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The Euro-Mediterranean Free Trade Zone:
Economic Challenges and Social Impacts
on the Countries of the South and East
Mediterranean

HAFEDH ZAAFRANE and AZZEM MAHJOUB

The Barcelona Process, when it was First introduced in 1995 inthe Barcelona
Declaration, was a holistic initiative designed to address the issue of creating
a shared zone of peace, prosperity and stability in the Mediterranean basin. It
drew, of course, on earlier, bilateral initdarives undertaken by the European
Union twards the states of the South and East Mediprmunean (CSEM) which
had been largely economic in nature and, given its overall objectives, it is nat
surprising Lhat the Barcelona Provess itself also highlights the future
econemic relationship. However, this is not all that it does and, alongside
praposals for bilateral free rade areas designed o stimulale industrial activicy
and trade, there arc specific recommendations for muhilateral progress in
pelitical, secunty, cultural and social fields. At the same lime, the economie
dimension of the Process will have quite clear social consequences and it is
wwards these issues that this discussion is direcred.

Liaking the Economic Partneeship with Other Partnerships

The general objeclive set by the signatories of the Barcelona Declaration
during the Eum-Mediterranean conference of 27-28 November 1995 stated
that: *Tuming the Mediterranean region into an area of dialegue, exchangs
and co-operatton guarantecing peace, stability and prosperity requires a
strengthening of democracy and fespect for human rights, sustuinable and
balanced economic and social development, measwres to combat poverty and
the promotion of greater understanding botween culwrss, which are all
essential aspects of the Partnership.’
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This visicn can be articulated djagrammatiéally in the following mamner:

Dialogue Peace Denocracy
Exchanga 9 Stability é EBconomie development
guarantec mply
Co-operation Shared Bocial, human and
Prosperity cultural development

A threefold proposition which can be derived from this diagram provides the
foundations for a global Eure-Mediterranean Partaership, as envisaged in the
Barcelona Declaration;

*  political and sccurity partnership, to define an arena of peacc and stability;

* economic and financial partnership, to build ax area of shared prosperity;

* social, cultwural and human partnership, 10 develop human resources,
promote grezter inter-cultnral understanding and exchanges between civil
societies.

On this hasis, the Barcelona Process can now be systernatised according to the

following diagram:

Chuteomes ¥eans Mechunisms
P'l:zu,n: D o ¥ Drialopuwe -
Stability Econemic developnee it Exchanges

Shared prosperily Social, human and £ultral Co-operation

develapment

The diagram immediately provokes one question, concerning the nature of
this approach to the problems of the region — is it intended to be an integrated
approach and do the three types of partnership desceibed, ulthough presented
separately, provide the foundations of a cormprehensive and integrated
parnership? In other words, to what extent is the Furo-Mediterranean project
coherent and cohesive? This, in essence, is the problem we wish 10 address.

The Objectives: Are Peace, Stability and Shared Prosperity Separable?

Is the establishment of an area of peace and stability — essentially through
political dialoguc and with 2 view to consolidating the rule-of-law,
democracy, respect for human rights and fundamental freedoms — scparable
from the creation of an area of shared prosperity based on free rade and
economic and financial co-operation in order to encourage balanced
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econoriic and soecial developmem? Similarly, are peace, stability and sharcd
prosperity conceivable without social, human and eultural development
being accompanied By economic development, itself based on the rule-of-
law where fundamental social rights are respected, including the right to
development?

The answer to both these questions has 10 be in the negative and the object
of this paper is o demonstrate that economic and financial development,
which are seen in the Process to depend on the establishment of 4 Frre-
Mediterranean free trade zone, are inseparable from the other partoerships to
be established in the political, security, social, heman and cultura] fields. In
reaitty, there are links and dialectical interactions between the varions famms
of partnership and between the outcomes, means and mechanisms set oul in
the Barcelona Declaration. What i3 new in the Euro-Mediterranean approeach
inftiated in Barceloma is that, perhaps correctly, it reveals an integrated and
comprehensive joint vision of what must he done. It is, indeed, a statement
which is devoid of ambiguity, misunderstanding or inaccuracies, as will be
shown later.

The Econemic and Financial Partnership

The key 1o the economic and financial purtnership is the creation of bilateral
free trade zones in industrial gonds, together with five-year protocols
providing financial aid to the private sector, under the Mésures o ‘Adinstement
(MEDA) programmes, alongside equivalent amounts of soft loan facilities
from the Evropean Tnvestment Bank, The key difference between these
arrangerments  and their predecessars is that now South and East
Mediterranean countries must abanden their own tariff barriers to Errgpean
industrial poods and their industrial sectors must now accept unfetrered
competition with European producers. Torkey and Israel have slightly
ditferent arrangements from the remaining South and East Mediterrancan
countries but the effect is virtually the same.

Creating an Area of Shared Prosperity Rased on Free Trade

Beyand a 1imid reference in the Barcelona Declaration 1o the debt question,
which is of key concem w Mediterranean nun-partner states and which will
eventually require further dialogue and progress, Eurn-Mediterranean
partners have agreed on three long-term objectives, together with three
different means of establishing a zone of shared prosperity. The agreed
ohjectives and means can be summed up in the table on page 12.

The progressive implementation of the free trade zone is therefore oae of
the essential, although not exclusive, means of achieving the three declared
objectives af:
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Oljectives Mesns

Ta lncrease the pace of sustarnafe Estahlishment of 2 frec wrade zone

dcongmic and social develepmen!

Fuosteriog appropasie ceonomic co-operation

Ty imprrerve living conidisiomns, Increise
and dislogue in the domains concerned

rhe {evel nf emplenaent and redure Hee
development gap in the Euro-Mediterranean
region

10 promote reginaal co-operation and Substantial increase i EU financial aid o its
friegrafion parmers

* speeding up development;
+ reducing the development gap in the region; and
+  prometing regional co-operation and integration.

By a process of convergence, these three objectives are expected ro lay the
foundations of an “area of shured prosperity” (ASP).

In fact, the establishment of free trade in the Furo-Mediterraneun regien,
which is accompanied by diversified and widesprzad econonlic co-operation
and intensified f{inancial aid, should be the decisive lever enabling the
canstmaction of the ASP, according to the Barcelona Declaration. [ndeed, it
should be stressed that the free trade zome (FTZ) concept, stricio sersu,
commits ils pariners to specilic means in addition to the progressive
principles implicit in its implementation, namely, they must:

(1} pursue policies based on the principles of marker econemy,
(2} initiate economic adjustment by:
{a) modernizing economic structurcs,
{b) premating the private sector,
{c) upgrading the preduction sector;
(3] initiate social adjustment by:
(a) modernizing social structures
(b} mitigating negative effects through
{c) programimes aimed at the nocdicst population;
(4) initiate institutienal adjustment by:
{a) setting op an institutional regulating framework favourable to murket

CoONOMmy.

Thus, the Barcelona Declaralion eonlains clear stalernents on free trade
adjusiment {FTA) which have three differcnt dimensions — econamic, social
and institutional in natre. Furthermore, there is a specific reference o the
soetal cost of the FTA and to the necessity s mintmise i1, particelarly for the
most deprived populaticns.
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As fur as economic and financial co-operation is concerned, two peints
must be stressed because of their direct linkage with the Free Trade Zone
(FTZ):

+ economic development must be supported both by domestic savings and
by direct foreign investment (DFD); this confirms the importance of
Prnmming an envirenment favourable to the remaval of obstacles to such
INYesTents;

+ reforms of the political-institutional cavironment and the removal of
extra-cconomic ubstacles appear to be implicit conditions for the success
of the FTZ. Indeed, as far as financial co-nperation is concemed and quite
apart from the promise of substantial increases in finuncial aid, the
Barcelona  Declaration  specifics  that *sound MAcro-econemic
management is of fundamental importance and to this end the partngrs
agree to promotz dialogue on their respective economic policies and on
the methods of optimising financial co-operation™. It is legitimute o pose
the question that sound management, dialogue and the optimization of
lﬁnancia] aid could diplomatic references to the dyal conditionality
mherent in financial, economic and political assistance.

DFI: The Decisive Variable in the FTZ and Palitico-institutional
Adjustment

'I'_he qulcsticn of DL is cssential in understanding the politico-institutional
d:‘mensmn of the FTA. Indeed, every study of the degree to which the impact
of IE.IE FTZ over the CSEM area can be predicted shows that an increase in
foreign capital fows is often used to highlight the positive aspects of such a
zone. The argument is based on the predicted impact that the actual
announcement uf the creation of a FTZ may have on forcign investors — g
phenomenon which has already been ebserved during the implementation of
vther FTZs. The significance of this phestormenon must be reduced, howeaver,
lhy the specific nature of the Euro-Mediterranean FTZ, since it offers m:-.»,j
1m'cstnrs: ho new econetic opportunity when compared 1o the prcvions
cooperation agreements. Indeed, as far as European and other capital in search
of offshore investment are coneamed, it dovs not offer new markets, new
fiscal terms or new Iinangial apportunities. The only new element in the FT7Z
that may have relevance 1o investors is the political aspeet of the increased
upcaness of the Mediterranean economies, as they engage in greater
Integration within the European ecanomic arena,

As far as these states themselves are concerned, the creation of a FTZ can
only be beneficial to the CSEM if three intetlinked conditions are fulfilled:
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«  The official implementation of active macro-:conomic sUpport measures
to upgrade domestic companies and atract foreign investment;

« The success of the opgrading prograumenes in transforming domestic
companies, in order 10 signal that competitive economic conversion has
been achieved; and

« A significant increase of foreign invesiment, particutarly in the form of
DF1, directed towards creating the appropridte conditions for the
achievement of the desirad comperitive conversion of the CSEM

ECONOTHES,

In Fact, although adjustment will incur costs, the potential gains associated
with the FTZ remain largely dependent on [oreign investment which will
croate new activitjes in compelitive arsas, thereby compensating for fiscal and
social losses inherent in the creation of the FIZ und initialing measures which
will upgrade production systems. A recent study based on a quantifizble
general equilibrium model, designed specifically o rake into account the mle
of direct foreign investment,' ¢lzarly showed that & significant decline in the
sk premium linked to the inflow of private capital should stimulate «
substantial rise in living standards and thus allow for a measurable reduction
of migratien flows as a resolt as domestic erployment should increase. The
calcujated fall in the sk premium reflecks several factors. It stems, fimst, from
the natignal commitment implizit in the imeversible character of the FTYX
agreement. fn addition, positve expectaiions are associated with integration
within the European growth arsa and there are expectations of greater
institutional converyency with Europe, accompanied by an increased level of
Minancial aid and technical co-operation. As a eesult of these conclusions, (he
study recorurends greater regional integration ol the Enstitutionat level in
order to decrease the tisk premium still further and thos increase the flows of
DFL. Institutional adjustment und political credibility are therefore at the haart
of the investment issue which, in any case, lies at the heart of every argument
Ior the success of FTZs within the CSEM region.

Financial Co-pperation and Political Canditionallty

A novel kind of dual conditionality seems to have become the new key
varizhle in the {ield of financial co-operation:

« Fconomic conditicnality relates to the degree of implementation of
structural reform mezasures to which CSEM governments have commitred
themselves. In future, those who fail to vse their bodget allocations undet
the MEDA programine by the end of the fiscal year may lose the balance
to another partner whose economic performance, in terms of its
commitmeent (o the Process, is deemed more satisfactory,
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+« Quiright political conditionality. which is now allied to economic
conditionadity, is essentially a new factor in Euro-Mediterranean relations,
It relates to human rights and entails the possible suspension of financtal
aid following a qualified majority decision by the Enoropean Union, should
human rights violations be revegled,

The prablem here, howaver, is to determine Gow much deterrence political
conditionality can actually generate and to establish to what extent it would
provide an effeclive incentive for CSEM states 1o commit themselves (o
political reforms on human rights, fundamental freedoms, the rule-of-law and
pelitical pluralism. The extent w which this type of conditienality might
buttress the actions of the various actors of civil sociely, who thahselves are
striving to establish the rule-of-law and democracy? must also be considersd.

Free Trade Adjustment snd Politea)-institutional Convergence

The Euro-Maditerranean FTZ proposals, as laid down in the Barceloos
Declaration, imply that the participating countries accept the basic principles
of a market economy. This means that partners agree to abide by the same
niles of trade as apply 1o all economic actors, institutions and agents. While
the rules of free trade can. 10 a degree, be adapted to allow for to culwral
!:I[m?rsjlfy. they also imply a minimum degree of convergence at the Jevel of
msuiutions, in order to guaraitce equal treatrnent for all. Thus, {ree trade
adjus{menl (FTA) for the CSEM siates may, as a precondition., involve the
adoption of a minimum level of intemal insttutional transformation.
M?reover. the Barcelona Declaration refurs explicitly to institurional
adjustn?eut as mecessary in order to promote free trada effacively. Free rade
rulea, in wen, imply political institutional stwructures which ensure the
implementation and the respect of the rules themselves —independent Judicial
systems and the rle-of-law, political pluralism, financial and political
lmnslpa.rency, as well as govermunental accoumability as the administrator of
public property and the legal accouniability of irs institutions.

Institntional adjustment and minimal political and  institutional
tonvergence appear o be an explicit requirement under the terms of the
cconomic basket of the Partnership, given its fucus on the creation of FTZs.
‘Itns not clear whether the adjustment process undertaken by the CSEM seates
is expea_:tad 0 occur ‘naturalty’ — as an unavoidable consequence of the very
coustraints imposed by free wade - whether jt will be an objective
conscquence of the very exisience of the FTZ, or whether it will be the
product of specific and committed institutional refarms inifiated by the
CSEM governments themselves. This ambiguity, however. kads o
several questions:
|5
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* To what extent can political dinlogoe allow a degree of political and
institutional convergence between the pariners and what would be Lhe rols
of the various acters in civil society in this dialogue?

» Is it not political dialogue on human rights, together with the cule-of-law,
democracy and pluralism, at the heart of the institutional mechanizms by
which FTZs are implemented and therefore at the centre of instituetional
adjustment 1o free trads?

*  Fusthermors, can this political and instilutional convergence adapt to
caltural difference aod to differences between the variows political
systems 1o the regicn? Is the search for munimal convergence likely to
tequire that the existing politico-institmional systems of the CSEM be
gradually recast in order to make them fit a Furopean model whicl: is now
regarded as universal? How much importance should be granted 1o the
universal dimension of such a paradigm and how much o specifc lacal
condittons? And what protective mechamisms exist 1o avoid loss of
identity and culturad referents, which, it absent. would lead @ the revival
of profoundly destabilising and retrogressive reactions in the conscquent
search for identity?

These guestions must be addressed within the political basher of the
Barcelona Process and will invelve actors trom civil society as well. Tt is
worth noting, however, that — conlmary to the provisivns of the Barcelona
Declaration - a commumication from the BEurepean Parliament and the
Commission’ siutes cleprly that the FEZ i5 open to any couniry in the region
which accepts the basic principles of market econumy and political sluralism.
The document highlights the Links between the political dimension in wrems of
stability and security and the economic and social dimensions i terms of
development and free trade, for the objeet is, acconding to the Barceloma
Declaration, 1o, *... establish an area of stability and security by creating the
necessary conditions for sustainable and rapid ecomomic and social
develupment. The most appropriate means of achieving this is to create a
Euro-Mediterrancan area characierised by free wrade.”

In essence, this propesition entails the eslzhlishrnent of stability, peace and
security in exchange for free trade accompanied by an improved finsneial aid
package. The FTZ is reparded as a prerequisite to the realization of the
objectives of the Barcelona Process and the appropriate instrument for the
promation of an area of shared prosperity, one of the corpersiones in the
creation of an area of peace, stability and security. The resalting politcal
equalion behind the Process is, in other words: no peace, stubility or security
withoul shared prosperity brought about by free trade. Sieilarly and
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sonversely. of course, no shared prosperity is possible without peace, stabidity
and security in the Euro-Mediterranean region.

The relerence, here, to the linked nature of market econonies and pulitical
pluralism is quile cxplicit, as is the similar linkage between politico-
institutional reform and economic reform, In the Barcelona Declaration, the
furmal reference to linkage is blurred and implicit i nhatere, nor is it
unambiguous and, for this reason, political dialopue will be required to
remove such ambiguity. None the less, the political implicatiens of the FTA
concept are undeniable and political dialogue must take place if there is 1o be
progress towards the required convergence at the political-instinutional level.

Social Costs of FTZ Adjustment

The political implications of the FTZ concept are nor the only ones that must
pe considered if the tree consequences of the economic basket of the
Barcelona Process are o be properfy ynderstood. There are social costs as
wiell.

Feonomic Consequences and Social Impacts

Sioce the mid-1980s. most Mediterranean counntries have adopted
programimes of liberalization and adjustment in order to astablish market
mechanisms and free external rade. and 1o encourage private initiative and
stimulate privatization. Thus, theit progressive integration im0 the plobal
economy is seen as irreversible. From this perspective, the ostion of a FTZ
with the EU can be seen as a better way of puiting down roots in the global
economy and 1s in the nature of structural adjustment, mainly aimed at
inducing a substantial effect of growih transfer as well as ereater economic
etficiency.

However, the establishment of o FTZ with the EU would significanily
deregufate existing liberalisalion policy mechanisms inittated by the
authorities. Tndeed, although for most CSEM states the choice of opening
the glahal economy is strategically irreversible, it is, none the less, endowed
with some degree of realism in terms of its iraplementation. This has to be
comipatible with the means that can be mobilized ro achieve the objective and,
above all, implementation must take account of e fraeility that characterizes
these emerging economies. The FTZ alternative significantly speeds up
liberalization, and act as a process initiated withour properly identifying or
mobilizing means to reduce costs and bring about conditions of success.

The FTZ, in eflect, constiites the trade basket of the Euro-Mediterzanean
Parmership agreement negotiated between the EU en the one hund, and each
of the Mediterranean countrics on the other. It has at least four specific
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tharacteristics: it is a FTZ between one country on the one hand and a group
of countries on the other; belwesn cconomies with unequal levels of
development: between economies with unequal tevels of jntegration: and
berween cconorates with unequal levels of mutual prowerion. These
characteristics mean that the FTZ does not fit into the classic pattern of FTZ
creation in which (wo or more countries with comparable Fevels of
development and protection agree on the modalities of tradz barrer removal,
The implementation of the FTZ in the Barcelona context 15 therefore
characterized by an obvivus asymmetry. While the EU is already open ta
Mediterranean products (except for agricultural snd some textile products),
the CSEM states are faced with the unilateral dismantling of their protection
mechunisms against imports from the EU. Thus, in view of its uniaucness and
asymmetry, the implementation of the FTZ — which will he of mequal and
uncertain impact on ditferent CSEM states - most be qualified and the results
of its impact asscssment should be interpreted eautiously.

The analysis of sociul impact is closely linked with the economic effects
of the FTZ, which are particularly evident in the domains of economic uctivity
and public finance. These impacra generate, as responses, challenges the
ourcoma of which will significantly cendition the actual cvolution and
praspects of the FTZ in terms of economic and soctal develuprrent. Because
of this factar, any analysis of the process must be speculative rather than
prescriptive. However, it should none the less identify the major Jifficultios
and constraints impesed by social parameters which are overwhelmed by
economiic and Onancial imperatives.

The creation of the FTZ between the CSEM and the ELT requires the
unilateral removal of trade barriers direcied against European products
without reciprocal action by the EU since nearly all manufactured goods from
CSEM states already bave free access to the European market. The only likely
prospect for and increase in exports 1o the EU is in the realm of agricultural
proxducts, once the obstacles to trude have been eliminated. However, the Fact
that agriculwral goods are curremtly excluded from the FTZ — discussions
about their inclusion only began at the start of the year 2000 — nullifies this
obvious advantage. Furthermore, the positive commercial effects expecred
from the creation of the FIZ, as far as manufactured goods are concemed, can
only be indirect. For any country in this kind of parnership with the EU, such
effects should come from the increased competitiveness associated with the
fall in the price of goods imported from the E1J and from the adjustrments, for
the sake of bater productivity, generated by the remaval of trade barriers,

The assessment of quantitative effects associated with the crearon of a
FTZ cannot be dissociated from the macro-sconomic policies which
accompany the ¢limination of customs bharriers, There are significant
variations between the impacts depending on the hypothesis used 1o justity
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ge FTZ concepl. The hypothesis requiring official implementation of
recessive SUPPUTNg macro-economic measwres — reductions in poblic
spending or currency exchangs rate adjustment — suggests that the overall
effect oa economic activity will be weak. They are likely to lead to general
economic stagnatian accompamed by differentiated sectoral growlh, thos
demonstrating the need tor indusirial restructuring and for labour relocation
into more competitive szerars, with a overall increase in unasoplovment,
Alternatively, the adoption of active macre-sconnmic supporting measures
designed to contral the potential adverse effects of the FTZ miphs, for
exumple, compensate for the loss of fscal eamnings due to the emoval of
irade barriers by a s in indirect taxation or lead to positive adjustmenrs o
growth through a substantial increase in foreign investment. In thix case, it
should be noted thar:

» Increasing indirect ladation whilst compensating for falls in customs
revennes will geperare side-effects which might severzly affect econnmic
growth. These could inclode price increases Jeading 1o a fall in investment
and domestic demand as well as job losses, particularly for industrics
supplying the local market. Econnmic recession wiil cause a drop in fiscal
revenues, as a result of the reduction in the tax base, even if there have
been increases in tax rates. and thus increase unemployment. At the same
time, such & recession would stimulate stroctures and mechanisms for
spentanecus redepioyment of labour by redirecting significant slements of
the sector-based labour fonze.

* However. such macro-economic consequences could be reversed if
adjustment was catried out with the help of capital inflows in the context
of existing bodgetary and monetary policies. Results obtained from the
study of the impacts of the FIZ on the Tunisian economy* slhaw
accclerated growth, in respanse to substantial additional investmen:
absarptive capucity in some sectors, together with falls in the rate of
unemployment and growth in fiscul reverues.

The Suvial Impact of the FIA

The impact of a FTZ on economic activity and employment js, therefore,
highly variable and depends on the capacity of the partner country to atiract
and mohilize a substantial fow of direct foreign investment. The
effectivepess of this, in tumn, will depend on the absorptive capacity of its
mdustriul structure in handling signifieant vartations in investment flows, The
main challenge is o achieve economic flexibility in the rapsitional phase of
rade liberalisation while preserving macro-ecanomic equilibrium. During
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FIGURE 1
DIFFICULTIES OF CONVERGENCE TO FREE TRADE
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this transitional phase, no country in a FTZ partnership with the EU can afford
merely slow or moderate growth. The effort needed to succeed is made all the
greater because its initial situation is characterised by wide-ranging protection
mechanisms and o high rate of unemploymnent. The following graph, which
Plots average rates of customs tariffs (the protection indicator) horizontally
and the rute of unemployment (the social indicator) vertically, illustrates the
difficulties attached to the remaval of protection barriers which has Jed 1o a
loss of activities and jobs in six CSEM countries.

In the case of Tunisia, the portion of industrial production (approxirmutely
10 per cent of GDP) threatened by the removal of 1ariffs on to imports from
the EU has been estimated at 60 per cent of the total. Halt of this Qurput
represents activities which are genuinely competitive in nature, whilst the
remainder are protected and offer no real comparative advanlage. This
protection, following the establishment of a FTZ with the EU, can no longer
be sustained and outpet can only be susmined if 30 pet cent of national
industrial activity is transferred into the competitive sector, This, in tum. will
require that one third of the industrial sector will have to be abandoned. whilst
another third will have o be redeployed into the third of the sector which is
genuinely competitive in nature. This challenge will require a profound
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change in the nature of the Tunisian economy and poses two important
guestions: 0 what extent is this formidable redeployment of productive
resources possible for a competitive re-conversion of the Tunisian ECONOMy
1 take place? To what extent will the *competitive third' remain competitive”
In cvaluating the answers to such questions, it should he barne in mind that
they will will not take into account the additional stimulating effects of
aca'ompanying reform measures which will be implemented during the
twelve-year ransitional period provided for in the introduction of the FTZ.

For the CSEM states, the social impact of trade barier removal is
considerable. Over one quarter of the Labour force currently emploved in
industrial “activities which are increasingly unviable will huve to be
transferred (0 more competitive and profitable activilies. Even if training
programmes made it possible to achieve this remendous movement of labour,
the problems associated with the creation of competitive activities would stil]
pose a problem. Currently, the main source of competitive activity for
manufacturing industry in the CSEM rezion is the textile and clothing seclor,
In fact, competitiveness in this sector is really only sustained by preferentiol
ageeements with Europe. The sector will, therefore, have to undergo pratound
change if it is to survive, not just the establishment of the FTZ. but also the
dismantling of the multi-fibre agreements which curmently give it its
competitive edge.

The social impacr of the FTZ on the countries of the southemn
Mediterranean also hay consequences fur public finance, since customs
revenues constitute an important budget resource for them., ‘Budget
vulnerability’ to free trade and the difficulty for public finances w comply
with the condition imposed by the FTZ hecause of the implied loss of
revenucs are reflected in the importance of customs revenues for fiscal
batance and for public finance. The following graph illustrates the scnsitivity
of public finance 10 free trade for seven CSEM countries:

Countries such as Tunisia and Moroceo. whose budgetary situation is
difficult, with budget deficits often above to 4 per cent of GDP and a large
portion. of revenues depending on income and import taxes, have o make
parlicularly intense efforts to reallocats budgetary resources v internial
activitics. This can only be done if two conditions are fulfiiled; firstly
thorough fiscal reform is essential and, secondly activities likely to generate
fiscal revenues must be deveioped. Yer these requirements are not easily
reconcilable with profound industrial change and labour redeployment that
inust invelve, inier afia, the provision of tax incentives.

For most CSEM states, the loss of tax revenue implicit in the
establishment of a FTZ with the EL, represents berween 10 and 20 per cent
of 1ax revenues. This presents government with a dilemma for it will be
termpted 10 adopt a spontanecns policy of demand control which would Tesult
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EIGLHRE 2
BUDGETARY YLLMNERARILITY TQ FREE TRADE (1995
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in one of two cutcomes: cither government spending will be reduced or divect
and indirect taxation will be increased. In the first case, the fall in customs
revenues generated by the FTZ must translate into a considerable reduction of
public expenditure. Yel. since government spending is a prereeuisite for the
creation of new productive resources, a policy of public expendire cutbacks
is both incompatible with the principle of encouraging investment and
inappropriate in a context of indusirial redeployment induced by the remaval
of trade barriers which will necessitate more sustained budgetary support.
Thus, reaction to such a fall in tax revenue involving public expenditure
reduction would only lead to general recession. From a dynamic perspective,
such a recessicn would generate less fiscal revenue and therefors further
agyravate the consequences of this negative type of budget management,

In the second case, where the fall in tax revenues stimnlates a search for
other compensatory tax resources through increasing indirect taxes, the
conseyuences would be similar, although the means would be different.
Indeed, increases in indirect taxation lead to demand control and thes o
testrictions on investment, production and employment. Even if the FTZ had
ho effect over activity in a conmext of demand control — an unrealistic
hypothesis — the fiscal loss compensation induced by the removal of tanff
barriers will require raising rates to a level incompatible with political and
economic reafities. In short, regardiess of the impact of trade barrier removal
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on public expendilure, there is a considerable risk that government
expenditure on welfare will fall, In Tunisia, in the pist, measures have been
taken to minimise such consequences. The implementation of a structural
adjustment programme at the end of the 1980s — which conld have produced
sirnilar fiscal consequences — had no social cost because of the government’s
policy of social sector protection. This, however, led to a 14 per cent rise in
public social expenditure in real terms, from 47.5 per cent of budget
expendimre in 1987 to 52.5 per cent in 1993 The establishment of the FTZ
will, therefore, offer a new challenge in the domain of fiscal adjustinent and
soctal sectar protection,

Emigration und Deby

Tn essence, this issue will involve furthering active €o-operation i promoting
human reésources in the Euro-Mediterranean region. Interpational migration is
luday, particularty in the Buro-Maditerranean contexi, an undeniable and
[undamental fact of society, both in the couniry of origin and in the host
country. Indeed, the migrant’s virtual break fram his or her couniry of origin
is compounded by the difficuitics or impossibility of integration in the new
hast country. The eigration issue, therefore, is at the hoart of the imposed
interdependence zcross the Medilemanean, which has been difficult tor
purtners i the North and South to accept. even though they are *condemnned’
by history and peography into being strategic neighbours and having tw
cooperate in their offorts achieve development. This raises some important
qUEsTIOns;

* how can the static or short term visiod narrowly focused on migration as
a securily issue be avoided”

* how cun a holistic vision of social integration across the Mediterranean be
developed as a crucial dimension of cooperative relations between the
Rarcelona partners?

* why should the migration issue be the main bone of contention in such
inerdependent relations?

* could the issue of international migration be considerad in the long term,
as a historical and shared responsibility for the Barcelona partners which
is also one of Europe's instruments for the promotion of human resources
in countries of origin. Would it become the key 1o sustainable and shared
development in political solidarity across the Mediterransan and thus a
guaraniee of stability and security for all?

*  whut would be the predictable effects of the FTZ on migration flows?
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Migratory Pressure, the FTZ and Economic Convergence

Simulation models suggest that il will be difficult to guarantee a significant
reduction in migration flows as a result of the establishment of the FTZ. The
theoratical proposal that free trade, accompanicd by substantal financial
assistance, is an alternative to emigration can enly be seriously considered to
be un adjustment mechanism in the long term.* The underlying hypothesis
here, which is often implicit, is that free trade (accompanied by significant
forsign capital inflow} will contribute to the r=dvction of the income gap
berween Earope and the CSEM region and thus should reduce migration
flows sigmificantly. It is therefore a legitimate question to ask to what extent
the econmmic partnership exemplified by the FTZ, together with economic
and financial co-operation would stimulate economic convergence, in terms
of a redoction of the lag in development in the South which svould therefors
deter further ernigration? The gamble of economic partnership in szeking to
build an area of shared prosperity is ultinuately at the heart of the problem of
2conamic convergence in the long term.

The Eura-Mediterranean issoe initiated by the EU can be summed up in
the following diagram:-

Disparities Migration pressure PROBLEMS
v
Poverty e Side affacts; 6 Tstabiliey
Criminalily Lasecurity
Unemploymcnr Druge Tensions
ExIrermisim
Dhalopue Crowth and converpence GUARANTEES
Partnership .) v 9 Srahilicy
Redustion of migratory Sex-unity
Co-operation PICSSnE Prace

This issue was not a predominant concem during the integration of such
countries as (rregce, Spain and Pertugal into the EXL Dara on these countries
show a significant, if gradual, tendency towards economic convergence.
Indeed, an examination of the evolution of the GNP per capita (at purchasing
power parity ‘TPP and with an index where 100 corresponds to the weighted
average in EU countries) shows that for Partugal, the index rose from 26.3
before joining the EU {average for 1980-84) to 364 in the early 1990s
(average for 1990-93). Spain experienced the same convergence (the indices
for the same period are respecrively 49.8 and 60.6). In the case of Greece,
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cosvergente was only abserved from the beginning of the 1990s. The
fgljuwmg_ table and figures illustrates the observed trends (detailed data can
be found in the annex):

FIGURE 3
EVOLUTION OF Pep GNP FER CAFITA (EAKE 100 = EL AVERAGE)
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In the CSEM region this Eonvergent kendency was ohserved between 1975
anld 1355, probably as a result of the co-operation agrecments signed in th_e
mid-1970s. However. there was z clear divergence—afrcr 1986, ahhough it
seems [ have been stabilised over the Lust fow years. The CSEM GNF per
cap':ta index fall from 20 in 1965 to 15 in 1993 as an average for the CSEM
wgien 45 a whele as individual states registered varying degrees of
detedioration which reflected the jncome gaps between the two sides of the
Mediterranean.

_ Thc‘casc of Efortugal provides a good illustration of thig process, Since its
mtegmﬂaq within the ELI, i gradual econamic convergence has been
accompapied by considerable inflows of foreign capital. DFI rose from %157
million to $1,300 million and there wag a fourfold increase in ner global
flows, from $1,074 million in 1920 10 34,431 miliion in 1993, The dati: for the
CSEM states shows that, in terms of nzt global flows or in terms of DFL, the
n:st_:lts are alarming (except for Turkey). There has, in effect, bacn caéiml
drain und the stagnation or reduction of DFT flows. The following table
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-illustrates the cemparison between the net flow of DFI towards three EU
cauniries (Spain, Portugal and Greece) and those airacted by the CSEM
region during the period from 1970-93. The evolution of net global transfers
towards the CSEM region(for the six countries for which data arc available)
between [980 and 1993 is illustrated in the following table:

FIGURE 4
EVALUTION O X¥ET DFL FLOWS (o million 1185)
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In 1993, global net transfers for the six countrics under study represented
less than one third of those of Portugal ($4.4 billicn). Is the Euro-
Muediterranean Partnership going tw change this sitwation? Will the
achievement of economic convergence run the risk of provoking a veritable
meltdown amongst Furopean partners as far as external capital Aows,
especially in DFI, are concerned? There is no way of knowing what the future
will hold in this respect.
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pebt or Debt Swaps - Human Resouree Promotion

The data provided in the annex show that, apant from etforts 1o improve debt
service terms, several CSEM states eaperience negative net transfers which
affect their ability o attract the resources necessary to stimulate investment
and jeb creation so as to reduce uncmployment and minimise potential
emigration. The fullowing table illusuraies the deterioration of the debt
situation iz five countries in the South Mediterranean vegion.

E¥YQLUTION OF FOREIGN NEBT

{Weighted averape ratas)

E970-—7Y 198052 100094

Tunisia

Diebi ratio W5 59 GO

Debt zervice rafio 147% 25 245
Miwritania

Debt ratio G 1935 200%

ekt serviee ratin 265 235 5%
hlerncon

Debe ratio e oY% RO

Db service satio 23% 430 %
Alperia

Debt ratio 47%: 405 hhld

[reby service ratio 20% 455% 1%
Feypl

Diel racio &G 1145 HRLE

Dbt service ratio N 15 3%

The result is that CSEM states face and Increasingly severe dual reality
reflecting:

*  Constraints in:
- education-training-cimployment provision
- debt servicing

= and consequences in:
—unempleyment (leading to potential emigration)

- negative net ransfers

Thj: constraints arc clearly inter-linked and, in the long-term can only be
effectively managed through partrership arrangements across the
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Muediterranean in which debtor and creditor cooperate. This will require that
the following two objectives are achieved within the framework of such a
partnership over the long-term:

» A rapid termination of nel outward linancial ransfers fram CSEM states
and a significant reallocation of capital flows towards development based
on human fesourees promotion.

* Partial or total debt cancellation or debt rescheduling over a Ihirty vear
perind, which is the probable leagth of dme before the reduction in
demographic growth rates currently occurring manifests itselt in the
productive sectars of the economies in most CSEM states, so that there
will be a real downturn in the level of additional employment demand,
This will mean thar debt serviee obligations ¢ould be reduced o a level
compatible with a productive investment growth rate which, in wm,
would satisfy cmployment demand and lead to a gradual reduction in
absolute levels af unemployment.

In fact, both propositions would require agreement on the recycling of u
substantial portion of the debt with the express purpose of promuoting human
rescurce development, in other wonds, the substitution of human iesources
prumotion for debr. The necessary negotiations would deal with a dJual
concern. First, it would facilitate economic recovery 1n debt-idden countrics
which are alsu experiencing net ourward financial wansfers, despile the
counter-ieasutes that may have been adopted. Second, it would give human
resvurce development a prominent rele in the new partnership, thus
cantributing to a reduction of the social cost of free irade and, In consequence,
reducing the propensity for emigration from the South. Under current
conditions, any consideration of the pattern of evolution of CSEM state social
sector expenditure will demonstrate thar there is. al best, stagnation and, in
some cases, regression in real terms as a result of increasingly heavy debt
servicing oblizations. The svailable data (see annex) shows that, in three of
the southern Mediterranean coonttics (Moroceo, Tunisia and Epvpl), per
capita pablic expendimre on education, which in the 1970s was eguivalent o
almuosl twice the amount per capita spent on servicing, feil to only 60 per cenl
during the first ha!f of the 1990s. Figure 5 illustrates this pattern.

Extemal debt recveling in the CSEM repion could be used to contnbute
towards the creation of a Euro-Mcediterranean fund for the promotion of
human vesources where management principles and mechanisms should
involve actors within civil society and should he negotiated between the
pariners an both sides of the Mediterranean. The objective of such a fund
would be to contribie te:
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FIGURE 3.
PUBLIC EXPENDITURE FOR EDUCATION ANT DLEBT SERVICING
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+ the creation of productive empiovment opporiunilies, particularly in
regiens subjeet to strong migration pressures;

*  the support of family planning policies:

* competitive economic restructuring in the CSEM region, sincy
professional aining must play a predominant role in transformation and
reallocation of factors of production, particularly the industrial labowr
force.’

Frofessional training should be designed within the averull framework of
labour qualification and mobility, since it concerns the whole of southemn
Mediterrancan Izbour-force, whether in countries-of-ori gin or in host-
cousrtries. Thus, conteolled and organi sed migration into European countries
would allow for proper immigrant training programmes designed 10 Facilitate
eventual repatriation and the crealion of micro-enterprises netwarcks in
countries-of-origin bused on appropriate technofopy and commercial
knowledge transfer. It would also provide trained managers for enterprises
secking to relocate into the CSEM region. Econumic rapprochement across
the Mediterranean, however, can only he completely successful if faclors of
Production such as capital and labour are allowed o move freely within the
Mefiit?rrancan region. Of course, this is not currently possible because of
Anxieties inside Europe aver the social and political implications. As a result,
duritg the transitional phase of the creation of a Fure-Meditermanean
SCONOmic arena, & dynamic vision of the emigration issue, as suggested here,
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would encourage @ renewal ol migration flows (which Europe will
increasingly need as its own population ages}. This could be organized so as
10 provide improved cfficiency of control and training, in order 10 coninibute
o competitive ceonoimic re-conversion in the countries of the southern
Mediterranean, while maintaining migration within the limits compatible with
the EU's economic and social imperatives. In this respect, it would he
interesting to examine closely the German experiment of the early 19705,
which offcred vocational training to Portuguese workers residing in

Germany.*
Finally, quite apart from considcrations of immediate nterest or

ideological preconception, perhaps international migration should be viewed
as a vector of social change and culwral interdependence. Afier all, the
integration of migrant communities in bost-countries is intreducing profound
social modification which raises questions aboul the fundamental values of
Eurcpean society, such as sccularism, citizenship. and identity, 1L is
stimulating a search for new pattermns ol social cohesion through the
enlargement of the ethnic and cultural buses inside Eurepe itself. Immigration
may thus may be contributing to the birth of a new Europeun sense of
citizenship, despite the immediate problems it may face. Al the same tine, the
migrant expericnce of European cultural and political values may also act as
a cutalyst for the transition lowards democracy in their countries-ol-origin.

A Tentative Conclusion

For mosl CSEM states, integration inlo the Furo-Mediterranean arzna will he
costly, difficult and hazardous. Yet it will also provide a genuine opportunity
for econemic modernisation and restructuring which will better equip them to
face the challenges of globalisation. Adjustment to such new situations also
implies a subsiantial investment in human resources, infrastruceure, the
organization of production and institutions. The financial resources needed
for these changes will exceed the capacities of the states involved and
Europcan participalion is therefore essential. Such participation could oceur

in (wo ways:

+ on a passive, short-term basis via compensation for the reduction of
customns revenues as a result of the FTZ policy; or

» on an aciive, long-term basis via the financing of measures to improve
national competitiveness, so that DFI, paticularly from Europe, will be
encouraged.

Another important facet of European support for CSEM economic
restructuring would be the easing of trade constraints on ggricultural produce
and the food industry Since the FTZs inweduced through the Barcelona
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Process arc resiricted to industrial free trade, agricultural products are
excluded. Their aceess to EU markets is still heavily constrained by fquarcas,
customs taritfs, expart scheduies, target prices and quality standards, even
though negutiations on liberalizing such restrictions began at the start of the
year 2000. The social impact of these restrictions are crucial for they exclude
the peorest social groups in the CSEM region who will not benefit trom the
FTZ as a result.

Conceptually, the Furo-Mediterranean Partnership project stems from a
liberal vision. Yel, liberalism cannat be partial and disciminatory, for it will
then contribute to regional destabiiization instead of promoting a dynamic of
progress. The Ewro-Mediterranean Partnership project is also based on
principles of co-operation and partnership, so that a permanent concemn for
cquily Must govem relations ainung partners, rather than considerations of
halance of power. The construction of the Euro-Mediterranean region fits
within a pattern of histore evolution. It is not merely an option but reflects
that irreversible and inevitahle evolution of regionul economies as a result of
liberalization which provides the only epportunity for creating regional
stability, prosperity, and durable economic development. During its
constfuction. & period of transition is necessary and inevitable and temporary
negalive autcomes may be difficult o avoid, even if they ean be predicted in
spheres such as industrial activity, public finance, employment. wages and
revenues, The partners to the project must seek o mitigate such owtcomes,
lfle:r' must try to shorten the transitional period, thus minimizing economic and
social costs and optimizing the advent of genuine regional prosperity.
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Foreign Investment and the Rule of Law

GEQRGE TOFFE

En matiere de régime des investissements érangers, [u plupart des PTM
(paxs Uers méditerranéens) ont adopté. depuis la Fin des arnées 80, des
codes dlinvestissements simplifids oftrant d'importants avantages
fiscaux. Ces codes sont la plupart Jdu temps seliés aux programmes de
privatization. Mais g conversion radicale 3 Iaccucil des
investissements élrangers succzde 3 plusieurs décennies de méfiance ...
ot les avamtages mainlenant proposés sont comparables 3 ceux de
nombreus pays cn développement. Il n'y a pas sur ce 1emain d' avantage
particulier.’

This statement, from a respected French commentator on the Mediterransan
and on econemic affairs, accurately sarms up the current attitude towards the
leral status of investmen in the South Mediterranean reginn. However, the
problems facing the private imvestor are Far more compficated than he
indivales. 1t is usually assumed that direct private foreign invesiment and
portfolio equily investment. both of which fall under the rubric of “foreign
investment’.” respond simply to the financial climate that exists in receiving
coundcies, In fact, the situation that persuades an investor to invest is far more
complex and the weighting given to different investment destinations and to
different factors affecting jovesiment vares from siwation tu situation. Cne
highly important consideration is the legal stams of institutions and of the
political and econoraic environment in the investment destination under
consideration, In this respect, the Middle Fast and North Africa has 3 series
of acute problems to address if foreign investment is to reach the Proparions
sought within the Barcelona context. As mentioned above, two of the roost

impottant considerations refate to jovestor distrust and comparative
ddvantage. Despite new and simplificd investment codas designed to
cncourage the forcign investment decades of foreign distrust aver political
imterference in the economic process and ideologies of state supervision have
still 1o be effectively countered. In addition, these new imvestment codes have
usually been produced 10 encourage the privatization of state assets but will



