dpsliaiil elwllly

agaled  Joadl  Geaw  Sleondipawl  @asdd
CasgSf dlgs 8 AJlladf gad

olesll @alialy

dnlaid¥ olwlowd! Sy SiH4L Jotdl Gouw
Aol S¥as o dazodll

T S ey
200 (595

tiapll Joudl b Allaldly  salald¥l gl
{359l 5eald deeda sae
w90 slesc
deciilly delaill i  dnlazd¥  dldo¥
viespalf Joudl b Juiidilly
S92 el
3294 oloygs
Mreian) pandd oo B ot Goaw bogdus
el Jiss g La)|
O Mg
gl puplaw
Joudl 0 Al egat Slwlewld Ul g
: viasyalf
s>l s
ot sL8 iy




SIRVS ]
5 BBV Aol il s s 2 B pall 5UBY1 2 25 LW laalally Bl Lz, alaza¥l @
g yall HUaBYI 2 o Lty Graaslally H1,aI ails (sl @ 5all 3,505 Zawugis B5,0) Aalws 5305 @
Azl HaN Gailoy & el Slhla@Vl craiglly ola Ll g sl ale Sl G @
1 pdad) Ae g8
il oy G p—lilly I sl e g sl ylly Sl G sl S J 31
et (S5 g LisLus Lo i ﬁjumj(mﬁbmﬁ@ﬁ_numummm uu)m,ut_mymzu,u 2
(63l @lgs gl @dlre 2 il Laiie 5l Arale s ol
Agompiasi s 5 Jylanlly p3lall L Lay mion GO 55LaY (umomy Rl el dls Blosd 055 3
d‘)}‘ e e gl cilan 1y Sl 0585 0l do sty s pdiall e il 20 | e 1359 LeS
2y Y1 il ganl! O Glalga W09 sy dag Sleg (Double Spaced) jlaw Slazs as (A4) dsgy 8.5x11
aaly dungy 39y 439l
SN ailog rLell 3 e alagia¥y 35 580 Qg (IS Huds 5 patizes colealad| (455 4
A el gl (ol L3 0195, ms RalS 100 (30 53 mdl (e Lol e L 35,5
o relly S Lally Canlgl! ﬁ\éjﬁ Al lgie )83 pe Aldie Ay le diadhgy dlec Agag dousl ol IS, 6
(5253 ) 9,8
Lo 32 Vgl 5y 601 ¥l Al o s il 0y 81 39 s Al 7
) 513 5l a2 Ll 35LEWT 5 Sl |1 A5 W1 L s ¥y il 531 2 AL BB s
A S e (5 53y
Krueger. A.O. (1992). Economic Policy Reform in Developing Countries. Blackwell. Oxford

C*‘:’)"""s L))h)LA Zl.u\l_m M}aﬁwb NZJ‘) ))bl‘ (1984) m.ﬂj Oy

Lo gals o Juubually 859 s il Amiall Jowl 2 sl s 9
AoV 5alally L yud 9 35 latel] g pingil oy Jglad! 3595 .10
. N

i @ gl Bl edd ol g Alel) 1 Ay U 315s¥1 55 Y 11

Microsoft gl yu 255 jodep@api.org kw aleoll g 3V ol e dagon 2 Ml Azl "L‘mf 12
s Sl mlles 6l o) Word

A M) 5l e ne g I dizmy a Ml calgll Hladl @ 13

Cre Ao il eSasily @Saill il oLl il (e imsll alall @Sontl) Al 2 calenbiall JS a3 14
oSl S 352 p ! 55 e g P i s Of OS] B

Al e A8 2 Bl g e Jpmmdl 631 oS Lal 205 33Lel Comginsis Mtsubwitu&mc_um‘ls

opll agall 5l Alall SIS gy (e 39 alls ;¥ (LgdlS sl e yuad Alall 2 53,0500 sUY1 en 16
dadaznl



Aol Alaa
‘UJ\.&A.\S‘)H o \L‘A\.:;n\‘j

13S0 Tyl el dgaall e s

20083.1.!5:1—‘:,3\;13!:4;31—)&&}!.\1?4!

T Zoetill Ciat, aigs A s —oomi daSoe Alae
g el Y] & dalady)

A i Al
PR B ol a5l

)_13.3_” o4 U TS P aall e o g gl ..;J
| -.’;” A\ P o ] ’:~|:!1‘J:m g_”}-;_” 4
L,\QL_L” u__a.faaa.n . . »
i P )e)a.d‘w)%ub
2 - X ‘:,.\.CJ.!LBJ‘.\_}.C‘:,.LC
ol @l Sl S o o
Flatloe algll pulaall @ ulaly 22 e pSew
) )3.&.44.:.” Lo
ool 3 Gl o ol ) CJ
e 3 gb—dy

Dl OOl all 4n i

A laid¥l el g A el Al — oyl L)
dagdaieill s yall agall
cagSIl 13059 3Laiall - 5834 Qe
(965) 4842935 ,.Sla — (965) 4843130 — 4844061 (ygali
jodep@api.org.kw gljﬂSJY\ o]



- <) sy

O goteiss 9 D Oy A 2 e al) oot S5
US$ 40 US$ 25 US$ 15 NP
US$ 70 US$ 45 US$ 25 rlaans 30

b il plagh zyls
US$ 70 US$ 45 US$ 25 NP
US$ 115 US$ 75 US$ 40 sl 30

(o 8S HLoa 1.5 Co oS 2 At (yod

s Al Ol ghe
Loladyl clalidly i) Al s
cagSIL daglazeill oy all Lgall
cagSI 13059 5Laws 5834 o
(965) 4842935 .Sl — (965) 4843130 — 4844061 (ygals
jodep@api.org.kw : 59 ,3SI¥ Ly 5|



2008 gutge - L a2l - pbiladf alsd doslaid¥ Slawbondly duegiilf dlova

B |

5 Addal) A LT

CogSH AL gs & A adt Gusd Agam ot Jeall Bguw Obion | ylul @l
7 pulal gulal
AN O¥lae le Auatesdilt A LalBY ! Sluluatt 51 9 51 32l Jeall Bouw

ol e el



2008 gutge - L a2l - pbiladf alsd doslaid¥ Slawbondly duegiilf dlova

E |
Al Aualiid)

sl (L yae (ye Jo¥ el AsLatsW cluliadly Lol Alma JoS5 soall 138 5pmy
B go9e Jo> Lals TA.A.C Aot ot dnlid) oigrg dalgll LoladYl il gingl! O doaell
(aanll dang le e Latn ¥y s LYl Bua il Lk, sl oSS 51521 uw\wwﬂg‘
@mumdtjjtw@gwut sl 1 ey . e all Jall 2 il s gy ¥
oYl ca Ase 315991 024 Sl L 2aLLT il pgumilly o pall @ILall 2 1Ll a3l ZaLatll il ol
3iske 22008 yusle 17-18 5 ,5al1 S5 dadaiil] o yall sgall o s ol pa3311 2 ccaud Ll
.5 alatl

Al g gt Janll s ol il Lgsd s wbiall el 050 s0iall i S
0281531 OISl (o IS A B3 525 4 65 Jall g 3112 L 33 g sl Al 2.
il o bl e s Juially alidl pllaall zlaly dasill zlaly asSodl glladll 3. Cadsgalls
Aty il gl M o Juzieal Blal Bl il @5 2032 ale in OISl cllolialy £3sedl s
Bl ey Adgadl BusLamz¥l 2l 29233 sl LB A%l) Linl 1 WLl el
sl gl e it Alllay ¥ oten 3453 o ] 48 s 2 Gl Gl g Adgl ZysLazaYl
sl B Bl mdlmill 2 & 3 ol o] ey

Jusal 330l Jalsall @8] Ly deme (53989 @ pllase PRENCIE L A
=l mjg Jaadl 1 e dunparil) 2poLatdyl elolp! ,Ju LSy 315l 2 Al
u‘u ey Al Juas pais e bl 5k OIS e ol 1S 3 sl sl ool Aty
leie el ] Dlagl o anll Sl (oD Ol 755! 0501 Ll clings Ll Auddal gl
123 rasmilly sy aSle¥l el gl s e s daadl Goaad anlaiilly igilall LY o
ST aleia¥ly @uitl Hlenu¥ dlalsy Alleal) alusiodl 2258 clelball 2 algll £lBY1 ol,u8
i 25 593 4 Liml i Lellad o)l Ly A Lol g Liaad 5Lae¥1 355 A s Ll ey Ll Ciioms
2L Ll el Sle pugisg Al

Lac Mo Sutay dgpall Joull 20 Aladly oola®Y ol uge slee Judli G 43)5 2.

Sy Y Sloliad) 82 Louo 2 Banl (o A Wl sad Dlagdl Bylaias] Gy G311 0S5l 03305
Lgt )95 4 e J9o ﬁ!usj\ Jalas pumi 2 43508l (aua susd U3y . ;La.ﬁ‘ﬁl 2 Wl aalss e
Jodl 2 Aladl Joo ddaeddl GSlamdl 43500l codo il (uiss 9 pally umay 3l 5l iilagles
Al & Lo g Bttt Lall U3 2515 Lo AL Jorae pLit) Al Sha oS i syl
A yall ol (e Algs JS 2 89l 0ple Blibail aue Laslas A 1 3301 cunls (gala@Y gaill
lia ol I a3 yg0l s il Joull 2 0oglall 12a 3gm g e s G bl Sl Calliy Le ga



Apalasd¥l Slwbowdly dvossdl dlss 2008 gudgn - LI saedl - poledl .u.«}u|
| o |

Bl Olg ArsLatBVI 5 y9ull o s ¥ 2yl Jgodl 2 AUadl () somtil] o20m s ol 305
LS 40 Lo Legiia (yud il sLn3Y 628 JSum (319 5 e cecad Jaotll 0018 2 Jeall

Relall yud ApsLai3¥! Al iVl 3a3lie: Aal, B9 2 st Glasgdy ol mual ol asins
Gaalaty syl plaall 3 palls #5315y Cglial 2l s Lald s g yall Joudl 2 Juaanlly apailly
s’ Cye GLIN I ses il oLy pLaaIl 138 aggie 35l can paial A yall ol e el
dy e Bue Il yud Goedl 2p ale S L pall 5ol 2 ALaall GaSlad iy dugas 5 yallaS
s 5 1 38550 cemlis eyl glaslly Alleally Apalill o B3l BBMally (paguninl
sges (o dpdad U 85l5a 3 palls <UD Hliely g pall Joud) @laes 2 o )l jul placll 3 palls i
Goaiiety 3LV gailly yuiny 03 201 ¥l AuasSonll caleinll 5338 ud alaiiuly 3503l gaigs 2
a4l

e 2 Jaall g dogiin 5ilislis o palig Cyoum e Lggd G331 435 Auwalill 235511 Lol
Lol )Sj:ajt_;‘).‘al\ JL@.@)U [ 3eS Lass Al ds.uut_u:u Al J..\_LA&LQ_’)‘)‘W ey
Gollaall ane 2 (4S5 AL g‘ e @)1l US55 5 50 J5Y Jae (oo i Ll paletll Ll dollag) 2
oS50 Jlaald o Laim 1 oW i1 (1 i) ¢ Jaal) g 2 Zagllall b 5Ll Bmg yall il yladl o
Les @adl Gle dif Laslis a1 20)e0) canls Uleall ool y3game Sy Lois 2l
2 S olaziy 595 ¥ galiaid¥l goille A dle cody Al ¥l gsB $3Laid| 903 (4o yime didds
ol i3 o 1580 yiag Wleall 2288 laLaill 2 gt e 1585 yag 13 plaizna oS 131 Y1 Wladl ¥ oien
Jeall G5 23S

Holod 73503 yaglaty gud 515 i yg (ruan | daw Lgud oy Auwsls 83550 sl 12a 315l @izl
Sl gyl ued e did il v il jumag Gudgis 93,9 1 3l Lo ye Jo3 pued 2 Al Juas
55 2 4551l (g pall JULI (ol yg Alaa ¥ lonll gl g Juane 2pe IS0 Alllaall 333Le Sy gl
L nny sy 4B y501 0008 2 05 By gl (g3l 2 LoVl Algally JUI Gl cilaning Jaall
Uladl Juas polazil L§-’;:' aslg dugie Aladly (ooladYl goill Juas 3505 o) tlgeal Agudaill
Ay Al Joae plasyl 1 3w 2.7 lgoms 55¥911 i a2l peall pla sl (635 Lodss (963.2 N goms
Aladl Jaae 3o05 Ola ye galai®Y gl 2 oludall ol 4390l &5 s LS %03.7

2 Al Llinz, 3l Lo 2 iy Lo suadl 13 Lgasiny 301 35091 2 g5 Lal s ol Jals
Juolgin oyl Jelig 1aa L iugeiatl Lol e iy B yall S5l 2 Bea il 3yl Loiualinss oyl Glos!
Loy el ola cil=dn Lo Gya o;\.u.”j 3051 1 ‘q.g.»LnALu.A I e s ,30 g L/_A._A:' ;L‘_A‘ Jlgadl
A pall LY LLiad ey

=l G



2008 gutge - L a2l - pbiladf alsd doslaid¥ Slawbondly duegiilf dlova

>t .
| 7 Lani osbeadl munlaly |

agalol Joall Bow Ol G 3w s
Cogsdiadgr 2 Alla Jd) gusn




2008 gutge - L a2l - pbiladf alsd doslaid¥ Slawbondly duegiilf dlova

| sulealf @il |

Ag 19t el (8guw Ol | piaul @i
CuagSH AT ga 2 AMlad gusd

ulial! mulaly
ale

2 atial) dysarl clusloll (8 (ge re 5l el stans Beladll poll alaiial Jundyy gl g i

dxgi 2 Ll CoSall digee Admy Jeall Gouw 4535 I uf;;l Cnidol gl ola u\,l’.w e 2 alall plladll Cadags alasil

alsaall pla asta gl AR S e e plly bl Caila g e paladl gLzl slaiely st glasll 2 Joall crilslgl)

3 53 Al I Jual 2 J3m 3 Jasdl By oy Agn o dugain le Jo8 onsSonl) a3l @ieiy Jaall 3530 2l

M}mutﬁmt dadig agSntl g Laztl LtuyJMal sl b el dgalgo LSl cllial atgull plo LLall |.\_> il e

Lgé,aﬁ‘ Joall 3o 73505 e 835511 028 2 oyl LIl BIS Lol 2515 S5 ol pUaall 2 3 ile ol AlLaall cdags ml_k._._..})_.sl
ool st 2 4l ol Aleall cnlags Auaiiy Juads I (po ¥l Aol Alive Jo ()S0an ¥ dild sLaid¥| 403 (IS

Evaluation of Labor market Strategies for
Alleviating Unemployment in Kuwait

Belkacem Laabas
Abstract

The state of Kuwait achieved an impressive record in human development thanks to considerable
oil windfalls that were principally used in improving the welfare of the citizens by using public sector
employment to generously distribute part of these windfalls. However this situation created a deep segmented
labor market whereby citizens opted mainly for public sector jobs, and private sector employed expatriates.
Given the rapid rise of the national labor force and the fact that the public sector reached near saturation in
terms of its capacity to absorb more labor, the actual low level of unemployment will deteriorate considerably
if current situation would prevail in the future. Hitherto policy makers alleviated unemployment by national
labor substitution in the public sector and by transferring nationals to work in the private sector. According
to simulations using a labor market model, policy makers will have to further deepen such policies and to
encourage the development of the private sector in order to provide jobs for labor market entrants in the
future.
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Labour Market in Algeria and the Effect of
Macroeconomic Policies on Unemployment Rates

Chibi Abderahim
Shokouri Mohamad
Abstract

In the context of economic reforms. the management of the labour market in phone experienced a
large deficit at the level of medium-sized and evaluation of statistical measurement. And despite the abundance
of financial resources at this time and the elasticity of the labour market. there is no great exploitation of these
resources. which has led to the relative efficiency of the political fight against unem?loyment and especially fiscal
policy. a view that the poor performance of the economy linked to the Algerian oil revenues. and dominance of
public sector. In this study. we try to deal with the various discussions on unemployment through analysis of
different theoretical approaches on this issue. and on the explanation of the standard macroeconomics inspired
work Nickell.S (1998) with the integration the effect of fiscal policy on unemployment and the adoption of
assumptions hystérises. Other hand. the econometric study that was done on the economy Algerian adopted on
the testing of the causal relationship at the Granﬁer and analysis of structural shocks through the aﬁplication of
the impulse responses functions demonstrates that the oil prices is the most variable influencing the reduction
of the unemployment rate. In contrast. the causality tests revealed that there was a relationship between
unemployment and the price of oil and private investment. For more understand the effect of investment
on unemployment. it has analyzed the eftectiveness of fiscal policy through the revelation of the crowding-
out effect. The results showed that the growth rates achieved are far from the multiplier effect budgetary and
fiscal policy inspired Keynesian conducted by the state through the economic recovery program and increase
spending. which has for the aimed at increasing the supply of production and uses. has presented no real effect
in this direction because the weakness of the productive system and Algerian production capacity idle. Indeed.
the rate of employment in the Algerian economy remains subject to the rate of growth which in turn enslaved
to the oil price in international market.
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Economic Growth and Unemployment
in Arab Countries: Is Okun’s Law Valid?

Imad A. Moosa”

Abstract

Two models are used to measure the responsiveness of unemployment to output, as represented by
Okun’s law, in four Arab countries: Algeria, Egypt, Morocco and Tunisia. In no case does Okun’s coefficient
turn out to be statistically significant, which means that output growth does not translate into employment
gains. Some reasons are suggested for this finding, which implies that boosting growth is not a sufficient
condition for reducing unemployment in Arab countries.
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Introduction

Okun’s law is a representation of the connection between output and
unemployment, hence relating the level of activity in the goods market to the
level of activity in the labour market over the business cycle. It has been found
to hold as a strong empirical regularity by several economists. Okun’s law has
attracted the attention of economists, not only because it is a robust empirical
regularity but also because of its importance as a macroeconomic building block.
When it is combined with the Phillips curve, it produces the aggregate supply
curve. Moreover, it has implications for macroeconomic policy, particularly
in determining the optimal or desirable growth rate, and as a prescription for
reducing unemployment. Estimating Okun’s coefficient, which is a measure of
the responsiveness of unemployment to output growth, is important because it
indicates the cost of unemployment in terms of output. Okun’s law is often used
as a benchmark for measuring the cost of unemployment.®

The objective of this paper is to estimate Okun’s coefficient, and explore
the validity of Okun’s law, for four Arab countries: Algeria, Egypt, Morocco and
Tunisia. There is nothing special about these countries, but the choice was dictated
by the availability of data, which is lacking, inadequate or faulty for other MENA
countries. This exercise is undertaken because very few attempts of this kind, if
any, have been made. The motivation for doing this work is straightforward. If
Okun’s law is valid for these countries, this will provide an idea about the kind of
unemployment prevailing in these countries (cyclical or otherwise). This would
then imply whether or not unemployment can be reduced by boosting growth.
Two models are used for measuring Okun’s coefficient: the gap model and a
modified version of the growth rates model.

Unemployment and Growth in Arab Countries

Unemployment has been recognised as a major problem in Arab countries,
particularly non-oil producing ones. Unemployment rates in the Middle East and
North Africa (MENA) region, which encompasses the Arab world, are among
the highest in the world. The literature on unemployment in the MENA region
reflects mixed views about the proposition that growth has failed to deliver jobs,
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which is another way of saying that Okun’s coefficient is low or insignificant.
Thus, it may seem strange that not many attempts have been made to estimate
Okun’s coefficient for Arab countries.

Motivated by the proposition that “providing good employment
opportunities is perhaps the greatest challenge facing the MENA region”,
Keller and Nabil (2002) present some crude estimates of the responsiveness of
employment to GDP growth (the closest thing to Okun’s coefficient). They report
what they call the “elasticities of employment with respect to GDP growth” for
eight MENA countries, including the four Arab countries examined in this paper.
This elasticity is calculated by dividing the average employment growth rate by
the average GDP growth rate over a period of many years extending into the
late 1990s. On average for the eight countries, the elasticity turns out to be 1.1
but the strange result is that it is three times the average for Algeria, which in
turn is 6 times the elasticity for Egypt and more than three times that of Kuwait
(another oil-producing country). This is a rather strange result that does not
seem to be consistent with the fact that the unemployment rate in Algeria was
29.9% in 2000 compared with 19.8% in 1990, whereas Egypt witnessed a fall of
unemployment from 8.6% in 1990 to 7.9% in 2000. Furthermore, it is not easy to
explain why the elasticities in two oil-producing countries (Algeria and Kuwait)
differ significantly.

Keller and Nabil (2002) suggest that economic growth in the MENA
region has been insufficient compared to the region’s labour force and that high
growth does not guarantee good labour market outcomes. They also suggest that
unemployment will persist with high economic growth if it is capital-intensive
(rather than employment- intensive) and point out that employment has strongly
expanded despite low levels of growth. This, they argue, is a reflection of the
nature of the process of employment creation in the region where public sector
employment has been used as a refuge for large portions of the labour force.

Keller and Nabil (op.cit.) reach the conclusion that improving the region’s
labour market outcomes can be achieved by improving the growth prospects and
increasing the employment intensity of growth. What is rather strange is the
argument that the so-called employment elasticities are “healthy
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by international standards” and that they are “unlikely to be improved”. This
argument means that Okun’s coefficient in MENA countries is comparable to
what is found in developed countries, which is counter-intuitive and a proposition
that is not supported by the results presented in this paper. Differences between
the structures of developed economies and those of MENA, as well as differences
in the rigidity of labour markets, must translate into differences in Okun’s
coefficients, i.e., they should be higher in developed economies.

Gardner (2003) addresses the issue of whether or not current GDP growth
in MENA countries generates adequate employment or that higher GDP growth is
required (and if so, by how much), stating at the outset that “the bleak job picture
is one of the region’s most urgent and destabilising problems”. He touches upon
two points that are relevant to the discussion presented in this paper: (a) the
public sector remains an important sourcec of employment and job creation;
and (b) labour market rigidities in some countries are likely to impose serious
efficiency costs and could undermine the economy’s ability to grow in response
to structural changes.

Contrary to the arguments put forward by Keller and Nabil (op.cit.), the
analysis of the World Bank (2007a) seems to suggest that Okun’s coefficient is
low in Arab countries. According to this analysis, the MENA region experienced
an average growth rate of 5.2% during the period 2000-2006, yet MENA countries
continue to struggle with high unemployment rates.

In its World Development Report, the World Bank (2007b) suggests that
MENA countries have increased schooling among both young people and women,
arguing that if the gap between young people’s education, energy and hopes and
the limited number of opportunities that actually exist for them becomes wider,
these young people are likely to become increasingly frustrated. The World Bank
identifies some challenges and priorities that include obtaining the right skills for
jobs in the private sector, improving access to information, improving the quality
of primary education, and increasing the incentive for firms to provide training
for employees. In the World Bank report, high unemployment is viewed as a
reflection of lower-than-average growth rates (among developing countries) and
schooling systems that do not impart market-relevant skills and learning.
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Another view put forward by the World Bank is that labour markets in MENA
countries protect the rights of incumbents, making it hard for new entrants to
find jobs. These points pertain to the problems of structural and frictional
unemployment — factors that will be used later to explain the low responsiveness
of unemployment to growth in Arab couriers.

The Empirical Evidence on Okun’s Law

Several economists have followed Okun (1962) by testing the relation
between unemployment and output to obtain estimates for Okun’s coefficient.
The list includes, inter alia, Smith (1975), Gordon (1984), Knoester (1986),
Kaufman (1988), Prachowny (1993), Weber (1995), Moosa (1997a, 1999),
Attfield and Silverstone (1998), Lee (2000), Harris and Silverstone (2001),
Sogner and Stiassny (2002), and Silvapulle et al (2004). These studies generally
provide support for the empirical validity of Okun’s law but the estimates of
Okun’s coefficient vary substantially across countries and over time. Moreover,
there seems to be some strong evidence for a structural break in the relation, a
finding that has been attributed by Lee (2000) to: (a) structural changes caused
by rising female labour force participation; (b) productivity and wage slowdown;
and (c) corporate restructuring.

The empirical estimates of Okun’s coefficient are also sensitive to model
specification, which may take the form of static versus dynamic models (for
example, Weber 1995). Another form of variation in model specification is the use
of the first-difference model as opposed to the gap model. In the first difference
model, the output and unemployment variables are expressed in first differences
(growth rates), but in the gap model, they are measured in terms of the cyclical
components or deviations from long-term trends (for example, Lee, 2000). If
the gap model is selected, another problem arises pertaining to the choice of the
decomposition (or detrending) method, which produces different estimates of the
trends and cycles. The choice in this case is among, inter alia, linear trend, HP
filter, Beveridge-Nelson decomposition and the unobserved components model.

More recently, economists have started to pay attention to the possibility
of asymmetry in the output-unemployment relation as represented by Okun’s



| Volume 10-No.2 - July 2008 Journal of Development and Economic Policies

Imad Moosa
12

law. Here, the meaning of asymmetry is that the response of unemployment to
output growth is different when the economy is expanding from that when the
economy is contracting. This is different from the conventional specification,
which encompasses symmetry in the sense that expansions and contractions in
output have the same absolute effect on unemployment.

Using alternative estimation methods, Brunner (1997) finds similar
asymmetric features in U.S. output data. Likewise, Rothman (1991) provides
some evidence indicating that unemployment responds asymmetrically to positive
and negative growth shocks. More recently, Silvapulle et al (2004) suggest that
there are good reasons to believe, and ample empirical evidence to support, the
proposition that the output-unemployment relation as represented by Okun’s law
is asymmetric. They define Okun’s coefficient based on a dynamic model that
allows for asymmetry in the relation between cyclical output and unemployment.
Using data from the United States for the post-war period, their results show that:
(a) the short-run effects of positive cyclical output on cyclical unemployment are
quantitatively different from those of negative ones; and (b) the data are consistent
with the proposition that cyclical unemployment is more sensitive to negative
than to positive cyclical output. The findings are rationalised by outlining several
theoretical explanations of asymmetry.

Methodology

Two models are used to calculate Okun’s coefficient in this paper: (a)
the gap model; and (b) the growth rates model. The gap model is based on static
and dynamic regressions of cyclical unemployment on cyclical output, where the
cyclical components of output and unemployment are calculated by applying the
Hodrick-Prescott (1997) filter (HP filter) to the observed time series, which are
decomposed into trends and cycles.® Formally, the HP filter is used to estimate
the trend path {Z",t = 1,2,...,n} of a time series {Zt = 1,2,...,n}, subject to the
constraint that the sum of the squared second differences of the time series is not
too large. The trend is calculated from the observed time series by solving the
optimisation problem:

zr.r?;i.ﬁz;{g(z’ -Z)* +i;{ﬂzt+l}‘} (1)
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where the smoothing parameter, A, is normally determined by the frequency of
the observations. Once the cyclical components have been extracted, Okun’s
coefficient can be calculated from the static regression:

U =a+' +¢g, 2

where U° and Y°© are, respectively, the cyclical components of unemployment
and output, whereas 7y is Okun’s coefficient. Equation 2 implies that the relation
Is contemporaneous, which may not be plausible theoretically. It may also be
inadequate empirically owing to the omission of short-run dynamics. Following
Hendry et al (1984), the dynamic ARDL model used here is:

U; :a+ZﬁEU:I—r’ +Z?r‘ﬂ£a‘ To, (3)
i=l =0

where the contemporaneous (impact or short-run) effect of output on

unemployment is measured by the coefficient y, while the long-run effect is

measured by calculating a function of the coefficients, ¢, which is given by:

2.7 @)
=

The question that arises here is whether Okun’s coefficient is y, or @. The
tendency is to define Okun’s coefficient as measuring the long-run effect, as the
relation between unemployment and output is not necessarily contemporaneous.
Both of these parameters will be reported.

The second model is a structural time series version of the growth rates
model, which may be written as:

ur :‘ui +¢‘, +§r‘ﬁ'}lr +£J. (5)

where u, is the observed logarithmic value of unemployment, . is the trend
component, ¢, is the cyclical component, ¢ is the irregular component, and Ay, is
the growth rate of output such that y = log, (Y). The trend and cycle are



| Volume 10-No.2 - July 2008 Journal of Development and Economic Policies

| 14 Imad Moosal
assumed to be uncorrelated while € is assumed to be white noise. The basic
idea behind Equation 5 is that unemployment may be explained in terms of its
components and the growth rate of output.® In this model, Okun’s coefficient, J,,
has a time subscript because the model is estimated in a time-varying parametric
(TVP) framework to capture any variation in the coefficient.

The trend component, which represents the long-term movement of a
series, is represented by:

H, =M+ ﬁ.—l + 7, (6)

ﬁrzﬁrl'f":r (7)

where N ~NID(0,6%), and {~NID(0,6%).u, is a random walk with a drift factor,
B,, which follows a first order autoregressive process as represented by Equation
7. This process collapses to a simple random walk with drift if .= 0, and to a
deterministic linear trend if 6%,= 0 as well. If, on the other hand, 6%,= 0 while
o%# 0, the process will have a trend which changes relatively smoothly.

The cyclical component, which is assumed to be a stationary linear
process, may be represented by:

¢, =acost + bsintk (8)

where t is time and the amplitude of the cycle is given by (a>+b?)*? . In order
to make the cycle stochastic, the parameters a and b are allowed to evolve over
time, while preserving continuity is achieved by writing down a recursion for
constructing ¢ before introducing the stochastic components. By introducing
disturbances and a damping factor, the following is obtained:

¢, = o, ]msi}‘+¢:  sind) + @, 9)

¢, = p(=¢,  sinf@+ ¢,  cosd)+w, (10)
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where ¢~ appears by construction such that o, and " are uncorrelated white noise
disturbances with variances 62, and o2 ' respectively. The parameters 0 < 6<w and
0< p<1 are the frequency of the cycle and the damping factor on the amplitude
respectively. In order to make numerical optimisation easier, the constraint 6> =
o2 is imposed.®

Data

The raw data sample, which was obtained from the International Financial
Statistics CD ROM produced by the International Monetary Fund, consists of
annual observations covering the period 1990-2005 on unemployment and output
(GDP) in the four countries. The problem with the data sample is that there is
only a small number of observations, which makes it rather difficult to estimate
the dynamic version of the model. For this reason, and due to the unavailability
of quarterly data, the author had to resort to interpolation to derive quarterly data
from the available annual data. In what follows, a description of the interpolation
method is presented.®

The interpolation method used here may be found in the writings of
economists working on continuous-time dynamic models (for example, Wymer,
1979). This method has been applied (without rationalisation) by Goldstein and
Khan (1976) who used it to derive quarterly series on real and nominal income
from the corresponding annual series. It is typically applied to flow variables,
but since absolute changes in stock variables are themselves flow variables, the
method may be applied to the first difference of a stock variable. Given a base
period observation on the level of the stock variable, the first differences may be
subsequently converted into level observations.

Consider a flow variable, Z, which has a time path represented by the
function Z = f(t) . An observation on the variable at the end of year 1 does not
indicate that the annual value of the variable is realised at the end of the year, but
rather that it accumulates over the period 0-1. Hence, the annual observation can
be conceived to be the area under the curve in the interval 0-1, which means that
it can be expressed mathematically as:
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z, = [fde (1)

Interpolation in this case amounts to partitioning the area under the curve
to obtain quarterly observations. Thus, the first quarter observation of year 1 is
the area under the curve in the interval 0-0.25. This is given by:

7! = j F()de (12)

and so on. Assume now that the time path of Z can be approximated by a quadratic
function of the form:

f()=at* +bt+c (13)

where a,b and c are parameters to be estimated. It follows that:

= Ij{ar? + bt + c)dr (14)

=1

By evaluating the definite integral (14) for t=1,2,3, the system of simultaneous
equations follows:

7Z=XA (15)

or: Z, a, ﬁ1 ¥, |a (16)
Zol=|leay, B, y|b
Z, a, B, yi|c

By solving Equation 16, the values of a,b and c are obtained as:

a /2 -1 1127z, 17)
bl=| -2 3 -1z
c| (1116 =716 1/3]| Z,

Having obtained the values of a,b and c, the interpolated quarterly observations
are calculated from the definite integral:
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Z! :jlli.ne.r2 + bt + ¢)dt (18)
where Z' is the observation for quarter i (=1,2,3,4) of year t (=1,2,3),t, =t- 1+
0.25(i-1),and t,=t- 1 +0.75 + 0.25(i-1). Since output is a flow variable whereas
unemployment is a stock variable, the procedure is applied to the level of output,
Y, and the first difference of unemployment, AU, to derive the quarterly data.

Empirical Results

The HP filter is applied to the interpolated quarterly data to extract the
cyclical components of output and unemployment, which are basically deviations
from the fitted trends. Since unemployment is measured in percentage terms
whereas output is measured in absolute monetary terms, the cyclical component
of unemployment is taken to be the absolute difference between the actual series
and the fitted trend. In the case of output, however, the cyclical component is
measured as the percentage deviation from the fitted trend.

Table 1 reports the estimates of the static regression Equation 2,
including the coefficients and their t statistics (in parentheses). The coefficient of
determination is reported as a measure of the goodness of fit, and three diagnostic
test statistics are reported for serial correlation and heteroscedasticity. The results
show that none of the estimated Okun’s coefficients is statistically significant.
In any case, the results are not reliable because the estimated models exhibit
significant serial correlation as indicated by the DW and SC statistics, resulting
from the lack of dynamics in the equation (hence, dynamic misspecification). At
one time, the next step would have been to correct for serial correlation, but Mizon
(1995) has warned against this (mal) practice. This is because serial correlation
implies model misspecification (most likely missing variables), in which case the
solution should be model re-specification.
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Table 1. OLS Estimates of Equation 2

Algeria Egypt Morocco Tunisia
-0.011 -0.001 -0.00009 0.001
o (-0.09) (-0.002) (-0.59) (0.002)
Y 0.024 -0.079 0.102 -0.056
(1.28) (-2.26) (1.16) (-1.50)
R2 0.03 0.08 0.02 0.04
DW 0.32 0.23 0.27 0.22
SC 42.46 51.21 53.62 51.96
HS 21.24 2.15 2.32 0.02

N.B.

t statistics are enclosed in parentheses.

SC is a test statistic for serial correlation distributed as x*(4) (Godfrey, 1978a, 1978b).
HS is the Koenker (1981) test for heteroscedasticity, distributed as y?(1).

Given the results of estimating Equation 2, the results of estimating
Equation 3, are reported in Table 2. The model is estimated by specifying a
maximum lag of four, then picking the best model out of all possible combinations
on the basis of the Schwarz Bayesian criterion (SBC). It turns out that the preferred
model is the one in which m=2 and n=1, or an ARDL(2,1). The results show that
the introduction of dynamics leads to a significant improvement in the goodness
of fit and diagnostics. The dynamic model passes the tests for serial correlation
and heteroscedasticity, in which case the results should be reliable. But again,
they show that Okun’s coefficient is not significant in any case. There is also
some dynamics in cyclical unemployment as there is significant dependence at
lags 1 and 2 quarters. This means that cyclical unemployment is independent of
cyclical output, implying that cyclical unemployment is either self-propelled or
that it is caused by variables other than cyclical output. The focus of interest here
is the finding that unemployment is not responsive to changes in output.
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Table 2. OLS Estimates of the ARDL Model (Equation 3)

Algeria Egypt Morocco Tunisia

-0.011 -0.001 -0.00009 -0.012

o (-0.09) (-0.002) (-0.59) (-0.43)
1.089 1.294 1.401 1274

B, (8.65) (10.84) (13.19) (10.68)
-0.322 -0.407 -0.610 -0.463

B, (-2.62) (-3.39) (-5.71) (-4.01)
0.018 0.005 0.015 -0.024

Yo (135) (0.30) (0.39) (1.21)
-0.045 -0.007 -0.015 0.032

¢ (-:0.98) (031 (-0.38) (1.07)
R? 0.77 0.86 0.85 0.83
DW 2.09 1.99 2.18 2.14
sc 3.56 527 4.08 3.42
HS 1.24 0.25 1.08 3.51

N.B.

t statistics are enclosed in parentheses.

SC is a test statistic for serial correlation distributed as x2(4) (Godfrey, 1978a, 1978b).
HS is the Koenker (1981) test for heteroscedasticity, distributed as %2(1).

Table 3 reports the results of estimating Equation 5 in a TVP framework.
This is done by writing the model in state-space form, then estimating it by
maximum likelihood using the Kalman filter to update the estimates of the state
vector as more and more data points are used. What is presented in Table 3,
therefore, is the estimated final state vector. Also presented are the coefficient of
determination and the diagnostics for serial correlation and heteroscedasticity.®
The estimated coefficients and components include the trend and three cycles at
three different frequencies, as well as vy, the time-varying Okun’s coefficient that
turns out to be insignificant.

The significance of the trends and some of the cycles indicate that output
growth does not affect unemployment on either a secular or cyclical basis.
The significance of the components may be taken to imply that other missing
variables affect unemployment. It may be noted that it is not the concern here
what these variables may be. Rather, the focus of interest is finding whether or
not unemployment is responsive to output growth. Obviously however, it does
not imply the failure of Okun’s law in the four countries.
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Table 3. Maximum Likelihood Estimates of the Growth
Rates Model (Equation 5)

Algeria Egypt Morocco Tunisia
2.846 2.245 4.120 2.717
H (53.82) (495.50) (1.13) (587.11)
o -0.035 0.030 -0.029 0.019
i (-1.43) (3.74) (-1.13) (1.61)
o -0.128 -0.001 -0.007 -0.0009
" (-6.21) (-0.75) (-0.22) (-0.05)
o -0.066 0.044 -0.061 -0.015
B (-4.08) (3.85) (-3.15) (-1.86)
o -0.560 0.016 0.164 -0.034
* (-7.89) (0.74) (8.44) (-4.18)
o -0.017 0.082 -1.611 -0.067
* (-0.52) (12.37) (-0.44) (-9.34)
] 0.022 -0.127 -10.70 0.042
"y (0.68) (-18.40) (479 (6.34)
-0.049 -0.024 0.16666 -0.062
3, (-0.49) (-0.28) (1.13) (-0.60)
R? 0.98 0.97 0.99 0.95
DW 1.99 1.81 1.77 1.87
SC 0.78 3.25 3.52 2.93
HS 2.35 0.21 0.32 0.10

N.B.

t statistics are enclosed in parentheses.

SC is the Ljung-Box (1978) test statistic for serial correlation, distributed as %2(2).
HS is an F test statistic for heteroscedasticity, distributed as F(20, 20).

Conclusion

Irrespective of the model used to estimate Okun’s coefficient, the results
presented in this study suggest that unemployment and output are unrelated
in the four countries examined. This is in contrast with the results found for
more advanced economies, in which case, there must be a reason why there is
a difference. Obviously, the structures of the economies examined in this study
differ from those of the U.S., Japan and Europe where Okun’s law seems to work
rather well as an empirical regularity.

Based primarily on the previous discussion of unemployment and growth
in Arab countries, three reasons may be suggested for the finding that Okun’s law
is not valid for the four countries examined in this study:
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* The first reason is that unemployment in these countries is not cyclical,
but rather structural and/or frictional. Structural unemployment results from
changes in the economy that are not matched by changes in education and
training. This means that people are unemployed not because the economy
is in a recession but because they do not have the skills to do the available
jobs. Frictional unemployment, on the other hand, results from failure to
match job vacancies with the available job seekers. People may have the
skills to do certain jobs but they are unaware of the availability of vacant
positions that match their skills. Output growth cannot reduce these kinds
of unemployment.

* The second explanation is rigidity of the labour markets in these countries,
particularly because the labour market is dominated by the government
as the prime source of demand for labour. This is the same reason why
unemployment is more responsive to changes in output in the U.S. and
Canada than in Europe and Japan. The flexibility of the labour market (for
example, the ease by which employers can hire and fire workers and the
absence of labour laws such as minimum wage legislation) is conducive
to a higher Okun’s coefficient. It is plausible to suggest that the dominant
role played by the government in the labour markets of the countries under
study leads to labour market rigidity and so does the tendency to protect the
positions of the incumbents.

» The third explanation is the structures of these economies, which is
dominated by the government and perhaps one sector (for example, the
oil sector in Algeria). If the dominant sector is not labour-intensive, then
growth in this sector (which propels overall economic growth) will not
reduce unemployment. This would be true for oil-producing countries
in general. Okun’s coefficient tends to be higher in developed than in
developing economies because the former are more diversified than the
latter.

But no matter what the reason is for the insignificance of Okun’s
coefficient, it may be suggested that the lack of growth does not explain the
unemployment problem in the four countries examined in this paper. There is
no reason to believe that this finding is not valid for other Arab countries. The
suggested reasons for the failure of Okun’s law in Arab countries may provide
areas of concern that have to be addressed by policy makers.
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Footnotes

@ See, for example, Moosa (1997b).

@ The HP filter was first suggested in a working paper in 1980 that was not published in a journal
until 1997. Indicative of the popularity of this technique is the fact that the working paper turned
out to be the most heavily cited working paper ever. Of course, this is possibly due to the fact that
it remained a working paper for some seventeen years.

© Hence, this is different from the conventional growth rates model in the sense that the dependent
variable is the log level of unemployment rather than its absolute or percentage change. The
advantage of this specification is that it allows the distinction between the behaviour of the trend
and cycle of unemployment.

@ For details, see Harvey (1985, 1989).
© For details, see Moosa (1995).

® Note, however, that the diagnostics for higher order serial correlation and heteroscedasticity are
different from those appearing in Tables 1 and 2.
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Abstract

This paper studies the causes and consequences of informality and applies the analysis to Arab
countries. It starts with a review of employment, labor informality and other labor market outcomes in
the Arab world; and a discussion on the definition and measures of informality, as well as on the reasons
why widespread informality should be of great concern. The paper also analyzes informality’s main
determinants, arguing that informality is not single-caused but results from the combination of poor public
services, a burdensome regulatory regime, and weak monitoring and enforcement capacity by the state. This
combination is especially explosive when the country suffers from low educational achievement and features
demographic pressures and primary production structures. Finally, using cross-country regression analysis,
the paper evaluates the empirical relevance of each determinant of informality. It then applies the estimated
relationships to several Arab countries to assess the country-specific relevance of each proposed mechanism.
Results suggest that informality has had negative marginal effects for Micro and Small Enterprises’ (MSES’)
performance in the Arab world. Moreover, informal establishments might have difficulty penetrating regional
or international markets; instead, they are likely to specialize in producing for local markets.
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Introduction

“Over the next two decades, the Middle East and North Africa
(MENA) region faces an unprecedented challenge. In 2000, the
labor forces of the region totaled some 104 million workers, a
figure expected to reach 146 million by 2010 and 185 million by
2020... Absorbing unemployed workers in addition to the new
entrants implies the need to create close to 100 million jobs by
2020, a doubling of the current level of employment in the first
two decades of the 21° century.” (World Bank, 2004: p. 1).

The long-term development of the Arab world and perhaps its political
stability as well, hinges on the region’s ability to generate massive number of
jobs on a sustained basis for the next two decades. This would be required to
overcome a huge 15% regional unemployment level and to absorb a high and
rising working-age population. As the above quote makes clear, this is, indeed,
a tall order.®) The Arab world is comprised of a diverse group of countries in
terms of their economic structures: oil-exporting and labor-importing upper
middle-income economies; mixed oil-exporting, labor-abundant lower middle-
income economies; diversified labor-abundant middle-income economies; and,
primary-exporting labor-abundant low-income economies.® However, despite
their diversity, the economies of the Arab world share many commonalities with
regard to labor market outcomes.

Due to its delayed demographic transition, the working-age population
in the Arab world grew by about 3.5% since the beginning of the 1980s, which
exceeded the growth rates of all other regions. Although this rate started to
decline in the 1990s, it is projected to remain high, at close to 3%, well into the
second decade of the 21% century. By the 1990s, labor force growth dropped
sharply in other regions, including to 2.4% in Latin America and to just 1% in
East Asia (World Bank, 2008). On the other hand, the over-regulated and public
sector-dominated Arab economies could not generate high enough growth to
absorb the rising supply of labor, especially among youth and more educated
job seekers. In turn, the failure to generate high productivity jobs in the formal
private sector has led to the rapid expansion of the informal sector, which has
become an important source of employment in the Arab economies.
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In his classic study of informality, De Soto (1989) defines the informal
sector as the collection of firms, workers, and activities that operate outside the
legal and regulatory frameworks. Therefore, participating in the informal sector
entails escaping the burden of taxation and regulation but, at the same time, not
enjoying the protection and services that the state can provide. This definition
of informality has gained remarkable popularity due to its conceptual strength,
which allows it to focus on the root causes of informality rather than merely its
symptoms.® Previous studies broadly following this concept find evidence of
substantial informal labor markets in the Arab world. For example, informal
employment in 1998 is estimated at 40% of the total labor force in Egypt; and
about 25% and 57% in Algeria and Morocco respectively, in the 1980s.®

However, because the informal sector is usually organized around small
scale and low capital-intensive firms that mostly employ unskilled workers, it is
characterized by low productivity and low returns to education. As a consequence,
wages and incomes generated in the informal sector may not be high enough to
lift informal workers above the poverty line. Moreover, informal employment
has several other drawbacks, including lack of social security coverage and other
work-related rights, and that women are discriminated against in both hiring
and earnings (Wahba, 2000). Therefore, the increasing informalization of Arab
economies, it has been argued, is not likely to be part of the solution to the poor
labor market outcomes that characterize these economies. Rather, itisasymptom
of poor policies and inappropriate development strategies.

While this diagnosis is consistent with international evidence from
other regions®, an alternative view about the informal sector in the Arab world
casts a more positive light. For example, Assaad (2002) notes that this sector
promotes much needed labor-market flexibility by allowing employers to tap into
an adaptable workforce during periods of expansion and lay off workers during
periods of slump. Therefore, it may be argued that it is not clear why informality
should lead to lower productivity growth. On the larger development and welfare
issues, it has also been argued that the small and micro-enterprises which are
dominated by informal activities, are not “just owned by a majority of the world’s
working people - these enterprises build markets, expand trade, manage natural
resources, fight poverty, generate employment, strengthen communities, support
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families, and feed most of the world’s children,” (World Bank, 2008: p. 237).©
In other words, whether or not the informal sector has negative consequences
for productivity growth, or other development outcomes for that matter, is an
empirical question.

Against this backdrop, this paper analyzes the development impact of
informality of the economies of the Arab world. Using a global sample of Arab
and non-Arab countries, the determinants of informality in the Arab world are
analyzed, where the latter is accounted for by four indirect measures of informality.
The growth and poverty impact of these indicators of informality is also assessed.
Additionally, the benchmark macroeconomic assessment is contrasted with micro
evidence on the impact of informality on firm-level economic performance, using
micro and small enterprise (MSE) survey data from three Arab countries (Egypt,
Lebanon and Morocco) as well as Turkey. Turkey was a logical choice, it being
a more advanced non-Arab comparator country from the region.

The presence of large informal labor markets and other problematic
labor market outcomes experienced by most Arab countries, such as high youth
unemployment and low returns to education, are all attributed to the public sector-
dominated development strategy pursued and maintained by these countries well
after it was widely believed to have hit the point of diminishing returns (World
Bank, 2004). For some 25 years between 1960 and 1985, most countries of the
region managed to achieve relatively high and stable growth rates - at or close to
5% per annum. It also appears that the region has effectively used the enormous
resources triggered by the oil price hikes in the 1970s(” to considerably advance
its standing in terms of the social development agenda.

Compared to other regions, the people of the Arab world have realized
enormous social benefits. For example, until recently, the region has been
characterized by low poverty and more equal income distribution by international
standards (Ali and Fan, 2007)®. Such gains were made possible by massive
investments in education and health and also through direct and generous
transfers to large segments of the population (World Bank, 1995). However,
these achievements were a product of substantially public-sector dominated
economies, with little, if any, role for the private sector.
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Unlike East Asia which arguably started off with a similar state-led
development strategy, the region continued with this strategy well after it started
to become counter-productive. Instead, the East Asian region achieved a timely
and adequate transformation into more open, diversified and export-oriented
economies, in which the modern formal private sector assumes a prominent
role in the labor market and the productive economy. The failure of the region
to achieve economic diversification away from the oil sector and the continued
dominance of the public sector in the productive economy proved to be a rather
costly development strategy.

Following the deceleration in the prices of oil since the second half of
the 1980s, economic growth in the region slowed down from more than 5% per
annum in the 1970s to only 2% in the 1980s, and only marginally improved to
about 3% in the 1990s. This trend continues for the current decade, except for
Jordan, Morocco and Tunisia, which grew by close to 4.0% (Table 1). Moreover,
the 1990s earmarked the beginnings of a “demographic transition” in many
countries of the region, due to the slow down in fertility relative to the 1970s
and 1980s when the region experienced the highest rates of population growth
in the world. As a consequence of the demographic transition, and the increasing
participation of women in the labor force®, especially educated women, the
region’s labor supply has grown quite rapidly. On the other hand, faltering growth
since the 1980s - as educational attainments continue to expand - has resulted to
a widening mismatch between labor supply and demand, especially with regards
to educated labor. For example, despite the proportion of the Egyptian labor force
with secondary education or above accounting for only 42%, they constitute about
80% of the unemployed. For Algeria and Morocco, this category accounts for 38
and 30% respectively, of the unemployed, which is about twice their respective
shares in the labor force (World Bank, 2008).
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Table 1. Growth Performance in the Arab World, 1960-2006
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1960-84 1985-94 1995-2000 2001-2006
Growth Growth Growth Growth
GE%‘“ Volatility GEE,’/‘:;‘“ Volatility G;‘;‘gth Volatility GE‘;‘S‘“ Volatility
(%) (%) (%) (%)
Mixed Oil Economies 1.9 54 -2.1 1 1.6 0.9 3 0.6
Algeria 1.9 54 -2.1 1 1.6 0.9 3 0.6
Oil Economies 5.5 2.1 1 4 0.8 1.3 1.5 2.3
Bahrain 5.5 2.8 1.5 4 1.6 1.3 - -
Kuwait -6.6 1.5 4.5 9.8 -3.2 1.2 - -
Libya 13 14 14 6.8 13.6 0.5 1.5 2.3
Oman 8.3 2 1 4 0.8 2.2 - -
Qatar 12.4 2.4 0.6 19.3 21.6 0.4 - -
Saudi Arabia 3.2 2.1 -1.3 3.8 -1 1.8 - -
United Arab Emirates -4.3 2.3 -4.4 2.1 -1.4 5.1 - -
Diversified Economies 3.1 2 14 3.3 0.8 3.4 29 0.6
Egypt 3.6 0.9 1.6 1 3.1 0.2 2.3 0.7
Jordan 2.5 3 -2 3.9 0.3 5.1 3.8 0.4
Lebanon - 1.3 24.2 1.3 1.7 2.2 1.1
Morocco 2 2 1.9 2.7 0.1 69.7 3.5 0.5
Syria 3.1 3 14 49 0.3 13.3 17 0.9
Tunisia 3.6 11 14 2.2 3.6 0.4 3.7 0.4
E:;?\%r%izzports 0.4 18 13 44 1.2 0.8 0.8 0.6
Comoros 0.4 18 -1.3 3 -1.1 1.7 0.2 0.9
Djibouti - - -7 0.3 -2.3 0.8 0.8 1.6
Mauritania 1.7 4.3 0.4 54 1.2 0.8 2.2 1.7
Sudan -1.7 34.4 1.2 5.5 3.8 0.1 5.3 0.5
Yemen - - -1.5 4.4 3.4 0.7 0.7 0.7
Arab World 2.5 2.3 11 3.9 1.2 1 2.2 0.7
East Asia 4.3 0.6 52 0.3 2.9 2.2 3 0.7
Sub-Saharan Africa 11 35 -1.1 1.8 0.3 2.3 1.8 1.1

Source: Author's calculations using World Development Indicators (WDI:World Bank)

In addition to the structural imbalances in the Arab labor markets, it
is argued that labor market policies have also contributed immensely to the
disappointing labor market outcomes in the region.

Firstly, the influence due to the legacy of the dominance of the public sector
in the job markets of most Arab countries. For example, in Egypt, employment
in the public sector doubled from 16% in 1960 to 32% by 1981. While public
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employment is estimated to account for 18% for the world (excluding China),
the average for the Arab world is approximately 29%. However, it varies from
a low of 10% for Morocco to 93% (of nationals) for Kuwait. The share of public
sector wages and salaries to current expenditure is also rather high for this region
(see Table 7.6 of World Bank, 2008). Such legacy has been linked to, among
other things, an inherent tendency to generate rents through stifling regulations
on private sector activities, significant labor market segmentation, high job
expectation and voluntary unemployment among educated youth.

Secondly, in addition to the regulatory burden associated with a bloated
public sector, the private sector in the region has also been impacted by a poor
record of contract enforcement and low quality of public sector administration.
While the labor market regulations do not appear to be particularly stifling,
the average number of required contract enforcement procedures in the region
exceeds all other regions, and the quality of the administration in the region is only
slightly better than that of South Asia, which is a much poorer region. Moreover,
in terms of trade and macroeconomic policy, the region remains relatively closed
and undiversified, in large measure because of the Dutch Disease © associated
with the oil sector and the ensuing lack of real exchange rate competitiveness (e.g.
Elbadawi, 2005).

Thirdly, labor informalization is also linked to poor labor market
outcomes, such as sluggish job creation at various levels of training and education.
Recent survey evidence, from Egypt for example, suggests that the informal
sector provides a temporary “refuge” for educated workers facing high formal
unemployment rather than an opportunity to achieve entrepreneurial future
(Wahba, 2000). To the extent that the presence of a large informal sector reduces
the pressure for meaningful reforms, widespread informality can be a drag on the
region’s economy (Galal, 2002).

The Measurement and Cost of Informality

Although the definition of informality - such as the one due to De Soto
(1989) - can be simple and precise, its measurement is not. Given that it is
identified with working outside the legal and regulatory frameworks, informality
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is best described as a latent, unobserved variable. That is, a variable for which an
accurate and complete measurement is not feasible but for which an approximation
is possible through indicators reflecting its various aspects.

Indicators

Four of these indicators are considered, available for a relatively large
collection of countries. Two of them refer to overall informal activity in the
country, and the other two relate to informal employment in particular. Each
indicator, on its own, has conceptual and statistical shortcomings as a proxy of
informality. Taken together, however, they may provide a robust approximation
to the subject.

The indicators related to overall informal activity are: the Schneider
index of the shadow economy obtained from Schneider (2004); and the Heritage
Foundation index of informal markets (Miles et al, 2005). Details on definitions,
sources, and samples for these and other variables used are provided in Appendix
la. The Schneider index combines the DYMIMIC (dynamic multiple-indicator-
multiple-cause) method, the physical input (electricity) method, and the excess
currency-demand approach for the estimation of the share of production that is
not declared to tax and regulatory authorities. The Heritage Foundation index is
based on subjective perceptions of general compliance to the law, with particular
emphasis on the role played by official corruption. The indicators that focus on
the labor aspect of informality are the prevalence of self employment and the lack
of pension coverage. The former is given by the ratio of self to total employment,
as reported by the International Labour Organization (ILO).®" The latter is given
by the fraction of the labor force that does not contribute to a retirement pension
scheme, as given in the World Bank’s World Development Indicators.

Appendix 2 presents some descriptive statistics on the four informality
indicators. In particular, it shows that, as expected, they are significantly
positively correlated, with correlation coefficients ranging from 0.59 to 0.90 -
high enough to represent the same phenomenon but not too high to make them
mutually redundant.
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Using data on these four indicators, the prevalence of informality in the
Arab region is assessed. Figure 1 presents data on the four informality indicators
for Arab countries (as many as data availability allows), for Chile (a developing,
resource-rich country that has become a reform leader), and for the United
States (the developed country to which several Arab countries have close aid and
trade ties). There seems to be much heterogeneity across Arab countries, with
a few comparing favorably to Chile (e.g., Saudi Arabia, Oman, and Tunisia).
However, for the majority of countries, the level of informality is much larger
than in the US or Chile. For some countries (e.g., Irag, Syria, Mauritania, and
Sudan), it is comparable to the most informal countries in the world. This
heterogeneity, which spans most of the distribution of developing countries,
reflects the underlying diversity of Arab countries regarding the fundamental
sources of informality.

A. Schneider Shadow Economy index
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C. Self Employment
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Figure 1. Size of informality, various measures.

Informality is a distorted response of an excessively regulated economy
to the shocks it faces and its potential for growth. It is a distorted, second-best
response because it implies misallocation of resources and entails losing, at
least partially, the advantages of legality, such as police and judicial protection,
access to formal credit institutions, and participation in international markets.
Trying to escape the control of the state induces many informal firms to remain
sub-optimally small, use irregular procurement and distribution channels, and
constantly divert resources to mask their activities or bribe officials. Conversely,
formal firms are induced to use more intensively the resources that are less
burdened by the regulatory regime. In particular for developing countries, this
means that formal firms are less labor-intensive than they should be according to
the countries’ endowments. In addition, the informal sector generates a
negative externality that compounds its adverse effect on efficiency: informal
activities use and congest public infrastructure without contributing the tax
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revenue to replenish it. Since public infrastructure complements private capital
in the process of production, a larger informal sector implies smaller productivity
growth.??

Compared with a first-best response, the expansion of the informal sector
often represents distorted and insufficient economic growth.®® This statement
merits further clarification. Informality is sub-optimal with respect to the first-
best scenario that occurs in an economy without excessive regulations and
with adequate provision of public services. Nevertheless, informality is indeed
preferable to a fully formal but sclerotic economy that is unable to circumvent its
regulation-induced rigidities. This brings to bear an important policy implication
- the mechanism of formalization matters enormously for its consequences
on employment, efficiency, and growth. If formalization is purely based on
enforcement, it will likely lead to unemployment and low growth. If, on the
other hand, it is based on improvements in both the regulatory framework and
the quality/availability public services, it will bring about more efficient use of
resources and high growth.

From an empirical perspective, the ambiguous impact of formalization
highlights an important difficulty in assessing the impact of informality on
economic growth. Two countries may have the same level of informality, but
if this depends on different underlying causes, the countries’ growth rates may
also be markedly different. Countries where informality is kept at bay by drastic
enforcement will fare worse than countries where informality is low because of
light regulations and appropriate public services.

Asimple regression analysis of the effect of informality on growth is now
presented. As suggested above, this analysis must control for enforcement; and a
straightforward, albeit debatable way to do so, is by including a proxy for overall
state’s capacity as a control variable in the regression. For this purpose, two
proxies are tried: (a) the level of GDP per capita; and (b) the ratio of government
expenditures to GDP. The former has the advantage of also accounting for
conditional convergence. The latter has the advantage of more closely reflecting
the size of the state.®?

Table 2 presents the results of the regressions having the average growth of
per capita GDP over 1985-2005 as dependent variable, initial (1985) GDP per capita
or initial level (1985) of the ratio of government expenditure to GDP as control
variable, and, in turn, the four informality indicators as explanatory variables.
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A period of approximately 20 years is appropriate for the computation
of the average growth rate in order to achieve a compromise between merely
cyclical, short-run growth (which would be unaffected by informality) and very
long-run growth (which may actually cause informality, rather than the other way
around). The maintained hypothesis for identification of the causal relationship
between informality and growth is that the level of informality is related to
institutional and structural factors that change little over time and influence but
are not influenced by medium-term growth rates (in this case, covering the 21-
year period leading to 2005).

The regression results indicate that an increase in informality leads to
a decrease in economic growth. All four informality indicators carry negative
and highly significant regression coefficients. This result represents a general
tendency and not the influence of isolated observations.'> The harmful effect of
informality on growth is not only robust and significant, but its magnitude makes
it also economically meaningful. An increase of one standard deviation in any
of the informality indicators leads to a decline of 1-1.5 percentage points in the
rate of per capita GDP growth, when initial level of per capita GDP is controlled
for.1

There is also a close connection between poverty and informality,
reflecting, at least in part, the negative relationship between economic growth
and informality. Table 3 presents cross-country regression analysis having the
headcount poverty index as dependent variable and, in turn, the four measures
of informality as explanatory variables. As in the growth regressions, the level
of GDP per capita or the ratio of government expenditures to GDP are included
as control variables. Additionally, the Gini index is included as an explanatory
variable so as to control for the effect of inequality on poverty. In order to have
a close chronological match between dependent and explanatory variables,
the headcount poverty index corresponds to the latest available measure per
country.
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Theregressionresults reveal a positive relationship between the prevalence
of informality and the incidence of poverty. When government expenditure is
controlled for, the four measures of informality carry positive and significant
coefficients. Similarly, when the level of GDP per capita is controlled for, three
of the four informality indicators (self-employment being the exception) carry
positive coefficients and those corresponding to the Schneider and the Heritage
indices are also statistically significant. The positive and mostly significant
relationship between informality and poverty is remarkable because it survives
the inclusion of GDP per capita, government size, and the Gini index.” Since
these variables capture the overall effect of development on poverty, the positive
link between informality and poverty suggests additional mechanisms dealing
with the complex sources of informality.

Causes of Informality

Informality is a fundamental characteristic of underdevelopment, shaped
both by the modes of socio-economic organization inherent to economies in
the transition to modernity and by the relationship that the state establishes
with private agents through regulation, monitoring, and the provision of public
services. As such, informality is best understood as a complex, multi-faceted
phenomenon.

Informality arises when the costs of belonging to the country’s legal and
regulatory framework exceed its benefits. Formality entails costs of entry - in the
form of lengthy, expensive, and complicated registration procedures - and costs
of permanence including payment of taxes, compliance with mandated labor
benefits and remunerations, and observance of environmental, health, and other
regulations. The benefits of formality potentially consist of police protection
against crime and abuse, recourse to the judicial system for conflict resolution
and contract enforcement, access to legal financial institutions for credit provision
and risk diversification, and, more generally, the possibility of expanding markets
both domestically and internationally. At least in principle, formality also voids
the need to pay bribes and prevents penalties and fees, to which informal firms
are continuously subject to. Therefore, informality is more prevalent when the
regulatory framework is burdensome, the quality of government services to
formal firms is low, and the state’s monitoring and enforcement power is weak.
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These benefits and costs considerations are affected by the structural
characteristics of underdevelopment, dealing in particular with educational
achievement, production structure, and demographic trends. A higher level of
education reduces informality by increasing labor productivity and, therefore,
making labor regulations less binding and formal returns potentially larger.
Likewise, a production structure tilted towards primary sectors like agriculture,
rather than to the more complex processes of industry, induces informality by
making legal protection and contract enforcement less relevant and valuable.

Finally, a demographic composition with larger shares of youth or rural
populations is likely to increase informality by making monitoring more difficult
and expensive, by complicating the training and acquisition of abilities, and by
making the expansion of formal public services more problematic.

Often times in popular and even academic discussions, people do not
follow this comprehensive approach, emphasizing instead particular sources of
informality. Thus, some people focus on insufficient enforcement and related
government weaknesses such as corruption. Others prefer to emphasize the
burden of taxes and regulations. Yet others concentrate on explanations dealing
with social and demographic characteristics.

As suggested above, all these possibilities make sense, and there is
some evidence to support them. In order to consider this evidence, measures
are obtained for the proposed determinants of informality.*® An index on the
prevalence of law and order is obtained from the International Country Risk Guide
(ICRG) to proxy for both the quality of formal public services and government’s
enforcement strength. An index of business regulatory freedom is taken from
The Fraser Institute’s Economic Freedom of the World Report (Gwartney et al,
2007) to represent the ease of restrictions imposed by the legal and regulatory
frameworks. The average years of secondary schooling of the adult population
is used to represent educational and skill achievement of the working force.
The data are either directly taken from Barro and Lee (2001) or, when missing,
computed based on the methodology in Barro and Lee (1993). An index of
socio-demographic factors is used, constructed from the World Bank’s World
Development Indicators and other data sources, including the United Nations
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(2005), which consider the share of youth in the population, the share of rural
population, and the share of agriculture in GDP.(")

The pairwise correlations are then computed between the informality
measures and each of the informality determinants. Remarkably, all 16 correlation
coefficients (four informality measures times four determinants) are highly
statistically significant, with p-values below 1%, and of large magnitude, ranging
approximately between 0.54 and 0.87 (Table 4). All informality measures present
the same pattern of correlations, i.e. informality is negatively related to law and
order, regulatory freedom, and schooling achievement; and it is positively related
to factors that denote incipient socio-demographic transformation.

Table 4. Correlations between Informality and Basic Determinants

Bivariate Correlations (country average;
full sample)
Heritage Non-
Schneider Foundation Self contributor
Shadow Informal Emplovment to
Economy Market ploy Pension
; . (% of total
index index employment) Scheme
(% of GDP) | (1-5: higher, ploy (% of labor
more) force)
Law and Order -0.62%** -0.69%** -0.72%** -0.72%**
(ICRG, index ranging 0-6: higher, better) 118 134 69 99
Business Regulatory Freedom -0.60%* -0.79%* -0.70*** -0.70***
(The Fraser Institute, index ranging 0-10: higher,
less regulated) 125 131 71 101
Average Years of Secondary Schooling -0.66%** -0.80™** -0.67*** -0.84%**
(Barro and Lee 2001) 94 105 65 78
Sociodemographic Factors 0.54*x 0.72%** 0.71%** 0.87%**
(average of share of youth population, share of
rural population, and share of agriculture in GDP) 137 149 & 109

N.B.

Sample sizes are presented below the corresponding coefficients.

*** denotes significance at the 1% level.

See Appendix la for definitions and sources of variables and periods used to compute country averages.
Source: Authors’ estimation

Therefore, all these explanations may hold some truth in them. Needing
to be determined now is whether each of them has independent explanatory power
with respect to informality. Or, more specifically, the need is to assess to what
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extent each of them is relevant both in general, for the cross-section of countries
and in particular, for a given country.

Following is the use of cross-country regression analysis to evaluate the
general significance of each explanation on the origins of informality. Each of the
four informality measures presented earlier serves as the dependent variable of its
respective regression model. The set of explanatory variables is common to all
informality measures and represents the major determinants of informality. They
are the same variables used in the simple correlation analysis, introduced above.
These estimated relationships are applied to the case of the Arab countries with
available data in order to evaluate the country-specific relevance of each proposed
mechanism. This is done for the countries that have complete information on
dependent and explanatory variables, or at least information on the latter, with
which to obtain predicted values of the dependent variable.

The countries that have complete information on all explanatory variables,
the Schneider index, and the Heritage index are: Algeria, Egypt, Jordan, Kuwait,
Morocco, Syria, Tunisia, and United Arab Emirates. Regarding self employment,
Jordan, Kuwait, and United Arab Emirates do not have comparable data for the
period under consideration. Likewise, Kuwait, Syria, and United Arab Emirates
do not have data for pension coverage. In both cases, however, a predicted value
based on the regression analysis may be constructed for each of these countries.

The regression results are presented in Table 5. They are remarkably
robust across informality measures. Moreover, all regression coefficients have
the expected sign and are highly significant. Informality decreases when law
and order, business regulatory freedom, or schooling achievement rise. Similarly,
informality decreases when the production structure shifts away from agriculture
and demographic pressures from youth and rural populations decline. The fact that
each explanatory variable retains its sign and significance after controlling for the
rest indicates that no single determinant is sufficient to explain informality. All of
them should be taken into account for a complete understanding of informality.
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Table 5. Determinants of Informality
Method of estimation: Ordinary Least Squares with Robust Standard Errors
Dependent variable: Four types of Informality measures, country average
Foundatn Nor-
Schneider Self contributor to
Informal .
Shadow Market Employment Pension
Economy index index (% of total Scheme
(% of GDP) . employment) (% of labor
(1-5: higher,
force)
more)
Law and Order -3.2360%* -0.0969* -1.6925* -2.9764*
(ICRG, index ranging 0-6: higher, better) 2.57 -1.76 -1.84 -1.67
Business Regulatory Freedom -2.0074* -0.5333%x -2.5196** -5.8675%
(The Fraser Institute, index ranging 0-10: higher,
less regulated) -1.80 -9.95 -2.17 -2.28
Average Years of Secondary Schooling -1.9684* -0.1152%%* -2.1527%* -5.8114%**
(Barro and Lee 2001) -1.70 -2.00 2.25 -3.27
Sociodemographic Factors 3.8438** 0.5027%** 5.9743%%* 21.6130%**
(average of share of youth population, share of
rural population, and share of agriculture in GDP) 2.00 4.99 3.77 731
60.3429%%* 6.6326%** 4.7254%** 113.3110***
Constant
10.48 31.72 14.06 11.40
No. of Observations 84 86 57 70
R-squared 0.59 0.89 0.80 0.89
N.B.

t-statistics are presented below the corresponding coefficients.
* ** and *** denote significance at the 10%, 5% and 1% levels, respectively.
See Appendix 1a for definitions and sources of variables and periods used to compute country averages of informality

measures. o
Source: Authors’ estimation

The four explanatory variables account jointly for a large share of the

cross-country variation in informality. The R-squared coefficients are 0.59 for
the Schneider shadow economy index, 0.89 for the Heritage Foundation informal
market index, 0.80 for the share of self employment, and 0.89 for the share of the
labor force not contributing to a pension program.

Figure 2 presents a scatter plot of the actual vs. predicted informality
measures. The majority of countries have small residuals (i.e., the unpredicted
portion of informality), a fact which is consistent with the large R-squared
coefficients obtained in the regressions.
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Is this also the case of the Arab countries under consideration? The answer
is yes - the majority of Arab countries are located evenly around the 45-degree
line. In fact, when an “Arab country” dummy variable is included, it turns out
to be insignificant in all cases. In terms of specific countries, Algeria, Kuwait,
and Morocco have predicted values of informality that are similar to their actual
counterparts. Tunisia and United Arab Emirates would join this group except that
the Schneider index and the Heritage index, respectively, seem to be much larger
than what is predicted by regression analysis for these two countries. In the case
of Egypt, the actual and predicted values of production informality (that is, the
first two indices) are quite close. However, regarding labor informality (the last
two indices), the predicted values are considerably larger than the actual ones.
For Syria, the production informality indices have contradictory information.
The Schneider index is much smaller than its predicted value, and the opposite
occurs on the Heritage index.

A Schoeider Shadow Economy index B. Heritage Foundation Informal Market index
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In each graph, a 45-degree line is drawn to show the distance between predicted and actual levels.

Figure 2. Predicted and actual levels of informality
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Focusing now on the portion of informality explained by the cross-
country regression model, the importance of each explanatory variable for the
case of the eight Arab countries with sufficient available data we can evaluate
can be evaluated. In particular, it may now be assessed how each determinant
contributes to the difference in informality between the Arab countries and a
comparator one, for which Chile is chosen as an example of a resource-rich,
successfully reforming country.

The contribution of each explanatory variable is obtained by multiplying
the corresponding regression coefficient multiplied by the difference in the value
of this explanatory variable between each Arab country and the comparator
country (Table 5). The importance of a particular explanatory variable would,
therefore, depend on the size of its effect on informality in the cross-section of
countries and how far apart the two countries are with respect to the explanatory
variable in question. Naturally, the sum of the contributions equals the total
difference in predicted informality between each Arab country and Chile.

This difference is plotted in Figure 3. As expected, it shows that the
majority of countries have larger (predicted) informality levels than Chile. The
exception is Kuwait, which in three out of the four informality indicators, has
lower predicted informality than Chile. Algeria, Egypt, Morocco, and Syria
seem to be the most informal (and in general have the largest difference with
respect to Chile). Finally, Jordan, Tunisia, and United Arab Emirates have larger
informality levels than Chile, but moderately so.
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Presented are all predicted levels, which may be above/below the actual max/min values.
Figure 3. Differences in informality, Arab countries and Chile

Figures 4a — 4d present the decomposition of the difference of (predicted)
informality between the eight Arab countriesand Chile. The four panels correspond
to each of the four informality indicators. The most remarkable observations are
the following: (a) restricted regulatory freedom contributes to larger informality
in all Arab countries and for all measures of informality; (b) deficient law and
order also promotes informality in United Arab Emirates, Algeria, Jordan, and

Egypt. On the other hand, Kuwait, Syria, Tunisia, and Morocco have at least
as good law and order as Chile; (c) except for United Arab Emirates, education
does not play a role in explaining the larger informality in Arab countries than in
Chile; and finally (d) socio-demographic factors contribute to explain the larger
informality of Tunisia, Morocco, Syria, Egypt, Algeria and Jordan. For Tunisia,
in fact, it is the overriding cause underlying informality.

For these countries, socio-demographic factors are particularly important
to explain the differences in labor informality, whereas the policy variables
are so in the case of production informality. As mentioned before, Kuwait has
lower (predicted) informality than Chile in all but one informality measure,
i.e. the Heritage index. This is explained by better education and lower socio-
demographic pressures in Kuwait, which counteract the country’s less propitious
regulatory environment.
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Heritage Foundation Informal Market index
(range 1-5: higher, more informality)
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Figure 4b. Explanation of differences in informality, Arab countries and Chile
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Figure 4c. Explanation of differences in informality, Arab countries and Chile
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Figure 4d. Explanation of differences in informality, Arab countries and Chile

Microeconomic Evidence on Informality

The micro analysis of informality is based on recent Micro and Small
Enterprises (MSEs) surveys, sponsored by the Economic Research Forum
network.?” An enterprise with less than 10 workers is defined as micro, while
a small enterprise is one employing 10-49 workers. The surveys cover four
countries in the MENA, including three representative Arab countries with
diversified economies and substantial informal sectors: Egypt (2003 and 2004),
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Lebanon (2004) and Morocco (2002 and 2003). The fourth is non-Arab Turkey
(2001 and 2002), which is a perfect comparator because of its historic, economic
and geographic connections with the Arab countries of our present interest. The
MSE surveys sampled 4,958 firms for the case of Egypt, 2,948 for Lebanon, 5,210
for Morocco and 5,000 for Turkey. These surveys have generated substantial
data and several studies, including EI-Mahdi et al (2004) for Egypt; Ozar (2004)
for Turkey; and Hamdan (2004) for Lebanon.

The MSE sector basically dominates the non-agricultural private economic
activities in these countries. For example, it accounts for 97% of the enterprises
in Egypt, of which 81% are informal; and 62% of total non-agricultural private
employment, of which 88% are informal workers. Also, according to the 1996
census, the Lebanese MSE sector accounts for 96% of the enterprises and employ
51% of the total working population. Even in relatively more advanced Turkey,
this sector accounts for over 75% of employment, although it represents only
27% of value-added. The aforementioned studies of El-Mahdi et al (2004) for
Egypt; Ozar (2004) for Turkey; and Hamdan (2004) for Lebanon contain very
extensive analyses of MSE characteristics and performance indicators.

This study focuses on the informality dimensions of the MSE, where two
types of informality are distinguished. Firstly, an enterprise unit (EU) is coded
as informal if it fails any one of the following three requirements: (a) that it is
registered; (b) licensed; and (c) it keeps financial accounts. Secondly, a worker
is coded as informal if he/she does not enjoy social security coverage®). An
informal worker could be employed by informal as well as formal EU alike.

Compared to Turkey, as a more advanced comparator country from the
region, evidence suggests that informality is an Arab phenomenon. For example,
informal EUs accounts for more than 70% of MSE in Lebanon and Morocco and
about 76% in Egypt, but only 24% for Turkey (Figure 5). Similarly, the share of
informal labor (to total MSE employment) ranges from 47% for Egypt to 67%
and 69% for Morocco and Lebanon, respectively, compared to a meager 8% for
Turkey.

Moreover, although most of the informal labor tends to be hired by informal
EUs in the three Arab countries, the share hired by formal EUs is, nevertheless,
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fairly substantial (Figure 6). In terms of the size of employment, informal micro
enterprises (less than five workers) virtually account for the entire informal sector
for the case of Egypt, Morocco and to a lesser extent Turkey (97%, 93% and
84%, respectively). However, surprisingly, in the case of Lebanon, informal
EUs hiring 10 or more workers account for 60% of the informal MSE sub-sector
(Figure 7).

80-(%)

20+

EGYPT LEBANON MOROCCO TURKEY

N.B.
Out 0f 4,958, 2,948, 5,210 and 5,000 firms surveyed, 3,360 (67%), 2,110 (72%), 3,898 (75%) and 1,198 (24%)
firms are found to be informal in Egypt, Lebanon, Morocco and Turkey, respectively.

Figure 5. Share of informal firms.
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N.B.
“Informal (Formal) EU” indicates the percentage of informal labor hired by informal (formal)
EUs relative to total labor hired by all EUs.
“Total” means the percentage of informal labor hired by all EUs relative to total labor hired
by all EUs, which is essentially the sum of “Informal EU” and “Formal EU.”

See also Appendix 1b for the definition of informality.

Figure 6. Informality by share of informal labor.
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Details are presented in Table 6 on: Size of Establishment.

Figure 7. Informality by number of workers in EUs.

Table 6 shows characteristics of EUs, workers and entrepreneurs. Not
surprisingly, most informal EUs are of the sole proprietorship type, which is the
simplest and most common form of business, conducted by a single individual
owner (the “sole proprietor”)??, However, for the case of Turkey, and to a
lesser extent Egypt, other types of informal MSE are also found. With regard to
ownership, informal EUs tend to be “private domestic”, although in the cases of
Egypt and Lebanon, more than 10% have different types of ownership.

The legal and ownership types of MSE naturally reflect their small and
basic nature of their employment, outputs, and production relation. The skill
distribution of informal workers is dominated by unskilled and semi-skilled,
whether employed by formal or informal EUs. In terms of gender, informal

female workers account for only 15% of informal employment in Egypt and
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Morocco but for Lebanon, female participation is double that rate, and is also
higher for Turkey (at 23%). However, except for Turkey, the rate of female labor
force participation is much higher in the formal labor market, especially for
Lebanon (at 48%). Finally, the entrepreneurs of informal EUs tend to be mostly
men, in the 25-60 age groups, and have primary or secondary school education.
On the latter, Lebanon has a larger share of entrepreneurs with university
degree or above (at 28%), while in the case of Morocco, 25% are illiterate.

Table 6. EU Characteristics (Informal Firms, %)

EU Characteristics | Turkey | Egypt | Lebanon | Morocco

Type of Establishment

Sole Proprietorship 69 80 97 92
Other 31 20 3 8
Size of Establishement

Less than 5 workers 84 97 39 93
5-9 workers 12 3 1 6
10 or more 4 0 60 1
Sector of Enterprise Ownership

Private domestic 99 88 89 98
Other 1 12 11 2

Distribution of Informal Workers
by Skill Level Hired by Informal EUs (%)

Unskilled 23 - - 14
Semi-Skilled 13 - - 25
Skilled 64 - - 61

Distribution of Informal Workers
by Skill Level Hired by Formal EUs (%)

Unskilled 27 - - 12
Semi-Skilled 20 - - 37
Skilled 53 - - 51
Informal Workers Hired by Informal EUs 23 15 31 15
Female Workers Hired by Formal EUs 20 22 48 28
Age of Entrepreneur

14-24 13 11 7 11
25-60 83 80 84 85
>60 4 9 9 4
Gender of Entrepreneur

Male 89 89 93 84
Female 11 11 7 16
Education of Entrepreneur

Illiterate 3 28 0 25
Primary 45 18 19 33
Secondary 41 40 53 34
University & Above 11 14 28 8

Source: Authors’ calculations based on MSE surveys
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Analyses of Determinants and Consequences of Informality

It is assumed that the probability of an informal establishment unit (EU)
or an informal worker is a linear function of a vector of various socio-economic
variables (Z). For the case of EU, informality is given by adummy variable, which
takes a value of 1 for informal EU and 0 for formal EU. Workers’ informality is
given by the share of informal workers to total employment per establishment.
The Z vector contains establishment characteristics, such as number of workers,
legal type, age and education of entrepreneur; and two worker attributes,
namely, gender and skill @, In addition, country and time effects are controlled.
Definitions of variables used in this section are presented in Appendix 1b.

To test the marginal effect of informality on establishment performance,
the following simple panel regression with time- and country-specific effects is
estimated:

yict = 8IZict + 621ic+ l"Lc + 1ﬂ't + Sict’ (1)
where i stands for establishment, ¢ for country and t for time; | is a dummy for
informal workers (or informal EU); and u_, 1, , €, are, respectively, country- and
time-specific effects and random disturbances. Equation 1 is estimated for three
performance indicators (y): relative monthly wage; output per worker; and, share
of local market sales.

Determinants of Informality

The results of the linear probability regressions are contained in Table 7.
Compared to Turkey, a typical MSE establishment in the three Arab countries is
more likely to be informal, and the same applies for the workers in the cases of
Lebanon and Morocco. However, Egypt presents an implausible result because a
typical MSE in this country is less likely to be informal (in terms of percentage
of its workforce) than its counterpart in Turkey. Moreover, the likelihood of
both establishment and labor informality has risen in the post-2000 period. Also,
these country- and time- specific effects are robust against additional controls,
albeit their quantitative impact is weakened.



Journal of Development and Economic Policies Volume 10-No.2 - July 2008 |

| Ibrahim Elbadawi & Norman Loayza 59 |
Table 7. Determinants of Informality

Method of estimation: Ordinary Least Squares with Robust Standard Errors
Dependent variables: informality by establishment and informality by labor

Informality by Establishment Informality by Worker
Base Extended EMf?(th Base Extended Igﬂf?gt
Egypt dummy 0.4342%** | (0.3198%*** -0.3778***| -0.3220***
33.03 14.88 -38.41 -21.89
0.5767%%* | (0.9293%%** 0.3918%** |  (.3792%*
Lebanon dummy
34.79 9.20 22.32 2.16
Morocco dummy 0.5158%** | (.4861%** 0.5287*** | (0.4820%**
65.04 51.70 73.53 59.93
0.0034 0.0055 0.0032 0.0050
Year after 2000 0.60 071 081 0.75
Age (Entrep.) -0.0034*** | -4.1894 -0.0038*** | -4,6823
-10.56 -14.47
Education (Entrep.) -0.0194%*** | -9.3480 -0.0112*** | -5.3968
-22.50 -16.64
. -0.0123*** | -5.0275 -0.0154%*** | -6.2945
Size (Total Workers) 1959 2208
Female (Share of Labor) 0.0003*** | 0.9082 0.0003*** | 0.9082
2.84 3.59
. . 0.0534%** | 53400 0.0955%** | 95500
Sole Proprietorship
5.70 12.12
Semi-skilled Share of Labor -0.0007*** | -1.9385 -0.0013*** | -3.6000
-4.34 -8.92
. -0.0001 -0.4018 -0.0021*** | -8.4382
Skilled Share of Labor 116 2194
Constant 0.2344%** | (0.5204 % 0.3664%*% | () 7397%%*
24.32 22.78 44.23 37.49
No. of observations 29,183 13,781 23,717 13,776
R-squared 0.23 0.33 0.62 0.51
N.B.

t-statistics are presented below the corresponding coefficients.

** and *** denote significance at the 5% and 1% levels, respectively.

The marginal effect is calculated as the change in the dependent variable due to a change of a standard deviation
of the corresponding independent variable.

See Appendix 1b for definitions and sources of variables.
Source: Authors’ estimation



Volume 10-No.2 - July 2008 Journal of Development and Economic Policies

| 60 Ibrahim Elbadawi & Norman Loayzal

For the substantive controls, it is found that age and education of
entrepreneurs, size of establishments as well as the skill levels of workers are
associated with lower probability of informality (for both establishments and
workers alike). On the other hand, larger share of female workers in the labor force
or establishments of sole proprietorship are associated with higher probability of
informality. Compatible orders of magnitudes of this effects can be analyzed in
terms of marginal coefficients, which give the percentage change in the linear
probability due to a one-standard-deviation shock in the variable in question
(age, education, size, share of female labor force, semi-skilled and skilled). For
example, one-standard-deviation shocks to age, education, size and share of skill
workers would reduce the probability of workers and establishment informality
by 4.7 and 4.2%; 5.4 and 9.3%; 6.3 and 5.0%; and 8.4 and 0.4% respectively.

Informality and MSE Performance

Table 8a presents the core regression results of Equation 1, which
estimates the marginal contribution of informality on EU performance with
only country and time effects as additional controls. The first three regressions
account for informality via the status of the EU, while the remaining three control
for informality in terms of the percentage of informal workers. The results are
similar regardless of the type of informality. It is found that the marginal effect
of informality (of labor or EU) is highly significant. In particular, informality
is associated with lower wages, lower output per worker and smaller share of
output sold in regional and international markets.

The results for the fixed effects are also interesting. For example, relative
to Turkey, the typical MSE in the three Arab countries offers lower wages;
produce lower output per worker; and, for the cases of Egypt and Morocco, it
also produces a lower share of their output for regional and international markets.
However, establishments in Lebanon produce a larger share of their output to
regional and international markets than their Turkish counterpart. Moreover,
during the period following the year 2000, output per worker, relative wages and
to a lesser extent, the share of output produced for local markets increased at
higher rates in the three Arab countries than in Turkey.
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The estimated coefficients of these country- and time-specific effects
remain robust, albeit with smaller orders of magnitudes, in the more encompassing
regressions that also account for controls pertaining to characteristics of EUs,
workers attributes as well as dummies for EU (or labor) informality (Table 8Db).
As before, the results for these additional controls are broadly similar regardless

of the type of informality.

Table 8a. The Effect of Informality on Micro and Small MENA Enterprises
Core Regressions [1] to [6]

Method of estimation: Ordinary Least Squares with Robust Standard Errors

Dependent variables: relative wage, relative output per worker, and share of local market

[1] [2] [3] [4] [5] [6]
Scaled Rseclglt?\(/je Share Scaled I?Sezﬁglt?\c/ie Share
R\(;\Ilatlve Output per of Local Relative Output of Local
lage Worker Market Wage per Market
Worker
Egypt dummy -11.8680%** | -3.0293%*%* | 3.339]%** | _]3.5402%** | -3.34]5%** 8.5606%**
-47.85 -22.67 7.45 -50.92 -22.76 15.46
Lebanon dummy -16.7647*%* | -4.2186%** | -17.1325%** | -16.3907*%%* | -4.1158***| -23.632]***
-47.42 -19.73 -23.67 -40.70 -16.79 -21.70
Morocco dummy -9.4071%*% | -1.9372%%% | (0.9395%*k* | _8 6779HH* | -1 8817***| 1.1673%*
-53.20 -21.76 2.78 -50.64 -24.77 2.46
Year after 2000 4.5694%** 1.7901%** 0.1260 4.5785%** | 1.7920%** | (.1405%**
45.52 31.79 0.66 45.46 31.77 0.67
Age (Entrep.)
Education (Entrep.)
Size (Total Workers)
Female (Share of Labor)
Sole Proprietorship
Informality by Establishment | -1.3412*** | -0.3107*** | 2.2633***
-13.29 -5.29 9.98
|nf0rma|ity by Worker -0.0277*** | -0.0043***| (0.0568%***
-16.94 -5.49 10.82
Semi-skilled Share of Labor
Skilled Share of Labor
Constant 2.0744%** | _1.5789%*% | 93.0121%** | 2.8047*** | -1.4845%**| 89.283(%**
13.24 -21.84 263.35 16.16 -18.10 189.34
No. of observations 20,150 22,113 28,041 19,746 21,834 22,868
R-squared 0.20 0.08 0.11 0.20 0.08 0.13
N.B.

See the end of Table 8b for notes.
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Table 8b. The Effect of Informality on Micro and Small MENA Enterprises
Extended-Form Regressions [7] to [12]

Method of estimation: Ordinary Least Squares with Robust Standard Errors
Dependent variables: relative wage, relative output per worker, and share of local market

[7] [8] [9] [10] [11] [12]
Scaled Scalgd Share Scaled Scalgd Share
. Relative - Relative
Relative Output per of Local Relative Output per of Local
Wage Worker Market Wage Worker Market
Egypt dummy -6.2605%** | -1,9385%** | 6.5619%** | -7.2363%k* | D (479%** 7.2805%%*
-14.75 -9.74 8.48 -16.20 -9.90 9.35
Lebanon dumm -8.2645%** | D 6178%** -4.4178 -8.9283%** | D 9265%** -4.3496
y -11.26 -6.63 -0.62 -11.19 -8.58 -0.54
Morocco dumm S5.7156%%* | -1 321 7*** 1.6684*** S5.4705%%*% | 1301 5%** 1.8794%**
Y -24.71 -11.93 3.64 -25.84 -14.22 3.84
Year after 2000 1.7555%** 1.0428*** 0.2417 1.7558%*** 1.0436%** 0.2439
11.26 14.10 0.74 11.17 14.10 0.74
Age (Entrep.) 0.0219%** 0.0031 -0.0645%*%* 0.0213*** 0.0029 -0.0655%*%*
' 4.13 1.61 -4.46 3.84 1.44 -4.56
Education (Entrep.) 0.1070%** 0.0345%%** -0.3127*** 0.1178*** 0.0355%** -0.3284***
P 8.78 4.42 -8.17 8.95 426 -8.82
. 0.0078 -0.0062 -0.9075%%*%* -0.0049 -0.0074 -0.909 1 ***
Size (Total Work
ize (Total Workers) 0.55 072 14,84 034 087 14.63
Female (Share of Labor) 0.0072*** 0.0024* 0.0155%** | 0.0073*** 0.0024* 0.0156%**
3.54 1.74 3.99 3.59 1.74 4.00
Sole Proprietorship -1.5502%** | -(0.4735%** 5.2549%*** -1.4924*** | -0.4635%** 5.2508%**
-8.40 -4.97 11.40 -7.70 -4.77 11.36
. . -1.2504%** -0.1428** 1.3266%**
Informality by Establishment
-8.92 -2.10 3.58
. -0.0172%** | -0.0019** 0.0090%*
Informal Worker
ormality by Worke 921 1.94 178
Semi-skilled Share of Labor 0.0094*** 0.0019 -0.0170*** 0.0084*** 0.0018 -0.0167***
3.54 1.20 -2.69 3.22 1.10 -2.66
Skilled Share of Labor 0.0122*** 0.0009 -0.0141*** 0.0095%** 0.0006 -0.0123***
7.03 0.96 -3.50 5.42 0.53 -2.95
Constant 3.1632%%* -0.7404*** | 96.4179%** 3.6503%%* -0.6804**%* 96.4245%*%*
8.51 -4.21 93.21 9.27 -3.37 91.70
No. of observations 10,344 12,546 12,999 10,339 12,544 12,996
R-squared 0.21 0.05 0.13 0.21 0.05 0.13

N.B.
t-statistics are presented below the corresponding coefficients.
*, ** and *** denote significance at the 10%, 5% and 1% levels, respectively.
See Appendix 1b for definitions and sources of variables.

Source: Authors’ estimation
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EUs led by older and better educated entrepreneurs or those that employ
a larger share of skilled and semi-skilled workers tend to perform better in terms
of output per worker and relative wages as well as produce a larger share of their
output to regional and international markets. Surprisingly, however, the size of
establishment, as given by the number of workers is not found to be significant as
a determinant of output and wage. However, it is significant in the case of local
market share, where, as expected, the results suggest that larger establishments
tend to produce smaller shares of their outputs for local markets. On the other
hand, not surprisingly, establishments of the sole proprietorship type tend to pay
lower wages, produce smaller output per worker and specialize in producing for
local markets. Finally, establishments with higher share of female workers tend
to perform better in terms of wage and output per worker, though they also tend
to produce a larger share of their output for local markets.

Even after controlling for all of the above variables, the marginal impact
of informality remains very strong, despite that, relative to the core estimates
of Table 8a, the estimated effects are smaller. Again, robust and significantly
negative marginal effects for informality on wages and output per labor for both
types of informality are found. However, while both measures of informality
were associated with local market specialization, the effect for the labor market
informality appears to be slightly weaker (significant at 10% level).

The above findings, however, may be affected by the possibility of selection
bias associated with informality. This is because, establishments choosing to be
informal or, more generally, formal, or informal establishments choosing to hire
all or part of their labor force informally, may have characteristics that make them
under-perform and/or specialize in producing for local markets regardless of their
informality attributes. In other words, the performance of these establishments as
well as their informality status or hiring decisions, may be driven by similar but
unobserved determinants.

The authors attempted to correct this potential selection bias by undertaking
a two-step estimation process, where the two informality variables of Tables 8a
and 8b are replaced with their respective residuals from the linear regressions
of Table 7. These residuals are orthogonal to the other right hand side variables
and may be interpreted as the component of informality that is not explained by
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EU characteristics, worker attributes or fixed effects. The results are broadly
similar. However, this is not within the framework of this particular study.
Therefore, this issue will be revisited in a future version of the research report.

Conclusion

Informality is quite prevalent in most Arab countries. This is worrisome
because it denotes misallocation of resources (labor in particular) and inefficient
utilization of government services. This may jeopardize the countries’ growth and
poverty-alleviation prospects. Cross-country evidence suggests that informality
is heterogeneous across Arab countries and that this heterogeneity is the result
of the diversity of informality’s underlying causes. In most Arab countries,
informality is related to a burdensome regulatory environment for formal firms.
In some countries — notably the United Arab Emirates, Algeria, Jordan and Egypt
- this is compounded by poor public services, particularly related to the provision
of law and order. Informality is exacerbated when the modes of production are
still primary and demographic pressures are strong — as it seems to be the case of
Egypt, Syria, and Tunisia.

Formal analyses of MSE surveys on four countries from the region
suggest that informality (for both establishment and labor alike) have had negative
marginal effects on MSE performance, even after controlling for establishment
characteristics and labor attributes. Moreover, informal MSEs have difficulty
tapping regional or international markets. Instead, they are likely to specialize in
producing for local markets.

The fundamental conclusion of this study is that informality has been
associated with lower growth, limited export potential and wider spread of
poverty. However, the question arises: Does this evidence, as compelling as
it may be, suggest that policy makers should intervene to eliminate, or at least
substantially curtail, informal economic activities?

The answer is a conditional yes, where the condition resides on the
mechanism of formalization. That is, the benefits of the policy intervention -
in terms of employment, efficiency, and growth - would reside on how informality
is reduced. Informality is sub-optimal with respect to the first-best case of an
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economy without excessive regulations and with adequate provision of public
services. However, informality is preferable to a fully formal but inflexible
economy that cannot bypass the distortions and rigidities induced by a burdensome
regulatory system. If policy makers in the Arab world resort to a formalization
strategy purely based on enforcement, it will likely lead to unemployment and
low growth. If, on the other hand, they base their strategy on improvements
in both the regulatory framework and the quality/availability of public services,
Arab economies will use their resources more efficiently, generate more formal
and diverse employment opportunities, and, consequently, grow faster.

Footnotes

@ According to the definition of the World Bank, the MENA region is comprised by 18 of the 22
Arab countries plus Iran (and Malta). The remaining four Arab countries are classified as Sub-
Saharan African countries.

@ The above four groups, respectively include: (a) the six member countries of the Gulf
Cooperation Council (Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, United Arab Emirates) and
Libya; (b) Algeria and Iraqg; (c) Egypt, Jordan, Lebanon, Morocco, Tunisia; and the West Bank
and Gaza; and (d) Comoros, Djibouti, Mauritania, Somalia, Sudan, and Yemen.

® For an excellent review of the causes and consequences of the informal sector, see Schneider
and Enste (2000). Drawing from a public-choice approach, Gerxhani (2004) provides an
interesting discussion of the differences of the informal sector in developed and developing
countries. The World Bank Latin American and Caribbean 2007 flagship report Informality:
Exit and Exclusion by Perry et al (2007), is the most comprehensive and in-depth study on
informality in the region.

® The above evidence is due to Avirgan, Bivens, and Gammage (2004) and the Economic
Research Forum (1998).

® See, for example, a recent analysis by Loayza (2007) for the case of the informal sector in
Peru.

© This assessment is attributed to the International Labour Organization SEAPAT Programme on
the Informal Sector.

™ The oil windfall directly benefited the oil-producing economies and indirectly the labor-
exporting countries of the region.

® These authors argue that the region as a whole, has seen little decrease in absolute poverty
measures since the early 1990s, and that the least developed countries in the region witnessed
large increases in poverty during this period, while some, like Yemen and Sudan, are among
the poorest in the world. Moreover, because the region experienced the lowest growth rates
among all developing region during the 1990s and part of this decade, progress in overall human
development has also slowed down.

© Although the female labor force participation in the region is still lower than in other regions,
it has risen rapidly from just over 18% in 1980 to more than 26% in 2004 (World Bank, 2008).
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@9 Dutch disease is an economic concept that tries to explain the seeming relationship between
the exploitation of natural resources and the fall of the manufacturing sector. The theory states
that an increase in revenues generated from natural resources will eventually de-industrialize a
nation’s economy by increasing the exchange rate, thereby, reducing the competitiveness of the
manufacturing sector.

() The data are retrieved from ILO’s LABORSTA Internet, http://laborsta.ilo.org. Asin Loayza
and Rigorini (2006), countries in Europe and Central Asia (ECA) are excluded from the sample.

12 See Loayza (1996) for an endogenous-growth model highlighting the negative effect of
informality through the congestion of public services.

3 This does not necessarily mean that informal firms are not dynamic or lagging behind their
formal counterparts. In fact, in equilibrium, the risk-adjusted returns in both sectors should be
similar at the margin. See Maloney (2004) for evidence on the dynamism of Latin American
informal firms. The arguments presented in the text apply to the comparison between an
excessively regulated economy and one that is not.

4 Also considered as proxy is the ratio of tax revenues to GDP. Despite the fact that the number of
observations drops considerably, the results were the same on the negative effect of informality.

(5 This is clearly shown in partial regression plots. They are not included here but are available
upon request.

(1 To be precise, a one-standard-deviation increase of the Schneider index, the Heritage
Foundation index, the share of self-employment, and the share of labor force not contributing
a pension scheme leads to a decline of 1.0, 1.0, 0.8, and 1.4 percentage points, respectively, of
per capita GDP growth. In the case of government expenditure, a decline is 0.6-0.9 percentage
point.

@1 The informality indicators and the control variables, particularly the Gini index and GDP per
capita, are clearly interrelated. Thus, they compete for significance in their relationship with
poverty. The informality indicators that may be most affected by this issue of multicollinearity
are those related to the labor force: self-employment and lack of pension coverage. This may be
the reason why their corresponding coefficients are not statistically significant in the regression
that includes GDP per capita. When the ratio of government expenditures takes the place of GDP
per capita, all informality indicators (including the labor-related ones) carry highly significant
coefficients, while the Gini index loses its significance.

(8 Details on definitions and sources of variables used are presented in Appendix la.

U9 This is constructed by first standardizing each component (to a mean of zero and a standard
deviation of 1) and then taking a simple arithmetic average. A composite index is used, rather
than the components separately, given the very high correlation among them.

29 See homepage: http://www.erf.org.eg/cms.php?id=home_page.

@) Authors follow the definition adopted in EI-Mahdi et al. (2004), whom the authors would like to
thank, along with Assaad, for this suggestion.

@ Another very critical feature of this type is that any income that is earned from the business
is considered the owner’s income. Therefore, sole proprietorship itself is not separately taxed on
its income.

@3 Unfortunately, the data set does not contain consistent data on educational attainment but skills
levels (unskilled, semi-skilled & skilled) are assumed to be closely correlated with educational
levels. The survey also contains data on age distribution of workers.
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Appendix la. Definitions and Sources of Variables, Cross-Country Regression

Variable

Definition and Construction [Source]

Schneider Shadow
Economy index

Estimated shadow economy as the percentage of official GDP. Average of 2001-2002 by
country. [Schneider 2004]

Heritage Foundation
Informal Market index

An index ranging 1 to 5 with higher values indicating more informal market activity.
The scores and criteria are: (i) Very Low: Country has a free-market economy with
informal market in such things as drugs and weapons (score is 1); (ii) Low: Country
may have some informal market involvement in labor or pirating of intellectual property
(score is 2); (iii) Moderate: Country may have some informal market activities in labor,
agriculture, and transportation, and moderate levels of intellectual property piracy (score
is 3); (iv) High: Country may have substantial levels of informal market activity in such
areas as labor, pirated intellectual property, and smuggled consumer goods, and in such
services as transportation, electricity, and telecommunications (score is 4); and (v) Very
High: Country’s informal market is larger than its formal economy (score is 5). Average
0f 2000-2005 by country.[Miles et al 2005]

Self Employment

Self employed workers as the percentage of total employment. Country averages but
periods to compute the averages vary by country. Average of 1999-2006 by country,
but countries in Europe and Central Asia (ECA) are excluded (Loayza and Rigolini
2006).[LABORSTA Internet. Data retrieved from laborsta.ilo.org]

Per Capita GDP Growth

Log difference of real GDP per capita (2000 US$). [World Development Indicators]

Initial GDP per capita

Real GDP per capita (2000 US$) in 1985, in logs. [World Development Indicators]

Initial Government
Expenditure

Ratio of general government final consumption expenditure to GDP in 1985.[World
Development Indicators]

Poverty Headcount index

The fraction of the population with income below a given poverty line. The poverty line
is $1 per person a day, converted into local currency using a PPP-adjusted exchange rate.
The latest/final year of each country’s poverty spell is used.[Loayza and Raddatz 2006]

Initial Gini index

A measure of income inequality ranging O to 100 with higher values indicating
more inequal income distribution. The initial year of each country’s poverty spell is
used.[Loayza and Raddatz 2006]

Law and Order

An index ranging 0 to 6 with higher values indicating better governance. Law and Order
are assessed separately, with each sub-component comprising 0 to 3 points. Assessment
of Law focuses on the legal system, while Order is rated by popular observance of
the law. Average of 2000-2005 by country.[ICRG. Data retrieved from www.icrgonline.
com]

Business Regulatory
Freedom

An index ranging 0 to 10 with higher values indicating less regulated. It is composed of
following indicators: (i) Price controls: extent to which businesses are free to set their own
prices; (ii) Burden of regulation / Administrative Conditions/Entry of New Business; (iii)
Time with government bureaucracy: senior management spends a substantial amount of
time dealing with government bureaucracy; (iv) Starting a new business: starting a new
business is generally easy; and (v) Irregular payments: irregular, additional payments
connected with import and export permits, business licenses, exchange controls, tax
assessments, police protection, or loan applications are very rare. Average of 2000-2005
by country.[Gwartney et al 2007. Data retrieved from www.freetheworld.com]

Average Years of
Secondary Schooling

Average years of secondary schooling in the population aged 15 and over. The most
recent score in each country is used, while figures are computed for countries data are
not available.[Barro and Lee 1993 and 2001, and authors' calculations]

Sociodemographic
Factors

Simple average of following three variables: (i) Youth (aged 10-24) population as the
percentage of total population; (ii) Rural population as the percentage of total population;
and (iii) Agriculture as the percentage of GDP. All three variables are standardized before
the average is taken. Average of 2000-2005 by country.[Authors' calculations with data
from World Development Indicators, LABORSTA Internet, and United Nations 2005]
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Appendix 1b. Definitions and Sources of Variables,
Micro-Level Regression
Variable Definition and Construction
Year after 2000 Number of years since 2000.
Age (Entrep.) Age of owner/manager.

Education (Entrep.)

Educational achievement of owner/manager (number of grades completed in all
types of formal education).

Size (Total Workers)

Enterprise’s total number of workers.

Female (Share of Labor)

Share of women in the enterprise’s workforce.

Sole Proprietorship

Dummy variable indicating whether the enterprise is conducted by a single
individual owner.

Semi-skilled Share of Labor

Share of semi-skilled workers in the enterprise’s workforce.

Skilled Share of Labor

Share of skilled workers in the enterprise’s workforce.

Informality by Establishment
(Not Registered, etc.)

Dummy variable indicating informality by establishment (=1 if an enterprise fails
any one of the following three requirements: that it is registered; licensed; and
has kept financial accounts).

Informality by Worker (%
of Workers without Social
Security)

Share of the enterprise’s workforce that does not enjoy social security coverage.

Scaled Relative Wage

Enterprise’s average wage, scaled by maximum in the country-year.

Scaled Relative Output per
Worker

Enterprise’s average output per worker, scaled by maximum in the country-year.

Share of Local Market

Share of the local market’s revenues that accrue to the enterprise.

N.B. Source: MSE surveys.




Journal of Development and Economic Policies

Volume 10-No.2 - July 2008 |

| Ibrahim Elbadawi & Norman Loayza 15 |

Appendix 2. Descriptive Statistics of Four Informality Indicators

Data in country averages; periods vary by informality measure.

Univariate (regression sample)

Variable Obs. Mean Std. Dev. Minimum Maximum
Schneider Shadow Economy index

(% of GDP) 84 32.960 14.7358.5 50.000 68.200
Heritage Foundatlpn Informal‘Market !ndex 36 3055 1251 1.000 5.000

(range 1-5: higher, more informality)
Self Employment (% of total employment) 57 26.204 12.0287.1 32 59.335
Non-contributor to Pension Scheme

(% of labor force) 70 53.198 33.4821.4 50 98.000

Univariate (full sample)

Variable Obs. Mean Std. Dev. Minimum Maximum
Schneider Shadow Economy index

(% of GDP) 145 34.838 13.2148.5 50.000 68.200
Heritage Found.atl_on InformaI_Market {ndex 159 3.409 1.201 1.000 5.000

(range 1-5: higher, more informality)
Self Employment (% of total employment) 86 25.158 12.1181.1 19 59.335
Non-contributor to Pension Scheme 110 55.999 31.9051 4 50 98.500

(% of labor force)

Bivariate Correlations between Informality Measures
Upper traingle for regression sample (in italics); Lower triangle for full sample
Variable Schneider Heritage Fndn. Self
Shadow Economy Informal Market Employment

Schneider Shadow Economy index 1.00 0.68%** 0.71%**

(% of GDP) 14584 83 55
Heritage Foundation Informal Market index 0.65%*x 1.00 0.88***

(range 1-5: higher, more informality) 132 159 | 86 57

0.65%%** 0.79%%* 1.00
Self Employment (% of total employment)
69 76 8657

Non-contributor to Pension Scheme 0.59%+ 0.7 0.88***

(% of labor force) 104 107 57
N.B.

Sample sizes are presented below the corresponding coefficients.

*** denotes significance at the 1% level.
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Abstract

Unemployment is one of the key policy challenges in Egypt. The unemployment issue in Egypt is
mainly about the educated youth seeking its first job. The mismatch of skills between job requirements and
the qualification of job seekers, the high reservation wage of new school leavers, and limited labor mobility
are at the root of the problem. The wage setting mechanism seems to be operating fairly efficiently in Egypt,
and non-wage costs — although relatively high - do not appear to be a binding constraint. Moreover, recent
legislation has on balance, increased labor market flexibility. Economic performance in Egypt has been
uneven, but even in periods of fairly robust growth, unemployment has remained stubbornly high. This
paper explores the job content of economic growth over the past decade and concludes that high growth may
not necessarily lead to a substantial decline in unemployment unless it is sustained, is generated by more
labor-intensive activities, and is accompanied by structural changes in the labor market.
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Introduction and Brief Historical Overview

Job creation is one of the most important challenges facing Egypt today.
Demography is part of the problem. Egypt’s population growth is not particularly
high by peer group standards, but Egypt has a young population and a large
number of young people enter the job market each year searching for first jobs.
Demand for labor is the other side of the problem. Economic performance has
been uneven in the past decade, but even in periods of high growth, the job content
of growth has not been strong enough to absorb new entrants to the labor market.
Disparities related to education, training and skills between the jobs offered and
the qualification of job seekers have also hampered employment, particularly
among the youth.

Until the mid-1970s, major public investment in heavy industries and
import substituting activities generated sufficient growth and employment.
Perhaps more importantly, the government’s guaranteed employment policy
absorbed the bulk of labor force entrants. Unemployment was low in the range
of 2-3% and youth unemployment was virtually nonexistent, masking large costs
and inefficiencies associated with a bloated public sector which surfaced later.

Following the adoption of more liberal economic policies in the mid-
1970s, the investment rate doubled by the end of the decade. While growth also
picked up from the mid-1970s in reaction to higher investment and productivity,
the job content of growth was weak. High inflation, an overvalued exchange rate
and a loose monetary policy lowered the cost of capital and encouraged capital-
intensive activities (El Ehwany, 2004). The need to modernize the Egyptian
industry hastened the process. The unemployment climbed to the 5-7% range,
despite a fairly robust economic growth, and unemployment among the young
and the relatively educated began to rise as the government began to curtail its
guaranteed employment policy (and ended it in the late 1980s).

The pick-up in economic activity in the oil-producing countries in the
region following the two rounds of oil price increases in 1973-74 and 1979-80
provided an important outlet for the Egyptian labor and helped partially defuse
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the labor market pressures at home. The foreign demand for Egyptian labor was,

however, largely concentrated at the extreme ends of the skill spectrum and
helped little in alleviating the problem of youth unemployment.

Since 1990, Egypt’s unemployment rate has remained stubbornly high,
in the range of 8-11%, through economic cycles, major structural changes in
the Egyptian economy, a number of external shocks, and various government
employment promotion schemes. Economic reforms in the early to mid-1990s
lifted the growth profile, but the employment content of growth was weak,
and the youth unemployment problem began to manifest itself forcefully. The
unemployment worsened in the early 2000s as economic growth stagnated.

Investment and growth picked up strongly from 2005 in reaction to a
broad-based economic reform program that the government began to implement
from mid-2004. A favorable external economic environment provided added
support. The growth surge since the end of 2004 has been reflected in higher
overall employment, especially in the more recent period as growth became
broad-based and more job-rich. According to Egypt’s national statistical agency,
the CAPMAS (The Central Authority for Public Mobilization and Statistics),
close to 2.5 million new jobs were created between the end of 2004 and March
2007 and the unemployment rate declined from 10.5% to 9% during this period.
However, the problem of youth unemployment remains undiminished.

Currently, an estimated 2 million Egyptians are out of work. The overall
unemployment measures, high as they are, do not sufficiently reflect the extent of
labor market pressures in Egypt, and in particular, the socio-economic problems

of high youth unemployment and widespread underemployment.

The aim of this paper is to analyze the job content of economic growth and
identify the key constraints to job creation in Egypt.

Labor Force and Unemployment
Characteristics of the Labor Force

Table 1 presents a snapshot of the Egyptian labor market as of 2006.
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Table 1. Snapshot of the Labor Market, 2006

Population 72.6 million
Population growth rate 1.9%
Labor force 21.9 million
Labor force/Population 30.2%
Unemployed 2.0 million
Unemployment rate 9.3%

Source: CAPMAS 2006 Population Census

The labor force in Egypt has been growing at about 2.8% per annum
in recent years, with the peer group entering the work force for the first time
growing at closer to 3% annually. The youth (15-29 age group) comprises 38%
of the labor force in 2005 (Figure 1a).

The labor force is heavily dominated by men (more than three fourths
of the total) because of low female participation rate (Figure 1c). According to
the 1996 census,® the overall participation rate was only 41% because of the
exceptionally low participation rate for women (13%). Other labor market surveys,
however, report higher rates of female participation, but still significantly lower
than those for males. The International Labor Office (ILO, 2006a)® reports a
female participation rate of 22% in 2005, compared to a male participation rate of
77%. Assaad (2002) reports an even higher (and probably more realistic) female
participation rate of 46% and a male participation rate of 72% in 1998, the latter
being comparable to the 1996 census estimate of 69%.®

The lower female participation rate reflects cultural norms as well as the
early exit of women from the labor force either to start a family, out of frustration
after a long job search, or both. However, most surveys suggest that female
participation has been inching upward as women are becoming better educated,
delaying marriage, and seeking to support family income. At the same time, the
participation rate for men has been declining as many young men unable to find
jobs may be inclined to extend their education.
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The education level of Egypt’s labor force is fairly low (about half has
less than intermediate schooling), but is improving (Figure 1d). The labor force’s
geographical composition reflects Egypt’s roughly 40-60 urban-rural population
divide which is growing in favor of the rural areas because of the higher rural
population growth and slower (and possibly reversal of) migration to the urban
areas (Figure 1b).
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Source: Calculated based on the CAPMAS data from three annual labor surveys: 1995, 2000 and 2005.

Figure 1a. Labor force by age (%)
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Source: Calculated based on the CAPMAS data from three annual labor surveys: 1995, 2000 and 2005.

Figure 1b. Labor force by area (%)
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Source: Calculated based on the CAPMAS data from three annual labor surveys: 1995, 2000 and 2005.

Figure 1c. Labor force by gender (%)
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Source: Calculated based on the CAPMAS data from three annual labor surveys: 1995, 2000 and 2005.

Figure 1d. Labor force by education (%)
The Nature of Unemployment

The unemployment problem in Egypt is more related to labor market
insertion (finding the first job) than getting back on the job ladder. It is more
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about the educated youth than the illiterate, unskilled middle age workers. The
problem is particularly acute among women and is worse in the urban areas.

According to the 2005 Labor Force Sample Survey compiled by
CAPMAS,® 92% of all those unemployed are below the age of 30. About half of
all the unemployed are in the 20-25 age group, the age when the youth enters the
job market for the first time after completing secondary or higher education. The
unemployment rate for the 20-25 year age group has been in the range of 30-40%
in the past decade with a declining trend as the “youth bulge” of the mid-1990s
is growing older and is moving forward in the age brackets (Figure 2a). There
is hardly any recorded unemployment in the over-30 age group, although this
peer group accounts for 62% of the labor force. Many frustrated job seekers, and
particularly women, exit the labor force by the time they are in their early 30s.

The unemployment rate among women is more than three times higher
than men (Figure 2c). A great majority of young educated women seeking
employment prefer government jobs and are willing to accept long job searches.
Women account for about 30% of government sector employees compared to
about 20% in total employment.® Women prefer government jobs because of its
security, flexibility, better working conditions, social security and other benefits,
most importantly maternity leave which is less common in the private sector.
However, with government jobs becoming scarcer, the search/wait time for the
new young entrants to the labor market has increased, contributing particularly
to the high rates of female unemployment and the early exit of women from the
labor force. Moreover, many better educated women are unwilling to work in the
low-pay, low skill informal sector.

The unemployment rate is higher among the better educated, particularly
among those with intermediate education (Figure 2d). There is hardly any recorded
unemployment among the illiterate and those with lower than intermediate
education.

The unemployment rates are slightly higher in urban areas as more people
in the rural areas can make subsistence living on the margins by working on
family plots or by engaging in small scale retail activities (Figure 2b). Partly as a
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result of long and costly job search in urban areas, the rural-urban migration flow
seems to have moderated, and has even reversed by some accounts.
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Source: Calculated based on the CAPMAS data in three annual labor surveys: 1995, 2000 and 2005.

Figure 2a. Unemployment rate by age (%)
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Source: Calculated based on the CAPMAS data in three annual labor surveys: 1995,
2000 and 2005.

Figure 2b. Unemployment rate by area (%)
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Figure 2c. Unemployment rate by gender (%)
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Figure 2d. Unemployment rate by gender (%)

The above characterization of unemployment in Egypt is heavily influenced
by young first-time job seekers. Focusing on the unemployed peer group that
had previously worked shifts the gender and geographical unemployment divide
dramatically against men in the urban areas. In 2005, more than 80% of them
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were men, over 70% resided in urban areas, and greatest number had worked in
service industries. However, since this peer group accounts for less than 1% of the
unemployed, no strong conclusions should be drawn, although these findings are
widely supported by anecdotal evidence. Moreover, many workers laid off in the
formal sector seek refuge in the informal sector and exit the unemployment pool.

One of the interesting characteristics of unemployment in Egypt is that
it is not necessarily associated with poverty. The bulk of the young and better
educated unemployed can afford a long job search with family support, but
the poor simply cannot afford to be out of work for long and many take refuge
in the low-pay informal market. The problem of the working poor in Egypt is
underemployment and low wages.")

According to El-Laithy et al (2003), “the Egyptian poor tend to live in
large families, have low levels of education, work in the informal sector and
be concentrated in low-paying unskilled activities”. The study concludes that
the level of education is the major determinant of poverty in Egypt: 28% of the
households headed by an illiterate are poor compared with only 8% of households
headed by a person with secondary education. In terms of employment status, El-
Laithy et al (op cit.) report that 20% of households headed by an unemployed
person are poor, only slightly higher than the 17% of households headed by a
salaried person that are poor. In fact, the largest share of the poor is among the
self-employed, mostly in the informal sector: 25% of self-employed households
in non-agricultural activities are poor.

Informal Labor Market

The informal sector acts as an important shock absorber to the formal
sector and has both counter-cyclical and pro-cyclical features. It serves as an
important source of low-pay employment where many poor and uneducated job
seekers take refuge. Because of its low-pay, low-skill nature, it is not an important
employment outlet for the better educated youth seeking their first jobs. It also
has pro-cyclical features as economic gains in the formal sector readily spill over
into production and employment gains in the informal sector.
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The informal sector in Egypt is estimated to account for roughly one-third
oftotal GDP, or about 40% of private sector GDP, assuming a 70-30 private-public
distribution of GDP. The informal sector’s share in private sector employment is
believed to be well above one half.

There are only scant estimates of employment in the informal sector.
A 1996 CAPMAS survey estimated employment in the informal sector at 4.8
million out of the estimated total employment of 15.5 million at that time. At
the current total employment level of roughly 20 million, that would translate to
6.2 million. In all likelihood, however, the share of the informal sector in total
employment has increased markedly in the past decade as the formal job market
had not been able to absorb all job seekers. Galal (2004) reports an employment
level of 8.2 million in the informal sector, much higher than the 6.8 million that
he estimates for the formal private sector.

Informal sector employment is dominated by wholesale and retail trade,
low- technology manufacturing, construction, and transport. Majority of these
activities are heavily dominated by men. A 1998 survey by the CAPMAS on
employment in the informal industrial sector reports that men account for 87%
of employment in this sector, with their share being as high as 99% in certain
activities within the sector. A more recent CAPMAS survey conducted in 2004
on the informal wholesale trade reports the share of male employment at 94%. On
the other hand, women dominate low-skill domestic help and personal services
in the urban areas, and micro-business activities and small-scale retail trade in
the rural areas. The informal sector is particularly appealing to women because
its flexibility allows them to balance their income needs with their household
commitments.

Recognizing the importance of the informal sector in income generation
and employment, and its flexibilities, a number of studies (see, for example
Rizk, 2004) have advocated policies to promote the informal sector, rather than
to force its formalization. Others (for example, Galal, 2004) have argued in
favor of formalization of the informal sector on the grounds that it promotes
efficiency and cost reduction by improving access to infrastructure, bank credit,
and markets. The informal sector covers a broad spectrum of activities and entity
sizes. It would probably make sense for certain activities and larger entities to be
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brought into the formal sector to increase their access to financing and markets,
while others (mostly microbusinesses) would need to retain their flexibility in the
informal market.

Egypt in a Regional Context

Egypt’s rapid growth of labor force is not unique among its peer group
in the Middle East and North Africa (MENA) region (Figures 3 and 4). At 2.8%
per annum, the labor force growth rate in Egypt over the past decade has been
somewhere in the middle of the range for the MENA region. Algeria, Iran, Jordan
and Syria have recorded higher rates of labor force growth, mostly attributed
to the growing number of women in the labor force. The participation rate of
women in Egypt, however, is the lowest among the peer group.

Average Annual Growth Rate of Labor Force (1996-2005), Aged 15-64
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Source: Calculated based on ILO estimates.

Figure 3. Labor force growth rates of MENA countries
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Labor Force Participation Rate (%) in 2005, Aged 15-64
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Source: Calculated based on ILO estimates.
Figure 4. Labor force participation rate of MENA countries

High unemployment is a regional phenomenon; many MENA countries
facing rapid population growth with a young age profile are facing a similar
problem (Figure 5). High as it is, and notwithstanding measurement problems
and differences, the unemployment rate in Egypt is at the lower end of the range
of the MENA countries. However, the acute problem of female unemployment
stands out in Egypt (only surpassed by Syria) despite the low female participation
rate.
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t Unemployment rates in 2003, except for Algeria, Jordan and Turkey which are for 2004. The age coverage is 15+,
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2 Not available by gender.
Source: ILO database (2006a).

Figure 5. Unemployment rate of the MENA region countries.
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Measuring Unemployment in Egypt

While there is no dispute that unemployment is a major socioeconomic
challenge in Egypt, estimates of the unemployment rate vary. There are
even divergent views among analysts regarding the trend and direction of
unemployment.

There is a narrow and a broad definition of unemployment. The narrow
definition considers as unemployed all individuals aged between 15 and 64 who
are physically able to work, want to work, and have been actively searching

for jobs during the reference period before the survey (a week, a month, or
longer), but could not find work. The official employment survey data compiled
and published by the CAPMAS are based on this narrow definition, where the
reference job search period is the week preceding the survey. The broad definition
drops the search criterion, and includes as unemployed both the searching and
non-searching jobless individuals.

While the International Labor Organization (ILO) has recommended the
narrow measure, it recognizes that the broader concept may be more appropriate
in countries or situations “where the conventional means of seeking work are of
limited relevance, where the labor market is largely unorganized or of limited
scope, where labor absorption is, at the time, inadequate, or where the labor force
is largely self-employed” (ILO, 1982). The Egyptian labor market conditions fit
these criteria fairly closely. The narrow definition with a short reference period
(say, a week, as used by the CAPMAS) may be viewed as the lower bound for
unemployment, and the broad definition as the upper bound. As the reference
period prior to the survey increases, the unemployment rate will exceed the lower
bound, but will remain below the upper bound.

Why would an unemployed person stop job search and would this have
any bearing on the definition of unemployment? Kingdon and Knight (2006)
offer two possible explanations. One explanation (“taste for unemployment”)
is that families (and less ambiguously, the higher-income families) can support
their unemployed members and consequently there is an incentive for the
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unemployed to consume more leisure. In this case, as in the narrow definition,
it makes sense not to count non-searching individuals as unemployed because
they have chosen voluntarily to consume more leisure indefinitely. According to
the second explanation (“discouraged worker”), the frustrated job seekers stop
job search when the duration of unemployment becomes long and the economic
conditions are not favorable. In this situation, the broad definition is perhaps more
relevant because the condition of “actively searching for a job” is misleading as
the unemployed individual may have chosen to exit the labor force permanently.
There is evidence of both of these features in the Egyptian labor market.

There could also be other explanations for stopping job search. In the
transition toward a market-oriented economy, the private sector plays an
increasingly larger role as the government sector retreats. In the process, a
new class of economic elites gradually emerges, dominating many aspects of
economic activity. It is often the case that the ability to secure a job in the formal
market might hinge on the access to these elites. In this case, even if the economic
and labor market conditions might not be particularly unfavorable, the lack of
access to “job holders” makes the job search less productive. The Egyptian labor
market also exhibits this feature which could explain the lack of job search by
the unemployed and their early exit from the labor force even under favorable
economic conditions.®

What is the best measure of unemployment in Egypt?

According to the official CAPMAS data, the unemployment rate has
been fairly steady in the range of 9-11% in the last decade during peaks and
troughs of economic cycles. The CAPMAS data, based on the narrow definition,
may be taken as the lower bound of the unemployment rate, as discussed earlier.
Comparable data are not available for the broad definition of unemployment.
The only estimates of unemployment based on the narrow and broad definition
are offered by Assaad (2006) using longitudinal microeconomic data collected
from the Egypt Labor Market Panel Survey conducted in 2006 as a follow-
up to the panel survey of 1998. According to Assaad, the unemployment rate
declined from 11.7% in 1998 to 8.3% in 2006 based on the narrow definition, and
from 13.8% to 8.7% during the same time frame based on the broad definition.
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Irrespective of the definition, Assaad’s surveys suggest a fairly significant decline
in the unemployment rate since the late 1990s, which is not borne out to the same
extent by the official CAPMAS data. Of course, the CAPMAS cross-section data
for a specific period and the longitudinal data used by Assaad are not comparable,
and Assaad’s measurements are only available for the two reference periods of
1998 and 2006.

The CAPMAS employment data also mask the significant degree of
underemployment among those classified as employed. For example, in the

reference week before the 2005 Labor Force Sample Survey (Table 2), only

60% of those reported employed actually worked a full week of 45 hours or
more. The ratio was significantly lower in rural areas and among women.

Table 2. Average Hours Worked per Week by Gender and Area, 2005 (%)

<5 5- 10- 15- 25- 35- 45-

M 0.3 0.3 0.2 1.6 3.8 20.3 73.4

Urban F 0.3 0.8 2.2 1.7 4.0 37.8 53.1
T 0.3 0.4 0.6 1.6 3.8 234 69.8

M 0.2 0.2 0.3 3.1 6.8 27.8 61.2

Rural F 0.3 2.2 16.8 15.0 15.0 255 24.8
T 0.2 0.6 3.7 5.6 8.5 27.3 53.7

M 0.3 0.3 0.3 2.5 55 24.6 66.3

Total F 0.3 1.7 11.3 10.0 10.9 30.1 355
T 0.3 0.5 2.4 3.9 6.6 25.7 60.4

Source: Calculated based on the CAPMAS unpublished data.

Institutional Framework of the Labor Market: Is it Flexible
Enough?

Job creation in many countries facing high unemployment, is hampered
by labor market rigidities and inefficiencies. Many of these typical rigidities -
inflexible wage structure, high minimum wages, high non-wage costs, strong
unionized activity - are either not an issue or are not a binding constraint in
the case of Egypt. Employment outside the public sector is dominated by the
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agricultural sector and the large and growing informal sector, both of which
traditionally follow flexible market rules. The wage setting mechanism seems
to be functioning fairly efficiently in the private sector, with adequate wage
differentiation across sectors and skill levels. The unionized sector is small
and unionized activities (collective bargaining and industrial actions), although
increasing noticeably in the past 2-3 years, are still fairly limited.

There are no minimum wages in the private sector. Labor Law 12/2003
established a National Council of Wages to set the minimum wage every year and
even stipulated an annual increase of no less than 7%. However, the Council has
not issued any decisions since its inception.

Wages in the private sector are set largely by the interplay of supply and
demand for labor. Wage flexibility is best evidenced by the erosion of real wages
in the private sector during the second half of 1990s when economic activity
stagnated (Figure 6). Private sector real wages increased in 1999-2000 before
stagnating again. It is only since 2003-3004 that real wages in the private sector
have begun to firm as demand for labor has picked up. Real wages in the public
sector (government and public enterprises) broadly tracked those in the private
sector during the 1990s, but have grown much faster since 2000. By 2005, average
nominal wages in the public sector exceeded those in the private sector by one-
half. Within the overall sluggish private sector wage growth, there are pockets of
strong labor demand and wage pressure for certain high skill activities, especially
during the boom years of 2006-2007.
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CAPMAS official website.

Figure 6. Real wages in the public and private sectors, 1995-2005

Social security benefits are provided under various laws in Egypt. Law
79/1975 establishes retirement and disability pensions and survivor benefits
for government and public sector employees and those employed in the formal
private sector. Contributions are set at 25% (10% paid by the employee and 15%
by the employer) of the base wage. Additionally, there is a remuneration scheme
paid as a lump sum upon retirement, financed by a 5% contribution (3% paid by
employee and 2% by employer).

Law 108/1976 establishes pension, retirement and disability benefits for
employers and self-employed persons. The contribution rate is 15% of income.
Law 112/1980 provides old age, disability and survivor benefits to causal and
temporary workers - many of whom would be employed in the informal sector -
as a budget-funded social safety net. The contribution rate is a flat LE 1 (currently,
$US 0.20) per month (in effect since 1992) and benefits are payable at the flat rate
of LE 80 per month. Unemployment benefits are financed through an employer’s
contribution of 2% of basic wage.

Law 12/2003 also establishes an emergency fund to provide financial
support to dismissed workers for a limited time, financed through a 1% fee
imposed on basic wage paid by the employer.
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Non-wage labor costs (employer’s contributions toward social security,
sickness, unemployment, disability, and survivor benefits) are high in Egypt.©®
However, they do not appear to be a major constraint to employment. Non-wage
costs in the large and growing informal sector are minimal. Even in the formal
sector, many employers refuse binding contracts to avoid the high cost of the
social security system (El-Megharbel, 2007). Moreover, even in case of formal
contracts, the high social security costs have encouraged both employers and
employees to under-report wages.

Recentlegislation has strengthened the institutional and legal framework of
the labor market. In particular, Law 12/2003 provides more freedom to employers
in direct hiring and firing, the use of temporary or fixed term contracts, and the
power to modify contracts.® At the same time, it allows the employees the right
to strike (under restrictive conditions) and to engage in collective bargaining
(for firms with more than 50 workers). The law also stipulates compensation
benefits and severance pay, and offers female workers maternity leave, child care
provisions and restrictions on working hours. In essence, Law 12/2003 aims at
striking a balance between labor market flexibility, which it recognizes as an
essential ingredient for employment generation, and the protection of labor rights.
The consensus is that the Law has introduced greater flexibility in that part of the
private labor market which is governed by formal employment contracts and
established practices.

Assaad (2002) estimates, however, that about 80% of new jobs created in
the nonagricultural sector are not covered by contracts. The share of non-contract
employment might have even increased as firms try to maintain their flexibility.
Most of the informal sector remains outside the purview of the labor law.

The major factor impeding employment in Egypt, particularly of its
educated youth, is the skill mismatch between the job requirements and the
qualifications of job seekers.? According to business surveys (see, for example,
ECES (2007)), insufficient skill workforce is one of the major constraints affecting
businesses. Most of the jobs created domestically or abroad either require no
skills or demand high technical skills which the first time job seekers do not
possess. The technical skill shortcoming among the secondary school graduates
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is mainly the outcome of an outdated, rigid and inefficient education system.
Moreover, with the comforts of a family support network, the educated youth has
a relatively high reservation wage and is not particularly mobile. The high cost of
living in cities, and the difficulties and costs of commuting to urban centers have
tended to discourage rural-urban migration in search of jobs, particularly among
women.

The problem of skill mismatch is not unique to Egypt. In fact, many labor
surplus developing countries have similar experiences. Rama (1998) estimates
“matching functions” for Tunisia and concludes that the matching process is
particularly inefficient for the unskilled and first time job seekers. The “mismatch
problem” is not even unique to the developing countries. The problem of over-
education and the mismatch between job demand, and education and skill specific
labor supply have also been studied extensively in the industrial countries.®? The
skill mismatch problem and remedies are specialized issues which go beyond the
scope of the present paper.

Job Content of Economic Growth, 1995-2005

Egypt’s strong economic recovery since 2004 and its stubbornly high
unemployment rate have brought into focus the relationship between economic
growth and unemployment. This relationship has two components: (a) the
relationship between economic growth and employment growth; and (b) the

link between employment growth and the unemployment rate. Economic factors
mainly drive the first, while demographics and other factors that influence labor
supply drive the second.®® Since the labor force growth in Egypt has been
fairly stable in the past decade, the relationship between economic growth and
employment growth has become the core issue in the debate on unemployment.

While this relationship has been examined for a number of individual
countries and country groups,' the present study is the first attempt to investigate
the employment intensity of economic growth at the aggregate as well as at the
sector level for Egypt.
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Why is it that employment growth in Egypt has been relatively subdued
during periods of high economic growth? There are at least three plausible
explanations:

* Firstly, the economic growth has been unbalanced across sectors and
many of the growing sectors of the economy have low job content because
of the type of technology employed. It is only in the more recent period that
job-rich sectors (agriculture and construction) have been contributing more
to the overall economic activity.

* Secondly, many firms react to growing activity by increasing labor
utilization rather than increasing employment. In this case, a much higher
economic growth and of a longer duration would be needed to convince the
firms to hire more labor.

* Thirdly, employment could be more of a lagging economic indicator than
a coincident one. If the economy exhibits inconsistent economic growth,
as has been the case in Egypt, employment might not increase significantly
during boom periods because a slow-down is expected to follow. In this
case, longer periods of high and sustained economic growth would be
required for the employment to increase significantly.

Mapping Economic and Employment Growth
Table 3 tabulates the simple average and the standard deviation of

economic growth and employment growth during the period 1997-2005 for all
sectors. It also shows the weight of each sector in GDP and employment.
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Table 3. Summary Statistics on Growth and Employment, 1997-2005

GDP Employment
Average Growth Average Growth
Weight Rates (%) Weight Rates (%)
Mean Std. Dev. Mean Std. Dev.

Agriculture 15.18 341 0.84 29.78 2.49 5.41
Industry & Mining /Manufacturing 19.47 5.26 2.87 12.04 0.71 5.92
Petroleum & Products/Mining 6.75 -0.08 3.98 0.26 -0.52 32.24
Electricity, Gas & Water 2.38 7.18 0.91 1.24 3.29 7.32
Construction 5.24 3.24 4.54 7.72 4.76 6.74
Total Commodities 49.03 3.73 1.10 51.05 2.30 3.22
Transportation & Communications 7.37 5.59 1.25 6.32 4.70 4.97
Trade, Hotels & Restaurants 19.32 5.24 3.79 13.59 3.31 6.79
Finance 4.14 4.81 2.47 1.09 -0.47 8.22
Other Services 20.22 4.27 0.74 27.90 2.58 3.37
Total Services 51.06 4.86 1.62 48.89 2.93 2.95
Grand Total 100 423 1.09 100 2.54 0.79

Source: Calculated based on data from the CAPMAS annual labor surveys and the Ministry of Economic Development
(various years)

Employment growth for the economy as a whole, averaged 2.5%, with the
service sectors contributing more than the commodity sectors. The construction
sector and the transport and communication sector experienced the highest
employment growth, while employment in the petroleum and mining sector, and
in the financial sector actually declined. All sectors had higher standard deviations
of employment growth than the economy as a whole. Excluding the two sectors
with declining employment, the standard deviation of employment growth was
in the range of 3-7%. This might suggest that the idiosyncratic shocks that have
affected the petroleum and mining, and finance sectors are considerably more
important than the common shocks that have hit all sectors.®®

On the growth side, real GDP growth averaged 4.2%, with a larger
contribution coming from the utilities, manufacturing, and service sectors. The
construction sector followed by trade, hotels and restaurants sector - all high
employment activities - exhibited the highest volatility. Again, it seems that the
idiosyncratic shocks that influenced these sectors were more important than the
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systematic shocks affecting all sectors. In addition, these sectors usually exhibit
notable differences in cyclical sensitivity.

Sectoral Contributions to Employment and Economic Growth

The contribution of each sector to employment growth and economic
growth over the period 1995-2005 are shown in Figures 7 and 8 below.!® The
employment intensity of economic growth at the sector level may be summarized
as follows:

* Trade, hotels and restaurants; and transportation and communication
contributed highly to both employment growth and economic growth;

* Industry and mining contributed more to economic growth compared to
their contribution to employment growth;

* Construction and agriculture contributed less to economic growth and more
to employment growth; and

* The remaining sectors had a low contribution to both economic growth and
employment growth.

Other Services, Agriculture, 22.1% Manufacturing,
28.4% I 204
Mining, -0.3%

Finance, -2.6%
Electricity, Gas,
Water, 1.8%

Transportation &

Communications, - Construction,
Q8% Trade Hotels & 16.2%
Restaurants,
21.9%

Source: Calculated based on data in the CAPMAS annual labor surveys.

Figure 7. Sector contributions to employment growth, 1995-2005



Volume 10-No.2 - July 2008 Journal of Development and Economic Policies

| 102 Mohamed Hassan & Cyrus Sassanpourl

Other Services, A griculture, 10.6%
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Industry &
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Trz Electricity , Gas,
Trade, Hotels & Construction , W ',,. 9%
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Source: Calculated based on data from the Ministry of Economic Development (Various years).

Figure 8. Sector contributions to real GDP growth, 1995-2005

In the decade 1995-2005, the economy created about 4.3 million
jobs, with the service sectors accounting for 2.5 million and the commodity
sectors for the rest (Table 4 and Figure 9). Within the commodity sector, the
construction and agriculture sectors accounted for virtually all of the increase
in employment. Interestingly, the manufacturing sector contributed negatively
to cumulative employment through 2004. There could be a number of reasons.
Overall investment in the manufacturing sector had been sluggish until recently.
Investment in state owned industrial firms has declined significantly in recent
years, and private investment has lagged behind. In addition, investment has been
biased toward those sectors that employ capital-intensive technology (Fawzy,
2002).47
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Table 4. Cumulative Increases in Employment as of 1995 (thousands)
1997 1998 1999 2000 2001 2002 2003 2004 2005
Agriculture -75.1 -203.6 | -219.3 70.9 -15.7 | -1125 385 931.9 | 9459
Mining 1.3 28.3 6.7 6.7 18.8 3.8 -8.7 -8.7 -11.7
Manufacturing -12 -103.3 62.1 -97.3 -305 | -74.8 | -168.6 | -60.4 84.2
Electricity, Gas & Water 259 36.6 40.2 424 43.4 75 61.9 51.7 78.5
Construction 195.7 329.9 362.9 | 401.4 | 391.2 | 357.9 | 383.8 | 442.3 | 692.6
Total Commodities 135.8 87.9 252.6 | 424.1 | 407.2 | 249.4 | 653.4 | 1356.8 | 1789.5
Trade, Hotels &
Restaurants 392.8 656.8 749.7 705.8 | 880.2 |1069.9 | 882.3 | 1016.3 | 937.5
Transportation &
Communications 205 51.4 157.5 223.3 | 2395 | 230.2 | 242.6 | 268.7 420
Finance -102.7 -108.4 -97.5 -97.1 -83.3 -63.2 -82.8 -86.9 | -1135
Other Services 276.8 437.5 629.9 | 888.2 | 1052.8 | 1311.6 | 1366.1 | 1105.6 | 1216.9
Total Services 587.4 1037.3 | 1439.6 | 1720.2 | 2089.2 | 2548.5 | 2408.2 | 2303.7 | 2460.9
Grand Total 7719 1124.8 1692 2145 | 2498.5 | 2798.1 | 3060.5 | 3659.3 | 4283.6
5000
4000
3000
2000
1000 -
I] -
1995 1997 1998 1999 2000 2001 2002 2003 2004 2005
‘ B Commodities IScrviccs|

Source: Calculated based on data in the CAPMAS annual labor surveys.

Figure 9. Contributions to cumulative employment increases
as of 1995 (thousands)
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Quantifying the Relationship Between Employment
Growth and Economic Growth

Regression Analysis. Several studies have estimated employment
elasticities with respect to economic growth at an aggregate level. Boltho and
Glyn (1995) found elasticities of employment in the 0.5-0.6 range for a subset of
OECD countries. Walterskirchen (1999) estimated an employment elasticity of
0.65 for the EU using a cross-country analysis for the period 1988-1998.

Similar to Boltho and Glyn (1995), the authors estimate the elasticity of
employment using the following simple equation:

A log Employment = BA log RGDP + yDum 1996 + ¢

where RGDP is real GDP,*® and Dum 1996 stands for a dummy variable that takes
on the value of one in 1996, the census year, and zero in other years.!® The data
cover the period 1992-2005.

A log Employment = 0.585 A log RGDP - 3.149 Dum 1996
(9.57) (-3.07)

The employment elasticity is estimated at 0.59 and is statistically
significant at 1% level (t statistics in the parentheses).® The adjusted R? is 0.36.
Breusch-Godfrey test indicates that there is no autocorrelation. While this analysis
is partial and not structural, it still has useful policy implications.

Arc Elasticities. In the absence of sufficiently long sectoral data, the arc
elasticity is used to measure the employment intensity of economic growth (Table

5).

Table 5. Arc Elasticities of Employment, 1995-2005

Employment
Growth Rate Growth Rate Elasticity
(%) (%)
Commodity sectors 37.2 194 0.52
Service sectors 48.4 31.0 0.64
GDP 42.4 249 0.59

Source: Calculated based on data from the CAPMAS and the Ministry of
Economic Development (various years).
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While the elasticities for most individual sectors cannot be relied upon
because of the volatility that these sectors have exhibited in employment growth,
in economic growth, or both, the elasticities for the commodity sector, the
services sector, and the economy as whole may be used with some confidence.
The elasticity for the economy as a whole is found to be 0.59, identical to the
estimate obtained in the regression analysis. The elasticity for services sector
(0.64) exceeds that for the commodity sector (0.52). The relationship between

the elasticity of employment with respect to GDP and the elasticity of productivity
with respect to GDP is worth highlighting. As expected, the productivity
elasticity® for the commodity sectors (0.48) is higher than that for the service
sectors (0.36). This implies that in a growing economy, while the employment
gains in the service sectors exceed that of the commodity sectors, the productivity
increases in the commodity sectors exceed that of the service sectors.

[lustrative Scenarios of Unemployment, 2006-2011

Akey policy question in Egypt is how high an economic growth trajectory
would ensure a sustained fall in the unemployment rate. The link between
economic growth and the unemployment rate may be further disaggregated into
the following subset of questions:

* What minimum growth rate would prevent the unemployment rate from
rising from its present level and what additional growth would be necessary
to reduce the unemployment rate?

* What would be the impact of structural changes in the production-labor
relationship on the unemployment rate, and how much higher the economic
growth would have to be to compensate for the lack of structural changes?

These questions are addressed by developing five illustrative scenarios
for the next five years, using 2006 as the base.?? The “low uneven growth” and
the “high sustained growth” scenarios are the two extremes. The former is based
on the pattern of uneven economic growth that has characterized the Egyptian
economy in the past quarter of the century. Real GDP growth averaged 4.4%
over the period 1992/93-2005/06, with three years of relatively low growth
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(less than or equal to 3.2% per annum) and two years of relatively high growth
(higher than or equal to 5.7%).?® The high growth scenario is based on an annual
growth rate of 7%, close to the rate recorded in the past two years. The “neutral”
scenario highlights the conditions under which the unemployment rate would
remain basically unchanged over the period. Finally, there are two benchmark
scenarios where the employment implications of the same economic growth are
investigated with and without structural changes in the relationship between
employment growth and economic growth.

All scenarios assume an annual labor force growth rate of 2.9%, equal
to the average growth over the period 1998-2005. All scenarios are based on
an employment elasticity of 0.59 with the exception of the second benchmark
scenario which assumes a higher employment elasticity as a proxy for structural
changes that improve labor absorption.

For quantifying these scenarios, the authors first calculated the end
of period (2011) labor force and real GDP?% and then used the employment
elasticity to translate the accumulated economic growth into employment growth.
Subsequently, the end of period unemployment rate is calculated (Table 6 and
Figure 10).

Table 6. Illustrative Scenarios for Unemployment, 2006-2011

Assumptions
2006 2011 2006-
2011
Annual
Unemp. | GDP Annual
Emp. Unemp. Rate | Growth | Elasticity
Labor
Unemp. (%) Rate
Labor Labor o Force
Emp. Force Unemp. Rate Force (%) Growth
Low growth | 19:877.329 | ) o174 | 2:040,100 (;/03) 22,715,575 | 9585205 | 2569630 | 102 | 443 0.59 Rate
Neutral : 22,940,114 2,345,091 9.3 475 0.59 (%)
Benchmark 1 23,477,241 1,807,965 | 7.2 5.50 0.59 29
Benchmark 2 24,453,488 831,717 33 5.50 0.75
High growth 24,598,304 686,901 2.7 7.00 0.59

Source: Authors’ estimates of 2011, based on 2006 data from the CAPMAS and the Ministry of Economic Development
(various years).
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Figure 10. Illustrative scenarios for unemployment rate, 2011

“Low uneven growth” scenario. This scenario assumes that the real GDP
grows by 4.4% per annum (the average growth rate over the period 1992/93-
2005/06) over the coming five years. In view of growth rates of around 7% in
2006 and 2007, it implies annual growth rates of around 3.5 % per annum during
2008-2011. While the likelihood of this scenario is fairly slim, it sheds light on
the risks attached to large cyclical swings that Egypt has experienced in the past.
This is the only scenario under which the unemployment rate increases from
9.3% in 2006 to 10.2% in 2011.

Neutral” scenario. An economic growth rate averaging 4.8% per annum
would keep the unemployment rate unchanged at the 2006 level.

Benchmark scenario without structural change. This scenario assumes that
real GDP will grow at its roughly estimated potential rate of 5.5% per annum.®
According to this scenario, the unemployment rate would decrease moderately to
7.2% by the end of the period, which is still relatively high.

Benchmark scenario with structural change. While this scenario
maintains the assumption of an economic growth of 5.5% per annum, it further
assumes that structural changes would raise the employment elasticity to 0.75.
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This could happen, for instance, by using policies to channel the economic
growth into those sectors with higher employment elasticities. The likelihood of
this scenario hinges on the early introduction of a package of medium and long-
term policies. It is unlikely, however, that such a policy could produce a dramatic
change in employment elasticity in the medium term. Nevertheless, the point is to
stress that the impact could be indeed substantial as the unemployment rate under
this scenario plunges to 3.3% by the end year.

“High sustained growth” scenario. What additional growth would
compensate for the absence of structural changes? This scenario suggests that an
average growth rate of 7% per annum would reduce the unemployment rate to
around the same level by 2011 as in the previous scenario. Naturally, the impact
would be even more significant if combined with structural changes that raise the
employment elasticity.

Robustness of Results to Changes in Labor Force Growth Rate

The analysis so far has focused on labor demand. All illustrative scenarios
are based on the assumption that the labor force growth rate remains fixed at 2.9%.
How sensitive are the scenarios to an increase in the labor force growth arising,
for example, from a gradual increase in the participation rate? This could happen
if, for example, the higher economic growth (and employment) were to result in
higher wages that exceed the reservation wages of those who have temporarily
exited the labor market, especially women.

Again for illustrative purposes, the unemployment scenarios above are
simulated for the effect of a gradual increase in the participation rate to 52% by
the end of the projection period, compared to 49% in 2005. Such an increase
in the participation rate would be consistent with a gradually rising labor force
growth of 3-3.5% during the period, averaging 3.3% over the period, compared
to 2.9% under the previous set of scenarios. This is under the assumption that the
population growth rate of the 15-64 age bracket would remain constant over the
period. Most of the increase in the participation rate would be expected to come
from an increase in the women participation which, as already discussed, is quite
low. Specifically, female participation is assumed to increase from 21.6% in
2005 to about 26%, while the male participation rate remains constant.
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Table 7. Illustrative Scenarios of Unemployment under Higher Labor Force Growth

Assumptions
2011
2006-2011
Unem Annual GDP
Emp. Unemp. P. Growth Rate Elasticity Annual
Rate (%) N
(%) Labor
Labor Force Force
Low growth | 22,715,575 | 25,780,493 | 3,064,918 11.9 443 0.59 Growth
0,
Neutral 23,372,198 2,408,295 9.3 5.36 0.59 Rat:geé/o)
Benchmark 1 | 23,477,241 2,303,252 8.9 5.50 0.59
Benchmark 2 | 24,453,488 1,327,005 5.1 5.50 0.75
High growth 24,598,304 1,182,188 4.6 7.00 0.59

Source: Authors’ estimates of 2011, based on 2006 data from the CAPMAS and the Ministry of Economic Development
(various years).
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Source: Authors’ estimates; and CAPMAS data.

Figure 11. Illustrative scenarios of unemployment under higher
labor force growth, 2011

Table 7 and Figure 11 highlight the sensitivity of the abovementioned
results to a possible increase in the labor force growth rate. With a higher labor
force growth rate, other things equal, the unemployment rate under the low growth
scenario increases to about 12% (10.2% previously). In the neutral scenario,
the economic growth required to keep the unemployment rate unchanged at its
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2006 level rises to 5.4% instead of 4.8% previously. The benchmark scenario
without structural change would lead to only a slight decrease in the unemployment
rate from its 2006 level, but would decline more significantly with structural
changes that increase labor absorption for the same rate of economic growth.
Finally, with the rising labor force growth, the decline in the unemployment rate
under the high growth scenario (to 4.6%) would significantly exceed the rate
under the constant labor force growth scenario.

Conclusion

The unemployment rate in Egypt has been persistently high in the last
decade, with the problem being most acute among the better educated youth.
There are various (and often incomparable) measures of the unemployment rate,
and the official measure of around 9-10% possibly forms the lower bound. Apart
from the measurement problem, there is also wide evidence of under-employment
in the formal sector.

The Egyptian private labor market is fairly efficient. There is no binding
minimum wage; wages are flexible; non-wage costs (although significant) are in
most cases non-binding; and employers follow fairly liberal hire/fire practices.
The lack of employment opportunities for the young, first time job-seekers arises
from a host of other factors, including: the skill mismatch, a high reservation
wage, and limited labor mobility.

The unemployment issue has both supply and demand dimensions. On
the supply side, the issues are the rapid growth of the labor force and the young
age profile of the population. On the demand side, the uneven overall economic
performance and the low job content of growth are the key issues.

The paper explores the interaction of supply and demand for labor. Given
the stable growth of the labor force, it focuses on the employment intensity
of economic activity at the sector level. Within an uneven overall economic
performance of the last decade, the paper argues that the growing sectors of the
economy are not necessarily those that contribute significantly to employment
generation.
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The paper presents a set of illustrative medium-term scenarios to highlight
the employment impact of economic growth and structural changes in the labor
market. The trade-off is fairly significant: in the absence of structural changes to
improve the employment response. Much higher rates of economic growth would
be required to increase employment. The illustrative scenarios also suggest that
the decline in unemployment associated with rapid economic growth would be
substantially less if the labor force begins to expand even slightly faster than what
has been the case in the recent past. A clear implication is that high economic
growth may not necessarily lead to a substantial decline in unemployment unless:
(a) it is sustained; (b) it is generated by sectors with high employment content;
and (c) it is accompanied by structural changes in the labor market.

Maintaining high rates of growth requires higher rates of investment
and improvements in the efficiency of investment. Increasing the employment
response to growth requires policies to promote activities and sectors which have
large labor content (services, construction, agriculture). Structural changes in

the labor market would include measures to improve skill levels (vocational
training, on-the-job training, upgrading the education system) in line with the
changing requirements of the labor market. These are not short-term issues.
Addressing the unemployment problem in Egypt, especially among its youth, is
a generational issue with a high socioeconomic trade-off.

Footnotes
® National census is conducted every ten years. The full results of the 2006 census are not yet
available.
@ 1LO database.

® Assaad’s survey extended the coverage to subsistence activities (agriculture and animal
husbandry) which more than doubled the female participation rate.

@ See also Galal (2002), Radwan (2002), Van Eekelen et al (2001), and ILO (2006b).

® The CAPMAS conducts annual (and since 2004, quarterly) labor market surveys, except in
census years when the census results are used. The CAPMAS has also conducted three special
labor market surveys, in 1988, 1998 and 2006, but the results are not fully comparable.

® For a review of civil service employment and wage policy, see Handoussa and El Oraby
(2004).



Volume 10-No.2 - July 2008 Journal of Development and Economic Policies

| 112 Mohamed Hassan & Cyrus Sassanpourl
™ See also Awad (2003), El Ehwany (2004) and El-Laithy et a. (2003).

® According to a survey by the government’s Information and Decision Support Center
(IDSC), and reported in the Egyptian Gazette (May 18, 2007), 70% of jobs are secured through
favoritism.

© Non-wage costs in Egypt are higher than most comparators. See World Bank (2007).

9 The law excludes the public sector. It also excludes agriculture and many activities that are
typically in the informal sector (e.g., domestic help).

(1 See Van Eekelen etal (2001) for various initiatives and programs to promote youth employment
in Egypt.

(2 See, for example, Clogg and Shockey (1984), Alba-Ramirez (1993), and Halaby (1994).
9 See Okun (1962). For more details on Okun’s law, see also Knotek (2007).
U9 See Boltho and Glyn (1995) and Walterskirchen (1999), among others.

9 Qil production fluctuated notably and gas production came on stream at the end of the period.
The financial intermediaries saw, after the boom of mid-to-late 1990s, a severe credit crunch
which was partly associated with the problem of nonperforming loans.

(9 The relative contribution of each sector to economic growth is calculated as: RCG, = w, g,/
GDP_where RCGirefers to the relative contribution to economic growth by sector i, w, to sectoral
welgflt in GDP, g; to sectoral growth, and GDP  to real GDP growth. The relative contribution of
each sector to employment growth is calculated'as:, RCL, = AL/ L, where RCL, stands for relative
contribution to employment growth, AL, for the increase of employment in sector i, and AL for the
increase of employment in the whole economy.

(0 Fawzy (2002) found a general trend toward employing more capital-intensive technology
in the manufacturing sector, with investment biased against small and micro enterprises that
typically use labor-intensive technology.

(8 The GDP data are from the World Bank, World Development Indicators, CD-ROM, 2006.
The employment data are from ILO, Key Indicators of the Labor Market, 4™ Edition, CD-ROM,
2006a .

9 The coverage and measurement of unemployment in census years (1996 in this sample) are
different from non-census years where the data are based on labor force surveys.

@ When regressing employment growth on the lagged real GDP growth, instead of the
contemporaneous real GDP growth, and controlling for autocorrelation among residuals, the
estimated employment elasticity is still statistically significant at 1% level, but declines to 0.52,
while the adjusted R? increases to 0.41.

@ Elasticity of productivity = 1- elasticity of employment.

@2 The authors used the 2006 census results announced by the CAPMAS to set the initial
conditions, where age coverage is 15+. It may be recalled that the CAPMAS data refer to the
narrow definition of unemployment.



Journal of Development and Economic Policies Volume 10-No.2 - July 2008 |

| Mohamed Hassan & Cyrus Sassanpour 113
23 These growth rates are one standard deviation from the average growth rate during the period.

@9 The following formula: y, . =y (1+r)°is used, where y refers to the initial value and r stands for
the growth rate.

@ Authors’ estimates based on various trend analysis (linear, quadratic, Hodrick-Prescott filter)
over the past quarter of century suggest a potential real growth rate in the region of 4.8% per
annum, the same as the average real growth rate over this period. With the ongoing major structural
changes in the economy, a trend shift of about 1 percentage point seems feasible, suggesting a
potential growth rate in the region of 5.5-6%
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Abstract

The paper uses a sample of five Arab countries (namely Algeria, Egypt, Jordan, Morocco and
Tunisia) in a dataset covering the period from 1990 to 2006. Two-stage least squares methodology is used
to find estimates of growth and human capital variables from a search of deeper instruments, and fitted
values from these regressions are then used in a second-stage estimation of unemployment behaviour in the
general population and separately for men. Results suggest that while growth, by itself, does tend to achieve
significant reduction in unemployment, the lack of sustainability of growth works in the opposite direction
raising unemployment so that the net effect is rather modest. Moreover, while educational contribution
to lowering of unemployment is likely to be of a modest magnitude for all, the labour market appears to
strongly discriminate against women’s skills. Rising longevity appears to predict rising unemployment
via participation which would call for faster job creation in order to meet the growing aspirations of the
public.
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Introduction

The goal of this paper is to analyze the unemployment behaviour in
selected diversified Arab countries with available data, which will then form
the basis of a useful policy debate. Needless to say, the unemployment issue is
among the pressing social and economic concerns anywhere and particularly so
in the Middle East and North Africa (MENA) region where its level has been
historically high. Sen (1999) stresses the psychological and other harmful effects
(e.g., human capital depreciation, loss of motivation, family stress, racial tensions
and gender asymmetries) over the direct income loss arising out of unemployment.
Unlike industrial or higher income countries, typically there is little in the way of
transfer programs.

While growth is looked upon as the key to ameliorating unemployment
and poverty outcomes, it is generally observed that even countries with good
growth performance, have not been able to create a commensurately large
number of jobs. However, most discussion of the growth-employment nexus
in the MENA context has been largely based on observed correlation pattern
between variables, not via testing of formal hypotheses. Hence, one cannot infer
that there is no casual process at play here. Moreover, anyone familiar with the
region would recognize that growth has been highly volatile. In this context, it
would be interesting to formally explore the likely impact of the sustainability of
growth on unemployment.

Literature on human capital points out that the contribution of human
capital ought to be at the core of the growth process, i.e., as an engine of growth
typically embedded in labour-augmenting technology or via a similar device
(e.g., Pissarides and Véganzones-Varoudakis, 2006). If indeed output cannot
grow beyond the subsistence level without the contribution of human capital,
high growth must be synonymous with good human capital development. And
the latter would translate to higher labour productivity and rising real wage in the
economy. A cursory look at the observed growth experience in the MENA region
does not conform to this premise, even if the recent pick up in the growth rate
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in most countries of the region is undeniable (Ali, 2002, and Ali and Elbadawi,
2002).

To examine the growth and employment nexus closely, one needs to look
closely at the labour market developments. The region in focus has undergone
a demographic makeover whereby the number of new entrants in the labour
market over the past decade has been much higher than in earlier decades. This
is, however, expected to moderate in the years to come, but still remains high.
Moreover, the participation level has remained modest by global, particularly
developing country standards.

In recent years, advances in female educational attainment have also
spelled a new impetus to their participation. A final remark on the labour market
feature of the MENA region needs to be highlighted which sets it apart from
other developing regions, namely in its historical reliance on government or
public sector jobs as a share of all jobs in the country. The latter phenomenon is
believed to have distorted the labour market in manners such as by adhering to
a non-market clearing wage structure, by providing wrong signals to the pattern
of human capital acquisition, by fostering unproductive employment and thus
lowering the growth potential for the given stock of human capital. Many writers
argue that public sector can no longer afford to run its affairs as of the old. New
job creation must come from the private sector, thereby creating an environment
for market incentives and efficient signalling.

This paper cannot reasonably be expected to address all these issues,
regardless of how important they may be or how closely they may be connected.
Instead the goal is to explain the recent behaviour of unemployment in a sample
of five diversified economies in the Arab world most of which have a relatively
large population, namely, Algeria, Egypt, Jordan, Morocco and Tunisia.

The objective isto specify an adequate analytical model that may plausibly
explain the functioning of the labour market such that it may be estimated with
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some degree of robustness before one can discuss policy. Hence, the focus will be
in developing an a-priori model of unemployment behaviour.

Methodology and its Empirical Formulation

Theanalytical model proposed below builds on several stylized hypotheses,
which have been variously supported by observed and/or anecdotal evidence in
different contexts:

* Unemployment: Its counterpart, employment growth when looked at
from the demand side of the market, must depend on the expected rate
of expansion of the economy, namely GDP growth. However, it is also
understood that both employment and growth must be endogenously
determined which in turn requires the ‘discovery’ of an instrument for the
growth variable in order to empirically model employment behaviour.

* Human Capital: Continuing with the sources of employment demand,
in today’s knowledge economy, job creation/losses are often dictated
by technological evolution. Consequently, demand for appropriate
skills would rise. It would thus be necessary to model unemployment
in relation to a suitable ‘human capital’ variable. The challenge would
be in identifying the best proxy measure of human capital. Further at
the estimation stage, it would be necessary to investigate the role of
an ‘instrument’ since it is plausible that both human capital acquisition
and employment/unemployment behaviour are jointly determined.

* Participation: It may be observed that on the supply side of the market,
labour force participation, especially by women, may play a major
unfolding story. Indeed with greater education, participation, and
hence labour supply, would likely increase, but given the historical
rigidities of the Arab labour market and capital market deficiencies,
unemployment may actually increase. It would be interesting to
capture these details in an estimated model. In any case, how should
a researcher capture the participation variable in the analytic model?
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 Capital Services: Analytically speaking, the ease of acquisition of capital
stock would feature prominently in any labour demand function due
to the productivity link. In terms of the mechanism involved, the issue
boils down to the choice of technology and access to finance. Recent
literature makes a lot of the significance of financial capital as an agent
of economic growth, and hence, employment (e.g., see Aghion et
al, 2005). Here again arises the mutuality of the growth and finance
issue. In view of the endogeneity involved, one should ideally model
growth as being dependent on some measure of the efficiency of the
financial market, rather than merely as another independent variable.

* Globalization and Economic Integration: In many of the literature on
modern growth and development, economic integration features
prominently (e.g., Sachs and Warner, 1995). Hence, a measure of this
variable as a possible explanation of employment generation has to
be searched. Empirically, however, a 2-stage estimation procedure as
proposed would normally capture the effect of integration via growth
itself, and thus, the direct effect may or may not be discernible.
Robust estimation would reveal whether this is the case or not.

The analytical model implied by the foregoing discussion may be
conceptualized as follows. Unemployment level (U) may be defined as

U=LF-E (1)

where LF and E denote total labour force and employment, respectively in levels,
or simply ‘labour supply’ less ‘labour demand’ suitably interpreted. Dividing
through by LF, the ‘unemployment rate’ is obtained which is convenient since
most data are typically expressed in terms of the rate:

(U/LF) = (1 — E/LF) =fE/LF), f <0 (2a)
or.
UET = f(EMT/LPT) (2b)

where UET is used to denote the “total unemployment rate’. Equation 2b follows
from Equation 2a simply by dividing the numerator and the denominator on the
right-hand side (rhs) by the economically active population variable (P). UET
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is obtained as determined by the ratio of the ‘employment rate’ (EMT) to the
‘labour force participation rate’ (LPT). For estimation purposes, however, it may
be linearized, written as:

UET = f +fEMT+f, LPT +error f <0,f,>0 (3a)

Alternatively, it may be noted that Equation 2a is linear in log. Hence, it may
also be written:

log UET =g, - 9, log EMT + g, log LPT + error, g, g,>0 (3b)

The sign pattern of the coefficients in Equations 3a and 3b is of obvious
significance.

One would normally hypothesize that the human capital variable (HUM)
as well as health indicators such as longevity (LET) and mortality (MRT) rates
would play important roles in determining the participation decision. Moreover,
price of labour must also enter the function. In the absence of data on real wage
growth or on labour productivity, GDP growth (GRO) is used as a proxy as
follows:

LPT =1(GRO, HUM, LET, MRT) (4a)

Rising life expectancy (LE) would have several implications for the
labour force growth. It may delay the participation decision as individuals may
accumulate human capital over a longer period in view of the expected longer
working life, delayed retirement (i.e., staying longer in the labour force), and
for the 25+ group, the participation rate should normally go up at every age
(presumably due to better health and better education). While the first element may
temporarily help the employment outlook for those already in the labour force,
in the longer horizon, the remaining two elements would ceteris paribus lead to
an increase in labour supply. The net effect on labour supply and unemployment
would be likely to raise them both.

Under-5 mortality (MRT) is another good health indicator which may also
have significant implications on enrolment and eventual participation decisions.
However, the practical importance of this variable may be compromised due to
its presumed correlation with the life expectancy variable.
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Employment Rate (EMT). The next task is to capture the demand side
of the market, namely the evolution of the employment rate. Essentially, factors
that affect the marginal productivity of labour need to be included, and hence
the labour input may be interpreted to have been measured in ‘efficiency units’.
Following the neoclassical production function idea, this variable must reflect the
roles of capital-labour ratio and the TFP growth parameter, where the latter may
be thought to incorporate the impact of technological innovations. Additionally,
on pragmatic grounds, an integration variable is included, typically measured by
‘export to GDP ratio’ (EXG), as several empirical studies have stressed its impact
on job creation especially in East and South East Asia.

EMT = e(HUM, TFP, Access to Capital, EXG) (4b)

where it is proposed to use GDP growth as a proxy for TPF since no alternative
estimate of the latter is feasible at this stage. Access to capital may be measured by
the ‘real interest rate’ (RIT), which is generally available. Thus, the employment
demand function may be restated as follows:

EMT = e(HUM, GRO, RIT, EXG) (4c)

In view of both supply and demand sides of the market, Equations 4a and
4c in Equations 3a and 3b may be substituted to obtain a reduced-form equation
that retains the essential structure of the causal relationships reviewed above:

UET = o, + o, GRO + o, HUM + o, RIT + 0, EXG + ot LET + 0, MRT + €
o,?,0,? 0,>0,0, <0,0,>0, 0,<0 (52)
Alternatively, in log form:

log UET = B, + B, log GRO + B, log HUM + B, log RIT + B, log EXG + B,
log LET + B,log MRT +¢, 3,2,8,?,B,>0,B, <0,B,>0,B,<0 (5b)

Sustainability of Growth. If one were to test the growth volatility
hypothesis, it would be necessary to add a GRO-squared term or some suitable
indicator of the degree of dispersion in observed growth rates across time and
space on the rhs of Equations 5a and 5b. The latter coefficient would be expected
to be positive, namely higher volatility leads to higher unemployment according
to the hypothesis postulated. It is intuitive that if growth is perceived to be
unreliable, employers would hold off hiring till the outlook becomes more stable,
especially when market rigidities make firing of workers difficult to accomplish.
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Given the sign pattern of Equations 3a and 3b, the RIT and LET variables
are expected to raise the unemployment rate, while the opposite is the causality
for EXG and MRT. Obviously, in view of the conflict between the magnitude
of the relative shift in supply and demand sides of the labour market, the overall
effect of increased growth and human capital acquisition cannot be determined
a priori.

Gender. An important element of this research would be to discern the
implications for both male and female unemployment policies. Hence Equations
5a and 5b would be estimated both in the general case (UET), as presented above,
and lacking direct data on female unemployment, for males (denoted UEM). A
comparison of the two sets of estimates would allow drawing inferences along
the gender dimension. Further details of the separate estimation of UET and UEM
are described below.

Proxy Variables

When it comes to empirical modelling, the dependent variable (the
unemployment rate), GDP growth, life expectancy and mortality are perhaps
the only variables for which the choice is fairly clear-cut in the sense that the
measurement issues are standard and well-known. Even then, and as noted
already, there are no data on female unemployment on a consistent basis for all
countries in the sample analyzed. On the rest of the variables, there is however, a
much larger latitude of debate, albeit the choice is constrained by the availability
ISSUe.

Human Capital. Although completed years of schooling among population
in the 15-64 age group would be a natural variable to focus on (e.g., see Barro
and Lee, 2000), this does not appear to be available for this panel. Hence, it is
proposed to measure human capital by the ‘secondary school enrolment rate’
(SET). For the male unemployment equation, boy’s enrolment figures (SEB) are
used.
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Access to Capital. The real overnight rate under the control of the
monetary authorities may be viewed as a good indicator of the cost of financial
capital in most contexts since business prime lending rates are typically closely
related to the former. However, again due to non-availability, the real interest
(RIT) variable compiled by World Development Indicators (World Bank, 2007b)
is used which is a weighted average of real commercial lending rates.

Instrumental Variable Approach

GDP Growth (GRO). Since several rhs variables (e.g., unemployment,
GRO human capital) may well be determined endogenously, it is important to
take this into account. Hence, there is a need to look for instruments for GRO and
human capital variables.

On the issue of a suitable instrument for GRO, Rodrik et al. (2004)
have convincingly argued that the quality of institutions (a la New Institutional
Economics, e.g., see North, 1990 and Williamson, 1979) is the primary determinant
of long run growth.®

Focusing on the indicators from the World Bank Governance project
available since 1996, namely ‘governance effectiveness’ (GVE), which is a
measure of economic governance, i.e. the capacity to implement policies and to
deliver services and ‘rule of law’ (ROL), which measures institutional aspects of
governance, i.e. respect of citizens and state for institutions, these two are used as
alternative instruments for the growth variable. One component of these indices
on which data is available on a consistent basis for all data points starting 1996,
is used in the present study.®

For secondary enrolment, the instrumental variable proposed is the
‘percent of paved roads’ (RDP) on which consistent data are available for all
sample countries. The idea is that school enrolment would depend on the quality
of physical accessibility of schools. The same variable would also indirectly
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capture the quality of transportation available in the local area since the latter is
intimately related to the quality of roads - elements that are directly relevant to
the access to education, especially for girls.

The following is proposed to estimate the two first-stage equations for
GRO and HUM:

GRO = y,+ ¥, (GVE/ROL) + 7, RDP + v, EXG + ¥, RIT + y,LET + y,MRT +¢,
(6)

SET/SEB = ¢, + ¢, (GVE/ROL) + ¢, RDP + ¢, EXG + ¢, RIT + ¢, LET/LEM
+ @, MRT +¢, (7

where general ‘life expectancy among men’ is denoted by LEM as distinct from
that in the general population, LET. The a priori sign-pattern of the estimated
coefficients of these equations is discussed when the data are described.

The second stage estimation of Equations 5a and 5b therefore takes the
estimated values of GRO and SET/B respectively from Equations 6 and 7 and
similarly, for the male unemployment equations. For testing the sustainability
of growth hypothesis on the unemployment behaviour, one would add to the rhs
of the second-stage equations fitted value of GRO either as a squared term or a
measure of relative dispersion as discussed above.

Data Construction

The paper’s objective is to assemble a data set for the larger and more
economically diversified countries from the MENA region, keeping in mind the
structural differences in the nature of the challenges between those which are
major exporters of oil and the rest. The data set should also be of a panel type
that may be analyzed for both changes over time and in the cross-section. These
stipulations suggest focusing on the fairly recent period of 1990-2006, which
covers different oil price regimes as well as policy shifts in much of the region to
address the problem of unemployment and under-employment.
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However, the availability issue dictated narrowing the dataset to the
five countries of Algeria Egypt, Jordan, Morocco and Tunisia, herein referred
to as MENA 5. Of the entire MENA region, these five countries account for
nearly half of the region’s population at precisely 46%, 45% of the working-age
population and 43% of the labour force (ILO, 2005). Indeed, the three relatively
large countries included in this sample - Egypt, Morocco and Tunisia - account
for 41% of MENA’s entire working-age population.®

Insofar as data on the primary variables are concerned, namely,
unemployment rates (UET/UEM), annual GDP growth rate (GRO), secondary
school enrolment rate (SET/SEB), export of goods and services as a share of
GDP (EXQ), life expectancy (LET/LEM) and mortality rate of children under
5 years’ of age (MRT), the sample countries yield altogether 85 observations on
each of these variables over 1990-2006 in the pooled dataset.®

UET/UEM. Data on unemployment rates are taken from the World Bank’s
World Development Indicators online database accessed through Concordia
University’s subscription (http://ddp-ext.worldbank.org/ext/DDPQQ/member).
Some data points are missing in the former which are taken from the ILO website
(http://laborsta.ilo.org), but are mutually consistent in most cases. When faced
with the problem of missing observations, averaging procedure was followed to
fill in these points.® For Jordan, the unemployment data are exclusively drawn
from WDI.™

Governance Data. As already stated, the data about institutional variables
of GVE and ROL were processed by Global Risk Service (GRS)/Global Insight,
and which forms a component of the index that Kaufmann et al (2007) has derived
for these indicators. The GRS data are scaled on a percentile basis (from 0 to 100)
so that these are easy to interpret, and are obtained from the World Bank website
on governance (http://www.worldbank.org/wbi/governance/govdata). For the
1990-1995 period, which pre-dates this survey, the 1996 values were used as

proxy.
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Other Data. The rest of the data - GRO, EXG, RIT, RDP, SET, SEB,
LET and LEM - are all taken from the on-line WDI web site (op cit.). As before,
where there are missing observations, the averaging procedure was followed.
For the RIT variable, the year-by-year four-country sample average was used
to construct a series for Tunisia where no data were available from the sources
noted above.

De-trending of the Time Series Data. For several variables - EXG, SET,
SEB, LET and LEM - a discernible trend is noticed in the data. Hence, de-
trending of the data was done. For each observation for a given year, the average
of the five-country data for that year was taken, and subtracted the latter from
each country’s observation in that year. This procedure yields normalized (i.e.,
zero-mean) observations for each year. It is the latter series that are used in the
estimates reported below. RDP, the instrument for school enrolment, appears to
show no trend whatsoever for the present sample of countries, and therefore,
entered as is.

Descriptive Properties of the Dataset and Related Literature

Labour Market Developments

The labour market dynamics in the region is rich in contrasts vis-a-vis most
other developing regions. For a start, female labour force participation has been
historically low, and in spite of recent progress, at 31% as of 2005, it lags behind
all other developing regions including South Asia. The total participation rates,
albeit on the rise in some countries, have stagnated at moderately low level in
global terms or even declined in others, indicating discouraged worker behaviour.
Over the sample period, female participation has decreased in Egypt from 28%
in 1990 to 22% in 2005, resulting in a decline in overall participation rate from
52 to 49% over the same period. Only Tunisia among MENA 5, registers secular
growth in both female as well as total participation rates. Moroccan figures have
stabilized at the 2000-level. Algeria, on the other hand, since 2000 has adopted
the practice of including ‘work at home’ and temporary public works jobs as
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‘employment’, which have caused the participation rates to increase and, at the
same time, unemployment level to fall significantly.® However, this is not a
standard practice and adoption of such measures would render the sample strictly
not comparable. The empirical analysis described below however, is based on
ILO-WDI estimates of UET and UEM.

Overall labour force growth in MENA has been the highest among all
regions, and is likely to remain so at least till 2010, when sub-Saharan Africa
(SSA) might take over the top spot in this regard. The female share of labour
force for MENA as a whole, stood at about 25% in 2000, but has been on an
uptrend. However in Egypt and Morocco, the additions to the labour force in
2000-2005 have been at their current rates, hence stagnation. On the other hand,
female share of labour force has grown robustly both in Algeria and Tunisia since
2000.

Unemployment Rate. This has decreased in recent years for most
MENA countries where comparable data exist.”” While labour force growth has
exceeded the growth of working-age population (by about a third) due to growing
participation, the rate of additional job creation itself, has also kept ahead of the
growth of labour force by a quarter, thus resulting in both falling unemployment
and rising employment rates at the same time. While the regional unemployment
rate reached 10.8% in 2005 (from 14.3% in 2000), in terms of the MENA 5,
none has reached this level. In the case of Algeria, which officially shows to
have reduced unemployment rate by nearly half (from 29.5 to 15.3%), the non-
conventional procedures followed there leave such figures suspect. It is still
plausible that the conventionally measured unemployment rate must also have
fallen significantly in Algeria in recent years (World Bank, 2007a , Box 2, p44).

Given the broadly positive backdrop of the unemployment situation, the
rising female unemployment emerges as an issue of policy concern. With rising
female participation in the labour force, job creation has generally failed to keep
pace. Reviewing the data between 2000 and 2005, it is seen that in most cases,
female unemployment had either increased or fallen by much less than the rate
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for males. In Egypt where female unemployment rate has fallen annually by
about the same percentage as for males, the former remains four times higher
than for men. In Tunisia, there has been a sizeable decline in unemployment for
men (from 15.3 to 13.1%); but in contrast, the female rate has gone up from 15.9
to 17.2%. In Morocco, while both have fallen, the slow pace of reduction in the
case of females, has led to a rise in gender bias in relative unemployment rates in
urban areas. Algeria appears to be a major exception where, for reasons already
cited, female unemployment has come down faster than for men. However, both
the rates still remain rather high even in a regional context - 19.8% for males and
21.3% for females as of 2006 (World Bank, 2007a).

The pooled sample for MENA 5 for the period 1990-2006, presents
a comparable picture (Figures 1 and 2). Not unexpectedly, Egypt turns out as
having the lowest average level of total unemployment over this period at about
10% and without much fluctuation. The Tunisian figures are fairly flat at the 15%
level, while for Morocco, some fluctuations are observed, ranging from 15.8%
in 1990 to 9.7% in 2006. Jordanian figures have fluctuated between 27.5% in the
early 1990s to 12.4% in 2004. Algerian unemployment rates which stood at about
21% (both male and female) as of 1991 rose to 28.7% of the labour force as a
whole (and 26.9% for males) by 1997, and hence, much higher rates for females.
Thereafter, it has fallen gradually (to the 20-21% range by ILO-WB estimates),
but national estimates suggest much lower rates, especially for females as already
noted. Overall, the male figures are consistently and significantly below the total,
implying a much higher rate for females, except as otherwise noted. The sample
as a whole, exhibits a high degree of volatility with the standard deviation being
5.5 and 6.4, respectively, for UET and UEM (while the means are 16.4 and
15.1%).49
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Figure 1. Unemployment rate (UET).

UEM

—4—MENAS
—&—high income: OECD
— South Asia

1980 1991 1992 1853 1564 1955 1996 1997 1858 1565 2000 2001 2002 2000 2004 2005 2006
YEARS

Figure 2. Male unemployment (UEM).
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GDP Growth. GDP growth for the entire MENA region (excluding Iraq
and Turkey) since the mid-1990s has been 4.63%, which is somewhat below
that for developing countries as a whole but is significantly higher than that
experienced either by Latin America and the Caribbean (LAC) or sub-Saharan
Africa (SSA). Only Jordan and Tunisia have grown a little faster at 5.3 and 4.9%,
respectively. The average rate over 1990-2006 has been 4.1% for the sample,
which is below the MENA average cited above. Moreover, in most cases, growth
has been uneven with significant year-to-year fluctuations, the standard deviation
being 3.3 that is much more than that either in South Asia or developing countries
as a whole. In any case, unlike for example South Asia, there is not a strong
evidence of rising trend in GDP growth over the past five years (Figure 3).

To examine the sample more closely, Algeria’s real growth started from
1% in 1990 rising to 3% in 2006 with fluctuations in between, and with negative
rates (in the 1-2% range) in the early 1990s. Egypt has grown much faster starting
off with a figure of 6% in 1990 and registering 6.9% in 2006 but growth has
faltered during 2000-2005, where the six-year average is a mere 4.0% annually.
Jordan’s growth was highly volatile in the early 1990s (although never in the
negative), but has since stabilized. The average growth since 2000 is well above
the regional average. Morocco’s figures are low to begin with (in the 4.0% range
in 1990), but rose to 7.3% in 2006. However, growth had been frequently negative
in the 1990s (e.g., negative 6.6 and 2.2%, respectively, in 1995 and 1997). GDP
growth in Tunisia started from 8% in 1990 and fell to 5.2% in 2006, again with a
fair bit of fluctuations. The frequent observation in the literature that growth has
been unable to engender jobs creation (e.g., Messkoub, 2006) may well be due to
its periodic fluctuations, a hypothesis that is formally tested below.
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in the middle of the MENA distribution for both these indicators, where the

overall MENA record has improved over time. While the MENA averages of

these variables are slightly below the global mean, the sample five countries
produce results that are in the second quartile of the global distribution (Figures
4 and 5). Jordan and Tunisia do rather well in both categories (i.e., GVE/ROL)
while Morocco performs the best in terms of the ‘rule of law’ throughout the
sample period. Studies using such indicators appear to support the hypothesis
that the long-run growth potential of a country does depend on the underlying

quality of governance (Kaufmann, 2006).
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Human Capital. The MENA educational standards have improved
significantly in the last 20 years or so (see Figures 6 and 7 for a regional
comparison). Barro and Lee (2000) analyzed quinquennial data on average
schooling years, which is also seen to have about doubled since 1980 thus closing
the gap with regions such as East Asia. Gross secondary school enrolment rate,
the human capital variable for the study, indicates that Egypt and Jordan enjoy
the highest level of this indicator throughout the time period. It rose from about
70-75% in the early 1990s to the 85% range by 2006, both for boys and girls.
The gender disparity is totally absent in the case of Jordan, but still lingers in the
Egyptian case. Algeria started from a lower base of 61% in 1990 and rose to 83%
in 2006, a sharper pattern, while Tunisia started from an even lower figure of
45% in 1990 to reach 79% in 2000, which records the fastest pace in the sample.
Morocco, by contrast, remains out of league where the figure started from 35%
in 1990 to reach only 50% in 2005. For boys, the educational level is higher than
the aggregate figure, but the levels are significantly below that for the remaining
countries in the sample by a wide margin (Appendix Table A2).(1D
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Figure 6. Gross secondary enrolment rate (SET).
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Figure 7. Gross secondary enrolment rate, boys, (SEB).

It has been noted earlier that rising educational attainment, especially for
women, has been an impetus to their labour force participation, contributing to
the secular rise in the labour force. While rising unemployment among the more
educated, especially females, has been observed in MENA countries, for Egypt
on which adequate data exist, it is seen that at the secondary education level,
female unemployment rate fell from 47.7% in 2000 to 33.8% in 2006. However
at the higher education level, the opposite pattern indeed is in evidence (20.2
vs. 24.8%, respectively between 2000 and 2006)."? The underlying efficiency
of the labour market institutions determine to what extent the right type of human
capital is produced, how effectively it is deployed and rewarded. Thus, it would
be important to carefully interpret the empirical results in this regard.

Export Ratio (EXG). Oil exports endow the MENA region with a large
export-to-GDP ratio (Figure 8). What is remarkable however is that even the oil
importing nations within it exported in excess of one-third of their GDP as of
2006, with a good proportion destined for EU. The export share has been far
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in excess of that in South Asia (in the low teens till the new millennium), or for
that matter, the LAC region (about 28%). Given this background, the sample
countries, on average, enjoy higher exports to GDP ratio vis-a-vis the average for
MENA oil importers as well as that for all developing countries taken together.
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Figure 8. Export share of GDP (EXG).

The annual pattern, as elsewhere in MENA, has been on an uptrend, albeit
exhibiting some fluctuations (Appendix Table A2). Jordan is the leader in this
category where the ratio had fluctuated between 62% in 1990 to figures in the 40%
range in late 1990s before stabilizing at the 50% level in recent years. Egypt’s
figures range from 20% in 1990, falling to 15% in 1999 but then it reached 31%
in 2006, while Morocco’s level has been very stable, ranging from 27% (1990) to
37% (2006). Tunisia is the other major exporter among the resource-poor group.
Its ratio stood at 43% in 1990 and rose to 55% in 2006 with minimal fluctuations
along the path. These figures are ahead of resource-rich Algeria throughout the
sample period, except that the latter, buoyed by high oil prices, jumped ahead
with an export ratio of 53% in 2006. It would be of interest to examine if the
export ratio affects unemployment via growth or independently.
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Life expectancy (LET). The mean over the entire pooled sample being
69, is also high for developing countries, and it has been rising for all sample
countries with Tunisia being at the top at 73.5 (Appendix Table A2). Within-
sample variability has been minimal in recent years. It has been observed earlier
that rising life expectancy is likely to lead to an increase in unemployment in the
longer run via participation and a longer working life thus lowering the vacancy
rate, other things being equal. Figures 9 and 10 presenta regional comparison of life
expectancy, both general (LET) as well as that for males (LEM), respectively.

LET

—#=MEhA 5

—8— 0w Income countries
E middls income couniries
a0 high income; QECD
—— Solth Asia

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
YEARS

Figure 9. Total life expectancy (LET).
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Figure 10. Male life expectancy (LEM).

Mortality Rate (MRT). Most countries in the region have relatively low
mortality rates vis-a-vis other developing regions, although for this indicator,
there is quite a bit of dispersion in the data. The Algerian figures generally lie
between 5 and 6% except for the blip to 18% in 1997. Egypt’s mortality rates
declined significantly from 13% in 1990 to 4% in 2003 except recording 18% in
1995. Morocco also shows good progress on this front where it dropped from 8%
in 1990 to 5% in 2002 and continued to drop, while Jordan and Tunisia stay at
the top of the heap with low and stable figures rather close to the Organization for
Economic Cooperation and Development (OECD) level (World Bank, 2007b).

Paved Roads (RDP). The availability of paved road is relatively high in
the sample region vis-a-vis the average picture of the middle income as well as
South Asian countries (Figure 11). Jordan is right on top with 100% of its roads
duly paved thus meeting or even exceeding the standard in high-income OECD
countries. Morocco at the other extreme, has roughly 53% of its roads paved
by 2005, while Algeria, Egypt and Tunisia stay in the 70% range. The latter’s
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record in this category appears to have slipped a bit in the last decade vis-a-vis
the previous one when the ratio had reached the high 70s mark (Appendix Table
A2).
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Figure 11. Percentage of paved roads (RDP).

Empirical Results

The empirical estimation is done first for the overall sample, where
the independent variable is general unemployment rate (UET) and then for
male unemployment (UEM). All rhs variables are identical between the two
estimations, except where gender-specific variables are involved (e.g., enrolment
and health indicators). Another preliminary point to settle at this stage is that
since several rhs variables are negative in the sample either in their own rights
(e.g., RIT) or due to normalization (e.g., EXG, SET/SEB, LET/LEM), a full
logarithmic version of the basic model is not estimated (e.g., Equation 5b and
similar ones for UEM). Instead, these are estimated in the semi-logarithmic form,
i.e., where the left-hand side (lhs) variables are entered as logarithms.
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The Correlation Matrix

An initial examination of the correlation pattern among variables reveals
that under-5 mortality (MRT) is fairly closely and negatively correlated with
LET/LEM in the sample (the Pearson coefficient being in excess of - 0.5).
Consequently, the separate roles of LET/LEM and MRT may not be identifiable
in the estimated models as some preliminary tests appeared to confirm. Hence,
MRT is excluded from any further consideration to avoid a potential source of
multicollinearity.

The correlation chart (Table 1) indicates that growth (GRO) and human
capital (SET/SEB), each appears to be negatively correlated with unemployment
both generally and among men, which is intuitive. Increased life expectancy on
the other hand seems to be associated with higher unemployment (both UET
and UEM), which is also in accordance with the sign pattern predicted by the
analytical considerations. The EXG variable appears to correlate positively with
unemployment, which is counter intuitive at least from the Asian perspective,
where growth has been heavily influenced by export success. Similarly, i.e.,
contrary to intuition, the real interest rate (RIT) variable appears to negatively
correlate with unemployment. In terms of the risk of high correlation among the
independent variables, it is seen that EXG and LET/LEM are also well correlated
(coefficient being 0.58 and 0.64 for LET and LEM, respectively). It would be
necessary to examine if this is a cause for concern on account of potential multi-
collinearity.
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Table 1. Correlation Matrix, 1990-2006

UET | UEM | GRO | GVE | ROL | EXG | SET | SEB | LET | LEM | RIT | RDP

UET 1
UEM | 0.92 1
GRO | -02 | -0.19 1
GVE | -035 | 025 | 0.28 1
ROL | -038 | -035 | 0.22 | 0.86 1
EXG | 007 | 0.15 | 021 | 0.72 | 046 1
SET | -0.26 | -0.23 | 0.8 | -0.04 | -0.33 | 0.22 1
SEB | -031 | -029 | 016 | -0.13 | -039 | 01 | 0.99 1
LET | 013 | 022 | 018 | 048 | 014 | 058 | 032 [ 021 | 1

LEM 0.2 0.3 0.18 0.46 0.09 0.64 0.37 0.26 | 0.99 1
RIT -0.28 | -0.38 0.1 0.28 047 | -0.05 | -0.21 | -0.2 | 0.07 0 1
RDP | -0.19 | -0.21 0.23 022 | -0.01 | 0.52 0.74 0.7 0.24 0.33 -0.01 1

Validity of Instruments. Insofar as the instrumental variables are
concerned, both GVE and ROL are positively correlated with GRO, although the
coefficients are moderate in magnitude (0.28 and 0.22, respectively). The RDP
variable, an instrument for the enrolment equations, appears well correlated with
SET/SEB (coefficients being 0.74 and 0.70, respectively). Running simple OLS
regressions (not reported here), it is further confirmed that while GVE is significant
in explaining GDP growth at the one-percent level, ROL attains significance
at the five-percent level. The RDP variable by contrast, is highly significant in
explaining the enrolment pattern both generally and for boys (with the p-value
being 0.00 in each case). Hence, the preliminary diagnostics for the validity of
the instruments pass muster for the set of instruments chosen presently.

OLS Results. Before going into the two-stage estimation procedure, briefly
outlined are the simple OLS results to put the results in proper perspective. Table
2 reports the OLS estimates where the unemployment variables have been treated
in logarithmic form, which yields a better fit than the linear specification. The
estimated coefficients essentially confirm the correlation pattern as presented in
Table 1. Increased values of SET/SEB and RIT each improve the unemployment
situation. However, while the coefficient of GRO indicates a negative association
with unemployment, the estimate is not statistically significant. The RIT sign
is however counter-intuitive. Increased life expectancy is seen to hurt the
unemployment outlook as discussed earlier. The EXG variable is not significant
in any of the OLS equations reported in Table 2. It is to be noted that while the
SET/SEB variables are highly significant in each equation, the coefficient for
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male unemployment is double that for general unemployment, implying very low
relative impact of schooling on female unemployment. It would be of interest
to re-examine if any of these predictions may survive in the 2-stage procedure.

Table 2. OLS in Log with Data Not Normalized

Dependent Variables

Dependent Variables

Dependent Variables

Dependent Variables

Independent Variables

Log(UET) Log(UEM) log(UET) log(UEM)
Constant -0.230949441 -3.333466048 0.199213431 -3.032088428
Std error 0.918092626 1.009528564 1.051429862 1.233750743
t-stat -0.25155 -3.30200%** 0.18947 -2.45762%*
GRO -0.012884502 -0.016702401 -0.014367373 -0.017027780
Std error 0.009443345 0.010736393 0.009502827 0.010907668
t-stat -1.36440 -1.55568 -1.51191 -1.56108
SET -0.009384746 -0.009410296
Std error 0.002016636 0.002008710
t-stat -4.65366%%* -4.68475%%*
SEB -0.018547305 -0.018391191
Std error 0.002420167 0.002451749
t-stat -7.66365%%* -7.50125%*%*
LET 0.054595491 0.047116314
Std error 0.013851009 0.016576682
t-stat 3.94163%** 2.84232%**
LEM 0.110978620 0.105378876
Std error 0.015408386 0.020095993
t-stat 7.20248%%* 5.24378%**
EXG 0.002889490 0.001607078
Std error 0.003330519 0.004068328
t-stat 0.86758 0.39502
RIT -0.022609817 -0.036815428 -0.023088773 -0.035602975
Std error 0.006057197 0.006831021 0.006126778 0.006958540
t-stat -3.73272%%* -5.38945%%%* -3.76850%*** -5.11644%**
Number of Observations 85 85 85 85
Degree Of Freedom 80 80 79 79
F-Statistics 9.6428 27.2214 8.1616 21.1039
P-value of F 0.00000205 0.0000000 0.00000310 0.00000000
R-Squared 0.325300 0.576463 0.343478 0.574978
Adjusted R-Squared 0.291566 0.555286 0.301394 0.547732

N.B. Unless otherwise stated, notations for statistical significance of the estimated coefficients are identified as follows

in all tables:

*#%: significant at the 1 percent level

**: significant at the 5 percent level

*: significant at the 10 percent level
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First-Stage Equations

The two first-stage equations as specified by Equations 6 and 7 are
estimated with instruments for the growth and human capital variables. It may
be recalled that while RDP is the sole instrument for SET/SEB variables, there
are two alternative candidates - GVE, and ROL - for the growth equation. The

four sets of results are presented in Tables 3a - 3d.

Table 3a. First-Stage with GVE and RDP as Instruments

. Dependent Variable Dependent Variable Dependent Variable
Independent Variables
GRO SET SEB
Constant -1.389287922 -61.00093048 -58.74293561
Std error 2.320017692 5.34507602 5.06022464
t-stat -0.59883 -11.41255%** -11.60876%**
GVE 4.135673732 -10.72568862 -9.23397381
Std error 2.062749950 4.75235828 4.48294878
t-stat 2.00493** -2.25692%* -2.05980%**
RDP 0.047890855 0.93106682 0.88730739
Std error 0.026940355 0.06206774 0.05857230
t-stat 1.77766* 15.00082%%** 15.14893%%*%*
EXG -0.037925110 -0.48876619 -0.59854119
Std error 0.057499177 0.13247204 0.13261708
t-stat -0.65958 -3.68958%*%* -4.51330%**
LET 0.03500143 1.47514860
Std error 0.288046644 0.66362908
t-stat 0.12151 2.22285%%*
LEM 0.80180929
Std error 0.64795176
t-stat 1.23745
RIT 0.016085582 -0.55382589 -0.49768040
Std error 0.073667462 0.16972206 0.16391543
t-stat 0.21835 -3.26313%** -3.03620%**
Number of Observations 85 85 85
Degree Of Freedom 79 79 79
F-Statistics 2.0073 56.6600 54.9703
P-value of F 0.08659771 0.00000000 0.00000000
R-Squared 0.112724 0.781949 0.776742
Adjusted R-Squared 0.056567 0.768148 0.762612
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Table 3b. First-Stage with GVE and RDP as Instruments (without EXG)

. Dependent Variable Dependent Variable Dependent Variable
Independent Variables
GRO SET SEB
Constant -0.486234120 -49.36267385 -46.26123648
Std error 1.866322608 4.64279194 4.72288864
t-stat -0.26053 -10.63211%** -9.79511 k%
GVE 3.534736310 -18.47036996 -18.72735644
Std error 1.844086680 4.58747632 4.41215591
t-stat 1.91680* -4.02626%** -4.24449%%%*
RDP 0.039228029 0.81942321 0.77808494
Std error 0.023438763 0.05830787 0.05944685
t-stat 1.67364* 14.05339%** 13.08875%**
LET -0.069818712 0.12426158
Std error 0.239390076 0.59552315
t-stat -0.29165 0.20866
LEM -0.98879789
Std error 0.57094816
t-stat -1.73185%
RIT 0.017777956 -0.53201515 -0.51883662
Std error 0.073362342 0.18250119 0.18261004
t-stat 0.24233 -2.91513%** -2.84123%%**
Number of Observations 85 85 85
Degree Of Freedom 80 80 80
F-Statistics 2.4174 58.2395 51.2190
P-value of F 0.05535262 0.00000000 0.000000000
R-Squared 0.107838 0.744375 0.719176
Adjusted R-Squared 0.063229 0.731594 0.705135
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Table 3c. First-Stage with ROL and RDP as Instruments

. Dependent Variable Dependent Variable Dependent Variable
Independent Variables
GRO SET SEB
Constant -3.445769208 -48.54113238 -45.90431729
Std error 2.968475802 6.46286039 6.08624277
t-stat -1.16079 -7.51078%%** -7.5423 1 %**
ROL 4.723617904 -20.19438884 -20.39055206
Std error 2.392504123 5.20887525 5.08389524
t-stat 1.97434* -3.87692%%* -4.01081%***
RDP 0.060866069 0.86211595 0.82495036
Std error 0.028703196 0.06249158 0.05780587
t-stat 2.12053%* 13.79571 %% 14.27105%**
EXG -0.060001870 -0.30875147 -0.37254098
Std error 0.063498078 0.13824577 0.14072881
t-stat -0.94494 -2.23335%* -2.64723%**
LET 0.292206946 0.48291166
Std error 0.302769026 0.65917800
t-stat 0.96512 0.73260
LEM -0.32607529
Std error 0.66591378
t-stat -0.48967
RIT -0.009150096 -0.35825149 -0.31379235
Std error 0.079331464 0.17271765 0.16243225
t-stat -0.11534 -2.07420%* -1.93184*
Number of Observations 85 85 85
Degree Of Freedom 79 79 79
F-Statistics 1.9812 65.2221 65.0395
P-value of F 0.09048692 0.00000000 0.000000000
R-Squared 0.111421 0.804992 0.804551
Adjusted R-Squared 0.055182 0.792649 0.792181
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Table 3d. First-Stage with ROL and RDP as Instruments (without EXG)

Dependent Variables Dependent Variables Dependent Variables
Independent Variables
GRO SET SEB
Constant -1.503372336 -38.54614558 -34.96579198
Std error 2.140166360 4.77741460 4.63334843
t-stat -0.70246 -8.06841%** -7.54655%%*
ROL 3.407268701 -26.96792368 -28.83525649
Std error 1.943816157 4.33910927 4.10445174
t-stat 1.75288* -6.21508%*** -7.02536%**
RDP 0.045274946 0.78188875 0.74790167
Std error 0.023471227 0.05239396 0.05178527
t-stat 1.92896* 14.92326%** 14.44236%**
LET 0.090086700 -0.55713800
Std error 0.214138968 0.47801454
t-stat 0.42069 -1.16553
LEM -1.66148049
Std error 0.45073023
t-stat -3.68620%**
RIT 0.00476819 -0.28663216 -0.25712892
Std error 0.077899905 0.17389309 0.16695225
t-stat 0.06121 -1.64832 -1.54013
Number of Observations 85 85 85
Degree Of Freedom 80 80 80
F-Statistics 2.2563 76.4689 73.9909
P-value of F 0.07027853 0.00000000 0.00000000
R-Squared 0.101377 0.792679 0.787213
Adjusted R-Squared 0.056446 0.782313 0.776574

Growth. It appears difficult to pin down the first-stage growth equation
well with the instruments that have been examined, i.e. GVE and ROL. One
difficulty here is that EXG appears to be highly correlated with the GVE variable
(coefficient being 0.72) and more moderately so with LET/LEM as already noted.
Tables 3a and 3b show that even if the coefficient of GVE in the growth equation
(column 2 in these tables) is slightly more robust, the F-value is higher in Table
3b than in Table 3a, i.e. when EXG is dropped as an rhs variable.
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Similarly, in the case of the ROL variable as an instrument for growth,
dropping EXG improves the F-value of each equation (Tables 3c and 3d).
Comparing column 2 in Tables 3b and 3d, it may be concluded that GVE yields
a better specification for the growth equation. Both the governance and the
infrastructure variables turn out to be significant, albeit only at the 10% level.
The overall equation is however, adequately specified as seen from the F-test (p-
value being 0.055). The RIT variable fails to be significant in explaining growth
behaviour.

The estimated coefficient for GVE indicates that a doubling of the
governance indicator from its mean of 0.45 (i.e., from the 45" to the 90"
percentile) would lead to 1.6 percentage points increase in long-run growth rate,
i.e., from the mean level of 4.1 to 5.7% per annum."® It may be noted that the
GVE indicator actually varies from 0.06 to 0.89 for the entire sample. Kaufmann
(2006) claims that one standard deviation increase in governance can raise per
capita income by 300% in the long-run (i.e., presumably by compounding growth
over a 30-year term).

The estimated coefficients of RDP variable, an excellent instrument for
the human capital variable, from both the GRO and SET/B equations may be
utilized to infer the impact of human capital on growth, which at 4.8 basis points,
is seen to be statistically significant although small in magnitude." In other
words, one additional percentage point increase in (total) enrolment is predicted
to augment long-run growth by about 5 basis points.

It has been noted by earlier writers (e.g., Barro and Lee, 2000 and
Messkoub, 2006) that despite rapid growth in several of the indicators, human
capital has failed to contribute significantly to growth. This study also appears
to confirm such a proposition. Pissarides and Véganzon¢s-Varoudakis (2006)
suggest that by offering a non-market wage structure (on average by 30% in
excess of that in the private sector), MENA governments have been rationing
jobs leading to queuing especially on the part of the well educated and thus
contributing to unemployment and consequent labour market rigidities. Human
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capital is being wasted through engagement in less productive public employment
and high unemployment, hurting growth. Growth also suffers as public sector
wage bills tend to be higher than they need to be thereby putting burden on the
revenue capacity of the state, and consequently undermining growth once more.

Human Capital Equations. The infrastructure variable, RDP, allows the
enrolment equations to be well estimated and the overall fit is highly significant
in terms of the F-value. The EXG variable appears to add an element of multi-
collinearity as already anticipated. For example, comparing SET/SEB equations
in Tables 3a and 3D, it is seen that dropping EXG leads to a reversal of the sign of
the LEM coefficient while that for LET turns from significant to not statistically
different from zero. Examining the results for ROL as the instrument for GRO
(i.e., Tables 3¢ and 3d), it is quite clear that Table 3d provides the best fit for both
SET and SEB variables with very high values of the F-statistic (in the 74 to 77
range) as well as R-bar squared (0.78 and 0.79, respectively). It should also be
noted that GVE yields strong results.

From Tables 3b and 3d, it is seen that a one-percentage point increase
in paved roads, RDP, (from the mean of 74%) is predicted to lead to almost an
equal increase in the enrolment rate (between 78 and 75 basis points for boys
and between 82 and 78 basis points for girls). Increased real interest rate is also
seen to lower enrolment rates as the opportunity cost of staying in school rises.!
These signs are intuitive and expected.

Governance (GOV/ROL). At first sight, it appears awkward to
encounter very strong and robust estimates of these variables on the enrolment
behaviour, but the sign is negative; i.e., better economic governance or rule of
law appears not to increase enrolment. However, a closer look at the countries
concerned suggests that this is to be expected. Morocco, for example, scores
the best in the sample in terms of ROL, but it has the lowest enrolment figure
in the sample, possibly the whole region at barely around 50% as of 2006 in
contrast to about 80% in the four other countries sampled. There are also the
signalling difficulties in the labour market as is often cited in the literature.
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Life expectancy (LET/M). From Tables 3b and 3d, it may be noted that
while the LET coefficient is inconclusive and statistically insignificant, LEM
appears to negatively impact on the enrolment outcome. The coefficient is
however, not very precisely estimated for the GVE specification as it is significant
only at the 10 percent level. A review of the data shows that while for each
country, both SET/B has steadily increased with LET/M, some countries possess
relatively low expectancy but demonstrate very high enrolment performance.
Example is Egypt, which is a potential source of ambiguity. It may also help if
a suitable lag structure is employed in treating the LET/M variable rather than
contemporaneously. Thus, to the extent the life expectancy variable features in the
final-stage estimates for unemployment, one may argue that the impact to LET/M
is not so much via SET/B, instead directly via labour force participation.

Second-Stage Equations: Explaining Unemployment

The Overall Fit, GVE vs. ROL. The second-stage unemployment
equations (both general and for males), as reported in Tables 4a through 4d, are
rather well specified with high F-values. Most independent variables are highly
significant with the correct a-prioi sign. In these tables, GROF and SETF and
SEBF denote respectively the fitted first-stage values of growth and secondary
enrolment variables.While Tables 4a and 4b relate to GVE, Tables 4¢ and 4d
report results based on ROL as the governance indicator. The other dimension
in which they differ is that Tables 4b and 4d treat the dependent variable in the
logarithmic form. While the quality of results is rather similar, on a pair-wise
comparison of Tables 4a with 4c (or, Tables 4b with 4d), it is seen that the GVE
indicator yields a dominant pattern of estimated equations than ROL. Hence, the
ensuing discussion from hereon, focuses on Tables 4a and 4b.
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Table 4a. Second-Stage with GVE and RDP as Instruments
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. Dependent Variable | Dependent Variable | Dependent Variable | Dependent Variable
Independent Variables
UET UEM UET UEM
Constant 29.30772323 29.16132707 33.46916342 31.00352871
Std error 2.22770692 2.24400496 2.08088979 2.30110386
t-stat 13.15600%** 12.99522%** 16.08406%** 13.47333%**
GROF -3.15163478 -3.22132845 -4.19185250 -3.68103630
Std error 0.59069728 0.59573464 0.54737757 0.60246718
t-stat -5.33545%** -5.40732%%* -7.65806%** -6.10994***
SETF 0.05145124 0.03977697
Std error 0.04430617 0.03818981
t-stat 1.16127 1.04156
SEBF -0.03964579 -0.03600459
Std error 0.04686119 0.04390800
t-stat -0.84603 -0.82000
LET 1.35075730 0.67007259
Std error 0.31367191 0.34361129
t-stat 4.30627%%** 1.95009*
LEM 2.08560926 1.78516224
Std error 0.31525196 0.39511536
t-stat 6.61569%%* 4.51808%**
EXG 0.22092187 0.08689971
Std error 0.05982086 0.07230267
t-stat 3.69306%** 1.20189
RIT 0.00942154 -0.14472667 0.03109377 -0.13556412
Std error 0.11533721 0.11858697 0.10022794 0.11075657
t-stat 0.08169 -1.22043 0.31023 -1.22398
Number of Observations 85 85 85 85
Degree Of Freedom 80 80 79 79
F-Statistics 11.1327 20.4597 17.2202 21.0205
P-value of F 0.00000031 0.00000000 0.00000000 0.0000000
R-Squared 0.357589 0.505681 0.521505 0.570891
Adjusted R-Squared 0.325469 0.480965 0.491221 0.543732
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Table 4b. Second-Stage in Log with GVE and RDP as Instruments
. Dependent Variable | Dependent Variable | Dependent Variable | Dependent Variable
Independent Variables

Log(UET) Log(UEM) log(UET) log(UEM)
Constant 3.401995040 3.374759865 3.690236792 3.606284958
Std error 0.137887716 0.169979547 0.125232104 0.167080960
t-stat 24.67221%** 19.85392%** 29.46718%** 21.58406%**
GROF -0.159559716 -0.171673537 -0.231615737 -0.229206431
Std error 0.036562215 0.045125883 0.032942276 0.043744568
t-stat -4.36406%** -3.80433*** -7.03096%*** -5.23965%**
SETF 0.000925434 0.000117904
Std error 0.002742406 0.002298339
t-stat 0.33745 0.05130
SEBF -0.008070643 -0.007806313
Std error 0.003549655 0.003188118
t-stat -2.27364%* -2.44856%*
LET 0.094213642 0.047073788
Std error 0.019415257 0.020679214
t-stat 4.85256%*** 2.27638%*
LEM 0.170575103 0.132146290
Std error 0.023879798 0.028688950
t-stat 7.14307%** 4.60617***
EXG 0.015298125 0.011511355
Std error 0.003600139 0.005249828
t-stat 424932 *** 2.19271%*
RIT -0.000462463 -0.009788147 0.001040382 -0.008838386
Std error 0.007138993 0.008982761 0.006031918 0.008041929
t-stat -0.06478 -1.08966 0.17248 -1.09904
Number of Observations 85 85 85 85
Degree Of Freedom 80 80 79 79
F-Statistics 9.7955 19.4026 17.6284 23.2261
P-value of F 0.00000168 0.00000000 0.00000000 0.00000000
R-Squared 0.328758 0.492419 0.527348 0.595143
Adjusted R-Squared 0.295196 0.467040 0.497433 0.569519
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Table 4c. Second-Stage with ROL and RDP as Instruments
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Dependent Variable

Dependent Variable

Dependent Variable

Dependent Variable

Independent Variables
UET UEM UET UEM

Constant 27.63265784 28.82513819 32.72289134 31.17135925
Std error 2.39290784 2.35340944 2.10360897 2.23959431
t-stat 11.54773%** 12.24825%** 15.55560%** 13.91831***
GROF -2.67102176 -3.11814805 -3.98238353 -3.71981118
Std error 0.63137621 0.62126885 0.54815127 0.58003002
t-stat -4.23048%** -5.01900%** -7.26512%** -0.41314%**
SETF 0.02508051 0.03057844
Std error 0.04377592 0.03727313
t-stat 0.57293 0.82039
SEBF -0.05221685 -0.03923477
Std error 0.04428233 0.04111677
t-stat -1.17918 -0.95423
LET 1.25519667 0.66335633
Std error 0.33353985 0.35523492
t-stat 3.76326%** 1.86737*
LEM 2.07487163 1.76948411
Std error 0.32746310 0.39558976
t-stat 6.33620%** 4.47303%**
EXG 0.21284820 0.09149167
Std error 0.06186181 0.07206531
t-stat 3.44070%** 1.26957
RIT -0.04582919 -0.16071687 0.01051118 -0.13657564
Std error 0.12030789 0.12022366 0.10152504 0.10850312
t-stat -0.38093 -1.33682 0.10353 -1.25873
Number of Observations 85 85 85 85
Degree Of Freedom 80 80 79 79
F-Statistics 7.9930 18.3792 15.0926 20.9223
P-value of F 0.00001792 0.00000000 0.00000000 0.00000000
R-Squared 0.285535 0.478885 0.488551 0.569744
Adjusted R-Squared 0.249812 0.452829 0.456181 0.542513
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Table 4d. Second-Stage in Log with ROL and RDP as Instruments

Dependent Variable | Dependent Variable | Dependent Variable | Dependent Variable
Independent Variables

Log(UET) Log(UEM) log(UET) log(UEM)
Constant 3.286335478 3.331517248 3.639219129 3.624759880
Std error 0.146795416 0.176028479 0.127497131 0.163290770
t-stat 22.38718%*** 18.92601*** 28.54354%** 22.19819***
GROF -0.126386859 -0.158742585 -0.217313259 -0.233797346
Std error 0.038732429 0.046469182 0.033222769 0.042290493
t-stat -3.26308*** -3.41608*** -6.54109%** -5.52837***
SETF -0.000889757 -0.000506331
Std error 0.002685479 0.002259078
t-stat -0.33132 -0.22413
SEBF -0.009282850 -0.007965660
Std error 0.003312195 0.002997859
t-stat -2.80263*** -2.65712%%*
LET 0.087591208 0.046572564
Std error 0.020461348 0.021530348
t-stat 4.28081%** 2.16311%*
LEM 0.168261117 0.131209454
Std error 0.024493329 0.028842794
t-stat 6.86967%** 4.54912%**
EXG 0.014746111 0.011907437
Std error 0.003749368 0.005254345
t-stat 3.93296%** 2.26621**
RIT -0.004273087 -0.011606352 -0.000363477 -0.008734254
Std error 0.007380413 0.008992395 0.006153307 0.007911057
t-stat -0.57898 -1.29069 -0.05907 -1.10406
Number of Observations 85 85 85 85
Degree Of Freedom 80 80 79 79
F-Statistics 7.2737 18.3330 15.0356 22.8005
P-value of F 0.00004769 0.00000000 0.00000000 0.0000000
R-Squared 0.266694 0.478257 0.487605 0.590679
Adjusted R-Squared 0.230029 0.452170 0.455175 0.564773
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Total and Male Unemployment (UET/M). The principal results are given
by columns 2 and 4 in Tables 4a and 4b. Given the earlier remarks on the scope
of multi-collinearity with EXG, it is safer to rely on estimates that exclude this
variable. The important findings may then be grouped as follows.

Growth. The GDP growth coefficient appears to have a high t-value. A
one-percentage point increase in the growth rate (from its mean level of 4.1) is
predicted to lower unemployment by 3.15 percentage points, i.e., lower it from
the mean of 16.41 to 13.26%."9 For male unemployment, the effect is slightly
stronger (column 3). Interpreted in gender terms, the above estimates suggest
that the female unemployment elasticity of growth is lower than for males
indicating that an equivalent amount of incremental growth does not lead to a
commensurate decrease in female unemployment. Overall, the unemployment
elasticity of growth appears to be in excess of -3.0, higher than the well-known
poverty elasticity of growth of about 2 or 2.5.

Life Expectancy. Increased expectancy appears to positively affect the
unemployment rate both generally and for males, where the associated t-values are
alsoveryhighat4.3 and 6.6, respectively. Aone-standard deviation - whichhappens
to be 2.7 years - increase in longevity is predicted to raise total unemployment
by 3.65 percentage points, i.e., from its mean level of 16.4 to 20.05%. This is
rather large. The predicted magnitude is even higher for males. As previously
discussed, the process by which increased expectancy affects unemployment is
via participation. Hence, the gender impact is that increased life expectancy by
females is likely to make their employment prospects less harsh than for men.

In view of evolving advances in medical technology, the longevity issue
would appear to take a front seat in any labour market analysis. Therefore, the
growth and employment strategies have to adequately deal with not only the
impact of population growth on participation, but also on labour force growth via
longer life expectancy.

Human Capital. Generally speaking, the human capital variables, in
spite of these being well specified in the first-stage estimation, do not appear to
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materially influence the unemployment outcome (columns 2 and 3 in Tables 4a
and 4b). However, the logarithmic specification (Table 4b) shows that increased
secondary education by boys does indeed alleviate male unemployment. A one-
percentage point increase in secondary enrolment by boys (from the mean of 69.3)
is predicted to lower male unemployment by 12 basis points.!!” Interpreted in
gender terms, the above estimates suggest that the female employment elasticity
of education is significantly lower than for males, which is suggestive of a possible
discrimination against females in the labour market. Assaad (2007) points out
that in the case of Egypt, educated women have been absorbed traditionally in
public employment which has been drying up of late, consequently slowing down
overall job growth for women.

Economic Integration. In view of earlier remarks on the mutual
correlation of the EXG variable with several of the explanatory variables, it is not
useful at this stage to dwell further on this issue. However, it is to be noted that
in spite of having a high export-GDP ratio vis-a-vis other developing regions,
and presumably because the resource based trade is less diversified, this has not
had much of an impact either on growth (as seen in stage-1 estimation) or on the
employment potential."®

In view of the potential gains from greater economic integration via
trade, merger and acquisition, and foreign direct investment (FDI), the pertinent
question is how to evaluate if the former does indeed act as a catalyst for faster
growth, access to appropriate technology and faster human capital enhancement.
Given that in the data set, the export share fails to perform the task, attention must
therefore shift to additional indicators of economic integration such as FDI which
may have better statistical properties of an explanatory variable in a growth and
employment context.

Cost of Capital (RIT). It was seen in the first stage that although increased
real interest rate lowered the enrolment figures, the direct impact on growth is
negligible. The second-stage equations reveal that the impact on unemployment
is also statistically insignificant. Among possible explanations behind this would
be the hypothesis that in most of the period covered here (especially the 1990s),
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the nominal rates of interest set by the monetary authorities have been largely
in the nature of administered prices without much regard as to the needs of the
day. Most credit issued by the banking system have been of a directed nature
with significant rationing. Whenever authorities attempted to target an economic
event, these are in the nature of a reaction to the event, rather than in anticipation
thereof. Market forces play very little role in the shaping of monetary policy.

The Growth Sustainability Hypothesis

Tables 5 and 6a through 6d present the test of the growth sustainability
hypothesis, namely that growth volatility is bad for the unemployment outlook.
Equation 5 deals with the OLS case, where a comparison with Table 2 reveals that
once the GRO-squared term (GROS) 1s added, GRO becomes mildly significant in
the OLS specification, albeit GROS still lacks statistical significance. However in
the two-stage case, as seen in Tables 6a - 6d, not only is the hypothesis confirmed
by the results reported, these new estimates provide a significant improvement in
the overall model specification. Most estimated coefficients are more stable than
before (especially as regards SET/B, LET/M and RIT). The overall fit in terms
of the F-value and adjusted R-squared improve significantly from those reviewed
earlier, namely, Tables 4a through 4d.
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Table 5. Testing Growth Sustainability, OLS: Normalized Data in Log
Dependent Variable | Dependent Variable | Dependent Variable | Dependent Variable
Independent Variables

Log(UET) Log(UEM) log(UET) log(UEM)
Constant 2.917333603 2.854241199 2.930169434 2.855647718
Std error 0.057337083 0.064766171 0.057297261 0.066225445
t-stat 50.88040 44.06994*%** 51.13978*** 43.12010%**
GRO -0.029688660 -0.028296341 -0.029515304 -0.028330205
Std error 0.014847642 0.016790106 0.014696110 0.016898211
t-stat -1.99955%* -1.68530* -2.00838** -1.67652*
GROS 0.001532706 0.001034217 0.001365347 0.001024140
Std error 0.001142253 0.001295184 0.001135245 0.001306058
t-stat 1.34183 0.79851 1.20269 0.78415
SET -0.007716169 -0.008189745
Std error 0.002146343 0.002144270
t-stat -3.59503*%* -3.81936%***
SEB -0.016756757 -0.016754801
Std error 0.002562351 0.002578539
t-stat -6.53960%*** -6.49779%***
LET 0.067393094 0.039829290
Std error 0.017751838 0.024419378
t-stat 3.79640*** 1.63105
LEM 0.134152085 0.131516314
Std error 0.019170132 0.029279723
t-stat 6.99797%** 4.49172%**
EXG 0.006426749 0.000585392
Std error 0.003954049 0.004891969
t-stat 1.62536 0.11966
RIT -0.017492240 -0.027966440 -0.019138700 -0.028149284
Std error 0.006175051 0.007028339 0.006195246 0.007235770
t-stat -2.83273%%* -3.97910%*** -3.08926%*** -3.89030%***
Number of Observations 85 85 85 85
Degree Of Freedom 79 79 78 79
F-Statistics 7.7796 22.3295 7.0580 18.3781
P-value of F 0.00000541 0.00000000 0.00000502 0.0000000
R-Squared 0.329928 0.585623 0.351879 0.585699
Adjusted R-Squared 0.287518 0.559396 0.302024 0.553830
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Table 6a. Testing Growth Sustainability, Second-Stage (with GVE and RDP)

Dependent Variables

Dependent Variables

Dependent Variables

Dependent Variables

Independent Variables
UET UEM UET UEM

Constant 77.44574911 73.98725481 69.79116360 65.17787731
Std error 6.25859905 6.78476281 4.89054724 5.82169784
t-stat 12.37429%** 10.90491%** 14.27062%** 11.1956%%*8
GROF -28.69049129 -27.05518738 -24.04641287 -22.41003963
Std error 3.23071072 3.51207386 2.56580364 3.05736913
t-stat -8.88055%** -7.70348 *** -9.37188%*%** -7.32984 %%
GROS 3.10086790 2.90480953 2.45202241 2.32189427
Std error 0.38857091 0.42411193 0.31276293 0.37401007
t-stat 7.98019%%*%* 6.84916%** 7.83988%** 6.20811***
SETF -0.09835287 -0.03943931
Std error 0.03811805 0.03046699
t-stat -2.58022%** -1.29449
SEBF -0.18465601 -0.12099293
Std error 0.04293607 0.03865615
t-stat -4.30072%** -3.12998%#*
LET 1.37231564 1.05817379
Std error 0.23488438 0.26330365
t-stat 5.84252%** 4.01883%**
LEM 1.78346787 1.90396448
Std error 0.25513028 0.32587347
t-stat 6.99042%** 5.84265%**
EXG 0.13377700 0.01326614
Std error 0.04637490 0.06069920
t-stat 2.88469%** 0.21856
RIT 0.15065043 -0.03145370 0.18091838 -0.00761227
Std error 0.08815725 0.09596163 0.07781761 0.09348958
t-stat 1.70888* -0.32777 2.32490%* -0.08142
Number of Observations 85 85 85 85
Degree Of Freedom 79 79 78 78
F-Statistics 28.6214 35.1432 35.5774 32.2645
P-value of F 0.000000 0.00000000 0.000000 0.00000
R-Squared 0.644316 0.689851 0.732386 0.712799
Adjusted R-Squared 0.621804 0.670221 0.711800 0.690707
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Table 6b. Testing Growth Sustainability, Second-Stage in Log (with GVE and RDP)
Dependent Variable | Dependent Variable | Dependent Variable | Dependent Variable
Independent Variables

Log(UET) Log(UEM) log(UET) log(UEM)
Constant 6.416978370 6.925065155 5.852655306 6.139840806
Std error 0.383633898 0.499499592 0.296792107 0.418245280
t-stat 16.72683%** 13.86401%** 19.71971%** 14.68000 ***
GROF -1.759110294 -2.059363981 -1.413650895 -1.617703296
Std error 0.198033160 0.258561648 0.155710645 0.219649017
t-stat -8.88291*** -7.96469-*** -9.07870%*** -7.36495%%*
GROS 0.194213618 0.230066864 0.145980422 0.172136384
Std error 0.023818266 0.031223455 0.018980610 0.026869816
t-stat 8.15398*** 7.36840%** 7.69103%** 6.4063 1*#**
SETF -0.008457139 -0.004598244
Std error 0.002336525 0.001848947
t-stat -3.61954%*%* -2.48695%*
SEBF -0.019555750 -0.014107024
Std error 0.003160987 0.002777154
t-stat -6.18660*** -5.07967***
LET 0.095564869 0.070181067
Std error 0.014397729 0.015979080
t-stat 6.63750%** 4.39206%***
LEM 0.146644885 0.140953834
Std error 0.018782893 0.023411562
t-stat 7.80736% % 6.02069***
EXG 0.010109774 0.006052443
Std error 0.002814348 0.004360782
t-stat 3.59223%** 1.38793
RIT 0.008383063 -0.000816696 0.009960223
Std error 0.005403783 0.007064771 0.004722509
t-stat 1.55133 -0.11560 2.10910 **
Number of Observations 85 85 85 85
Degree Of Freedom 79 79 78 78
F-Statistics 27.5492 36.7210 35.3630 36.0053
P-value of F 0.000000 0.000000 0.000000 0.000000
R-Squared 0.635518 0.699168 0.731199 0.734723
Adjusted R-Squared 0.612450 0.680128 0.710522 0.714317
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Table 6¢. Testing Growth Sustainability, Second-Stage (with ROL and RDP)

) Dependent Variables | Dependent Variables | Dependent Variables Dependent Variables

Independent Variables
UET UEM UET UEM

Constant 83.83024270 80.98728156 68.62512118 65.34774124
Std error 6.60395352 6.98371175 5.14060163 5.87688396
t-stat 12.69395%** 11.59660%** 13.34963%** 11.11945%**
GROF -31.90963603 -30.27512443 -24.29489342 -23.01915683
Std error 3.34924989 3.54633895 2.79140918 3.18590879
t-stat -9.52740%** -8.53701-*** -8.70345%** -7.22530%**
GROS 3.51731570 3.27349813 2.61404734 2.48301129
Std error 0.39923127 0.42367475 0.35506765 0.40522085
t-stat 8.81022*** 7.72644 *** 7.36211%%* 6.12755%*%*
SETF -0.16421083 -0.10429671
Std error 0.03795304 0.03414401
t-stat -4.32668%***- -3.05461%**
SEBF -0.22619613 -0.17134279
Std error 0.04047321 0.04025772
t-stat -5.5887***9 -4.25615%%*
LET 1.15433409 0.84356548
Std error 0.23865052 0.27568998
t-stat 4.83692%** 3.05983***
LEM 1.59717979 1.62342941
Std error 0.25626770 0.32796651
t-stat 6.23247*** 4.94999%**
EXG 0.08532765 -0.01565023
Std error 0.05086054 0.06210069
t-stat 1.67768* -0.25201
RIT 0.07101197 -0.06792313 0.04874085 -0.11011448
Std error 0.08699968 0.09209261 0.07865307 0.08982126
t-stat 0.81623 -0.73755 0.61969 -1.22593
Number of Observations 85 85 85 85
Degree Of Freedom 79 79 78 78
F-Statistics 28.0432 37.4312 30.0809 31.7590
P-value of F 0.000000 0.000000 0.000000 0.000000
R-Squared 0.639625 0.703182 0.698242 0.709555
Adjusted R-Squared 0.616816 0.684396 0.675030 0.687214




Volume 10-No.2 - July 2008

| 164

Journal of Development and Economic Policies

Syed Ahsan & Xing Fe Liu|

Table 6d. Testing Growth Sustainability, Second-Stage in Log (with ROL and RDP)
Dependent Variables | Dependent Variables Dependent Variables Dependent Variables
Independent Variables
Log(UET) Log(UEM) log(UET) log(UEM)

Constant 6.812876016 7.466007899 5.759148840 6.145984976
Std error 0.395785569 0.497503537 0.317022077 0.426034133
t-stat 17.21355%** 15.00694 *** 18.16640%*** 14.42604%***
GROF -1.961183321 -2.311266575 -1.416712144 -1.657528933
Std error 0.200725939 0.252633017 0.172146842 0.230956728
t-stat -9.77045%*** -9.14871%** -8.22967*** -7.17679%**
GROS 0.220720325 0.259464941 0.154352426 0.183174169
Std error 0.023926573 0.030181613 0.021897103 0.029375757
t-stat 9.22490%** 8.59679%** 7.04899%** 6.23556%**
SETF -0.012768285 -0.008470365
Std error 0.002274587 0.002105669
t-stat -5.61345%** -4.02265%**
SEBF -0.023072846 -0.017711398
Std error 0.002883218 0.002918411
t-stat -8.00246%** -6.06885%**
LET 0.081262588 0.057214976
Std error 0.014302710 0.017001864
t-stat 5.68162%** 3.36522%%%*
LEM 0.130398171 0.120434856
Std error 0.018255921 0.023775342
t-stat 7.14279%** 5.06554%**
EXG 0.007216200 0.004003474
Std error 0.003136581 0.004501878
t-stat 2.30066 ** 0.88929
RIT 0.003059069 -0.004251309 0.001893973 -0.006782188
Std error 0.005214031 0.006560466 0.004850553 0.006511431
t-stat 0.58670 -0.64802 0.39047 -1.04158
Number of Observations 85 85 85 85
Degree Of Freedom 79 79 78 78
F-Statistics 28.9568 42.8131 28.5339 34.5919
P-value of F 0.000000 0.0000000 0.0000000 0.0000000
R-Squared 0.646981 0.730435 0.687002 0.726844
Adjusted R-Squared 0.624638 0.713374 0.662926 0.705833

It is seen that growth volatility is uniformly predicted to increase
unemployment. Both GRO and GRO-squared terms have very high t-values
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(between 7 and 9) and with the correct sign. Focussing on Table 6a (columns
2 and 3), it is to be noted that secondary enrolment now appears to confirm the
anticipated reduction in unemployment, albeit the coefficient is double for men.
This once again confirms the strong discrimination against women’s skills in the
labour market.

On the life expectancy issue, the new tests (contrast Table 6a with Table 4a)
also confirm the worsening effect on unemployment. Moreover, all coefficients
are more dense than earlier, and all are highly significant (t-values between 6 and
7), which reveal that the rising longevity is likely to add more than proportionately
(one extra year adding more than one percentage point to the unemployment
queue) mainly via participation. The impact for men is more severe (the elasticity
being close to 2) than generally, i.e., the impact is less serious for females.

Policy Framework and Conclusion

While preliminary at this stage and further tests using an expanded dataset
would be in order to validate the empirical findings in a more robust setting, the
study does reach some fairly striking conclusions. The paper uses a sample of
five Arab countries - Algeria, Egypt, Jordan, Morocco and Tunisia - in a dataset
that covers the period from 1990 to 2006. Two-stage least squares methodology
is used to find estimates of growth and human capital variables from a search
of deeper instruments, and fitted values from these regressions are then used in
second-stage estimation of unemployment behaviour in the general population
and separately for men.

The first major observation of the paper relates to the generally accepted
view that in spite of healthy growth of late, the unemployment reduction in most
diversified Arab economies has been less than commensurate. This study points
out that this may have been due to growth volatility. In other words, while growth
by itself does tend to achieve significant reduction in unemployment, the lack
of sustainability of growth is the villain of the piece. It works in the opposite
direction raising unemployment so that the net effect is rather modest.
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What policies will suffice here? How does one provide an enabling
environment such that growth becomes more predictable? The standard answer
must lie in the provision of a sound macro policy framework by the state, especially
monetary policy. In many contexts, the case for a transparent monetary policy
stance has been emphasized to a great deal, and central bank independence would
be high on the agenda. Low inflation, low budgetary deficits and predictable public
borrowing behaviour are key ingredients of a stable macro policy environment.
With a dominant public sector share of the banking industry in many of these
countries (often 60% or above), it is likely that credit allocation is not efficient.
These markets ought to be allowed to function independent of directed credit
policy of the state, but within a credible regulatory framework.

Rodrik (2000) has argued that prevalence of participatory institutions
primarily obtaining in a democratic regime, offers better prospects of resiliency
to shocks and consequently reduces growth volatility.*® He goes on to make a
case that better institutions have allowed Korea and Thailand to recover ahead of
Indonesia from the financial contagion that hit Asia in the late 1990s.

The second major finding is that while educational contribution to
lowering of unemployment is likely to be of a modest magnitude for all, the
labour market appears to strongly discriminate against women’s skills. Part of
the problem may well be due to a mis-match of required job skills and women’s
schooling. The folly of preparing oneself exclusively for civil service jobs has
been mentioned. A recent World Bank study (2004a) finds that in most countries
included in this sample (e.g., Egypt, Morocco, Tunisia and Jordan), the return
to education is higher in the public sector than the private sector at all levels
excepting the university level. Another World Bank study (2004b) has pointed
out that for women to succeed in the labour market, it would require revising
labour legislation and eliminating barriers that raise the cost of hiring women
relative to men. However, more generally, institutions need to be developed and
nurtured so that the labour market can deliver the right signals to those acquiring
human capital.
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The next result suggests that since continuing medical and nutritional
advances are likely to lead to rising life expectancy, the labour market implications
are rather serious, especially for men. Rising longevity appears to predict rising
unemployment via participation. What can the society do to increase the rate of
job creation in order to meet the growing aspirations of the public? Faster and
stable labour-intensive growth strategy is the order of the day. Capital market
innovations that encourage small enterprise growth, which in other parts of the
world (e.g., South and Southeast Asia) appear to contribute more to job creation
than larger enterprises, may form part of such a strategy.

Finally, while the trade-GDP ratio is rather high for these countries vis-
a-vis other developing regions, the overall impact on growth, employment or
educational attainment have been very limited. Strategies need to be framed so
that human capital acquisition, technology access and thus faster growth may
result from greater exposure to globalization. Development of niche export-
oriented products that take advantage of local resources would appear as a
goal of export and growth policy. This has been cited in other contexts, which
essentially calls for diversification of the product base of the economy. On the
latter issue, earlier writers have noted that exports of small countries like Czech
Republic and Hungary, or even smaller Finland, have been in excess of non-
oil exports out of the region (World Bank, 2007a). Some authors cite domestic
regulatory environments as discouraging private investment and thus impeding
the development of export-oriented industrial sectors (Yousef, 2004).

Can FDI, which has risen in recent years to about 2% of global inflows,
play a role here as has been claimed by some??" How hospitable is the local
environment? Abdih and Chami (2007) point out that traditional preference
for public enterprises (e.g., in banking and finance) have led to the crowding
out of private investment including FDI. The business environment has been
further compromised by excessive regulations, red tape, extended procedures,
weak enforcement of property rights, and generally high relative costs of doing
business.®? These authors observe that further trade liberalization may help in
this regard since it forces domestic firms to lobby the state and compete for an
improved business environment.
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At another level, it may be noted that the failure of trade to accelerate
growth, in spite of the volatility setback, is suggestive of the inability to fully
exploit the comparative advantage that lies within each country’s technology.
Modality should be found to delve deeper into the search for significant
comparative advantage and the hindrances that stand in the way of benefiting
from this. The focus is on applied research with actual country-specific data on
capital and labour productivity.

Footnotes

) An example of a measure of relative dispersion in the observed growth behaviour would be a
weighted term such as the country-specific standard deviation of growth (s) divided by the actual
GRO data (x,), i.e., [s,/x, ], i=1,.,5,and t=1, ..., 17.

@ This literature views institutions as encompassing the formal rules designed by polity as well
as informal rules often labelled ‘social capital’ that have emerged over the course of history. More
broadly, the focus is on those institutions that lower transaction costs and thus make a greater array
of economic exchanges possible than would otherwise be the case under pure laissez-faire.

©® The actual source is ‘global risk service’ surveys carried out by Global Insight, earlier known as
Data Resources, Inc (DRI). The data set is made available in Kaufman et al (2007). Ahsan (2003
and 2004) haves explored analyzed more exhaustively the role of do the governance indicators?
in the growth and poverty context for the MENA region a s well as transition countries in the
former Soviet Union and Eastern Europe.

@ The figures are based on data included in the World Bank document on MENA'’s job creation
prospects in a growth environment (World Bank, 2007a) , which does not include Turkey.

© The search for additional data however continues. Suggestions from readers on how to expand
the dataset in a consistent basis would be highly appreciated.

© The average for dates (t-1) and (t+1) to choose the missing entry for date-t was taken. In other
cases (e.g., the last data point), the country average was taken for the sample to obtain the missing
observation(s). Clearly, there are other methods for dealing with missing observations, planned
to be dealt with in other research.

(™ More specifically, the pattern of the data source is as follows: Algeria and Morocco (both WDI
and ILO), Egypt and Tunisia (ILO), and Jordan (WDI).

® The Algerian female participation rate rose from 24% in 1990 to 38% in 2005, some of which
would be expected to be spurious due to reasons cited above.

© The employment-unemployment figures reviewed relate to the 2000-2005 average for 12
countries highlighted in Chapter 2 of World Bank (2007 a). These 12 include, in addition to the
five in the present sample,: Bahrain, Iran, Kuwait, Qatar, Saudi Arabia, UAE and West Bank
and Gaza. Where appropriate, these means are contrasted to those obtained for the five sample
countries over the period 1990-2006, for a total of 85 observations.

19 The sample properties described here relate to the 5-country data obtained from World Bank
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(2007 a; 2007, b) and ILO (2005). Table Al of the aAppendix describes the data. The broader
regional data has been reviewed in World Bank (2007 a) as noted above.

(D See Ali (2002) for a broader discussion on the scope of human capital in the MENA context.
(2 The male —female unemployment pattern over 2000-2006 has been reviewed in World Bank
(2007a), Table 2.4, p.46.

U3 This is calculated as follows: the incremental growth would be 45% percent of the estimated
coefficient of 3.53.

U9 The coefficient is calculated as follows: (0GRO/ISET) = [(0GRO/ORDP)/ (dSET/ORDP)].

U5 The RIT coefficient just misses the 10 percent level of significance in Table 3d, but is highly
significant in all other cases (especially Tables 3a and 3b).

19 Messkoub (2006) cites much lower elasticity on a country-by-country basis. However, these do
not appear to be econometric results but rather based on observed growth in sectoral employment
and sectoral GDP growth (Table 8).

(7 This is calculated by using the relationship between the derivative of logarithm of a variable and
the ordinary derivative. The coefficient of SEBF (0.0081) in column 2 of Table 4b is multiplied by
the mean value of UEM, which is 15.14, to yield 0.1226.

U8 The estimated EXG coefficients in the employment equations are inconsistent as to sign.
These (although not most being statistically significant) suggest that increased export share
predicts rising unemployment.! How can you make this conclusion when the results are NOT
significant?

19 While the tables cited here use the GRO-squared term as measuring the volatility of growth, the
relative dispersion can alternatively be measured by the ratio of the country’s standard deviation
in growth to the observed growth rate. Both sets of results turn out to be rather similar,. and h
Hence, the first set is presented in Tables 6a through 6d.

29 Rodrik (2000) contends that democracies deliver more predictable long-run growth. Using the
Index of Political and Civil Liberties compiled by Freedom House, he detects that the variability
in growth (e.g., measured by the coefficient of variation) is significantly smaller in democracies
than in authoritarian regimes. This is so even when he finds “no strong, determinate relationship
between political participation and average level of long run growth” (p24). His thesis is that
adjustment to shock requires managing social conflicts, and democratic institutions are useful
in this regard. In particular, he finds that “political regimes with lower executive autonomy and
more participatory institutions handle exogenous shocks better”(p 31).

@D Tt may be Nnoted that South Asia has been growing rather fast in the new millennium without
much of FDI. FDI flows come in below the 2-percent mark of GDP even for India, and significantly
below that in Bangladesh and Pakistan, for example.

22 These authors go on to note that the minimum capital requirement to start a business in MENA
is higher than in any other region, and five times larger than the global average. Time taken to
enforce a contract or to import a standard consignment of cargo is, respectively, 50 and 80%
higher than in East Asia (and, respectively, 60 and 190% above the industrialized country level).
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Table Al. UET (UMT) in the Sample, 1990 -2006

175

(percentage)

Country 1990 1995 2000 2006
Algeraia 19.8 (20.9) 27.9 (26.0) 29.8 (33.9) 20.3 (19.8)
Egypt 8.6(5.2) 11.3 (7.6) 9.0 (5.1) 7.8 (4.7)
Jordan 14.7 (13.4) 14.6 (12.1) 13.7 (12.3) 16.1 (12.8)
Morocco 15.8 (14.2) 22.9(18.7) 21.5(19.9) 14.5 (12.6)
Tunisia 14.7 (13.4) 19.2 (16.1) 15.7 (15.3) 14.1 (12.9)

Source: World Bank (2007 a, b) and ILO (2005)
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