 

The MENA region enjoys sizable interest income inflows reflecting a high level of 
foreign assets, while current transfers with the rest of the world remain marginal. During 
1989-94, such inflows averaged about US$6 billion per annum (with oil-producing 
countries receiving double that amount), while all other country groupings, including 
industrial countries, recorded negative flows. Meanwhile, excluding transfers in 1991 
associated with the Gulf crisis, the region has maintained on average a zero balance flow 
on account of current transfers with the rest of the world. 

Finally, in terms of infra-regiond capitalflows, there are two distinct groups in MENA: 
providers of significant foreign assistance--mainly the oil exporters, such as Kuwait, Qatar, 
Saudi Arabia, and the United Arab Emirams--and recipients. Foreign assistance from the 
MENA region has been extended, for the most part, on concessional terms and is highly 
correlated with the donor’s economic circumstances and thus with fluctuations in world- 
market prices of oil. 2/ Political considerations have also played an important role in 
this regard, but private capital flows have been relatively limited. 21 

li Al the beginning ofthe 1990s. lhs lbreign labor force. induding lahor fmm outside the region. accounted lor dcW two Girds of 
the ,ou, labor force of the GCC EO”“lrieS. 

1, On financial *ssisYnce Corn Arab counlrirs and Arab regioml instilutiom, see Ym den Boogmerdr (1991). 
Ii On &ale capiul flows among Arab counWics. we Abisourour (1993). 
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CHART 1. 
DEVELOPING COUNTRIES AND MENA REGION 

SAVINGS AND INVESTMENT BALANCE, 1989-94 
(In percent of GDP) 
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Chart 2. 
MENA: D irection of Trade 

(In percent; 1989-94 averages) 
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Chart 3. 
MENA: Composition of Trade 

(In percent; 1989-94 averages) 
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III. Economic Performance 
This chapter discusses recent economic experience--specifically, the region’s 

performance in sustaining high economic growth in the context of domestic and external 
financial stability. Following an overview of developments in the main macroeconomic 
aggregates, it analyzes the structural aspects, recent policy actions, and terms of trade. 

1. Macroeconomic aggregates 

Although MENA countries suffered from the consequences of weak economic activity in 
industrial countries in the early 199Os, the crisis triggered by Iraq’s invasion of Kuwait, 
and the weak oil-market conditions, the region achieved positive rates of real economic 
growrh throughout 1989-94 with GDP expanding at annual average rate of 3.2 percent 
(Chart 4 and Table 5). This growth compares favorably with that of Africa (1.6 percent) 
and Latin America (2.9 percent); only Asian countries recorded a higher GDP growth 
(7.5 percent). Nevertheless, rapid population growth has caused annual average per capita 
real GDP growth to stagnate. In contrast, developing countries as a whole were able to 
increase their real per capita GDP by 3 percent and industrial countries by I .3 percent 
during this period. 

Growth performance varied among various country groups and countries in the region: 

l Oil exporters as a group registered declines in real GDP growth since the beginning 
of the 199Os, reflecting weakening world oil markets. 

l As regards non-oil exporting economies, countries that embarked earlier on economic 
adjustment and structural reform programs--including Israel, Jordan, Mauritania, 
Morocco, and Tunisia--performed relatively well, even though Jordan’s economic 
adjustment was disrupted by the 1990-91 regional crisis, and Morocco and Tunisia 
suffered droughts. 

l Countries with civil strife and armed confrontation recorded generally very low or 
negative GDP growth, but the ending of hostilities in a number of cases has been 
followed by reconstruction and rehabilitation, giving impetus to growth. 1/ 

The inflarion performance of MENA countries has been fairly good relative to other 
developing countries (Table 6). In 1989-94, the weighted average wnsumer price index of 
the region increased annually by about 16 percent, compared with 47 percent for 
developing countries as a group. Within the MENA region, inflation performance of oil 
exporters was on average better than that of the non-oil exporters, reflecting relatively 
tighter monetary policies, the nominal anchor provided by the peg of most of these 
countries’ amen&s to the U.S. dollar, and the “safety valve” operating through the 
balance of payments to reduce excessive demand pressures, although at the cost of an 
erosion in international reserves and related investment income. Nevertheless, since the 
beginning of the 1990s the inflation rate in oil-exporting countries as a group has been 

I, On the effects of tic civil war and he ntcomtmction pmgnm in Lebmon, see Eken ad others (1995). 
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increasing, while that in non-oil exporting countries has been declining, culminating in a 
relatively better inflation performance in the latter in 1994. 

At the individual country level, 12 MENA countries achieved single digit inflation 
during 1989-94, and five countries (Bahrain, Kuwait, Oman, Qatar, and Saudi Arabia) had 
better inflation performance than that of the average for industrial countries. Egypt 
significantly reduced inflation during this period, reflecting strengthened fiscal and 
monetary policies. By contrast, Sudan recorded annual inflation rates of over 100 percent 
throughout the period. Lebanon, Somalia, Yemen, and, to a lesser extent, Algeria and the 
Islamic Republic of Iran were among the countries in the region with relatively high 
inflation. 

The external posirion of the MENA region deteriorated sharply in early 1991, but 
improved steadily thereafter (Chart 5 and Table 7). As a ratio to GDP, the current account 
deficit (including official transfers) averaged 5 percent during 1989-94, compared with 
1.3 percent in developing countries as a group. Among developing countries, sub-Saharan 
Africa was the only region to register larger current account imbalances. 

The volume of exports of the MENA region increased at an annual average rate of 
5.6 percent during 1989-94, compared with 8.4 percent for developing countries as a whole 
(Table 8). On average, export growth in oil exporters was better than in non-oil exporters, 
but the export volume growth in the latter increased during 1991-94. The growth in import 
volumes in the MENA region was lower than the growth in export volumes during 1989- 
944amounting to an annual average of 2.8 percent. W ithin the region, the annual average 
growth in imports of oil exporters was slower than that of the remaining countries, 
reflecting the sharp decline in imports by the oil exporters during 1993-94, but also the 
increased access to financing by some non-oil countries associated with their adjustment 
process. 

The method ofjinuncing external current account deficits differed significantly among 
MENA countries. The GCC countries relied heavily on using their gross foreign assets, 
but also resorted to some external borrowing. Non-XC countries mainly relied on 
medium- and long-term loans from official sources. Private debt flows constituted 
important financing only in a few countries (such as Egypt, Israel, and Lebanon), while 
most foreign direct investment to the region was accounted for by flows to Egypt, Israel, 
Morocco, and Tunisia. 

During 1989-94 several countries resorted to exceptional financing in the form of 
rescheduling and the build-up of arrears on debt service. J./ Foreign exchange reserves 
of oil countries declined, while those of other countries as a group increased more or less 
steadily during this period both in absolute terms and as a ratio to their imports of goods 
and services. 

The total external public and publicly guaranteed debt of MENA countries increased by 
US$44 billion during 1989-94, of which one third was accounted for by oil exporting 

il Park Club rrdxdulingr wew cuncludrd for Algeria (1994 and 1995). Egypt (19911. Jordan (1989. 1992. and 1994). Mauritania 
(19X9 and ,993). and Morocco (1990 and ,992,. Rsrheduling of commercial banks dch twk. place for Algeria (1992). Jordan (1993). 
and Monxco (I990). 
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CHART 4. 
DEVELOPING COUNTRIES AND MENA REGION 

GROWTH AND INFLATION, 1989-94 
(Annual changes, in percent) 
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CHART 5. 
DEVELOPING COUNTRIES AND MENA REGION 
SELECTED ECONOMIC INDICATORS, 1989-94 
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countries. I/ As a percentage of GDP, the external debt of the region remained more or 
less stable (Chart 6 and Table 9). The debt-to-GDP ratio of oil-exporting countries, 
although relatively small, increased gradually, while that of non-oil exporting countries 
declined sharply from 100 percent in 1989 to 69 percent in 1994. This decline was mainly 
accounted for by developments in Egypt, Jordan, and Morocco. In Egypt, the decline in 
the early 1990s was largely due to the debt-stock reductions granted by official bilateral 
creditors. Jordan undertook debt-reduction operations with commercial banks and also 
implemented reschedulings with, and was granted debt forgiveness by,, some bilateral 
official creditors. Morocco benefited from the cancellation of the entlre stock of debt it 
owed to Saudi Arabia. 

The debt-service .burden of the region remained at comfortable levels during this period. 
Oil-exporting countries’ debt service, as a percentage of exports of goods and services, 
showed a marked pick-up, with amortization payments coming due at the same time as 
export earnings fell. Debt servicing of the non-oil exporting countries declined because of 
lower stocks of outstanding debt and the impact of debt rescheduling. 2/ 

2. Accounting for macroeconomic performance 

The region’s economic performance has reflected the interaction of the underlying 
structural aspects of the MENA economies, the stance of macroeconomic and structural 
reform policies, and developments in the countries’ terms of trade. 

a. Underlying struchue 

Even though there is considerable economic and financial diversity among MENA 
countries, several share similar structural economic characteristics that have impacted on 
their recent economic performance. Four structural aspects stand out in particular: s/ 

l a poorly diversified economic and export base at the individual country level; 

l continued high vulnerability to exogenous shocks; 

l limited integration into international capital markets; 

l continued dominance of economic activity by the public sector. 

While the region as a whole is relatively diversified, most countries have a relatively 
poorly diversified economic base. In many countries, a single sector--indeed a single 
product--constitutes a significant portion of domestic output. The most vivid example is 
oil, which accounts for over 50 percent of GDP in almost all oil-exporting countries. 
Agriculture accounts for a similar proportion of GDP in Somalia and Sudan, and around a 

I, This wa8 an bislorical aberration rdlrcling Ox dkmatb of tie 199~91 regiorml conflict. Saudi Arabia has repaid the bank loan 
syndication conlractcd after he contlist snd Kuwait is in the process of doing so. 

2, Declines in the debt-sewice r&o were subrtanlial in Algeria, Egypt. Israel, and k&m. During 198944, he largest increase in 
debt and debt-sswiee rados. albeit from very low levels, was obse~cd in Lebanon-sasociatcd with he financing of the rreonstmclion 
p~g,?dlL 

2, For I delailed discussion of SINC~U~I issues. r&r 10 El-Erian and ‘hrq (1993) 
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quarter of GDP in the Islamic Republic of Iran, Mauritania, and Yemen. Manufacturing is 
significant and well diversified in only a few countries, such as Israel, Morocco, and 
Tunisia. Despite disruptions caused by the 1990-91 regional crisis and civil unrest, tourism 
is an important component of output in a number of MENA countries (Egypt, Israel, 
Morocco and Tunisia) and has enjoyed a higher growth rate than agriculture or 
manufacturing in several MENA countries since 1989. 

The narrow productive and export bases make several MENA economies vulnerable to 
exogenous shocks. In oil-exporting countries, fluctuations in the international price of oil 
have a major direct impact on export receipts and government revenues (Chart 7), I/ as 
well as an indirect impact through the role of government expenditure in determining 
overall economic activity and employment. Furthermore, as discussed below, economic 
developments in oil-exporting countries have important consequences for other countries in 
the region, particularly through labor market links. 

Concurrently, several MENA countries are very much affected by fluctuations in 
international commodity prices as non-fuel primary commodities are important in their 
exports. Moreover, because of their heavy import reliance, many countries are vulnerable 
to fluctuations in price of foodstuffs. Furthermore, in the countries heavily dependent on 
agricultural output and exports, economic performance remains vulnerable to weather 
conditions (e.g., Morocco, Sudan, and Tunisia). 

MENA’s participation in the globalisation and integration of intemarional capirul 
mnrkecs has been limited especially in comparison with Asian and Latin American 
countries. Thus, capital flows into the MENA region have been small. 21 In addition, 
countries in the region have had almost no direct access to the capital markets of industrial 
countries, notwithstanding the growing incidence of joint ventures (domestic/foreign) in 
certain countries following the liberalisation of their financial sectors. The region has 
made only limited use of market-based income-hedging devices (such as product insurance 
and forward markets) despite its vulnerability to international price developments. Foreign 
direct investment (FDI) inflows to the MENA region have been lower than to other 
developing regions, except sub-Saharan Africa (Chart 8). 31 In recent years, the 
completion of a number of oil- and gas-related investments in the GCC countries has been 
reflected in a reduction of FDI inflows. Portfolio flows into the region have remained low, 
because MENA countries have limited access to international capital markets and the 
region’s capital markets are at the development stage. 41 

An important qualification is warranted, however, in discussing the region’s relations 
with international capital markets. Private capital inflows have shown more diversity and 
response in countries that have made steady progress in macroeconomic and s:ructural 

1, In OCC economies. the sham ofoil revenues in lotal nvsnues nnges from about 60 percent in Bahrain I0 about SO percent in the 
Unikd Arab Emirates. 

21 For a discussion of capital flow* 10 and from Arab countries. see Abisoumur (1993 md 1994) and El-Rifai (1993). 
1, During 1989-94, foreign dkcl invemnent inllmvs 10 he region amwnad to abwl USSIO billion. compared with a loul of about 

US,?12 billion lo the developing countries a8 a whole. 
4, See Abisourour (1994). Azum (1995),d El-Erian and KuMr(l995). Cashin and McDemolt (1995) discuss the impact on 

markcl efficiency of a redwlion in regulatory bwricrs and greater foreign panicip~tion. 
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CHART 6. 
DEVELOPING COUNTRIES AND MENA REGION 

EXTERNAL DEBT AND DEBT SERVICE, 1989-94 
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CHART 7. 
OIL EXPORTERS 

VULNERABILITY TO DEVELOPMENTS IN OIL MARKETS 

100 .-.- -. 

CT ,A 

I 

Oil Revenue OS Percent 

1980 
,994 

Of Tofol Go”ernmen+ Revenue 

Wrobio MENA* Indonesia 

Oil Exports 0s Percent of Tata, Exports 

Mexico 

Sources: IMF. WE0 database: and various Recent Economic Development Reports. 

l Average of the seven oil exporting countries from the region included in the chart. 

100 



- 1oc - 

CHART 8. 
EXTERNAL FINANCING 

(In billions of U.S. dollars) 

zoc 

15c 

1oc 

5c 

C 

-5c 

I- 

l. 

I- 

I- 

I- 

l- 

Total Net Capitol Flows 

1989 ,990 1991 1992 1993 1994 

60.0 

55.0 

oirect Investment 

Developing countries 

50.0 

45.0 

40.0 

35.0 

30.0 

25.0 

200 

150 

100 

50 

0 

-50 

3.1 

2.8 

2.5 

2.2 

1.9 

1.6 

1.3 

1.0 





- 11 - 

adjustment (such as Egypt, Israel, Jordan, Morocco, and Tunisia), as well as those 
recovering from domestic unrest (viz., Lebanon). 

Finally, on the structural front, an important common feature of most MENA countries 
is the dominant role of the public secfor in total domestic output, as well as in transfers and 
subsidies to the private sector. Its finances are the primary determinant of domestic 
liquidity and aggregate demand. 1/ Moreover, it has been associated with certain 
economic distortions that have hindered productive efficiency and obfuscated the 
environment in which producers and consumers must operate. 

The public sector has traditionally been a major source of employment,, accounting for 
about 30-60 percent of the labor force in most MENA countries and as high as 95 percent 
of the national labor force in some countries of the GCC. Furthermore, public enterprises 
have had weak financial performance because they have been largely immune from 
competitive forces and have suffered from organizational and managerial shortcomings, 
administrative controls, inappropriate pricing policies, and overemployment. 
Consequently, this sector has become dependent on government transfers and subsidies, 
placing a maJor burden on fiscal and monetary policies in most MENA countries and 
lowering the productivity of these economies. 

Other structural constraints on investment and employment are evident in some MENA 
countries. For example, the dominant role of public sector employment and its 
recruitment, job security, and wage setting practices have led to segmented labor markets. 
Moreover, labor legislation in both public and private sectors has circumscribed the 
employer’s scope for hiring, firing, or wage setting. 

b. Macroeconomic and structural policies 

The impact of these structural realities on recent economic performance has depended in 
part on the accompanying policy stance. In some cases, the determined implementation of 
macroeconomic reform has offset structural weaknesses. In other cases, inappropriate 
policies have accentuated them. Several MENA countries have adopted srrucrurul reform 
measures in recent years to enhance productivity through improved competition and better 
allocation of resources. These measures included steps to liberal& prices, reform public 
enterprises, liberalize the external trade system, and reduce exchange controls. 

Several MENA countries (most importantly, Algeria, Egypt, Jordan, the Islamic 
Republic of Iran, Morocco, Sudan, and Tunisia) made progress in liberalizing domestic 
prices during 1989-94. Direct controls have been gradually eased or removed on 
agricultural prices, producer prices in the manufacturing sector, retail prices, and 
distribution margins. Furthermore, partly reflecting concern about budgetary costs and 
waste, subsidies on a wide range of products have been reduced and their scope limited to 
essential consumer goods. 

I/ On tic ml5 oflix public ~CCIO~ and indicators of public XCLX activities, SW El-Naggar (1987) and Hsller md &hi)k (1989). 
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Several countries, with technical and financial assistance from the World Bank, launched 
public enterprise reform programs in the late 1980s. These programs aimed at improving 
overall resource allocation, reducing the burden on government budgets, and limiting the 
absorption of domestic and external financing by these enterprises. They were also 
directed toward increasing the administrative autonomy and accountability of public 
enterprises, improving their financial performance, and reducing the scope of the public 
enterprise sector through privatization, restructuring, or liquidation of nonviable firms. 

Implementation was slow in the initial stages as these reforms needed diagnostic studies 
to assess financial viability of enterprises, amendments to existing legal framework, and 
policy adaptations in other sectors. Nevertheless, a number of countries made progress by 
the use of management performance contracts (Algeria, Morocco, and Tunisia), enactment 
of related laws (Egypt, Morocco, and Tunisia) and partial or total privatization (Egypt, 
Israel, Jordan, Kuwait, Morocco, Oman, Tunisia, and the United Arab Emirates). 

During 1989-94, a number of countries (Algeria, Jordan, Morocco, and Tunisia) 
undertook comprehensive rrude liberalization by reducing quantitative restrictions and 
lowering and rationalizing import duties. I/ In general, the liberalization of imports of 
raw materials, intermediate products, and capital goods progressed faster than those of 
finished goods as the authorities sought to strengthen the ability of domestic industries to 
adjust to increased foreign competition. The reductions in tariff rates in some cases fell 
behind initial schedules because of budgetary considerations. 

With a move toward a more outward-looking trade policy, several MENA countries 
(Algeria, Jordan, Morocco, and Tunisia) took steps to ease foreign erchan,ge conrrols while 
others (Egypt, the Islamic Republic of Iran, and Sudan) abolished multiple exchange rate 
systems. 2/ The liberalization of foreign exchange controls on current account 
transactions, the strengthening of macroeconomic policies, and the implementation of 
comprehensive structural reforms enabled Israel, Lebanon, Morocco, and Tunisia to make 
their domestic currencies convertible for current account transactions in 1989-94 and to 
assume the obligations under Article VIII of the IMF’s Articles of Agreement. 

During this period, progress in liberalizing capital account trunsuctions was slow in 
MENA countries. Nevertheless, several countries including Egypt, Jordan, Morocco, and 
Tunisia took steps to ease payments restrictions on capital transactions by residents and to 
liberalize rules governing the use by residents of foreign currency accounts in domestic 
banks. In general, nonresident capital transactions, involving repatriation of capital, 
dividends, and profits, have been made more liberal to encourage non-debt-creating 
external financing, and transfers of technology. 

The most important aspect of demand munugement policies has been the stance of fiscal 
policy, particularly the overall budget deficit and the underlying revenue and expenditure 
patterns. 

I/ For a cmnpmbcnsivc discussion of foreign and ink-regional trade policies of Arab counttics. see ElLNaggar (1992). Thalwilz and 
Havrylyrbyn (IYVZ). and Zarrouk (1992). 

2, The uni,ica,ion of cxchangr rates was subsequently reversed in dw lslamic Republic of Iran and Sudan. 
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The MENA region has recorded fiscal deficits that are large by international standards, 
even though some countries have made progress in addressing fiscal imbalances (Chart 5). 
The central government fiscal deficit of 7 percent of GDP was more than double that of 
developing countries as a group. In oil-exporting countries, a sharp deterioration in public 
finances during 1989-91 occurred as oil prices fell. The higher fiscal deficits were initially 
financed by running down foreign assets, but subsequently addressed through the adoption 
of adjustment measures. Other countries in Ihe region continuously improved their fiscal 
positions during 1989-94, and by 1994, both country groupings had reduced their fiscal 
deficit to about 5 percent of GDP. At the individual country level, Egypt, Israel, Jordan, 
Mauritania, and Tunisia tightened the stance of their fiscal policy during 1989-94. In a 
few countries (Syria and Yemen), fiscal tightening during the earlier part of this period 
proved unsustainable and was followed by some easing during the latter part. 

In addressing their fiscal imbalances, countries initially focused on cutting expenditures 
to bring about rapid improvement. In the second phase, the focus shifted toward enhancing 
revenue through improving tax systems and administration. In countries where adjustments 
relied almost totally on cuts in expenditures, especially capital expenditure, fiscal tightening 
proved unsustainable and was quickly reversed. In contrast, countries in which expenditure 
restraints were complemented at an early stage by structural reform on the revenue side, 
experienced more durable reductions in fiscal imbalances. 

The overall objectives of tax reforms were to simplify the tax system and increase its 
transparency, improve its buoyancy and elasticity, reduce its distortionary effects on the 
allocation of resources, and strengthen tax administration. Regarding direct taxation, a 
number of countries embarked on or continued efforts to simplify income taxation, as well 
as broaden its base. With regard to indirect taxes, most reforms involved the replacement 
of various taxes and fees, imposed at various stages of production, by a value-added 
tax. I/ In some cases, the number of rates under the value-added tax was also reduced 
(Morocco) and the coverage was expanded to sectors previously excluded, such as 
wholesale trade activities (Tunisia). For social reasons, a few basic consumption goods 
were generally exempted from VAT. Several countries (Egypt, Jordan, Morocco, and 
Tunisia) made further progress in customs tariff reform with a view to rationalizing and 
reducing tariffs. Meanwhile, tax administration was strengthened in most MENA countries 
through improvements in tax assessment and collection procedures, the reinforcement of 
tax auditing procedures, and increased use of computers. 

With regard to monefury policy, the growth in broad money registered an increasing 
trend in 1989-93 in the MENA region as a whole, before declining in 1994. Similar trends 
were observed in oil- and non-oil export countries, although the latter recorded larger 
monetary expansion (annual growth of broad money averaged 31 percent as compared with 
11 percent in the oil-exporting countries) primarily reflecting financing requirements of 
fiscal deficits in the context of limited reserve funding. 

The effectiveness of monetary policy has been enhanced by changes in the financial 
system aimed at improving the mobilization and allocation of financial savings and 
strengthening the system of monetary control. To improve the mobilization and allocation 

li h Jordan, a gsnsrd sales Ux was intmduccd with a v/w to esublishing * bnxd-bwed value-addsd type of ux 
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of financial savings, first, the role of market forces in the determination of rates of return 
and credit allocation has been enhanced (Chart 9). Several countries made progress in 
liberalizing their rate structure, initially focusing on deposit rates, and in reducing the 
scope of preferential rates, especially for public enterprises. Second, the menu of assets 
available to domestic savers was broadened through the introduction of new instruments 
with market-determined rates. These instruments included certificates of deposits (Jordan), 
negotiable treasury bills (Egypt and Tunisia), and commercial paper (Morocco). Third, 
most MENA countries made significant progress in strengthening the financial system 
through rccapitalization of financial institutions and improvements in prudential regulations 
and supervision. Finally, efforts to develop capital markets involved the implementation of 
new securities market laws with a view to improve trading, reporting, and accounting 
systems. 

To improve the system of monetary control, especially in the context of financial 
liberalization, there was a move away from quantitative credit restrictions toward indirect 
instruments of monetary control. In several countries, rediscount mechanisms were made 
more sensitive to market conditions, and the sale and purchase of central bank paper and 
treasury bills were used more widely in the management of liquidity. Furthermore, reserve 
requirements were made more uniform across financial institutions. 

Exchange rule adjustments in the face of terms of trade losses in most MENA countries 
varied during 1989-94. Countries with flexible exchange rate arrangements (Table 10) 
underwent nominal effective exchange rate depreciations, but only Algeria, Iran, Israel, 
and Tunisia experienced depreciations in their real effective exchange rates. Countries 
pegged to the U.S. dollar (except Syria) also had nominal effective exchange rate 
depreciations owing to the depreciation of the U.S. dollar vis-a-vis other currencies during 
this period. Reflecting their superior price performance, only the GCC countries had both 
nominal and real exchange rate depreciations. Among countries with currencies linked to 
the SDR or another basket of currencies, only Jordan had nominal and real exchange rate 
depreciations. Downward adjustments in real effective exchange rates compensated for 
worsening terms of trade in Algeria, Bahrain, the Islamic Republic of Iran, Israel, Kuwait, 
and Saudi Arabia, thus cushioning the impact of the terms of trade on domestic economic 
activity. 

C. External terns of trade 

The external environment in the MENA region has been particularly difficult in recent 
years. The cumulative deterioration in the region’s terms of trade during 1989-94 
amounted to 7.7 percent as compared with 1.8 percent for developing countries as a whole 
(Chart 5 and Table 7). Among developing countries, only sub-Saharan Africa registered 
worse terms of trade developments during the same period, while the Asian countries 
benefited from improvements in their terms of trade. 

In addition to a significant overall worsening, MENA countries have been subject to 
considerable fluctuations in their terms of trade--further undermining economic 
performance. The variance in the region’s terms of trade was more than 15 times greater 
than that for developing countries as a group and 30 times greater than for industrial 
countries. Not surprisingly, oil-exporting economies faced the greatest variance in terms of 
trade within the MENA region. 
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IV. External Environment 
The external environment affects individual MENA countries through the goods market, 

the labor market, and to a lesser extent, capital flows. The importance of each of these 
three transmission channels depends on the circumstances of individual countries. 

Looking forward, several countries face, at best, a neutral outlook with substantial 
downside risks associated with oil-market developments. Consequently,, these countries 
cannot look to their external environment either as a source of substantial windfall gains or 
as a significant stimulus for growth. This, as well as the legacy of the underexploited 
opportunities of recent years, strengthens the case for the economic reform policies 
discussed in Chapter V. Fortunately, the possibility of more favorable regional 
sociopolitical conditions following the eventual attainment of a comprehensive, just, and 
durable peace provides support for the effectiveness of such policies, as do the prospects 
for increased economic interactions with the EU. 

I. Goods market 

Medium-term analyses suggest that the region faces opposing external influences: 
buoyant markets for non-oil products but a subdued international price outlook for 
commodities of particular importance to the region. 

Projections prepared by the IMF staff in the context of the World Economic Outlook 
exercise suggest a relatively favorable outlook for the region’s non-oil exports. 1/ 
Specifically, real demand in partner countries (weighted by their share in the region’s 
exports) is expected to grow at an average annual rate of just over 5 percent in 1996-2OCO. 
Accordingly, the non-oil sector can provide an engine of growth for several countries, 
highlighting the importance of expanding the role of this sector in the economy of the 
region. The scope is significant in this respect; non-oil exports account currently for only 
a quarter of the region’s exports, with Israel accounting for almost half this total. 

As regards petroleum prices, there seems to be a consensus on the outlook for, at best, 
moderate increases in nominal prices and constant or declining real prices (Chart 10). U 
This reflects expectations of relatively restrained growth in world demand as increasing 
demand? particularly by certain developing countries, is offset by further reduction in 
energy intensity. At the same time, non-OPEC suppliers are expected to broadly maintain 
their current market shares, albeit with some uncertainty about developments in the 
republics of the former U.S.S.R. There is also uncertainty about the potential timing and 
conditions of Iraq’s return to the oil market. Such a return would impose downward 
pressure on international prices and require some reallocation of shares among existing 
producers in order to limit the price decline. 

I/ A discussion dlrtnds in the overall inkmlional economy is contained in IMF (1995a). 
z/ For *he eight largest oil prcducera in the region at #his Lime (i.e.. Algeria, Bahrain, UIS Islamic Republic of km, Kuwait, Oman. 

Qatar. Saudi Arabia. and the United Arab Emirates), a USSI change in inlemtiond oil prices tmnslales, cctetis paribus. inLo a 
USS6 billion w-i~tion in total expon receipu. 
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Turning to the region’s imports, IMF staff projections prepared in the context of the 
World Economic Ourlook exercise suggest moderate increases in import unit values (in U.S. 
dollar terms). Thus, after the sharp estimated increase for 1995 (nearly 8 percent), prices 
of non-oil imports are expected to increase by an annual average of 1% percent in the 
1996-2000 period. A source of upward pressure in this context emanates from the price of 
food imports--an important component of the region’s total import bill. Specifically, the 
moderate increase projected in import unit values incorporates a limited rise in food prices 
as the overall supply, particularly from producers in nonindustrial countries, responds 
quickly to the impact of reductions in subsidies induced by the Uruguay Round in industrial 
countries. Slower output responses in nonindustrial countries would place upward pressure 
on international food prices, worsening MENA’s external terms of trade. 

The Uruguay Round is expected to have other effects on the goods market for MENA 
region. The positive effects may be expected to come from three features of the recent 
agreements on tnultilureral trade liberalization: 

l the significant liberalization of the agricultural, textile, and clothing sectors through 
reductions in tariff and non-tariff barriers; 

l the improvement in the overall trading environment associated with the strengthening 
of rules applicable to subsidies, countervailing duties, anti-dumping, and safeguards; 

l the reinforcement of the institutional structure through the establishment of the World 
Trade Organisation. 

A potential benefit currently of lesser operational importance to the MENA region is the 
extension of multilateral rules to trade in services and intellectual property rights. I/ 

This potential will be exploited most effectively by countries that have responsive supply 
structures and are experiencing financial stability. Other countries will face net costs in 
addition to that associated with the expected initial increase in imported food bills as indus- 
trial countries curtail the unfair competitive advantage emanating from their hitherto 
substantial agricultural subsidization system. Thus,, in the absence of changes in the overall 
level of preferential treatment, several countries will suffer an erosion in their “favored 
treatment,” be it through a reduction in the value of their tariff concessions following the 
scheduled decline in overall tariff levels worldwide or through a loss in privileged access to 
certain markets. This is particularly important for the MENA region, which benefits from 
a wide range of preferential trading arrangements. 

2. Labor market 

As noted in the previous section, labor remittances help the balance of payments 
accounts of several countries in the region and favorably influence investment performance 
as well. These remittances consist of: 

li For an analysis of Ihe real income efTeets of the Uruguay Round on *s MENA region. see Goldin, Knudson. and van der 
Menshgghe (1993). A more general discussion of Lhe relevance and implicalions of Ihe Uruguay Round for Ihe Arab countries is 
prcsenwd in Chabrirr. El-E&m. and Moalla-Fetini (1995). Sector specific studies may be found in El-Naggar (1995). 
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l transfers of earnings of workers residing outside the region, such as those employed 
in Europe; 

l transfers from workers in oil-producing countries of the MENA region; 

l earnings of Palestinians working in Israel. 

The prospects for MENA labor migration to Europe must be viewed in the context of 
European labor market. Unemployment in the EU is currently high, having averaged 
almost 12 percent in 1994 (with double-digit rates typical in most countries). Although 
growth in these countries as a group is projected to remain at about 2%3 percent a year 
through the rest of the decade, projections prepared in the context of the World Economic 
Ourlook exercise indicate that unemployment will remain over 10 percent on average in the 
period through 2000, reflecting structural rigidities in the labor market. Reforms needed to 
overcome the extensive network of institutional constraints and the policies that have 
contributed to the high level of structural unemployment will inevitably take time to 
implement. Dim prospects for reducing unempIoyment in the short term, together with the 
pressure that will arise as a result of changes in social policies and labor market practices, 
will limit demand for migrant labor. Finally, the demand for MENA labor will likely be 
affected by the continued influx into the EU of workers from Eastern Europe and the 
countries of the former U.S.S.R. 

At the same time that employment opportunities in Europe are projected to decline, the 
potential for intraregional migration--from the non-oil to the oil-exporting countries (mainly 
the GCC countries)--is expected to be reduced. With the current outlook for the oil 
market, the oil exporting countries of the MENA region are faced with the need to adopt 
strong fiscal adjustment and reform measures. In the short term, these measures will 
inevitably involve an important expenditure reduction component with dampening effects on 
non-oil activities--areas in which MENA nationals from the non-oil exporting countries are 
typically employed. Furthermore, structural reform measures to reduce the size of 
government (which typically represents the largest employer of nationals) need to be 
accompanied by steps to improve employment opportunities for nationals in other areas, 
including those traditionally occupied by immigrant workers. Indeed, in the face of a 
contraction in economic activity, a number of countries have already adopted policies to 
encourage greater participation of nationals in the labor force. 

Finally, the market for Palestinian labor in Israel will continue to depend on security 
issues, insofar as they influence Israel’s border policy. In addition, the increasing influx of 
Asian labor is likely to reduce the demand for Palestinian labor in certain segments of the 
Israeli economy. 

3. International capital markets 

Several developing countries experienced a dramatic integration and globalization of 
their capital markets in the first half of the 1990s. This provided them with access to 
significant external financing as a potential supplement for domestic resources to fund 
productive investment opportunities. The financing took the form of foreign direct 
investment, flows to “emerging equity markets” and tapping by developing countries of 
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bond and equity markets in industrial countries. 1/ At the same time, and as 
demonstrated by the December 1994 financial crisis in Mexico, the process involved 
certain risks, of which the most important is the increased vulnerability to large outflows 
triggered by changes in market sentiments in response to weakening economic fundamentals 
or adverse contagion effects. 

As noted in the preceding chapter, the development of capital markets and their 
integration into international capital markets are less advanced in most MENA countries 
than in Latin American and Asian economies. Typically, equity markets in the region are 
undercapitalized and are in a number of cases are closed to foreign investors. As a result, 
Arab countries accounted for only a negligible amount of the funds which have flowed to 
developing countries’ equity markets. 

In recognition of the need to attract higher inflows of sustainable private capital and 
given the potential for capital markets to finance productive investments, countries in the 
region are emphasizing financial sector reforms that encourage the mobilization of funds 
from domestic, regional, and international sources, while they minimize the associated 
risks. These efforts coincide with a reassessment of perceptions that have governed the 
massive flows from industrial to developing countries. 

The reassessment reflects two developments. First, after declining sharply in 1991-93, 
short-term nominal yields in several industrial countries (and the United States in 
particular) have risen. This has, ceteris paribus, reduced the attractiveness of certain 
developing country instruments. Second, the Mexican crisis of December 1994 heightened 
perceptions of developing country risk, thereby slowing international diversification among 
investors in industrial countries. As a result, developing countries may well need to 
compete for private flows from more cautious investors--this at a time of growing pressures 
on aid budgets in most industrial countries. 

4. Regional environment 

Changes in the regional environment have an important impact on the region’s economic 
outlook, both directly and in the manner the region is viewed by trading partners and 
domestic and foreign investors. 

a. Peace process 

The region is closer than ever to resolving the long-standing Arab-Israeli conflict. This 
conflict has adversely affected economic development in certain countries of the 
region: 21 First, by contributing to what is the largest military outlay among developing 

1, Net capilal inflows to developing counwier lose fmm an annual avenge of USSIO billion over 1983-89 to USSIX billion in 1994. 
While foreign direst invsshnenl--which rose from USSIZ billion lo WI56 billion over this period-rzpresenlsd an imporcanl component 
of hia incrass, the riss in ponfolio investment-from USSI billion to USS62 billion-was even more striking. However. lhcse sggrcga~c 
figures mask he txgional diversity in the eomposilion of flows. For exmnple, Ihe surge in ponfolio flows has been much more marked 
in Latin America than in Asia, where foreign direct investment has been tbs hrgcst component of capital in0ows. 

21 Details are contained in El-Nsggar and El-Erian (1993). 
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country regions, L/ it has accentuated macroeconomic imbalances and diverted resources 
from productive investments in infrastructure and in the social sectors. Second, by aggra- 
vating perceptions of sociopolitical risks, it has discouraged investment in certain countries. 
Third, it has inhibited efficient regional projects for electricity, water management, and 
tourism. 

Not surprisingly, the potential establishment of a comprehensive, just and durable peace 
in the Middle East is expected to result in a significant “economic peace dividend,” 
provided it is accompanied by sound economic policies. Insights into the quantitative 
importance of this dividend is provided by a recent study which, based on an econometric 
approach using panel data procedures, demonstrates that military spending cuts will lead to 
substantial gains in per capita growth, through both direct and indirect channels. 2/ 
Specifically, a reduction in military expenditure can contribute to higher’capital formation 
and, more generally, to less severe resource misallocation. The econometric results 
suggest the impact will be large but will materialize with some lag. 

This impact will be compounded by the beneficial effect of efficient welfare-enhancing 
regional projects, particularly in infrastructure. Water management is identified most 
frequently for potential gains from regional integration, and discussions among the various 
parties on ways to develop and manage the limited and rapidly depleting water resources 
have already begun. 21 Likewise, potential growth and development opportunities would 
clearly be enhanced for all MENA countries if there were a regional approach to sharing 
energy resources and developing an efticient energy distribution system. Transport is 
another area where a coordinated approach to the development of a regional network would 
be advantageous for all parties. Tourism is frequently identified as a potential growth 
sector in many countries of the region, and larger tourist inflows would benefit not only 
from a more integrated transport system, but also from a regional approach to the 
promotion of this sector. 41 

b. Closer integration with the EU 

The EU’s recently launched “Mediterranean Basin Initiative” aims, in the economic 
field, at the gradual creation of a “Euro-Mediterranean Economic Area.” While this is to 
be developed further in the Barcelona Conference in November, it is likely to emphasize 
the private sector as the engine of growth and the establishment of a free trade area-- 
initially between the EU and individual MENA countries and subsequently between the El. 
and MENA as a region. 5/ 

11 This rcsull emerges regardless of tie aggregslion methodology used. See, for example. Hewitt (1992) and Knight, Loaym. and 
Villanueva (1995). 

21 Knight. Loayz.. and “illanuevs (1995). 
1, See Shbar. Fish&on. and Hirsch (1989) f or a discussion of a possible Middle EAS wster plan in he context of a peace inihlivs. 

See also Kally (1989). 
4, For a discussion of ,be potential gains LO MENA countries ft.,,,, I re&ma, .ppm.cb LO ,i,c dcvclopmcnt of ,i,he c,,ergy ,nd 

,mnspomtion network. see Ben-Sbabar, et 6, (1989). 
i/ Agrrcmcnts on free trade areas have already been rcacbcd in tic cases of lsrasl and Tunisia. Ncgotistions SIC underway for 

Algeria. Egypt. lordan and Morocco. 
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The establishment of the envisaged Euro-Mediterranean Economic Area will involve 
transitional costs for countries in the region, particularly as their economic structure. 
adjusts to a higher degree of foreign competition. To alleviate these costs, the EU Council 
will provide ECU 4.7 billion of grant assistance in 1996-99; a similar amount (in loans) is 
to be. forthcoming from the European Investment bank. Accordingly, some 
US$12.5 billion will be available, to be disbursed on the basis of each recipient country’s 
progress in implementing economic reforms. The welfare gains associated with this 
initiative would materialise from improved efficiency as a result of growing 
competition, 11 somewhat better (albeit not dramatically better given existing preferential 
arrangements) access to EU markets, and positive externalities for domestic and foreign 
investment flows associated with the “policy credibility” aspect resulting from greater 
integration with the EU. 

I/ For details. ICC Rutherford, Rumwn l d ‘h-r (1993) 
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V. Addressing Policy Challenges 

The paper’s backward-looking analysis of the MENA economy suggests that, with 
notable country exceptions, the broad policy response has been insufficient to exploit fully 
the region’s considerable potential. Looking forward, the economic challenge is 
compounded by the subdued outlook for the external environment. In this context, this 
chapter presents an overview of the status of various countries’ policy initiatives. This 
overview is followed by a review of the eight policy issues facing most, if not all, the 
economies in the region. Detailed specification, prioritization, and sequencing of the 
policy measures is left to individual country analyses, which are beyond the scope of this 
paper. 

1. Background 

Several countries (including Egypt, Israel, Jordan, Mauritanja, Morocco, and Tunisia) 
implemented more or less sustained macroeconomic policy reforms in recent years, 
focusing on fiscal adjustment supported by a tight monetary policy. In these countries, 
except Israel, the adjustment was supported by International Monetary Fund arrangements 
for at least two years during 1989-94. 11 

These countries made headway in reducing their budget deficits, bringing down their 
inflation rates, and improving their external performance (in terms of growth and 
diversification of exports, size of current account deficits, and level of foreign exchange 
reserves). The improved economic performance was aided by progress in implementing 
structural reforms, particularly in the case of Israel, Jordan, Morocco and Tunisia. 21 

More recently, adjustment efforts and structural reforms were also intensified in the oil- 
exporting economies. Initially, these countries focused on expenditure reduction in the face 
of lower oil revenues and a reduced flow of investment income. More recently, efforts 
have also been made to enhance non-oil revenues, as illustrated by the measures introduced 
in the 1995 Saudi Arabian budget. In addition, several countries (including Algeria, 
Kuwait, the Islamic Republic of Iran, Oman, and Saudi Arabia) have elucidated medium- 
term programs with a defined path for further deficit reduction, structural reform measures, 
and human development policies--all this in a general framework emphasizing the role of 
the private sector in production and investment (Box 2). 

A number of other countries (such as Djibouti, Iraq, Libya, Somalia, Sudan, Syria, and 
Yemen) are yet to put in place sufficiently comprehensive adjustment and reform programs, 
although some (including Djibouti, Sudan and Yemen) have initiated important policy 
efforts. Given the nature of the countries’ economic difficulties, these efforts aim, in the 
first instance, at reducing unsustainable domestic financial imbalances pending the full 
effectiveness of structural reform measures. In the case of Lebanon, policy makers face 
the twin challenge of reconstruction and stabilization. 

ii See El-Erian (1993) for he dationship between Ihe Fund and Arab eounuiss. 
21 For delniled analyses aftis adjustment experienc:c of Morocco, see Nwuli et 4 (1995). and ofTunisia. sss Nsouli and others 

(1993). 
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Box 2 

sandl Amb- lh-ekymeal rho 

Saudi Arabkx’s Sirib Developmenl Pkm (1995-2000) Iurge@ the elimination of tbe budgei 
defKil, continued resbwctirb~g and divrrsi@catkm of lbe Saudi Arabion economy in lbe codicil of 
increased private sector participation, and Use devrlopmenl oJ human resources. 

The budget def=il is to be eliminated by Ibe yeor 2000 through increases in non-oil revenues 
and containment of expend&we& Revenues ore to be mobilized mainly Uuough higher fees and 
charges for publicly supplied goods and services (including utilkiex) and reduced subsidies. Such 
on approach would also improve resource allocation k &he Kingdom, thus Jocilbuling effiien~ 
econonrie diversifiiadon. 

To expand Uu privaIe seclor, Ihe Plan calLs /or privali&g (I range of commercial activities 
currendy undertaken by the Governmen and for idmhf@g IMY bwesbnenl opportunilics for Uu 
privale sector. Foreign direct invesbnenI ir to be rmphasized and domesric capilol markets/urtber 
developed lo mobilize privaIe investment. 

For human resource development, the Pkm &gels n shift in education and Imining priori& to 
meet the expanding demand for skilled manpower in the private sector and ta employ effiien~ly the 
growbq number of nationoLc entering lhe labor force. Expendburrs are lo be sh@ed toward 
expanding Ihe capocily of technical and vocational training, as well as higher education insti- 
h&ions. 

2. Remaining policy challenges 

Since MENA countries differ in the progress they have made in recent years in 
addressing macroeconomic imbalances and implementing comprehensive structural reforms, 
their starting point and the nature of the remaining policy challenge vary frorncountry to 
country (Box 3). Nevertheless, the region faces a demanding economic and financial 
policy agenda, with different priorities depending on the circumstances of individual 
countries. 

Even countries that have made significant progress in recent years recognize that the 
adjustment and reform process is continuous. The process places a premium on four 
aspects: maintaining the momentum of a comprehensive approach, sequencing major 
policy initiatives appropriately, undertaking the necessary adjustments in a timely manner 
especially in response to unanticipated exogenous developments, and establishing and 
maintaining the required institutional backing and human capabilities. 
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Box 3 
. . lsnul-so~ kowmic - 

Israel’s current economic siluorion d$fers fmm most other countries in the region. 

l ILS economic structure b lhe most okba lo thaw of an btdustriol country. Moreover, 
(I dktinguirhing Jeoture of ils bzdustil sector ir the preponderoncr of high-tech industries. 

l Its economy ir highly integrated in lbe world rcononty. Tbtb integration has 
deepened in recent years os (I resub office trade agreements wbh tbe Untied States ond the 
EU, II ir presently engaged in o program of unibateml ba#reduction wiIh ?hird’ 
countries in the Far East, Latin America, ond Enslen Europe. 

l lsroel possed in 1992 o Domestic Defcil Reduction Low requiring the progressive 
eOmbu&m oftbe budget defuit. In complkrnce wbb dahb law, ond nohvithslanding Ihe 
absorpdon of over 700,000 bnmigronls from tbe former U.S.S.R. since 1989, Israel’s 
overoIl budget def=il was reduced lo 2 percent of GDP ia 1994. This was done in the 
context oJsignifKont lax reforms accompanied by @~nciol sector liberoliwtion. 

l Since December 1991. Israel bos JoUowed o “diagonal” exchange rote policy in 
lemts of which the cenlrol role of tic currency ir depreciated ol (I preannounced role and o 
bond o/plus or minus 7 percenl ti mointoined around the central rote. Tbb excbonge roie 
system b complemented by speci$i onnual b@tion Iorgels. These policies have 
contributed lo P reduction in inJlation from around 20 percent following lhe 1985 
.YhWiwtion Phn to bs present level of less IJUVI 10 percent. 

Most of the required reform measures involve short-term costs. While this is unfor- 
tunate, it is virtually unavoidable, given the resource reallocation requirements. Therefore 
the focus must be on minimizing these costs through proper planning and sequencing of 
policies, offsetting the costs by the gains entailed by the adjustment and reform effort, and 
protecting the most vulnerable segments of the population. 

With these factors in mind--and at the cost of unavoidable overgeneralization in a paper 
covering such a large number of countries--MENA’s policy agenda may be thought of as 
consisting of eight key items: 

l intensifying measures to privatize and deregulate economic activity; 

l reforming public finances; 

l improving the functioning of labor markets; 

l strengthening human resources; 

l enhancing domestic and foreign investments; 

0 improving financial intermediation; 
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l liberalizing external trade and payments; and 

l ensuring a supportive macroeconomic (fiscal/monetary/exchange rate) policy mix. 

Privarization and deregukuion policies enhance the MENA economy’s supply 
responsiveness. First, such policies can improve the operational efficiency of public 
enterprises, contributing to the productivity of the overall economy and strengthening its 
ability to compete in international markets; they will also limit the drain on government 
budgets. Second, given the potential availability of substantial domestic and external 
investible resources, these policies can help upgrade the region’s capital stock. Third, 
given the legacy of government dominance in many countries in the region, they are the 
authorities’ most potent policy instruments to signal to the private sector their commitment 
to private sector led growth. Fourth, more realistic pricing of goods and services 
(including critical resources such as water) can enhance efficiency. 

The experience of other countries (industrial and developing) suggests that the region’s 
largely ad hoc approach to privatization shall give way to a more systematic approach. 
This implies the formulation of multi-year programs which, in addition to dealing with 
small enterprises, also extend the policy effort to large corporations, for example in the 
utilities, airline, finance, and telecommunication sectors (Box 4). The design of these 
programs must identify the potential sources of financing, including tapping external 
markets. Finally, the programs need to be closely linked to social safety net/labor 
retraining measures to minimize associated welfare costs. 

Reform of public Jnances is of utmost importance in most MENA countries in order to 
strengthen domestic savings and reduce the economies’ vulnerability to exogenous shocks. 
On the revenue side, efforts need to focus on improving elasticity and the efficiency of the 
tax system. In several countries of the region, this involves a reorientation away from 
trade taxes and in favor of broad-based domestic consumption taxes (Box 5). In the oil 
economies, changes in the structure of revenue would need to reduce dependence on oil 
revenues. Finally, new tax measures need to be accompanied by improvements in 
administrative efficiency and tax enforcement. 

On the expenditure side, improving the quality of public expenditure programs will 
enhance their contribution to economic growth. Such a strategy implies significant 
reductions in unproductive outlays, including defense spending, and rationahzation and 
better targeting of subsidizes. Such efforts need to be accompanied by civil service reform 
aimed not only at reducing the government’s wage bill but also at improving the efficiency 
of government operations. For some countries in the GCC, civil service reform entails 
reducing the role of the Government as the predominant supplier of jobs in the economy 
and removing wage distortions that bias employment in favor of the public sector. In 
contrast, for other countries (such as Egypt, the Islamic Republic of Iran and Syria), a 
reduction in numbers would need to be accompanied by upward adjustments in the salary 
packages of the remaining civil servants. Moreover, most countries in the region would 
benefit from a rationalization of government departments and agencies. 
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These factors can improve the overall efficiency of the economy by lim iting the cost to 
the private sector of dealing with the bureaucracy. Indeed, several surveys of private 
investment decisions suggest that the now infamous bureaucratic structure of several 
M iddle Eastern economies acts as a major disincentive to investment activities--especially 
foreign. Once again, it is critical that the civil reform  be sequenced properly with social 
safety net/retraining measures to lim it the cost of unemployment. 

Reform of rhe Zabor markers is the other essential component to lim iting unemployment 
and, more generally, to improving the employment creation potential of certain MENA 
countries. First, the cost of private employment should be reduced by elim inating various 
direct and indirect surcharges. Second, the hiring and tiring process should be more 
flexible. Indeed, international experience indicates that constraints on firing (such as 
obtaining government approval for layoffs) can be a disincentive to hiring and increase 
informal market activity, which in some cases does not provide labor with m inimum 
safeguards. Third, government employment guarantees should be replaced by a transparent 
system of closed-end unemployment schemes. Moreover, in some countries where wide- 
scale privatization and public-sector reform  is needed, labor retraining schemes should be 
emphasized. 

Box 4 

Following (I progmm ofpublic cnterprirr re~~ctorbag stortbtg In 1981, the Moroccan 
parlkrment enacted (I privotizotion hw that come into effect in 1990. Tbo low listed I12 rnterprkes 
to be prtvatked, eccountb~g for 40 percent of the state’s por$folio, tncludtng war commercial 
banks, /inoncbI hoklbrgs, krrge tndustrkzl enterprises, and (I number of hot&. Based on the bw, 
the regulatory and odministrattvc fromwork for priwtiution was subsequently put in place. Actual 
saks of enkrprkrs stated in 1993, and the pocr go&red nomentom during 1994-95. In early 
1995, the Parliament amended the privotkation low to include two hrge refieries and extended tbe 
period during which privottwtton was outtw&‘d/rom end-1995 to end-1998. 

By mi&1995, 34 enterprises bud been prtwtized, including o kuge commercial book. the state’s 
biggest fwoncial holding compooy, and various smaller enterprises and hotels, yieklkg about 
DR 5.3 billion in totol budget receipts (iJSSO.6 billion or 1.9 percent of the 1994 GDP). The 
meU~ods of p-iv-n varied, and hAded kndctx, d&ect ne@kztions, and s&s through &ie 
stock market. In o number of cases, o smd port of the company’s shares was sold to ire employees 
ot discounted prices. Soks to “core’ investors were conducted on the bosir of competitive tenders or 
direct negotiations; buyers typically kod to commit to o number of obligations concerning 
tnvestmen~r and to o minimum dumtion of involvement. The pnhwttiton program coot&&d to 
the development of the stock market and ottmckd foreign equity investment. Furthenore, emptoy. 
nwnt generally increased in the prtvotized fums. 

The Government iv now preparing o second phase that wouki extend privottzotton to hitherto 
excbidcd sectors. In oddttion, it b opening to .on&te sector acttvtty certotu services that were pre- 
viously in the exckstvr domain of the state or the muntcipotittes, such os ekctrtcby generotton and 
mmagrnmt of urban water and energy dktribulion. 
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Box 5 

Egvpl undertook n st&timt Jiwt correction as pcVr of the odjwtment and reform 
program launched in early 1991. The fical correction aimed at reducingJisca1 defmirs 
and improving the structure of tbr budget. 

.+&r averaging 16.Spercent of GDP onnuoity behveen 1985/X6 and 1990/91, tbr 
overall de/ieb w~ls cut to 5 percent of GDP in 1991/92 and reduced /uAer to under 
2 percent of GDP ia 1994/95. The prbmty budget surptus amounted to 8 percent of GDP 
in that year. 

A number of stmtoral~%cal reform were im$kmented to ensum the sustabmbi& of 
the focal adjustment. Tax refomu focused OI addressing low elasticity, bwffikncy, and 
heavy rrltmcr of the tar system on externot trade through the b~trodt&ion of a brood- 
bawd domestic saks tar, the unifiatton of tnconu tar scheduks, and the bnpkme&tkn 
of &ode reform. Expendthue reform centered 01 streomlbnkg (he extensive system of 
genemlfood and non-food subsidies. In oddbion, current konsfers to publie economk 
author&s were etbnbwted through inproved effikncy, rotknalization of their operottons, 
and self-generation of revenues. 

The human resource base of countries in the region must be strengthened through 
improved education systems. There is a particular need to intensify efforts to educate the 
female population. As illustrated by the experience of other developing countries, 
improved female education opportunities can also reduce population growth. Recent 
studies also support measures aimed at recasting the educational emphasis by shifting 
lim ited resources from  the tertiary sector to the primary and secondary sectors, and in 
some countries, adjusting the balance in favor of vocational training as opposed to 
academic studies. 

The four measures just cited can contribute to enhancing domestic and foreign direct and 
portfolio investment (Box 6). In several countries, additional steps are needed to facilitate 
investment procedures at the local level and to reduce barriers to entry for foreign 
investors. Determined actions in these areas, along with a stable macroeconomic 
environment, prom ise greater returns than the current approach based largely on incentives, 
concessions, and “offset programs.” I/ Indeed, the current approach entails for certain 
countries in the region significant fiscal costs without clear additional investment; it can 
also obfuscate the pricing of contracts. 

1, Under the offset programs in opcdon in several WC countrisa. foreign firma wm-dcd govcmment contacts me required Lo 
invest a certain ponion of the conUacI Value in joinbvenlrcs with locallyawne* fimu. 
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Box 6 

Jordan-lmprovenuh ia Invcsbneal Eavimnmed 

As port of its macroeconomic adjustment and sbxct.urol reform progmm, Jordan has implemented seveml 
rtleawres to strengthen private investment. Thb recentty accelerated effort inch&s improvements in 
invesbncnt leg&tion, the rottoaoUzaSon of the income tax law, and the UbemUmtion of the exchange and 
wyments system. 

The new Investment Law aUows for equal treatment of au investors, eUminotes the need for c&net 
upprowl for foreign tnvostmmt, specjlies clearly the sectors open to 100 percent foreign ownership, provkies 
tit-m guorontees against natlonalizatlon and rrpropriofbn, spec@ies the sectors eligible for tax tncentives, 
etimbmting diwrettonoty judgoment, opens the fiionciol market to olt foreign investors, and provides for 
third-party dispute settlement eonsirlent with tnternotionol practice. 

This new law iv to be complemented by onother low governing the opemttons of the Amman Fbuanciol 
Market (AFMI. The kztter aims to improve and restructure the opemttons of the AFM, bwreose the number 
of insbuments tmded, and establish transparent rules and un(fonn treabnent for all foreign investors. 

AmendowLs to the Income Tar Law were also pawed by Parliament. Elements under the amendment to 
the Corpomte Income Tar Law include: (ij the reduction of the number of tax r&s and of the maximum tax 
rates of corpomte income tares; (ii) lhc rolionnlirorion of corporate income tax rota, treating OU sectors 
equally; (iii) the simplifirotion of exemptions; and (iv) o withholding tar of 10 percent on d&ibuted profi, 
encouragtng capitol occumukztion. 

Consivtent with its prtvote-sector and ontword-oriented growth strategy, Jordan has also taken steps to 
further Ubemtize its exchongo and poymenls system, etimbzottng resbictions on current account transactions. 
Furthermore, o drap kw on the Regulation of Foreign Erchonge Transactions submiUed for porliomentory 
a~tmval guarantees complete current account convertibility for reskients and nonresidents, and capital 
account convertibi&v for nonresidents, inclrrding Ii&g all restrictions on the repotrkztion of profii and 
divklends for foreign investors. It alw aUows reskienLr to engage in a number of capital account transactiona 
and to take out ony funds originally brought into Jo&n through the bonkbtg system. 

The strengthening of the financial intermediation system will enhance financial savings 
and channel resources to the most productive sectors (Box 7). It will also ensure that 
larger inflows of foreign investment do not destabilize the domestic financial system. Such 
strengthening has three key elements. First, exposing financial institutions to a sufficient 
degree of competition involves for some countries privatizing large public-sector banks 
(e.g., Algeria, Egypt, and Tunisia), and for others facilitating the entry of foreign financial 
institutions (e.g., in the GCC). Second, removing remaining controls on rates of return, 
charges for loans, and credit allocation in the context of further progress toward indirect 
monetary control will facilitate financing a wider range of productive activities in a 
transparent and nondistortionary manner. Third, improving the prudential regulatory and 
supervisory regimes in line with international standards, will reduce the risks of costly 
financial problems and enable institutions in the region to compete in international markets 
on a more firm footing. 
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Box 7 

Zbnivka-Fiiiul Sutw Reform 

In the context of (I comprehensive economic adjustment and reform program, Tunisia has since 
1987 LiberalLed the honking system, strengthened the position of/inoncial instih&ns, and promoted 
the development of the~3anctal sector. Bank-specifi credit ceilings hove been repbced by indirect 
instmmentr of credit controt. the eUmb&ios of the requirement for prior authoriution of loons. the 
partial deregukztton of interest votes and the sbnpt@ation of their structure. and the creotion of M 
interbank money market. 

Central bank intervention in the money market has become the main instrument of monetary 
policy. Since 1994, interest rates have been liberal&d (with only small erceptionsJ, and the 
mondotory ocqutsition of pubtic debt instrumenlr obolivhed. The new honking bw provides for the 
creation of investment banks and (I groduol introduction of universal bonking. To reinforce the 
furanciol posttion of the banking system, prudewtol regukztions were upgraded, honking supervMon 
improved, and the capital bare of several institutions strengthened. 

Other efforts support the development of fulanckal mark&. Certifiotes of deposit, commorciol 
paper, bwesbnent certifiiotes, and treasury bit& hove been introduced and the creotkm of investment 
/unds has been encouraged. Aho, in March 1994, nn interbank foreign exchange market was 
established. With kuge parii+ation by the banks, 80 percent of aU foreign exchange transactions 
now take place outside the Central Bank. 

To suppoti roptdty increasing equity octtvirios, the reform of November 1994 seporotes the 
activities of the stock rxchongc, which has become o private entity, from the supervisory functions, 
which ore entrusted to o new independent institution. The volume of transacttons on the stock 
market rose from D 162 millton in 1993 to D 531 nilUon in 1994, and the volume of stocks troded 
increased from 4 to 15 million during the some period. CnpitaUzotion rose to 15.8 percent of GDP 
in I994 (1s compared with 6.8 percent of GDP in 1993. 

The largely bank-based financial systems of MENA countries need to be broadened and 
those markets intemationalized. Equity markets could play an important role in mobilizing 
resources--from domestic, regional, and international sources--and allocating them to 
productive investments in support of growth and development. The need to exploit this 
potential is especially important now because of pressures on aid flows and increased 
international competition for private capital. To this end, conditions need to be established 
for clear property rights, more effective settlement and custody systems, greater 
transparency of trading conditions and a more level playing field among financial 
instruments, and appropriate capital and dividend repatriation. 

The liberalization of the external trade and payments regime complements domestic 
deregulation and enhances welfare-improving competition. It also reduces the cost of 
production, encourages the inflow of productivity-enhancing foreign capital and technology, 
and leads to a rapid growth of exports (particularly of the non-oil sector). It removes 
distortions that undermine economies’ ability to respond to unanticipated changes in 
internal prices and demand. Finally, it reduces costs to consumers. 
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To this end, trade reforms should aim to reduce tariffs and simplify the tariff 
structure. I/ These efforts need to be accompanied by reducing non-tariff barriers, 
eliminating remaining state trading monopolies, and harmonizing the institutional structure 
with that in most other market economies. 

Such efforts are indispensable to the region’s attempt to promote non-oil exports and 
benefit from the globalization and integration of markets. They are also consistent with 
membership of the World Trade Organization and certain countries’ on-going efforts to 
increase their economic integration with the EU, as discussed in the previous chapter. It is 
widely accepted that credible membership in the multilateral trading system can enhance 
the effectiveness of countries’ liberalization policies. 

Once again, owing to the potential dislocation of trade reforms on certain firms, these 
efforts should be closely calibrated with the strengthening of the social safety net. 
Moreover, given the fiscal costs, trade reform must also be considered integral to 
budgetary-tax and expenditure reform. 

The seven measures discussed so far aim at enhancing the supply responsiveness of the 
economies--an essential component of a sustained growth and development strategy for the 
MENA region. International experience contirms that the effectiveness of such measures 
also depends on the prevailing macroeconomic environment. Thus there is a need for a 
consistent and supportiveJscal/monetarylange rate policy mix. 

An appropriate mix requires careful calibration of these three policies to avoid crowding 
out private production, restrain inflationary pressure, and contribute to a strong and viable 
external position. Such a mix can be achieved through various configuration of policy 
measures. It is important in this regard that the measures be sustainable--that is, be part of 
strengthening the structure of the budgetary accounts (as discussed above in the case of the 
GCC) and a transparent and predictable system of exchange rate determination. 

I/ ~evcnl MENA Eoumriss--panisul.rly. non&l ones--sund in start COLR~( to other developing counkies in Asia and Latin ~msrica 
when it comes to u&T Iwck and ~wuuc~ure ‘fix Inuer economics have tended IO have maximum tariff ntcs of 20-25 psrcsr at mo~l 
and four or fwusr bands; some have m,cs of below IO ,wce”t. 
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VI. Summary and Conclusion 
The MENA region possesses abundant human and natural resources, accounts for a 

large share of total world petroleum production and exports, and enjoys on average a 
reasonable standard of living by international standards. Countries of the region differ 
considerably in economic size, population, standards of living, public/private sector 
balance, natural resource endowments, external indebtedness, and trade and financial links 
with the rest of the world. At the same time, intra-regional interaction is small, being 
heavily weighted toward labor flows between certain countries, with rather limited trade in 
goods and capital market integration. 

The review of developments in the MENA economy during 1989-94 provides a mixed 
picture. On the positive side, overall GDP has grown and domestic financial imbalances 
have been reduced, reflecting efforts to lower budget deficits and enhance private savings. 
Financial sectors have been reformed, as have exchange rate regimes in a number of 
countries. Foreign assets, while reduced by recent drawdowns, are still significant. 

Nevertheless, with a rapidly growing population, the region’s per capita income has 
stagnated. There has been insufficient progress in addressing unemployment and 
underemployment, thereby aggravating social problems. Domestic saving remains low and 
constitutes a constraint to higher investment. Meanwhile, the region’s economy remains 
highly exposed to changes in its external environment. Thus, considerable fluctuations in 
the external terms of trade have been superimposed on a sharp deterioration. 

As widely recognized by policy makers in the region, there is need to address two basic 
issues: Longstanding structural weaknesses that have inhibited the economy’s growth 
responsiveness and diverted productive resources out of the region; and a poorly diversified 
economic and export base that has rendered most countries vulnerable to exogenous shocks. 

Developments in the external environment will continue to affect significantly the 
economies of the region. While growth of the world economy is expected to remain fairly 
robust, the indications are that MENA countries face an uncertain overall environment, 
with significant downside risks. The sensitivity of the region to the subdued prospects for 
international prices of oil and food is relatively clear. The effects of the trade 
liberalization within the context of the Uruguay Round are more difficult to predict. It is 
clear, however, that policy changes are needed if potentially dynamic gains are to offset the 
static losses. Prospects for increased labor migration to Europe, as well as for intra- 
regional labor flows, are less favorable than in the past. Furthermore, recent developments 
in emerging capital market financing suggest that the countries of the region, which have 
not yet attracted significant capital inflows, may well have to compete in a more cautious 
investor climate. 

To reduce the downside risks associated with the external environment and to strengthen 
their potential for achieving sustainable economic growth, the MENA countries will need to 
act rapidly to address their policy challenges. In view of these factors, it is not surprising 
that structural reform is on the top of the economic policy agenda of virtually all countries 
in the region. 
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With these factors in mind, MENA’s policy challenge may be thought of as consisting 
of eight items: 

0 intensifying measures to privatize and deregulate economic activity; 

l reforming public finances; 

l improving the functioning of labor markets; 

l strengthening human resources; 

l enhancing domestic and foreign investments; 

0 improving financial intermediation; 

l liberalizing external trade and payments; 

l ensuring a supportive macroeconomic policy mix. 

While such an agenda needs to be specified in greater detail at the individual country 
level, it is of relevance to most, if not all countries in the region. Its effective 
implementation would serve not only to increase MENA countries’ economic growth and 
employment potential, but also to reduce their vulnerability to adverse exogenous shocks. 
In the implementation process, it is essential to address the short-term costs associated with 
resource reallocation. This involves proper planning and sequencing of policies and well- 
targeted social safety net provisions. 

The policy challenges come at a time of renewed emphasis on integration efforts--within 
the region as well as with the EU. These efforts can help MENA economies to become 
internationally more competitive and exploit complimentarities. They can contribute to 
improved resource allocations, as well as boost investor confidence, but important 
qualifications must be kept in mind. First, regional integration efforts should support 
rather than substitute for multilateral trade liberalization. Second, integration schemes 
should be consistent and mutually reinforcing. Third, the rewards of integration will take 
some time to materialize and will materialize only if they are supported by appropriate 
domestic policy reforms. 

For several countries in the MENA region--particularly the low-income economies-- 
determined policy implementation needs to be accompanied by significant external 
assistance. Such assistance facilitates adjustment and reform provided it is available on a 
timely basis and on appropriately concessional terms. 

With the combination of forceful domestic policies and external financial assistance to 
certain countries, MENA can look forward to reinvigorated growth and development. It 
would thus have a better opportunity to benefit from globalization and integration of the 
world economy while minimizing associated risks. Given the economic links in the 
region--through labor flows and, looking forward, more trade and private capital 
transactions--the beneficial impact of a generalized reform is substantial as individual 
country developments are augmented by welfare-enhancing region-wide effects. As a 
result, all countries in the region would be in a better position to exploit their considerable 
economic potential and meet the legitimate aspirations of their growing populations. 
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Table 3. Openness Indicators and Per Capita Exports 

1989 1990 1991 1992 1993 
Average 

1994 1989-94 

MENA 61 68 

Developing countries 52 52 

Sub-Saharan Africa 58 58 

Asia 64 65 

Western Hemisphere 28 21 

Industrial countries 40 40 

MENA 543 

Developing countries 224 

Sub-Saharan Africa 96 

Asia 183 

Western Hemisphere 341 

Industrial countries 3,811 

686 

245 

99 

192 

369 

4,150 

Openness Indicators 

71 66 68 

54 55 56 

56 5.5 55 

68 71 73 

28 29 27 

39 38 37 

Per Capita Exports 

(In U.S. dollars) 

655 671 668 

255 211 297 

93 90 86 

212 239 267 

363 317 388 

4,230 4,447 4,313 

66 

56 

63 

15 

26 

38 

66 

54 

58 

69 

27 

39 

658 647 

316 269 

85 91 

289 231 

430 378 

4,703 4,216 

Source: IMF, WEO. 
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Table 4. MENA Region: Direction of Trade 

1989 1990 1991 1992 1993 1994 

EXPORTS 

World 
MENA retion 

Of which: 
OCC 

Rest of world 
Of which: 
European Community 
UnitedStates 
Japan 

World 
MENA retion 

Of which: 
OCC 

Rest of world 
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European Community 
United States 
Japan 

IMPORTS 

Total 
MENA rqion 

Of which: 
OCC 

Rest of world 
Ofwhich: 
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United States 
Japan 

Total 
MENA region 

Of which: 
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Rest of world 
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Japan 
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30 
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34940 

@605 
l&45 1 
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IO3.0 
7.0 

5.2 
31.0 

43.1 
11.0 
7.9 
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14P42 

w62 
48p33 
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19Mb 
25816 

loo 
9 

5 
30 

34 
12 
16 

129,770 
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6,999 
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58298 
13306 
10,702 

mJ.0 
7.1 

5.4 
29.5 

44.9 
103 
8.2 

(In millionr of U.S. dollars) 

158pl2 163,174 
12219 12255 

6,190 6,459 
49360 53857 

51,441 so&57 
19,727 20269 
-=606 26,125 

(In percent oftotsl) 

lC0 100 
8 8 

4 4 
31 33 

32 31 
12 12 
16 lb 

(In millionr of U.S. dollars) 

141,X58 162557 
9@5 11,5590 

6,434 7,460 
38,346 42894 

63319 11,969 
W’34 20,185 
12,914 16,019 

(In percent of total) 

lOJ.0 1al.o 
7.0 7.1 

4.6 4.6 
27.1 26.4 

44x 442 
11.9 12.4 
9.1 9.8 

15bp39 
11,920 

6,429 
54goo 

48p35 
17,452 
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12,374 
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49357 
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103 100 
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4 4 
35 36 

31 30 
11 11 
16 16 

160,1% 163,755 
12,273 12,777 

7,900 7,928 
42,985 46263 

70221 73227 
20838 19887 
13881 11+501 

IM.0 
7.7 

4.9 
26.8 

43.8 
13.0 
8.7 

100.0 
7.8 

4.8 
283 

44.7 
12.1 
7.1 

Source: IMF, Direction of Trade. 



- 39 - 

Table 5. Real GDP and Per Capita GDP 

(Annual changes, in percent) 

Averaae 
1989 1990 1991 1992 1993 1994 1989-94 

REAL GDP 

MENA 0.3 4.1 4.9 4.5 
Oil exparten 0.8 6.0 5.3 5.3 
remaining countries -0.4 3.1 4.5 3.5 

Dewloping countries 3.9 3.9 4.9 5.9 
Sub-Shamn Africa 2.2 1.3 1.6 1.0 
Asia 6.0 5.6 6.4 8.2 
Western Hcmisphem 1.6 0.6 3.5 27 

Economies in transition 

Industrial countries 

2.0 -3.9 -11.6 - 15.3 

3.3 2.4 0.8 1.5 

REAL PER CAPITA GDP 

MENA - 1.4 3.1 3.5 - 1.0 
Oil exportcrs -2.4 5.3 5.0 -2.1 
remaining countries -0.2 0.4 1.6 0.6 

Dexloping countries 0.6 2.2 3.1 3.6 
Sub-Shamn Africa -0.9 -1.3 - 1.3 -1.9 
ASki 1.8 4.0 4.1 6.5 
Western Hemisphere -0.8 - 1.4 1.5 0.7 

Economics in transition 1.5 -4.5 -11.8 - 15.6 

Industrial countries 2,s 1.6 0.0 0.8 

2.1 2.9 3.2 
1.6 1.3 3.4 
2.6 5.1 3.1 

6.1 6.3 5.2 
1.6 2.3 1.7 
8.7 8.6 7.3 
3.2 4.6 2.7 

-9.2 -9.4 -7.9 

1.2 3.0 2.0 

0.1 -0.1 0.7 
-0.2 - 1.8 0.6 

0.4 2.2 0.8 

4.3 4.3 3.0 
-1.1 -0.7 - 1.2 

7.1 7.0 5.2 
1.3 2.6 0.7 

-9.4 -9.5 -8.2 

0.6 24 1.3 

Source: IMF. WEO. 



Table 6. Consumer Prices 

(Annual changes, in percent, weighted averages) 

MENA 
Oil exporters 
remaining countries 

Developing countries 
Sub-Sharan Africa 
Asia 
Western Hemisphere 

Economies in transition 

Industrial countries 

Source: IMF, WEO. 

1989 1990 1991 1992 1993 

13.4 13.0 18.1 17.4 15.2 
8.9 8.0 15.7 15.9 13.9 

19.5 19.8 21.3 19.4 17.1 

59.4 61.7 33.4 35.9 43.0 
22.8 23.2 39.0 39.9 35.1 
11.1 6.6 7.7 7.1 9.4 

337.4 440.8 128.8 152.6 212.3 

37.1 44.1 94.8 722.3 675.1 

4.4 5.0 4.5 3.3 3.0 

Averaee 
1994 1989-94 

17.9 15.8 
19.9 13.7 
15.4 18.7 

48.0 46.9 
50.8 35.1 
13.5 9.2 

225.8 249.6 

295.2 311.4 

2.4 3.8 
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Table 7. Terms of Trade and Current Account Balance 

Avcrapp 
1989 1990 1991 1992 1993 1994 1989-94 

TERMS OF TRADE 

MENA 4.5 10.8 
Oil exporters 8.0 132 
remaining countries -1.4 4.3 

Developing muotries 1.2 2.2 
Sub-Sharan Africa -2.3 -5.7 
Asia -0.5 -0.8 
Western Hemisphere 1.1 -0.7 

Economies in transition 

Industrial countries 

3.4 

-0.9 

0.1 

-0.6 

CURRENT ACCOUNT BALANCE 

MENA -0.0 1.7 
Oil exporters 0.6 3.0 
remaining countries -1.4 -0.9 

Developing countries -0.3 -0.1 
Sub-Sharan Africa -5.5 -6.4 
Asia 0.3 0.1 
Western Hemisphere -0.6 -0.2 

Economies in transition 

Industrial muntries 

-0.1 

-0.7 

-0.4 

-0.7 

(Annual “ercent char&w) 

-92 -4.6 -4.8 
- 12.6 -3.6 -52 

0.5 -6.3 -2.6 

-3.1 -0.7 - 1.1 
-3.5 -5.7 -3.6 

0.4 1.0 0.4 
-4.3 -1.1 -2.6 

-3.8 -1.8 -3.3 

1.3 1.7 2.3 

(I” percent of GDP) 

-11.6 -52 -4.5 
- 16.6 -6.6 -4.5 

-22 -25 -4.5 

-2.1 -1.7 -2.1 
-6.1 -6.8 -6.5 

0.1 0.1 -0.7 
-1.6 -2.9 -3.3 

-0.5 - 1.8 - 1.4 

-02 -02 0.1 

-4.4 
-5.4 
-1.5 

-0.3 -0.3 
-3.4 -4.1 

0.4 0.1 
2.7 -08 

1.4 

1.2 

-4.5 -4.0 
-3.5 -4.6 
-5.8 -2.9 

-1.8 -1.3 
-5.6 -6.1 
-0.5 -0.1 
-3.0 - 1.9 

-1.7 

-0.1 

-1.0 

-0.3 

-1.3 
-0.9 
-1.1 

-0.6 

0.8 

Source: IMF. WEO. 
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Table 8. Trade Volumes 

(Annual percent change) 

m 
1989 1990 1991 1992 1993 1994 1989-94 

EXPORTS 

MENA 
Oil exporters 
remaining countries 

Developing countries 
Sub-Sharan Africa 
Asia 
Western Hemisphere 

Economies in transition 

Industrial countries 

IMPORTS 

MENA 
Oil exporters 
remaining countries 

Developing countries 
Sub-Sharan Africa 
Asia 
Western Hemisphere 

Economies in transition 

Industrial countries 

10.3 10.1 
11.6 12.8 
6.1 0.7 

7.8 6.2 
2.8 2.1 
9.5 7.8 
3.9 6.8 

-7.1 - 16.4 

7.2 5.4 

1.2 6.0 
8.2 5.2 

-8.9 7.3 

7.1 8.1 
-2.0 -0.9 
10.9 9.4 

2.0 8.4 

3.0 -7.6 

7.6 4.7 

-0.0 
1.4 

-5.2 

7.1 
-2.5 
12.8 
4.3 

- 10.3 

2.8 

7.3 
8.9 
4.5 

10.5 
-2.0 
13.8 
17.6 

- 22.9 

2.1 

6.7 3.7 2.6 5.6 
7.4 3.7 -0.7 6.0 
4.2 4.0 15.2 4.2 

9.6 9.0 10.4 8.4 
-3.6 2.6 -3.2 -0.2 
12.3 11.0 13.4 11.1 
6.2 8.9 9.4 6.6 

- 12.1 8.0 2.5 -5.9 

4.2 1.5 8.6 4.9 

7.1 -1.7 -3.3 2.8 
9.3 -5.1 - 10.8 2.6 
3.3 4.6 9.5 3.4 

12.6 10.4 8.7 9.6 
-5.0 -2.1 -9.8 -3.7 
13.3 13.8 13.1 12.4 
21.4 9.8 13.7 12.1 

-15.7 3.9 6.0 -5.6 

4.3 1.5 10.5 5.1 

Source: IMF, WEO. 
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Table 9. External Debt and Debt Service 

w 
1989 1990 1991 1992 1993 1994 1989-94 

EXTERNAL DEBT 

MENA 
Oil exporters 
remamtng countrtes 

44.7 
19.2 
99.6 

Dewloping countries 35.9 
Sub-Sharan Africa 83.8 
ASit! 21.9 
Western Hemisphere 43.6 

Economies in transition 2.3 

DEBT SERVICE 

MENA 
Oil exporters 
re”mn1ng countries 

14.3 14.5 15.2 12.7 
8.7 7.8 8.2 7.8 

28.2 33.5 34.3 26.0 

Developing countries lb.8 15.8 17.3 15.4 
Sub-Sharan Africa 21.6 19.5 19.4 19.5 
Asia 10.9 IO.6 10.1 9.3 
Western Hemisphere 32.7 28.6 43.1 38.5 

Economies in transition 11.8 8.7 15.1 11.4 

Source: IMF, WE0 

(As percent of GDP) 

41.6 40.5 38.2 41.0 40.7 
17.9 18.7 18.5 20.5 20.9 
91.8 82.1 75.6 75.4 69.0 

34.8 35.2 33.7 33.0 31.3 
87.5 93.4 93.6 101.6 113.2 
22,9 24.0 23.7 23.8 23.9 
39.6 40.0 38.5 36.5 32.6 

2.3 9.0 53.3 39.0 31.8 

(As percent of exwns of goods and services) 

41.1 
19.3 
82.3 

34.0 
95.5 
23.4 
38.5 

22.9 

12.2 19.3 14.7 
9.4 19.0 10.1 

19.4 20.1 26.9 

14.8 158 16.0 
14.0 26.4 20.1 
8.8 9.5 9.9 

40.7 35.7 36.6 

7.7 13.3 11.3 
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