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Institutions, Trade and Geography: Implications for
long-term Development in the Arab World

Ibrahim Elbadawi
Abstract

Over the past quarter century, standards of living in Angb world have
experienced relative stagnation, as reflected in the dipgrincome gaps between Arab
countries and their East Asian and OECD counterpass time. The evidence suggests
that for all categories of Arab countries, lack of cdefice with regard to protection of
property rights (rule of law) and deplorable standarddeshocracy are the main factors
explaining the relative underdevelopment of the Arab wdFhds is consistent with the
global evidence in this literature and confirms thaged “Institutions Rule”. However, in
addition to its indirect influence through institutions, geqdpy is also found to be directly
associated with underdevelopment in some large, tropinzhlasid Arab countries. This
suggests that explicit consideration of the physical egabbglevelopment should be given
high priority as well.
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" World Bank, Washington DC. Emalklbadawi@worldbank.org An earlier version of this paper was presented
at the Arab Planning Institute International Coefe@e on Institutions and Development Performandd ae
Beirut, Lebanon on June 8-10, 2004. The viewwessed are not necessarily those of the World Bigk
Board of Directors or affiliated organizations. eThuthor would like to acknowledge the researchpaupof
Gary Milante.
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Introduction

“Governments' arbitrary interferences in man's
property result in loss of incentives, which could
eventually lead to a weakening of the state. Expropnatio
is self-defeating for any government because it isria fo
of oppression, and oppression ruins society.” lbn
Khaldoun (1332-1406).

“You will find in the climates of the north, peoples
with few vices, many virtues, sincerity and truthfulmes
Approach the south, you will think you are leaving
morality itself, the passions become more vivaciond a
multiply crime. The heat can be so excessive that the
body is totally without force. The resignation passed t
the spirit and leads people to be without curiosity, her t
desire for noble enterprise.” (Montesquieu, 1989, English
edition).

“All the inland parts of Africa, and all that part of
Asia which lies any considerable way north of the iB®@ix
[Black] and Caspian seas, the ancient Scythia, the mode
Tartary and Siberia, seem in all ages of the worldaee
been in the same barbarous and uncivilized state ichwhi
we find them at present...Commerce and manufactures,
in short, can seldom flourish in any state in whiokre is
not a certain degree of confidence in the justice of
government.” Adam Smith (1776).
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Throughout recent history, economists, geographers,| sbirikers
and historians have been intrigued by the phenomenowahe disparities
across countries. Many scholars have turned to intatpes of
institutions, geography and endowment to explain why soat®ns are
prosperous and others are not. The above three quotheebygreat social
thinkers make this point. For example, Ibn Khaldoun (1332-140@),
famous 14th century Arab scholar emphasized the rolastifutions, and
suggested in other major contributiBhghat geography has a lot to do with
the emergence of type of institutions associated wittng and dynamic
civilizations.

Four hundred years later, Montesquieu provided an interpretedi
the climate theory of underdevelopment, albeit wittesplicit racist bent?)
Finally, Adam Smith (1776) emphasized both geography anduinstis,
largely reproducing the insight of Ibn Khaldoun.

Until today, this phenomenon and its explanation castito be a
very critical question facing the economic professiorRodrik, a leading
economist, and his research associates (Rodrik, Suhisamand Trebbi,
2002) note that: Average income levels in the worldkast and poorest
nations differ by a factor of more than 100. Sierraries the poorest
country for which national income statistics are ilatsée, has per capita
GDP of $490, compared to Luxemburg’'s $50,061 (expressed in PPP-
adjusted current “international” dollars for 2000).

Against this backdrop, Rodrigt al. ask: Why are some nations so
rich and others so poor? What explains such persipggntapita income
differences across countries? And what (if anything) loa done to reduce
them? They then make the obvious but profound staterfiems: hard to
think of any question in economics that is of greatetellectual

@ |bn Khaldoun is the founder of sociology, which ¢adled the "Science of Society" and based it @ ribtion
that social phenomena are governed by fixed ladsamrelated to cause an
d effect. Among his several writings, thdugadima (Introduction to History) is considered the pradi
precursor of modern sociology. It addresses gersmaiblogy, sociology of politics (tribal life, $&8 caliphs
and ruling hierarchy), sociology of urban lifecedogy of economics and sociology of knowledge.

@ Quoted in Easterly and Levine (2003).
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significance, or of greater relevance to the vastortgj of the world’s
population.”

Two other distinguished economists (Easterly and Levi@)3)
after noting that Canada today has a per capita incomam€s higher than
Burundi's, ask the following questions as to what mighteheccounted for
these stark income differences. How much is due tordée geographic
endowment? How much is due to better institutions? Hawhms due to
better policies (especially trade integration and, bypligation,
globalization). Do the alleged geographic advantages ofad2arover
Burundi directly affect income, or do they work through institutions or
policies?

These questions constitute the essence of the currbatedabout
geography, institutions, trade integration and developntégure 1). The
empirical research agenda, therefore, boils down tinfjnout which of the
arrows in the development diagram is more dominant. tticpkar, since
geography is clearly exogenous, does it directly accountirfoome
differences across countries or only indirectly throumgtitutions and/or

economic policy?

f
N

Figure 1. The development diagram.
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This paper provides evidence on the relative stagnafidheoArab
world in the past quarter century, which is reflecte@ipanding income
gaps between Arab countries and East Asian and OECDresuover time.
The paper then applies recent empirical models of lomy-titerminants of
income level across countries to explain this phenomerAn overview of
related literature is offered followed by an analysistie extent of the
income gaps in three groupings of countries in the Argiome(low, middle
and high income) relative to low-income, middle-incoiast Asia and
OECD countries. The study assesses the role of therdaassociated with
differences in standards of living across countries, geography,
democracy, rule of law and economic openness.

Related Literature

Modern development and growth literature, especially thpireal
strand of the literature, keeps returning to this evaurreng question with a
vengeance, deploying conceptual and methodological advapaesed by
the endogenous growth model and cross country economgirity to
identify the “true” determinants of income dispariti€scss nations among
the competing factors of geography, institutions and trade.

Three schools of thoughts may be identified: (a) onghasizing the
central role of geography; (b) the role of institnipand (c) economic
integration.

The Geography School

This school of thought argues that geography directly taffec
incomes and long-term development. Most notable catioiis to this
literature are the recent writings by Diamond (1997); $4@®01); and
Gallup, Sachs and Mellinger (1998). According to this liteat there are
several channels through which favorable geography asdgse— in terms
of access to long coastal lines or sea-navigablesraed temperate climate
— could determine income and long-term development.

Firstly, a high share of a country’s area around cb&sés or sea-
navigable rivers and high economic density along thestc@ae important
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determinants of competitiveness, especially for tr@i@maintensive
exports, such as manufactures. Secondly, a high shamorefropical
(especially temperate) regions in a country is assatiaith less prevalence
of vector-borne diseases and high agricultural productivithirdly,
geography could also simultaneously affect developnmehitectly through
institutions. For example, the emergence of moderistabaity states in
southern Europe may be credited to the easy accesgitmendrade, which
led to an unprecedented expansion of merchant classpwsldprs and
other associated service communities that depended mgnataoonal trade.
This emerging social class had, in turn, acted as adabte agent pushing
for the type of institutions required for expansion ddde and wealth
creation.

The Institutional School

According to this school of thought, what matters aeertiles of the
game in society and their impact on economic incemtigad property
rights. While recognizing thendogeneityof institutions, most notably, to
geography this school argues that, nevertheless, the impatiedatter runs
through its long lasting impact on institutions. In othards, “institutions
rule” (Rodrik et al, 2002). There are, however, different views on how
geography shapes institutions. For example, the “Crop’oryheof
institutions (Engerman and Sokoloff, 1997; Sokoloff and Engarm@000)
argues that in countries where physical environmemtsrare conducive to
plantation-based agriculture, less egalitarian and ledgsive institutions
developed.

On the other hand, the “Germs” theory of institutigd€emoglu,
Johnson, and Robinson, 2001, 2002) is built on the observdiat in
colonies with inhospitable germ environment (as meaksly the mortality
rate of European colonialists), colonial authoritissablished “extractive”
institutions. However, European colonialists had tendedsettle and,
therefore, establish settler-class institutions ioren hospitable germ
environments. Therefore, this literature suggests tiaen the very high
inertia in the development of institutions over tirtleg European colonial
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mortality rates is likely to be an important determinaf the quality of
current institutions.

Rodrik et al. (op. cit), however, reject the idea of a causal
geographic theory of institutions. Rather, they arguet thariables
associated with geography, such as the “settlers ntgrtate”, are simply
good statistical instruments for identifying the exogenoomponents of
institutions that are associated with income.

PDF Created with deskPDF PDF Writer - Trial :: http://www.docudesk.com



| Journal of Development and Economic Policies Volume 8 -No. 1 - December 2005|

Ibrahim Elbadawi 15 |

The Trade and Globalization School

This school of thought argues that international tradel a
globalization lead to higher degree of specializatiopaa® economies of
scale, and promote diffusion of technology and learnidgnce, it is argued
that open trade and globalization tend to increase tat&br productivity
(TFP) and growth and long-term incomes. Moreover, ategrto this view,
geography affects development through trade openness, bedause
determines “natural openness”, which is influenced by geography
variables of the “Gravity Model” of bilateral trad&réankel and Romer,
1999; Frankelet al, 1996) to wit: (a) distance from major markets
negatively; (b) area and population size between twdingapartners—
positively; (c) higher population size (or area) of th@me country —
negatively; and (d) land lockednessiegatively.

The Evidence

The main evidence from recent empirical literature tre
determinants of long-term income levels across camtrmay be
summarized in the following broad conclusions:

* Institutions have direct effects on income, while gepyy
doesn’t, though the latter influences institutions through
settlers’ mortality (Acemoglu, Johnson, and Robin&91).

* Institutions determine long-term income levels; winigther
policy, including trade, nor geography have direct impact on
income, though geography determines institutions (Easterly
and Levine, 2003).

» The most compelling evidence in support of the above
conclusions is provided by Rodré al, which conclude that
Institutions rule.

 However, Sachs (2003) shows that malaria transmission,
which is strongly affected by ecological conditions.edily
affects the level of per capita income after contrglfor the
quality of institutions. This suggests that geography loas n
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only an indirect effect on incomes, as suggested bgltbge
literature, but also a direct effect as well.

Evidence from New Cutting-edge ResearchA new line of
econometric research takes a critical view of thaveational “Instrumental
Variable” approach that constitutes the “work horset testing the
competing debates in this literature (Rigobon and Rodrik, 200d¢se
authors argue that the requirements for valid instrumemts quite
demanding because it is difficult to come up with truly exoges variables
that would also satisfy the exclusion restrictifhsTherefore, because the
list of plausible instruments is extremely shortsihot possible to undertake
joint determination of income, institutions and trade openriestead, this
new research proposes a novel approach, which avoide f®blems,
called “ldentification through Heteroskedasticity” (IHBy splitting the
sample into two sub-samples, where the variance adhibek to institutions
is larger in one sub-sample compared to the otherHlapproach generates
enough equations for identifying the parameters of theersydn particular,
Rigobon and Rodrik adopt two splitting strategies: (a) c@ascolonized
by Europeanws those that have not; and (b) East-West aligned deantr
(Eurasian)vs those that are aligned in the North-South axis €Afrithe
Americas).

The evidence from both approaches is remarkably siniilae full
results for the system of income, rule of law, democt@nd openness are
summarized in Table 1 which is based on the secondrgplgtrategy. The
evidence suggests the following broad conclusions for ltmg-term
determinants of income levéfe:

* Institutions (both political and economic) are robustly
associated with income levels;

* Moreover, and contrary to the conventional literature
geography also has direct effects on income levels;

® These are variables that are strongly correlatigl the right-hand side “potentially” endogenousiafles in
the income regression but are unrelated to inctsgt.i
@ The results for the other three equations on DeswycRule of Law and Openness are not discussed.
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« However, similar to the evidence from most of theliea
literature, trade openness has no effect.
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Table 1. Estimates of a Matrix of Income, Rule of Law,
Democracy and Trade

Lo Log Rule | Lo . Lo Lo
Y 9 9 9 | pisteq | -9 9
Democracy| of Law Open Area Pop
Income 0.157 0.671 NS 0.113 -0.176 O.lZﬂ3
Democracy | 0.318 0.206 -0.393 0.213 NS -0.2
Rule of Law | 0.622 0.104 0.129 0.160 0.079 NS
Openness | NS -0.204 0.157 -0.199 -0.103 -0.7(“1
N.B.
. Splitting strategies used is based on geograpleyaiseve).
. NS: statistically non-significant.

« Definition of Variables:
Open— trade ratio/GDP
DistEq— distance from the equator
Area and Pop- land area and population, respectively
Democracy— measured by the widely quoted Polity IV index, ethiprovides global ratings of the

standards of democracy (d&&://www.cidcm.umd.edu/inscr/polify/
Rule of law— a composite indicator of a number of elements ti@pture the protection afforded to
property rights as well as the strength of the afilaw (Kaufman and Kraay, 2002).

Source: Table 6 of Rigobon and Rodrik (2004).

Moreover, the IH model also generates interesting sgglen how
much of the variability of income and associated e are explained
by the model (Figure 2).

* Income level— geography and institutions explain roughly 49% of
the variance of income including 7% for democracy, 2084 dée

of law and 16% for distance from the equator, leaving 51%

unexplained.
Democracy— 60% of its variation is unexplained, leaving only 14,

11 and 14% to be explained by income, rule of law and distaoe the
equator, respectively.
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Income Democracy Rule of Openness
Law

Figure 2. Variance decomposition of incomes.

* Rule of Law— 59% of its variation is unexplained but more than
20% is explained by income and 14% by the distance from the
equator, leaving a marginal 5% for democracy.

» Trade Openness- size area and population account for a
combined share of more than 55% (including 39% for area);
and, leaving a relatively smaller share of 36% unexpdaine

Where Does the Arab World Stand and Why?

Arab countries are compared to relevant comparator grettps
regard to income, democracy and rule of law. Rigobon@ Rodrik’'s
estimates are used to explain the income differenceseba the Arab
countries and comparator groups.

Real per capita GDP data (1995 PPP) over 1975-2001 suggests that
all Arab country groupings lag behind comparators, espeamlhe post-
1990s period. Median per capita income levels in low-incofnab
countries rose from about $500 in 1975 to reach slightly aBa®©0 by
2001. However, the median for low-income countries éwtiorld has risen
faster and by 1990, it surpassed the income levels fokrdde counterparts,
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reaching more than $2000 in 2001 (Figure 3a). The experienagdahSas
a low-income Arab country, reflects a similar expeee (Figure 3b).

)P per Capita (PPP, Current International :
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0
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Figure 3a. Low-income countries: (GDP per capita, 1975- 2001).
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Figure 3b. Income trends in Sudan
(GDP per capita, 1975 — 2001).

However, the income divergence between the middle-iacénab
countries and middle-income East Asia is much more diam&Yhile both
groups started at similar income levels of about $1500 in 19é5Atab
middle-income group essentially stagnated while the Eag&inAcountries
experienced unprecedented economic expansion for theviftdlogquarter
century. Therefore, by 2001, the median income in thé graup was only
$4000, compared to about $12,000 for East Asia (Figure 4a). In tdrms
country experiences, it is remarkable to note tha@y1, Malaysia's per
capita income was twice that of oil-rich Algeria ardee times that of
Egypt (Figure 4b).

14000
12000
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8000
6000
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2000
0

GDP per Capita (PPP, Current International

1975 1980 1985 1990 1995 2000

‘—Middle Income Arab Countries — East Asian Economie#

Figure 4a. Middle-income countries
(GDP per capita, 1975- 2001).

GDP per Capita (PPP, Current International

‘—Egypt —— Malaysia —Algeria ‘

Figure 4b. Middle-income case:
(GDP per capita, 1975- 2001).
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Even more remarkable is the experience of the higbrie oil Arab
economies of the GCC, which started in 1975 with a memieanme of
$10,000, twice the OECD median. However, by 2001, this Arabipgr
could only manage to reach $15,000, compared to a staggering $30,000 fo
the OECD (Figure 5a). The comparison between Oman anddy is very
revealing: both are oil-producing small countries withilar income levels
of about $5000 in 1975. However, by 2001, Oman’s income baathed
$15,000, while that of Norway shot to more than $35,000 by yeat
(Figure 5b).

30000
25000
20000
15000
10000

5000

GDP per Capita (PPP, Current International

o+ F"" 7T T7T—T—T—7TT7T—T—T7T 7T
1975 1980 1985 1990 1995 2000

‘—High Income (Oil) Arab Countries — OECD ‘

Figure 5a. High-income countries (GDP per capita, 1975- 2001).
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Figure 5b. High-income cases (GDP per capita, 1975- 2001).

Describing the standard of democracy in the Arab wasldagging
behind will be a gross understatement. It is, in fappalling. According to
this index, the Arab world has consistently lagged lklire standard of
democracy achieved by the rest of the world over ake duarter century
(Figure 6). Moreover, the Arab region was the only negiot affected by

PDF Created with deskPDF PDF Writer - Trial :: http://www.docudesk.com



| Journal of Development and Economic Policies Volume 8 -No. 1 - December 2005|

Ibrahim Elbadawi 23 |

the massive wave of democratization that swept thddwsince the mid-
1980s.
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Figure 6. Relative median polity.

Finally, the performance of the Arab countries inm®rof rule of law
is mixed, where the Region is not dramatically laggingrzeas in the case
of democracy (Figure 7). For example, relative to th&CDEountries, the
rule of law is weaker in high-income Arab countries anthuch weaker in
middle-income Arab countries. However, surprisingly, rafdaw is better
in both groups than in East Asia in 2000. However, dlaeihcome Arab
countries have very poor standard in terms of rulevaf édong with Algeria
and Syria (middle-income countries).

High Income Arab
Economie s

Economies Sub-Saharan

Algeria

Egypt

East Asia
-0.5]
Low Income Arab
-1 Economie s
Sudan
-1.5
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Figure 7. Rule of law measures for regions and cases (2000).
Explaining Relative Incomes in the Arab World

So what accounts for most of the underdevelopment (mstef
income levels) of the Arab world? And, given their gephic and
population attributes, what would the income levels ef Anab countries
have been had they adopted the same standards of dee®eadirule of
law of comparator countries.

Firstly, median income in low-income Arab countrieasw$1560 in
2000, compared to $2080 and $6350 for the world’'s low- and middle-
income groups, respectively. For both comparisonsintmme differentials
could be substantially accounted for by the combinectteté rule of law
and democracy. Nevertheless, population and geographynpogtant as
well (Figure 8). However, simulating income levels anviincome Arab
countries, assuming the level of institutions in theamparable groups
makes clear how critical institutions can be in exju@ the
underdevelopment of this group of Arab countries. Thet m@sarkable
evidence is that for these countries to achieveitimg Istandards of middle-
income countries of the world, significantly enhancpaitical governance
(democracy) should be the top priority in the reform dgethough further
improvements in economic institutions (rule of lawalso critical.
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Figure 8. Decomposing differences in income per capita
(PPP) of low-income Arabvs the World’s
low-income economies (2000).

Secondly, for the middle-income Arab countries, a beteght may
be gained by undertaking country-specific analysis; givem ektreme
diversity on both the Arab and East Asian middle-inc@menomies. Cases
in point are Algeria (median income of $5430 in 2000) and Egyptian
income of $3550) compared to Malaysia with a median incoh$#8920 in
the same year. In Algeria, rule of law accounts farstof the income
differential ($2898), while the higher standard of democriacialaysia
accounted for a difference of $345 (Figure 9a). In the abBgypt, higher
standards of democracy and rule of law in Malaysia, otspedy, account
for $1,423 and $856 of the income differentials between tlecmuntries
(Figure 9b). With regard to the other factors, latitudeoifa Algeria and
Egypt, while land area favors Malaysia. Again, siniadpincome levels in
these two Arab countries under the assumption thatéattiay the levels of
institutions prevailing in Malaysia, it suggests thabime levels would rise
to more than $8600 in Algeria and to more than $5800 in Egypt.

Thirdly, median income in high-income Arab countriess\v#4.3,630
in 2000, compared to $22,183 for OECD (Figure 10). As in the previous
cases, the combined effect of better institutionghe OECD countries
accounts for more than $3700 of the income differentigleéd, assuming
OECD-type institutions income levels in high-incomeaArcountries would
reach more than $17,300. However, surprisingly most of ffeeteis
accounted for by rule of law, leaving a much smallexatffor democracy.
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Figure 9a. Case study: Difference in income
per capita of Algeriavs. Malaysia (2000).
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per capita (2000), Egyptvs. Malaysia.
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Figure 10. Decomposing differences in income per capitaigh-
income Arab vs. OECD economies (2000).
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Conclusion

This paper reviews the literature on income gaps aaosstries
and analyzes the income differentials in three groupingoantries in the
Arab world (low, middle and high income) relative to EAsia and OECD
countries. The analysis reveals that the Arab woddme levels lag behind
these countries.

In explaining the underdevelopment of the Arab world, paper
uses a recent empirical model for the joint determsaot income,
democracy, rule of law and economic openness, whilgramy for
geography and population as exogenous country characteristics

The evidence suggests that for all categories of Araintces, lack
of confidence with regard to protection of property rigitde of law) and
deplorable standards of democracy are the main factqkireng the
relative underdevelopment of the Arab region. This ioosf the
fundamental conclusion of Rodré al (2002): “Institutions Rule”.

However, geography factors are also important determsindor
example, in the cases of high-income Arab countriesg(® Saudi Arabia)
as well as Sudan, latitude has had a negative effect.th©mwther hand,
latitude favors the middle-income Arab (Algeria, Egypt aBgria)
compared to the East Asian countries. Also the laige of some Arab
countries (Sudan, Algeria and Saudi Arabia) constitutesaddantage for
them.

To overcome relative underdevelopment, the Arab regiwstm
significantly enhance its institutions, including strocgmmitment to real,
broad-based and home- grown democratic reforms. Howepwezn the
adverse geography in several countries (hot, arid orcabplimate, large
land area relative to population), these countries mustatiantion to the
physical ecology of development. For example, effortsetadicate or
substantially reduce the burden of malaria should take prgrity in
Yemen and Sudan. In addition, investing in appropriate aturaliresearch
and adaptive technology for arid and semi-arid climatelitions is critical.
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Finally, while economic openness is found not to heave
independent direct effect on income levels across deanthrab countries
should not underestimate the potential indirect gains ftlrser economic
and political Arab integration. At least two benefitgy flow from such
integration.  Firstly, it provides peer pressure and eaence criteria for
governance reforms and democratization. Secondlyant improve the
geography of development for all Arab countries by expanéconomic
space for better attracting foreign as well as intrabAinvestment, intra-
industry trade as well as by pooling and coordinating coatpar
advantages across the region. Therefore, it wiltacdy be to the
advantage of the Arab countries to address the issuesefr @conomic and
political Arab integration.
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An International Political Economy
View of EU-GCC Partnership

Gonzalo Escribano”
Abstract

After several years of being blocked, the signing ofEkeGCC FTA (European
Union-Gulf Cooperation Council Free Trade Area) seemminent. The main objective of
this paper is to shed some light on the EU-GCC relsghign It sets a conceptual
framework, compares the EU-GCC Cooperation Agreemetit wiher EU regional
initiatives and explores the evolution of EU-GCC relas. The study points to the need
for economic cooperation, including the long-awaited Fard cultural dialogue to transit
from its current fragmented and low profile level to anstitutionalized EU-GCC
Partnership Agreement. Two qualifications are addedE(a§>CC relations should adopt
a more sophisticated model than the Euro-Mediterranaend?ship; and (b) It should take
into account the US strategy on the Middle East.
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I ntr oduction

After several years of being blocked, the signing of Bw&GCC
FTA (European Union-Gulf Cooperation Council Free Tradeal is
expected in the second half of 2005. Most obstacles seehavie been
overcome, like the GCC Customs Union, the GCC cowitdgencerns on
political conditionality by the EU, and trade on EU stve products (like
chemicals, petrochemicals and aluminium). However, sobwacles still
remain for EU-GCC relationship to attain a partngrshktatus. These
obstacles have been listed in previous work on EU-G&aions, e.g. like
Saudi Arabia not being a member of WTO,; institutionéiecBnces; US-EU
differences on Middle East strategies; asymmetriehienvblume of trade
conducted with the EU such as Kuwait being more expeti®d towards
Asia, while most of its imports come from the EW;.et

At the same time, the US has launched an ambitious gabjfur a
US-Middle East Free Trade Area in 20+3he US-Middle East Free Trade
Coalition— encompassing from Morocco to Iran. At the time afimg this
paper, Bahrain has been the last country to adhereligd that already
includes Morocco and Jordan. The UAE and Oman areetktecountries to
start free trade negotiations with the US. This atite may be
conceptualized as the economic instrument of the Bushnthation’s
Great Middle East strategy and presents very relevdetreatites with the
EU approach. The US initiative has received a ladttd@ntion. In contrast,
little attention is devoted by EU scholars to relasiovith the Gulf states,
especially on bilateral economic relations.

In this context, the main objective of the papewished some light
on EU-GCC relations and its differentiated nature ftoemUS approach. It
starts by setting a previous conceptual framework basedeointernational
political economy of EU external relations and itsur&peanization’. It
discusses EU-GCC relations within the different EU aegi initiatives and
focuses on the particularities of the EU-GCC Coopanatigreement itself.
It also highlights some observations on the inteonali dimension of EU-
GCC partnership and the need for the EU to upgrade thes stdtits
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relations with the GCC, not in a competitive, buthesita complementary
manner to US efforts.

The I nter national Palitical Economy of Eur opeanization

Globalization has brought about challenges that tradscine
economic sphere. Increased economic interdependency peEsupF on
national socio-economic structures and calls for tjasément of domestic
policies to deal with an open economy environment. ngBooc
development, together with international communicatigenerates social
demands for the modernization of economic and politistitutions. In the
European case, as Helmut Kohl once put it, “Europeanizaso the
European response to globalizati®nFrom the need to articulate such a
response, a new set of ‘Europeanized’ foreign policissemaerged in the
EU to conduct external relations.

to foreign investment, development aid, labor migraborcultural
diffusion Nowadays, there is a growing consensus aboutbé&meficial
effects of international trade on economic and palitissues. These results
may easily be extended abroad. Two pre-conditions aredede if
regionalism is to succeed (Mattli, 1999). First is thecalled demand
conditions, i.e. there must be a strong potential émmemic gain derived
from economic integration, so that societies demand $econdly, the
supply condition, i.e. the political willngness to nfatthe integration
demands, which depend on the expected outcome of regiondisifar as
economic welfare increases after integration, goventsn maximise their
possibilities of remaining in office. The internata political economy of
regionalism shows how international economic retetionay have political
externalities, and how the domestic political and eowvooprocesses
influence the political outcome at the internationaligyolevel. But
regionalism is a bi-directional process, with integnmati outcomes
influencing its member’s institutions and policies.

@) Cited by Donoghue and Keatinge (1999, p. 11)
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In recent years, some political scientists have Idakiethe concept
of ‘Europeanization’ to analyze the impact of Europeategration in
Member States’ foreign policies (Ladrech, 1994). The epnhdas been
mainly applied to changes in Member States’ domesti@tutisns by the
political science literature, and within it, by follevs of the institutionalist
approach (Borzel, 1999). It has also been pointed outhbatoncept may
be extended to other areas of policy interaction, éxeernal relations
(Torreblanca, 2001; Vaquer, 2001). The concept of europeamnizhts
been applied to agricultural policies, microeconomic an@ro@onomic
polices — mainly EMU and employment, ‘Lisbon’ policies,
pharmaceuticals, and even fisheries (Hennis, 2001; Schi@dtl; Barry,
2003; Hodson and Maher, 2001; Prange, 2002; Vaquer, 2003).

Hodson and Maher (2001) distinguish between the classicah@éo
method of europeanization through EU centralized policsndtation, and
the ‘open method for co-ordination’ adopted at the Lislfuropean
Council in the year 2000. The latter is applied by settinglednes and
establishing benchmarks to foster the adoption of fesitices by Member
States, without any threat of formal sanction. Tlearer example of the
classical method is EU trade policy, a centralized paoiith a high degree
of institutionalization. A more open approach is beioioved towards
development aid, with the EU not only setting a cemgdl EU
development aid policy, but also trying to influence Meml&tates’
development policies along its centralized patternsgbit fagainst extreme
poverty, decoupling aid from Member States foreign policiesd
democratic conditionality. And hardly any EU-level pyglior even
guidelines exist with respect to immigration, foreignesivnent or cultural
diffusion policies.

Indeed, europeanization is mainly about Member Statesiges in
institutions and policies being path-dependent from a highly
institutionalized model of integration — the ‘communityiodel (Parsons,
2002). Some authors in the europeanization literature dlsweunderscored
a distinct fact of path-dependency: that domestic ingtitatdo not always
immediately adapt to external changes (Olsen, 2002). B{@i899)
employs the term ‘institution dependency to explain h8&wanish and
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German regions reacted with different strategies tce faentralizing
pressures stemming from EU policy-making taking place atnttenal
government level.  Europeanization is received and pegealong
domestic existing institutions and interests. Path-depegrelegopeanization
may bring about iliberal convergence, e.g. EU prodegt agricultural
policies. More interesting to the purpose of this papdhe process of
‘europeanization without Europe’ experienced by non-EU peso
countries. Indeed, this may be viewed also as the nufdile new EU
proposal to its neighbours, as expressed in the new Eghideirhood
Policy.

EU Models of External Relations

There are several models applied by the EU to managgxtisnal
relations. In addition to being a key factor in thetiatéral trade system,
the EU has always incorporated other areas apart tiradhe in its bilateral
or regional agreements. The first generation of ageatsnthe Cooperation
Agreements, already included several non-trade concehsnatruments.
In spite of being the biggest player in internationaldé, EU external
relations have never been a ‘just trade’ issue. Assiian power’, the EU
has focused on substantial financial and technical catipe (it is the first
international donor), and pursued a comprehensive approgutiitical and
cultural dialogue among civil societies. However, gisnprominence in
international trade, the most visible aspect of Etemmal relations always
comes to be trade arrangements.

Conceptually, three models of institutionalised EU exdErelations
may be distinguished: (a) At the lowest part of the peeftal pyramid, may
be found Cooperation Agreements; (b) Association Agreesnend (c)
there is a heterogeneous pyramid’'s peak, made out of custuors and
single markets. For sure, the most successful EU extteziations model is
enlargement, but it is barely relevant to the curpnpose of this paper.
These agreements may be understood as concentrics ano®mpassing
successive countries or groups of countries, accordings tge-political
and geo-economical significance for the EU and theingiless of the
countries themselves to develop a preferential relatitmit (Figure 1).
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The concentric circles of ELT external relations

&z 2ot atl ot
&oreem ents

Figure 1.

The core or the first ring is comprised of EU MemBates. Single
market and/or customs unions are granted to the secangdaitners, some
of which may be candidate countries expecting to eter8U core (e.g.
Turkey), or unwilling to adopt the EU political institut®m@and procedures
but wishing to benefit from the European Single MarkdEAECcountries).
The third ring partners are offered comprehensive AaBoni Agreements
and may qualify to enter the second ring depending upon dbdity to
cope with EU’s competitive pressures and to accomplists kldtitutional
criteria. Preferential and Cooperation Agreementsstitoite the periphery
of EU external relations, but may eventually leadhe second ring under
specific circumstances.

Preferential Agreements. Preferential treatment by the EU to third
countries varies greatly from preferential access td markets to
institutional coverage including trade preferences, aidpatitical dialogue.
Some preferential agreements may be assimilated to peCation
Agreements, using the Brussels jargon. Cooperation Agrdsmsed to be
the standard model for EU relations with third countreasd were mainly
based on non-reciprocal preferential access to EU msarked financial
cooperation. For instance, the first Mediterraneanp@ocation Agreements
signed by the then European Economic Council (EEC) Bittopean and
non-European Mediterranean countries consisted of dwyafreess to EEC
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for industrial products, with some exceptions in semsigproducts like

textiles and iron. Agricultural exports towards EEC mezkeere subjected
to tariff rate quotas, with the preferential comporenited to the in-quota

imports. This is a mechanism that is still appliedviediterranean Partner
Countries under the existing Association framework. néatic cooperation

includes development aid to Third Mediterranean Countries.

In 1988, a Cooperation Agreement was signed with the G&C a
was put into force in 1990. It was the first agreement signed by the EU
with an Arab regional organization, and its objectmese to facilitate trade
relations and, more generally, to strengthen stalilithe Gulf region. The
Agreement provided a framework for initiating political ldgue with the
institutionalization of annual Joint Ministerial Colulsc intended to
overcome the difficulties encountered by the Euro-Aralmlogue.
Notwithstanding its political relevance, its contesitquite deceiving from
an economic perspective. Apart from goodwil, ‘joint lgses’ and
‘exchange of information’, few concrete economic swgas have been
approved to date.

The EU-GCC Cooperation Agreement lies at the lowask 1of the
EU economic preference pyramid. This may be consistgh EU strategic
priorities, with the Gulf ranking third after European avdéditerranean
states (Hollis, 1997). This does not mean however, Ebhpriorities are
sufficiently well conceived to face the new challengéghe 21st century.
The EU-GCC Cooperation Agreement does not include amjf ta
preference, with both the EU and the GCC granting edlolr the Most
Favoured Nation (MFN) treatment. However, GCC cousitbenefit from
preferential access to European markets under the EWisr@ied System
of Preferences (GSP) offered to all developing countHesvever, this is a
horizontal development policy, not a Gulf policy. Aslsuit does not entail
any trade policy reciprocity by GCC countries. Thus,rentr EU-GCC
economic relations under the 1988 Cooperation Agreemert the
institutional dimension and the economic content oénewarly EU-
Mediterranean Cooperation Agreements.

@ Official Journal L 054, 25/02/1989 p. 0003 - 0015
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Mediterranean Association Agreements. Before the 1995
Barcelona Conference that launched the Euro-Meditearari®artnership
(EMP), the main content of EU-Mediterranean relatiohad been
commercial, with the EU granting preferential, nongpemcal access to
most industrial goods coming from the region. This apgro&owever,
proved to be insufficient, as far as agricultural produetsained out of the
preferential basket. In this respect, things have am@inged too much.
Moreover, even in the presence of such privilegesinthestrial production
from the Mediterranean countries could not face conipetirom newly
industrialized countries, in spite of their proximity neferential treatment
by the EU. The Uruguay Round further diminished the tradecypol
privileges given to Mediterranean countries due to globbstantial tariff
cuts. Thus, the solution turned out to be reforming thecttre of the
Mediterranean industrial sectors in order to achiemeeased productivity.

The Mediterranean Association Agreements mean asitican
towards free trade and enhanced financial cooperatioinalo towards
institutional convergence. Due to the fact that southglediterranean
countries’ manufactures already entered freely (withomexceptions) into
the EU markets, the Euro-Mediterranean Free Trade @&BHTA) offers
few benefits on the demand side to these couritri@n the contrary, the
EMFTA looks to foster structural, supply-side reforms e tsouthern
Mediterranean countries. Given the mediocre resultsairddt by the
demand-side preferential treatment granted to Meditemaoeantries, this
is to be done through trade liberalization and misev@ani, i.e. upgrading
measures, partially financed by the EU.

However, EMFTA should be placed as one pillar of a more
comprehensive approach dealing with security and polissakes, as well
as cultural dialogue. The EMFTA constitutes the econodimension
primarily, while political and cultural dialogue are sesncamplementary to
the commercial and financial support measures. The Baec#rocess has
meant the signing of bilateral Mediterranean Partnesun@ies-EU
Association Agreements (MPC-EU AA) with all MPCs. owkever, some

® A similar asymmetry was experienced by Spain wérearing EEC.
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MPCs ask for a more ambitious approach than mere psinipemwithout
demanding accession, as will soon be made clearerpfidugss of evolving
EU-MPC's relationship is interesting for EU-GCC ra&las, as far as the
EU-GCC AA also includes an FTA and enhanced political aaltural
dialogue.

More Than Partnership, Less Than Accesson. The most
sophisticated model of ‘deep integration’ achieved by Hi¢ is the
European Economic Area Agreement (EEA). The EEA extbntde
European internal market to Iceland, Liechtenstein amowily in 1994. It
has been described as an "internal market associdtianh’goes beyond a
mere FTA, albeit not reaching the Custom Union statiisovercomes the
objectives of a simple FTA because it extends to thi€AE(European Free
Trade Area) States, with the only exception of Swigrel, the application
of almost the whol@cquis communautair® relative to the four freedoms
of the internal market (free circulation of goods, peogmervices and
capital) and competition policy. As a result, over 80% tloé acquis
communautairés adopted in the internal legislation of EFTA coustrie

The EEA institutional design is quite complex. It incoqies a
budgetary instrument, the so-called EEA Financial Instntmdevoted to
reduce the economic and social disparities among Europegions,
allowing the granting of supplementary aid to developmenjegi® in
Greece, Ireland, Portugal, and some other EU regionayp@bjective
One’ regions.

In spite of not achieving the Custom Union status, HEA
represents the most sophisticated and well-developed noiddEU
international agreements. However, its extensioheyWestern Europe is
rather limited, because the conditions for a viablplementation of the
four freedoms and the competition policy, which charamte the Single
Market, are barely matched in other partner countdeiditionally, the
degree of institutionalization of the EEA is so highattthis model requires a
substantial amount of resources and institutional cagebilfrom EU
partners. The EFTA countries are rich, developed Europeamomies that

@ The body of EU legislation issued by EU institato
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can afford such an institutional investment. EFTA caoestcan also afford
the transfer of income towards less-developed EU reggamsething that is
clearly inapplicable to most developing countries.

In 1992, Switzerland decided not to participate in the EEA.
However, from 1994, there have been several negotiabiegrsa vast range
of specific sectors, like the free circulation of pep@& and terrestrial
transport, scientific and technological cooperation,icaljure, public
procurement, environment, cooperation against fraud, arajgeement for
the free trade of services. In the case of Turkay,atcandidate country for
whom the European Commission has recently issued tbenreendation to
start negotiations for its accession, and as suclefiteefrom an enhanced
financial and technical assistance under pre-accessiategies. In 1996,
an EU-Turkey Customs Union came into effect, with ¢inéy exception of
agricultural products, and subsequent negotiations have takes @h the
issues of services and public procurement.

The most innovative initiative is the Neighbourhoodlidy (COM
104 [2003] and COM 393 [2003]). The proposal, presented in 2003,
assumes the necessity for a differentiated regiongdezation scheme based
on geographical proximity and common values that couldrfgaditical
stability and economic development in the EU third ringprocess that
could eventually lead to its future integration in the pPean Single
Market. The Neighbourhood Policy considers three borderts: (a) Russia
and the former Soviet Republics; (b) the Western Balkand (c) the South
of the Mediterranean. In its first phase (28Q006), it is implemented by
means of better coordination of the programs and egisfinancial
instruments to open the way to the definition of irtinal Neighbourhood
Programs. The Neighbourhood Policy consists of offei@wgrything but
the institutions’ to its border countries. To someeakt this gets close to
what MPCs such as Morocco and Israel, have been demganoim the EU
— ‘more than partnership, less than accession’.

The proposal consists of setting up incentives, like rodth

financial assistance and access to EU markets, tosM#llihg to adopt the
Europeanacquis communautaire For MPCs, the Neighbourhood Policy
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entails a different cooperation framework. The ihit& relies on the
harmonization of the MPCs’ legal framework with theJ Eacquis
communautairgin order to pave the way towards an EUro-Mediternanea
Single Market and reduce transaction costs of EU-MPGQ@sn@mic
relations. Perhaps the most important innovatiohessubordination of the
proposed enhanced financial and trade instruments to tbgregses
achieved in political and economic reforms, which Ww#l quantified at a
country level by the ‘reference criteria’ included iack Neighbourhood
Program.

From Cooper ation to Partner ship:
The EU-GCC Agreements

The 1990 EC-GCC Cooperation Agreement presented three benera
objectives: (a) to provide an institutional framewook EC-GCC relations;
(b) to improve economic and technical cooperation; &jdto foster
development and diversification in the GCC countriese Fstruments to
achieve these objectives were: (a) the institutipaabn of EU-GCC
relations; (b) economic cooperation; and (c) progressatds freer trade.
The institutional dimension was inspired by the Europ®drerience on the
importance of intergovernmental relations, and consi$ta Joint Council
that "shall periodically define the general guidelinesadperation” (Article
10). The Joint Council is composed of EU and GCC reptatpers, meets
at least annually, and acts on a mutual agreement bEstsJoint Council is
supported by the Joint Cooperation Committee and any cftecialized
committee the Joint Council might need. The high lexfegovernment
representatives who have been attending the Joint Caurtbe last few
years (foreign ministers or first-rank officials) s¥® the importance
attached by both parties to EU-GCC relations.

Economic cooperation was instrumented through the oreadf
sector-specific working groups in the areas of energyiremment, and
industry. The outputs have varied from the organizatfacconferences and
symposia to the establishment of the Jubail Marinactsary in Saudi
Arabia. Other actions include the opening of a GCCgagilen in Brussels
(1994) and the recent opening of the EU delegation in Rigétéh it had
been delayed systematically. Concerning standardsppetation Program

PDF Created with deskPDF PDF Writer - Trial :: http://www.docudesk.com



| Journal of Development and Economic Policies Volume 8 -No. 1 - December 2005 |

Gonzalo Escribano 41 |

was established by which the EU provided training andtasse to the
Standards and Metrology Organization of the GCC (GSM@nother

cooperation program was instituted in the field of custowith the EU

providing the training of GCC customs officers on the &gerience. In
the educational field, some seminars were held, and grgmoaimed at
promoting the exchange of scholars and the developme@uthfStudies
and EU Studies Centers in European and Gulf Universitiéswever, its
failure remains a serious handicap to mutual understandidgcaltural

dialogue. Only the Euro-Arab Management School, locat€&ranada, may
be underscored as a significant academic move, but @&E@ exclusive
one. In the investment field, a GCC priority, fewtiatives have been
implemented.

The Cooperation Agreement also included a provision foth b
parties (Article 11) to negotiate a trade agreement oweng MFN and
GSP status and eventually leading to a FTA. FTA negmmtstarted in
October 1990 following the negotiation directives drafted 1i889.
However, they stagnated in 1993 mainly due to the GCC prisposa
regarding the energy sector, that would have limited thec&pacity to tax
energies with carbon dioxide emissions (WTO, 2002). Asrotielevant
obstacle was the EU 1991 negotiating mandate pre-conditiorthe
previous achievement of GCC Customs Union, in ordeprivent intra-
regional Gulf trade diversion, as predicted by the ‘hub apdke’
mechanism. The GCC exclusion from the Euro-Mediteamanartnership
at the 1995 Barcelona Conference appeared to be anotpediment
towards the development of a fruitful and inclusive retathip.

However, the EMFTA initiative acted as a catalyst both EU and
GCC countries to recognize the failure of the curremogeration
Agreement in the economic and civil society arenad,the need to upgrade
the instruments devoted to it (Escribano, 2000). In faost authors think
of 1995 as the turning point in EU-GCC relationship (S&l®89; Baabood,
2003; Furtig, 2004). In the year 1995, an EU-GCC ministeriatingee/as
held in Granada and made the following recommendatior®: (
strengthening the EU-GCC political dialogue; (b) overconthe stagnation
of FTA negotiations; (c) increasing economic coopemgtiand (d)
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promoting reciprocal understanding through cultural dialogue. sdime

extent, both the new impetus and the new dimensiohsded, reflect the
influence of EMP in EU-GCC relations. Insistencetb@ FTA and cultural
and civil society dialogue may be seen as an extermdidthe EMP logic.

However, different development levels and political winstances were
recognized by considering GCC specifities.

Progress remained limited to the political domain, whit®nomic
issues and cultural exchanges lagged well behind politicird&ons. For
instance, positions on the Arab-Israeli conflict amwd Middle East politics
converged. In this respect, the Cooperation Agreemest av political
success, insofar as it provided the institutional fraotewfor an open
political dialogue between both parties. Additionally,emforced political
will may be observed in that most representativatienJoint Council from
1996 onwards, are foreign ministers rather than highiadéfic But EU-GCC
cultural dialogue through academic and civil societies caper remained
at a low, almost non-existent level. Economicpration stayed at a ‘low
cost’, declaratory level. FTA negotiations were kelpttked by divergent
interests and the lack of a GCC Customs Union.

The impediment concerning the EU requirement on a GC@@ss
Union was lifted in 1999, when the GCC made the commitrtzeestablish
a Customs Union by 2005. In 2001, it was decided to do soeavéer, by
January 2003, and presented a negotiating mandate of its own.
Subsequently, the European Council approved a new mandaaé iR001
broadening the scope of the FTA to new areas covereccubbsent
multilateral trade negotiations, like trade In servicegovernment
procurement and intellectual property rights. Finalye &#8U-GCC Joint
Council held in the highly symbolic city of Granada Rebruary 2002,
decided to launch negotiations for the establishmenhefEU-GCC FTA.
After several negotiation rounds, the agreement seamgent at the time
of writing this article, after the news of Saudi Aealifting its double
pricing on gas in return for the eventual removal ofdtlties on aluminium
and petrochemical products.

One of the reasons for the EU approving a new mantiates $rom
the deceiving results obtained by the Cooperation Agneemefostering
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EU-GCC trade. The reasons for the low profile of EQE5 economic
relations in the past have been summarized in the wofkKé/GESTG
(2002); Weidenfeld (2004); Saleh (1999); and Chirullo and Guerrieri
(2002).

 EU environmental policy is perceived as harmful by Ggtiétes.
Within the Kyoto Protocol framework, the EU wants dtabilize
CO2 emissions and improve energy efficiency.

 Both the GCC and the EU have a weak mandate on thhgyene
sector, which concentrates on important common eoanioterests.

 There is a low degree of ‘europeanization’ of EU pdidiewards
the GCC, which is still dominated by the policies oéritber States
having close ties with the region, like UK and France.

* GCC countries come from different backgrounds, with caemtr
such as Kuwait and Qatar being far more liberal thaair th
counterparts. In a similar way, GCC States econamtézests also
differ, with Saudi Arabia more concerned with the pdteouical
dispute while Dubai and Bahrain concentrate on the aiumin
issue.

 The GCC does not match the EU as a regional orgamzagiven its
lower degree of institutionalization.

* The slow pace of Saudi Arabia WTO accession processsmake
difficult to frame the ongoing EU-GCC negotiations, simsost EU-
Saudi Arabia sensitive issues are WTO-related.

 The EU lacks a well-defined strategy towards the GulboregiGCC
status remains undefined somewhere between mere caopeaatl
partnership.

* Finally, inconsistencies in EU and US Middle East pedicalso
hamper a better-defined EU approach to the Gulf. Transat
dialogue is an essential input of EU-GCC dialogue itseffor
instance, lack of transatlantic dialogue may turn thegqmion of
EU and US-GCC FTAs as incompatible, instead of mutually
reinforcing, opening a kind of ‘agreement competitiont tbauld be
harmful at a collective level.

PDF Created with deskPDF PDF Writer - Trial :: http://www.docudesk.com



Volume 8 -No. 1 - December 2005 Journal of Development and Economic Policies |

[ 44 Gonzalo Escribano

In this framework, the main objective of the EU-GB@Greement is
the deepening of existing relations. In spite of lgpaeen created with the
aim of fostering economic cooperation and FTA negotisti until recently,
the Joint Council has been used mainly as a politaraini (Saleh, 1999).
This is not to say that political dialogue has been emensubstitute for
failing results in the FTA negotiations (Furtig, 2004). wéwoer, given the
good shape of the political dialogue, the dual challengeh@fBU-GCC
Agreement is to move from fragmented economic cooeratio
comprehensive partnership and free trade, and upgrade themests
devoted to cultural and civil society dialogue. It appe&et renewed
efforts are being made to revitalize existing workingugpthat have been
de-activated for long, e.g. the environmental one, bose results have
remained at the declaratory and shared analysis ggelthe industrial and
energy ones.

The economic contents of the EU-GCC FTA are defingdhe
negotiating directives. These call for the progressiimination of tariffs
and non-tariff barriers for every product on the basiseciprocity. It also
calls for the broadening of cooperation in trade-rdlateas, like
simplifying trade procedures and requirements to lower EXGGrade
transaction costs, and achieve reciprocal liberadimanf services. The EU
negotiating directives also include the opening of publiccyrement,
standardization of custom and administrative procedurespitbtection of
intellectual, industrial and commercial property rightsg amplementation
of competition policies in accordance with WTO standartiew chapters
were tackled during the January 2004 round, like dispute settlerats of
origin and institutional framework.

Chirullo and Guerrieri (2002) have summarized EU and GCC
interests regarding the FTA issue. On the EU siden¢leel is for a better
market access for manufactured exports and services fohilthe GCC
countries, it is better access to the EU petroché¢malaminium and
fisheries markets. The recent inclusion of public precnt, standards,
intellectual property and investment policies in the rigldotiating directives
represents a significant step towards deep integratidis i§ a signal that
EU-GCC relations are stepping up the EU preferences pyramil entering
the third ring of EU external relations.
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EU interests in better access to its manufactured txpaave
already been addressed by the GCC Customs Union. Thasismhe
adoption of a 5% unified GCC common external tariff.isTi& much closer
to the 3.8% MFN EU average tariff rate than the prstemt situation,
where GCC average tariffs vary widely, i.e. 3.4% for l&uw4.4% for
Qatar, 9.6% for Oman, 11.5% for Saudi Arabia, 14.3% for tA&,land
16.3% for Bahrain according to Price Waterhouse Coopers (2004us,
the liberalization of services is now the main abk for the conclusion of a
package deal on the GCC side.

The EU is the world’s largest exporter and importeres¥ises, and
enjoys substantive comparative advantages vis a vis Gil@tries. The
negotiating directives on the services chapter of th&GEC FTA
negotiations contemplate more far-reaching obligatiotian those
prevailing under the GATS. But GATS provisions are quégildle when
compared with GATT ones, thereby leaving a higher maiginan EU-
GCC agreement to pursue a differential deepening of serviage.

The main trade obstacle on the EU side features GQ@plamts
about high EU tariffs on petrochemicals. This isssueé of special interest
to Saudi Arabia, which has also been raised in its Wa&aession
negotiations. Dubai and Bahrain are more concernddtha 6% tariff the
EU applies to its aluminium exports. However, the Egluas that the level
of tariff protection is justified by the subsidies reeel by Gulf producers
by means of low-cost feedstock. Saudi Arabia’s remmfaits double
pricing system on gas in return for the eventual remov&U duties on
aluminium and petrochemical products, seems to have unldbkdthpasse
on the manufactures domain. With Oman, its main camplafers to the
EU Common Fisheries Policy, that entails high tariin fisheries. The
small size of Oman fishery figures when compared withflEets, makes it
easy for the EU to offer a generous proposal.

A more difficult issue is EU tax policy on energy products.GCC

countries, high EU energy taxation is perceived as cruategiionism, even
if disguised by environmental-friendly arguments. It idaat that EU
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Member States governments’ energy taxation -cleargnstrends the
environmental problem. EU governments are concerbeditacapturing

their share of EU consumer’s income transfers tosvenodeign energy
producers, and try to maximize it for budgetary reasolnswering EU’s

energy dependence upon foreign producers by setting up inceintifa/or

of alternative, non-oil based energies is also a ploleyeo-strategic
concern. However, GCC states should be aware that &wironmental
policies also respond to European constituencies’ demaraisly in most

developed (and sometimes most polluted) Member Statesiro&mental

policies are closely scrutinized by civil society, aahcerns about pollution
and climate change represent a relevant political issue.

For new issues such as public procurement, dispute settemen
harmonization of standards, intellectual property oestment policies, as
happen with the liberalization of services, the EWgproach should
consider a higher degree of flexibility. In some areashich interests may
be neutral, like standards or dispute settlements, obligatmight be
stronger. On the other hand, for sensitive issuesjoege progressive
approach may be adopted.

The few existing econometric estimates of an EU GU® point to
relevant net trade creation, implying that the agreéméinbe on the whole
welfare improving for both parties. Price Waterhoussofgers (2004)
recurs to a partial equilibbrium model of world trade whossults may be
summarized as follows. Firstly, net trade creationG&€C amounts to $2.3
billion and concentrates, as expected, on manufacturethgio trade, and
economic welfare improves by 2.7% of GDP. As for #d, Price
Waterhouse Coopers estimates a net trade diversion oflli®h, and a
reduction of $1.1 billion in economic welfare which regmats a negligible
amount of EU GDP loss. For Kuwait and Qatar, Priceetatuse Coopers’
results point to the fact that the GCC-EU FTA elitgsa most
disadvantages of the GCC Customs Union, with its GDRviggpby 0.8%
and 1.7%, respectively. Saudi Arabia, Oman and UAE GDIFmpgrove
by 2.8%-3%, while Bahrain’s will grow by as much as 7%e Thighest
welfare increase in GCC countries would be attainethenmineral sector
and, to some extent, in the manufacturing sector. Meryagriculture turns
out to be the loser of the FTA, experiencing sectorP@dsses in every
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GCC country. Even if these losses are reduced wheparech with both
overall results of the FTA and Gulf States GDP, theysagnificant at the
sector level.

Baier and Bergstrand (2004) apply a gravity model with two
alternative specifications, restricted and unrestrictedhe unrestricted
specification proxies a deep integration scenario irthvprices vary due to
tariffs and other internal obstacles removal. Oe tither hand, the
restricted one simulates a multilateral-like scenaased upon the mere
elimination of tariffs. Under the unrestricted modék net trade creation
effect for EU-GCC trade is $28.3 billion, which accoufas a 64.5%
increase in bilateral trade. These impressive gamsdae to the minimal
trade diversion with the US and the rest of the wddds(than $1 billion).
Thus, EU net trade creation accounts for $28 billion evi@iCC trade
creation attains $27 bilion. The results using the mhewonstrained
restricted model points to an EU-GCC net trade creatio85.4%, only
40% of the net trade creation under the unrestricted gp¢ich, but a
significant magnitude nevertheless at $11.1 bilion. kRer@CC, however,
the restricted model offers a high 7.1% gross trade doreedfect with the
rest of the world ($15.4 billion), which results in GCét trade diversion
from an EU-GCC agreement of $4.3 billion. In contrabe EU would
experience a net trade creation of $2.8 billion.

On the whole, these studies show positive results, thihPrice
Waterhouse Coopers’ SIA repddp. cit.) pointing to more modest figures
in trade creation and welfare effects, and Baier andyddeand(op. cit.)
obtaining very significant trade creation effects whaeep integration
domains are taken into account. These results suggestTAatbenefits
depend greatly upon non-tariff issues, and that economgipecation may
further lower trade transactions costs than a meifereamoval.

The concept of transaction costs may also be extemdethe
political and cultural arenas, consequently providing am@&@aic rationale
for increased political and cultural dialogue to achievieetier degree of
mutual trust and understanding. These are undoubtedly muchdneede
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ingredients of any regional integration initiative ioth the Gulf and the
whole MENA region.
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The I nter national Dimension of EU-GCC Partnership

Some scholars have named US emphasis on modernizatin
economic development the new American Messianism, éowbt that
imposing modernization and unqualified Washington Consensoisoic
policies would be advisable for Middle Eastern countrespecially for
Gulf States (Richards, 2003). For instance, Richards swdrat GCC
countries have limited comparative advantages in norgobds and
services. This also applies to the EU. An EU-GQ@Boss-the-board
services liberalization might well be a disaster undar inflexible,
ideologically driven FTA initiative. From the Europeperspective, EU-
GCC relations or EMP may seem on the whole, molanbad than the US
initiative, since the former includes political and auél dialogue and
substantial economic cooperation in addition to freeldr Its institutional
framework, i.e. the EU-GCC Joint Council, provides ajuat ground
political dialogue.

However, the US-led GMEI forced the EU to betterraefts own
strategy towards the Middle East. The December 2003 Eurdpaancil
asked for concrete proposals on an ‘EU Strategic Pahipewith the
Mediterranean and the Middle East’. The EU “welcomes gbssibility to
work together and to coordinate with the US in the é&aork of the
Transatlantic Partnership”. It also clearly stated the EU “should define a
complementary but distinct approach”. How complementarg how
distinct the EU approach would be, remains to be seen.

By and large, there are clear signs of the EU’sngifless to upgrade
its current relations with the MENA region. This mbg interpreted as a
furthering of some better prepared MPCs’ entry into EkEs second ring.
This may be accomplished by way of Neighbourhood prograng, GCC
countries’ accession to the third ring, by way of Asstion or Partnership
Agreements. There are prospects that EU-GCC FTA reagompleted
even before the EMFTA, given the more liberal tradiicypdackground of
GCC states.
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Three final remarks may summarize the conclusionshief drticle.
Firstly, EU-GCC relationship deserves closer attentily both parties,
which should go beyond cooperation and enter into a redatianship
marked by partnership. This partnership may be enhancat least two
ways: (a) EU-GCC relations should attain a greater degod
europeanization, that is to say that the EU must mlatastronger mandate
on bilateral relations; and (b) convergence of EUcpedi towards MPCs
and GCC states seem desirable in order to ensure goedterence of EU
action and foster intra-Arab integration. Both paiatls for the new EU
strategic partnership with the Middle East to be builam€U Arab policy
(Khader, 2004).

In its first stage, EU-GCC partnership may be upgradedwolh

the EMP model. However, GCC States’ particularitiedl dor a
differentiated approach that in the future, may bring @&éf countries
closer to the EU’s second ring, and at a faster pacettie one expected for
many MPCs. Previous proposals for the convergencevitf Bnd the EU-
GCC relationship have raised mistrust towards EU metiaeGCC civil
society. Coherence of EMP and EU-GCC Partnerslgplliss much-needed
input for an EU strategic partnership with the Middle East

Secondly, EU efforts should contemplate the US-led Brokftigdle
East initiative as a ground towards being complemengéary,not as a new
area to materialize transatlantic disagreements. chha#enge here is how
to make compatible cross initiatives like the FTAs adrby the EU and the
US with countries such as Morocco, Jordan and eventBallyain and the
GCC countries currently negotiating FTAs with the UNotwithstanding
EU official declarations of compatibility problems amgp for instance, US
and EU-Morocco FTAs, the EU has included provisionsisuee that it will
benefit from any concession granted by Morocco toUWBein agricultural
trade.

Even American analysts criticizing EU policies towatds Middle
East for having “limited effects on the region’s keyagtgic challenges”,
recognize that the EU can “use its considerable ecmnand institutional
ties to make a real contribution to Middle East stgbiRathmell, Karasik
and Gompert, 2003). At the same time, the EU should unddrita Gulf
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external relations’ long trend in maintaining balanceltions with foreign
actors (Baabood, 2003; Furtig, 2004).

Finally, cultural dialogue to promote mutual respect and mutual
understanding is clearly a much-needed and critical ingtedieany EU-
GCC partnership. The EU is a civilian power, mainlyew compared with
the US. There are several EU Member States emeifgimg recent
experience of modernization and economic developméduat,3pain or the
new Central European Member States. Moreover, def#yaMember
States, primarily Spain, have a common cultural anddmst heritage with
Gulf countries. Many EU Member States have signifi¢gsnab populations.
All these facts call for a closer cultural dialogue kesw civil societies, and
more precisely, for an intensification of academichexges and common
programs to provide for mutual understanding.
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Appendix

List of Acronyms

55 |

of

AA Association Agreement

EC European Community

EEC European Economic Community

EEA European Economic Area

EFTA European Free Trade Area

EMFTA Euro-Mediterranean Free Trade Area

EMP Euro-Mediterranean Partnership

EU European Union

FTA Free Trade Area

GATS General Agreement on the Trade of
Services

GATT General Agreement on Trade and Tariff

GCC Gulf Cooperation Council

GMEI Greater Middle East Initiative

GSMO Standards and Metrology Organization
the GCC

GSP Generalized System of Preferences

IAEA International Atomic energy Association

MEDA EU financial instrument to channel EU
assistance towards the Mediterranean
Partner Countries

MENA Middle East and North Africa

MFN Most Favoured Nation

MPC Mediterranean Partner Countries

MS (EU) Member States

SIA Sustainability Impact Assessment

WTO World Trade Organisation
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Sustainability of Exchange Rate Palicies
and External Public Debt in L ebanon

Simon Neaime "

Abstract

The conduct of exchange rate and fiscal policies in thallsopen economy of
Lebanon has recently become critical in determinimg d¢ountry’s future economic and
fiscal situation. This is due to the accumulation sfzable level of internal and external
debts since the early 1990s of the last century, and tiseiipwf a fixed exchange rate
regime to the US dollar. This paper presents an empaitalysis of the sustainability of
exchange rate and fiscal policies using unit roots andtegpiation tests. It is shown that
foreign debt in Lebanon has recently become unsustaindbis also shown that if the
Central Bank of Lebanon continues to opt for maintajr fixed US dollar exchange rate
arrangement, it would have to implement crisis-preventi@asures, namely by exercising
fiscal discipline, managing properly its debts and foreggerves, and avoiding future real
exchange rate appreciations.
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I ntr oduction

In 1994, the government of Mexico undertook a devaluatianiad
been recommended by knowledgeable observers, in parmrtect a real
exchange rate overvaluation that appeared to be stifjnogvth in the
country. A similar correction of the exchange ratd In fact, resulted in an
acceleration of economic growth a few years beforthé United Kingdom
and Italy when these countries decoupled their currefioes the ERM
(Exchange Rate Mechanism of the European Monetarg@ysind allowed
them to depreciate. Surprisingly, in Mexico, the devawmatvas followed
not by an acceleration of growth, but by a debt c({misefusal of creditors
to roll over existing debt or extend new loans) theduited in a sharp
contraction of economic activity.

While the cases of Mexico and Argentina have receavedbstantial
amount of attention, there is substantial evidencé diedt and exchange
rate crises are strongly linked in emerging economiese ngenerally.
Reinhart (2002), for example, finds that 84% of all defapisaeles in her
59-country sample over the period 1970-99 were followed withim@dths
by currency crises, while 66% of all currency crisesh@r developing-
country subgroup were followed within 24 months by debt destaul
remains to understand why the link between the two phena should be
so strong empirically, as well as why in some calestwo types of crisis
tend to occur together while in others they do not.

The purpose of this paper is to attempt to identify the nywig
macroeconomic characteristics that help to explanlitiks between these
phenomena within the context of the Lebanese economy

Two separate strands of literature address this issuphpeally.
One strand is the literature on sovereign debt. Feolpwhe debt crises in
the early 1980s, several authors focused on how a no-delebl
equilibrium could be explained for sovereign borrowers Sehengreen,
1991 for a review) using models based on reputation (Grosan@rvan
Huyck, 1988) or sanctions (Bulow and Rogoff, 1989). Some eanyrical
work associated with this literature e.g. Edwards (1984) ding (CL985),
attempted to link sovereign default to exchange rate pbijcgonsidering
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how the exchange rate regime prevailing prior to a deisis,c could
influence the occurrence of such a crisis. The cemtea was that the
willingness to use the exchange rate as a mean of mépistould have the
effect of reducing the likelihood of a crisis.

A second strand is the second-generation variant ofctineency
crisis literature (e.g. Obstfeld, 1996), which examines fhctors that
influence an optimizing government’s choice to alter igot) an existing
exchange rate peg. However, this literature does patally consider such
a choice as part of a wider menu of policies that aistudes a fiscal
instrument and a debt default option.

This paper may thus be perceived as addressing gaps inheoth t
debt crisis and currency crisis literatures by simuttasty looking at the
interaction among exchange rate policy, fiscal polayl potential default
on external debt within the context of a small opsrnemy.

All East Asian crisis-stricken countries followed sorfem of
pegged exchange rate regimés-a-vis the United States Dollar (US$)
before the crisis. Monetary policy deviations and earther international
factors contributed to increasing pressures on these pPegsag the period
from 1995 to 1997, the dollar, and thus all currencies pegged tmdt
appreciated significantly against the yen. The EastnAsiarencies became
increasingly overvalued because of the dollar apprecjaaod more so
because of the notable deviation from US monetargyolWhile average
annual M2 growth in the US for the period 1991-1997 was 2.149%gthre
for the crisis- stricken countries for the same penwas almost eight times
as high. The overvaluation was further augmented by difierging
inflation rates between the US and East Asian ec@®mThe average
annual inflation rate was 5.75% for crisis-stricken caest and 2.6% for
the US. Currency overvaluation eroded the countriesipaitiveness and
helped weaken their current accounts. Each of the-stigiken countries
had, on the average, a current account deficit in thecp&#om 1990-1996.
The average current account for Thailand, Indonesia, h'S&otea and
Malaysia stood at 6% of GDP in 1995, decreasing to 5% of B0P96. In
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contrast, Singapore and Taiwan had a current account swfpli&so and
4% respectively. These deficits were mainly due to cayremervaluations.

The conduct of monetary and fiscal policies in the gmgr
economy of Lebanon has recently become criticald@termining the
country’s future economic and fiscal situation, due toatmumulation since
the early 1990s, of a sizable level of external debtthedursuit of a fixed
exchange rate regime since the mid 1990s. It is well krinah Lebanon
has been running permanent current account and budgetsdieficihe past
decade for about 35 and 18% of GDP respectively, resultiagigbt above
200% of GDP by the end of October 2004. After the accuionlaif a
sizeable debt, the financial distress of the publi¢osetas become a major
source of concern for the Lebanese economy renddregustainability of
the debt financing program unsustainable. This papet sutdo examine
empirically the sustainability of foreign debt policiasLebanon. It will also
establish the links between foreign debt and exchangeadcies.

M onetary and Fiscal Paliciesin Lebanon:
Some Recent Trends

M acroeconomic and M onetary Developments

After a decade of market-determined exchange rates, damban
entered a period of exchange rate stabilty in the mid-199@s the
adoption of a fixed exchange rate regime linked to thedblfar. Prior to
1992, the Lebanese Lira (LL and also known as Lebanesed)poun
depreciated tremendously in a relatively short periodntd,tdeclining from
about LL 3/US$ in 1985, to about LL 2,000 to the dollar duringpiréod
1989-1992. A narrow range of variability has been permittedecent
years, with rates remaining close to LL 1,507 per US$sum, the LL
depreciated substantially in the late 1980s and early 1990wifudl the end
of the conflict, and subsequently appreciated slightly ree&iabilizing in
the mid-1990s close to the currently prevailing centratyafiLL 1,507 to
the dollar (see Figure 1). While the Central Bank sutmE@esince 1993 in
its endeavor to bring down the rate of inflation t@atbzero% (Figure 1),
the rigid policy of a deliberate gradual appreciation oflthecarried with it
substantial economic costs. The authorities had totana high interest
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rates on Treasury Bills (TBs) to be able to borroent the banking system
and other international sources for the purpose of dingnthe fiscal

deficits that continued to run at high levels averagingr 6% of GDP for

the period under consideration. The consequence was ¢henalation of

sizeable domestic and foreign debts, in addition to @¥ding out effect.”
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Source: Bangue Du Liban (BDL), the Lebanese MipisfrFinance and IMF.

Figure 1. Inflation and exchange rates: 1960-2002.

The primary objective of a pegged exchange rate regimetevas
reinstate confidence in the country as a preparatoryedtoe for external
assistance requests. The LL appreciated against the b and 4% in
1993 and 1994 respectively. The inflation rate declined to 33%9%3 to
reach the single digit level, 9%, by 1994, and down to abend%z since
1997 (Figure 1). A low inflation rate coupled with high redkrest rates
encouraged the inflow of private capital and the indgiatiof the
reconstruction program, which received its initial fufrdsn foreign donors,
and was embarked on in 1993. The LL was stabilized anc&ap@eciating
steadily against the US dollar since 1993. However, the@@mrIBs’ rate
kept on increasing to reach its highest level of 33% in 19&8, a milder
peak of 25% in 1995, at a time when all observers were exgdhese
rates to fall as a result of the steady appreciatiaetL L. With a low rate
of inflation rate, this constituted an average reglctif’e return on domestic
short-term debt of about 30%. These high real inteasisrhave, and are
still having detrimental consequences on the econotifjngsthe rate of
growth of GDP.
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There was, however, a reversal in the increasinyltod TBs rates
since the end of 1996, and the real return on LebanesavitiBsnaturities
between 3, 6 and 24 months ranged between 12-18%. It goes thisov
US$ and the Euro LIBOR (London Inter-Bank Official Rate) risk-free
rate by about 12-15%.

Lebanon’'s monetary authority has retained a fixed pethéoUS
dollar. This is despite recommendations from the Wdank and the
International Monetary Fund (IMF) for it to considemave towards a more
flexible regime. Lebanon has always enjoyed a fuberklized capital
account, with free capital movement. However, thelity of the exchange
rate has imposed significant pressures on the domesticoey. The
Central Bank has lost between US$ 7-8 billion in the p@syears trying to
maintain its US dollar peg. This has been coupled wih hiterest rates,
leading to the accumulation of a sizeable debt and emdibudget deficits.
The central bank has not been able to take full adgantd its monetary
policy to release pressure on domestic interest ratesgdiimes when the
Lebanese Government has had to borrow from the nmtenal and
domestic markets to finance the rebuilding of the coimtdevastated
infrastructure.

The circumstances outlined above indicate that the muesechange
rate policy in Lebanon is perhaps unsustainable, whHereCentral Bank
may soon be compelled to institute a floating exchaage negime. On the
other hand, the depreciation of the euro relative &dtllar-between the
time the euro was introduced in 1999 and the end of 2002- letleto t
appreciation of the Lebanese real exchange rate duratgp#riod, with
devastating consequences on exports- reducing its int@etgiand
international trade competitiveness- and economic drowthere was
however, a trend reversal since the end of 2002, wheautteeappreciated
significantly against the dollar. Lebanon could not fenffom the
depreciation of its real exchange rate because a hgher meant higher
prices for imported consumer goods exerting upward inflatyopeessures
on the real exchange rate.
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Lebanon continued to suffer because the burden of adjustmasn
born by macroeconomic fundamentals. The nominallgyafar which the
pegged arrangement was originally instituted has been vadhieln
principle, a more flexible exchange rate arrangemewghtmnelp release
some of the pressures generated by the internal ancha&xrabalances and
shocks Lebanon has experienced. At present, howevermdy not be a
viable alternative for Lebanon, given the virtualafte of an independent
monetary policy and well-developed capital markets. Anotle@sideration
is that underdeveloped monetary, political and policy-makmsgjtutions
tend to undermine the effectiveness of discretionanyataoy policy.

Figure 2 indicates that after a period of rising growtlegaif GDP
since the early 1990s as a result of an expansional fidicy which
translated into rising interest rates, the rate ofwjnoof GDP started its
reverting trend in the mid 1990s with a mere stagnatiarany 2000. The
same is true for investment where we see a sigrifizend reversal since
1998 with a 50% decline from about US$ 5 billion in 1998, to ahifs$
2.8 billion in 2002. However, prior to 2002, there appear®ta teversal in
the decreasing trend of the previous 3 years, which reagttoibuted to
Arab investments mainly in real estate.

(a) Rate of Growth of GDP (%) (b) Investment (US$ Million)
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Source: National Accounts Studies of the ESCWA &edsulletin No: 17-23.
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Figure 2. Investment and GDP: 1970-2004.

The accumulation of consecutive budget deficits, coupled g
interest rates, high levels of government spending with adequate
revenues led to the accumulation of a huge public debtal @ebt stood at
about US$ 35 billion by the end of 2004, after an exponentiedase since
1993, at a time when it was hovering between US$ 0.5-8rbiluring the
1970-1993 period (Figure 3c). The fast accumulation of a huge piefblic
took policy makers and academics by surprise. The rajeowfth of foreign
debt is even faster since 1995, and by the end of 2004, fodsigh
amounted to about US$ 17.5 billion when it was at about U$H#ion in
1996 (Figure 3b). This is partly due to the fact that thee@owent has been
converting a major portion of its domestic debt (Figurevdth high service
costs and low maturity, to foreign debt with relatividyver interest rate
costs and higher maturity. Indeed, the accumulationhoige debt entails a
heavy debt service burden, after being below US$ 1rbiiol994, it stood
at about US$ 3 billion in 2004 (Figure 3d).

(a) Domestic Debt in (US$ Billion) (b) Extatiebt in (US$ Billion)
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Source: Bangue Du Liban (BDL), the Lebanese Mipisfr-inance and the IMF.

Figure 3. Evolution of public debt in L ebanon: 1970-2004.
Sustainability of Fiscal Policies

Debt and debt-service indicators are widely used inett@omic
literature to assess an economy’s fiscal situatiahthe exposure to debt-
related risks of liquidity and solvency. Standard indicatfall into two
broad categories: (a) flow indicators; and (b) stoddicators. Flow
indicators are based on flow variables, typically grdemestic product or
exports. From an inter-temporal perspective, thesables represent the
resources that are available to meet debt obligatidimus, flow indicators
may thus be useful in assessing solvency problems, sin@®lvency
problem implies that an economy may never be abketuice its debt out
of its own resources. On the other hand, stock indisae based on stock
variables and tend to reflect liquidity problems.

There are three flow indicator ratios: Debt/GDP, Deb
Service/Exports, and Debt Service /GDP. They relat® and its service to
resources that are available to meet these obligatimammely, exports and
GDP. These indicators are useful for evaluating boltfkesoy and liquidity
risks, but have some limitations. The debt/GDP rauiticates the amount
of resources in a given economy that can be generatedpay debt. A
rising debt to GDP ratio signals that the rate of ghowft debt exceeds the
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growth rate of the economy, and if this continuesn tine country will have
difficulty in meeting its debt obligations in the futur&ebt service
measured include interest payments on all debt and amortizatayments
on long-term debt only. The assumption is that shon-tgebt is normally
rolled over. A more comprehensive measure of debtcgeshould include
all amortizations.

Figure 4a shows that from 0.4% of GDP in late 1970s, total
Lebanese public debt grew steadily in the last 10 yeastatal by the end of
2004 at 200% of GDP. This is a clear indication of thedeaswing rate of
growth of debt at a time when GDP growth has been atagnat around
1% since 1999. This has put Lebanon in the forefront dkhted
Mediterranean countries, and at a well advanced staneliaigve to highly
indebted emerging countries like Argentina, Brazil, and itdtex A huge
debt naturally entails of course a heavy debt seruicddn, and by the end
of 2004, the debt service to GDP ratio stood at about 18%hvis also
quite significant given the size of the Lebanese ecgnasimeasured by its
GDP (see Figure 4b). Even more alarming is the faat ith 2003, debt
service became about 4 times the size of Lebanesatgxmoth a slight
decline in 2004 to about 3.7 (Figure 4c). In other words, tbleabhese
economy has to generate every year hard currencyoot &5$ 3 billion to
service its debt from sources other than the proceedsdxports— usually
the main source of hard currency for an economy. dib@epancy will put
more strains on the balance of payments, the amdufdre&gn currency
reserves available at the Central Bank, and subsequemtlythe local
currency.

The other broader flow indicators are the ExternddtlBsports, and
External Debt/GDF? These indicate the repayment capacity of a country,

® Debt service is commonly computed on a cash liestisad of an accrual basis. If a country is irans on its
debt payments, the debt service paid undercouatsrtie obligation. Thus, a better measure is sebtice due
instead of debt service paid.

@ ndicators with total debt have many limitatiofi$ie size of debt to GDP or exports is likely toitfuenced by
the stage of development of a country. Debt-Ibasled indicators are expected to be higher indHy stages
of development. Thus, using a debt-level baseccatdi without an inter-temporal or dynamic contexty be
misleading. Aggregate debt-level indicators do paobvide any information on debt structure in terofs
maturity, borrower (public or private) creditor,roency, or interest rate composition. All theseeatp of debt
structure have important implications for vulnelifdpito external shocks. Thus, measures usingl tdédbt
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and are used for evaluating solvency risk. A higher delgxfmrts ratio
indicates a larger amount of resources needed to sehligations. This in
turn, implies increased vulnerability to the balancepayments and larger
repudiation risk. Foreign debt is 20 fold the size of Lebarexports, and
consequently, expected to put more pressure on the exbafaate (Figure
4d). After being below the 30% level in the 1980s and d£90s, foreign
debt has more than tripled since 1997, to stand at about 10G%Rby the

end of 2004 (Figure 4e).
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stock, instead of the characteristics of debt, rignie fact that some of these debts are more nalilee to

external shock than others.

PDF Created with deskPDF PDF Writer - Trial :: http://www.docudesk.com



Volume 8 -No. 1 - December 2005 Journal of Development and Economic Policies |

I 68 Simon Neaime
e
r
m
e
%
12 160
1.0
120
0.8
0.6+ 80
0.4
40
0.2
00 1 v L M s L e
70 75 80 8 90 95 00 70 75 80 8 90 95 00

Source: Banque Du Liban (BDL), the Lebaridasegstry of Finance and IMF.

Figure 4. Public debt related ratios. 1970-2004.

The most useful stock indicator is International Ressg/&hort-Term
Debt. It relates the size of international resere€the monetary authority
to the amount of debt coming due within a year and imypartant indicator
of liquidity risk. This indicator shows whether the egcoly has enough
foreign exchange reserves to cover the amount of dabist coming due in
the short tern®  Figure 4f indicates again that this ratio has beeadsy

® This ratio has however, some limitations: (ajky not be very useful for open economies that haletively
large amount of short-term trade credits. Thibésause trade credits are less likely to be withdrduring a
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declining since the late 1980s. This is due mainly to dastvth in short-
term debt coupled during various political crises with adfedecline in
foreign currency reserves at the Central Bank. Omatleeage, the Central
Bank can at most, cover 3-4% of maturing short-term délbiis signals an
increasing liquidity risk faced by the Lebanese governmemtipled with
serious concerns about the sustainability of the fexthange rate regime.

The ratio analysis portrayed above presents a ratleak kand
alarming picture of Lebanese fiscal sustainability. lv/these indicators are
in no doubt reflecting the current fiscal realities tlatio analysis to fiscal
sustainabilty used above and in the literature suffexsmf many
shortcomings. The debt and debt-service ratios shoultséx in both static
(point in time) and dynamic (inter-temporal) context®lthough these
indicators may give useful information about the abilibypay, no single
indicator provides information on all the dimensionsagbayment problem.
Critical debt levels are likely to vary over time.hérefore, they have to be
accompanied by comprehensive economic evaluation. refbine, there is a
need for a more rigorous dynamic empirical analysigsochf sustainability
in Lebanon by studying the econometric time series ptiegeof the fiscal
variables of interest.

Sustainability of Foreign Debt in L ebanon

Traditional literature on fiscal sustainabilty has ways
distinguished between domestic and foreign debt. Withm ¢bntext,
foreign debt has always been viewed as a more sehoest to an economy
because it involves a transfer of wealth to foregndérs, and because debt
service payments are limited by foreign exchange eggniDomestic debt,
however, rests mainly on domestic borrowing and lending may be
financed sometime through seigniorage revenues. Thegss, viewever,
have proved to be misleading and the recent financil daibt crisis in
several emerging economies are pointing in the oppositectidin.
Specifically, the hyperinflation in Latin America the 1980s and 1990s,

crisis; and (b) It does not provide any information the quality of international reserves. If im&tional
reserves are invested in non-cash assets, thewanewt be used to meet immediate external obtigati
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and in Turkey in the late 1990s, showed that there is ia tlomdeficit

financing through printing money. It is also interggtio note that while
many less developed countries chose to default on tkigrnal debt like
Brazil and Argentina, they continue to honor their dstme debt
obligations. In addition, the Mexican crisis of 1994 aobsequently the
East Asian, Argentinean, and Turkish crises have albdstrated that with
free capital mobility, the stock of domestic debt couktdme closely
integrated with external debt. Another phenomenon whkicbngthens the
linkages between fiscal policy and monetary and exchaaige policies is
currency substitution or dollarization, which has beegmopular in many
developing countries. These linkages make it impossiblextmine fiscal
policy independently from other macroeconomic polices.

Over the past three decades, Lebanon has always e@npye
relatively low level of external debt. Lebanon hayligible external debt
prior to 1978. Subsequently, when Lebanon started accunguiatternal
debt, it was kept within a narrow ceiling and did not exicéghe US$ 1
billon level until 1995. However, since 1996, external dsbarted
increasing at an exponential rate reaching US$ 17.5nbillidess than nine
years. Besides recurrent current account and budgetarytsjefe major
factor behind this steady increase in external detitarast five years, is the
conversion of major portions of domestic debt witlatieély high servicing
costs into external debt with lower servicing costs ane hand, and
financing the current account successive and recurreititslefince early
1990s, on the other. Recently, external debt in Labdas become an
issue of great concern that deserves special attetidhe next section, a
closer look is taken athe accumulation of a sizeable external debt in
Lebanon and attempt is made to identify whether thig thels become
recently unsustainable.
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Theoretical Framework and Related Literature

The analysis of both the sustainability of interpablic and external
debts is structurally identical. In fact, both framekgoare based on the
study of government inter-temporal budget constraints.ileVwhe former
rests on the financing constraint of the public seattich relates the
primary deficit plus nominal debt servicing to changesuistanding debt,
the latter relates external debt to debt servicing aect exports.
Specifically, consider the following process of extédebt accumulation in
period t+1, denoted by.B

B., = (1+r)B, - NX,,. 1)
where NX represents net exports, and r is the nominal intesist

Iterating Equation 1 forward n periods and summing up we get the
external inter-temporal constraint for the Lebarggseernment:

n Nxt+j . B
B =) ———s+Im———. (2)
o @)™ e (1+r)

If the last term in Equation 2 approaches zerohasumber of
periods increases, then, the No-Ponzi-Game Constdi be satisfied, i.e.,

) B, _
lim e 0. (3

The No-Ponzi-Game Constraint in Equation 3, alsovkn in the
literature as the transversality condition, statest the present value of
external debt in the indefinite future convergeszéno. For this to occur,
external debt B in the numerator must grow moreavigidhan the rate of
interest r. The government cannot finance intepegtments on external
debt by continuously issuing new debt. This wappen when Equation 3
is not violated, and Equation 2 reduced to:
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L X @
t = (1+ r)j+l .

This is the solvability condition that has to bestetd.

Empirically, if the external debt series is non-stadiry, then it
means that it is growing without bound over time, whiokeans that
subsequent debt will also grow without bound, rendering |fipcdicy
unsustainable. This will also violate the No-Ponzr®a constraint in
Equation 3. A stationary external debt series meaas tthe series is
reverting to a certain mean overtime and is not grgwiithout bounds. If
that were the case, then obviously, fiscal policy wdg sustainable, since
debt will be under control. Equivalently, if the expondamport series are
co-integrated, then again, Equation 4 will not be vialagince net exports
in the numerator will not grow without bounds and theref@xternal debt
B will tend to converge and be under control.

On the other hand, if it is assumed that GDP (Y) isMgrQ over

time at a constant ratelto have Y, = @+ A)Y,,,, and if bzg,and

nx:¥, Equation 1 may be re-written as follows:

_@+r)

- -/ - 5
e P T ™ ()

Solving this equation recursively,

2y A T (6)

The external solvability condition requires that:
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lim Mb =0. (7)
n-e (L+r)" "

And Equation 6 becomes:

n 1+A)j

o, =3 A+ A) @)

0 JZ:]:- (1+ r)] J

External solvability requires that the ratio of exedrdebt to GDP be

at least equal to net exports. External debt would baisabte as long as
Equation 8 is not violated.

In the actuarial sustainability approach, if both sideEquation 1 is
divided by B, and rearranged:

Nxt+l =r - Bt+l B Bt . (9)
Bt Bt

B_HlB_ B “then Equation 9 may be

t

Defining the rate of growth of delg =

re-written as:
NX,,,

R Sy g , 10

B, g (10)

If g is the rate of growth of external debt Bhen Equation 10 will
have a stable forward solution, as longyasr , and external debt would be
sustainable. In other words, for external debt tsumainable in the long
run, it should grow less rapidly than the interest rate.

In practice, this condition could be insufficient whée interest rate
exceeds the rate of growth of the economy).( If debt grows at a rate g
such that A <g<r, sustainability is satisfied, but debt service wogldw
more rapidly than total resources and ends up exceedirglbdeyaesources.
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One has to consider then the effective sustainabdipproach. This
approach takes into consideration resources that inserpayment of debt
service in the long run. If export revenues) (X considered to be a better
measure of the capacity to insure debt service, toerexternal debt to be

sustainable in the long run, the ratipp = B, / X,should be stationary. In

other words, the effective sustainability conditionquiees the same
deterministic and stochastic trends for external dethtf@r exports.

The net effective sustainability condition imposes stegionarity of
the ratio ca, =CA / X,, where CA = NX, —-rB,_, is the current account

balance. Feve and Henin (1998) show that stationafitgao is an
equivalent sustainability condition when @<r.

Alternatively, both sides of Equation 1 may be dividedNX.1,
and rearranged to get:

B =B o By (11)
NX; . NXi.g
Defining b, = B, then Equation 11 maybe re-written as follows:
t+1

AB,,
—*L =rb, -1. (12)

t+1

Equivalently,
NX,,, =rB, —AB,, , (13)

where AB,,is the new debt accumulated. And bfin Equation 12 is

stationary, then external debt is stationary inloimg, and thusxternal debt
would be sustainable.
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On the other hand, and as in the case of public deldirsaisitity,
the empirical literature has also used unit root andntEgration tests to
analyze the sustainability of external debt. Howgwermany empirical
studies, the issue of small sample periods in developingreesiproved to
be a major obstacle in obtaining reliable resultshusT if the temporal
dimension is weak, it is necessary to simulate this tatistic distribution.
This is what Feve and Heninod.ci have done by proposing an
econometric model for external debt sustainabilityvedlve countries with
different development levels: Argentina, Brazil, Ivor@oast, India,
Indonesia, South Korea, Mexico, Nigeria, Philippinesrtiyal, Thailand
and Turkey.

The univariate tests lead to the acceptance of thehypidithesis of
unit root for the ratio of debt to GDP. However, ttasts were only
accepted for the Ivory Coast and India when they werelucted for the
debt to exports ratio. This first evaluation showsegative global message
concerning the effective sustainability of externabtda terms of GDP and
the opposite result in terms of exports.

The bivariate tests modify the results especially w&&P is used
as a deflator. The hypothesis of stationarity is rameepted for Argentina,
Indonesia, Korea and Mexico. In terms of exports,difective debt of the
Ivory Coast is the only one not to be sustainaBleve and Henin argue that
when using the univariate approach, sustainability shoaldften rejected
for the test of debt ratios, and when we test extemnaurrent balance, it
should often be accepted. According to the authors, ivheidie approach
gives more precise results.

Co-integration tests are also used in empirical liteeato depict the
sustainability of external debt. To explain the sustaility of public debt,
empirical literature looks at co-integration between diiferent components
of the budget balance- mainly government spending and revenues. This
paper looks at co-integration between the different cowpis of the
balance of payments.
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Fisher (1995) studied, for instance, the long-term susikitiyadif
the balance of payments deficit by testing the cagynatidon between
imports and exports for the period 1947-1973 in the United Stddes to
the existence of a co-integrating Vector CV = (-1, 4d) these two
variables, the conclusion was that the current accdefitit is sustainable
for the period under consideration.

Leachman and Francis (2000), believe that traditionalronit tests
are not sufficient for the analysis of external dslstainability, and should
be paired with co-integration tests. In fact, accaydim Feve and Henin
(1998), for the external debt to be sustainable in thg lkun, the ratio
b,= B,/ X,should be stationary, i.e. effective sustainabilitynaioon.
Otherwise, the hypothesis of unsustainable debt shouldadeepted.
However, for Leachman and Francgp(cit), the aforementioned condition
is not sufficient. In order to complete the analydigy propose to integrate
the inter-temporal dimension in the dynamic debt accumuldy testing
the existence of a co-integration relation betwegpods and debt. The
authors’ reasoning is based on balance of paymentsesieel by:

(X, -M,)-F"+dB =0, (14)

where exports (X) minus imports (M) are equal to net espeX; F."is net
foreign capital flows andiB,, the amount lent to foreigners at time t (as a
percentage of GDP).

At time t+1, accumulated debB,,, is equal toB, +(1+r)dB,.
Suppose that B grows at an annual rategef (B,,, —B,)/B,, as long as
r<g, the economy can import more than it can export,iteudebt will still

be sustainable (i.e. actuarial effective sustaingbilicondition).

Consequently, the first step would be to test the existef a co-integrating
relationship between exports and imports in the UnitiedeS for two sub-
periods: (a) From 1947 to 1973, a period characterized byddxehange
rate system and limited capital mobility; and (b) Fra8v4 to 1994, a
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period characterized by a flexible exchange rate systamaccrued capital
mobility.

After identifying M and X as | (1) processes for the two sub-
periods, Leachman and Francis found a CV = (1; 1.40) forfitstesub-
period and no CV for the second sub-period. In factiHerperiod 1974-
1994, the external deficit increased considerably and wag ¢go end the
long-term equilibrium relationship between imports and egpo

The second step consists of testing the existence-oftegration
between exports and external debt. If a long run eduiibrelationship
exists, then, external debt is sustainable. This Ingsi is rejected for the
second sub-period. Nevertheless, since the rate otly@\WGDP is greater
than the nominal interest rate (1, Leachman and Francis conclude, even
with the absence of co-integration betweenalild X, that the US external
debt continues to be sustainable. For this situatmnprevail, it is
mandatory to enhance economic growth by creating gadlitstability,
strong financial markets, stimulate investments andterean expanded
exports sector.

Econometric Analysisand Results

The data used in this section are from the Intenmait Monetary
Fund’s International Financial Statistics and Dirattof Trade Statistics,
the World Bank’s Global development Finance, the CenBank of
Lebanon, and the Lebanese Ministry of Finance. SEmeple used spans the
period 1970-2004. Before establishing non-stationary of therred
variables, the dynamics of exports, imports and extetebt through the
following plots are explored.

Figures 5a and 5b indicate that Lebanese exports have neve
exceeded the US$ 1 billion level, at a time when Lebaisoa heavy
importer of goods and services for a yearly averageS# 4.5 bilion. This
has translated into a huge gap between exports and impdren grouped
together, exports and imports appear to be diverging quitdicsigtly over
time (Figure 5d). Subsequently, Lebanon has experiencedesearel
recurrent current account deficits since the mid 1980s (FigcireDespite
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these current account deficits, the Lebanese Cen&nialk Bas been able to
accumulate foreign reserves starting in the early 1990s @apital inflows
seeking investments in Lebanese TBs, thus offsettiagctiirent account
deficits by corresponding capital account surpluses. Byetite of 2004
foreign reserves amounted to about US$ 11.5 billion (Figyre 5f

On the other hand, exports, imports and the currentuat@ppear
all to contain unit roots, while external debt appéarbe stationary prior to
1995, and non-stationary post 1995 (Figure 5e). Before testinwlfp for
the existence of unit roots in the three-variablemterest, Table 1 reports
the unit root test results for the ratios of extededdt (EDT) to exports (X),
the current account (CA) to exports, and external de@RP® While the
results are mixed for external debt to export ratiah e PP and ADF unit

(a) Exports (bports
1.2 8
10 s
64
0.8
54
0.6
4]
044
34
0.2 2
o‘o‘“‘\““\““\““\““\““\“‘ 1““\“"\““\““\““\““\“‘
70 75 80 85 90 95 00 70 75 80 85 90 95 00
(c) Current Account (d) Exports and Imports

® Unit root tests were also performed on the rafiexternal debt to the current account. These tstsindicate
that this ratio is I(1), pointing to the non-staéoity of external debt and therefore to its ureinstbility.
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Source: IMF's Direction of Trade Statistics, WolBnk’s Global Development Finance, the
Lebanese Central Bank and Ministry of Finance.

Figure 5. Evolution of balance of payment components and external
debt in Lebanon: 1970-2004 (US$ Billion).

root tests point to the non-stationarity of theaatf the current account to
exports, which is an I(1) non-stationary series. Thsprding to Feve and
Henin (1998), the non-stationarity of this ratio implieat external debt is
not sustainable. In addition, both the ADF and PProoit tests point to the
non-stationarity of the external debt to GDP ratisich is also an 1(1) non-
stationary series. Thus, again and according to thetig#esustainability
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approach, the non-stationarity of this ratio alsocatéis that external debt is
not sustainable.

Table 2 reports, the ADF and PP tests for exports, impand
external debt series. It is clear that both expants import series are non-
stationary 1(1) series, while external debt seriesois-stationary 1(2) series
under both the PP and ADF tests. Following Leachmarfeauacis (2000),
the long-run relationship between imports and exporisvg analyzed.

Table 3 reports the co-integration tests for exportsi@ports. It is
clear that there is no long run relationship betwéentivo series, and as is
clear from Figure 5d, the two series are drifting twodpart and are not
bound by a long run relationship. Looking at the averadmhese rate of
growth of GDP (2 %), and comparing it with the averagminal interest
rate (10 %), it may be seen that the nominal inteestis much higher than
the rate of growth of GDPr{A) over the period under consideration. In the
study of Leachman and Francis (2000), and with the absehaoso-
integration between Mand X, the conclusion is that the US external debt is
still sustainable becaus@l. However, they argue for this situation to
prevail in the US, it is mandatory to enhance ecoaaymwth by creating
political stability, strong financial markets, stima@ahvestments and create
an expanded exports sector. Over the past three detalaspn has, and
still suffers from political instability, weak finaratimarkets, and low levels
of investment and exports. Therefore, following Leaghnand Francis
(op.cif) and based on the co-integration results of this studyy be safely
concluded that external debt in Lebanon is not sustainab
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Table 1. Unit Root Testsfor Stationarity

EDT/ Mackinnon’s Critical

EDT/X CA/X GDP values
5% 1%

Constant and Time Trend
PP (2) 2.51 -3.06 0.69 -3.54 -4.25
PP FD (2) -5.07* -6.26** -7.59** -3.54 -4.25
Constant
PP (2) 4.45* | -2.79 2.34 -3.54 -4.25
PP FD (2) -- -6.37** -6.45%* -3.54 -4.25
Constant and Time Trend
ADF (1) 2.14 -2.96 1.35 -3.55 -4.27
ADF FD (1) 2.78 -4.73%* -3.77* -3.55 -4.27
Constant
ADF (1) 3.29* -2.60 2.73 -2.95 -3.64
ADF FD (1) -- -4.81** -2.95*% -2.94 -3.62

N.B.
1. PP is the Phillips-Perron test and FD is ttat @ifference, and ADF is Augmented Dickey Fuller.

2. The numbers in parentheses are the proper faghke based on the Akaike Information Criterion
(AIC).

3. An * indicates rejection of the null hypothesfsnon-stationarity at the 5% level of significenc
while ** indicates a rejection at the higher 1%dev

4. For all variables, the time trend and the comnsige statistically insignificant.
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Table 2. Unit Root Testsfor Stationarity

Mackinnon’s Critical
X M EDT Values

5% 1%

Constant and Time Trend

PP (2) -3.38 -1.68 3.96 -3.54 -4.25

PP FD (2) -5.98* | -5.01** -2.89 -3.53 -4.22

Constant

PP (2) -2.20 -1.24 6.64 -3.54 -4.25

PP FD (2) -6.06** | -4.87** -1.43 -3.54 -4.25

Constant and Time Trend

ADF (1) -3.50 -2.13 1.70 -3.55 -4.27

ADF FD (1) -4.76** | -3.79* -2.27 -3.55 -4.27

Constant

ADF (1) -2.05 -1.36 2.25 -2.95 -3.64

ADF FD (1) -4.81** | -3.56** -1.08 -2.94 -3.62
N.B.

1. PP is the Phillips-Perron test and FD is ttat @ifference, and ADF is Augmented Dickey Fuller.

2. The numbers in parentheses are the proper feghke based on the Akaike Information Criterion
(AIC).

3. An * indicates rejection of the null hypothesis non-stationarity at the 5% level of significance
while ** indicates a rejection at the higher 1%dev

4. For all variables, the time trend and the tamsare statistically insignificant.

5. Xrefers to exports, M to imports and EDT tddfral Debt.

6. The external debt series is a non-stationafjységies under both the PP and ADF tests.
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Table 3. Co-integration Tests Between Exports and Imports

Hypothesis Critical Values
Null Alternative | Trace Statistics (5%) (1%)
r=0 r=1 7.599756 12.53 16.31
r<1 r=2 0.087284 3.84 6.51

=Z
[oe]

The Johansen Co-integration Likelihood RatistTie based on the trace of the stochastic
matrix.

. The test does not allow for a linear deterrtimisend in the data, and no constant.

. rrepresents the number of co-integrating vectdaximum lag 1 year in VAR.

. An * and ** indicate significance at the 5% al#b level of significance respectively.

. The asymptotic critical values are from Ostétanum (1992).

arwnN

On the other hand, and since the external debt smri@s non-
stationary 1(2) series, this study does not proceed theéhsecond step of
Francis and Leachman, which consists of testing flamg-run relationship
between exports and external debt. Overall the erapiresults of this
section all point to the non-sustainability of exedrtebt in Lebanon.

Given the unsustainability of external debt, the quesBoasked as
to the implications on the current pursued fixed exchaatge arrangement
to the US dollar. It has been shown earlier thelddnon needs to generate
an average of US$ 4.5 bilion per year to pay for the mspof goods
consumed domestically. The fact that on the averadeariom exports for
about US$ 0.550 billion per year, means an average yeaarignt account
deficit of about US$ 4 billion. In other words, Lebarttas to generate the
equivalent of US$ 4 billion in foreign exchange to cotgrcurrent account
deficits. These permanent deficits have so far beisetdby surpluses in the
capital account due mainly to foreign investments inabelse TBs. |If for
whatever reason, these capital inflows decline, jist In the recent
political crisis, the Central Bank will have to tapcenagain its foreign
exchange reserves. During the recent political turrtiel,Central Bank lost
the equivalent of US$ 4 billion in trying to maintais turrent peg to the
dollar, decreasing its foreign reserves from US$ 11.5omilio US$ 7.5
billion.
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The fiscal and monetary outlook for the period 2005-2007 i®rrath
bleak. If it is assumed that the government can eadilpver the maturing
short term domestically issued TBs over the period 2005-2067r0tling
over of external debt may turn out to be a rathercdiffitask. Table 4
indicates that the government will have to generateettuivalent of US$
2.3 billion in 2005, US$ 3.05 billion in 2006, and US$ 0.5 bilio2@®7, to
pay for its maturing Eurobonds respectively.

Table 4. Outstanding Eurobonds as at December 31, 2003

_ Original Principa _Ou_tstanding Coupon Rate
Year of Issue Maturity Amo_unt (US$ | Principal _Amount (%)
Million) (US$ Million)
1997 2007 100 100 7.5
1997 2007 400 369 8.6
1998 2005 450 417 8.75
1999 2006 300 Euros 264 millior] 8.87
1999 2009 650 636 10.25
2000 2004 850 844 9.50
2000 2005 850 847 9.37
2001 2006 1150 1110 9.87
2001 2008 750 750 10.12
2001 2016 400 400 11.62
2002 2005 1000 900 10.25
2002 2006 350 349 10.50
2002 2006 500 105 10.50
2002 2006 750 649 10.50

Source: Ministry of Finance (2004).

Given the current fiscal indicators, tapping new inteomal sources
of financing is becoming more and more difficult, renaigrihe financing of
the current external debt program unsustainable. Therdfte government
may be compelled to abandon its fixed exchange rate pdgnay have to
introduce painful fiscal adjustment measures to generaen#dtessary
foreign exchange from its own internal recoursesrtante its external debt
in the coming three years.
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Conclusions and Policy Implications

Recurrent budget and current account deficits and a fixduarge
rate system imply that Lebanon will have to genefateign currency from
sources other than exports: (a) To cover a widening lyage between
exports and imports; (b) To service a fast growing eslettebt; and (c) To
maintain its exchange rate peg to the US dollar. 8l laurrency is not
generated, then the consequence would be the continuauswaton of a
sizeable unsustainable external debt and a significgmteciation of the
exchange rate. The Central Bank must loosen its moneblicy to ease
the pressure on local interest rates as these higis tatve contributed
greatly to the accumulation of a large public debt. Ciscal reforms are
implemented, the monetary authority may then seriouginsider a
departure from the US dollar peg, and introduce more fiexiln the
exchange rate, in a manner involving the lowest plessiiscal and
monetary costs.

On several occasions, the Central Bank of Lebananirtiarvened
on the foreign exchange market to maintain its peg eoU8$ since 1995.
Mounting political pressures in early 2005 alone obliged teti@l Bank to
intervene in the market selling hard currency agairavorf of maintaining
its peg. Some unofficial figures put the total reseress bof the Central
Bank to about US$ 4 bilion. The unsustainability of tpe@vernment’s
foreign debt policies renders the task of the monetatiyoaity in trying to
maintain its peg even harder. Given the low leveladrall exports and the
heavy reliance on foreign reserves to defend its pegC#ntral Bank may
soon find itself with little foreign reserves to baeato defend its peg to the
dollar, much less able to repay the interest on tsiraalated foreign debt.
Therefore, the level of foreign exchange reserveghat Central Bank
appears to be the main link which could trigger eitheuraeoacy crisis or a
debt crisis.

The empirical section of the paper has shown thaexiernal debt
in Lebanon is not sustainable. The same is truéh®rcurrent exchange rate
policy where the Central Bank may soon be compellddst@ute a floating
exchange rate regime. In all cases, if Lebanon ggils for maintaining
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fixed US$ exchange rate arrangements, it will haventplement crisis-
prevention measures, namely by exercising fiscal diseiplmanaging
properly its debts and foreign reserves, and avoiding fueakexchange
rate appreciations. Given the unsustainable fiscatipslisince the mid
1990s, most analysts have anticipated that Lebanon nsayefperience a
debt crisis leading subsequently to a currency crisiswehier, the latest
political crisis has shown that despite the high lew¢lforeign reserves at
the Central Bank, an exchange rate crisis may occanyatime leading to a
debt crisis. Recently, the international communig Ipledged once again
to intervene and help Lebanon to overcome its cuffigrdl and monetary
difficulties. This may constitute a last resort foe tLebanese economy to
once again put itself on sustainable fiscal and monggths.
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