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|. Economic Divergence in the Arab World
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Economic Divergence

« The rise of the oll exporting countries, especially the GCC, in the past decade has
highlighted a sharp economic divergence within the Arab World in terms of wealth,
Income per person, growth patterns and the role of government in the economy.

« The Arab Spring has only sharpened this dichotomy. Oil-based economies
benefited immensely from the sharp rise in oil prices and output caused by the
spike in geopolitical risk, while the non oil economies, the loci of wrenching
political change, suffered severe economic setbacks.
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The Arab World: A Tale of Two “Economies”
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Oil and Non OIil Economies: Population and GDP
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The Haves and the Have-Nots
Median GDP per Capita

Oil Economies 15,449 47 558

Non Oil Economies 1,657 3,898

Oil Economies: Algeria, Bahrain, Irag, Kuwait, Libya, Oman, Qatar, Saudi Arabia, UAE
Non Oil Economies: Egypt, Jordan, Lebanon, Morocco, Palestine, Syria,
Tunisia
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The Haves and the Have-Nots

Public Financial Wealth (2012)
Oil Economies 2,327 19,075
Non Oil Economies 80 506

Government Spending (2012)
Oil Economies 815 6,680
Non Oil Economies 152 1,093

Oil Economies: Algeria, Bahrain, Irag, Kuwait, Libya, Oman, Qatar, Saudi Arabia, UAE
Non Oil Economies: Egypt, Jordan, Lebanon, Morocco, Tunisia



ll. The OIil Economies
(Algeria, Bahrain, lraq, Kuwait, Libya, Oman, Qatar,
Saudi Arabia, UAE)
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The OIll Economies

« Qil exporting countries in the region continue to possess the world’s largest single
stock of oil reserves and produce about a third of the world’s oil output.

* Rising oil revenues have fueled government spending, which has risen at
historically unprecedented rates. As a result, the oil price that balances these
countries’ budgets has risen steadily and the countries’ dependence on oil and
gas resources has increased.

« Even with soaring government spending, current account surpluses continue to be
large and have lifted publicly-owned foreign assets to nearly $2.3 trillion (2012).

« Their enormous wealth notwithstanding, the oil countries in the region face serious
challenges of economic diversification, meaningful job creation, and, in the heavily
populated countries, possible unrest due to unmet expectations.

11



The OIll Economies
Global Crude Reserves and Crude OIil Production
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Government Spending has Soared...
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...Requiring Higher Oil Prices
(Brent Breakeven Oil Prices)
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*For Iran we assume that oil exports drop by one-third in volume terms in 2012 due
to sanctions
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But Current Account Surpluses Remain Large
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...Adding to Foreign Assets

$ billion 2011 2012f 2013f
Total Foreign Assets 2,284 2.604 2.885
Reserves 996 1,178 1,348
o/w Saudi Arabia 551 672 776
Sovereign Wealth Funds 035 1,043 1,136
o/w UAE 426 451 466
o/w Kuwait 353 407 461
o/w Qatar 109 136 158
Financial Institutions 260 277 288

f = IIF forecast
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Ill. The Non Oil Economies at the Crossroads
(Egypt, Jordan, Lebanon, Morocco, Syria, Tunisia)
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The Non Oil Economies at the Crossroads

The non oil economies had been growing steadily at solid rates since 2000 but
some experienced a setback in 2011 as a result of political turmoil, regime change
or civil strife. The growth rate in 2011 dropped to 1.5 percent from an average of
5.6 percent in the preceding 5 years.

Similarly, fiscal and current account deficits widened, raising external financing
requirements. Three countries, Egypt, Jordan, and Yemen, signed loan

agreements with the IMF while Morocco obtained precautionary access to IMF
funds.

Recovery by these countries will be slow and is contingent upon the
implementation of urgent macroeconomic and structural reforms — a daunting
challenge for the still fragile and inexperienced political leaderships.

18
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Non Oil Economies Growth Path
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Large Fiscal Deficits

Eqypt 69 81 -98 -108  -9.8
Jordan 89 56  -6.8 7.1 6.7
Lebanon 85 57  -6.0 -8.2 9.8
Morocco 22  -48  -66 5.9 4.7
Syria 29  -48 -106 -163  -11.0
Tunisia 27 10  -31 5.5 5.5

e = estimate, f = lIF forecast
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...And Current Account Deficits
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..Requiring External Financing
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External Debt Burdens are Moderate

percent GDP
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* Private external debt mostly of financial institutions 23
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...And Buffered by External Reserves

percent GDP
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V. Egypt: The Economics of Political Change
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Egypt: The Economics of Political Change

Egypt's economic reversal in 2011 was especially acute. From an average annual
growth rate of 6.2 percent in the period 2006-10, output contracted by 0.8 percent
In 2011. Since then, growth has remained tepid and nowhere near where it can
make a dent in the high and rising unemployment.

Starting from $33.6 billion in reserves (excluding gold) on the eve of the turmaoil,
Egypt’'s external reserves declined sharply to about $11.8 billion before rising
slightly in recent months as a result of external assistance.
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Egypt: The Economics of Political Change

The fiscal deficit remains unsustainably high and the costs of borrowing by the
government to finance it remain elevated, thus dampening potential investment by
the private sector, which has been cut drastically by recent events anyhow.

The Egyptian economy, even with the programmed external assistance, remains
highly vulnerable to further shocks in the short term and unable to shake off legacy
burdens to grow strongly over the long term.
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Egypt: Political Turmoil Damaged Market Confidence...

index: December 1, 2010 = 100
Egypt Unrest

110
Mubarak New Government/External Support
/V/rL&signs
100 - L :
Constitutional Parliamentary
Reforms Elections
90 - PIGESS S0 Tahrir _End Presidential
Elections
~ Square
80 - | Violence
o \V\J
60 | \\
50 | | | ] 1 ]

Dec 10 Apr 11 Aug 11 Dec 11 Apr 12 Aug 12 Dec 12

28



) /)

Egypt: Reserves Were Used to Defend the Currency
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Egypt: Financing the Fiscal Deficit Raised Borrowing
Costs
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...Increasing the Egyptian Economy’s Vulnerability

2009/10 2010/11 2011/12e 2012/13f
Vulnerability of External Sector
Current account deficit, % reserves 13.2 25.9
Short-term liabilities, % reserves 29.6 29.4
Banking System Financing Vulnerability
gslziért\Ss of domestic banks on gov’t, % total 26.1 305 38.9
Fiscal Policy
Fiscal balance, % GDP -8.2 -9.5
Treasury bill rate (3-mth) 9.6 12.0 13.8 12.5
Subsidies, % GDP 8.5 9.0 8.4 7.5
Interest payments, % GDP 6.0 5.9 6.9 7.2

e = |lIF estimate; f = IIF forecast

Note: Egypt follows a fiscal year from July — June
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External Financial Support

Multilateral
IMF: $4.8 billion loan under Stand-By-Arrangement (SBA)

World Bank: $3.1 billion for project financing and budget support, only
about $1.0 billion in new money

EBRD: €1.25 billion expected loan
African Development Bank: $1 billion in budget support

Islamic Development Bank: $1 billion concessional loan to the energy
sector and strategic commodities imports

EU: $6.3 billion loan over two years
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External Financial Support

Bilateral

Saudi Arabia: $4 billion in budget support, CBE deposits, project
financing and trade finance (so far $1 billion has been deposited with
CBE and $0.5 in bonds)

Qatar: $4.0 billion in deposits and loans over the medium term*
Turkey: A concessionary loan deal has been signed worth $1 billion
Libya: $2 billion to be deposited at the CBE

USA: $1.5 billion, of which $0.5 for budget support and $1.0 billion for
debt relief

*Qatar also announced its intention to invest $18 billion over the next five years. The projects include $8
billion for gas, power and iron and steel plants at the northern entrance to the Suez Canal and $10
billion for a giant tourist resort on the Mediterranean coast. 33



V. Structural Reforms for Long-Term Growth
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The Non Oil Economies at the Crossroads

 The Arab economies generally missed out on the technological/organizational
revolution that has accompanied globalization since the 1980s. As a result, the
modern manufacturing (and later software/hardware) sector remained weak,
traditional, and un-integrated with the global production/trade cycle.

« Thus while emerging market countries in Asia and Latin America surged ahead in
the 1990s and 2000s, most non oil Arab economies remained saddled with the
burdens of bloated public sectors, high and chronic unemployment, current
account deficits, high poverty rates, and dependence on remittances, external aid,
and the low-skill service sector (such as tourism) or primary resources (oil, gas,
phosphates) for export receipts.
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The Non Oil Economies at the Crossroads

» Relative to other emerging markets countries (non oil) Arab economies’ prospects
are hampered by low labor participation rates, low labor productivity, low
Investments in science and technology, and poor economic competitiveness.

» Indicators of political and social development, while not exceptionally low, lag the
more successful emerging market regions. Human development indicators have
improved considerably for the rich, oil based countries in the region but,
Importantly, remain weak for the more populated Arab countries.
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GDP Comparisons

2011 GDP per capita ($) Nominal GDP ($ bn)
Arab World

Syria 2,234 46
Egypt 2,932 236
Jordan 4,359 AS
Lebanon 8,971 39
Emerging Markets

Indonesia 3,523 847
Malaysia 9,780 288
Turkey 10,345 773
Brazil 12,594 2,477

Israel 32,356 244
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Labor Force Participation Rates are Low

percent
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Source: World Development Indicators, 2010.
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Unemployment Remains a Challenge

Arab World 48.4 11.5 26.7
Latin America 66.3 7.5 15.6
Southeast Asia 70.1 4.7 13.4
East Asia 73.3 4.3 9.1
World 64.1 6.8 12.3

Source: ILO, Global Labor Trends, 2012.
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Governments are Comparatively Large

government expenditure as percent GDP
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While Labor Productivity is Low
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The Region Lags in Economic Competitiveness

rank, 2012-13*
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...in the Export of Capital Goods

percent of total exports
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..and in Exports More Generally
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Governance Indicators
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Human Development Index
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Human Development Index
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The Implications of Arab Economic Weakness

 While several Arab countries have undergone important political change,
economic philosophies and policy frameworks have not changed and do not seem

set to change, in any fundamental way. In fact there are signs of regression in that
regard.

« The Arab Spring uprisings, and the political change they have brought about,
provide a rare opportunity for the new leaderships to embark on the long-delayed
structural reforms that are so urgently needed. To be successful, these reforms will
need a clear vision, strong and resolute leadership, and courage to challenge
prevailing dogmas.
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The Implications of Arab Economic Weakness

« Such reforms should focus first and foremost on a radical reform of the state and
its institutions and on a redefinition of the role of the state in the economy. This
must be accompanied by a fundamental overhaul of educational systems, the
institution of deep, market-based reforms of the business climate to help foster
entrepreneurship, risk-taking, and private-sector investment.

« The new political leaderships cannot afford to spend years settling old scores and
debating centuries-old doctrinal issues at the expense of fundamental economic
reforms. Reviving growth to Asia-like rates (8-10 percent annually) on a
sustainable basis, drastically reducing poverty, restructuring work and career
incentives, fighting corruption, creating a healthy business climate, and instituting
the rule of law must receive the full attention of policy makers on an urgent basis.
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The Implications of Arab Economic Weakness

The failure to address the developmental and growth challenges in the period
ahead will only serve to perpetuate Arab divisions and to deepen Arab weakness.
The cultural, strategic and political implications of continued weakness, especially
of the large Arab states, are grave and long-lasting. These could mean
subservience of the historically and culturally hefty Arab States to the
machinations of the thinly populated, oil-rich countries in the region, or to the
strategically positioned non-Arab countries in the Middle East. Dependence on the
goodwill of external powers will also continue.

This also means the perpetuation of Arab powerlessness vis-a-vis Israel’s
continued expansion and its military and technological supremacy and, therefore,
the Arab countries’ ability to achieve a just and durable solution to the Palestinian
Issue.
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