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1 Trade

This chapter studies the dynamics of trade integration in the Euro-
Mediterranean region since the launch of the Barcelona Process in 1995.
It analyses the evolution of trade flows within the region and with the rest of
the world, focusing on patterns at the sub-regional level to observe progress
of trade integration besides trade between EU and non-EU countries.
The chapter considers key dimensions of integration, from the regulatory
approach to participation in regional value chains to the composition of export
flows. The final section presents a set of policy recommendations to support
further trade integration in the region, oriented towards more competitive,
diversified and resilient economies.
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Key takeaways

e Trade among countries of the Union for the Mediterranean (UfM’s) has gained relevance over
the last 20 years, in terms of both trade in final products and trade in intermediate goods, as
well as integration into regional value chains. The analysis of export performance for the UfM
countries confirms this trend: overall, merchandise trade among the UfM countries is in line with
or above the levels predicted by a gravity model of trade, and that, albeit modestly, the
integration within the group has accelerated since the start of the Barcelona Process.

e The biggest progress in regional trade in goods is observed among the UfM sub-regions of the
Southern shore and the Western Balkans. However, despite the progress, considerable
untapped potential exists for trade expansion between non-EU UfM countries, and also among
specific sub-groups —notably the Western Balkans with Israel and Levant countries, and Israel
with Levant and North Africa countries.

e The UfM countries’ aspiration to reduce existing obstacles to trade and meet global standards
in border procedures is reflected in the general improvement of indicators measuring trade
facilitation. While the progress is general, the differences between the Northern and Southern
shores of the Mediterranean are however still notable.

e The region lacks ambitious regulation on services trade, with the exception of the EU
association agreements with the Western Balkan countries. Enhancing the collaboration on
trade regulations, including the adoption of more ambitious trade-in-services agreements and
the homogenisation of common procedures, such as the adoption of common rules of origin,
would further advance the region’s economic integration and strengthen its value chains.

e Exports within the UfM have become more diversified and sophisticated in recent decades.
Manufactured goods have increased their share in exports, reducing the relevance of oil and
mining products, while exports of agricultural products have remained stable over time. The
analysis of relative export performance at the product level highlights nevertheless a
heterogeneous evolution across the different countries, as some remain highly dependent on
few products (e.g. hydrocarbon exports).

e Improving the general environment for trade, including regulatory cooperation, infrastructure
and access to finance, creates the enabling conditions but could remain ineffective in the
absence of industrial diversification. Therefore, UfM countries should continue to encourage
and facilitate industrial diversification, as the untapped South-South trade potential seems to be
a consequence of limited or inadequate product offer.

e Many UfM countries in the Southern shore lack the statistics needed to assess their capacity to

leverage the megatrends of globalisation and digitalisation to improve their international
competitiveness.
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Introduction

The pace of global trade integration in the second half of the 20t century reflected the increasing contribution
of commerce to the global economy, positioning itself as a fundamental growth engine for most countries.
Between 1990 and 2008, the share of total merchandise in the world’s gross domestic product (GDP)
increased more than 60%. The expansion of trade as an important dimension of economic integration was
led mainly by the strong role of the emerging economies. If in 1990 merchandise trade represented 19% of
the emerging economies’ GDP, in 2008 this share amounted to more than one-third. In the Union for the
Mediterranean (UfM) region, trade also experienced a significant increase; in 2018, it represented an
important part of the region’s economy, namely 35% of the GDP.

Trade in services, too, began accelerating in the last quarter of the 20" century — and more strongly in the
beginning of the 213t century, with an increase of 125% between 2005 and 2018. Today, trade in services
represents around 7% of global GDP".

While the expansion of trade suffered a deceleration after the global financial crisis and more recently the
pandemic crisis, trade remains a crucial pillar of the world’s economy (Figure 1.1).

Figure 1.1. Trade intensity in the world

Exports of goods as a percentage of GDP, 1972-2018
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Source: UN Comtrade database, and OECD calculations. https://comtrade.un.org/.

StatLink Sz https://stat.link/48ic1g

Indeed, international trade is widely recognised as an engine of economic growth for both developed and
developing economies, notwithstanding the need for policies aimed at ‘making trade work for all’ (UN 2030
Agenda for Sustainable Development; (OECD, 20171). In particular, international trade creates jobs: the
share of employment sustained by foreign demand can be as high as 50% for small, highly integrated
economies when both direct and indirect channels are considered (where the indirect channel includes not
only employment linked to goods and services directly exported, but also labour used in the production of
intermediate inputs employed in the production of exports).

To encourage and facilitate trade development, countries have over the years signed trade agreements that
have traditionally targeted the reduction of tariff barriers. These type of agreements were the norm between
World War Il and the late 20™ century, as a response to a scenario of overall protectionism, where high tariffs
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were implemented to limit competition from foreign products in domestic markets. The implementation of
trade agreements throughout the 20t century managed to significantly reduce the tariff levels worldwide
(WTO, 20072).

Today, import tariffs and quotas are one of the many topics covered by trade agreements (Rodrik, 20183)).
States have progressively embarked on trade negotiations that tackle complex policy areas, including areas
where the economic theory behind free trade lacks more consensual solutions. The new agreements attempt
to address a diverse set of issues, such as patent rules, product standards, labour standards or
environmental protection, and good governance. The complexity of such agreements illustrates how
impactful a higher degree of trade integration for a local economy can be. Indeed, in recent years many
countries have actively sought to establish new and often more modern bilateral and regional trade
agreements that aim to increase trade and boost economic growth (Figure 1.2).

Figure 1.2. Evolution of world’s regional trade agreements (RTAs)
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Source: WTO, Regional Trade Agreements Information System, https:/rtais.wto.org/, extracted on 28/09/2020.

StatLink Sa=r https:/stat.link/d87anc

Monitoring trade integration

The indicators selected to monitor trade integration in the UfM region provide a picture of the current level of
integration through regional, sub-regional and national trade dynamics on different dimensions, including
legislation, trade volumes and value-chain integration (Table 1.1). These indicators reflect a heterogeneous
coverage of the UfM’s countries, with a less complete coverage for the Southern Mediterranean countries,
but nevertheless offer a comprehensive analysis of trade patterns in the region.
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Table 1.1. Key monitoring indicators of trade integration

Description Coverage Frequency

Indicator T1. Trade The Regional Trade Agreements (RTAs) database contains All UM member states Updated to
Agreements covering information on the number, nature (goods and services) and selected March 2020
goods and services provisions of RTAs notified to the WTO by its members. RTAs are

reciprocal, preferential trade agreements between two or more

partners.

Source: WTO Regional Trade Agreements database
Indicator T2. OECD Trade = These indicators cover the full spectrum of cross-border procedures.  All UM member states Biannual; last
Facilitation Indicators They measure the actual extent to which countries have introduced except the Palestinian available year:
(TFls) and implemented trade facilitation measures in absolute terms, as Authority 2019

well as their performance relative to others. Each sub-indicator is
composed of several precise and fact-based variables related to
existing trade-related policies and regulations and their
implementation in practice.

Source: OECD Trade Facilitation Indicators database

Indicator T3. Intra-regional = This quantitative indicator assesses the extent of regional integration ~ All UM member states Annual; last

trade in goods through intra-regional and regional trade flows of goods. It measures available year:
the volume of traded goods of UfM member states within the region 2019, 2018,
and outside the region (rest of the world): Intra-MENA, MENA-EU, 2017 (year of
MENA-Western Balkans, and MENA-Africa. availability
Source: OECD International Trade and Balance of Payments; UN depends on the
Comtrade Database, UNCTAD Intra-trade and extra-trade; IMF country)
database; national statistics.

Indicator T4. Trade in These indicators measure the value added by each country in the EU, Israel, Morocco, Annual; last

Value Added (TiVA) production of goods and services consumed worldwide, providing Tunisia, Turkey available year:
insights on the extent of countries’ participation in global production 2015

networks and value chains. They include measures of domestic and
foreign value-added content of gross exports (by exporting industry);
participation in regional value chains (RVCs) via intermediate imports
embodied in exports (backward linkages) and domestic value-added
in partners’ exports (forward linkages); and inter-regional and intra-
regional relationships.

Source: OECD-WTO Trade in Value Added (TiVA) database:

https://www.oecd.org/sti/ind/measuring-trade-in-value-
added.htm#access, https://www.oecd.org/sdd/its/tiva-nowcast.htm

Indicator T1. Trade Agreements covering goods and services

Trade flows are highly dependent on a multitude of factors, from trade agreements to regulatory practices to
geographical distance. In the 1990s and early 2000s, trade agreements within the Euro-Mediterranean
region focused mostly on reducing existing tariffs in the trade of agricultural and manufactured goods, while
not covering trade in services (Annex Table 1.A.1).

The two major South-South regional trade agreements — the Pan-Arab Free Trade Area (PAFTA), in force
since 1998, and the Agadir agreement, in force since 2007 — both target tariff elimination on traded goods,
but set goals and mechanisms with different degrees of complexity. The PAFTA aims at facilitating the
exchange of goods across borders, but does not target essential elements linked to production and trade,
such as investment, services or intellectual property. The Agadir Agreement too focuses on trade in goods,
but also sets the basis for a future platform of economic integration by acknowledging the importance of
services trade and addressing relevant issues on taxes, finance, customs coordination, industrial policies
and foreign trade. By the time the Agadir Agreement entered into force, the signatory countries had realised
the Agreement commitments concerning tariff elimination?. This is not the case for the PAFTA, which is
considered to have been less successfully enforced (UNESCWA, 20194)).
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Figure 1.3. Trade agreements between UfM countries, 2020

Number of trade agreements enforced
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Note: RTAs refer to regional trade agreements; ElAs refer to economic integration agreements. WTQO'’s “European Union” aggregate includes also
the United Kingdom. The European Union and the United Kingdom notified WTO members that the United Kingdom was treated as a member
state of the European Union for the purposes of relevant international agreements during the transition period that ended 31 December 2020. The
number for Mauritania is zero.

Source: WTO (2020), Regional Trade Agreements Information System, https://rtais.wto.org/, extracted on 28/09/2020.

StatLink sw=r https://stat.link/sedk8w

The North-South trade agreements are reflected mainly in the European Union’s Association Agreements
and the European Free Trade Association (EFTA) agreements. In both cases, although the agreements with
Southern Mediterranean countries are negotiated bilaterally and regulate tariff elimination for trade in goods,
they do not address the facilitation of trade in services.

The relation between the European Union and Turkey is more complex, as the country held the status of
eligible EU candidate since 1997 and set up a customs union with the EU in 1995. Turkey’'s accession
negotiations (started in 2005) include a diverse set of policy areas?, reflecting the goal of establishing an
actual economic integration association, and not only a free trade area. Apart from the EU, Turkey is the
UfM economy that has engaged in the largest number of bilateral trade agreements with other UfM countries,
all related to liberalising trade in goods.*

As the region advances towards fewer tariffs, the ambition and nature of modern trade agreements involve
the creation of new rules on the movement of goods and services. Non-tariff measures (NTMs) play a
relevant role ensuring that countries engage in trade relations that, among other things, respect social, safety
and environmental practices. These rules address important issues related to international trade, but
represent a potential burden for enterprises, especially, Small and medium-sized enterprises (SMEs), that
lack the capacities to process and meet such regulations.

A series of business surveys carried-out by the International Trade Centre (ITC)® during the 2010s
highlighted that a relevant share of companies face NTM-related trade obstacles, in particular in developing
economies. Approximately one-third of the EU’s exporter businesses experienced NTM-related obstacles
while the ITC estimates that half of developing economies’ exporter businesses are affected. Among the
surveyed® Middle East and North Africa (MENA) countries, Jordan’s exporter businesses are the most
affected by NTMs (64%), followed by the Palestinian Authority (56%), Tunisia (52%), Egypt (37%) and
Morocco (23%). Also, agricultural businesses express more concerns about NTMs than manufacturing
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businesses, in all surveyed countries. The three most common types of NTM-related obstacles reported by
companies in the region are conformity assessment, export related measures (e.g. prohibition of exports of
certain products due to internal shortages; sanitary inspections on processed food to be exported; etc.) and
rules of origin’. The potential negative impact of NTMs can be minimised by promoting the harmonisation of
rules and making them more transparent and easier to understand for businesses. An important development
in the UfM region concerns the attempt to harmonise the rules of origin for products set in trade agreements,
which could help boost regional trade (Box 1.1).

Box 1.1. Harmonisation of rules of origin in the Euro-Mediterranean region

In the context of trade agreements, rules of origin are fundamental tools for determining which goods
should benefit from preferential treatment considering their national origin. The rules indicate the
conditions products must meet in order to enjoy the preferential treatment, which usually include a
minimum of local processing, contents or value added. Rules of origin are applied by customs
authorities to assess the origin of a product that is being imported. If all the requirements are met, the
product will be eligible to be imported with no or lower duty rates, depending on the trade agreement.
In addition, rules of origin are necessary to implement instruments such as anti-dumping duties or
safeguard measures, and to enable countries to properly collect trade statistics.

There is a broad variety of rules of origin applied in different trade agreements. According to the WTO,
all countries recognise that the harmonisation of rules of origin will facilitate international trade.

The Pan-Euro-Mediterranean (PEM) convention on preferential rules of origin is an example of a
harmonisation effort at the regional level to establish common rules of origin and cumulation among the
partner countries and the EU. A new set of rules of origin is expected to come into force in countries of
the region through 2021. These include revised provisions on cumulation, duty drawback and tolerance
as well as a non-alteration rule. The objective is to help countries of the Southern and Eastern
Mediterranean trade more easily with the European Union under existing trade agreements.
The discussion acknowledges that more flexible cumulation rules will also facilitate economic
integration and the consolidation and development of integrated supply chains within the countries of
the region applying them. As a final step, the PEM convention will replace the network of about 60
bilateral protocols on rules of origin in force in the PEM zone.

Source: WTO, Technical Information on Rules of Origin; European Commission, The Pan-Euro-Mediterranean cumulation and the PEM
Convention. https://www.wto.org/english/tratop_e/roi_e/roi_e.htm

Finally, agreements addressing the regulation of trade in services are covered by the EU’s Stabilisation and
Association Agreements® with the Western Balkan countries, including also Albania, Bosnia and
Herzegovina and Montenegro. The nature of such agreements — they target a diverse set of areas besides
trade, such as the rule of law, institutional stability, economic cooperation and closer political dialogue —
reflects the status of EU accession candidates (Albania and Montenegro) and potential candidates (Bosnia
and Herzegovina) of the countries concerned.

Indicator T2. Trade Facilitation Indicators (TFls)

The WTO Trade Facilitation Agreement (TFA) entered into force in 2017. The agreement established
multilateral rules to address specific obstacles in trade procedures, allowing countries to reap the economic
benefits of improvements in the speed and efficiency of border procedures. The OECD has since developed
a specific set of “Trade Facilitation Indicators” that mirror the substantive provisions of the WTO agreement,
with a view to measuring the extent to which countries have introduced and implemented trade facilitation
measures. These measures are designed to streamline and simplify the technical and legal procedures for
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products entering or leaving a country to be traded internationally. Trade facilitation covers the full spectrum
of border procedures, from the electronic exchange of data about a shipment, to the simplification and
harmonisation of trade documents, to the option of appealing administrative decisions by border agencies.

In virtually all UfM sub-regions, recent years have witnessed improvements in trade facilitation (Figure 1.4).
At the national level, on a scale from 0 to 2 (best performance), the values for Algeria (0.8), Jordan (1) and
Lebanon (0.9) are relatively low, while Morocco (1.6) shows the highest average performance among the
Middle East and North Africa (MENA) countries.

Figure 1.4. Average trade facilitation performance, UfM countries and sub-regions, 2017-19
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Note: Average performance based on eleven trade facilitation indicators. Each indicator take values from 0 to 2 (best performance). Variables in
the TFI dataset are coded with 0, 1, or 2. These seek to reflect not only the regulatory framework in the concerned countries but, to the extent
possible, the state of implementation of various trade facilitation measures. Mauritania and the Palestinian Authority are not covered by the TFI
dataset.

Source: OECD, Trade Facilitation, https://www.oecd.org/trade/topics/trade-facilitation/

StatLink Sa=r https:/stat.link/oxb7Iw

Most of the UfM countries are relatively similar across the 11 indicators that determine their average trade
facilitation performance. There are some exceptions, however. For instance, in Algeria results indicate that
improvements are needed in the areas of formalities, mostly related to documentation requirements and lack
of document harmonisation (0.3), cooperation with neighbouring and third countries (0.4), automation of
necessary trade formalities (0.6) and governance and impartiality issues (0.6); while in other areas — such
as fees and charges (1.25), advance rulings (1.25) and appeal procedures (1.56) — the performance is
already high. The analysis of each of the eleven indicators helps countries to assess the state of their trade
facilitation efforts and identify opportunities for progress. This is particularly important for the efforts of
Southern UfM countries to maximise their trade potential regionally and at the global level.

Indicator T3. Intra-regional trade in goods

In 2018 the UfM region exported more than USD 6 trillion in goods, representing 33% of the world’s total
merchandise exports (Figure 1.5). However, even as the total value of the region’s merchandise exports has
increased threefold since 1996, its relative global weight has decreased almost 6 percentage points (from
39% in 1996), as emerging economies, in particular the People’s Republic of China, augmented considerably
their participation in international trade in goods. In the past three decades, all major developed economies
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lost relevance, in relative terms, in the global markets; on the other hand, China’s global weight in goods
exports experienced an average annual increase of 0.5 percentage points since 1996.

Figure 1.5. The share of the UfM in the world’s merchandise exports, 1996-2018
Exports in goods, million USD
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Note: Missing data for Albania, Jordan, Lebanon, Mauritania, Montenegro, the Palestinian Authority and Tunisia do not allow for the compilation of

regional aggregates for 2019. Algeria and Mauritania are missing for 2018.
Source: UN Comtrade database, hitps://comtrade.un.org
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The UfM’s intra-regional market is the main destination for the region’s merchandise exports, representing
over 61% (3.7 trillion USD) of the UfM’s member countries’ exports in 2018. The importance of the region’s
intra-regional market has remained relatively constant since 1996 (56% of total merchandise exports), after
reaching a peak in 2007 (63%). With over 20% of the world’s trade in goods in 2018, the intra-regional market
of the UfM continues to be one of the most relevant global markets.

The distribution of this intra-regional market is, however, concentrated in the Northern shore of the
Mediterranean. The European Union is responsible for over 95% of the region’s internal merchandise exports
(approximately USD 3.6 trillion in 2018), and 93% of the external merchandise exports (over USD 2.2 trillion)
(Figure 1.6). Turkey is the region’s third-largest exporter, accounting for 2.3% of the intra-UfM merchandise
exports market. The sub-region of North Africa is the fourth main merchandise export partner (1.8% in 2017),
notably due to the importance of Algeria’s hydrocarbon sector and Morocco’s growing manufacturing sector.
Finally, Israel (0.41%), the Balkan countries (0.228%) and the Levant countries (0.07%) account for minor
shares.
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Figure 1.6.Total merchandise exports of the UfM area

Exports in goods by UfM sub-regions, million USD
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Note: North Africa includes Algeria, Egypt, Mauritania, Morocco and Tunisia; the Levant countries include Jordan, Lebanon and the Palestinian
Authority. The sub-regional aggregate for the Balkan region starts in 2006, the first year of data available for Montenegro.
Source: UN Comtrade database, https://comtrade.un.org/.

StatLink sm=ra https:/stat.link/nat45y

Apart from the European Union and Israel, the remaining countries and sub-regions of the UfM have
increased their share in the intra-UfM regional merchandise exports market since 1996, as follows:

e The biggestincrease is observed in Turkey, whose share of intra-UfM merchandise exports has more
than doubled over the past two decades.

e The share of the Levant region, North Africa and the Western Balkans also increased, respectively
by 78%, 30% and 56%. In the case of the Levant, the region started from very low initial intra-UfM
merchandise export levels.

e Israel, which relies on the UfM’s intra-regional market significantly less than most of the other
partners, has seen its weight stay relatively stable, with a decrease of 5% since 1996, but with an
average weight of 0.48% in the last two decades.

e Finally, the EU’s share of the UfM’s internal merchandise exports market has declined slightly
(1.34%) since 1996. Nevertheless, as expected, the EU remains among the main trade partners for
most UfM economies, including for countries of the Levant region that trade more intensively with the
Gulf countries (Table 1.2).
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Table 1.2. Main export destinations for UfM sub-regions, 2018

% of total exports
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1st 2nd 3rd 4th 5th

Western Balkans EU (73%) Serbia (12%) Western Balkans Turkey (2%) Macedonia (1.5%)
(4%)

EU EU (59%) USA (7%) GBR (6%) China (3.9%) Switzerland (2.8%)
Israel USA (29%) EU (23%) China (8%) UK (7.5%) Hong Kong (7.1%)
Levant GCC (24%) USA (17%) Israel (10%) India (6.5%) EU (5%)
North Africa EU (52%) GCC (6%) USA (4.9%)  Rest of Africa (4.9%) Turkey (3.8%)
Turkey EU (44%) GBR (7%) Iraq (5%) USA (5%) GCC (4.9%)

Note: GCC refers to the Gulf Cooperation Council countries; Rest of Africa includes all African countries not part of the UfM.
Source: UN Comtrade database, https://comtrade.un.org/.

In 2018, the UfM countries exported almost two times more merchandise to other UfM countries than to the
rest of the world (Figure 1.7 Panel A).

However, the high level of intra-regional merchandise exports compared to extra-regional merchandise
exports is largely explained by the exchanges within the European Union’s internal market. Once the EU
internal market is excluded, UfM countries export over 80% of their gross merchandise exports to other
regions of the world (Figure 1.7 Panel B). UfM extra-regional merchandise exports amounted to
USD 2.2 frillion as compared to USD 3.7 trillion exported within the region. Nonetheless, even when
excluding the market of the EU, the ratio of intra- versus extra-regional merchandise exports shows a slightly
positive trend, pointing to progress in regional integration.

Figure 1.7. The ratio of intra-regional to extra-regional exports in the UfM, 1996-2018
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Panel B. UfM exports excluding the internal market of the EU
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Note: A ratio value of more than one (1) indicates that intra-regional exports exceed the region’s exports to the rest of the world. In Panel B, the
internal market of the EU (e.g. exports from France to Germany) is excluded from the calculation, but exports from EU member countries to Tunisia
(as part of intra-UfM exports) or from the Netherlands to China (as part of extra-UfM exports) are included.
Source: UN Comtrade database, https://comtrade.un.org
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An in depth analysis of the evolution of main export partners of the different UfM economies since 2005
highlights a positive trend in regional integration of the Southern shore of the Mediterranean (Figure 1.8).
Merchandise exports increased more intensively among economies of a same sub-region (

Annex Table 1.A.2) but there is an overall improvement among bilateral trade among the non-EU economies
(Table 1.3). This is particularly true for the Western Balkans and the Levant sub-regions. Egypt relies more
on the economies of the Levant sub-region as trade partners, while Turkey has a more heterogeneous
presence across the Southern shore.

Figure 1.8. Share in total exports of reporting country, 2005-18
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Note: “Rest of the UfM” includes Israel, Turkey, and the Western Balkan, Levant and North African sub-regions.
Source: UN Comtrade database, https://comtrade.un.org/.

StatLink Sa=r https:/stat.link/7w2z50

What types of goods are exchanged?

The analysis of the intra-UfM trade by type of goods reveals the increasing importance of the exchange of
more sophisticated manufactured products (Figure 1.9). In 2006 fuel was the commodity with the highest
share in the internal UfM market, representing over 16% of the region’s total internal exports, 60% of which
originating in Algeria. In 2018, the most relevant commodity was transport equipment, representing 13% of
the region’s internal exports. In general, manufactured goods, scientific instruments, pharmaceutical and
chemical goods increased their relevance in the region’s market, at the expense of exports of fuel, textiles,
clothing and footwear, and iron and steel.

The evolution of the main product groups confirms the trend towards an intra-UfM exports basket with higher
content of manufactured goods (Figure 1.9). The share of manufactured goods exports within the UfM has
increased from 66% of the total volume of exports in 2006, to 73% in 2018, while the share of fuels and
mining products exports, which represented 24% in 2006, has recently declined to less than 15%. Agricultural
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exports have also experienced a significant increase (almost 29% since 2006), although their share in the
intra-UfM exports remains below 9%.

Figure 1.9. Composition of intra-UfM exports, by type of commodity, 2006-18

Share in total exports, by type of commodity (%)
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Note: Internal trade of the EU is excluded. For Algeria and Mauritania, 2018 refers to 2017. In panels A and B, shares of exports of products and
of product groups respectively add to 100%.
Source: UN Comtrade database, https://comtrade.un.org/.

Indicator T4. Trade in Value Added (TiVA)

The traditional analysis of trade flows provides insights mostly on the final price of a given good, while the
value of all the parts that compose the good — and, more importantly, its origins — are not captured by the
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data. As global and regional value chains gained complexity and relevancy in the flows of traded goods
during the last century, data on the trade of intermediate goods that are used to produce new components
and final goods are critical to understanding the deeper relations among interlinked economies, as they not
only share goods and services, but also add value to each other.

For instance, the automobile industry requires a complex set of components and materials that originate
from dozens of locations across the globe. Morocco’s emerging automobile industry has significantly
increased the weight of the domestic manufacturing sector in its exports. The rise in Moroccan exports
occurred in a context of higher flows of manufactured goods to and from EU member countries, showing an
increase in the integration of Morocco with countries in the Northern shore of the Mediterranean.

Data on trade in value-added (TiVA) can describe how different economies and sub-regions of the UfM
connect with each other, in particular as concerns the creation and origin of value along the different stages
of production (Box 1.2). Data on trade in value added allow to appreciate the actual integration of the UfM
economies in the regional and global value chains (GVCs).

Box 1.2. Why TiVA is useful

The OECD’s Trade in Value-Added (TiVA) describes a statistical approach used to estimate the sources
(broken down by country and industry) of the value that is added in producing goods and services for
export (and import). Data presented in the OECD TiVA database provide insights into:

e Domestic and foreign value-added content of gross exports, by exporting industry
e Services content of gross exports, by exporting industry, type of service and value-added origin

e Participation in global value chains (GVCs) via intermediate imports embodied in exports
(backward linkages) and domestic value added in partners’ exports and final demand (forward
linkages)

a. Backward integration in GVCs is the use of foreign inputs to produce final and intermediate
goods exported by a country’s firms. It facilitates the diffusion of knowledge either indirectly
through learning from suppliers or directly via knowledge spillovers from foreign direct
investment (FDI).

b. Forward integration in GVCs is the production of intermediate inputs used in other countries’
exports. Increased production for foreign markets requires convergence of product
standards toward international best practices and triggers virtuous feedback loops between
productivity, innovation, human capital endowment and living standards.

e 'Global orientation' of industrial activity, i.e. share of industry value added that meets foreign
final demand

e Country and industry origins of value added in final demand, including the origin of value added
in final consumption (by households and government) and in gross fixed capital formation
(GFCF)

e Bilateral trade relationships based on flows of value added embodied in domestic final demand
¢ Inter-regional and intra-regional relationships
e Domestic value added content of imports

Source: OECD (2018), Trade in Value Added (TiVA) database, http://www.oecd.org/stilind/measuring-trade-in-value-added.htm.

All EU27 countries, as well as Israel, Turkey, Morocco and Tunisia, are included in the OECD TiVA database.
While a number of countries are missing, the overall size of the set of UfM economies covered by TiVA data
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allows for an insightful analysis of the trade and production connections of an important share of the UfM
economy.

At the global level, the pace of GVC integration has slowed since 2011, despite a modest recovery after the
global financial crisis®. The integration of a given economy into GVCs can in part be observed through the
analysis of the foreign component of its production. Countries with relatively liberal trade policies that are
open to trade and foreign investment will tend to have high levels of foreign value-added in the goods they
produce and export. More specifically, service-intensive economies and economies specialised in the final
stages of the manufacturing process will have high levels of foreign value-added in their production and
exports, while economies specialised in activities at the beginning of the production chain (e.g. extractive
industries) will have high shares of domestic value-added in their exports.

Figure 1.10 shows the percentage of foreign value-added in a country’s exports basket, which include
exports of manufacturing, agriculture, extractive industries and services. Following the global trend, the UfM
economies’ integration into the global value chains has decelerated. In 2016, Tunisia was the country with
the highest percentage of foreign content in its exports (30%), in part reflecting tourism, and was the only
country where this share remained stable after 2012. Foreign content in Morocco’s gross exports accounted
for 25%, a rate similar to that of the EU countries and the United Kingdom, where the share of foreign value
added slightly dropped after 2012. Israel and Turkey present lower levels of backward integration in GVCs,
as 17% of their gross exports’ value originated in other countries. Also, Israel shows an important decline in
the share of foreign value-added in its exports, i.e. 8 percentage points since 2005.

Figure 1.10. Foreign value-added content of exports, all sectors, 2005-16
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Note: The sectors of agriculture, manufacturing, extractive industries and services are covered by both the data on exports and on foreign value-
added content. OECD TiVA's aggregate for the European Union includes on its last version (2018) the United Kingdom.
Source: OECD, (2018) Trade in Value Added (TiVA) database, http://www.oecd.org/stilind/measuring-trade-in-value-added.htm.

StatLink Sa=r https:/stat.link/pkfont

At the regional level, forward integration of Israel, Morocco, Tunisia and Turkey into the production chains of
the EU and the United Kingdom increased significantly since 2005, although the contribution of the four
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economies to the EU and the United Kingdom external exports remains modest, i.e. 0.48% of the value of
the gross external exports originates from the four countries (Figure 1.11).

Forward integration, that is the production of intermediate inputs used in other countries’ exports, increases
the potential market, leverages the use of Turkey's human, capital and natural resources, and, as a result,
contributes to rebalancing the Turkish economy. Increased production for foreign markets requires
convergence of product standards toward international best practices and triggers virtuous feedback loops
between productivity, innovation, human capital endowment and living standards.

Turkey is the country that experienced the highest growth of the share of value-added contributed to the EU
and the United Kingdom external exports. Israel and Morocco also increased their relative contribution since
2005.

Figure 1.11. Foreign value-added contribution of selected UfM countries to EU and UK exports, all
sectors, 2005-15

Amount (left scale, in million USD) and percentage (right scale) of total gross exports
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Note: Data refer to exports of the EU 27 and the United Kingdom to the rest of the world (including UM countries but excluding exports within EU
member countries and the United Kingdom). The graph shows the foreign value added from agriculture, manufacturing, extractive industries and
services of Israel, Morocco, Tunisia and Turkey to total exports of the EU27 and United Kingdom. OECD TiVA's aggregate for the European Union
includes on its last version (2018) the United Kingdom.

Source: OECD, (2018) Trade in Value Added (TiVA) database, http://www.oecd.org/stilind/measuring-trade-in-value-added.htm.

StatLink Sa=r https:/stat.link/z40b91

Figure 1.12 shows the contribution of selected UfM economies to the total gross exports value of Israel,
Morocco, Tunisia and Turkey from 2005 to 2015. The share of EU and the United Kingdom in the gross
exports of the other UfM economies declined in every case, with the exception of Morocco. This decline was
particularly strong in the case of Israel, where the EU and the United Kingdom content in Israeli exports
dropped by over 37% after 2005. In Tunisia, the EU and the United Kingdom content decreased by 13% and
by 0.7% in Turkey. By contrast, the EU and the United Kingdom value added to the Morocco’s exports
increased by 4.5% during the period.
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Figure 1.12. Origin of value-added in exports of selected UfM countries, all sectors, 2005-15

Evolution of value-added to total gross exports, Index 2005 = 100
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Note: The index shows the evolution of foreign value-added content from agriculture, manufacturing, extractive industries and services in total
exports of Israel, Morocco, Tunisia and Turkey respectively. OECD TiVA's aggregate for the European Union includes the United Kingdom in the
latest available version of TiVA, 2018.

Source: OECD, (2018) Trade in Value Added (TiVA) database, http://www.oecd.org/sti/ind/measuring-trade-in-value-added.htm

StatLink Sa=r https:/stat.link/rxndcf

While the EU and the United Kingdom contribution to the gross exports of the other UfM countries has
generally declined, this is not the case for the other countries. Morocco has seen a significant increase in
Israel’'s and Turkey’s share of value added to its gross exports since 2005. Tunisia has seen an increase of
Turkey's value-added content in its exports of over 100%, and of Israel and Morocco by 48% and 34%,
respectively. Turkey has seen a decline of the value-added content from Tunisia and Israel (slightly), but
Morocco’s value-added share in Turkey’s gross exports has increased by 85%. Israel is the only economy
that has experienced a general decline of the value-added contributed by other UfM economies to its gross
exports; this is consistent with the general trend in foreign value-added content of Israeli gross exports
(Figure 1.10). The peak of Morocco’s value-added share in Israel's gross exports is mostly due to the
country’s very low relative weight in Israel’s gross exports value-added.
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Table 1.3. Origin of value-added, by percentage of exports in 2015, all sectors

Recipient

Origin

EU & UK Israel Morocco Tunisia Turkey
EU & UK 6.02% 11.97% 14.59% 5.74%
Israel 0.09% 0.04% 0.03% 0.10%
Morocco 0.05% 0.02% 0.16% 0.06%
Tunisia 0.03% 0.003% 0.11% 0.02%
Turkey 0.31% 0.65% 1.20% 1.32%

Note: Origin = economy of origin of the value-added in recipient economy’s gross exports; Recipient = economy reporting exports. The sectors of
agriculture, manufacturing, extractive industries and services are covered by the data on both exports and foreign value-added content. OECD
TiVA's aggregate for the European Union includes the United Kingdom in the latest available version of TiVA, 2018.

Source: OECD, (2018) Trade in Value Added (TiVA) database, http://www.oecd.org/sti/ind/measuring-trade-in-value-added.htm

In 2015, the EU and the United Kingdom together contributed to 14.5% of the value of Tunisia’s gross
exports, 12% of Morocco’s, 6% of Israel’s, and 5.7% of Turkey’s. Turkey was the second greatest contributor
to other UfM partners’ gross-exports value, in particular for Morocco and Tunisia. Relative to its economic
size, Israel’s value-added share in exports of the other UfM economies seems to be below its potential. This
will be further analysed in the section that discusses the cost of non-integration in the UfM region.

Trade in services and economic integration

The importance of services in the global economy was acknowledged by the General Agreement on Trade
in Services (GATS) adopted by the WTO in 1995. Since then, the notifications and enforcement of
agreements on trade in services have increased greatly, even if they remain limited to certain regions. As
observed earlier in this chapter, the only trade agreements currently enforced within the UfM that address
trade in services are the EU’s Association Agreements with Albania, Bosnia and Herzegovina and
Montenegro.

Trade in services represents only 25% of global trade flows'®. However, the service sector employs one out
of two workers globally'" and represents approximately two-thirds of the world’s total production, revealing
its importance as a key engine for economic development and integration.

Despite the importance of trade in services, however, the data necessary for a thorough analysis are missing
for many UfM countries. For instance, the OECD Services Trade Restrictiveness Index (STRI) database, an
important tool for the analysis of trade in services, currently covers only part of the UfM members, notably
the EU member states, Israel, Turkey. Ongoing work should allow to include Albania and Bosnia and
Herzegovina in the near future.

The OECD TiVA database provides trade data disaggregated by economic sectors'® and sub-sectors for the
following UfM members: the EU27, Israel, Turkey, Morocco and Tunisia. These UfM countries are relatively
aligned to the global trend regarding the importance of services in their economies. Among them, Israel has
the highest share of services in national value added (79%), followed by the former EU28'# (78%) and Turkey
(69%). Tunisia (61%) and Morocco (59%) are both slightly below the global average'®. The share of services
in the total exports of these selected UfM countries is above the global mean, with the exception of Tunisia,
but still under-represented compared to the weight of services in the economy (Table 1.4). The United
Kingdom (UK), covered by the OECD TiVA database, is considered in the analysis when relevant, as former
member of the European Union.
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Table 1.4. Services share of gross exports for selected UfM countries, 2010-15

2010 2011 2012 2013 2014 2015
EU & UK 39.2% 38.1% 38.2% 38.8% 40.0% 40.9%
Israel 41.3% 45.2% 46.6% 48.7% 47.1% 50.2%
Morocco 42.4% 39.0% 38.0% 35.7% 37.7% 38.4%
Tunisia 26.1% 25.0% 23.4% 22.4% 21.9% 22.0%
Turkey 33.4% 32.3% 32.3% 33.0% 33.4% 33.6%

Note: EU covers the 27 member countries of the European Union. OECD TiVA’s aggregate for the European Union includes the United Kingdom
in the latest available version of TiVA, 2018.
Source: OECD, (2018), Trade in Value Added (TiVA) database, http://www.oecd.org/stilind/measuring-trade-in-value-added.htm

Figure 1.13 shows the evolution of the contribution of foreign services to the gross exports value of Israel,
Morocco, Tunisia, Turkey and the former EU28 in 2005-15. It deepens the analysis of Figure 1.12 that
considered the contribution from all agriculture, manufacturing, extractive industries, and services altogether.

Figure 1.13. Origin of value-added from services in gross exports of selected UfM economies

Evolution of value-added originating from foreign services to gross exports, Index 2005 = 100
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Note: OECD TiVA's aggregate for the European Union includes the United Kingdom in the latest available version of TiVA, 2018.
Source: OECD, (2018) Trade in Value Added (TiVA) database, http://www.oecd.org/stilind/measuring-trade-in-value-added.htm.

StatLink sSa=r https:/stat.link/c2qpfl
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Although with different intensities, the trends show the same evolution (i.e. increase or decrease) of
integration observed for aggregate contribution. The only exception is the case of Israel's services sector:
while Israel’s total value-added in Turkey’s gross exports decreased almost 1% after 2005, Israel’s services
value-added to Turkey’s gross exports increased by over 30%.

Another important note is that, for the former EU28, the share of the other analysed UfM economies’ services
industries value-added in its gross exports has been lower, or showed a higher decline than when
considering the value-added of all the economic sectors. The only exception is once again Israel, whose
services industry value-added experienced a higher increase in its share of gross exports of the former EU28
(54%) (Figure 1.13), as compared to Israel’s total value added (26%) to the former EU28 gross exports
(Figure 1.12). Morocco’s services industry value added to Israel and Turkey's gross exports experienced
also an important increase since 2005 (11% and 54% respectively). For the remaining economies, their
services industries’ value-added share of the other UfM countries’ gross exports has either increased more
strongly, or behaved similarly, when considering the value-added of all the productive sectors.

The cost of non-integration: Assessing the trade potential of the UfM region

This section examines the trade potential among UfM member countries, focusing on exports, with the
objective of assessing the scope for improved trade integration in the region. The key metric used in this
analysis is an indicator of relative export performance, which provides a measure of a country’s export
performance relative to the level of exports predicted by a conventional gravity model of trade. This relative
export performance indicator is expressed as the ratio of actual exports to theoretical exports'® and can
provide insights into both the pace of intra- and extra-UfM integration and the potential scope for increasing
exports.

The theoretical exports serving as benchmark in this exercise are derived using a gravity model of trade
which takes into account the relative sizes of the trading pair, the trade costs between them, and other
observable and unobservable country-specific characteristics that affect bilateral trade’.

Before describing the results, it is important to set out a couple of caveats that will help with interpretation.
The chief limitation concerns the use of gravity models in a world increasingly defined by global production
processes. While it is widely accepted that the gravity framework applies for intermediate as well as final
goods, the models used here do not discriminate between exports that are entirely consumed in the
destination economy and those that are used as intermediate inputs to be further processed and exported,
meaning that the same elasticities are computed with respect to the explanatory variables. It is likely,
however, that the relationship between, say, exports and bilateral distance is different for final products and
intermediate goods'®. In this sense, the theoretical (benchmark) exports derived from the gravity model will
only capture part of these fragmentation aspects. This analysis therefore aims at giving an indication of
performance in regional trade integration, rather than a precise quantification of the gap between the reported
and the predicted level of exports.

A second important warning concerns the impact of data limitations, meaning that the focus of the analysis
in this section is specifically on goods, and not services, where the available evidence (i.e. services exports
as a share of GDP) points to under-performance (excluding tourism) in many UfM economies.

It is also important to note that the gravity model computes the trade flows of the United Kingdom in the intra-
UfM trade. Integrated in the EU single market and included in the EU’s bilateral trade agreements with other
UfM member countries until the end of 2020, the United Kingdom has been an important trade partner for
the region in the analysed period, i.e. 1995-2018.

Notwithstanding the caveats above concerning the interpretation of theoretical exports, the results provide
strong evidence that overall intra-UfM exports are in line with or above the benchmark levels specified by
the gravity model, and more so now than at the beginning of the Barcelona Process. The result holds true

REGIONAL INTEGRATION IN THE UNION FOR THE MEDITERRANEAN: PROGRESS REPORT © OECD 2021



|37

for all broad sectors: agricultural, mining and manufacturing products. However, the results also indicate a
sizeable potential to expand exports to fellow UfM members through the South-South trade corridor and to
extra-UfM economies.

Further work will be needed to expand the analysis to services trade and indeed to take into account the
value-added dimension in the observed trade flows. This, however, would require investment in underlying
statistics in many of the UfM economies.

Intra-UfM relative export performance has picked up strongly in recent years

Figure 1.14, Panel A shows the standardised relative export performance (SREP) indicator'® for the UfM
members vis-a-vis all their trading partners. While the group’s exports were about 7% lower than the
theoretical benchmark at the beginning of the period, they exceeded the expectations of the gravity model
by almost 10% in 2015-18. A similar trend is also observed if the EU and the United Kingdom are excluded.

Breaking down total merchandise trade into intra- and extra-UfM exports (Figure 1.14) reveals that the
primary engine of improvement has been intra-UfM exports, especially in recent years (2015-18). Moreover,
the measure of relative performance (REP) is even higher if the EU members and the United Kingdom are
excluded, with intra-UfM exports outperforming the theoretical model by almost 20% (compared to 14% for
the overall group).

On the other hand, the closer integration of these economies within European value chains (serving markets
within Europe) appears to have resulted in a gravitational shift away from other markets, as the SREP began
to deteriorate again following a gradual improvement up until the 2008/9 financial crisis.

Figure 1.14. Export performance for the UfM members, total and by partner group
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Note: The graphs present the standardised relative export performance (SREP). Values above 0 represent exports above the model’s predictions.
Source: Authors’ calculations.

StatLink == https://stat.link/6gmydi
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The Western Balkans, North Africa and Turkey have been integrating more closely with the
rest of the UfM but trends in the Levant and Israel have moved in opposite directions

A further breakdown of the results by UfM sub-group reveals the potential for improved trade among some
of the sub-groups of countries, in particular in the South-South dimension (Figure 1.15 and Table 1.5).

e In the late 1990s the exports of the European Union and the United Kingdom were close to the
theoretical expectations both with fellow UfM members and with the rest of the world. While the
European Union saw closer integration in recent years (2015-18), the United Kingdom saw its relative
position deteriorate, with extra-UfM exports picking up instead.

e The Western Balkans, already highly integrated with the EU in the late 1990s, saw a significant
improvement in their SREP in recent years but their extra-UfM trade performance remained weak.

e North African economies and Turkey saw a similar pattern to the Western Balkans. However, whilst
extra-UfM exports remain low compared to theoretical expectations, the relative position of intra-UfM
exports has improved in recent years compared to the late 1990s.

e The Levant group and Israel appear to be more integrated with the rest of the world than with the
UfM throughout the period, with the SREP indicating a significant degree of untapped export potential
for intra-UfM exports in recent years.

Figure 1.15. Intra- and extra-UfM export performance of UfM members

1995-1999 2015-2018
e SEP, extra-UfM exports = = SEP, intra-UfM exports SEP =0 SEP, extra-UfM exports = SEP, intra-UfM exports SEP=0
European Union European Union

Western Balkans T - Israel Western Balkans > - h

: v 7 ., i
Turkey " Levant Turkey . | Levant

North Africa North Africa

Note: The graphs present the standardised relative export performance (SREP) indicator. Values inside the dotted line represent exports below
the model’s predictions and values outside the dotted line represent exports above the model’s predictions.
Source: Authors’ calculations.

StatLink Sz https://stat.link/o4xc6p
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Table 1.5. Intra-UfM export performance, by exporter and importer

Panel A 1995-1999

Western

Balkans
Western Balkans -0.5
EU27 0.2
Israel [ -0.8
Levant -0.6
North Africa -0.8
Turkey 0.3
Panel B 2015-2019

Western

Western Balkans |
EU27

Israel

Levant

North Africa
Turkey

Balkans

0.2
-0.6
-0.5

0.2

EU27 Israel Levant No_r th
Africa
0.0
-0.1
0.2
-0.2
0.1
-0.1
EU27 Israel Levant No_r th
Africa
0.3 S| -0.7 0.2
0.1 0.0 0.0 0.2
-0.2 0.9
-0.7 0.1
0.1 ; 0.3
0.1 03 0.4 04

Turkey

-0.6
0.0
-0.3
0.1
0.3

Turkey

-0.1
0.1
-0.1
-0.2
0.3

other

-0.5
0.0
0.1
0.1

-0.4

-0.3

other

-0.3
0.0
0.0
0.1

-0.3
0.0

| 39

Note: Rows correspond to exporters and columns to importers. The table presents the standardised relative export performance (SREP) indicator.
In panel A, the observations refer to 1995-99 or earliest available. In panel B, the observations refer to 2015-18 or latest available.

Source: Author’s calculations.

High integration in intra-UfM exports across all categories of merchandise trade

The preferred model specification (Model 4 in Annex Table 1.B.1) was also used at the product level, firstly
at a more aggregated level — agriculture, fuels and mining products, and manufacturing — and secondly by

detailed manufacturing group (see (Annex 1.C for the definition of the product groups).

The general tendency towards closer trade integration among UfM member countries is confirmed across
all product groups, with the relative export performance of intra-UfM trade outperforming extra-UfM trade
across all product groups. In 2015-18, intra-UfM exports of agriculture, fuels and mining, and manufacturing
are 4%, 17% and 14% above the theoretical model, respectively (Figure 1.16).

Figure 1.16. Export performance for the UfM members, by product group and by partner

0.05

Agriculture Fuels and mining products Manufacturing
Extra LM — — —Intra UiM Extra UfM = = = Intra UiM Extra UM - = =—lntra UM
0.1 Q.1
-
0.05 | =" 005 | -
\ s e
- -
0 - e 0 . 0
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- - = -
- o -
-0.05 | == -0.05 } ——

-0.05

1995-99 2000-04 2005-09 2010-14 2015-18

1995-99 2000-04 2005-09 2010-14 2015-18

1995-99 2000-04 2005-09 2010-14 2015-18

Note: The graphs present the standardised relative export performance (SREP) indicator. The label n_ufm indicates extra-UfM exports, while the
label ufm indicates intra-UfM exports. T1, 12, t3, t4 and t5 correspond to the periods 1995-99, 2000-04, 2005-09, 2010-14 and 2015-18, respectively.

Source: Author’s calculations.

StatLink = https:/stat.link/g2ipng
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The Western Balkans, Turkey and North Africa have seen their intra-UfM exports of
manufacturing products increase the most

Zooming in on manufacturing products, the Western Balkans, Turkey and North Africa saw a significantly
improved performance in intra-UfM exports over the past 25 years (Figure 1.17).

e The intra-UfM exports of the Western Balkans and Turkey, below the theoretical benchmark at the
beginning of the period, were 95% and 53% higher, respectively, at the end of the period, with the
strong integration in EU value chains driving growth.

e North African UfM member countries were already above the theoretical benchmark in the late 1990s,
through good integration in EU value chains, and recent years have also seen higher integration with
Turkey, Levant, and fellow North African UfM countries, in part reflecting more complex (fragmented
parts of) European value chains.

e Israel, which is heavily reliant in services exports, saw a gradual deterioration in its measures of
SREP for manufacturing.

e The Levant group, already under-performing relative to the benchmark in the 1990s, saw a significant
deterioration in its performance in recent years.
Figure 1.17. Export performance by UfM member group, intra-UfM exports, manufacturing products
Standardised relative export performance indicator (SREP)
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Note: The graphs present the standardised relative export performance (SREP) indicator.
Source: Authors’ calculations.

StatLink Sz hitps://stat.link/9vy6hx

For UfM members (excluding the former EU28), signs of upgrading have appeared through
integration into higher-value manufacturing

In the late 1990s, textile products accounted for about one-half of UfM members’ (excluding the former EU28)
manufacturing exports to other UfM members. However, the most recent data show that textile products as
a share of total manufacturing exports have declined significantly to about one-quarter, even though textiles
remain the largest exported product in value terms. Other, more sophisticated manufactured products have
been growing faster than textiles, namely transport equipment, electrical machinery and machinery (see also
Annex Figure 1.A.1).
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The evolution over time of the SREP at the detailed manufacturing-product level is shown in Figure 1.18.
While textile products recorded the highest indicator score at the beginning of the period, over time they
have been overtaken by transport, electronic machinery and machinery, for which reported exports exceed
the theoretical model by 250%, 168% and 148%, respectively.

Figure 1.18. Export performance by manufacturing sector, intra-UfM exports of UfM members
(excluding the former EU28)

Standardised relative export performance indicator (SREP)
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Note: The graphs present the standardised relative export performance (SREP) indicator.
Source: Authors’ calculations.

StatLink Si=m https://stat.link/gb9061

Intra-UfM exports of transport equipment showed the largest improvement over time. Montenegro, Morocco,
Tunisia and Turkey performed particularly well in this sector: transport equipment, which used to represent
less than 5% of these countries’ merchandise exports, increased to over 20% by the end of the period.
Morocco in particular appears to have greatly capitalised on foreign investment by European multinational
enterprises (MNESs) to integrate into EU transport equipment value chains, whilst also expanding into Turkey
and Egypt. The automotive groups Renault and PSA, among others, established important production sites
in Morocco; see, for instance (Hahn and Auktor, 20175)). Similarly, intra-UfM exports of electronic machinery
and machinery grew sevenfold since 1995 in value terms, led by Morocco, Turkey and Tunisia. Bosnia and
Herzegovina, Turkey and Tunisia showed the highest improvement in their export performance for a wide
range of products.

The SREP for individual UfM members (excluding the former EU28), evaluated across a range of
manufacturing products, shows a considerable degree of variation. Figure 1.19 shows, for agricultural and
mining products as well as for six subsets of manufacturing products, the SREP indicator for 1995-99 on the
x-axis and the corresponding indicator for 2015-18 on the y-axis. Countries above the 45-degree line have
improved their intra-UfM export performance over time compared to the theoretical benchmark, whilst
countries below the line have seen their exports lag behind the predictions of the gravity model.
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Bosnia and Herzegovina, Egypt, Morocco, Tunisia and Turkey dramatically improved their scores, while
Jordan and Lebanon, in contrast, were under expectations.

e Bosnia and Herzegovina has been the leading force behind the Western Balkans’ rapid integration
with fellow UfM members over the past two decades. The SREP indicator for Bosnia and
Herzegovina often saw the largest increase over the time period considered notably for electronic
machinery.

e Atthe same time, Tunisia — and, to a lesser extent, Egypt and Morocco — have widely contributed to
North Africa’s higher integration with UfM member countries, although specialising in different
products. While Morocco and Tunisia saw higher integration in the transport equipment, machinery
and electronic machinery sectors, Egypt saw significant improvement in chemical products.

e Turkey's export performance with other UfM members also improved significantly across all
manufacturing sectors and notably for transport equipment, electronic machinery and machinery.

Jordan and Lebanon have lost ground across many manufacturing products, while Algeria
and Albania have struggled to diversify their exports

Jordan’s and Lebanon’s intra-UfM exports of manufacturing were below the benchmark at the beginning of
the period, and they remained substantially below the benchmark in recent years. Jordan’s main
manufacturing export, chemical products, stood at half the predicted level in 2015-18, with most other
products also scoring badly (with the exception of fransport equipment) (Figure 1.19). Similarly, Lebanon
saw its SREP deteriorate across all manufacturing products.

Algeria’s exports of fuels and mining products, accounting for over 90% of the total merchandise exports,
remained slightly below benchmark over the years, with the country barely changing its export basket.
However, Algerian exports of chemical products and electronic machinery improved over the years thanks
to its stronger connections with Turkey, although the levels of exports in these products remain very low.

Since the late 1990s, Albania’s exports of textiles, clothing and footwear as a share of total merchandise
exports has remained largely stable (from 58% to 60%), while the majority of the other UfM members shifted
towards more ‘advanced’ manufacturing. In fact, the textile sector is the only one where Albania improved
its intra-UfM export performance over time, beating the benchmark by more than 30% in the latest period.

Figure 1.19. Trade integration in the UfM region: Have export baskets diversified?
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Source: Authors’ calculations.

StatLink Sa=m https:/stat.link/jl57ce

Conclusions and policy considerations

The UfM countries represented 33% of the world’s exports in 2018, which accounted for over USD 6 trillion
in traded goods, three times higher than the value they had in 1996. Nevertheless, the region’s global weight
has declined in the recent decades, as a consequence of the increasing relevance of emerging economies
in global trade.

In the UfM region, North-South trade and South-South trade are regulated by trade in goods agreements.
While the importance of trade in services is acknowledged by the parties and reflected in specific regional
agreements such as the Agadir trade agreement (and ongoing-but-not-yet-enforced bilateral negotiations,
e.g. EU-Morocco and EU-Tunisia), only the EU-Western Balkans association agreements regulate trade in
services.

The UfM countries’ aspiration to reduce existing obstacles to trade and meet global standards in border
procedures is reflected in the general improvement of indicators measuring trade facilitation. But while the
progress is general, the differences between the Northern and Southern shores of the Mediterranean are
still notable.

Although modest, over time the UfM’s intra-regional market has gained relevance for most of the UfM
economies, in terms of both trade in final products and trade in intermediate goods, as well as integration
into regional value chains. The examination of export performance for the UfM countries (by comparing their
reported exports to a benchmark generated through a gravity model of trade) confirms this trend. Results
indicate that, overall, merchandise trade among the UfM countries is in line with or above the levels predicted
by the model, and that the integration within the group has accelerated since the start of the Barcelona
Process.
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The biggest progress in regional trade in goods, as measured by the ratio of intra-UfM to extra-UfM regional
exports, is observed among the UfM sub-regions of the Southern shore and the Western Balkans. The
assessment of the export potential also confirms this:

e The Western Balkans, the North Africa sub-region and Turkey have been integrating more closely
with the rest of the UfM.

e In contrast, exports from the Levant countries and Israel to the rest of the UfM remained nearly 50%
and 20% below theoretical expectations, respectively.

e Although the UfM countries are in general well integrated in their own sub-region (e.g. intra-Western
Balkans, intra-North Africa) and with the European Union, untapped potential exists for trade
expansion among specific sub-groups — most notably the Western Balkans with Israel and Levant,
and Israel with Levant countries and North Africa countries.

Intra-UfM exports have become more diversified and sophisticated in recent decades. Manufactured goods
have increased their share, reducing the relevance of exports of oil and mining products, while exports of
agricultural products have remained stable over time. The analysis of relative export performance at the
product level confirms the general pattern but also highlights interesting heterogeneity across the different
countries and product groups:

e Tunisia, Turkey, and Bosnia and Herzegovina have been able to shift away from their traditional
exports (agriculture, textiles) and are now beating the benchmark levels of exports for a wide range
of products, including transport equipment and electronic machinery.

e Jordan and Lebanon seem instead to under-export to the rest of the UfM countries across many
products.

e Because the exports of Algeria and Albania are highly concentrated in two sectors (mining and
textiles, respectively), the two countries perform worse than the benchmark export potential for most
other products.

The analysis of integration via participation in regional value chains also discloses positive developments.
The contribution of UfM economies to the EU’s exports has steadily increased since 2005. At the same time,
the integration of the Southern Mediterranean economies in the Southern value chains is heterogeneous,
but particularly positive for Morocco. Israel and Turkey have increased their share of value added in exports
of both Morocco and Tunisia. Also, despite the lack of economic integration agreements targeting services,
the services sector of UfM countries (excluding the former EU28) has overall contributed more intensively to
integration in regional value chains than the other sectors. The contribution of services from UfM countries
to the value-added of the EU and UK’s exports has been modest, however.

The findings point to several policy initiatives that UfM countries in the Southern shore and the Western
Balkans could implement to unleash the untapped trade potential in the region and seize the benefits of
regional integration:

e Enhance border cooperation with neighbouring countries, as reflected by the OECD Trade
Facilitation Indicators, and advance the automation of trade formalities to further reduce existing
trade costs. Improved transport infrastructure, discussed in Chapter 3 of this report, is also critical to
reducing trade costs, as currently the transport time and costs to trade with neighbouring countries
in the MENA and Levant sub-regions can be dissuasive for businesses that envisage starting or
expanding their exporting activities. Better transport infrastructure also allows businesses in rural
and remote areas to connect to national and international production networks.

e Promote access to finance to support the internationalisation of enterprises. The development of the
financial sector in the Southern and Eastern Mediterranean countries should improve access to
finance especially for small and medium-sized enterprises (see Chapter 2).
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e Improving the general environment for trade, including access to transport and finance, creates the
enabling conditions but could remain ineffective in the absence of industrial diversification. Therefore,
continue to encourage and facilitate industrial diversification, as the untapped South-South trade

potential seems to be a consequence of limited or inadequate product offer.

e Enhance the collaboration on trade regulations, including the adoption of more ambitious trade-in-
services agreements and the homogenisation of common procedures, such as the adoption of
common rules of origin. Facilitating trade in goods and services across the Euro-Mediterranean
region should be accompanied by a committed action plan to tackle the socio-economic effects on

wages, employment and regional imbalances within countries.

Finally, sound and reliable statistics are critical for informing the design of effective trade policies and for
monitoring their implementation and impact, which can in turn ensure effective and targeted use of valuable
strategic resources. Today, many UfM countries in the Southern shore lack the statistics needed to assess
their capacity to leverage the megatrends of globalisation and digitalisation to improve their international
competitiveness. In particular, apart from the OECD member countries of the UfM, only Morocco and Tunisia
are currently included in the OECD’s Trade in Value-Added (TiVA) database, which is an essential statistical
tool for supporting policies that help countries capitalise on global value chains. This highlights the
importance of accelerating the UfM countries’ efforts to develop and align their data with international

standards.
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Annex 1.A. Additional figures and tables

Annex Table 1.A.1. Trade agreements in force within the Euro-Mediterranean region

Date of
Type of -
Agreement Target agreement enftg)r/ C|Qto Members
South-South RTAs
) Free Trade ) ) . .
Agadir Agreement Goods Agreement 2007 Egypt; Jordan; Morocco; Tunisia
Algeria*, Bahrain, Kingdom of; Egypt; Irag;
Pan-Arab Free Trade Area Jordan; Kuwait, the State of; Lebanese
(PAFTA) / Greater-Arab Free Goods Free Trade 1998 Republic; Libya; Morocco; Oman; Palestinian
Trade Area (GAFTA) Agreement Authority*; Qatar; Saudi Arabia, Kingdom of;
Sudan; Syrian Arab Republic; Tunisia; United
Arab Emirates; Yemen
North-South bilateral agreements
EU-Algeria Goods ;ree Trade 2005
greement
Free Trade
EU-Egypt Goods Agreement 2004
Free Trade
EFTA-Egypt Goods Agreement 2007
EU-Israel Goods Free Trade 2000
Agreement
EFTA-Israel Goods Free Trade 1993
Agreement
EU-Jordan Goods Free Trade 2002
Agreement
EFTA-Jordan Goods Free Trade 1993
Agreement
EU-Lebanon Goods Free Trade 2003
Agreement
EFTA-Lebanon Goods Free Trade 2007
Agreement
EU-Morocco Goods Free Trade 2000
Agreement
EFTA-Morocco Goods Free Trade 1999
Agreement
EU-Palestinian Authority Goods Free Trade 1997
Agreement
EFTA-Palestinian Authority Goods Free Trade 1999
Agreement
EU-Tunisia Goods Free Trade 1998
Agreement
EFTA-Tunisia Goods Free Trade 2005
Agreement
EU-Turkey Goods Customs Union 1996
EFTA-Turkey Goods Free Trade 1992
Agreement
Albania-Turkey Goods Free Trade 2008
Agreement
Bosnia and Herzegovina- Free Trade
Turkey Goods Agreement 2003
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Date of
Type of :
Agreement Target entry into Members
agreement force
Montenegro-Turkey Goods Free Trade 2010
Agreement
South-South bilateral agreements
Free Trade
Egypt-Turkey Goods Agreement 2007
Israel-Turkey Goods Free Trade 1997
Agreement
Morocco-Turkey Goods Free Trade 2006
Agreement
Palestinian Authority — Free Trade
Turkey Goods Agreement 2005
Tunisia-Turkey Goods Free Trade 2005
Agreement

Western Balkans RTAs and bilateral agreements

Central European Free Albania; Bosnia and Herzegovina; Moldova,

Trade Agreement (CEFTA) Goods AFrriirE:?tz 2007 Republic of; Montenegro; Kosovo**; North
2006 g Macedonia; Serbia.
Goods Free Trade & 2006
EU-Albania 3 Economic (goods)
Services Integration 2009
Agreement (services)
Goods Free Trade & 2008
. . Economic (goods)
EU-Bosnia and Herzegovina & Integration 2015
Services Agreement (services)
Goods Free Trade & 2008
Economic (goods)
EU-Montenegro Servicei Integration 2010
Agreement (services)

*Algeria and the Palestinian Authority are also parties to the PAFTA; however, a formal notification by the Parties to the WTO is
still missing. ** This designation is without prejudice to positions on status, and is in line with United Nations Security Council
Resolution 1244/99 and the Advisory Opinion of the International Court of Justice on Kosovo’s declaration of independence.
Source: WTO Regional Trade Agreements Database, https://www.wto.org/english/tratop _e/region_e/region_e.htm.
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Annex Table 1.A.2. UfM countries: Main export partners in 1997, 2006 and 2018

Four main trade partners (exports), million USD. Global = any partner in the world; UfM = only UfM partners.

Bosnia and . .
Egypt Herzegovina Algeria Albania

Israel

1997 2006 2018
Global UfM Global uUfMm Global Ufm
TUR 1.27 EGY 0.01 CHN 9.03 ISR 0.87 CHN 52.74 BIH 12.98
USA 2.01 JOR 0.01 TUR 10.04 BIH 4.32 MKD 79.14 TUR 19.94
MKD 3.63 TUR 1.27 MKD 12.65 TUR 10.04 SRB 32543 MNE 52.71
EU & UK 128.72 EU & UK 128.72 EU & UK 704.4 EU & UK 704.4 EU & UK 2194.9 EU & UK 2194.9
BRA 746.62 TUN 59.51 BRA 1892.29 MAR 387.8 TUR 1837.06 EGY 456.83
TUR 810.92 MAR 94.27 CAN 3579.05 EGY 451.41 BRA 2127.96 TUN 753.42
USA 2221.85 TUR 810.92 USA 14856.77 TUR 1864.36 USA 3467.91 TUR 1837.06
EU & UK 8384.27 EU & UK 8384.27 EU & UK 28686.86 EU & UK 28686.86 EU & UK 20366.14 EU & UK 20366.14
CHE 64.57 ALB 7.13 TUR 195.81 EGY 36.76
USA 122.85 TUR 7.71 MNE 242.02 TUR 195.81
n/a SRB 452.52 EGY 9.33 SRB 834.58 MNE 242.02
EU & UK 2686.95 EU & UK 2686.95 EU & UK 5241.52 EU & UK 5241.52
SGP 152.67 LBY 69.59 TUR 362.74 JOR 249.22 SAU 1551.38 JOR 506.38
ISR 327.85 TUR 96.64 USA 1195.31 SYR 255.56 TUR 1866.52 LBN 668.1
USA 447.23 ISR 327.85 IND 1392.3 TUR 362.74 ARE 2740.61 TUR 1866.52
EU & UK 1660.63 EU & UK 1660.63 EU & UK 4657.09 EU & UK 4657.09 EU & UK 7622.87 EU & UK 7622.87
JPN 1029.85 JOR 20.05 IND 1289.33 EGY 126.31 HKG 4190 JOR 71.54
HKG 1183.24 EGY 54.88 HKG 2776.11 JOR 136.65 CHN 4794.38 EGY 112.18
EU & UK 6237.38 TUR 256.84 EU & UK 13061.36 TUR 821.05 USA 16781.29 TUR 1916.51
USA 7215.08 EU & UK 6237.38 USA 17956.97 EU & UK 13061.36 EU & UK 17628.2 EU & UK 17628.2
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1997 2006 2018
Global UfM Global UfMm Global uUfm
EU 131.06 TUR 29.54 SAU 366.95 LBN 75.09 IND 686.68 LBN 118.1
E IND 139.5 LBN 41.81 IND 396.68 ISR 132.24 IRQ 707.48 EGY 143.73
o IRQ 156.79 SYR 47.56 IRQ 633.37 EU & UK 170.03 SAU 764.67 PSE 194.29
SAU 167.65 EU & UK 131.06 USA 1298.88 SYR 268.81 USA 1768.38 EU & UK 253.09
USA 38.56 JOR 24.82 SYR 175.74 JOR 84.23 SYR 205.38 JOR 85.69
§ ARE 57.68 TUR 26.62 ARE 176.21 TUR 102.35 SAU 212.45 TUR 127.15
§ SAU 96.89 SYR 37.61 EU & UK 276.84 SYR 175.74 EU & UK 385.38 SYR 205.38
- EU & UK 156.75 EU & UK 156.75 CHE 450.99 EU & UK 276.84 ARE 457.39 EU & UK 385.38
= EU & UK 1.68 TUR 0.28 EU & UK 2.64 EU & UK 2.64 SAU 21.01 TUR 7.76
‘g % JOR 8.18 EU & UK 1.68 DZA 3.48 DZA 3.48 ARE 26.41 EU & UK 13.03
% g SAU 19.6 JOR 8.18 JOR 22.97 JOR 22.97 JOR 73.95 JOR 73.95
o ISR 369.68 ISR 369.68 ISR 326.57 ISR 326.57 ISR 967.46 ISR 967.46
o RUS 9.8 DZA 0.31 JPN 13.18 EGY 0.04 JPN 142.53 EGY 1.01
E NGA 25.79 EGY 0.41 CHN 64.76 TUN 0.06 CHE 306.4 TUN 1.79
E JPN 36.3 MAR 1.27 CIv 186.38 DZA 3.77 EU & UK 506.1 TUR 35.87
= EU & UK 233.02 EU & UK 233.02 EU & UK 525.55 EU & UK 525.55 CHN 698.32 EU & UK 506.1
° ALB 5.23 EGY 1.77 CHN 16.57 TUR 15.27
E” BIH 23.22 ALB 5.23 BIH 36.55 ALB 15.29
7] n/a n/a
"g' SRB 138.61 BIH 23.22 SRB 110.09 BIH 36.55
= EU & UK 379.7 EU & UK 379.7 EU & UK 205.17 EU & UK 205.17
USA 164.71 TUN 39.93 USA 243.92 DZA 54.96 BRA 767.91 DZA 173.72
a JPN 259.12 TUR 40.43 BRA 286.56 TUN 92.04 IND 1102.25 MRT 189.25
g IND 386.13 LBY 130.32 IND 540.05 TUR 121.06 USA 1379.69 TUR 591.58
EO EU & UK 2777.36 EU & UK 2777.36 EU & UK 9175.75 EU & UK 9175.75 EU & UK 19494.13 EU & UK 19494.13
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1997 2006 2018
Global UfM Global UfMm Global uUfm
TUR 59.27 DZA 37.75 CHE 258.4 TUR 121.32 USA 42413 MAR 184.89
:g IND 152.96 TUR 59.28 USA 262.67 DZA 188.05 DZA 42477 LBY 393.62
E LBY 257.1 LBY 257.1 LBY 620.7 LBY 620.7 LBY 497.32 DzZA 466.53
EU & UK 4044.12 EU & UK 4044.12 EU & UK 9032.63 EU & UK 9032.63 EU & UK 11392.01 EU & UK 10553.41
SAU 534.99 EGY 304.46 IRQ 2589.35 EGY 709.35 ISR 3900.32 DzZA 2031.74
E’ USA 2027.13 DZA 315.95 RUS 3237.61 DZA 1020.7 USA 8306.52 EGY 3055.56
<
E RUS 2056.55 ISR 391.51 USA 5061.33 ISR 1529.16 IRQ 8350.7 ISR 3900.32
EU & UK 13135.38 EU & UK 13135.38 EU & UK 49035 EU & UK 49035 EU & UK 85253.89 EU & UK 85253.89
c RUS 33592.78 EGY 7272.94 RUS 86404.78 MAR 12657.4 CHE 159948.14 ISR 22235.63
g_s CHE 54752.58 ISR 11238.4 CHE 104428.29 ISR 15137.87 CHN 217846.08 MAR 26363.7
g S USA 124235.48 TUR 22483.54 USA 280855 TUR 57709.54 USA 407022.58 TUR 80710.97
w EU & UK  1185122.1 EU & UK  1185122.1 EU& UK 27510579 EU&UK 27510579 EU& UK 37405029 EU&UK 3740502.9

Note: Algeria data for 2018 are from 2017; Palestinian Authority data for 1997 are from 2000; Mauritania data for 1997 are from 2000, data for 2006 are from 2007, data for 2018 are from 2017.
Source: UN Comtrade Database, https://comtrade.un.org/.
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Annex Table 1.A.3. Evolution of the share in total exports by country since 2005, 2018 or latest year
W Indicates decline in the share in total exports since 2005.
Indicates positive increase in the share in total exports since 2005.

‘W Indicates strong positive increase in the share in total exports since 2005.

Importers Exporters

Morocco  Albania BiH Algeria Eagypt Ismael Jordan Lebanon Montenegro  Mauritania P.A Tunisia Turkey
Morocco Al Al Al A - i # dk dk A # A
Albania L Fal el L A & Ak & n'a il L
BiH Fal L Wl Fal A Fal A [ ] n/a Fal A
Algeria A L 4 A i . # L] b L # A
Eqypt L &l &l &l & El & & L 4 ol A
Israel na L L na # n/a [ ] A & n/a #
Jordania sl W A # A [ W L A A #A A
Lebanon o o o &l A & L & A sl &
Montenegro Al Al Al A - ol n/a n/a # A
Mauritania &l &l &l o Al & & n/a = ol A
PA A na A na sl nsa n/a n/a Eal A
Tunisia sl A sl Hh A b # L] A b A
Turkey A R A A A E ol A A E El

Note: Latest year for Algeria is 2017.
Source: UN Comtrade Database, https://comtrade.un.org/
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Annex Figure 1.A.1. Intra-UfM exports, by type of goods (excluding intra-EU exports)

Share in total trade, by type of commodity (%)
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Turkey European Union
m2006 02018 m 2006 02018

Note: Data on Mauritania unavailable or negligible for most sectors and for 2006
Source: UN Comtrade Database, https://comtrade.un.org/

StatLink sw=r https://stat.link/womvr2
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Annex 1.B. Gravity model of trade: Empirical
strategy

The export performance analysis conducted for the chapter is based on the comparison between the
reported trade levels and the predictions of a structural gravity model, which serve as benchmark levels.
The intuition of the gravity model of trade is that international trade between two countries is directly
proportional to the product of their sizes and inversely proportional to the trade frictions between them.
The basic theoretical foundation of ‘structural gravity’ is established in Anderson and Van Wincoop’s (2003)
seminal paper, which extends the basic or ‘naive’ gravity framework to account not only for market sizes
and bilateral trade costs, but also, crucially, for the trade costs across all possible trading partners (referred
to as ‘multilateral resistance’).

It should be emphasised that the aim of the exercise for the chapter was to find the model with the highest
predictive power for the trade flows, not to investigate the causal determinants of trade. For the purposes
of this exercise, the exports of country i to country j are deemed to depend on:

o their respective sizes, proxied by their nominal GDPs (sourced from the World Bank’'s World
Development Indicators and national authorities);

e a set of trade cost variables, including the bilateral distance, contiguity, common language,
common currency and the presence, at any point in time, of a colonial relationship (all sourced
from the CEPII Gravity database);

e additional trade policy controls, including the WTO membership (for both exporter and importer),
the EU membership and the presence of a Regional Trade Agreement, sourced from the CEPII
Gravity database for the years 1995-2015 and complemented with information from the WTO and
from the DESTA dataset (World Trade Institute) for the years 2016-18.

In addition, reporter and partner dummies are included to account for other observable and unobservable
country-specific characteristics that can affect bilateral trade, as a proxy for the outward and inward
multilateral resistance terms, respectively’.

A set of four models, estimated either via Ordinary Least Squares (OLS) or via the Poisson Pseudo-
Maximum Likelihood (PPML) estimator, were tested in order to find the optimal benchmarking model:

log(Xijt) = Bo + B1 sizey + B sizej, + Pstrade costs;; + trade agreements;j; + &;j; [1]1OLS

log(Xijt) = Py + By sizey + P, sizej, + fstrade costs;; + trade agreements;;, +d; +d; +d, + &;, [2] OLS

Xije = exp(ﬁo + By size; + P, sizej, + fstrade costs;;+ trade agreementsijt) * € [3] PPML
Xije = exp(ﬁo + By sizey + P, sizej, + fstrade costs;j+ trade agreements;j, +d; +d; + dt) * e [4] PPML
where X;;, denotes the exports of country / to country jin year t.

A panel dataset covering about 200 exporting countries and all their trading partners for the years 1995 to
2018 is used to estimate the coefficients of the gravity model. The bilateral exports, reported in nominal
US dollars, are sourced from the United Nations Comtrade database. The full dataset sample was
employed to estimate the regression’s coefficients (rather than the UfM members only), using five-year
averages for both the reported and predicted flows to minimize measurement and prediction errors.
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Annex Table 1.B.1, presents the results of the regressions performed to inform the choice of the
benchmark model. presents the results of the regressions performed to inform the choice of the benchmark

model.

Annex Table 1.B.1. Model selection for total merchandise exports - regression results

OLS PPML

(1) 2 ©) ()
Distance -1.267*** -1.584*** -0.549*** -0.600***
(0.005) (0.005) (0.003) (0.002)
GDP reporter 1.176*** 0.405** 0.784** 0.576***
(0.002) (0.012) (0.001) (0.006)
GDP partner 0.830*** 0.676** 0.776*** 0.537***
(0.002) (0.012) (0.001) (0.007)
Contiguity 1.074** 0.791* 0.589*** 0.512***
(0.026) (0.023) (0.008) (0.006)
common language 0.814* 0.783* 0.392** 0.172**
(0.010) (0.011) (0.006) (0.005)
colonial link 1.311% 1.018** -0.023** 0.317**
(0.029) (0.027) (0.010) (0.007)

(0.026)
common currency 0.720*** 0.577* 0.023* -0.146™
(0.032) (0.028) (0.010) (0.008)
Free Trade Agreement 0.644* 0.641* 0.280*** 0.525***
(0.012) (0.011) (0.007) (0.005)
WTO membership (both) 0.406*** 0.314*** 0.142%** 0.174**
(0.008) (0.013) (0.009) (0.009)
EU membership (both) -0.140*** -0.764*** -0.079*** 0.366***
(0.028 (0.026) (0.010) (0.009)
Observations 582,310 582,310 582,327 582,327
R2 0.611 0.719 0.855 0.924
RMSE 42,867 183,184 3,291 1,967
Reporter, partner and year No Yes No Yes

FE

Note: Note: Significance levels indicated as * for 10%, ** for 5% and *** for 1%. McFadden pseudo R2 reported for the Poisson Pseudo-Maximum

Likelihood (PPML) specifications.

Model 1, fitted through a log-linearized OLS, represents the ‘naive’ gravity specification (as it does not take
into account the multilateral resistance terms) and provides the baseline estimates for the coefficients,
which are mostly in line with the empirical trade literature. Model 2 replicates Model 1 but includes reporter
and partner fixed effects (FE) as a proxy for the outward and inward multilateral resistance terms,
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respectively. Year fixed effects are also included in Model 2. Model 3 and 4 are equivalent to Model 1 and
2, but are estimated via the Poisson Pseudo-Maximum Likelihood (PPML) estimator. PPML is widely
considered as superior to OLS in this gravity-model setting, as it delivers unbiased coefficient estimates in
presence of heteroscedasticity and allows for the presence of zero trade flows (Santos and Tenreyro,,
2006). Consistently with the related literature, the size of the coefficients is much smaller in PPML than
in the OLS version for any given model (see (Santos and Tenreyro,, 2006), (Dadakas et al, 20207;;))Model
4, which is estimated via PPML and includes the complete set of fixed effects, appears to be the preferred
model, both for its superior predictive power (it delivers the lowest root mean squared error, or RMSE) and
for its theory-consistent and economically plausible parameters. Under this specification, the presence of
a free trade agreement increases exports by 69% (exp(0.525)-1), while belonging to the EU adds a further
44% increase?. Sharing a currency, however, does not seem to have a positive effect on bilateral exports®.

Annex Figure 1.B.1 As a robustness check, the preferred model was also estimated on imports, which are
normally considered better reported due to the collection of custom duties. The changes in the estimated
coefficients were negligible. With the objective of minimising data gaps, mirror imports are used to fill in
missing reported exports in this benchmarking exercise.shows the reported exports of the UfM members
(vis-a-vis all their trading partners) together with the predictions of the preferred gravity specification (Model
4). Overall, the model fits the data quite well. Interestingly, the reported exports consistently exceeded the
model predictions for the latest seven years. This result is mainly driven by the intra-EU trade, which
significantly outperformed the benchmark in the last period. Intra-EU exports were 15% below predicted
levels in 1995, reached full potential around 2006-07 and were around 20% above predicted levels in 2018.
UfM countries not members of the former EU28 also exceeded their model predictions in the latest years,
but as their exports only represent 5% of total UfM flows, their weight on the aggregate is limited.

Annex Figure 1.B.1. Reported and predicted total merchandise exports of UfM members, 1995-2018
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Source: Authors’ calculations.
StatLink = hitps://stat.link/ie3cmy

Relative export performance and standardised relative export performance

Once the optimal gravity model has been chosen, the relative export performance is computed as the ratio
between country i's actual and predicted exports to country j:

Relative export performance ij = actual exports ij / predicted exports ij
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Then, to facilitate the interpretation of the results, a standardised relative export performance (SREP)*
index is calculated as:

Standardised relative export performance =
(relative export performance ij -1) / (relative export performance ij +1)

The SREP index varies between (-1, 1). A positive SREP implies higher reported bilateral trade than what
the model predicted, meaning that exports have already achieved (or exceeded) the expected
performance. A negative SREP indicates that, according to the model, the exporting country can potentially
expand its trade with a given partner.

In order to minimize both measurement errors in the reported data and prediction errors, five-year averages
of the reported and predicted values are used to compute the indicators of relative export performance

REGIONAL INTEGRATION IN THE UNION FOR THE MEDITERRANEAN: PROGRESS REPORT © OECD 2021



60 |

Annex 1.C. Commodity groupings

The analysis of merchandise trade flows in the chapter is based on commodity groupings consistent with
the Standard International Trade Classification, Revision 3 (SITC rev. 3), a product-based statistical

classification broadly used for economic analysis.

The total merchandise aggregate is broken down into four main product groups, namely agricultural
products, fuels and mining products, manufacturing products and other. These are further categorised into
more detailed products, according to the following hierarchical structure:

Level Description> SITC rev.3

0 Total merchandise All SITC rev. 3 products

1 Agricultural products SITC sections 0, 1, 2 and 4 minus divisions 26, 27 and 28

1 Fuels and mining SITC section 3 and divisions 27, 28, 68
products

2 - Ores, minerals and SITC divisions 27, 28, 68
metals

2 - Fuels SITC section 3

1 Manufacturing SITC sections 5,6,7,8 excluding division 68
products

2 - Iron and steel SITC division 67

2 - Chemicals SITC sections 5 excluding division 54

2 - Pharmaceuticals SITC division 54

2 - Machinery SITC divisions 71, 72, 73, 74

2 - Office and telecom SITC divisions 75,76
equipment

2 - Electrical machinery SITC division 77

2 - Transport SITC divisions 78,79
equipment

2 - Textiles, Clothing & SITC divisions 26, 65, 84, 85
Footwear

2 - Personal and SITC divisions 81, 82, 83
household goods

2 - Scientific SITC division 87
instruments

2 - Other SITC divisions 61, 62, 63, 64, 66, 69, 88, 89
manufacturing

1 Other SITC divisions 91, 93, 96, 97

0 Agricultural products SITC sections 0, 1, 2 and 4 minus divisions 26, 27 and 28
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Notes

" Over USD 6 trillion in 2018 (Comtrade database).

2 WTO (2018), Factual Presentation: Arab Mediterranean Free Trade Agreement (“Agadir Agreement’)
between Egypt, Jordan, Morocco and Tunisia [the signatories]): Report by the Secretariat,
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/\WWT/COMTD/RTA11-
1.pdf&Open=True.

3 https://ec.europa.eu/neighbourhood-enlargement/countries/detailed-country-information/turkey en

4 Turkey has bilateral trade agreements with Albania, Bosnia and Herzegovina, Egypt, Israel, Montenegro,
Morocco, the Palestinian Authority and Tunisia (See Annex 1.A, Table 1.A.1).

5 ITC Programme on Non-Tariff Measures https://ntmsurvey.intracen.org/ntm-survey-data/country-
analysis/

6 |TC Programme on Non-Tariff Measures country coverage and date of survey’s publication: Egypt (2016),
Jordan (2018), Morocco (2012), Palestinian Authority (2015); Tunisia (2014).

"More information on NTMs: International Classification of Non-Tariff Measures

8 https://ec.europa.eu/neighbourhood-enlargement/policy/glossary/terms/sap_en

9 https://www.oecd.org/industry/ind/tiva-2018-flyer.pdf

0 The General Agreement on Trade in Services (GATS): objectives, coverage and disciplines:
https://www.wto.org/english/tratop E/serv_e/gatsqa_e.htm.

" ILOSTAT database, https://ilostat.ilo.org.

12 National accounts of OECD countries and World Bank national accounts data.

3 TiVA covers 36 unigue industrial sectors

4 The “former EU28” refers to the 27 current EU member countries plus the United Kingdom.
15 Value added at basic prices. Source: OECD, Trade in Value Added (TiVA) database, December 2018.
16 This indicator is also known as export potential in the empirical trade literature.

7 Reporter and partner dummies are also included to account for other observable and unobservable
country-specific characteristics that can affect bilateral trade. Annex 1.B describes the gravity model
specification used in this exercise as well as the indicators used in the analysis.

'8 Antras and de Gortari (2020) “On the Geography of Global Value chains” found that the elasticity of
trade flows to distance is significantly larger for final goods than for intermediate inputs.
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https://www.oecd.org/industry/ind/tiva-2018-flyer.pdf
https://www.wto.org/english/tratop_E/serv_e/gatsqa_e.htm
https://ilostat.ilo.org/
http://stats.oecd.org/wbos/fileview2.aspx?IDFile=ffa98d43-add6-4d6b-ab5d-efdcb84f1bf8
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% The SREP can be calculated as (export performance indicator -1) / (export performance indicator +1).
The index varies between (-1, 1). A positive SREP implies higher reported bilateral trade than what the
model predicted, while a negative index implies the opposite. See Annex 1.B for further details.

' The outward multilateral resistance captures the fact that a country’s exports depend on the trade frictions
across all possible destinations, not just on the costs it is facing when targeting a specific importer.
Likewise, inward multilateral resistance captures the fact that a country’s imports depend on trade costs
across all possible suppliers.

2 As the dummies are not exclusive, FTA is always 1 when EU is 1 and therefore the latter measures the
marginal effect of belonging to the EU given that there is already a trade agreement in force.

3 The direction and significance of the effect of a common currency on trade is known to be very sensitive
to the set of fixed effects used. See, among others, Mayer et al. (2018).

4 Following the notation of standardised export potential index, as documented in Benedictis and Vicarelli
(2005).
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