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Introduction:

There has been a shift in many
countries since the early 1980s
towards a greater reliance on the
market mechanism. This of cou-
rse reflects a recognition that
interventionist politics are often
not only inefficient, but also ine-
ffective and counterproductive. A
major policy issue facing many of
the countries of the Meditert-
anean (Med) region is to follow
the rest of the world in libe-
ralizing, privatizing, and dereg-
ulating markets. Economic re-
form efforts undertaken by many
countries of the region in the last
decade have been gradual and

plecemeal.

Jordan is no exception from
these processes; it has been put-
suing trade, since the late 198(s.
The average level and dispersion

of tariffs were reduceq Subgy, |
ntially, and  most quantitati:\
restrictions  wete eliminageq '« |
recent major policy iﬂitiatiVe.i
this connection is that the Toi
dan-EU Association Agreement
AA initially, aims at establish a
Free Trade Area between Jorda,
and the EU countties by the year |
2010. The decision to pursye free
trade with member states of the
EU provides unambiguous signa|
to investors that there is g Strong
commitment to  opening the
economy. The adjustment apq
stabilization efforts that have
been pursued:since the late 1980
in Jordan have led to good
Improvement In macroeconomic
indicators in the late two years.

The aim of this study is to

estimate the consequences of

* Lecturer , Economics Department, Al

Margeb University. Al kums, Libya .

- Submitted and accepted for publication in 2005 .

44



conomy under the
ons of the AA; for
dy has bet?n organ-
5 folows: Section_one
" the related  studies,
diS?us‘ (ieﬂlf with the impact of
\\:lnch een the EU and Med
(,'\f\) be on Med Arab cou-
cou? ~;Ctjon two, trles to esti-
qries: e possible impacts  of
pU AA on Jordan, and
entifes possible options that
 improve the benefits of free
W with EU. To measure this

[rﬂde wi
impact;

profection (ERP) analy'*sis.will help
o providing quantitative infor-
qpation 0n the change in tariffs
regime that is caused by trade
liberlisation. Furthermore,an ERP
tamework also is helpful in
Jetermining the relative  sensi-
gvity of industries to various ty-
pes of domestic distortion.

ment
js st

Section One: EU-Med Econo-
mic Integration : Literature
Survey

Economists wish to measure
economic integration for three
main purposes: (1) in order to
compare the degree of economic
integration found in one regional
group with that in another, or the
progress of integration in a pat-
ticular grouping over time; (2) in

the Effective Rate of
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order to quantify the

o the aggregate
: S of Integration on  trade

an : '
on other variables that

Influence the welfare of the
group; (3) and in order to aua.
ntify the effects of inte o0
the disribution of the Lem e
. St of the benefits of
Integration  among  the  parti-
Cipating countries [Robson 11992,
p.2§2]. At the same time, the
major areas of empirical research
in the field of economic inte-
gration deal with the effects of
§conomic integration on three
issues of GDP: manufacturing,
agriculture, and the terms of
trade. In spite of the fact that the
services sector is now important
area of economic activity in most
nations, there have been no much
major studies on it [El-Agraa:
1989,p.141].

This survey aims at evaluating
the important issues of economic
integration theory, the Free Trade
Area (FTA) and its impact on
member states. It focuses also on
the studies, which dealt with the
impact of (AA) between the EU
and Med countries on Med Arab
countries. Most of these assoc-
jation  agreements have been
signed to establish Free Trade
Areas between the EU & Med
Countries. Much theoretical est-

imation has focused on the



impact of the I'TAs - after the
Barcelona Declaration of 1995,
and the Malta conference of 1997
- on the Med countries.

An carly study by Rutherford
(1997) using the growth acco-
unting framework expected that
the beneficial impact of the EU-
AA stem from both higher total
tactor productivity and levels of
investment. In the case of Tun-
isia the overall welfare gain for its
economy was the equivalent of an
additional 4.5 percent in annual
GDP. These welfare gains inc-
lude the traditional static effi-
clency gains of trade creation net
of trade diversion (1.7 percent of
GDP) which result from the
reallocation of labor and capital
to sectors of comparative adv-
antage following the removal of
protection induced distortions in
the prices of traded goods. The
total adjustment costs have thus
been calculated at 4 percent of
GDP, as workers who transfer to
a different industty eventually
comprise 8 percent of the labor
force. Another study for Tunisia
was conducted by Brown (1997),
Brown’s study, using a different
computation general equilibrium
model to estimate the net welfare
gains for Tunisia, indicated that
the net welfare gains should be
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In the case of Moroe,
lejewski (19906) indicﬂtcdt)l’ M
agreement  actually
some \\-jdening of Morocl:’i\ Id,.,
ferential access for agriét’lbr.
products between 1997 and! fur, |
but some restrictions are i |
there. The increased aCCegs U
prises extension of the i
agricultural products fo, Whis,
preferential access is grante( N
Incteases i access for
quotas or beyond the Quot.
duting certain periods of the \,L,:‘\
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But in the case of Lebanon, the
benefits of liberalization of con.
modity trade with EU are low,
than in the case of Tunisia o,
Morocco. A study by My,
(1996) indicated that the losscs
from trade divetsion were found
to exceed the gains from trade
creation, resulting in a net welfaye
loss of 0.3 percent of GDp
Trade diversion is larger because
the share of Lebanon’s imports
originating irom che EU is only
about 50 percent. Trade creation
is smaller because of the limited
size of tradable goods production
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exports because of
quced incidence of testing and
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C?rﬁl 4 an 8 percent in exports
'\;eiccs of agricultural products
coduce and clothing owing to
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Hoekman, B and Djankov, S
(1997) investigated the possible
impact of a EU-Med -AA on
Egypt and Jordan. They focused
on three factors: the modalities of
wriff reduction strategy that will
be pursued, the extent to which
iransaction costs may be reduced,
and upgrading the quality and
lowering the costs of intermediate
services inputs through greater
competition. They indicated that
2 free trade agreement with EU
would give rise to greater COm-
petition in product markets and 2
more efficient allocation of prod-

uctive resources. The extensive
provisions in the EU-Med-AA
for technical cooperation aiming
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at harmonization and mutual
recognition of regulatory proc-
edures will help reduce trans-
action costs associated with trade
and 1mprove the investment
climate. The cost of trade div-
ersion is substantial in the case of
Jordan and Egypt, mainly because
the U accounts for only 32 and

45 percent respectively  of
Imports.

The same conclusions are
found by the work of Mansout, Y
(1997) who investigated  the

potential effects of the Jordan-
EU partnership agreement, and
Jotdan accession to the World
Trade Organization (WTO). His
study indicated that the EU
agreement will have a stronget
bending effect on Jordan, and will
enable the closing of many
loopholes that may usually exist
in the WTO agreements. Thus,
the EU may offset many of the
WTOs weaknesses, and help
overcome existing resistance to
reform. The EU-AA provide
assurances to investors that
reform is eminent. Moreover, the
costs are limited but the gains are
greater.

Hoekman, and Djankov(1996)
provided a- deep analysis and
evaluation of these arguments.
They reached a number of intet-



esting conclusions and insights.
Two of the conclusions reached
by Hoekman and Djankov state
that in the long run the EU-Med-
AA are expected to be beneficial
to all parties involved, and that in
the short run these agreements
are likely to be economically
welfare reducing.The first concl-
usion supports facts like that the
trade liberalization required by
the agreements is expected to
improve productive capacity and
efficiency; and the agreements are
likely to be very beneficial in
inducing competition. The second
conclusion is supported by argu-
ments such as: the agreements are
disctiminatory by definition and
may therefore involve significant
trade-diversion; the transition
path to free trade with the EU,
and the gradual liberalization of
the economies involved are likely
to take a long time due to the
absence of binding commitments
in foreign direct investment, ser-
vices and government procu-
rement and safeguards abroad,
the level of economic and fina-
ncial cooperation between part-
ners and the degree of manuf-
actures tariffs.

Licari.J(1998) estimated the
economic and financial aspects of
the Euro-Med partnership. The
study indicated that the emerging
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bub and  spoke Structyy
increase the EU’s Powe WUh]q
investment. The 12
saction envisaged is to,, she tay,
Fhe partners to implementrt fo,
investment and teform,g Neg

to face unimpeded Compeyi vary
He suggested that the Aty thon.
be successful if the agreem,
dynamic provisions Come i“ts’
effect ( free trade in farm pr?t”
ucts some time after 20()(), mmi}d‘
recognition of standards, anal
freer trade in services) :

-}Years

The same conclusiong haye
been reached by the study ¢
Ghesquire, H (1998). This study
concluded that the Med Countrieg
have no viable alternative by, to
integrate the EU agreements i a
comprehensive development Stra-
tegy. They should make full ang
eatly use of the 12-years trans.
ition period provided; but the 17
years may not be enough for
these countries to fill the requ-
ested adjustments necessary to
enhance the benefits from the
association agreements and to
develop their economies.

Nicola (1998) examined the
structure of the FTA and ana-
lyzed possible future options. The
study indicated that it is up to
Europe to decide whether she
simply wants to limit instability or
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Boudhiaf, M(1999) invest-
iated the advantages of an intra-
Maghreb free trade area. The
qudy, using the substitution
h;pc;theses, considered three hy-
potheses: (a) zero substitution; it
i« assumed that products of
differing origin are different but
ot substitutable. Thus the pro-
ducts from the rest of the wotld
will continue to be imported
" from the rest of the world, in
which case there is no trade
diversion effect. (b) Perfect sub-
stitution; it is assumed that the
products from the countries with
the same level of development
are homogenous and perfectly
substitutable.(c)Intermediate sub-
stitution, this means that the
| products from the developed and
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develf)ping countries are partially
substitutable among themselves.
They found that positive effects
could arise from trade creation
anfi from an increase in export
prices provoked by the elim-
ination of the duties on trade
between member countries, while
negative effects could originate
from trade diversion.

Escribano,G and Jordan
(1999) used the data of the ratio
between predicted and actual
values of intra North African
Mediterranean countries (MENA)
exports, intra -industry trade
indices, intra-regional expotts in
the Maghreb and the Middle
East, and the development of
trade data flows in the Med basin.
They indicated that the creation
of a2 new Euro-Med reign in
which to build a shared pros-
perity area requires existing
North - South economic inte-
gration to be complemented by
South - South trade liberalization.
Trade links among the Southern
and Eastern Med countries have
remained at a very low level.
Thete is oppottunity for greater
commercial integration, although
the capacity for an increase in
intra-regional trade volume is
limited. Trade liberalization could
lead to a relocation of tesources
according to comparative adva-



ntage, and to the growth of intra
— industry trade.

In the same context Bacaria,
J and Tovias, A (1999) predicted
that the lack of industrial
diversification of non-EU
Med countries is a real obstacle to
the development of the Euro-
Med free trade area. Even if there
are some  opportunities to inc-
rease horizontal trade between
these countries, the potential
could be exploited by making use
of cooperative advantages in the
agricultural and agribusiness  se-
ctor. That should happen if the
exchange were related to transfer
of technology from the more
developed to the less developed
countries in the region. This new
tormalization could lead to new
exchange rate policy, structural
adjustment, and a macroeco-
nomic policy of stabilization. The
AA should help to prevent the
more negative effects of stabil-
ization polices and contribute
to promoting the partnership
process.

the

Tovias, A (2000), estimated
the impact of free trade area
between the EU and Med on the
tield of the trade and investment.
After assessing the values that
different key parameters take, it
reviews the different integration
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effects mentioned in
retical literature, and
how they apply i,
partnership. It indicae Cage b
Plan for the Progress;,. at th,
lishment of Euro-Meq fre “Sta),
area leaves aside key SCctOe‘
as agticultural ap( petr(r,sﬁ
icals. So the partnershi, mt tn
refers to the (Classicg] Free po“‘d
Areas)-Tariff and Quogy
Trade - and the ney Paftner‘rsc
will deepen the asyMmetri, trShJ
interdependence between \?dc
and the EU. e
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Section Two : Jordan Econg
my and the Implementations
of EU Association Agreernem

One notable developmen; in
the trade policy strategies i,
recent years has been the prom.
inence of free trade agreements
(FTAs) as means to pursue Coop-
eration in the area of intern-
ational trade relations, Nearly
every country in the world i
either 2 member of or seeking
membership in one or more reg-
ional integration arrangements,
Jordan is no exception to these
attitudes, foreign initiative in
Jordan most notably includes
recent major attempts by the
United States of America (USA)
and the EU to forge stronger



artly out of

wit 'Ordirtl::ngial instability
“”iiw OVZ ppartly for economic
IC;) th€ fcggn the El.lfo.pean fro?lt,
fegscvﬁ»‘t_ ‘hese lmqaqves 1;‘ the
one v -d Assocmnon glre-
|?,L11“:]'t A A) slgncd as a law
;';:..2()02.
section rries to estimate

1S
s sible impact of Jordan-
the 1 A on Jordan, and identifies
Ut ns that will improve

B .
‘hle O t10 :
ossible O f free trade with

the benefits ©
pU.
s Trade Policy Reform:
Jordan since its inception as 2
qate in the 1920s has suffered
from chroniC trade deficits and a
narrow  €XpOrt base. This has
partly been due to the scarcity of
patural resources, but 2 long-term
crisis in agticulture, 2 small man-
ufacturing sectof, and the rest-
ictive polices of the government,
among other factors, also help to
explain the country's continuing
irade imbalance. Because of these
constraints, trade policy has tradi-
tionally tended to be mercantilist,
and Jordan has depended on
wide-range,  high tariffs  for

revenue.

ordaﬂ’

Jordan undertook a number
of policy changes to rationalize
the trade regime during 1989-
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1.99.2. In this respect, import rest-
fiction and bans were reduced;
price controls that had been
{mposed on a large number of
items (and the essential consu-
mption goods) were lifted. Direct
controls over agricultural prod-
uction have been removed and
subsidies on food production and
consumption reduced. These ref-
orms have improved the trade
regime and entailed increases in
domestic export and investment.
Jordan's international trade has
been characterized by a number
of prominent features; first, im-
ports have been about three times
larger than exports, imports have
been growing faster than exports
in the last five years, and as a
result, the merchandise trade
deficit has increased. Second,
phosphates, potash and fertilizers
exports to EU, and other indu-
strialized countries are minimal,
thus export trivalry in the major
third market is insignificant.
Third, the large merchandise
trade deficits have been offset by
remittances, official grants, and
income from non-factor services,
and recourse to external borr-

i 1
owing.

By the mid-1990s, inputs for
agricultural production and a
large number of those required
for local manufacturing had been



exempted from customs duties.
Higher tariff rates for manu-
facturing underscore the benetits
that the industrial sector reaps
from the relatively low tariffs on
raw materials and intermediate
goods. In a move to boost exp-
otts, Jordan continues to reduce
tariffs on a multiple range of raw
materials and intermediate goods
used in the production of export-
oriented finished products. By
the mid-1990s, inputs for agtic-
ultural production had also been
exempted from customs duties.

Most of Jordan's imports
come from EU countties, espe-
cially Germany, Italy, France, and
the United Kingdom. Jordan has
signed the AA with the EU that
will further boost Jordanian-EU
trade and create 2 EU-Med-FTA
zone by the year 2010. Indeed,
Jordan’s joining the WTO has led
to measures ensuting a mote
liberal and open foreign trade
regime.’

Significant trade reforms have
been undertaken in the last
decade .Jordan has taken a num-
ber of measures to reduce the
levels and variation in tariff rates,
to simplify customs procedures,
and to abolish quantitative
restrictions on imports. As a
result, Jordan now has six tariff
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bands (0, 5, 10, 20, 3

petcent), and the maXim,u Ang 4
rate is being set gt 40 m tam,;
Exceptions  ate manuferc"m
tobacco and tobacc Ay,

0S§ Sub:,ture(l
(70-100 percent) ang al\tltm“"

drinks (180 percent), Taricf(f)h”“(
uctions have been com l»rul\

nted by efforts to apply 2 (iﬂng_
Sales Tax (GST) to importsneral
domestically produced gOOdf’?d
otdet to maintain revenye M

Registration | Documentati(m
and Customs Procedures Impor)
licensing requirements for aﬁ
products other than thoge ma

: . N~
tained for national security, heg
Ith, safety, environmenta| ang

religious reasons have beep abol;.
shed. Registration, documeny,.
tion, and customs procedures
Jordan have undergone stream. |
lining and simplification through
the introduction of compute.
rization and decentralization away
from customs headquarters in thé
capital. Nevertheless, customs
procedures remain cumbersome |
and are time consuming because
of the inefficiency of customs
personnel’,

In Jordan, tariff reforms
have reduced the number of rates
to five, but several surcharges,
special taxes, and fees still apply.
Although, the maximum tariff



40 percent, in effect,

[t 13 e from 0 to 320 petc-

et . . ,
dllﬁes‘xcmptlons arec WldCl} -app-
jeds ! anted under the Inve-
nfl"cst 1aw and other discreti-
et exemptions.  Petroleum
on®) (s are Not subject to import
. o1k ¢ .
imp t to price markups of 10

|5 percent implying an implicit
o of equal magnitude as a public
N . :
. hotity controls domestic dist-
u :
ﬂibutioﬂ- The tatiff system rem-
r : :
Jins poorly coordinated with the
;iomestic tax system, particularly
the GST. Beside the need for
qusther liberalization, especially in
]ordﬂﬂ, the limited inflow of
Foreign Direct Inv'estment (FDD
10 the triad countties and relative
1o such fast-growing economies
as Malaysia and Thailand.

Howevet, more reforms are
needed to make the business
environment more hospitable to
invesrment. Until such reforms
are adopted, the merits of joining
the triad to attract FDI are
limited, in part because the size
of the economies of the triad is
relatively small*,

The Impact of the Trade Libe-
ralization with EU Potenti-
al benefits of AA:
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The welfay

: ¢ effects op
aton of a prefe form-

tential tradin
g area
are frequently evaluated by jnye.

;Uia‘rtsmg its .hkely trade effects,
» 280 (Viner) argued that the
arlff discrimination implied by
Creation of customs unjon would
have. . two  effects: first, the
abolition of tariffs on intra-area
trad(? would divert trade by
causing members to import some
products from partners country,
rather  than  from cheaper
suppliers located in non member
countries: Second, trade would be
created by substituting inefficient
domestic production in each
member country which purchases
from lower cost producers lo-
cated in other member countties.
He claimed that trade diversion
would lower welfare and that
trade creation would raise it, and
that a determination of which
effects would be still widely used.
The concepts of trade diversion
and creation are inadequate me-
asures of the welfare effects
of regional integration efforts
[Viner: 1950,pp13-51]. But we
can note that the trade creation
or diversion do not provide a
clear guidance for empirical
research, which should instead
focus on the variable that really
matter: the impact on the terms
of trade and trade volumes .



Quantification of the impact
of the AA on Jordan welfare is
not straightforward, in part bec-
ause many effects are not meas-
urable, and in part because it
depends greatly upon the extent
to which regulatory regimes patt-
ering to services and investment
are  affected. The economic
impact of trade liberalization is
conventionally broken down into
two types, static and dynamic.
The static impact is determined
by the induced reallocation of
existing resources; the dynamic
effects takes into account the
impact on the rate of capital
accumulation. Various types of
dynamic effects may arise; One is
a consequences of the static allo-
cate efficiency gain. For given
initial shocks of labor and capital,
the increase in income following
liberalization increase per capita
income, following liberalization
increases per capita saving; A
second effect consists of an
increase in investment stimulated
by decline in transaction costs
and the improvement of the
incentives regime- Both of these
effects arise in the medium run-;
The thitd impact relates to the
long run effects on the rate of
accumulation of factors of

production [Baldwin: 1994,p.15].
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Medium-run Dynamic I
mp;lQ'
Increased trade open |
affect growth througl, lt‘:m Iy,
on the incentives ¢, i‘ ! ‘?ux;
; veg,
human and physicy] capit Sty
through its cffects o il ang
which firms innovate an "l
rove their total facy,
uctivity. So to what eXteng n"‘l
AA change the incentiye, Wil
locate  production faciliie, o
Jordan? AA with BU cregge,
setting incentive effects, QnS ;;ﬁ
one hand, the reduction i, tradlc
costs and enhancement of comk
petition will make the eCOnom\i
mote efficient, increasing the
demand for goods and Services
and providing firms invest
Jordan. Which will be  grege,
opportunities to exploit geogt.
aphical and other commercjy)
advantages, in addition to polit-
ical stability. On the other hang
the reduction in trade als(;
reduces the incentives for inward
FDI. As tariffs and other bartiers
to import are eliminated. Euro-
pean firms no longer have 2
policy-induced ~ reason  (tariff
jumping) to produce locally. The
greater the economies of scale in
production in the EU location
where a firm has accesses to
many complementary service pro-
viders [Hoekman & Djankov:
1997,p.284].

(I il]]l.‘



fact that A_A is a bil-
The  de agreement Wor-

2 locating in the
,(lmlz) gives duty-free
cements- virtually all its
ade ﬂgrs called, (pokes)  As
o has free trad.e agreement
Jor d et countries in the region
wil Ol others, firms that rely on

At
or W1 ,
: mported inputs and export 2

Geant AT of their output
¢ a cost in locating in
other Med countries.
Tacff I non-EU goods will
ontinue prevail, and‘ goods of
Arab origin will face tatiff outside
he EU. One implication of this is
hat it 18 VEry important that trade
partiers be lowered with as many
countries as possible, and with
neighboring countries in partic-
dar.  Another implication is that
opening up the services sector to
foreign INVEStOLs is important.
Most of services cannot be traded
Jcross frontiers: foreign providets
hat wish to sell services in Jordan
will generally have to establish
local offices. Encouraging such
investment should be a priority,
since efficient services ar¢ an
important dimension of raising
the productivity of the economy.

Improvements in total factor
productivity (TFP) growth are
another source of dynamic gains.
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TFP growth may increase not
only as a result of the adjustment
of dpmestic enterprises to the
opening of the economy, but the
rate of the TFP growth may also

increase [Page & Und ,
199615, erwood:

A Locative Efficiency Effects

| The static welfare of trade
liberalization is relatively small
because the efficiency that result
from bringing domestic prices
closer into line with world precise
is offset by the loss in the tariff
revenue. The magnitude of such
impact depends on numerous
variables, including the structure
of the domestic markets before
opening of the economy, the
extent of the competition, and
the existences of economies of
the scale in production. Much
mote depends on the type of
trade barriers that are removed.
AA should significantly reduce
the average price of many
tradable goods, giving industries
o lower cost inputs and
consumers to lower cost good. |
The average import - weighted
tariff is currently 22% in Jordan.
Although collected tariff revenue
is substantially less than 15% due
to exemption studies by the
world bank of the trade regime



have concluded that cost rai§ing
administrative barriers are SIgH-
ificant [World Bank: 2001,p.9].

In Mediterranecan countries
that enter into a FTA with
the EU will lose the tariff revenue
presently collected on imports
of EU origin. Given that the
EU accounts for 48 per cent of
total imports into med countties
this revenue loss is substantial. It
implies a ditect transfer from
Med to EU exporters. The static
benefits that arise to med cou-
ntries of the FTA are unlikely to
offset this loss. Benefits consist
of locative efficiency gains, wh-
ich will tend to be substantially
smaller than the fall in tariff
revenue. Of course, dynamic
benefits (induced growth effects)
may ensure that longer-term
returns are positive. The point
is that these benefits can also
be attained through unilateral
liberalization, without the
associated losses [Hoekman, B:
1996,p.389].

Effective Rates of Protection:
ERP

There are a number of options
regarding the design of tariff
reduction under the AA. One is
the approach chosen by Tunisia,
which gives priotity to reduction
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of tariffs on capital gogq
intermediate inputs, and de'ilnq
the liberalization of cong, ay
goods import. An advany, ) .
the Tunisian approach ig thatr).t
provides domestic industry it
breathing space. The probler, a
that it may inctease the dispersi()ls
of protection across sectors, ang
thus create distorted mVeStment
incentives. Another option jg o
follow an across —the broad b
roach, cutting all tariffs uniforp,
by a certain percentage each }’eaf,
A third option is so called cop.
certina approach under which th,
highest tariff band is lowered fir
to the next highest bang
followed by a reduction in thi
band to the next lowest, and g
forth.

As mentioned in the literature
survey that Hoekman (1997) has
used Tunisian approach to est-
imate the impact of tariffs red-
uction on investment incentives
in Jordan and Egypt in fore-
casting manner. It is assumed for
illustrative purposes that Jordan
pursue an approach identical to
the Tunisian one. In fact, Jordan
has followed some steps of
Tunisian approach, but Jordan
has designed a single approach to
liberalize its tatiffs with EU. That
appears clearly in the negative list
of some industrial goods orig-



and also some red-
. the rariffs will start
4o le first, second, third,
fo® 4 fifth years that the
fourth f;t comes into force.
2 ecﬁethe consequences of Jor-
I“d?:n’ economy to the imp-
dﬂﬂi qration of the AA are dif-
l,em ¢ than Tunisian economy. A
¢ e?_cut example is that the
fill;::rmzation of the agticultural
ector for Tunisia is more sen-
tive than Jordan. The reason is
;hat the Jordan’s agricultures
imports from the EU . are not
significant like the Tunisians agri-
cultures 1MPpOIts.

jnd

The Basic Theory of Tariff
gtructure and Effective Pro-

tective Rate

The theoty of tariff structure
is concerned with the effects of
rariffs and other taxes in a system
with many related goods. It
alows for the vertical relati-
onships between products. Early
contributions to the theory of
tariffs structure, developing the
idea of the effective productive
rate with respect to the polices of
particular countries, have come
from Barber (1955) for Canada,
Humphery (1962) for the United
States, and Corden (1963) for
Australia.  The exposition by
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Johnson (1965) is the fullest aya-
gablg S0 far and explores man
gnp!lcations. Empirical contr}-r
1but10.n in which calculation of
effective rates have been made on

a large scale are given by Balassa

(1965) and Basive(1966
,[Corden:
085 0o (1966),[Corden:

The Effective Protective Rate

Otdinary nominal tariffs ap-
ply to commodities, but resources
move between economic act-
ivities. Therefore, to discover the
resources allocation effects of a
tariffs structure one must calc-
ulate the protective rate for each
activity, that is, the effective
protective rate. This is the main
massage of the new theory of
tariff structures. The effective
protective rate is the percentage
increase in value added per unit
in an economic activity, which is
made possible by the tariff str-
ucture relative to the situation in
the absence of tariffs but with the
same exchange rate. It surely
depends not only on the tariff on
the commodity produced by the
activity, but also on the input
coefficients and tariffs on the
inputs. Considet the simple case
of an importable product j, which
has only a single output, also an
importable 4.



taxes and

There are no
subsides affecting (j & ) othet
than the import tariffs. The
formula for the effective pro‘d-
uctive rate for the activity
producing has been writtcp by
(Corden: 1985) as the following:

|et

v, = Value added per unite of J

in activity j in absence of tariffs.

v? = Value added per unite of j
in activity j made possible by
tariffs structure.

8,;= Effective productive rate

for activity j.

p;= Price of the unit of j in

absence of tariffs.

a; = Share of i in cost of j in
absence of tariffs.
t; = Tariff rate on j.

t, =Tariff rate on i.

Then v,=p;(l-a;) [1]
V?:pj [(A+2)-a;(1+1)] 2]

—_— 3]
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From these three eqiya.:
quatlons’

g, =
Tl 4

This is the key fory,
implication of which cay
summarized as follows:

r(’a]ly }JQ

Ift; =t then g, = f=
If¢; > t; then g, > >t
Ift; <t then g, < <t
Ift; <ait then g, <

a,
Ift; =0then g, = —¢ ¥ _

l-qa
ij
t
If t; =0then g,= —
I-a,
g, 1
o, l-a,
agjz_ a;
o l-a
dg; £y ~1;

da,  (1-a;)’

Furthermore, equation [4] can
be rewritten as:

t,=(1-a;)g; +ay, [5]
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The implications are the same
25 aboves except that in place of
the single 1nput tariff ¢, it 1s
pecessaty to write the weighted

Jverage of nputs tariffs

So we can measure the EPR as
follows:

Let Qg to be quantity of the

EU imports into Jordan, Qg,, be

the quantity of ROW imports,
€gy 1s the own price elasticity of

the demand for U imports, and
Erow-pu 15 the cross-price clast
icity of ROW imports  with
respect to U imports,

Suppose that due to the FTA
tariffs towards FU imports have

been reduced by AQ%. Then

the change in the quantity of
goods imported from the EU is:

Similarly, the change in Row
imports is

AQppw =Q ATEg,, 2]

Row

The new share of the EU

imports in total imports is then:

SHARE gy, = Geu ey 3]
0 gyt EU¢ Rot2 Row
Or
SHAREg; = Sgp &m0 (4]

0 gy (+%gy) + GRow 1+4 TRoweD)




Equation 4 can be expressed 1992 inPUt‘OUtput
as function of the previous Jordan. This fOrmulatables
petiods market shate. Dividing witten by Hoekmgy, anhas )
the right hand side by the 0v.(1997) to megey.. 9 Di,

. . X Sure th ]ank
numerator and manipulating the options for E . Pof,

o v . EYP with
ratio of import quantities. ntatios of the AA 1, Pleg,
etWeen €.
and EU. We can g, this ¢S
To investigate imo ul,
ations of the AA betwe P lernen[

and EU . ) Oty

1
1 | 1+ At RovEL [5]
SHAR%F] 1+ A& EU

|

1+ (

The expression for the new
weighted tariff becomes:

Tanﬁ‘NEW: TarzjfEUSHAREEU+Tarlﬁ’ng,l—SHAREE[) [6]

Which will be calculated for each This analysis depends on g
sector: data collected from Jordan’s
Upon to the above the effective input-output tables for 1992, UN
rate  of protection is finally Comtarde and Jordan — EU AA
derived as follows: Articles .

3 Tarif f, NEW_Z# Tariff y,.4, .
‘ I—Z J# g,

Whete a; is the input share

ERP

We suppose that the tariffs
of sector j in the production of will reduce 25% every three years,

good , i will be taken from the with four linear scenaios 10
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ition
end of the transl
ive at t;lee twelff-h Xear )tO 0% .
jod (f ) proportmnal analy-
pe hﬂfsrfl1 guess the impact of
e ¢4

i ¥ on ordan’s Welfamai,11 tze
the A . Views Program will be
pur omevto evaluate Ouf force-
pelpf
asfings‘
d Evaluation:
Findi“gs an
]ordan’s nominal  average
ff 1S 2%, the average of the
qarif without considering any
rices inefficiencies is 53%. If
sefzo% wariff equivalent is ass-
imed for services industries, the
average ERP for manufacmrmg

falls 37%.

At the end of the first three
years after the implementation of
the AA, this average falls 10%,
when it has arrived at 27, which
means a negative decline. For 2
number of agricultural and
resources —based industries the
effective rate is again negative:
food processing, mining and
quarrying, petroleum refining,
phosphate, printing, and publ-
ishing, this appears cleatly in table
five in this section. Jordan’s
average manufacturing ERP falls
steadily, six year after the initial
implementation of the AA, the
depression of ERP under a
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proportional reduction declines
from 50 to 41%, where some
industries, including transport,
equipment, potash, and other
manufactures experience incre-
ases In the effective rate of
production. By the end of the
ninth year, the average rate has
fallen to 8%. Moreover, at the
end of the transition process, the
average ERP falls to —8%.

This does not occur under the
proportional reduction approach,
under which all rates fall, alth-
ough because of the propor-
tionality of the cuts the decline
for many sectors is quite limited
in the first part of the transition.
The relative changes in effective
rates of protection are more
important than the absolute level
of protection in terms of factor
market dynamics. Under this
approach, large changes occur in
the ERP over the transition path.

A compatison between the
columns of table five shows the
rapid loss of average protection
in many sectots. The large decline
may be noted in Cement sectof,
which is from 150 to —120 by the
end of third year, and to reach 85
at the end of the sixth year, 40 in
the ninth year, and to arrive -16 at
the end of the process; the



Cosmeties will be declined from
117 to 64 in the third year, and to
12 in the sixth year. This sector
will be affected by the imple-
mentation process, when its
average will reach —71at the end
of the process; the Transportation
equipment will be declined from 88
to 75, 59, 36 and 0 in the third,
sixth, ninth and at the end of the
liberalization ~ process,  respe-
ctively; and the Glass from 124 at
current average to reach 90 at the
end of the process. The other
sectors will be fallen to reach a
negative decline, but this rapid
loss of protection in many sectors
1s with positive ERPs in year
nine. This raises credibility con-
cerns regarding the sustainability

of Jordan’s approach in libera-
lization process.

Several industries maintain
high positive ERPs even after
the implementation of the AA in
its ninth year. This appears clearly
in some sectors like; Cement,
Confectionary, leather, Printing and
publishing, Rubber and Plastic, Other
Minerals, Transportation equipment
and Glass. The reason for this is
that the initial tariffs for these
Sectors  are  something  high.
This condition is going to be
changed at the end of the AA
implementations at the twelfth
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year. Where the aye,,

protection will he negatriate "
some of these SeCtorg SuVe X
Cement, Confectionary ¢

o s /€a[b€r ?13;
Printing and Dblishing, g

Even if some of the
sectors will still haye
positive - recognitions
Glass, Other mineral, Ruby,,
Plastic and Potash, but the gy
of ERP will decline tq teach _g,
at the end of the tranSitiO/Q
process. Which means ,
in Jordan’s revenue,

Cragc
dech‘ne

This analysis Suggests thyy the
effective protection that oceurs j,
some sectots in the trapg;
process implies that the e
losses will be incurred .

tion
Ifare



Five: Jordan’s Trade Liberalization under AA*

Table
s [ - -
/ﬁo/m:_ EU Conrent I.:'RP’ Current | Year | Yearsix | Year Year
. aal | Share of | no Services Three | Linear | Ninc | Twelve
5¢ Tariff | Import Protection Lincar Linear | Lincar
/,g’ 53 176 150 120 85 40 16
& |
confec™ | 4 79 104 94 70 45 17 10
' g ! /
y”‘“,‘ 17 75 174 117 64 12 -34 7
&
Daity 18 83 28 15 0 -14 .29 41
pyducii/
plectric®l |1 6 43 40 29 19 8 3
Machmcf‘ e
Fabric?'® 39 : ; :
b | 16 |60 11 3 16 31 41
pertlizes | 11 69 23 11 4 1 6 13
Food B}
w 1 56 15 -8 -17 -24 -35 -41
47 49 54 49 40 29 15 -3
| Leathel
Meat 78 8 0
[ndustry 22 48 34 19 0 3
Meal
Industry 17 47 14 47 5 3 0 3
Mining
Quarrying | 4 74 7 8 -4 41 -39 36
Non
Electrical
Machinery | 16 79 5 -43 0 | 3 3
Other
Chemicals | 12 65 0 2 -3 -2 -2 2
Other food
stuffs 14 62 13 -2 -1 -10 -21 -34
Other Man-
ufactures 16 51 62 7 -4 -16 -32 =52
Other
Minerals 43 43 107 8 90 {5 56 15
__ Paint 14 79 18 99 5 0 -3 -6
ﬁjl& 18 38 5 12 1 1 0 1
Petroleum
Refining | 6 46 3 3 6 3 2 2
Pharmaceud
cals 11 70 14 5 1 2 7 10




Phosphate | 11 58 9 4 = L 2 }
Potash | 14 | 5 40 15 | 18 | 17 16 $
Glass | 28 7 141 124 | 126 | 127 | 124 | 9\0

Printing and , - [~

Publishing | 12 27 48 1\8 p

Rubber and [~
Plastics | 29 45 65 51 42 27 A
Textiles | 29 27 13 8 7 | 5 | *

Transportati T
on [

Equipment | 31 42 102 75 59 36 0
Mean | 22 | 51 53 2 | 2 | 8 | \8'
Standard \

Deviation | 12 21 53 46 41 37 2

N

* Effective Rates of production over the Transition Period (constant 10% tariff equivalent for

Services).

This data has been estimated based on Jordan’s official tariff schedule & on the Jordan-EU AA

Articles & UN COMTARDE

Source: Department of Statistics. (1992): Jordan Input-Output Tables for 1992. Amman.
EEC Delegation. (1998): Jordan-EU Association Agreement, EC Delegation& Friedrich Naumgp,,
Foundation. Amman.

The liberalization of trade
required under the AA should do
much to induce firms to upgtade
their production capacity and
improve their efficiency. Altho-
ugh in long run the AA is likely
to be beneficial to all of the
countties involved, being a discti-
minatory arrangement the exer-
cise may be economically welfare
reducing in the short- to medium
-tun.  Even if not, the oppor-
tunity costs associated with
preferential trading arrangements
can be large. The AA major
potential advantage is that it
provides a commitment mech-
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anism, allowing a gradual refory,
path to mote credible than o},
erwise. Credibility may be enp.
anced through the binding natyre
of the agreement, the implicit
linkage that has been made bet.
ween official financial transfers
from the EU and impleme-
ntation of the AA, and offer of
wide-ranging technical assis-tance
to help Jordan improve the
administration to its regulatory
regimes (costumes, certification
of product standard).

The absence of binding comm-
itments in the areas of foreign
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go & 1 WTO disciplines.

tila

ing mi%iﬁoﬂ path of free trade
trans .

& . n of goods competing

alizattoth - .
_fb Jomestic production  only
w five years after the entry

?tagﬁi of the AA. This may well
mduce the incentives to initiate
EZpl restrucmring and rr‘lay

roblems in implementing

create P , )
rff reductions in the future.

The gradual liberlisation may also
e toO slow in terms of
maintaining existing export mar-
Lets and captuting new ones in
the face of increased competition
from former centrally-planned
and Asian economies, driven by
the liberalization achieved in the
Uruguay Round, [Hoekman, B &
Dijankove, S: 1996,p.403].

By lowering tariffs on inter-
mediates and capital goods first,
domestic industries are granted
some up front compensation for
adjustment costs that must be
incurred latter, and are given time
in which to restructure. This stra-
tegy also ensures that tariff rev-
enues will initially decline slowly,
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glving more time to create alte-
rnative sources of funds for the
government. But possible dow-
nside of the strategy should be
recognized. Very much clearly
depends on the extent to which
complementary actions are purs-
ued to improve the functioning
of the economy.

Important in this connection
is the fact that the AA does little

to ensure investors of national
treatment or grant the general
right of establishment. This is 2
significant  difference with the
Europe Agreements, where such
establishment is permitted imme-
diately for most activities, and 2
transition path is spelled out for
the remainder. By signaling the
fact that they are open to FDI
and willing to lock this in, the
Central and Eastern European
countries increased the incentives
for foreign firms to establish and
transfer much needed know-how
by reducing political risk.

FDI is especially important in
the service area, where establish-
ment often remains the best way
to contest a market. Efficient ser-
vices are ctucial in terms of being
able to participate in the global
economy telecommunications,
information  technology, pott
services, financial intermediation,



and business support services are
key elements underlying the
ability to compete on wotld ma-
rkets. By limiting commitments
to those made in the GATS, the
AA risks sending a signal that
liberlisation is not immediate

agenda.

However, much will depend
on the value of the economic and
financial cooperation that will
flow from the EU to Jordan, and
on the extent to which external
barriers to trade are reduced
concurrently with the imple-
mentation of the AA. A potential
problem that may arise in this
connection is the reliance on
customs tariffs for government
revenue. The higher the share of
tariffs in total government rev-
enues, the more difficult it may
be to mobiles the alternative
resources base needed to allow a
reduction in MNF tariffs on top
of the implementation of the AA.

Actions to reduce the role
of the state are also so important.
Privatization of the state-owned
enterprises will generate revenue,
create investment opportunities
for foreign (and flight) capital,
and limit possible claims on the
budget as competitive pressutes
emerge. Although the AA may
help to ensure that state firms
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confront harder budge
tralnts.over Flme- prOViSionsonS\
state aids to industry wi|| Star On |
bite after five years unge, 10
AA- such disciplines are telag; ¢
week. ey
In fact, thete are imy
political economy issues i, By
Med AA. Many of Med coyp,;
have a significant stock of edfs
ated workers that are eithc
employed directly by the gOVerEr
ment administration or by State\
owned firms. Many also havé
large pools of unskilled, ung,
employed labor. Implementatig,
of the AA may not be politicy],
feasible if increased job oppory.
unities for the unskilled, and the
educated unemployed do pg
materializes, or if job losses in the
state sector become too large to

be politically manageable.

portant

The greater employment
opportunities for unskilled could
emerge through the creation of
firms specializing in labor-
intensive  production, and by
improving access for agricultural
exports. The latter has been exc-
luded; a necessary condition for
the former is the existence of
adequate infrastructure and the
absence of red tape restricting
export production. For many of
the more highly educated poten-
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bqted activities in services Of
San Jfacturing, but 1t will only
material if the regulatory and
.msﬁ-futional environment 1S con-
dmucive to private sector Inve-
Sn‘neﬁt.
Conclusion:

The free trade agreement
with the EU will give tise to
greatef competition in product
markets and a mofe efficient
alocation of productive resou-
rces. The extensive provisions in
the AA for technical cooperation
aiming at harmonization and mu-
mal recognition of regulatory
producers will help reduce tran-
saction costs associated with tra-
de, and improve the investment
climate. Much clearly depends on
the contents of the AA.

- By lowering the tariffs on
intermediates and capital goods
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first, the domestic industries will
be gr‘anted some up-front comp-
ensation for the adjustment costs
that must be incurred latter, and
are given time in which to the
restructure. Such tariff liberlis-
ation strategies also ensure that
tariff revenues will initially decline
slowly, giving more time to
mobilize alternative tax basis. But
the possible down side of the
strategy is that the back loaded
nature of the tariff reductions
may fail to initiate rapid restruc-
turing, and may create problems
in implementing tariff reductions
in the future, especially if the
investment is induced in the
sectors concerned.

The analysis suggests that the
Jordanian approach will increase
both the ERP for some sectors
over a significant period of time
and the dispersion of the ERP
across sectors, thus causing
welfare losses. The ERP analysis
also suggests that benefits will be
enhanced if  complementary
measures ate pursued to improve
the functioning of the economy.
The quality and reducing the
costs of services are patticularly
important in this connection.
Indeed, foreign direct investment
s so crucial and important in the
services area, as local establ-
ishment remains the best way to

e —



contest a market in most services
sectors. The benefits of the AA
will be enhanced if trade and
investment barriets are reduced in
a nondiscriminatory mannet.

Indeed, in the absence of
improvements in the legal and
regulatory framework, opening
up to trade with the EU may
result in greater competition from
imports without much in the way
of new investment. If so the
political viability of the AA
implementation will also decline.
Much may depend in this conn-
ecion on how EU financial
assistance is used. A strong case
can be made that there may be a
high payoff for using the EU
grants to fund worker comp-
ensation schemes to facilitate
downsizing of the public sector.

However, the results of this
analysis are similar to those at-
rived at by Hoekman (1997), and
Hosoe (2001), and AL.Omari
(2002) which gives a clear picture
about the impact of the Jordan-
EU AA on Jordan.

Notes :

1.For more details about Quantative

Restriction, Price Controls and Subsidies
in Jordan see:

68

WOIld Bank Report(l 994 )
Incentives Regime, in )-Trad
o x s ¢
Consolidating Economijc Ad;
and Establishing the Bustment
Sustinable Growth, Ng 15>
1994,Pp.35-52.

2.Almost all countries in Midd],
North Africa (MENA) have
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trade regimes, for more detajlg See.omg”
Al Khouri, Raid. ( 2000), T
Policies in Jordan , Lebangy, faq,
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-Galal, A.(2000): Incentives fo,

Economic Integration in the Middle |
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pment in the Middle East and North
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- Middle East & Notth Africa (MENA) |
have signed association Agreement with |

European Union (EU) namely, Israel,
Jordan  Morocco,  Tunisia.  The
agreement with Algeria, Egypt, Lebanon
and Syria are under discussion, for
details about trade libetlisation in
MENA countties, see:

- Abed, Gorege.(2000): Trade Libera-
lization and Tax Reform in the

()rd ay |
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