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Introduction

or more than 20 years the EU has openly engaged in promoting trade and investment

relationships with the Southern Mediterranean (SM) countri@sth the aim of

contributing to economic growth in the region. Creating an economically fertile

ground for democratic forces to generate prosperity for the region is not only
important in view of economic relations, but it is crucial in a geopolitical perspective to have reliable
partners in the direct neighbourhood of the EU.

2 A0K 0KS ITRESFI{RPRAYVESS Wi GKS SYyR 2F Hamnz
the Southern Mediterranean region. In some countries, the revolutionary wave led to a near
breakdown of the economy and shrouded the economic and political environment in uncertainty.
Eonomic growth slowed dramatically in Tunisia and in Egypt, while the Libyan economy collapsed and
the country entered into a civil war. Within a matter of years, investment levels more than halved in
Egypt and Libya. Tunisia and Egypt saw their unemployragss rise by nearly 50% within a few years
and they have yet to fall back to previous levels. Tunisian youth unemployment reached nearly 40% in
2012 creating a brittle environment (see OECD, 2016). Morocco managed to remain comparatively
economically stble. However, seven years after the revolution, most of the SM countries are still in a
destabilized or, at least, fragile state. Young and still weak institutions are facing hard challenges in an
environment dominated by low economic performance and #ftsence of the benefits promised by
the revolution.

Besides development aid and financial and technical assistance, the EU has always used trade
and trade liberalization as means to establish further channels of communication and exchange, as
well as togenerate mutual economic opportunities. This approach rests essentially on the economic
model of most European economies, which are trading nations, and on the assumption that openness
and reduction in trade barriers offers benefits for both economies sodieties. On the one hand,
trade liberalisation is expected to open access to new markets for exports, as well as to increase
competitiveness in certain sectors, offering opportunities to integrate into regional or global supply
chains. On the other hand,makes it possible to import a larger variety of products at lower prices.

Until now, not many of these potential benefits have materialized. None of the SM countries is
well integrated into global supplghains and the presence of highalue export seors is still weak.
This can largely be explained by courdpecific factors and is, thus, different across countries, but the
outcome is quite similar throughout all of them.

1 Hereafter SM, defined as Algeria, Egypt, Israel, Jordan, Lebanon, Libya, Morocco, Palestine, Syria and Tunisia.
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The EU trade approach towards the SM countries was initially quite homogemalisvas
launched in 1995 with the scalled Barcelona Process. This was a project aimed at achieving-a Euro
Med Economic Area by the year 2010, through the conclusion of Euro Mediterranean Association
Agreements with each of its Mediterranean partners.\Betn 1995 (Tunisia was the first) and 2002
(Lebanon and Algeria the last ones), Associated Agreements have been concluded with all the
Mediterranean countries, with the exception of Libya. The agreements shape bilateral relations
between the EU and each tifie countries? The results of the process were, however, not very
satisfactory for either side. In 2005, both parties agreed to embark on a more ambitious process of
further trade liberalisation (covering agriculture), combined with "accompanying” nteasuthin the
framework of the European Neighbourhood Policy.

In 2013, negotiations for Deep and Comprehensive Free Trade Agreements (DCFTA) were
launched between the EU and Tunisia, followed by Morocco in 2015. DCFTAs are also envisaged with
Egypt and @dan, but these two countries have not yet engaged in negotiations. The goal of the
negotiations is to go even beyond a free trade agreement and create additional trade and investment
opportunities through a better integration into the EU single markédse to being EU member states
but without actually being an EU member state. This implies economic reforms and a significant effort
at bringing national legislation closer to that of the EU in traglated areas. Legislative approximation
and compliancewith EU standards is as an important but difficult process for these countries.
Adjustment costs can be high and completing the process may require years.

As will be illustrated in the report, a key aspect of the trade agreements relates to the
assessmetn both exante and expost. While studies exist, there is no full consensus either on
assessment of existing agreements or on the expected impact of further agreements. DCFTA
negotiations seem to have lost steam in more recent times and, on some occastensative options
have even been proposed. However, the government of both Tunisia and Morocco have formally
restated their commitment vis-vis the negotiations.

The overall impact of further trade liberalisation between the EU and-Eled region idikely
to have a relatively minor economic impact on the EU and is concentrated in some specific sectors,
since less than 5% of all (extra) EU trade is conducted with the Southern Mediterranean region. By
contrast, for the Southern Mediterranean, the EWhe most important trading partner, though large
differences across countries exist in this regard. The western end of the Southern Mediterranean,
Morocco and Tunisia, conducts -80% of its trade with the EU, hence a comprehensive trade
agreement with tle EU is expected to have a larger impact on their economies and labour markets.

2The Barcelona Process also includes Turkey with which the EU has established a Customs Union.

EMNES Studies No/ November, 2017

EMNES Studies disseminate economic policy research to explore and assess themumioic drivers of the innovative, sustainable
and inclusive development and growth mosléh the Mediterranean region.

Available for free downloading from the EMNES vitebs © EMNES 2017 Paged of 168


http://www.emnes.org/

L
EMNE]S

‘é % ;5 7 TRADE AND INVESTMENT IN THE MEDITERRANEAN: COUNTRY AND REGIONAL PERSPECT

This report attempts to provide an overview of the trade relations and trade agreements
between the SM countries and the EU, as well as an assessment of the actual impoftaade ¢or
each of the economies considered. This is done by combining the EU view with a Southern
Mediterranean perspective. Four country reports evaluate the process of trade liberalization, both in
terms of existing agreements with the EU and othertpars and inflow development, trade ties with
EU, as well as national trade policy and the relevance of openness for economic growth and
employment creation. The four countries in question are Egypt, Jordan, Morocco and Tunisia.

The report is organized dsllows: Section 2 first illustrates the historical evolution of trade
relations between the EurMed and the rationale behind them. It then provides evidence to assess
the relative economic importance of bilateral trade for the two regions as a wholeghss for each
of the four individual countries. Sections63are devoted to each of the four country studies: Egypt,
Jordan, Morocco and Tunisia. Each chapter aims at illustrating trade patterns, trends in FDI inflows,
the role of remittances, the evalion in trade barriers and the state of trade agreements, with the EU
and other countries, as well as the existence of national trade policies and strategies. Ultimately, the
reports are an attempt to provide a domestic perspective on EU trade relatiothseinthe stage to
understanding the relevance, actual and potential, of trade on economic development and,
potentially, job creation in each of the countries. The last section draws conclusions for the region as
a whole whilst, inevitably, accounting foountry specificities which appear to be very large.
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1. The EU trade policy and the trade flows

Cinzia Alcidi and Matthias Busse

rade liberalisation, lowering crodsrder investment barriers and fostering
regulatory harmonisation, have been and contirtoebe a key EU tool, both for the
development of the internal market (within the EU) and for relations with third
countries and regions.

In recent times, following a general trend which saw the decline of a multilateral approach in
favour of bilateral ageements to govern trade relations, the EU has engaged in talks with all advanced
economies (Canada, US and Japan) to negotiate trade and investment agreements, focusing on
services and on netariff barriers. This approach, visvis the countries in theicinity of the EU, has
always been special and, for the last 15 years, has been conducted under the European Neighbourhood
Policy (ENP). While trade is an important channel to foster cooperation and intensify linkages, the EPN
cooperation framework is mucbroader and the stabilisation of the region, in political, economic and
security terms is the overarching objective of the policy. To this end, European neighbouring countries
are separated into two distinct blocs; Eastern European neighbours and Southediterranean
neighbours. Georgia, Moldova and Ukraine, which signed Association Agreements much later than SM
countries, have already introduced DCFTAS, while negotiations are taking a very long time with other
SM counties. The experiences with the Eastneighbours may offer useful insights for the Southern
neighbours, though differences in the respective starting points are very farge.

1.1. EU Southern Med countries trade agreements: an overview

The first cornerstone of the strategy to foster trade igtation, visa-vis the Southern
Mediterranean region, was the launch of the Barcelona Process in 1995, named after the Euro
Mediterranean conference that took place in Barcelona that year. The Barcelona Process, branded as
a EureMediterranean partnership(EMP) agreement, intended to strengthen good governance,
democratic values, security, political stability, cultural exchange and raise prosperity in the region. The
latter was to be achieved through an economic and financial partnership and the gradual
establishment of a fredrade area, to be concluded by 2010. The Barcelona declaration included a
relatively shallow FTA since only customs barriers on manufacturing goods were targeteggan
Commission, 1995)Agricultural goods and services were alsea@maged to be liberalised, but
featured to a lesser extent and, consequently, very little was included with regard to service

8Van der Loo (2016) for a full
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liberalisation (Hoekman, 2016). The implementation of the FTAs had the double objective of further
liberalising trade between #h EU and Southern Mediterranean countries but also among Southern
Mediterranean countries. Deeper intr@gional (trade) integration would not only benefit the SM
countries but also facilitate trade relations with the EU due to strengthened supply chads a
harmonised regulatory standards and practices.

The strategy to implement the Euided FTAS relied on a mixture of bilateral trade agreements
between the EU and single SM states and hnégional free trade agreements. These pieces ultimately
culminated in an alencompassing Eutbled FTA. The key instrument chosen for this purpose were
the socalled Association Agreements, which were developed in the context of the European
Neighbourhood Policy. The Association Agreements aimed at involving, as mpohksalsle, southern
and eastermeighbours in the EU internal market through different tools such as financial, technical
and policy support (European External Action Service, 2016). The southern neighbours to whom such
agreements were extended are: Alger Egypt, Israel, Jordan, Lebanon, Libya, Morocco, Palestine,
Syria, Tunisia and Turkey (SEablel).

The Association Agreements offered the partner countries to eventually enter into negotiations
for socalled Deep and Comprehensive Free Trade Agreements (DCFTAS).

Tablel: Status of the Association Agreement between EU and Mediterranean partners

Status Date signed Entry into Force

Algeria Signed Apr-02 Sep05
Egypt Signed Jun01 Jun04
Israel Signed Now95 Jur00
Jordan Signed Now97 May-02
Lebanon Signed Jun02 Apr-06
Morocco Signed Feb96 Mar-00
Palestine Signed Feb97 Interim Agreement July 1997
Syria Initialled (Dec 2008)

Tunisia Signed Juk9s Mar-98
Turkey CU January 1996 Customs Union Dec95

Source: DG Trade

The Association Agreements install dditge access to the European single market for
industrial products from the Mediterranean partners and ca. 80% of agricultural products. In exchange,
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the Mediterranean partners liberalise their markets for EU produmis not to the same extent
(European Commission, 2017b).

The partnership provides a basis (given the heterogeneity of the single countries) to liberalise
trade in goods, while leaving the task to broaden the scope of the agreement to bilateral tatkesd Ind
the Association Agreements provided a scheme to promote and deepen trade relations but were
unable to go much beyond a pure tariffs removal on industrial goods, leaving apart sensitive issues like
agricultural products, liberalisation of trade in sees and, more generally, removal of rtaiff
barriers (NTB). Especially in services, the provisions included in the agreement for countries like Tunisia
Morocco, Egypt and Israel mainly concerned the confirmation of Ggirgiple, without supporting
aserious liberalisation process.

Given the usually limited scope and depth of the original Association Agreements, the
partnership sought further bilateral agreements for specific sectors. Agricultural products, fisheries
and the issue of dispute settlemts were the most common areas where additional effort was made.
Service liberalisation and right of establishment were also pursued, but with much less sdteess.
accomplished supplementary integration in these sectors took the form of complementavisions
and protocols.

In the case of Morocco, deals on agricultural, affrod and fisheries were reached and a
dispute settlement mechanism was created in 2012. Rights of establishment, barriers to capital
movements, intellectual property rights, comjn policy and rules of origin have been touched
upon, though the latter has not been adopted yet (European Commission, 2017c). Similarly, the
TunisiarEU negotiations led to the progressive opening of the agricultural,-Bggo2 R | YR T A & |
sectors it were limited to certain items (European Commission, 2017d). A bilateral dispute
settlement mechanism, passed in 2011, and references to rights of establishment, barriers to capital
movements, intellectual property rights and competition policy, were etido the existing
agreements. Moreover, in the wake of the terrorist attacks in 2015, Tunisia was granted an increased
quota on olive oil in order to support the Tunisian economy (European Commission, 2015). By 2006,
Jordan and the EU had concluded negtitins on a supplementary agreements with regard to
agricultural and fisheries which, one year later, was completed by an agreement orffoagdro
products. A pact on a bilateral dispute settlement mechanism was established in 2011 and provisions
on the righ of establishment, barriers to capital movements, intellectual property rights and
competition policy (European Commission, 2017e). Likewise, Egypt signed an agreement with the EU
on agricultural, agrdoods and fisheries products as well as a disputelesaent mechanism
(European Commission, 2017f). The depth of bilateral FTAs and the sector level agreements vary

4The General Agreement on Trade in Services.
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across Mediterranean partners, however all have achieved free trade on industrial products, included
provisions for agricultural and fisheriaad set up a dispute settlement mechanism. Nevertheless, the
agreements are still shallow in many respects and the field of investment, service trade and regulatory
harmonisation and have not been comprehensively addressed.

Beside the bilateral liberalisan efforts between the EU and single Mediterranean countries,
several intraregional trade agreements have emerged over the past decade, with the Agadir
Agreement between Egypt, Jordan, Morocco and Tunisia being the most prominent (European
Commission, @16b). The latter was set up and launched in Agadir in May 2001. It was signed in Rabat
in February 2004 and came into force in March 2007. In order to promote trade among the Arab states,
but also to foster trade relations with the EU, the Agadir Agreenagiopted EU rules of origin (laid
out on different principles to the US rules).

Overall, the Barcelona Process yielded several-mggional trade agreements, as well as eight
additional Association Agreements between the EU and the SM countries. Moyaov2008, the
Barcelona Process led to the establishment of the 'Union for the Mediterranean’ which provides an
institution for enhanced cooperation between the EU and the wider SM region and a platform for
political dialogue Jnion for the Mediterranean2016)

The Barcelona Process free trade agreements between the-Mad have successfully
liberalised most of industrial trade and progress has also been made in agricultural and fisheries sector.
These low hanging fruits are no longer available, howeaed there are greater obstacles to further
integration. At the same time, the academic literature (see section on SIA) suggests the potential gains
from service liberalisation and investment partnerships remain substantial. Moreover, benefits from
lower non-tariff barriers (derived in ad volorem equivalents) are thought to exceed those achieved via
tariff reductions (see Ghoneim et al., 2012).

The traditional Association Agreements and selected sectoral trade liberalisation should serve
well as a foundaon for a grand FTA between the Etivied. With this success in the bag the European
Commission deemed the time ripe to extend integration efforts to another level. So, in 2013, the EU
began to transpose DCFTAS, which had already been concluded witlEtsesn neighboursnamely
Georgia, Moldova and Ukraineto its Southern Mediterranean neighbours. The DCFTAs were
envisaged to deepen trade liberalisation in agriculture and fisheries, free up trade in services and
create mutual investment opportunitielsy lowering croseorder investment barriers. Outside of the
traditional trade barriers, the main purpose was to lower technical barriers to trade, establish common
practices on sanitary and phytosanitary measures (in other words, broad regulatory gence), as
well as strengthening investment protection, opening up public procurement within the FTA and
cooperating on competition policy.
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DCFTAs are in development with all four cases study countries (Egypt, Jordan, Morocco and
Tunisia) which had alregdnade significant progress, not only on integration efforts with the EU, but
also among each other via the Agadir Agreement. Only Morocco and Tunisia have so far entered into
official negotiations. The DCFTAs have not been picked up by either Egyptian, dtespite the fact
that the European Council had already given the green light to negotiations on DCFTAs in 2011
(European Commission, 2017f). The Rlisian negotiations only began in April 2016 and it is, thus,
too early to evaluate its trajectoryThe most illuminating case is the #droccan DCFTA, as four
negotiation rounds have been held over the past four years. From the EU perspective, the meetings
BASEtRSR a3d22R GSOKYAOFf LINPINBaadéE O069dzNRLISEHY t |
overcome obstacles towards further Moroccan integration into the single market. However, after the
fourth round in April 2014, Morocco asked for a temporary break in negotiations, as it was deemed
necessary to conduct an-olepth analysis of the sectoral irapt of a DCFTA with the EU. Moreover, in
December 2015, the European Court of Justice (ECJ) ruled on a complaint lodged by the Front Polisario
(the WestSaharan National Liberation Movement) on the validity of the Association Agreement
between the EU and btocco, since the agreement treats We3ahara trade as under the ambit of
Morocco (Van der Loo, 2016). The ECJ annulled the agricultural agreement and fisheries protocol
because it did not sufficiently acknowledge whether and how the agreement would topoh
violations of fundamental rights in the WeSthara. In response, Morocco temporarily suspended
ongoing negotiations and official dialogue with the EU institutions, hence no further progress has since
been made on the DCFTA.

Trade relations betweerthe EurecMed

Economic importance of the SM region for the EU

¢KS 9dzNBLISI Y ! ySafRofrisio ovey ¥ tdiiofi USDH.NRutRhSerspective, this
equals 37% of EU GDP (Eurostat 2017, World Bank, 2017) and it is the largest contributor to global
trade. The most important trading partners in the gobdsarket are the US (18%), China (15%),
Switzerland (7%) and Russia (6%) (European Commission, 2016a), similarly the main service trading
partners are the US (29%) and Switzerland (12%).

Gravity models sggest that trade volumes are negatively correlated to distance to the trading
partner. This makes the SM countries good candidates as trade partners of the EU. However, a second
crucial determinant in the gravity model is the size of the partner economlySi countries take up

5 Excluding the nearly $10 billion intEl trade.
6 Around 70% of EU exports aimdports are goods.
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only 1.5% of global GDP whilst Morocco, Tunisia, Egypt and Jordan produce merely 0.7% of global
output.’

Trade overview

The small size of the SM countries partly explains why their combined share in EU trade
amounts to only 4.5%. Whin this group, Algeria, due to its natural resource exports, accounts for the
largest portion. Since this report focuses on the four signatory countries of the Agadir Agreement
(Morocco, Tunisia, Egypt and Jordan)lable2 we represent a detailed snapshot of the trade and
investment figure for the four countries and then aggregate figures. None of the four countries are
involved in more than 1% of Btade, nor are they major recipients/sources of European FDI. While
1.9% of EU imports stem from the four countries, only 0.7% of manufactured goods imported into the
EU originate in these countries (see details in Figure 2).

Foreign direct investment itdws from the whole region to the EU make up less than 1% of
total inflows and around ¥ of this 1% inflow actually originates in Israel alone. Nevertheless, neither
FDI inflows nor outflows, via&@A & (G KS NBIA2y I | NB & dzo ainvésyhénk | £ 3
relations with advanced economies and the BRICS.

Table2: EU trade and foreign direct investment relations with the SM, $bn, 2015

Jordan Egypt | Morocco Tunisia 4 combined  All SM

EU Imports (goods & services) 1.0 13.9 19.4 14.5 33.0 79.9
Share in EU total 0.0% 0.5% 0.7% 0.6% 1.9% 4.0%
EU Exports (goods & services) 5.4 28.0 241 13.2 70.7 143.7
Share in EU total 0.2% 1.0% 0.8% 0.5% 2.4% 4.9%

Net exports 4.4 14.1 4.7 -1.3 21.9 39.2
EU FDI inward stock 0.0% 0.0% 0.0% 0.0% 0.0% 0.9%

Share in EU total 0.0 0.0 0.0 0.0 0.0 0.9*
EU FDI outward stock 29 46.0 16.9 3.6 69.3 113.9
Share in EU total 0.0% 0.5% 0.2% 0.0% 0.8% 1.3%

Source: Eurostat and DG trade
Note: Trade data refers to flows of goods and services. *
0.7 percentage points are due to large Israeli investment in the EU.

As shown in Figure 1, the EU has a persistent merchandise trade surplus with all four countries
and with the SM region aswhole though, even via-vis the entire region, the surplus is worth only

7 See Jarreau, (2011) for gravity model analysis of the SM countries.
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around 0.25% of the EU GDBue to the large tourism exports of the SM countries to the EU, most of
them have a service trade surplus with the &llbrdan is the only one of the fogase countries with

I YFNABAYlFIf aSNIBAOS RSTAOAGP® ¢KS 9! Qa 3I22Ra & dzN
a-vis the Meds and, thus, the EU achieves an overall surplus balance of $21.6bn, which nevertheless
accounted for merely 0.15% BU GDP in 2016. Neither trade nor FDI flowswiss the region is large

at the moment but the trends seem to be on an upward path.

Trade dynamics

Over the past two decades, trade with the four case countries has nearly doubled (relative to
GDP), primaly driven by an expansion of EU exports to the region. However, EU service trade with
the rest of the world grew even faster and merchandise trade grew at the same pace, thus the share
of the Meds in total EU trade has remained quite stable over the pagears.

The immediate years after 2006 withessed a sharp (in relative terms) rise in EU exports to the
region, though these slowed down thereafter (see Figure 1). At the same time, the gradual increase in
imports that started in the early 2000s, stoppeidaaiound 2010.

Figurel: EurcMed trade dynamics

EUSM4 merchandise trade, % of EU GDP EUMed* service trade, % of EU GDP
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Source: Eurostat, AMECO, UNCTAD and DG Trade
Note: *Meditarranean countries are here defined as Morocco, Tunisia, Algeria, Libya, Egypt, Syria, Jordan, Lebanon,
Palestina and Israel. Eurostat data usually includes Turkey which has been excluded in the calculation for this graph.
There is a statista break in 2003 and 2013
(BMP6 estimated growth rates after 2012 applied to BMP5 trade level data from 2012).

8 Estimate based on data for 2014
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It is difficult to find clear evidence in the trade data of an effect of the association agreements
which came into force between 1998 and 2004. In general, they do not coincide with the increases in
merchandise trade which happened mostly after 2005s Tould be due to implementation lags and
other factors but, overall, the data suggests that if an impact of the trade liberalisation can be detected
it seems to have contributed more to EU exports than to SM countries exports to the EU.

Service trade beteen the EU and the SM countries has substantially increased since 2004, with
equal contributions from the import and export side. However, in recent years, service imports have
started to decline, likely owing to political instability in the region thagatively affected tourism
streams of European to the Southern Mediterranean region. This deterioration has led to a swing in
the net service balance, from a deficit to a slight surplus in 2015. Notably, the EU still has a service
trade deficit, visa-vis the combined four case countries, of 0.04% of EU GDP which was stable
between 2013 and 2015.

Trade composition

h¥ GKS (2GFf Ppnoy 3I22RaQ SELRNIA& FTNRY GKS
manufactured good$ with a share of 73% (sé@gure» ¢ KA OK A& O2yaAradSyd ¢
pattern. Within manufactured products, the relatively sophisticated and tviglne added segments
of machinery and transport equipment are the largest post, worth around $19bn (35 percentage
points). Manufactured goods, classified chiefly by materials (18%), take second place followed by
chemical products (14%). Low domestic vadukeled products, such as mineral fuels (12%) and other
crude materials (4%), are less important exports.

A

9 Chemical products, Machinery and transport products, manufactured products chiefly classified by material and misc.
manufactured poducts.
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Figure2: EU imports and exports of merchendise to the four SM countries, by product group,
2015, billion USD

0.3 EU exports to the SM4 EU imports from the SM4 = Food

0.3 0.2 = Beverages and tobacco
/2 4 ‘ 0.1 Crude Materials
jJ 0.9 .
Mineral Fuels
6.6 = Animal And Vegetable Oil
4.6 )
e = Chemicals
\ = Manufactured goods
0.8 :
0.4 = Machinery and transport
= Miscellaneous manuf.
articles

= Other

Source: UNCTAD, 2016
Note: Egyptian petroleum exports estimated by applying the growth rate of total petroleum exports (based of Bank
Egypt) on 2014 oil imports of the EU.

The $34bn the EU imports from the four SM countries are chiefly made up of machinery and
transport equipment (29%), pointing to substantial intralustry trade. Miscellaneous manufactured
articles (21%) and mineréuels (14%) are the two other large commodity groups exported to the EU.
The latter, however, overstates the importance of petroleum exports since the countries (on
aggregate) petro exports are even lower than petro imports, thus rendering the domesieciaalue
in this sector relatively low. Eurostat figures show that EU service imports from the Meds are
dominated by travel and transport services, whose combined contribution in Morocco and Egypt
reaches 60% and 75%. On the exports side, travel andpat) as well as business service exports,
are the major sources of revenue.

CNRBRY (GKS RIGlI akK2gys OGKSNB Aa fAGGES R2dz
relationship is small in terms of exports, imports and foreign direct investment. ioedeuggests a
rising trend in trade, at least until 2012, when it stopped, probably due to a combination of the debt
crisis in the euro area and the political crisis in the region. While the increase in relative terms is
substantial, in absolute terms fis remain very small from an EU perspective.

1.2.2.Economic importance of the EU for the SM region

While for the EU the Southern Mediterranean markets are not of much (economic) significance,
relative to trade with the rest of the world, the SM countries, on tiker hand, rely significantly on
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access to the European markets given the size, purchasing power and their ties within the EU supply
chain. The mode of economic links and strengths, however, varies considerably among the (four) SM
countries.

Three out ofthe four case countries can be characterized as small, relatively open economies.
At the same time, their degree of openness ranges from 40% (Egypt) to over 78% (Morocco), 102%
(Tunisia) and 113% (Jordan) whilst their economies rely heavily on thet egeptor as an engine of
growth.

As with many other developing countries, the SM countries have sought to use the phase of
heightened liberalisation to generate expded growth and to create jobs in their exporting sectors.
Over the past decade, @tlur countries experienced a rapid growth in trade with the rest of the world.
However, at the same time, all four exhibit a substantial trade deficidwvis the rest of the world,
ranging from 6.6% (Egypt) to 19.8% (Jordan), with Morocco and Tunisia middle (ca. 9%). The
overall deficits are foremost driven by large merchandise trade deficits. Trade of goods by far exceeds
services trade, which has been amplified by the Arab Spring and the subsequent lower influx of tourists,
as it is the key conibutor of service exports. Many of these trade characteristics with the rest of the
world can also be found in the trade relationship with the EU.

Morocco and Tunisia stand out as having much stronger trade ties with regard to the EU than
the other two. or both Morocco and Tunisia, the EU is by far the main trading partner. For Morocco,
the share of exports going to the EU is 59% whilst 58% of imports originate in the EU. Even more
remarkable, Tunisia exports 83% of all exports to the EU and 60% ofpistsnstem from the EU.
Tunisian service exports are almost exclusively channelled to the EU. This reliance is much less distinct
for Egypt and Jordan, which trade only 40% and 18% respectively.
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Table3: SM Trade relationship witlthe EU, 2015

Exports

Imports

Goods and services Goods Services Goods Services
Total, EU Total, EU Total, EU Total, EU Total, EU
$bn Share $bn Share $bn Share $bn Share $bn Share
Jordan 36.7 17.5 7.8 5.7 6.3 8.8 18.0 24.6 45 222
Egypt 105.1 39.8 19.0 42.6 18.5 31.1 50.1 452 17.5 30.5
Morocco 74.5 58.4 18.6 745 14.7 39.3 333 60.3 7.9 47.7
Tunisia 40.0 70.0 14.2 74.4 33 121.3* 19.1 62.7 3.1 39.7

SourceDG trade, Comtrade, WEO and Worldbank
Note: * Value above 100% is due to ddiscrepancies between DG trade and World Bank.

According to UN Comtrade data, merchandise both export and import merchandiseyigis
the EU, is dominated by manufactuf@exports. The four countries exhibit a trade deficit in nearly all
main industrialproduct classificatiort$, with the notable exception of Moroccan and Tunisian trade
surpluses oélectricalmachineryapparatusand appliance$$1.0 and $1.4 billion in 2015) anbbthing
and accessorie$$2.9 and $2.1 billion ). The product groups ehegral industrialmachineryand
equipmentandroad vehiclehiave among the highest export and import volumes and both also show
the largest deficits of the case countrig@verall, difference in the sophistication of exported and
imported manufactured goaslis still in favour of the EU. Developing and moving up the added
product chain is key to economic expansion.

The manufacturing sector in Morocco and Tunisia is particularly dependent on sales in the EU
(seeTable 3. Egypt and Jordan, on the othkeand, mostly trade within their region, primarily Saudi
Arabia and the United Arab Emirates. In the case of Jordan, the United States is a crucial trade partner,
much more so than the EU.

10 Chemical products, Machinery and transport products, manufactured products chiefly classified by material and misc.
manufactured products.
11 Rev. 3 SITC 2 digit
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Table4: Manufactured trade share of SM cmtries by trading partner, 2015,
in percent of total trade

Egypt Jordan Morocco Tunisia Algeria Kuwait | Libya Saudi Turkey UAE

Arabia
Egypt 27.3 2.6 1.6 0.7 21 2.2 26 |92 5.8 51 |56
SOGERRS 29 | 1.4 0.3 0.3 11 3.9 05 | 148 |13 48 | 185
\[leifeleielol| 63.5 | 1.2 | 0.1 0.5 0.9 0.1 0.3 | 0.6 3.1 0.3 |35
WlsEe | 746 1 05 | 0.1 1.3 4.0 0.1 38 | 0.2 0.7 05 |25
4 SM 46.6 | 0.7 | 0.9 0.8 0.4 2.0 1.2 1.8 |51 3.3 24 |58

Source: Comtrade, 2016

Trade dynamics

World Bank data shows that, over the past t@ecades (goods and services), trade growth
kept pace with economic growth in the four SM countries. All countries experienced a steady rise in
openness up to 2008, but thereafter trade, as a percentage of GDP, shrank back to previous levels of
the 90s, wih exception of Morocco, which managed to maintain its level of openness at around 80%
(up from only 50% during the 90s). For the other three countries, the financial crisis, combined with
the Arab Uprising, triggered a massive decline of openness in tlex of 23 (Tunisia), over 37 (Egypt)
to 47 (Jordan) percentage points. After 2008, decreased trade flows were present with regard to all
major bilateral trade partners and across sectors, including both service and merchandise trade with
the EU.

Egyptian tade with the EU15 has historically been light (below 20% of GDP) and it has
experienced some volatilityr{gure3). Between 1995 and the financialsis, the merchandise trade
deficit shrank, mostly due to decreasing imports in the late 90s and, thereafter, there was a substantial
parallel rise of exports along with imports. However, after the financial crisis and moreover following
the Arab Spring,»@orts collapsed while the shrink in imports was less pronounced and thereafter the
gap widened. The signing of the Association Agreement coincided with a period of rapid improvement
but other factors will also have contributed to this development as thellAgreements themselves.

Jordanian trade with the EU15 has been in decline over the past decades, as trade intensified
with the Arab world rather than the EU15.
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Following the signing of the Association Agreement, Tunisia saw a closing of its mesehandi
trade deficit while Morocco witnessed a steady rise in imports, far exceeding rather stagnant export
flows.

Overall, none of the four SM countries truly experienced a trade boorg-vis the EU15,
which could be related to the Association Agreemeatdeast not related to merchandise products.
If one expresses trade flow not only as GDP of domestic GDP but also allows for GDP growth in the
partner market, then the AA still did not herald stronger trade relations but, rather, a decline (see
Annex1). This also matches the finding that the relative importance of the EU to all four countries has
been declining until 2012 (see Annex 2).

Figure3: Merchandise trade vis-vis the EU15, in percent GDP
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Source: UNCTAD
Note: The vertical bar represents the time of the Association Agreements coming into effect.
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According to Eurostat data, service trade between the SM countries and the EU has been
relatively stable over the past three years. However, looking at the tremak ghe Arab Spring 2010,
Egypt for example experienced a decline in service exports ot?2@¥most exclusively driven by a
collapse of tourism receipts to the order of 40%. This trend is unlikely to be reversed due to safety
concerns, thus giving ris® & more pessimistic outloollorocco is once again the exception, with
service exports vig-vis the EU actually increasing over the past five years, relying both on the travel
and the transport sectors.

Foreign direct investment

As with other developingconomies, FDI is a crucial component in the development strategy
of the SM countries in accessing new technologies, khow and becoming part of supply chains.
High growth rates in the region attracted flows from the EU prior to the financial crisisiroze 2010
(real) growth rates have halved, to around®, and political instability has reduced the attractiveness
of FDI. Inflows have been stagnating, or even drastically declining, over the past years3 8&sck
even been slightly decreasing ioth Morocco and Tunisia since 2013 (the decline in the value of
stock might be explained by the effect of a strong exchange rate, induced by the devaluation of the
local currency, vig-vis the USD), while Egypt and Jordan continued to attract more EBlyear and
thus sustained an increasing FDI stock.

Overall, the stock of FDI in Egypt is relatively low, less than 30% GDP, compared to the other
three countries, which range from 50% to 80% GDdbIES).

Table5: FDI stocks and flows in percent GDP, 2015

Outward Inward Inward Outflows | Inflows = Main recipient
stock (in  stock stock (total) (total) sector of inflow
EV) (total)  (from EU) (share)
Egypt 2.1 0.0 28.6 13.9 0.1 21 53% OQil
Jordan 1.6 15 79.7 7.7 0.0 3.4 NA
Morocco 45 08| 494 16.8 0.7 3.2| 51% Real Estate
Tunisia 0.6 08| 692 8.2 0.0 22|  49% Energy

Source: IMF database, WEO and DG trade
Note: FDI data from the IMF and DG trade does not necessarily match.

12Up to most recent Eurostat data of 2015.

B 3SR 2y LacCcQa L ypoSinddatdbase.y Ly @SadyYSyi
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Despite having the lowest stock in FDI as a percent of GDP, in absolute terms Egypt is currently
the largest recipient of EU FDI among the four countries. This is partly because is|@Dér than
that of the other three countries combined but is also due to the fact that most of the FDI into Egypt
stems from the EU (around 48%). For Jordan, Morocco and Tunisia, on the other hand, merely 10%,
34% and 12% of their FDI stock respecyivddems from the EU. This is in stark contrast to trade
patterns where Morocco and Tunisia are the most connected to the EU, though it must be mentioned
that, in the case of Egypt and Tunisia, around 50% of FDI respectively is channelled into the oil and
energy sectorst* In Morocco, on the other hand, FDI is mostly invested in the real estate sector (over
50%}°.

FDI inflows from the EU, as well as from the rest of the world, have stabilized and have even
recovered slightly over the past yeaSidure4)®. Nevertheless, they are still far below the inflows
achieved during the upswing period of 202607 .

Figure4: FDI inflow,as % of GDP since 2005
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Source UNCTAD

Remittances

The majority of North African countries have experienced large emigration waves to the rest of
the world over past decades, Europe being among the most popular destinations. Migrant populations
from the Morocco and Tunisia residing in the EU are estimated to be 2.5 million and 0.6 million

14 Santander (2017a & 2017b)
15 Santander (2017c)
16 With the exception of Jordan, where FDI inflows stabilized momentarily in 2015.
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respectively¢ which constitutes 88% of their global diaspbtalordan and Egypt also have large
migrant populations abroad, mostly centred in the Arab world and farileshe EU (below 10% of the
diaspora).

Expatriates are known to send some share of their income back home to family members and
communities in the form of remittances. Remittances are substantial for all four countries. The
magnitude of such flows carebexamined by separating the current account balance and the trade
balance, in the balance of payments. While the previous section highlighted quite large trade deficits
for the four SM countries, the current account deficits are much smaller (see

Figureb) hinting at large onalirectional remittance flows. The deficits in Jordan and Morocco
more than halve due to net surplus in current transfers.

The World Bank data shown below suggests that annual remittance transfers equally, on average, are
around 6% of GDP (even reaching 14% of GDP in the case of Jordan).

Figure5: Current account deficit, % GDP, by component

Egypt Jordan Morocco Tunisia
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Source: Wod Bank
As illustrated in Table 6, remittances contribute between430percent of the total credit

position in the current account. Put in perspective, remittances tend to be around 2.5 times larger than
the annual inflow of FDI and, thus, are likely tvl a larger local impact on consumption.

17United Nations (2015)
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Table6: Annual remittances, 2015

Egypt Jordan Morocco LS

Remittances (in billion USD)

Total remittances %GDP

Total remittances % CA credit

Remittances/FDI ratio

Share of EU in total remittances received

Remittances from the EU, % GDP

Remittances from the EU, % CA credit

Source: Eurostat and World Bank

The persistent inflow of remittances has macroeconomic consequences, to the extent that it
reduces the overall current account deficit to such a degree that it affects exchange rates. Ceteris
paribus, remittances lead to an appreciation of the domesticrangcy or, at least, lessen the
depreciation forces shifting the local currency into a new equilibrium. The increase in domestic prices,
through high consumption relative to domestic production, is likely to hamper the price
competitiveness of the export seor.

Secondly, remittances raise the average domestic income but, in particular, fandowe
households. If a large share of this income is used for consumption efradable goods, this could
lead to higher wages and prices without raising productivitystfurther diverting resources (labour
and capital) from the tradable sector and overall hampering export competitiveness, due tovapill
effects on wages and prices of the tradable sector. Remittances may also reduce the incentive of its
recipients toseek employment, thereby decreasing the active workforce overall (AmDentantes
and Pozo, 2004). Moreover, since part of the increased consumption is met by imported goods and
services, the trade deficit deteriorates further. Farzanegan and Hassan)(20&6/sed remittance
flows of the MENA region over a period of 20 years up to 2012 and found that the magnitude of
remittances and trade deficits is highly correlated and that the key driver for the MENA is increased
domestic consumption which is, tolarge part, satisfied by imports. OwuSekyere et al. (2014)
analysed this negative impact of remittance inflows on the real exchange rate-&ahdran countries
and found that remittances tend to harm export competitiveness, though empirical moneptaigy
responses combined with fiscal spending focussing on the tradable sector, often alleviate the effect of
appreciation due to the curse of remittances.
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Conversely, aside from the benefits of remittances to the local recipientsvesting
remittances into education, entrepreneurship and technological prowess could offset some of this
downside for the economy and the export sector. However, it has been shown that remittances tend
to be used for consumption purposes rather than investment. Anotleeelit from remittances stems
from the fact that they are more resilient to shocks and serve as a saéd¥e e.g. during the Arab
spring (European Parliament, 2017).

Overall, the economic literature has produced mixed results on the impact of remittamces
the trade balance (depending on the country selection, time period and control variables),
nevertheless most findings point to evidence of an appreciation effect resulting from remittéhces.
The exact impact is difficult to assess, particularly dugdtential (longterm) offsetting factors
discussed before. Nonetheless, the sheer magnitude of remittances for the SM economies suggests
there is a substantial competitive disadvantage for the export sector.

¢CKS 9! Qad NRBEtS Ay (KfurTM @untries & veNBeferogandoys Gvan G 2
the comparatively low population from Egypt and Jordan in the EU, it is not surprising that only around
5% of remittance inflows originate in the EU. The primary sending countries, accounting 4ibrirago
of all transfers, are Saudi Arabia, United Arab Emirates and Kuwait. Morocco and Tunisia have large
diaspora in Europe, which is also reflected in the remittances data, from where nearly 90% of all inflows
stem.

In conclusion, in all metrics, Morocco ahdnisia are much more linked to the European market
than Egypt and Jordan, be it trade, FDI or remittances. This can explain why deeper trade agreements
with the EU are more important and are more advanced for those two countries.

Exante and expost impact assessment

The economic impact of liberalisation between the EU and the SM on trade patterns, growth
and job creation has been the subject of a number of analyses in recent years. These estimates rely
mostly on gravity models and computable generaligguum (CGE) models, which will be highlighted
in the following section. Impact assessment is usually first dor@né, in order to set expectation
and to identify sectors, regions and policy domain for policy intervention and regulation. It is then do
ex-post, after liberalization measures and policies have been implemented in order to verify the actual
outcome and, possibly, to recalibrate interventions.

18 e e.g. Opokifari et al. (2004), Bayangos and Jansen (2010), Ofelsyereet al. (2014) or Jayaraman et al. (2014).

EMNES Studies No/ November, 2017

EMNES Studies disseminate economic policy research to explore and assess themumioic drivers of the innovative, sustainable
and inclusive development and growth mosléh the Mediterranean region.

Available for free downloading from the EMNES vitebs © EMNES 2017 Page28of 168


http://www.emnes.org/

L
EMNE]S

‘é % ;5 7 TRADE AND INVESTMENT IN THE MEDITERRANEAN: COUNTRY AND REGIONAL PERSPECT

Gravity models

Gravity models are one of the instruments used in theasie assessment of toe
fAOSNI EAT I GA2Yd ¢KS@ NB KSf LIJFdzaA (2 ljdzk yGATe |
the actual level of trade. In such models, trade flows are a function of cospgyific determinants
OFff GFENARIOGE Sa I T dapality th yade, duch @GR, inteBtiQciure a8 nyiris tktivie
costs, quality of institutions) as well as bilateral variables (e.g. trade cost, multilateral tariffs). This helps
identify the contributions of each factor to observed trade flows and to maikgections about the
trade creation that would result from changes in the determinants of the flows, including in trade
barriers. Thus, they are valuable to provide-aaxe projections and to elaborate the gost
assessment of the effect of past tradedralisation (Jarreau, 2011 and Hoekman and Sekkat, 2010)

Several studies have tried to investigate the effect ofSWintegration using gravity models.
Results from Bensassi et al. (2010) and Hagemejer and Ciselik (2009) suggest an increase itsEU expo
towards SM countries following the Association Agreements and point to an insignificant effect on SM
countries exports towards Europe. However, in another study Bensassi et al. (2012) find a significant
impact of tariff reduction on specific sectorshan they use highly disaggregated sector level data.
Still, the overall impact on total exports to the EU has been limited.

Another possible explanation for the insignificance of trade liberalisation on overall SM exports
to Europe may be that integratiohas essentially been limited to manufacturing products and has
progressed slowly. Jarreau (2011) further argues that this reflects the asymmetry of the trade
agreements in favour of the larger bloc. Ntariff barriers (NTBs) are still substantial and haeen
far less addressed in the past. Eradication of these barriers will likely come in the form of harmonisation
of SM standards towards the EU, once again favouring the EU starting position.

Another explanation for the relatively weak export and investinboost in the SM countries
can be found in studies such as Meon and Sekkat (2004) who have found that the quality of institutions
(such as corruption, government stability and rule of law standards) of SM countries tends to restrain
their ability to iniegrate with the rest of the world. Longon and Sekkat (2004) also identify weak
infrastructure, as well as poor macroeconomic management and political tensions, as factors having a
negative impact on trade integration with the rest of the world as well a®mrg SM countries
themselves.

Additional research suggests that policy measures which address high trade costs, particularly
via lower nontariff measures (NTMs), have the greatest potential. Along this line, recent findings by
Ghoneim et al. (2012), shothat the tariff ad voloremequivalents (AVE) of the NTBs are larger than
the tariffs themselves. Tackling this issue is key because it restricts exports, however it is also very
challenging since NTBs require major structural and institutional reforrmélato the case of intra
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trade obstacles, improvement in logistics performance and governance are found to have significant
potential to bolster exports to the EU (Peridy, 2012).

Computable general equilibrium

As explained above, gravity models caruseful to estimate the trade creation resulting from
reductions in trade costs and to compare levels of irrgional trade with those observed among
similar groups of countries. By contrast, CGE modelling has the advantages that it can be used to
foreseehow trade agreements are likely to impact production structures in each country, in particular
at the sector level, and to compare the effects of different channels of trade costs reduction (e.g. trade
agreements versus unilateral changes in trade ardyrda LI2 NI O2adaT | yR WRS
agreements). This modelling approach also allows for the identification of the sources of gains/losses
from liberalisation by decomposing welfare variation into terms of trade effects, changes in allocation
efficiency and, possibly, other sources of variation depending on modelling hypotheses. In the case of
the SM region, an important limitation of such studies stems from the limited availability of data, which
causes the vast majority of existing studies to beuked on a few countries where data is readily
available.

Although the CGE modelling is commonly considered the statbe-art way to assess the
impact of free trade agreements, standard models are usually unable to estimate changes in level of
unemployment (or the creation of new jobs) but only job reallocation adjustments in the short to
medium term, that is between sectors and between different d&ilel jobs. The inability to model
changes in unemployment, together with the lack of incorporatimgign direct investments, makes
it difficult to provide precise policy recommendations at sectoral level. This is an important limitation
because policy makers are generally keen to find out whether a trade agreement could create
additional employment whout jeopardising a substantial number of jobs in those sectors, which are
likely to be negatively affected by the intensified competition.

A second drawback is due to the regulatory nature of the majority of the current trade
agreements negotiated by th&U, given the already low level of tariffs achieved by previous
Association Agreements. Indeed, estimation methods have to face the considerable challenge of
guantifying the costs of NTMs, both in goods and services, and translate thenadnt@lorem
equivalents (see Jarreau, (2011) or Hoekman and Sekkat (2012)).

Despite the limitations, CGE has been widely used to assess the impact of trade liberalization.
Research by Konan (2003) focuses on different types of trade liberalisation reforms in thef case
Tunisia and Egypt. Their research looks into different types of liberalisation agreements involving a
range of combination of tariffs, goods NTBs and service liberalisation arrangements. Results point to
the great benefits of deeper integration sceragi This is when they involve the elimination both of
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tariffs and nontariff barriers for goods for both countries. Findings also suggest that benefits are
doubled when deep commodity trade integration is coupled with service trade integration. Results
also stress that while Tunisia would benefit significantly from tariff reduction with the EU, the effect
on Egypt is insignificant. Behir et al. (2007) evaluates the impact of moving from a preferential trade
agreement to a custom union and single markat tiee Maghreb area, testing different scenarios of
varying levels of integration depth. Their findings indicate that a custom union would increase GDP by
about 6% and 4.5% for Tunisia and Morocco respectively, to which would be added an extra 2.5% in
the case of the creation of a deep single market (similar to the deep integration scenario from Konan,
2003).

Dennis (2006) seeks to estimate the potential gains from trade facilitation in the region, going
beyond the simple tariffs. His findings suggest {hatential gains associated with a reduction in trade
costs, also involving indirect trade costs, are at their greatest when they involve the reduction of trade
cost with the EU, rather than intreegional trade within SM countries. He also finds that rexgi¢rade
cost associated with notariff barriers could generate more than twice the welfare gains than would
result from only removing all tariffs.

Using input from trade gravity models, Ghoneim et al. (2012) considers different scenarios of
shallow vesus deep integration between Mediterranean countries and their partners in the EU.
Shallow integration relates to tariff barriers, while NTBs are used as proxy for deep trade integration.
They find that tariff removal is expected to provide moderate oitBohgains, except in Algeria and to
a lesser extent Tunisia, because both countries still had higher tariffs than other Mediterranean
countries. Conversely, eliminating NTBs would yield strong trade gains, but only if reduction in NTB is
large enough. Faily, they indicate that trade gains due to deep integration, can also be reinforced
further via a further reduction in trade and logistic costs, particularly for countries such as Algeria,
Egypt and Morocco that perform worse than their peers.

Assessmenof intra-regional trade liberalisation of the Mediterranean
countries

Bilateral trade agreements between SM states and the EU can have positivevepidiffects
on their neighbouring countries. For one, supply chain linkages between one country and the EU often
require inputs from another SM country during the productiamgess. For this mechanism to work,
trade integration between the SM is crucial. Lower barriers to trade facilitate-neygonal supply
chains which render them more attractive for European partners. Secondly, more homogenous
regulations and practises the region will ease harmonisation efforts with the EU and could improve
the negotiation position of the Mediterranean bloc.
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While international trade is of high importance to most SM countries, iregional trade takes
a rather inferior role. Many ators (e.g. Hoekman and Zarrouk, 2009) have observed for long that
intra-regional trade in the MENA region appeared to be low compared to other regions of similar
geographical, historical and cultural backgrounds. Indeed only 3.8% (2015) of the SM countries
combined trade in goods occurs within the region (UNCTAD, 2016), which is the lowest rate compared
with other regions of the world; by comparison, intfsian trade takes a share of above 30% (DG
Trade, PPT).

Despite the generally low level of trade floasiong the SM countries, significant progress in
removing tariffrelated barrier to intrapan-Arab-FTA®trade in goods has been made. However, many
important factors continue to affect the transport and logistics related costs of trade in the region. The
lack of regional trade institutions has been identified by kk#Din and Ghoneim (2005), as a major
obstacle to further intraregional trade integration. In particular, studies (Rosotto et al., 2005 and Harb,
2007) have stressed the negative effectpoblic monopolies, the high cost for shipping and handling
containers due to port inefficiencies, as well as weaknesses in telecommunication, services and air
transportations services. In addition to this, in terms of #anffs costs, bureaucratic red p& and
tedious customs clearance procedures seem to be a major hurdle to regional trade.

The empirical evidence seems to suggest that, until now, export gains for the SM were rather
limited while the EU reaped larger benefits in terms of bilateral expéitshe same time, potential
gains from trade liberalisation between the two blocs remain substantial, particularly with regard to
NTB. Removing NTBs between the EU and the SM countries seems to offer the largest potential gains
for the SM regions and thEU. However, this requires much deeper integrations. The idea of great
L2aAGAGS STFFSOGa Aa NBFESOGSR -ays awal fiom Sajgeet ora KA T
sectoral agreements towards (DCFTAS).

Sustainability Impact Assessments

After DCFTA negotiations were launched, the European Commission commissioned two
Sustainability Impact Assessme(f8As)in 2013 and 2014corysxecuted the analysis which aimed
at evaluating the economic, social and environmental impacts of the tradenaedtment facilitation
under negotiation. For every SIA, the methodology adopted is based on the twofold approach as
described in the Trade SIA handbook (European Commission (2016c) and it consists of quantitative and
qualitative tools to assessthe aff&cR I NS+ a Ay FRRAGA2Y (G2 &Gl 1 SK2¢f

The economic assessment is mainly based on CGE models which, as highlighted previously,
suffer from the limitations of not providing pure figures on the creation/destruction of new/old jobs.

19 Also referred to a&reater Arab Free Trade Area (GAFTA)
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The underlymng neacclassical assumption that the economy is able to immediately adjust in the short
term, owing to full flexibility of prices and wages, is one of the vulnerabilities of these exercises. The
SIAs, however, do assess that the reallocation process adifiagent sectors of the economy works

F FGSNI I aK201 OFdzaSR o6& GKS NBY2@QIf 2F (F-NATFTa
ISYSNI A2y Q GNI RS F3aINBSYSyia ¢6K2aS RSINBS 2F |
Tariffs are, on eerage, already low and mainly concern sensitive products for both parties, like
agriculture and fisheries. The main bulk of the negotiations and the main source of economic gains
derive from the often difficult exercise of reducing ntariff barriers ingoods and services by aligning
regulatory framework and, in this way, removing unnecessary barriers to trade. Quantifying those
barriers, often norquantitative by definition, implies strong reliance on trade cost equivalents being
able to proxy the removaof nontariff barriersg a challenging task.

In the trade SIA, the economic impact of the DCFTA is calculated by assuming different
WSO02y2YAO aK2014aQ OO0O2NRAYy3 (2 RSAINBS 2F I YOA
ambitious the scenario igspecially in terms of netariff barriers removal, the higher the aggregated
economic gains (and potential sectoral loss) are. Each trade SIA follows a different calibration, since
the extent of remaining tariff barriers and the envisaged regulatory twmisation and elimination of
non-trade barriers differs from country to country. In the case of Morocco, there are three scenarios,
one continuing the trends which serve as a baseline, or pessimistic scenario, one which assumes the
full implementation ofa recently concluded trade dé@land the optimistic scenario which envisages
an ambitious DCFTA implementation. The measures included in this potential DCETA are

1 No tariff reductionsas all tariffs between the EU and Morocco were (with the exceptions)
removed by the October 2012 agreement and the Association Agreement;

1 NonTariff Measures in servicess expressed in Trade Costs Equivalents are assumed to be
reduced by three per cent for Moroccan services entering the EU market, and 13 per cent for
EU sevices entering the Moroccan market;

1 NonTariff Measures in goodare modelled either with a limited or ambitious level of
regulatory approximation or no approximation at all, depending on the sector.

1 Spillover effecty25% percenttand trade facilitatbns are also taken into account, if
Morocco complies with EU rules and regulatory approximation.

20 A 2012 trade agreement on the agricultural sector.

21 See Ecorys (2013c).

22 The regulatory approximation process that DCFTA can stimulate by remowitg ¢difi, due to the compliance of the signatories to
some EU regulation, create sglvers in third party countries that already have established trade links, most likely with neighbours. As
happens for other trade agreements that involve bigger econorfses TTIP) spiiver effects to third countries can, in turn, improve

the total estimated gains. Direct spiler effects are an automatic result, without requiring any further action on the part of third party
countries. This should enlarge third pa@ly2 dzy i NA SaQ GNI RS Ll2aaroArfAdiArsSao
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The trade SIA reports separate the potential gains into stesrh and longterm effects for the
SM country and the EU for several key indicators {sd#e7).

Table7: CGE exercice on BMed FTA

Variable

Morocco = Tunisia Jordan Egypt EW  Morocco Tunisia Jordan Egypt EU4
Shortterm Longterm2®

National
income 1,145 1,834 283 2,343 | 2,163 1,300 2,498 442 3,374 | 3,437
(mil Euro)
GDP, %
change
Consumer
prices, % 0.4 2.6 -0.7 -1.4 0.0 0.4 2.3 -0.5 2.7 0.0
change
Wages,
less skilled
)

Wages,
medium
skilled %%
Wages,
high

skilled %
Total
Imports, %
change
Total
Exports, %
change

1.3 4.1 1.4 1.2 0.0 1.6 7.4 2.1 1.8 0.0

14 7.0 17 1.9 0.0 15 9.9 2.4 -2.0 0.0

1.6 7.6 2.5 4.8 0.0 1.9 10.5 2.9 3.2 0.0

N.A. N.A. 2.4 0.1 0.0 N.A. N.A. 2.8 0.1 0.0

8.0 13.9 3.7 7.7 0.1 8.4 17.7 4.8 24.8 0.1

15.3 17.7 4.4 8.3 0.1 15.3 20.4 5.3 26.7 0.1

Sourc& ! dziK2NR&a Stl 02N GA2Yy 2y 5D ¢N} RS {L!
Note: The calibration of the CGE model is towards an ambitious DCFTA (as exemplified by Morocco above).

The collective estimates of the SIA reports substantiate that in the EU, economic growth and
wages will not be affected even if all liberalisation efforts (as exemplified above for Morocco) are

23 GDRweighted average, except total exports and total imports which are tnadighted.

24 GDRweighted average, except total exports and total imports which are tnadighted.

B KS f2y3 NHzy Aa meé&dedifof &RamicXéstnedt efféds $o wirk thit@ugh the economy, while in the short

NHzy s Ay@SaidySyida NB aadzyYSR TAESR®E 0902NEB&E HnmoOS LIOTYy O ®
B¢KS {L! FT2N) a2NR0OO0O2 |yR ¢dzyAdAl R283a y2i RAREXY FkADK KXERA drB Sl
allocated into this group for visualization purposes.
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carried out. Trade visis the region would be boosted by 0.3%d, as illustrated in the table, the broad
economic impact on the economy will be negligible.

Given the high trade dependence of the four SM countries on the EU, the impact on their
economies is much larger. GDP is predicted to increase by up to betivé&nover the shorterm
(cumulative) and trade is predicted to increase by8%6. Notably, the SIA reports indicate a stronger
boost from exports than imports for all four countries, thus shifting the trade deficits with the EU closer
to a balanced posion.

The moderate aggregate gains to the EU, however, hide the fact that the trade patterns are
adjusting to the new competition and opportunities. Specialisation can have a profound impact on
certain economic sectors and professions. Once again, the tropabe four SM countries is sizeable.

For example, Tunisia is expected to experience a shift in employment share away from grains, crops,
textiles and air transport towards vegetable oil production, other machinery, trade, vegetables and
fruits (see Figre 6 below).

Figure6: Expected sectoral shift in Tunisia

Export to the EU @'Winning sectors @Losing sectors
(baseline) .
o other machinery Qo
2,500
2,000+
1500
textiles 000 electrical machinery
o leather goods trade D
non metallic mineral a other transport '-’Eg;;:fle l::|I|5.';;i
prndu‘FtE grains and crops eguiprment ===
20 =10 v 20 30 40 50
petrochemicals soa % changes in value added, LR

Source Ecorys (2013d).
Note: The changes are expressed as the DCFTAélmmgscenario over the baseline scenario.

The same argument is theoretically valid for tBg but on a much smaller scale. Indeed, the
SIA reports show that most bilateral DCFTAs have an insignificant effect on all EU sectors. With the
SEOSLIiAz2y 2F ©S3SiloftS 2AftX 2F gKAOK 9! 2 dzi Lz
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S |j dzA LIY S ¥i i$ esiEmai@dtd decline by 0.7%, no sectoral output would shrink or grow by more
than 0.5% even in the longer term view. Likewise, exports and imports would only be marginally
affected, with the exception of a few sectors that do not make up a notdwoshare of overall EU
export volumes. Labour allocation across sectors is expected to witness small shifts, both for high
skilled and lowskilled workers, in the order of less than 1% of employment in the respective sectors.

The SIA estimations clearlyipbto only a marginal impact of the DCFTAs on the EU but the
overall gain is positive, nonetheless. One can thus argue that political considerations are the driving
force behind efforts to establish DCFTAs with the SM countries rather than pure ecdremefds.

The economic impacts on the SM countries, on the other hand, are estimated to have been
substantial (se@able7) with gains in economic detty and employment for some sectors and losses
for others. This tradeff, paired with claims that a more specific policy/sectoral approach may be more
efficient?’ have contributed to a slowing down in the development of DCFTAs. Negotiations with
Jordan and Egypt have not officially kickaf€lwhile the Moroccan government has proclaimed the
need to reassess the DCFTAs with regard to the competitiveness of séegrakctors and has put
the negotiations on hold.

In conclusion, the DCFTA negotiations have not advanced as fast as expected and the EU
liberalisation efforts may take a different form in future, unless marked progress is made over the next
few years. Adancement of the DCFTAs will depend greatly on the national view and perception as to
how far these deals will benefit their respective economies and society at large. Thus, it merits a closer
look at trade relations from a domestic Mediterranean percegti

Summary

EuroMed trade liberalisation has made substantial progress over the past 20 years and recent
efforts via DCFTAs are carrying on that spirit. The Southern Mediterranean region is only of minor trade
importance to the EU and FDI flows are maagiin the grander picture. Nevertheless, potential
benefits are still to be reaped if neariff barriers can be reduced. From an EU perspective, political
stability in the region is the main incentive for strengthening ties with the Southern Meditesirane
region and providing a suitable economic environment.

While the potential gains from further liberalisation are very modest from an EU perspective,
they are likely to have a large impact on the Southern Mediterranean region. The SM region, especially
certain countries, largely relies on EU markets as a destination for exports. For Morocco and Tunisia,

2TE.g. Hoekman (2016)
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trade reliance on the EU is patrticularly high0-70% of trade being conducted with the EU. Egypt and
Jordan are less focussed on the EU as a trade @arbut the effect of the trade agreement could be
potentially high exactly because it could open up new opportunities. The TSIA reports have estimated
the economic gains from further trade liberalisation, including -temff barriers, to reach between

1.6 and 7.2% of GDP in the letegm if ambitious DCFTAs were concluded between the EU and the SM
countries.

The EU continues to emphasize the importance of the agreement based on the TSIA reports
and that deeper trade integration with the Meds can delieeonomic growth and job creation for the
region. However, recent slowdowns in the development and advancement of the DCFTAs have cast
doubt over this ambition. Southern Mediterranean countries are reassessing the a@diesl of such
agreements and the costntailed with complying with the requirements of the agreements. The
following four country case studies will shed light on the-NE&Hliterranean relationship from the
perspective of the individual countries and offer new insights into their assessm@assbsuccesses
and future prospects for growth and job creation.
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Country report: Egypt

Chahir Zaki and Nora AbouShady

Introduction

he Egyptian economy has experienced several waves of liberalisation that

has led to a significant boost in both exports and imports. Moreover, it has

signed several trade agreements that helped reduce trade barriers (both

tariffs and nontariffs). With eyorts being among those maceconomic
variables with a significant impact on employment, the objective of this report, therefore, is
G2 LINPZGARS I RSAONARLIIAGS lylfeara 2F 93e2LIiQa
insights into the effetof trade on employment.

The empirical literature on trade and employment in Egypt, at both the micro and the
macro levels, is rather scant since most of the studies examined the impact of trade wage
inequality (Zaki, 2013). For instance, Said ancdzEawi (2014) show that tariffs do not seem
to have a significant impact on wages and job quality. By contrast, while a better export
performance has a significantly positive impact on wages, all job quality indices are negatively
affected. Hence, there ia tradeoff between higher wages and improvement in job quality.
Furthermore, using a microsimulation, Hendy and Zaki (2013) find that the effect of trade
liberalisation policies is dependent on two factors: individual and sectoral characteristics. This
is why employment increases in the following sectors: textiles, garments (especially for
women), chemical and services sectors. They also show that the effect of wage inequality is
variable among different groups, as it decreases for urban and rural skiéedand for skilled
and unskilled women working in urban areas. Yet, inequality among unskilled men and skilled
women in rural areas is likely to decrease. These effects are highly correlated with the
comparative advantage of Egypt and the abundance fastithin each sector. Zaki (2016)
shows that, at the macreconomic level, exports had a significant and positive effect on
employment over the period from 1960 to 2009. The elasticity of employment with respect to
exports is 4.3% during the period 198009. Following the reforms that were launched in the
MppnQa YR NB&dzZYSR Ay wnnnz GKS AYLI OG 2F SE
5.6% overtheperiod 1999 n ncpd® LYy GKS YSFYGAYSE |4 Iy AYR
gl 3Sa I y RrodadiltySiivarking. In other words, adjustments in the female labour
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market are reflected in quantities, while adjustments in the male labour market are reflected
in prices.

In Section 3.2, we provide an overview of trade and investment patterns. Trasle
significantly increased after successive episodes of liberalisation and reform starting in the
early nineties, reaching 60% of GDP in 2008. However, trade and overall figures of economic
performance dropped sharply in the aftermath of the 2011 upgsiTrade remains generally
lower than in middle income countries, Arab countries and the MENA region. This is not true,
however, for the manufacturing sector, where Egyptian exports account for nearly 50% of
total merchandise exports , higher than expodt manufacturing products in both Arab
O2dzy iNASE YR a9b! & 9328LJiQa LINAYINEB (N} RS LI
OGN RS® {AyOS wnnnz o60AfFGSNIE GNIRS Ay 3J22Ra
SELJR NI & ¥ N Wiliod i# 20130 Thérdiis an mpward trend in trade with Asia, where
AYLRNI& FTNRBY ! aAlF NBIFOKSR | &KMBIS in26fvicasm’s 2 F
I O02dzyida F2NJ ySINIe pmg>r 2F D5td 932LJiQa &SND
(Sueg Canal) and tourism, the latter witnessing a sharp drop since the 2011 upFR&ihin
Egypt increased substantially between 2005 and 2008. thanks to reforms and incentives
offered to investors, before declining in the aftermath of the financial crasisl, later, the
revolution. FDI remains concentrated in capitatensive sectors, such as petroleum, leaving
a modest impact on job creation. The Egyptian government has, therefore, recently carried
out additional reform measures to attract investmentsarpcularly in labouwintensive
projects and exporbriented activities.

{SOGA2Y odo aK2ga 938LlJiQa SEOKIy3aIS NIiGS L
has been suffering from a series of rapid declines in international reserves. This ledigsa se
of devaluations, until the Central Bank of Egypt announced its decision to move to a liberalized
exchange rate regime, leading to a sharp drop in the value of the Egyptian Pound and to
soaring inflation rates.

Remittances are discussed in Section BRdmittances provide more than 20% of hard
currency in Egypt. Despite their decline, alongside the drop in the number of Egyptian
migrants since the midineties and later due to political instability in the Arab region,
remittances continue to originaté’om the Gulf countries.

In section 3.5, we present trade barriers and otk NA FF Y S| &adzZNBa | LILX
trade. Nearly 99 per cent of Egypt's tariff lines are bound by the WTO. Tariffs fer non
agricultural products are generally lower than thoseplng to agricultural goods. These
remain higher, however. than those applied by midoieome or high income countries for
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both sectors. As for netariff barriers, Egypt is among the countries with the highest number
of NTBs imposed on trade, particdlaradministrative barriers. Egyptian exports are also
subject to a substansial number of technical barriers and SPS measures imposed by its trade
partners.

CAylfftes aSOGA2Y odc ONARSFEe RA&AOdzaasSa 93
Union and oher trade partners, such as the USA, Arab and African countries. In Section 1.7,
we examine the correlation between different maeezonomic variables and employment
and demonstrate that both exports and FDI are positively and significantly correlated to
employment. Finally, Section 1.8 presents concluding remarks and policy recommendations.

2.2. Overview of trade and investment patterns

2.2.1.Trade in Goods

Macro qng Segtoral AnaJysis R ) 5

{AYyOS UKS SINIe wmppnQaz SELEZNIa |yR AYLI
implementation of the Economic Reform and Structural Adjustment Programme. Moreover,
with the new reform programme implemented by the government in 2004 aimed at
liberalizirg trade, exports increased by an average of 5% before 2004 and 24% after that
date. Figures for imports are respectively 2% and 24% (Hendy and Zaki, 2014). It is worth
y20Ay3 GKFG 932LJiQa GNIRS o6Ffl yOS okothe 6SSy
study as raw materials, investment goods or sémshed products that are used in
production and exports have the highest share of total imports.

At the regional level, trade share to GDP exhibits a similar trend for Egypt and its
comparative regions (Figure 7). Indeed, this share increased from 40 percent in 2000 to 60
percent in 2008, thanks to tariff reductions, as mentioned above. Yet, fiecknancial crisis
in 2008, a drop in trade has been observed, reaching 40 percent in 2010. Exports also
experienced a significant decline from 30 percent in 2008 to 15 percent in 2010.
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Figure7: Exports and Imports of Goodsd Services (% of GDP)
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Over the same period, merchandise trade as a share of GDP has more than doubled in
Egypt, as shown iRigure8. Yet, it is still lower than the middle income group, the MENA
region and the Arab countries.

Figure8: Merchandise trade (% of GDP)
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Nevertheless, when one considgust the manufacturing sector, Figure 9 shows that
Egyptian exports are actually performing better than both the MENA region and Arab
countries. Furthermore, while the share of manufacture in merchandise exports significantly
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increased to reach 50 perceint 2009, the equivalent figures were only 10 percent for Arab
countries and 20 percent for the MENA region. It is important to note that, despite this
evolution, the manufacturing sector in Egypt is still facing several impediments that hinder its
compditiveness and make its performance lower than the midiieome countries (Hendy

and Zaki, 2014).

Figure9: Manufactures exports (% of merchandise exports)

70
60

50 -
40

20
10

e e L L e S e
% %, % %, U U % B % %

—o—Egypt MENA Arab World Middle income

Source: World Development Indicators

Turning to data from the Centr&@lank of Egypt, however, one can see that Egypt has
a moderate level of diversification (see Figure 10). Indeed, fuel, mineral and oil products
represent around 40 percent of Egyptian exports. Yet, their share increased marginally by 2%
between FY06 and E§?2. As per norpil exports, a significant increase has been observed for
raw materials that increased by 90.4%, finished goods by 94.7% andisisméd goods by
36.7% (Hendy and Zaki, 2014).

28 Fiscal year (FY)
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FigurelO: Proceeds of MerchandesExports by Degree of Processing
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Imports have a different emphasis since the share of fuel and oil products represents
less than 10% of total imports. By contrast, imports of raw materials, investment goods and
NSNYSRAFGS 3I22Ra NBLINBaSyid I NP dzfigurerlstipws2 ¥ 9 3 &
that both consumer nofdurable and durable goods (especiallyose coming from China)
have multipied by three between FY06 and FY10.

Figurell: Payments for Merchandise Imports by Degree of Use
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At the geographical level, exports and imports exhi@ita YA £ F NJ LI G G§ SNy & Ly
primary trade partner is the European Union with an average of 35% of total trade. Since 2004,
OAfTFGSNYE GNIXYRS Ay 3J22Ra KlFa Y2NB GKFyYy R2dz
billion in 2015 (European Commissi@i17). The main products exported by Egypt to the
European Union are crude oil and products, cast iron, cotton textiles, cement, iron and steel
products, pharmaceuticals and aluminum products. Imports from the EU are chiefly
concentrated in crude oil andrpducts, iron and steel products, organic and inorganic
chemicals, pharmaceuticals, and electric appliances for telephones and telegraphy. As for the
United States of America (USA), its share of both exports and imports is 33% and 22%
respectively Figure 12). While American imports from Egypt are mainly crude oil and
products, cement, and iron and steel products, Egyptian imports from the USA ale @itu
and products, iron and steel products, wheat and maize (Zaki, 2013).

Figurel2: Geographical Distribution of Exports
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Table8: Exports by type of product andestination in FY 2010

Country of Destination {KFNB Ay 93elL Product type

European Union 36% f  Crude oil and products
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Cast iron

Cotton textiles
Cement

Iron and steel products
Pharmaceuticals
Aluminum products

Crude oil angbroducts

) Iron and steel products
Arab countries 20% Castiron
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Cement
Rice

Crude oil and products
Cement
Iron and steel products

Source Constructed by the authors from figure 12 and Zaki (2013).

United States of America 18%

E I IR

Figure 13 also shows that since FY09, the share of imports from Asia reached 20%,
exceeding those from the USA, putting them in second place after the EU. Trade with Asia
has increased more rapidly than trade with the USA. Between FY02 and FY10, tee form
increased fivefold, while the latter multiplied by a mere 1.7. Imports from Asian countries
included car parts and accessories, animal and vegetable fats, carsymaddyclothes, and
iron and steel products. Finally, Arab countries occupy amailéét- NS 2 F 2y f & ME:
total trade. Egypt mainly exports crude oil and products, iron and steel products, cast iron,
cement, and rice to the Arab region, and imports crude oil and products, organic and inorganic
chemicals, and cars.

Figurel3: Geographical Distribution of Imports
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Source: The Central Bank of Egypt.
Table9: Imports by type of product and origin in FY 2010

Country of Origin { K N& Ay 913 Product type

Crude oil and products

Iron and steel products

Organic and inorganic chemicals
Pharmaceuticals

Electric appliances for telephones and telegrap

European Union 37%

Parts and accessories of cars
Animal and vegetable fats
Cars

Readymade clothes

Iron and steeproducts

Asia 21%

Crude oil and products
Iron and steel products
Wheat
Maize

United States of

0,
America 11%

Crude oil and products
Organic and inorganic chemicals
Cars

Source: Constructed by the authors from figure 13 and Zaki (2013).

Arab Countries 11%
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2.2.2.Firm-level Analysis
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At a company level, Figure 14 illustrates a rationalization effect between 2006 and
2010. Indeed, there has been a significant decrease in the number of exporting firms from
22.9 to 19.6 thousand, but with an increase in value of total exports of 65/8¥%ile same
period (Elenbaby et al, 2016). Hence, only productive firms are able to compete and stay in
the market, leading to more exports by fewer businesses. .

As per company dynamics, the number of new entrants as well as firms ceasing trading
(together accounted for one third of the market) decreased at an annual average of 21%
between 2006 and 2010. Incumbent firms (two thirds of the market) that sustained their
exports increased by 13.5% throughout the period of interest, from 6,070 firmsQri &0
6,887 in 2010 (sekigurelb).
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Figurel4: Exports and Number of Firms
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Source: EIEnbaby et al (2016) using the &mhOrganization for Exports & Imports Control (GOEIC) dataset.
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Source: EIEnbaby et al (2016) using the General Organization for Exports & Imports Control (GOEIC) dataset.

Figurel6 presents the number of new firms in more recent years. Indeed, in the wake
of the political uprisings in Egypt, the extensive margin meastsedhe number of new
exporters has almost disappeared attaining just four new firms in 2012 (panel a). This is in line
with the significant decline in the 2500 plants that stopped operating after the revolution
which chiefly belonged to exporting firmslthough the value of exports for new, as well as
the total number of exporters slightly improved between 2010 and 2011, it dropped from
1,661 in 2011, recording 157 in 2012 (panel b) (Hendy and Zaki?2014)

29 Although this huge decline might be attributed to a default in the reporting of company export activity, or the
non-reporting of crossborder customs flows, we do not have data on informal trade or underreporting. Yet,
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Figurel6: NewExporters (by year)

(a) Count of New and Total Exporters (b) Value of New Exporter
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Source: The Monthly Digest (2012), General Organization for Exports & Imports Control (GOEIC).

Note: (i) A new exporter is defined as one who did not export for the previous three years, provided that
the value of annual exports is a million LE or more. (ii) In Panel a, the left hand axis shows the total
number of exporters and the right hand sideowk new exporters. In Panel b, the left hand axis shows
the total value of exports and the right hand side shows the export value of new exporters.

2.2.3.Service trade

The share of services in the Egyptian economy is around 50 percent. This share is lower
than East Asia and Latin America but higher than the MENA region. Indeed, it has remained at
around 50 percent of GDP since 2000 thanks to tourism, the Suez Canal and financial services
(Tablel0).

Table10: Share of Services in GDP (in percent)

2000 2001 2002‘ 2003 2004 2005 2006 2007 2008 2009

East Asia & Pacific 61.0 623 629 629 627 629 632 637 64.7 -
Europe & Centrahsia 68.6 69.3 70.1 708 70.7 709 708 708 713 735
Latin America & Caribbea 64.6 65.3 63.6 60.9 595 602 61.0 617 615 63.3
Middle East & North Africe 42.8 45.0 443 432 441 421 414 414 - 42.3
North America 746 758 765 765 759 759 76.0 769 773 -
South Asia 50.3 51.3 524 526 527 528 528 527 539 549
SubSaharan Africa 542 541 505 51.3 519 517 520 527 555 57.2
High income 704 715 722 724 722 723 724 727 734 -

there is a clear association between political instability and both the number of plants that stopped operating
and the number of exporters.
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Low & middle income 52.8 539 533 524 520 522 525 531 535 553
Low income 452 453 46.3 46.7 46.7 47.4 475 489 495 499
Egypt 50.1 50.1 49.1 48.4 483 49.2 475 495 49.2 49.0

Source: World Bank, World Development Indicators database online.
Note: Services correspond to the InternatioSahndard Industrial Classification (ISIC) divisioA895nd they
include value added in wholesale and retail trade (including hotels and restaurants), transport, and
government, financial, professional and personal services such as education, hegldndaesal estate
services. Also included are estimated bank service charges, import duties, and any statistical discrepancies
noted by national compilers, as well as discrepancies arising from rescaling.

The current importance of services, as reflectsdtlbeir contribution to GDP, is also
mirrored in employment statistic$sigurel7 shows the service sector attracts at least half of
938LJiQa Gz2aGFf SYLX 283YSyido ho@Arz2dzateées GKS
employment indicates that the government service secsandeed a large employer in Egypt.

Figurel7: Share of Services in Total Employment (in percent)
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Source: World Bank, World Development Indicators database online.
Note: Services correspond to divisiors @SIC revision 2) tabulation categories @ (ISIC revision 3) and
include wholesale and retail trade and restaurants and hotels; transport, storage, and communications;
financing, insurance, real estate, and business services; and community, social, and personal services.

As per trade, Egypt exports goods and service worth 13% of GDP and imports
merchandise and services equal to 22% of GDP. Merchandise trade with the rest of the world
is characterized by a large and persistent deficit, however, the overall current acdeficit
Aad Oft2aSNJ G2 | oFfFyOSR L}2aAidAaz2yavistRaeStofi 2 938
the world. In fact, World Bank data reveals that around 1/3 of all Egyptian trade occurs in the
service sector. Service exports and imports had medaheir peak in 2004/05 with 18% and
11.7% of GDP, but following the financial crisis both imports and exports collapsed. The service
trade balance remained in surplus but it shrank from around 5% previously to below 1% GDP.
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Figurel8: Service Trade pattern
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Source: Worldbank and Central Bank of Egypt.

The stark decline in service trade is largely due to the collapse of tourism inflows
following the Arab Spring, paired with the global transport industry crisis and political turmoil.
While transport exports grew at a slower pace, tourism receipts drogped0% between
2010 and 2015. Nevertheless, 33% of service exports are related to travel while transport
exports make up more than halfa reversal in their previous shares. .

Figurel9: Service exports by sector

Share of seree exports by item, 2014 Share of service imports by item, 2014

m Transport = Travel = Other

m Transport = Travel = Other

Source: Worldbank and Central Bank of Egypt
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Transport exports are mainly sea freight, for which the Suez Canal is vital. The net
tonnage passing through the canal has remained stabler recent years at around 950
million tons. The stable income from sea freight has kept the service balance in surplus but
the Egyptian economy is suffering severely from declining tourism revenue, which has not yet
shown signs of reversal.

At the sectoral level, Egypt has a perceived comparative advantage, as measured by
net exports or exports in transportation (thanks to the Suez Canal), travel, construction
services, financial services and personal remittances. By contrast, communication services,
insurance services, computer and information services, other business services, personal,
cultural and recreational services and finally government services suffer from a comparative
disadvantage (Figure 20).

Figure20: RevealedComparative Advantage Index for Egypt, 2008

18 m RCA exp. mRCA net. exp.
16 15.2

205 236 245 249 253 260 262 268 287 201 REM  Total

{2dzNOSY ! dziK2NEQ OFfOdA FdiA2ya FNBY ¢NI}RS al Lk
Notes: (i) For each sector, the blue bar provides the measure of Perceived Comparative Advantage based on
export data only and therange bar provides the same measure based on net exports. To have a comparative
advantage, the former must be greater than one and the latter should be positive.
(i) 205 = Transportation; 236 = Travel; 245 = Communication Services; 249 = Construities; 368 =
Insurance Services; 260 = Financial Services; 262 = Computer and Information Services; 266 = Royalties and
License Fees; 268 = Other Business Services; 287 = Personal, Cultural and Recreational Services; 291 =
Government Services; REM = Pess&emittances.

Tablell presents the number of commitments by sector and by country in the MENA
region. It is important to note that Egypt, similattyJordan, Morocco, Oman and Kuwait have
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committed their trade in services to several sectors at the WTO. Egypt has specific
commitments in communications, construction, insurance, financial, travel and transportation
services. Such commitments are likeéty positively increase trade in services and attract
domestic and foreign investments. Despite liberalisation efforts, trade in services remains
hampered by barriers to commercial establishment, such as caps on foreign ownership and
joint venture obligatns, restrictions on types of commercial presence and number/type of
services that can be provided, discriminatory registration requirements and licensing
procedures, nationality and residency requirements, economic needs tests and discriminatory
treatmentadvantaging domestic companies over the foreign ones. More restrictions could be
identified, such as public monopolies in ports and port services, poor infrastructure for loading
and storing goods, arbitrary changes in documentary requirements, surchaagds
discriminatory taxes, and prohibiting the obtaining of cargo in the country of destination to
take back to the country of origin (Karam and Zaki, 2013).

Tablell Number of Commitments by Country and by Sector

262 268 245 249 253 260| 291 236 287 205

Bahrain 1 1

Djibouti 1 3 1 1
Egypt 1 3 2 4 1
Israel 1 4 1 3

Jordan 1 3 5 1 8 2 4 7
Kuwait 1 4 1 3 3 2 3
Malta 1 2 1
Morocco 1 2 1 5 1 4 2
Oman 1 3 3 5 1 5 2 7
Qatar 1 3 1 4 2 1 0
Saudi Arabia] 1 4 5 5 2 7 3 2 8
Tunisia 1 1 1 2

UAE 1 3 1 5 1 2

Source: WTO dataset.

2.2.4.Foreign Direct Investment

FDI in Egypt increased substantially between 2005 and 2008, as Egypt adopted a series
of reforms that attracted FDI from European and Arab investors. Indeed, inflow of FDI
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decreased by 62 per cent from the 1990s until 2003. Following the adoption of reféiDi
multiplied 17%fold from 2003 to 2008. Yet, after the financial crisis and the revolution, FDI
declined by 72 per cent between 2009 and 2013 (Sigeire21). To restore the economy and
enhance the investment climate, a number of legislative and regulatory reforms were
introduced. In March 2014, the overnment-aetivated the role of the Egyptian Regulatory
Reform and Development Activity (ERRAD#)rdvise and streamline businesdated
regulations and administrative procedures. In March 2015, new legislation was issued to
simplify investment procedures, enhance the licensing system, and introduce better
governmentinvestor dispute settlement meemisms. Moreover, the new law specifically
targetslabour-intensive projects, exporbriented activities and investments in remote areas
with a number of incentives, such as reduced sabese$ and tariffs on machinery and
equipment, free allocation of lah reduced energy tariffs, and increased tax exemptions.

Figure21: Net FDI in Egypt, million USD
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Nonetheless, as shownFigure2Z 9 3@ LJi Q& C5L Ay¥Ft26a ol a |
increasingwith reforms between 2005 and 2008. Yet, they reached significantly low levels
with the financial crisis and the political turmoil of 2011, where they dropped lower than
those of the MENA region or the middilecome countries.
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Figure22: Evolution of FDI inflows, 1972013 (share to GDP)

10.0
8.0
6.0

4.0

Egypt Middle income MENA

Source: Constructed by the authors using the World Development Indicators

Furthermore, a similar observation can be concluded from the capital account
openness (KAOPEN) index developed by Chinn and Ito (2006). This indexjusemeasure
of financial openness and liberalisation using four variables: the presence of multiple
exchange rates, restrictions on current account transactions, restrictions on capital account
transactions and the degree of commercial openness. The higher the index, the weaker the
restrictions on capital movements. The index shows that, in generaE€A region is much
less integrated in the capital market than other regioRgy(ire 23.
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Figure23: KAOPEN index of developing countries across different regions
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Source: Chinn and Ito (2006)

In Egypt, a severe declinefinancial openness has been experiencemy(re24) as the index
decreased dramatically in recent years, pointing to a reversal of finantégration in the
wake of the revolution.

Figure24: Evolution of the KAOPEN index in Egypt (12012)

)
[
1970
1972
1974
1976
1978
1980
1982
1984
1986
1988
1990
1992

Source: Constructed by the authors using the KAOPEN index
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Looking at the sectoral distribution of FDI in Egypt, the detnm sector ranks first,
followed by the services sectdrigure25). This explains why most of the FDI inflows in Egypt
did not generate enough jobdndeed, extractive industries are primarily capital intensive
rather than labour intensive and their added value is extremely low. For this reason, it is
strongly recommended to provide more incentives that attract FDI in the manufacturing
sector, whichs more likely to be conducive to employment generation.

Figure25: Total FDI in Egypt by Economic Sector 2011/2012
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Source: Central Bank of Egypt (2012)

2.3. Exchange Rate Policy

Since the 2011 political turmoil, Egypt has beaffering from a series of rapid declines
in international reserves. Between January 2011 and December 2012, the Egyptian Pound lost
around 4 per cent of its value against the dollar. To maintain its declining foreign reserves, in
December 2012, the Cemtr Bank of Egypt introduced a new system of regular currency
auctions allowing the Egyptian pound to float more freely and to more closely reflect supply
and demand forces. This resulted in a drop in the pound against the US dollar, reaching
EGP6.70/URL in March 2013. The Egyptian pound experienced a further depreciation in early
2015, reaching 7.61EGP/US$1 with a level of foreign reserves of US$15.4 billion (compared to
US$36 billion in December 2010) and equivalent to only 2.8 months of projectextsgs
goods and services. By October 2016, the dollar reached an official rate of EGP 8.88 and as
high as EGP 18 on the parallel market. The CBE hereby announced its decision to move, with
immediate effect, to a liberalized exchange rate regime in otdguell any distortions in the
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domestic foreign currency market. By the end of 2016, the Egyptian pound was floated against
the US dollar to EGP 13.00 per USD. By early 2017, the exchange rate reached 18 EGP/USD
(Figure26) leading to soaring inflation rateEifure27).

Figure26: Exchange Rate Developments (EGP/USD)
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Figure27: Inflation Rate Development
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Yet, it is worth noting that exports are not very elastic to exchange rate movements.
Indeed, Figure 28 shows that exports do not appear to be elastin the short term, to
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exchange rate movements. Yet, due to the lack of a longer time scale, it is difficult to look at
the real impact it could have in the medium/long term.

Figure28: Correlation between Exports and ExchanBate
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2.4. Remittances

Remittances represent one of the main sources of hard currency in Egyfi(gae
29) with export proceeds, FDI, tourism and Suez Canal receipts.

Figure29: Sources of Foreign Currency in Egypt
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