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The Middle East and North Africa (MENA) re-
gion continued to attract international attention
during 2006. High oil prices and the region’s on-
going struggles with conflict—including the lack
of security and growing sectarian violence in Iraq,
the summer war in Lebanon, the Israeli-Palestinian
conflict, and tensions over nuclear proliferation in
Iran—are important not only to the region, but to
the world. But these issues often overshadow an-
other, equally compelling, story from the region
that is just beginning to emerge and garner inter-
national attention in its own right.

During the last few years, MENA has turned in
strong economic performances, driven, to a large
degree, by high oil prices and a favorable global en-
vironment, but also by reform policies that, though
gradual, are generally on the right track. Growth in
the region continues to be robust for the fourth
year in a row, with strong external inflows and con-
tinued fiscal and external account surpluses at the
regional level. Labor markets have reacted positive-

Foreword

ly to these economic developments, and unemploy-
ment has declined even as labor-market pressures
are peaking. Of course, the region is remarkably di-
verse, despite many common economic and social
features, and economic developments and out-
comes differ significantly among its countries.

This is the third in a series of annual overviews of
the region. MENA 2007 Economic Developments
and Prospects, like its predecessors, reports key
macroeconomic developments from the regional
perspective as well as progress with structural re-
forms. The aim is to identify the forces shaping eco-
nomic outcomes in the region and to highlight the
key issues that affect the region’s growth prospects.
This year, the thematic chapter focuses on labor-
market issues, an area of vital importance to the re-
gion because of the demands that its demographic
transition is imposing on employment and socioe-
conomic infrastructures. We hope that the report
will deepen public understanding of the region’s
progress, prospects, and challenges.
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The Middle East and North Africa Region
(MENA)! is undergoing a remarkable period of
high economic growth. In parallel with that
growth, job creation has increased and unemploy-
ment has declined. In view of the rapid expansion of
the labor force—the fastest in the world—this is a
remarkable feat. The private sector is becoming the
main source of new jobs as the share of domestic
and foreign private investment increases. However,
outcomes are uneven—not all countries are benefit-
ing during this remarkable period of expansion.
Women are participating more in economic life but
consistently fare worse than men. Productivity
growth, the key to long-term growth in incomes,
remains low, and sectors with high value added are
not the ones creating the majority of the new jobs.
The region faces the dilemma of quality vs. quanti-
ty of jobs it produces. The private sector will be op-
erating within the context of greater integration
into global markets. This signals the emergence of
new engines of job creation that, however power-
ful, may be volatile. It also points to the need for
better education systems to prepare workers for a
more competitive environment and safety-net

Overview

mechanisms to address the needs of those that may
be left out. Overall, MENA countries have the op-
portunity to use the current economic boom to ad-
vance their reform agenda.

Economic Developments and
Prospects

For the fourth year in a row, the MENA region en-
joyed a robust pace of economic growth. Strong oil
revenues, along with the ongoing European recov-
ery, a more dynamic private sector, and a shift to-
ward more investment provided the momentum
needed for another year of first-rate economic per-
formance. Real GDP increased by 6.3 percent in
20006, up from 4.6 percent during the first four
years of the decade. Indeed, the region’s growth
performance in 2006 was one of its best since the
1970s. Growth in 2006 was driven by the contin-
ued strong momentum of the MENA Region’s
resource-rich, labor-importing countries and the im-
proved performance of resource-poor, Ilabor-
abundant countries, while growth in resource-rich,

! The region consists of resource-poor, labor-abundant economies (Arab Republic of Egypt, Jordan, Morocco, Tunisia, Lebanon, and
Djibouti); resource-rich, labor-abundant economies (Algeria, Islamic Republic of Iran, Iraq, Syrian Arab Republic, and the Repub-
lic of Yemen); and resource-rich, labor-importing economies (Saudi Arabia, United Arab Emirates, Kuwait, Libya, Qatar, Oman,

and Bahrain).

Overview
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labor-abundant countries stagnated at about the
levels reached in 2005.

On a per capita basis, the region grew at an aver-
age of 4.2 percent in 20006, the highest level record-
ed in at least two decades. Given the rate of popula-
tion growth in the region, this is a remarkable
achievement. While recent poverty data are not yet
available, the sustained growth performance is like-
ly to have reduced poverty levels.

The current pace of growth has narrowed the
gap in per capita income growth between MENA
and other developing regions. Over the second half
of the 1990s, growth of real per capita income av-
eraged 1.7 percent in MENA. That level was 61
percent of the growth attained by low- and middle-
income developing countries as a whole. By 2006,
MENA’s real per capita income was growing at
nearly 75 percent of the aggregate rate. This change
is welcome, but it is not enough to close the income
gap with other regions. Prospects for sustaining
growth in MENA at current or higher rates over
the coming years will depend on advances in the
structural reform agenda—where progress has been
uneven—and on the growing role of the private sec-
tor. In the near term, advancing reforms remains a
substantial challenge for policy makers in the
region.

In contrast to the strong regional growth per-
formance, industrial production turned from gains
of 4.1 percent in 2005 to a decline of 0.4 percent in
2000, largely as output of hydrocarbons faced ca-
pacity constraints. Among the resource-rich, labor-
abundant countries, industrial production declined
by 2.3 percent in 2006. For resource-rich, labor-
importing countries, the decline was moderate, at
1.1 percent during the year. In contrast, industrial
production accelerated in resource-poor, labor-
abundant countries to 3.4 percent.

Despite the downturn in oil production and the
turnaround in the world oil price? from peaks of
more than $70 per barrel in August 2006, revenues
for the oil exporters continued to build. Hydrocar-
bon receipts in 2006 rose by more than $75 billion
over the 2005 figure, reaching $510 billion. Sur-
plus funds among the oil exporters and the avail-
ability of new investment opportunities across the
region (some generated by ongoing reforms)
boosted flows of foreign direct investment (FDI) to
new highs of more than $24 billion in 2006. FDI in

2 The World Bank average oil price is a simple average of Brent,
Dubai, and WTT crude prices.

Economic Developments and Prospects

the past year was concentrated in the region’s
resource-poor countries (except Djibouti), where the
share of FDI in GDP quadrupled from 2004. FDI
also was high in the United Arab Emirates (UAE).

Domestic demand continues to be the main
source of growth in the region, but investment has
risen markedly. The contribution of gross domestic
investment to GDP growth almost doubled in
2000, from 2.6 to 4.1 GDP growth points. In ad-
dition, private investment as a share of GDP has
been increasing, signaling a shift toward more
private-sector led growth.

Several factors are likely to shape the profile for
growth in the MENA region over the medium
term. The external environment is expected to be
fairly conducive during 2007-09. At the same time,
domestic conditions will vary decidedly across the
region, as will efforts at reform. The flux of political
tensions could affect the confidence of global and
regional investors as well as oil-market conditions.
On the other hand, if conflicts were to subside the
peace dividend could be significant, boosting
growth prospects, incomes, and development.

Labor Market Outcomes

During 2000-05 the MENA region experienced
record levels of economic growth, which had strong
effects on labor markets. Job creation accelerated,
unemployment declined, and women increased
their participation in the labor force. While the
overall picture is positive, regional aggregates mask
the diversity of results at the country level.
Between 2000 and 2005, the region’s aggregate
unemployment rate fell from 14.3 to 10.8 percent
of the labor force, narrowing the gap between
MENA and other developing regions. In view of
the massive expansion of the labor force, the de-
crease in unemployment is a remarkable achieve-
ment over a short period. But not all of the news is
good. Although unemployment has come down in
8 of the 12 countries for which data are available, it
is stagnating in Jordan and rising in Kuwait and
UAE, albeit from very low levels. Political instabili-
ty has pushed up unemployment rates in the West
Bank and Gaza, which, with Iraq, has the most se-
vere unemployment problem in the region.
Higher growth has delivered many new jobs.
Falling unemployment amid rapid growth of the la-
bor force is evidence of high job creation, which
reached 4.5 percent on an annual basis during



2000-05, the highest among all developing regions.
All of the 12 MENA countries for which we have
data have enjoyed job growth in recent years—in
most the growth has been considerable. Resource-
poor countries are at the low end of the spectrum of
job growth; resource-rich countries at the high end.
Gender differences in employment rates also have
declined, but youth, traditionally underrepresented
among the region’s employed, are barely keeping up
with advances for other age groups. Despite the
strong job growth, MENA still employs only a small
share of its potential workforce. The region’s em-
ployment rate—the share of the working-age popula-
tion that is actually employed—is only 47 percent,
the lowest in the world.

Perhaps the single most important transforma-
tion affecting MENA’s labor force in the past few
years is the increasing presence of women workers.
While not much growth could be reasonably ex-
pected among men, given already-high participa-
tion rates, female participation rates have continued
their rapid acceleration, albeit from low baselines.
The resource-rich, lnbor-abundant countries are sce-
ing the clearest changes. In Iran, women’s partici-
pation in the labor force rose from 33 to 41 percent
in five years, a phenomenal leap. In 1990, participa-
tion rates for women in Iran were below MENA av-
erage; by 2005, they were the third-highest in the
region. Participation rates also increased substan-
tially in Algeria and Syria. On net terms, the boost
in labor force growth since 2000 was entirely due to
the arrival of women in the region’s labor markets.
Nevertheless, because women are still less successful
than men in finding jobs, women’s unemployment
is growing alongside their employment. Nor is
higher education any guarantee of labor market
success—especially not for women.

Currently, the region’s labor markets are at the
extreme of developing countries. The region has
the highest levels of labor force growth, the lowest
levels of female participation, and, except for Sub-
Saharan Africa, the youngest labor force. The age
profile of the region’s labor force is fast approach-
ing that of South Asia and Latin America, but
MENA will continue to face a job creation chal-
lenge greater than that of any other region except
Sub-Saharan Africa. By the end of the next decade,
women’s participation rates will have drawn close
those of South Asia, but still will be the lowest of all
developing regions. MENA’s total labor force par-
ticipation rates will remain the lowest of any devel-
oping region.

What are the characteristics of the new jobs in
the region? On the one hand, the new momentum
in job growth has not touched some of the tradi-
tional characteristics of MENA jobs. Employment
elasticities remain high, for example, indicating that
growth in labor productivity continues to be low.
On the other hand, labor demand in the public sec-
tor is slowing, and most new jobs are in the private
sector, mainly in services. Although the services sec-
tor has accounted for most new jobs in MENA, the
agricultural sector continues to play an important
role. In the Islamic Republic of Iran, for example,
agriculture provided half of the new jobs in the re-
cent period, while in the Arab Republic of Egypt
and Morocco it provided two-fifths and in Algeria,
one-fifth. Rapid expansion of female employment
in these countries may be traced to the expansion of
employment in the agricultural sector and in low-
skills services (in Algeria), meaning that women are
not really gaining good jobs.

Despite the negative overall relationship between
employment and productivity growth in the region,
several countries are generating jobs in sectors
where productivity is also increasing. The expan-
sion in jobs in the services sectors, and to a limited
degree in the industrial sector, has been accompa-
nied by some gains in productivity in most coun-
tries. However, there are too many cases of job cre-
ation with declining productivity, notably in the
countries with the highest job growth. The agricul-
tural sectors in Iran, Egypt, and Algeria all have seen
important drops in productivity as employment has
increased.

Job creation will remain a priority for MENA
countries for the foreseeable future. What will it
take to meet the employment challenge? The vast
majority of the needed jobs must come from within
MENA’s economies. Migration provides an impor-
tant mechanism for risk diversification and income
growth, but the sheer size of the job challenge
means that labor demand abroad cannot fill the em-
ployment gap. Thus, the region must maintain
through 2020 the exceptionally high rates of em-
ployment growth seen in recent years, while ad-
vancing reforms to provoke even greater job cre-
ation, particularly by the private sector. At the same
time, the employment creation engine must be
tuned to provide more of the type of jobs that can
raise workers’ income. That in turn depends on
boosting workers’ productivity.

If MENA is to shift to a pattern of high job
growth reinforced by rising productivity, economic
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growth rates will need to remain strong and even
increase. Historically the region’s high employment
clasticity implied strong job creation in times of fast
economic growth but, as noted above, most of the
new jobs appeared in low-productivity activities. In
a sense, MENA faces a dilemma of quantity vs. qual-
ity of jobs. Continued high demographic pressures
will push for quantity. But if policy makers wish the
improved employment picture to survive a fall in oil
prices, they must not ignore job quality. Although
the reform process has picked up speed in some
countries, it is still moving too slowly to deliver sus-
tained growth at levels that could significantly raise
productivity while simultancously creating jobs (as
in East Asia). Moreover, to move to a model of high
productivity growth, MENA would need to expand
reforms to include efficient safety nets to protect
those who may be left behind, even if only tem-
porarily, by structural changes. Labor policy must
strike a balance between these two fundamental
objectives—protecting workers from the risks of
unemployment, lost income, and poor working
conditions, and encouraging job creation and the
allocation of labor to its most productive uses.

Structural Reform

Strong oil revenues and oil-related wealth, along
with Europe’s ongoing recovery, provide the mo-
mentum for continued robust growth in the
MENA region over the short term. Over the longer
term, however, MENA economies will have to
make comprehensive structural changes to deliver
the strong growth needed to meet the region’s em-
ployment challenge. Particularly critical are improv-
ing the climate for private investment, opening
economies to greater trade, and improving gover-
nance mechanisms across the board for greater pub-
lic sector accountability and inclusiveness, as well as
improved public sector efficiency.

MENA countries have moved their structural re-
form programs forward over the past six years. On
the trade front, as regional and bilateral trade agree-
ments proliferate, regional economies have signifi-
cantly reduced tariffs and nontariff barriers to im-
ports. Overall, the region ranks second among
developing regions on tariff reforms carried out
since 2000, trailing only Europe and Central Asia.
Less progress has been made in improving the busi-
ness climate, though MENA countries have under-
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taken various measures, including the liberalization
of key services in the economy, across-the-board
business and regulatory policy reform, and targeted
interventions to promote specific sectors.

But the path to creating an environment con-
ducive to export-oriented businesses and private
sector investment remain far from complete. On
the trade front, outside the Gulf Cooperation
Council, tarift protection remains excessive, espe-
cially among the region’s resource-poor countries,
and significant barriers to developing a strong trad-
ing sector persist in the form of cumbersome im-
port- and export-clearing processes. The overall
business climate remains weak, with significant im-
pediments to conducting business, especially in key
areas such as starting a business, protecting in-
vestors, and enforcing contracts.

Many of the region’s development challenges are
traceable to significant deficiencies in governance.
Often efforts to overcome those deficiencies have
focused on reforming public administration, both
to improve efficiency in the delivery of high-quality
public services and to generate fiscal savings. But
several countries have gone further, taking impor-
tant steps to open up their political space, allow for
greater public accountability, and strengthen inclu-
siveness in public policy making, all areas in which
MENA continues to score poorly in world rank-
ings. Over the past six years the region as a whole
has made some progress in reducing this gover-
nance gap. Between 2000 and 2006, MENA coun-
tries ranked on average in the 63rd percentile on
improving the mechanisms for government ac-
countability, higher than all other regions of the
world, with particularly strong efforts among
resource-poor countries and resource-rich, labor im-
porting countries.

While the recent oil boom has greatly benefited
the oil-producing economies of the region through
higher growth and revenues, the potential impact
of the oil boom on the ongoing structural reform
effort has been an important concern. Though in-
formation is scant, there is some indication that the
incentives for sweeping improvements in public sec-
tor management have faded with rising oil prices.
Although resource-poor countries have made strong
progress in administrative reform, many of the re-
gion’s oil economies have failed to make significant
efforts to improve public sector management.

In the area of enhancing public sector accounta-
bility a significant divergence between MENA’s



Table 1: Progress with structural reform

Governance: quality Governance:
Trade Business of public public sector
policy climate* administration accountability
Current Reform Current Reform Current Reform Current Reform

Country/region status® progress® status® progress® status? progress® status? progress®

Algeria 68 63 36 37 43 16 28 68

Bahrain — 76 — — 78 80 27 96

Djibouti 17 47 9 — — — — —

Egypt, Arab Rep. of 60 100 2 59 34 91 23 73

Iran, Islamic Rep. of 16 67 26 2 17 1M 21 6

Iraq — — 33 — — — — —

Jordan 44 94 59 41 71 87 34 62

Kuwait 69 54 77 16 65 64 30 63

Lebanon 50 80 40 46 — — — —

Libya — 9 — — 3 13 0 43

Morocco 52 50 38 76 72 91 32 78

Oman 51 43 79 27 66 80 17 89

Qatar — — — 54 69 15 75

Saudi Arabia 64 88 76 75 59 80 6 75

Syrian Arab Rep. 2 32 33 52 14 59 6 54

Tunisia 53 42 55 40 69 76 22 37

United Arab Emirates 75 — 54 20 61 10 20 84

West Bank and Gaza — o 22 — e — s o

Yemen, Republic of 63 82 66 26 27 23 18 48

Regional averages (unweighted)

MENA 49 62 44 40 49 57 20 63
Resource-poor 46 69 31 54 61 86 28 63
Resource-rich, labor-abundant 37 61 39 29 25 27 18 44
Resource-rich, labor-importing 65 54 Al 34 55 57 16 73

East Asia and Pacific 53 40 64 46 45 45 41 44

Europe and Central Asia 50 64 55 59 50 56 52 56

Latin America and Caribbean 64 57 47 54 44 43 57 42

High-Income OECD 84 61 84 49 89 47 91 47

South Asia 28 41 40 24 33 56 37 31

Sub-Saharan Africa 26 22 27 51 33 51 36 52

World 50 50 50 50 50 50 50 50

Source: World Bank staff estimates.

Note: For definitions of MENA country groups, see footnote 1.
a. For each index, the country’s current status reflects its 2006 placement in a worldwide ordering based on a variety of relevant indicators, expressed as a cumulative fre-

quency distribution, with 100 reflecting the country with the “best” policies worldwide, and 0 representing the country with the “worst” policies worldwide.

b. Reform progress reflects the improvement in a country’s rank between 2000 and 2006 (or between 2003 and 2006 in the case of business and regulatory reform) in a

worldwide ordering of countries based on changes in a variety of relevant indicators, expressed as a cumulative frequency distribution, with 100 reflecting the country

with the greatest improvement in rank worldwide, and 0 reflecting the country with the greatest deterioration in rank worldwide.
* The business climate index reported in this year's MENA Economic Developments and Prospects Report has been substantially revised (reflecting both changes in the
indicators used and considerable revisions to historical data) and is not comparable with the index that appeared in last year's MENA Economic Developments and

Prospects report.
— =not available
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lnbor-abundant oil economies and its labor-
importing oil economies is notable. Since 2003,
many of the resource-rich, labor-importing economies
of the GCC have begun to exhibit a strong commit-
ment to improving government accountability. In
parallel with their efforts toward more prudent man-
agement of their oil windfall and stronger economic
ties with the world, Oman, Qatar, Saudi Arabia, and
the UAE have taken significant steps toward greater
inclusiveness and accountability in government. It is
a significant and encouraging sign that rising oil
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prices have not blunted these efforts. MENA’s lnbor-
abundant oil economies, on the other hand, general-
ly have not moved forward with improvements in
public sector accountability since 2003. Creating
more inclusive and representative governance struc-
tures is influenced by forces other than rising oil
prices, but given the importance of this topic in the
overall reform agenda, the significant backsliding of a
few countries represents a concern for the broader
reform agenda, because it casts a shadow over
prospects for growth in the long term.



Outcomes and Short-Term
Development Prospects

For the fourth year in a row, the Middle East and
North Africa Region (MENA)! continued on a
strong growth path, with more dynamism from the
private sector. Real gross domestic product (GDP)
increased by 6.3 percent in 2006, up from 4.6 per-
cent during the first four years of the decade (see fig-
ure 1.1). Indeed, the growth performance for 2006
was among the best in more than 10 years. Growth
was driven primarily by the strong performance of
resource-rich, labor-importing (RRLI) countries
and the expansion of growth in resource-poor,
labor-abundant (RPLA) countries, while resource-
rich, labor-abundant (RRLA) countries stagnated.
Given the rapid demographic expansion that charac-
terizes most countries of the region, growth on a per
capita basis was less buoyant, reaching 4.2 percent in
2006, but still significantly higher than the 2.6 per-
cent reached in the early years of the new century.

This period of strong growth has helped MENA
narrow the gap with other developing regions.
Growth of real per capita incomes averaged 1.7 per-
cent over the second half of the 1990s, in contrast
with 2.8 percent for low- and middle-income coun-
tries. By 2006, MENA’s real per capita income in-
creased to 4.2 percent vis-a-vis 5.7 percent for de-
veloping countries. MENA is now growing at a rate
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that is nearly 75 percent of that of other developing
regions. This development is to be welcomed, but it
must also be recognized that prospects for sustain-
ing growth at these or higher rates over the coming
years depend on advances in structural reform, and
will prove a substantial challenge for policy makers
in the region.

In contrast to the strong GDP growth per-
formance, industrial production declined by 0.4
percent in 2006, largely because hydrocarbon out-
put faced capacity constraints in the year. Among
the RRLA countries, industrial production de-
clined 2.3 percent in 2006, standing 6 percent be-
low January 2006 levels. For RRLI countries, the
decline was 1.1 percent in 2006, about 4.3 per-
cent below January 2006 levels. In contrast, in-
dustrial production accelerated in RPLA countries
to 3.4 percent in 2006.

Despite the downturn in oil production and turn-
around in world oil prices? from peaks of more than
$70 per barrel in August 2006 to near $50 by year-
end, oil exporters’ revenues continued to build in
the year. Petroleum and product receipts increased
by more than $75 billion, to reach $510 billion in
2006 for resource-rich countries. This supported
current account and fiscal surplus positions for the

! The MENA region consists of RRLA economies Djibouti, the Arab Republic of Egypt, Jordan, Morocco, Tunisia, Lebanon, and
West Bank and Gaza (WBG); RRLA economies Algeria, the Islamic Republic of Iran, Iraq, the Syrian Arab Republic, and the Re-
public of Yemen; and RRLI economies Bahrain, Kuwait, Libya, Oman, Qatar, Saudi Arabia, and the United Arab Emirates.

2 World Bank average oil price is a simple average of Brent, Dubai, and West Texas Intermediate (WTI) crude prices.
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Table 1.1: Summary economic developments in the region, by country group, 1996-2006

1996-99 2000-03
Country group (average) (average) 2004 2005 2006°
Entire region (excluding Iraq)
Real GDP growth (%) 36 46 59 59 6.3
Population 2.0 2.0 19 1.9 2.0
Per capita GDP 1.7 2.6 39 40 42
Consumer price index (CPI) inflation (%) 4.2 2.8 41 55 53
Industrial production (%) — 15 38 41 —04
Fiscal balance (% GDP) —28 15 6.8 11.8 145
Current account balance (% GDP) —0.1 7.1 11.0 16.9 20.7
Foreign direct investment (% GDP) 1.0 09 09 15 1.7
Resource-poor, labor abundant (RPLA)
Real GDP growth (%) 47 39 48 3.8 5.6
Population 1.8 1.8 1.7 1.7 1.9
Per capita GDP 2.1 2.0 3.1 2.1 36
CPlinflation (%) 33 2.3 40 7.0 58
Industrial production (%) - 1.3 2.8 22 34
Fiscal balance (% GDP) -39 —-58 —6.0 —6.7 —6.0
Current account balance (% GDP) —4.0 —-15 —0.6 —1.6 —-1.7
FDI (% GDP) 24 22 2.1 5.4 8.0
Resource-rich, labor-abundant (RRLA)
Real GDP growth (%) 38 5.0 49 46 43
Population 1.9 18 1.7 1.7 1.8
Per capita GDP 1.9 3.1 3.1 29 25
CPI inflation (%) 12.6 9.0 10.5 94 8.7
Industrial production (%) - 2.8 4.2 48 -23
Fiscal balance (% GDP) -09 18 2.5 4.6 3.1
Current account balance (% GDP) 1.7 7.3 47 11.0 10.6
FDI (% GDP) 0.2 0.5 0.6 0.5 09
Resource-rich, labor-importing (RRLI)
Real GDP growth (%) 33 47 6.9 75 75
Population 2.9 3.1 3.1 3.2 3.2
Per capita GDP 04 15 3.6 42 42
CPl inflation (%) 05 0.0 1.1 29 34
Industrial production (%) - 0.8 40 46 —1.1
Fiscal balance (% GDP) -33 4.6 14.0 215 25.8
Current account balance (% GDP) 1.1 11.0 19.0 259 32.0
FDI (% GDP) 0.7 0.5 0.7 0.7 0.3

Source: World Bank staff estimates.

Note: The MENA region includes the RPLA economies Djibouti, the Arab Republic of Egypt, Jordan, Lebanon, Morocco, Tunisia, and the West Bank and Gaza (WBG); the
RRLA economies Algeria, the Islamic Republic of Iran, Iraq, the Syrian Arab Republic, and the Republic of Yemen; and the RRLI economies Bahrain, Kuwait, Libya, Oman,
Qatar, Saudi Arabia, and the United Arab Emirates (UAE). Due to data limitations, the WBG is not included in regional or subregional aggregates. In addition to the
resource-based classifications, aggregates are presented for groups based on geography and trade. The Maghreb comprises Algeria, Libya, Morocco, and Tunisia. The
Mashreq comprises Irag, Jordan, Lebanon, the Syrian Arab Republic, and the WBG. The Gulf Cooperation Council (GCC) members are Bahrain, Kuwait, Oman, Qatar, Saudi
Arabia, and the UAE. And “others” consist of Djibouti, the Arab Republic of Egypt, the Islamic Republic of Iran, and the Republic of Yemen. Finally, net oil importers of the
region include Djibouti, Jordan, Lebanon, Morocco, and Tunisia. All others are considered net exporters.

e = estimate.

2 Economic Developments and Prospects



Figure 1.1: Regional growth steps up during 2006
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Source: National agencies, World Bank.

Note: RPLA = resource-poor, labor-abundant; RRLA = resource-rich, labor-abundant; RRLI = resource-rich, labor-importing. For details of MENA country

groups, see footnote 1.

region as a whole, and for resource-rich economies
in particular.

The run-up of surplus funds among oil exporters
and the availability of new investment opportunities
across the region boosted foreign direct investment
(FDI) flows to new highs of more than $24 billion
in 2006. FDI in the year was concentrated in Egypt,
Lebanon, Morocco, Tunisia, and Jordan, as well as
the United Arab Emirates.

On the fiscal front, the MENA region as a whole
continued to improve. Oil revenues have been suf-
ficient, such that—despite sharp increases in both
current and capital fiscal outlays—fiscal positions
have remained in surplus, amounting to 14.5 per-
cent of GDP in 2006. This result is dominated by
RRLI economies, which increased their fiscal bal-
ances to 25.8 percent. RRLA economies saw their
fiscal balances deteriorate from a surplus of 4.6 per-
cent of GDP in 2005 to 3.1 percent in 2006. In
contrast, RPLA economies improved their fiscal po-
sitions slightly, ending up with a fiscal deficit of 6
percent in 2006.

1.1 Opverview of Recent Economic
Developments

On balance, 2006 for MENA was a year mixed with
continued strong economic outturns driven by

double-digit gains in domestic demand, welcome
advances in per capita income growth, and record
fiscal and current account surpluses. FDI and in-
traregional investment flows emerged as an impor-
tant growth-enhancing factor for the region. Infla-
tionary pressures have been largely subdued despite
the strong pace of activity. At the same time, MENA
has remained in global focus due to geopolitical is-
sues, the continued U.S. presence in Iraq, and ex-
ternalities related to conflict. There is little doubt
that risk perceptions of investors toward the region
remain elevated, and the manner in which current
tensions and conflicts are resolved will play an im-
portant part in setting the stage for economic
growth over the next years.

1.1.1 Sounvces of growth

The economies of the MENA region have experi-
enced strong growth in the past few years, riding
the wave of the current oil boom. But where is the
growth coming from—domestic demand and con-
sumption or investment? What is the contribution
of exports and imports to overall growth perform-
ance? What is the role of the private sector? This
section analyzes sources of growth in MENA.
Domestic demand continued to be the domi-
nant force behind the current growth momentum.
Growth decomposition analysis shows that domes-
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tic demand contributed 10.7 points to GDP growth
in 2006, while net exports had a contribution of
—4.4 points, as imports outpaced export perform-
ance. As a result, GDP growth for 2006 reached
6.3 percent. This tendency in growth sources has
been present for the duration of the recent growth
boom, but domestic demand has steadily increased
its contribution to growth (see table 1.2). Both the
contributions of consumption and investment have
been on the rise. In particular, gross domestic in-

vestment now contributes 4.1 points to GDP
growth, up from 1.3 points in the early 2000s, and
the private sector is playing an increasingly impor-
tant role, with rising investment (see figure 1.2).
Private consumption, on the other hand, con-
tributed 5 points to GDP growth.

RPLA countries witnessed a pickup in GDP
growth driven by several factors: recovery from
drought in the Maghreb; the onset of economic re-
covery in the euro area; and strong flows of tourism

Table 1.2: Sources of growth for the region, by country group, 1996-2006

1996-99 2000-03

Country group (average) (average) 2004 2005 2006°

MENA region (excluding Iraq)

Real GDP growth (%) 36 46 5.9 59 6.3

Contributions to GDP growth (points) from: 36 46 59 59 6.3
Domestic demand 34 35 6.7 8.7 10.7
Private consumption 1.5 2.2 3.8 43 5.0
Government consumption 0.6 0.0 1.0 18 1.6
Gross domestic investment 1.3 1.3 1.8 26 4.1
Net exports, general number field sieve (GNFS)? 02 1.1 -0.8 —28 —4.4

Resource-poor, labor-abundant (RPLA)

Real GDP growth (%) 47 39 48 3.8 5.6

Contributions to GDP growth (points) from: 4.7 39 48 3.8 56
Domestic demand 44 32 49 39 6.8
Private consumption 2.1 2.6 3.3 2.2 49
Government consumption 05 0.6 0.1 0.6 —0.1
Gross domestic investment 1.7 0.1 1.4 1.1 2.1
Net exports GNFS 0.3 0.6 —0.1 —0.1 -1.2

Resource-rich, labor-abundant (RRLA)

Real GDP growth (%) 3.8 5.0 49 46 43
Contributions to GDP growth (points) from: 3.8 50 4.9 46 43
Domestic demand 2.7 6.0 7.3 45 7.1
Private consumption 1.3 29 48 14 3.0
Government consumption 0.0 0.7 0.6 0.9 1.0
Gross domestic investment 1.4 25 2.0 2.3 3.1
Net exports GNFS 1.1 =11 —24 0.1 -2.7

Resource-rich, labor-importing (RRLI)

Real GDP growth (%) 33 47 6.9 7.5 75
Contributions to GDP growth (points) from: 3.3 47 6.9 7.5 7.5
Domestic demand 33 38 7.2 12.9 14.1
Private consumption 1.4 1.7 3.6 6.7 6.0
Government consumption 0.9 0.9 1.7 29 2.6
Gross domestic investment 1.0 1.2 19 34 55
Net exports GNFS 0.0 09 —04 —5.4 —6.6

Source: World Bank staff calculations.

Note: Country groups as in table 1.1 note.

a. change in net exports of goods and nonfactor services as a share of GDP [-1] includes residual. Also see table 1.1 note.

e = estimate.
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Figure 1.2: Private investment as share of GDP, 2000-06
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Source: National agencies, World Bank.

Note: MENA country groups as in footnote 1.

revenues, remittances, and—increasingly—FDI.
The acceleration in growth occurred on the back of
a sharp revival in domestic demand (notably of pri-
vate consumption) during 2006.

Consumption and investment were the key fac-
tors supporting outturns for the year. While exports
were helped by increased demand from abroad,
RPLA countries’ own imports yielded a net drag
from the external sector, subtracting 1.2 points
from 2006 growth outturn. RPLA activity recov-
ered despite a substantial flare-up in geopolitical
tensions, including contflict in Lebanon and the iso-
lation of the West Bank and Gaza from trade and fi-
nancial flows. These economies suffered significant
GDP losses, with 2006 declines of 5.5 and 12 per-
cent, respectively.

Among oil exporters of the region, the group of
RRLA economies,? excluding Iraq, experienced a
moderate decline in growth in 2006. Domestic de-
mand stepped up to 7.1 growth points in 2006, with
an upward shift in all segments of demand, especial-
ly private consumption. This development, howev-
er, was fully offset by substantial imports of capital

3 Tt should be noted that, because of data limitations and uncer-
tainties regarding data quality, Iraq is often excluded in the
context of this report from the group of resource-rich
economies, and from the MENA region as well. References
highlight this point in all tables and figures.

2003 2004 2005 2006

RPLA° = RRLA

and consumer goods, providing a —2.7 point change
to growth from trade. RRLA economies’ output
would have been much more robust in 2006 had
growth in Algeria not been disappointing. Latest es-
timates indicate that Algeria’s GDP growth was only
1.4 percent in 2006, due in part to poor perform-
ance in hydrocarbons output, as well delayed imple-
mentation of public sector investment programs.

In contrast with the modest downturn in growth
for the RRLA group in 2006, RRLI economies
maintained their robust growth performance in
2006 at 7.5 percent, supported by double-digit
contributions from domestic demand, with a shift
from consumption toward investment over the
course of 2006. Net exports subtracted 6.6 percent
from RRLI growth during 2006.

1.1.2 Strong vegional growth—but with
significant hetevogeneity

The dispersion of growth across MENA’s diverse
group of economies remains wide, from 12 percent
growth in Qatar in 2006 to a decline of the same
magnitude in the West Bank and Gaza. This is due
not only to the fundamental split between oil-
dominant and more diversified economies of the
region—affected by differing trends in the external
environment—but also to economic policy and at-
titudes toward reform, as well as to the present set

Recent Economic Outcomes and Short-Term Development Prospects



of geopolitical tensions carrying strong direct and
indirect effects across regional economies.

1.1.3 Resource-poor economies

For the RPLA economies—distributed across the
Maghreb (Morocco, Tunisia), the Mashreq
(Lebanon, Jordan, and West Bank and Gaza), and
including Egypt and Djibouti—growth improved
significantly in 2006. Four of seven economies en-
joyed growth increases, notably Morocco, experi-
encing relief from a severe 2005 drought and en-
joying a rebound in agricultural output and rural
incomes with a real output growth surge of 7.3 per-
cent. The start of stronger economic recovery in
the euro area (the destination for 70 percent of Mo-
rocco’s goods exports), and the implementation of
a free trade agreement (FTA) with the United States
on January 1, 2006, also offered better conditions
for trade, following adverse effects on Morocco’s
textiles and apparel exports in the wake of the re-
moval of the agreement on textiles and clothing
(ATC) in 2005 (see table 1.3).

Growth in Tunisia also increased in the year. Af-
fected less severely by drought conditions than Mo-
rocco, Tunisia’s growth acceleration was grounded
in stronger manufacturing output, moderate pickup
in goods exports, and continued gains in tourism re-
ceipts. FDI flows to Tunisia more than doubled to
$2.8 billion in the year (about 9.6 percent of GDP),
attracted by telecommunications and other assets
undergoing privatization, as well as to tourism and
related infrastructure. And conditions in Egypt im-
proved, with the country benefiting from strong in-
vestment, construction outlays, and tax cuts that
boosted household spending. On the external front,
goods exports were powered by the start of liquefied
natural gas (LNG) shipments, while increases in
service receipts—though reduced from 2005 boom
levels—remained high: 12.5 percent gains for
tourism revenues and 9 percent for Suez Canal dues,
with remittances approaching 4.5 percent of GDP.
Growth picked up to 6.9 percent in 2006, the
strongest since 1984 (see figure 1.3). Finally, GDP
advanced by 4.2 percent in Djibouti, with increased
port construction outlays and a pickup in activity in
the country’s free trade zone (FTZ).

Of RPLA economies witnessing deterioration in
growth during 2006, Jordan stands out with a 1
point decline to 6.3 percent, linked in part to high-
er oil prices and deteriorating current account
deficits. Despite this, Jordan’s growth in 2006 was
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the third-best of the group, and continues to be
one of the most successful growth experiences in
the past years, accumulating 24 percent growth in
the past three years. The domestic economy re-
mains strong, with investment in real estate and
tourism projects leading the way. Demand for serv-
ices for those working in or with Iraq continues,
while record levels of remittances (near $2.5 billion,
or 18 percent of GDP) offers ongoing support for
consumer spending.

Developments in Lebanon and West Bank and
Gaza damaged growth prospects
economies. West Bank and Gaza’s GDP declined by
12 percent in 20006, after a 6 percent gain in 2005.
In Lebanon, estimates put the decline of GDP at
5.5 percent for 2006. Prior to the onset of conflict,
conditions appeared to be improving, with in-
creased tourism, real estate investment, and capital
inflows from the Gulf. The recent gathering of
donors in Paris, during which individual countries
and multilateral institutions pledged some $7.5 bil-
lion to facilitate the rebuilding process, renewed a
program of fiscal and economic reform. Estimates
of war damage reparations from the month-long Is-
racl-Hezbollah conflict of July—August 2006 were
significant (see box 1.1).

in those

1.1.4 Resouvce-rich economies

As a group, the resource-rich economies have seen
GDP increases; however, significant differences ex-
ist between RRLA and RRLI countries, and among
countries within each group. The RRLA countries
experienced a small decline in GDP growth during
the year, while RRLI countries continue to grow at
fast rates.

For the group of RRLA economies, develop-
ments continue to be dominated by the key hydro-
carbon producers, Iran and Algeria. Syria and
Yemen are smaller oil suppliers (with diminishing
reserves), with economies more diversified in man-
ufacturing and basic services.

The drop in GDP growth for the RRLA group
masked the fairly strong increase in Iran, offset by a
collapse in Algeria to 1.4 percent. GDP growth ac-
celerated in Syria while activity in Yemen improved
(see figure 1.4).

In Iran, high oil prices and an expansionary fiscal
policy were driving forces for growth. Public sector
spending increased in 2006, with current outlays
moving up by nearly 5 points of GDP since 2004.
Capital spending increased significantly in the cur-



Table 1.3: Real GDP growth for the region, by country group, 1996-2006

1996-99 2000-03
Country group (average) (average) 2004 2005 2006°
Entire region, including Iraq — 4.0 6.5 5.9 6.2
Excluding Iraq 3.6 4.6 5.9 5.9 6.3
Resource-poor, labor-abundant (RPLA) 47 39 4.8 3.8 5.6
Djibouti -0.7 2.1 38 32 42
Egypt, Arab Republic of 5.2 3.8 4.2 46 6.9
Jordan 29 49 8.4 7.3 6.3
Lebanon 26 34 6.3 1.0 —55
Morocco 42 40 42 1.7 7.3
Tunisia 59 42 6.0 42 53
West Bank and Gaza — —6.4 6.2 6.0 —12.0
Resource-rich, labor-abundant (RRLA) 3.2 48 6.2 6.6 6.5
RRLA countries (incl. Iraq) — 2.8 13 46 43
RRLA countries (excl. Irag) 3.8 5.0 49 46 43
Algeria 3.1 41 5.2 53 1.4
Iran, Islamic Rep. of 4.0 5.8 5.1 4.4 5.8
Iraq — —16.6 46.5 37 4.0
Syrian Arab Republic 41 34 39 45 5.1
Yemen, Republic of 55 40 2.6 3.8 39
Resource-rich, labor-importing (RRLI) 33 47 6.9 15 15
Bahrain 43 5.6 5.4 6.9 7.0
Kuwait 19 5.9 6.2 8.5 6.2
Libya 1.6 48 8.2 8.4 8.1
Oman 34 4.4 5.6 5.6 6.4
Qatar 11.8 7.1 1.4 11.0 121
Saudi Arabia 2.7 33 5.2 6.6 5.8
United Arab Emirates 52 7.1 9.7 8.5 10.7
By geographic subregion
Maghreb 32 42 58 5.1 5.0
Mashreq (excl. WBG, Iraq) 32 3.7 5.7 3.7 14
Gulf Cooperation Council (GCC) 35 47 6.7 75 74
Other 46 48 46 45 6.2
By oil-trade group
Oil-exporting countries (excl. Iraq) 38 47 6.0 6.4 7.0
Oil-importing countries (excl. WBG) 3.7 40 5.6 2.8 4.0
Comparator regions
MENA (excluding Iraq) 3.6 4.6 5.9 5.9 6.3
All developing countries 4.0 45 1.3 6.6 6.9
East Asia and the Pacific 6.2 7.7 9.1 9.0 9.1
Europe and Central Asia 2.0 47 7.2 6.0 6.4
Latin America and the Caribbean 3.0 1.3 6.0 45 5.0
South Asia 5.7 5.1 8.0 8.1 8.2
Sub-Saharan Africa 34 3.7 5.2 55 5.2

Source: World Bank staff estimates.

Note: Country groups as in table 1.1 note.
— = data not available.
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Figure 1.3: Results across resource-poor, labor-abundant economies during 2006
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Box 1.1

Economic consequences of conflict

During 2006, conflict continued to undermine the ca-
pacity of some countries in the MENA region to ben-
efit from the current regional and global growth
trends. Iraq, Lebanon, and West Bank and Gaza were
affected directly by conflict, but spillover effects were
present in countries such as Syria and Jordan, both of
which ended up with large inflows of refugees.
Plagued by continuing violence and strife, the Iraqi
economy grew at a sluggish 3—4 percent in 2006. Non-
oil GDP grew at about 10 percent, reflecting enhanced
household activities in the nontradable sector, as is typ-
ical for conflict environments. However, oil GDP did
not grow at all, reflecting stagnant production and ex-
port levels. Investment activity was weak in both the
public and private sectors. Dollarization grew notably,
and there was a high and steady outflow of private Iraqi
capital as reported by Jordan, Syria, Lebanon, and the
lower Gulf countries. Central banks responded with
measures to appreciate the nominal value of the Iraqi
dinar. This did not reduce inflation, however, because
other key drivers—security risks, supply bottlenecks,
and rising public spending—remain unchecked.
Unemployment fell from the peaks of 2003-04,
but still exceeded 20 percent, despite massive migra-
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tion outflows. As a result of the war, an estimated 2
million Iraqis fled to Jordan, Syria, and Lebanon, and
an additional 1.7 million relocated to safer areas with-
in Iraq. These flows put high pressure on the Jordan-
ian economy, where the share of illegal migrants is in-
creasing, and controls are now being tightened.

In Lebanon, the hostilities of the summer of 2006 re-
sulted in serious human and physical losses and caused
both short- and long-term damage to the Lebanese econ-
omy. The war killed more than 1,200 individuals and
damaged nearly 107,000 housing units. Nearly 1 million
people (a quarter of the national population) were dis-
placed during the height of the hostilities. The direct
damages were estimated at around $2.8 billion by the
Lebanese government (the biggest cost being for hous-
ing). The loss of investor confidence, the damage to the
image of Lebanon as a tourist destination, and the emi-
gration of skilled workers will have a long-term impact on
the private sector, and on the economy as a whole. It is
estimated that 30,000 jobs may have been permanently
lost. Some 200,000 people, many of them young and
highly skilled, may have emigrated during the hostilities.

The hostilities put an end to expected significant eco-
nomic recovery in 2006. While economic performance



Box 1.1

Economic consequences of conflict (continued)

in 2005 was adversely affected by the assassination of
Prime Minister Rafiq Hariri, growth in 2006 shaped up
to produce the highest growth rate in a decade—at
around 5-6 percent. Postconflict real GDP for 2006 is
currently projected to have contracted by about 5.5
percent—a significant 10-11 percent reversal in output.

Extensive destruction of physical capital and disrup-
tion of trade, tourism, and supply channels negatively
affected the growth performance of all sectors of the
economy. Services, which generate about 70 percent of
Lebanon’s GDP, have shrunk by an estimated 5 per-
cent. The agriculture sector has been hit severely and is
expected to witness a negative growth rate of at least 17
percent. As for industry, it has registered a loss of output
estimated at 2.5 percent, with manufacturing suffering
the largest decline of around 9 percent. Expressed in
monetary terms, the total foregone output attributable
to the conflict could be as high as $2.3 billion.

On the fiscal side, Lebanon’s public finance was also
strongly affected in 2006. On the revenue side, figures
indicated a decline of 16.6 percent over the same period
in 2005, thus eliminating the 15 percent increase regis-
tered in the first half of 2006. Such decline in revenues—
estimated at $500 million—was mainly due to lost trade
taxes and value added tax (VAT). Expenditures increased
because of higher outlays on early relief interventions
and repairs to key public infrastructure. Thus, primary
expenditure increased by 26.5 percent in the second half
of 2000, after a 7 percent decline in the first half.

Consequently, after four years of registering surplus,
the primary balance turned into a deficit by the end of
the year (excluding grants). Fiscal deficits in 2006 are
estimated to reach 14 percent of GDP. As a result,
Lebanon’s ratio of debt-to-GDP, which had begun de-
clining in the first half of 2006 on the back of govern-
ment reforms and a growing economy, is estimated to
have reached 190 percent by the end of 2006, with
debt serviced increasing to 14 percent of GDP.

In West Bank and Gaza, after a modest recovery in
2004-05, the Palestinian economy once again went
into decline in 2006. The cutoff of donor assistance to
the Palestinian Authority (PA), as well as tax revenue
clearance by Israel following the election of the Hamas
government, and increasing border closures, all served
to choke off the nascent recovery.

Source: World Bank staff estimates.

In early 2006, the World Bank predicted a major cri-
sis and estimated that GDP could fall as much as 25-30
percent due to the cutoff in aid and tax clearance.
However, the economy fared better than expected and
the actual decline in GDP was around 12 percent. Yet
per capita GDP remains way below its 1999 level.

The West Bank and Gaza economy was more re-
silient than expected because large amounts of money
still found its way to the population. Many donors de-
vised ways to inject money in the form of humanitari-
an assistance. In addition, there were large inflows of
remittances from family members abroad. These
funds, along with borrowing and selling assets, sup-
ported consumption.

This masks the true damage caused by the hollow-
ing out of the economy. The cutoff of aid to the PA
has made the government unable to pay salaries, and
resulted in a long strike by civil servants. Critical gov-
ernment institutions such as the financial management
system, the customs department, the statistics bureau,
and others that have taken years to develop, have be-
gun to deteriorate. More troubling still is the steep
drop in investment, the depletion of savings, and in-
crease in debt. This situation is unsustainable and in-
dicates that unless there is a resumption of direct aid
and a loosening of movement and access restrictions,
the economy is poised for a rapid deterioration and in-
crease in poverty.

The fiscal position of the PA continued to deterio-
rate as a result of conflict. Taxes and domestic and ex-
ternal financing fell by some 40 percent in 2006 com-
pared to the previous year. External support in 2006
was more than twice the amount received in 2005, but
this was not enough to offset the reduction in bank
lending and the sharp drop in tax revenues. As a result,
government investment has fallen and government
employees on average received only 50-55 percent of
their normal incomes. This had a significant effect on
poverty rates because one-quarter to one-third of the
population is directly dependent upon a PA wage earn-
er. The PA’s fiscal position was brought to the point of
crisis by the cutoff of budget support. This has been a
growing and unsustainable problem for some time,
and is associated with the rapidly rising level of both
government employment and wage levels.

Recent Economic Outcomes and Short-Term Development Prospects
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Figure 1.4: Greater growth for oil exporters during 2006
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rent fiscal year, especially in transport and other in-
frastructure projects.

Capacity constraints in oil production are limit-
ing growth in the hydrocarbons sector for all ex-
porters of the RRLA group (sce figure 1.5). And
with growing import demand, drag from the exter-
nal side may be expected for some time to come.

The 2006 growth slowdown in Algeria is related

real GDP growth, percent

to stagnation in hydrocarbon output volumes. As
witnessed in all Maghreb countries, agricultural
production rebounded after the 2005 drought, and
governments are using enhanced oil revenues to
bolster consumer spending, construction, and in-
vestment. A supplementary budget passed in July
2006 increased expenditures by 35 percent against
initial budget allocations. Proceeds were targeted

Figure 1.5: Capacity constraints on oil production in resource-rich, labor-abundant economies

industrial production, % change,
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toward civil servant wage increases, a doubling of
capital outlays, and additional financing for Alge-
ria’s “peace and reconciliation” charter program for
infrastructure rehabilitation. But as hydrocarbons
account for 50 percent of GDP, developments there
continue to dominate. Recovery of oil (and gas)
output is essential if higher growth is to be recov-
ered. For the fourth year in a row, the RRLI coun-
tries witnessed the fastest growth performance
among all MENA groups; GDP increased by 7.5
percent in 2006. Among RRLI economies, the
United Arab Emirates, Oman, and Qatar stand out
with strong acceleration of real output growth.

GDP gains for several oil-dominant countries
(Saudi Arabia, Kuwait) remained relatively strong,
though they did suffer a decline in 2006. Several
factors contributed to these outcomes: (a) a shift in
expenditure from exceptionally strong current con-
sumption outlays (public and household) in
2004-05 toward capital spending in 2006, focused
on public infrastructure and complemented by a
moderate pickup in private investment outlays; (b)
a decline in the volume of hydrocarbon exports,
given the attempts of the Organization of the Pe-
troleum Exporting Countries (OPEC) from mid-
year 2006 to restrict supply and stem incipient de-
clines in global oil prices; and (¢) the dampening
effects on GDP growth of several years of excep-
tionally robust import demand.

1.2 Fiscal Developments

In the current oil-price cycle, a fiscal surplus posi-
tion has characterized the aggregate for MENA
countries since 2003—increasing from 1.5 percent
of the region’s GDP in the ecarly 2000s to 14.5 per-
cent by 2006. But this high regional surplus masks
a diversity of conditions underlying both country
groupings and individual countries. Fiscal balances
during 2006 range from a deficit of 6 percent for
RPLA countries, which continue to adjust to high
oil prices, to a surplus of 25.8 percent for RRLI
countries. High diversity also exists among individ-
ual countries in the region, from a surplus of nearly
42 percent of GDP in Kuwait to a deficit of 13.4
percent in Lebanon.

As a group, the RPLA economies experienced an
improvement during 2006. Their fiscal deficit de-
clined to 6 percent of GDP in 2006 because of
global and, more importantly, country-specific fac-
tors. As figure 1.6 shows, there has been a degree of
improvement in many of the resource-poor coun-
tries, particularly Egypt, Jordan, and Morocco.

Ditfferences in the fiscal stance of resource-rich
economies were also quite large, reflecting the degree
to which these countries are benefiting from higher
oil prices and other revenue sources. There has been a
distinct shift in the pattern of aggregate expenditure
across the RRLI countries, with a halving of current

Figure 1.6: Better fiscal balances in resource-poor, labor-abundant economies
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spending growth while investment spending has in-
creased, reflecting large-scale infrastructure and other
projects to be found across the GCC (see figures 1.7
and 1.8).

Developments among the RRLA countries, par-
ticularly in Iran, led to a much-reduced fiscal 2006
surplus—3.1 percent of GDP. Algeria’s surplus has

diminished by 1 point of GDP as revenue growth
slowed, given setbacks in hydrocarbon production
in the year. But strong expenditure growth in Iran
(continuing near 30 percent growth) against little
gain in fiscal revenue in the year produced a deficit
of 0.7 percent of GDP—in contrast with fiscal sur-
pluses in the previous three years.

Figure 1.7: High fiscal surpluses in resource-rich, labor-importing economies
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Figure 1.8: Rapid capital spending in resource-rich countries, 2004-06
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1.3 Developments in the External
Sector

Economic activity among the resource-rich
economies had gathered substantial momentum by
2006, from the preceding years of escalating oil
prices and heightened external revenue flows (see
figure 1.9). To a degree, the accrual of further oil
receipts in 2006 offered an opportunity to engage
in shifting expenditure—from consumption to cap-
ital outlays—and to intensify efforts to encourage
spillovers from the oil to the non-oil economy by
involving the domestic private sector. Additional
revenues also supported a move to pay off out-
standing overseas or domestic debt, clearing finan-
cial overhang for several large economies.

For the resource-poor economies, developments
in the external environment offered the prospect of
reviving growth in goods exports, as well as other
critical revenue flows—including tourism and re-
mittances. In broader terms, the “growth rotation”
taking place in the context of the global economy—
the engine of growth shifting from the United
States toward Europe, Japan, and East Asia—began
to offer more support for growth among diversified
economies.

1.3.1 Oil market conditions

World oil prices increased sharply over 2004-06, with
the World Bank price (average of WTI, Brent, and
Dubai) exceeding $75 /bbl in carly August 2006. Af-

ter a brief fall in prices in late 2004, and accommo-
dating production increases from OPEC, oil prices
surged higher in 2005 and 2006, despite slowing oil
demand growth and rising inventories. Prices were
driven higher by expectations of continued strong
growth in demand, capacity constraints, and fears of
supply disruption in a number of countries such as
Iraq (insurgency), Nigeria (civil strife ), and Iran (sanc-
tions). In addition, there were concerns about relia-
bility of supplies from other countries such as Russia
(following a cutoft of gas supplies to the Ukraine) and
Venezuela, as well as unexpected accidents and weath-
er disruptions (hurricanes in the Gulf of Mexico).

Following the peak in oil prices in August, prices
fell by a third to near $50/bbl by late 2006 (see fig-
ure 1.10). The decline was due to high stocks, eas-
ing of political tensions, and weak demand from
mild winter weather, and investors liquidated posi-
tions on futures markets. In addition, it was felt that
OPEC would keep sufficient oil off the market to
support a much higher price than in the 1990s, or
the early part of this decade when their target range
was $22-28 /bbl for a basket of crude (since aban-
doned). It is presently viewed that OPEC will try to
defend a price floor above $50/bbl.

1.3.2 Export market growth in vesource-poor
economies

GDP growth in the euro area is likely to have
reached 2.8 percent in 20006, the fastest expansion
in six years. Business and consumer sentiment re-

Figure 1.9: Oil price and growth of revenues among exporters, 2002-06
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Figure 1.10: Qil price trends, January 2006-February 2007
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mained buoyant, the former linked to exceptional
export performance—despite appreciation of the
euro against the dollar over 2006—and the latter
tied to record low unemployment rates in Germany
and France (key MENA export markets) that
evolved over the last few years.

A substantial share of goods exports from coun-
tries such as Egypt, Algeria, Syria, Morocco, and
Tunisia are destined for the European Union (EU)
market; at the same time, though shifting in recent
years, Europe remains the dominant origin for
tourism to these countries from outside the MENA
region. And Europe is now the primary host sup-
porting a rising stream of remittance receipts in the
RPLA economies.

Reflecting the onset of stronger recovery, imports
of goods and services into the euro area increased by
20 percent in dollar terms in 2006. Goods exports
from the above-noted MENA countries to Europe
are estimated to have increased 24 percent in the
year. Tourism revenues have also shown strong gains
for the Maghreb countries, Egypt and Jordan, and
worker remittance inflows are viewed to have estab-
lished new highs at $19.3 billion for MENA recipi-
ent countries during the year.

1.3.3 Developments in merchandise trade

Trade during 2006 was characterized by continued
strong growth in exports for the group of resource-
poor economies, but this was outweighed by adverse
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terms of trade developments and continued rapid
import demand, to yield a widening trade deficit of
15.7 percent of GDP. For the resource-rich
economies of MENA, oil export receipts eased to 17
percent of GDP. Though import demand among
the resource-rich economies continued to increase,
trade surpluses widened further for the group,
reaching 32.5 percent of GDD.

1.3.4 Exports of goods

For the MENA region as a whole, merchandise ex-
ports grew 28 percent in 20006, though falling be-
low the growth boom of 2004-05, when exports
achieved 38 percent gains on the back of the hy-
drocarbons market. As petroleum and related prod-
ucts constitute some 80-85 percent of the region’s
exports, global oil demand was the fundamental
driver for the region’s export performance over
2005-06. But other factors combined to influence
outcomes for the resource-poor economies during
the year, which, on balance, yielded favorable
results.

Of the five larger economies of the RPLA group,
four enjoyed a boost to export growth during 2006.
Egypt’s exports jumped by 34 percent, reflecting
the earlier coming online of oil and LNG export fa-
cilities. Morocco, Tunisia, and Jordan witnessed a
pickup in exports over the course of the year.
Lebanon performed well during the first half of the
year. The conflict in Lebanon, however, produced a



reversal in the latter half, and exports for the year
declined by 32 percent.

Demand conditions in export markets can carry a
powerful influence in shaping export performance,
and for a number of RPLA countries, they appear to
have done so in 2005-06. As noted, the EU remains
a key export market for several RPLA countries, es-
pecially Tunisia, Morocco, and Egypt. Up to 80 per-
cent of Tunisia’s exports are destined for the EU,
with 10 percent remaining within the MENA region
(see figure 1.11). Morocco’s export base is also EU
focused (70 percent), but more diverse across devel-
oping regions of the world, with some 10 percent
destined for developing Asia. Egypt’s export market
profile is well diversified across the EU (one-third),
developing countries (one-third, of which MENA
comprises one-fifth), and other high-income
economies (one-third) including the United States,
Singapore, Hong Kong, and Taiwan. Destinations
for Lebanon and Jordan reflect the dominance of
MENA partners in the market, and in the case of
Jordan, the United States as an important destina-
tion, following the FTA agreement.

European import-demand growth during 2006
was supportive of Tunisia and Morocco, both of
which enjoyed a pickup in export growth. Despite
massively increased competition in the EU market
for apparel and textiles from China and other lower-
cost Asian developing countries, upon final phase-
out of the ATC in 2005, Tunisia and Morocco were
apparently able to cushion their loss of market share

over 2005-06. In particular, the traditionally close
links between French and Italian apparel firms and
North African producers (travaux a facon) allowed
several market niches to be maintained.

MENA oil exporters possess more than 60 per-
cent of the world’s reported oil reserves, and ac-
count for 36 percent of world’s oil production, a sit-
uation that has largely been maintained over the last
decade. Oil export revenues have fluctuated greatly
(see figure 1.12). Recovery in oil production, and
the large jump in oil prices, underpinned export rev-
enues over the period since 2004. Receipts are esti-
mated to have reached $510 billion in 2006 for the
resource-rich economies (excluding Iraq). The
RRLI group accounts for three-quarters of the total
at $395 billion, with the RRLA countries capturing
the remainder—nearly $115 billion (see figure
1.12). The escalation in oil receipts during 2006 was
such that, in real terms, revenues breached previous
peak levels last witnessed in 1980.

The level of MENA’s il exports in 2006 likely rep-
resents a near- to medium-term peak, given the de-
gree to which global oil prices have fallen, and against
the background of slowing global economic activity
moving into 2007. Nevertheless, petroleum revenues
accumulated just since 2004 have neared $1.25 tril-
lion, a substantial portion of which is held as interna-
tional reserves, in stabilization funds, or invested glob-
ally. And those funds invested within the MENA
region should provide a cushion for economic growth
as marginal revenues decline through 2009.

Figure 1.11: The varied export orientations of resource-poor, labor-abundant countries

exports by destination country/region

share of total exports

Morocco

Tunisia

Egypt, Lebanon Jordan

Arab Rep. of

m European Union @ United States
m developing MENA @ other developing

Source: UN Comtrade database system.

&2 other OECD

O GCC

Note: OECD = Organisation for Economic Co-operation and Development; GCC = Gulf Cooperation Council.

Recent Economic Outcomes and Short-Term Development Prospects

15



16

Figure 1.12: Rising oil exports during 2006
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1.3.5 Imports and trade balances

For the MENA region as a whole, imports of goods
advanced 23 percent in 2006. This, in combination
with the export performance, yielded an aggregate
trade surplus of 24.6 percent of regional GDP.
Though imports registered growth similar to that
of 2005, changes in demand were notable across
MENA subregions. RPLA imports featured a loss
of momentum over the course of 2006. Nonethe-
less, the trade deficit of the subgroup deteriorated
to 16 percent of GDP. In contrast, imports into the
resource-rich countries grew by 25 percent, a pace
similar to 2005, resulting in an increased trade sur-
plus of 32.5 percent of the group’s GDP.

Several factors influenced the pattern of imports
into the RPLA economies over 2005 and 2006.
Aside from economic fundamentals, weather played
a key role, as severe drought afflicted the Maghreb,
adversely affecting Morocco and Tunisia. Moroc-
co’s imports of emergency coarse grains to replen-
ish lost harvests was key in lifting imports in the
summer 2005; to a lesser degree, Tunisia’s imports
increased to cover crop shortfalls.

Oil and critical non-oil commodity prices (grains
and other foodstuffs in particular) have also come
to affect terms of trade adversely for RPLA coun-
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tries. For the group, food and beverages account
for 12 percent of the import basket, fuels another
12 percent, and raw and intermediate industrial ma-
terials some 37 percent. On balance, nearly 60 per-
cent of the import bill stands exposed to the poten-
tial of adverse developments in international
commodity markets, a particularly difficult vulnera-
bility for policy makers to manage. For instance, the
oil import bill increased from $3.2 to $4.2 billion in
Morocco between 2005 and 2006, accounting for
60 percent of the country’s trade deficit in the lat-
ter year. In the case of Jordan, it increased from $2
to $2.5 billion, or three-quarters of the trade deficit.

Egypt, Morocco, and Tunisia also face a nexus;
manufactured exports tend to be highly import in-
tensive. This is especially true for textiles, apparel
and the higher-end clothing sectors, light manufac-
turing, and other industries. Hence a welcome pick-
up in export growth often implies a step-up in im-
ports of intermediate material inputs, semifinished
goods, and capital equipment. The pickup in do-
mestic demand growth in 2006 boosted imports
for a number of RPLA economies.

The combination of continued strong growth in
both exports and imports yielded an increase in the
RPLA goods deficit in 2006. The magnitude of the



trade gap, the numerous exposures faced by RPLA
cconomies, and the likelihood of a further pickup in
economic activity suggests that such deficits may
persist into the medium term. For these economies,
however, growing receipts associated with tourism,
other services, and worker remittances helped to
offset the shortfall in trade, supporting current ac-
count positions that, for the majority of RPLA
countries, continue to be sustained at levels near
balance.

Imports into resource-rich countries increased
by 25 percent in 2006, stimulated by oil revenues.
Capital goods accounted for 45 percent of imports,
given the widespread emphasis among oil exporters
on i