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Foreword

In the new era of the 2030 Agenda for 
Sustainable Development, there is heightened 
emphasis on the State playing a more active role 
in achieving inclusive and sustainable economies 
and societies. Across the Arab region and around 
the world, this calls in part for rethinking fiscal 
policy. It must deliberately aim towards the kinds 
of smart investments in people that can unlock 
rapid progress across all 17 of the Agenda’s 
Sustainable Development Goals, leaving no one 
behind. One starting point is a discussion around 
not just how much money is spent, but how it is 
raised and how wisely it is spent to reach short- 
and long-term objectives. 

This report, Rethinking Fiscal Policy for 
the Arab Region, in certain ways urges 
a departure from conventional fiscal 
policy choices. For several decades, 
influenced by the Washington Consensus, 
Arab Governments have predominantly 
emphasized privatization and liberalization, 
the retreating role of the State, and the 
achievement of efficiencies through 
expenditure cuts. But given the increasingly 
precarious situation of many countries, 
solving today’s development challenges 
requires a reassessment of accepted notions. 
A new direction is needed, one where 
economic policy closely aligns with measures 
to reverse the root causes of socioeconomic 
crisis and deepening disparities, and to equip 
people of all backgrounds in realizing their full 
potential as members of productive societies. 

In asking whether or not current fiscal policies 
are up to the task of the 2030 Agenda and the 
Sustainable Development Goals, the report 
finds that many countries are lagging behind. 
Although explanations for the gaps vary, it 
is clear that in general, a course correction is 

required, connecting economic reforms, social 
investments and higher quality governance. 
Countries affected by conflict call for additional 
considerations, given the devastating losses 
they have suffered.  

Fiscal policy, the report contends, can 
contribute to this new direction by being more 
consciously targeted towards restructuring 
economies to generate sufficient decent work, 
making systematic investment in high-quality 
human development, and using equity and 
sustainability as guiding principles in choices 
to raise and spend public resources. Managing 
this process will largely depend on transparent 
and accountable governance to set and keep 
rules. These must be fair and technically 
sound. They should be organized around a 
commitment to putting development on track 
both now and into the future.

Transformation in the Arab region will not 
happen automatically or overnight. But if 
the region hopes to be both prosperous and 
peaceful, transformation is an imperative. 
A high level of ambition and a commitment 
to the principles of the 2030 Agenda should 
guide all choices and actions on the path 
towards inclusion and sustainability. This 
report by ESCWA aims to support member 
States in their common quest for this vision 
of the future.

Mohamed Ali Alhakim

Executive Secretary of ESCWA
Under-Secretary-General of the United Nations
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Fiscal policy is not just a question of cost-cutting and 
efficiency, but of smart investment in people and the pursuit 
of inclusive human development.

Fiscal policy is not just a question of cost-cutting and 
efficiency, but of smart investment in people and the pursuit 
of inclusive human development.
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Introduction and Approach 

Since the 1990s, the Arab countries have 
undertaken major changes in macroeconomic 
policies, reorienting towards privatization and 
liberalization, the retreating role of the State 
and the achievement of efficiencies through 
expenditure cuts.1 Such reforms did not reflect 
positively in terms of transforming economies 
to become more modern and productive. They 
also failed to fulfil the aspirations of people 
for decent work2 or improved standards of 
living. The region’s overall share in world trade 
remains insignificant, with trade still highly 
concentrated in low value added exports in 
exchange for diversified imports. The lack of 
development of “real” sectors of the Arab 
economies, those concerned with producing 
higher end goods and services, impacted 
youth the most, since there was little demand 
for their skills.

High youth unemployment and growing 
informal employment emerged as major 
challenges for most governments by the late 
2000s. Countries seen as major achievers 
in implementing neoliberal macroeconomic 
reforms saw an upsurge in people demanding 
social justice, which eventually triggered the 
Arab uprisings in 2011. As a consequence, fiscal 
challenges mounted, poverty and inequality 
rose sharply, and the size of the middle-income 
share of the population contracted.3 In oil-
rich countries, the 2014 plunge in oil prices 
severely affected fiscal balances. Oil wealth is 
vital for economic development in exporting 
countries, but is also an important source of 
the positive spillover of capital to Arab non-
oil exporters through intraregional flows of 
capital, remittances and aid.    

Against this backdrop, the time has come 
to change course by aiming for economies 

that are more productive and inclusive, and 
that close human development gaps that 
feed the current socioeconomic crises. An 
understanding of how economic structures and 
policy choices produce fundamentally different 
human and economic welfare outcomes 
informs the analysis and recommendations 
in this report, Rethinking Fiscal Policy in the 
Arab Region. The report emphasizes structural 
transformation and redistributive fiscal policy 
as a basis for a new economic policy vision 
in the region, rather than growth in per capita 
gross domestic product (GDP). 

The report takes a focused look at the 
challenges of economic policy reforms across 
different types of Arab countries, with a 
particular emphasis on fiscal policy as a key 
driver of a virtuous cycle of inclusive growth, 
decent work and poverty reduction, in line 
with the global 2030 Agenda for Sustainable 
Development and its 17 Sustainable 
Development Goals (SDGs). Fiscal policies 
must be understood as well in relation to 
an array of other social, environmental, 
governance and political challenges. The report 
thus strongly advocates for good governance 
to cement the links between fiscal and 
development policy objectives. Further, the 
alignment of fiscal, monetary and exchange 
rate policies is critical to building dynamic and 
competitive economies that can thrive amid 
ever-shifting global trends. 

Overall, the report argues for a rule-based fiscal 
policy that creates or restores the fiscal space to 
enlarge development expenditure and achieve 
structural transformation. This is not just a 
question of cost-cutting and efficiency, but of 
smart investment in people and the pursuit of 
inclusive human development as envisioned in 

1.
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the 2030 Agenda. The alternative is a stark one: 
Many countries will not attain the SDGs. 

A.	Defining three distinct country clusters  

While countries across the region share 
some common concerns and achievements, 
significant disparities exist across them, 
including in terms of fiscal space and 
development challenges. Gaps in per capita 
GDP among oil-rich countries (which include 
high- and middle-income countries), oil-poor 
middle-income countries and low-income 
countries are shown in figure 1.1.4 The three 
country clusters vary in the nature and severity 
of their development challenges as well as 
their potential sources of revenue mobilization. 
Each cluster includes conflict-affected 
countries, which face additional concerns. 

1.	 Varying fiscal space and development 
challenges 

The first cluster  of countries, the oil-rich high- 
and middle-income countries, referred as 
oil-rich countries in short, draw their major 
source of revenue from oil and gas, although 

there are wide variations in fiscal space 
within this group. These countries include: 
Algeria, Bahrain, Iraq, Kuwait, Libya, Oman, 
Qatar, Saudi Arabia and the United Arab 
Emirates. Bahrain and Oman have much 
larger fiscal constraints than Qatar or the 
United Arab Emirates. The cluster has one 
common element from a fiscal perspective, 
however, which is reliance on revenues 
from oil and gas. Although many of the 
oil-rich countries have relatively larger fiscal 
space for meeting development needs, 
their revenues are susceptible to oil price 
fluctuations, as witnessed during the recent 
plunge in prices. Their major priority is to 
rethink macrofiscal frameworks so that fiscal 
incentives can be established to develop 
higher-end non-oil sectors, promote decent 
work for youth, ensure social protection, and 
diversify revenue sources, including through 
taxation, as key for fiscal sustainability. 
Iraq and Libya have additional concerns as 
conflict-affected countries.

The second cluster  of countries, the oil-poor 
middle-income countries,5 referred as oil-
poor countries in short, includes Egypt, 
Jordan, Lebanon, Morocco, the State of 
Palestine, the Syrian Arab Republic and 

Figure 1.1   Oil wealth delineates sharp differences in per capita GDP 
(United States dollars, constant 2010 prices)
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Tunisia. They rely on a mixture of revenue 
sources, but mainly from taxation, and face 
more constraints on fiscal space than the 
oil-rich countries as well as growing public 
debt burdens in some cases. They host the 
region’s largest share of middle-income 
people, so meeting their aspirations, 
including through opportunities for decent 
work, is a key concern. Other development 
challenges in recent years comprise high 
unemployment, increasing poverty and 
lack of adequate social protection. Well-
strategized macrofiscal frameworks can 
promote transformative growth by backing 
higher-end productive activities in industry 
and service sectors. This in turn could 
generate enough decent work for the 
rapidly rising labour force, and open fiscal 
space for meeting development needs, such 
as through social protection, pensions and 
so on. Rebalancing public expenditure and 
revenues, including through a closer look 
at issues related to subsidies and taxation, 
has potential for improving fiscal space. 
The Syrian Arab Republic and the State 
of Palestine have additional concerns as 
conflict-affected countries.

The third cluster  of countries, the low-
income countries, comprises the Comoros, 
Djibouti, Mauritania, Somalia, the Sudan 
and Yemen.6 They have high levels of 
poverty and significant development 
challenges as well as severely constrained 
fiscal space. As least developed countries, 
they depend on grants, particularly official 
development assistance (ODA), and 
external debt as their major sources of 
finance. They require significant support to 
develop institutional capacity, including to 
implement the SDGs. Mobilizing resources 
requires greater international cooperation, 
such as by implementing the Istanbul Plan 
of Action (2011-2020) and the Addis Ababa 
Action Agenda. Macrofiscal frameworks 
need to be considered in terms of 
moving away from primary exports such 
as agricultural commodities, building 

productive capacities, boosting domestic 
demand, and strengthening public 
expenditure in health, education, pensions 
and social protection. Somalia, the Sudan 
and Yemen are conflict-affected and face 
additional concerns.

2.	 Issues in aligning fiscal policy to 
transformative growth and human 
development

While the three clusters of countries can 
be distinguished in terms of some broad 
commonalities, they all include conflict-
affected countries. Any standard macrofiscal 
analysis for each of the three clusters 
will not be relevant to these countries, 
given their unique development and fiscal 
challenges; this report thus treats them 
as a separate category. For the rest of the 
countries in each cluster, several issues 
need to be considered in aligning fiscal 
policy behind transformative growth and 
human development.

A first point is to assess links between 
fiscal policy choices and their impacts on 
transformative growth. Economic policies in 
general, and fiscal policy in particular, have 
largely been unsuccessful in accelerating 
economic and trade diversification. For the 
region as a whole, the share of manufacturing 
in GDP has remained low. While economic 
growth is important, the growth process 
needs to result in the expansion of high value 
added sectors that generate decent work, 
thus strengthening ties between the economy 
and inclusive human development. Public 
expenditure is a critical driver of growth in 
general, but the types of expenditure – such 
as current or capital expenditures, and fiscal 
incentives to strategic sectors – will influence 
the size of the fiscal multiplier for growth and 
economic diversification.7 

Second, the strategy for transformative 
growth will differ across the three country 
groups, keeping in view their available and 
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potential fiscal space, demand structure, 
demography and national priorities. The 
region as a whole is largely dependent 
on imports for non-oil products; further, 
extraregional trade dominates the trade 
structure for such products. Particularly 
for oil-rich countries and oil-poor middle-
income countries, a rebalancing of fiscal 
incentives and institutions in favour 
of non-oil export diversification could 
significantly boost growth and promote 
intraregional trade.8 Increasing domestic 
demand through bridging development 
deficits, and improving productive capacities 
and export competitiveness are important 
considerations for the oil-poor countries and 
the low-income countries, as are increasing 
public expenditure on health and education, 
investing in research and innovation, 
and developing infrastructure, within a 
framework of fiscal sustainability.  

Third, fiscal policy is an important tool 
for reducing poverty and inequality, 
and promoting human development, in 
addition to advancing economic growth. 
The region’s progress on several health and 
education indicators is considerably below 
global averages. Increasing expenditure 
in health and education will boost human 
development and build quality human 
capital, which supports more inclusive 
societies and enhances growth over the 
long term.9 In looking at social insurance 
and social assistance provisions, in recent 
years, countries in the region have been 
shifting their focus from universal subsidies 
to more targeted social assistance. Given 
this context, it is important that savings 
from subsidy reforms are preserved 
within the social protection realm. 
Building capacity in assessing the relative 
importance of expenditure, and monitoring 
development in the levels and composition 
of public social expenditure over time are 
important aspects of fiscal policy in meeting 
social policy needs. Improving tax fairness 
and introducing tax reforms are other 

essential considerations for addressing 
poverty and inequality. 

Fourth, given highly volatile growth in 
Arab countries, it would be important to 
assess how governance in general and 
economic governance in particular can 
strengthen macroeconomic stability, and 
promote structural transformation towards 
more sustainable and inclusive growth. 
Public expenditure trends are mainly 
procyclical, in large part due to commodity 
price changes.10 The lack of fiscal rules in 
several Arab countries is a major hindrance 
to macroeconomic stability and effective 
investment in development; improvement in 
adopting fiscal rules requires stronger systems 
of political checks and balances.11 

Exploration of the relationship between fiscal 
performance and governance measures has 
critical implications for fiscal sustainability, 
human capital development and social 
protection, which in turn are necessary and 
critical areas for economic development. Some 
studies have observed that better governance, 
stronger democratic institutions and transparent 
budgets improve fiscal performance, which 
leads to higher growth rates. 

So far, governments in the region have taken 
the relatively easy road of expenditure cuts to 
improve macroeconomic balances. They now 
need to consider how to apply the principles 
of equity and fairness both to spending and 
raising revenues, including through taxation. 
Gender-responsive budgeting is one tool that 
already allows assessment of all dimensions 
of fiscal policy through the lens of achieving 
gender equality. 

Last, the recent violence in Libya, Iraq, the 
Syrian Arab Republic and Yemen has crippled 
all sources of government revenues. Robust 
fiscal spending schemes that promote 
sustainable and inclusive economic growth, 
while taking into consideration urgent 
humanitarian needs, are required. 
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B.	Research questions and methods

The report mainly relies on standard 
econometric tools for assessing policy 
actions. In cases of data unavailability, 
selected countries were used for 
quantitative modelling. In addition, 
qualitative analysis, case studies and 
examples, and mapping exercises 
substantiated arguments. 

The report explores several questions 
important for informing the formulation of 
macrofiscal frameworks with a medium- to 
long-term perspective. 

How effective is fiscal policy in promoting 
the structural transformation of the 
economy and broad access to decent work? 
The lack of structural transformation is 
a major block to greater growth, higher 
productivity and decent work in the 
Arab region. Analysis of a seven-sector 
dataset over the past three decades found 
that fiscal policy can play a key role in 
supporting economic diversification and 
enhanced productivity. This depends on 
increased public investment in strategic 
sectors that are labour intensive and high 
in value added, infrastructure, research and 
innovation, and education and health. 

What are the possible impacts of fiscal 
policy on growth, poverty, inequality and 
human development? For estimating the 
impact of fiscal policy variables on growth, 
a structural vector autoregressive (SVAR) 
model was applied, as is popular in the 
literature.12 It captured the dynamic impacts 
of changes in government spending on 
output after introducing some restrictions 
(mostly recursive). A dynamic panel 
estimation was modelled separately for the 
health and education impact coefficients 
of public expenditure, using least square 
dummy variable bias corrected (LSDVC) 
fixed effects, and a two-step generalized 
method of moments (2S-GMM). 

The redistributive impact of fiscal policy 
instruments, particularly in reducing poverty 
and inequality in selected Arab countries, 
were assessed by combining macrofiscal data 
on social expenditure with household survey 
income and expenditure data, using the method 
developed by Lustig and Higins (2013).13 

What is the fiscal policy response to rising 
public debt and fiscal sustainability? There 
are several approaches to analysing public 
debt sustainability, including the most popular, 
the debt sustainability analysis and fan chart 
analysis by the International Monetary Fund 
(IMF), as well as time series stationarity and 
cointegration tests between revenues and 
expenditures, fiscal reaction functions and 
debt-stabilizing primary balance calculations. 
Using the framework of Bohn (1998), the report 
examines the fiscal policy responses to public 
debt by the fiscal reaction functions and fiscal 
sustainability gap analysis with a medium- 
to long-term perspective.14 In addition, the 
report analyses the importance of harnessing 
potential sources of revenues, particularly 
through taxation reforms.  

How are governance and fiscal policy 
challenges related in Arab countries? The 
report restates the strong association between 
governance and human development. Fiscal 
policy is both an influencing factor and a 
manifestation of governance dynamics. 
Poor governance, which manifests in weak 
institutions and lack of fiscal rules, adversely 
affects the equity and efficiency of both the 
allocation of government expenditure and 
mobilization of revenues. The report analyses 
these issues by looking at the impact of 
governance quality on human development, 
fiscal policy choices and gender equality.

C.	A brief outline of the report

The chapters of the report are briefly 
summarized as follows. 
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Chapter 2 looks at the role of fiscal policy in 
economic growth, and its link to structural 
transformation and employment creation. 
The chapter aims to chart pathways of 
growth and economic diversification through 
the intervention of appropriate fiscal policy 
tools. Incentives for high-end productive 
activities in relatively high labour-intensive 
sectors, and investing in research and 
innovation along with infrastructure and 
human capital investments are crucial to 
promote structural transformation. 

Chapter 3 examines how fiscal policy can 
have a redistributive aspect by reducing 
poverty and correcting imbalances in society. 
The choice and prioritization of expenditure 
determine social and human development 
impacts. The chapter assesses trends and 
patterns in public expenditure in general, 
and their relationship with economic 
growth. It examines the impact of public 
social expenditure on health and education 
achievements in particular. For selected 
countries, the chapter considers the growth 
impact of redistributive fiscal policy, and 
presents findings from fiscal incidence 
analysis on the impact of public transfers and 
taxes on changes in poverty and inequality.

Fiscal sustainability challenges vary 
significantly across the three clusters of 
countries. Chapter 4 focuses on debt and fiscal 
balances in low- and middle-income countries, 
and examines the response of fiscal policy 

to debt build-up and fiscal sustainability. The 
chapter suggests tools that can help to set 
targets for debt and fiscal sustainability from a 
medium- to long-term perspective. 

Evidence from the region shows that fiscal 
rules are almost absent in most Arab countries. 
This poses a challenge to macroeconomic 
stability in cases of volatility in oil prices or 
the regional and/or global economic situation. 
Chapter 5 analyses some key concerns with 
regard to fiscal discipline and outlines national 
economic governance conditions required for 
macrofiscal frameworks that are sustainable 
and aligned with the principle of inclusion. 

The fiscal and development challenges in 
conflict-affected countries are unique for each 
country. While the loss of capital and human 
lives is common to all, the severity of impacts 
depends on the intensity and duration of 
conflict. Chapter 6 analyses some of the costs 
of conflict along with macrofiscal frameworks 
that would support reconstruction and 
development, given significant structural and 
institutional challenges. 

Finally, chapter 7 summarizes report findings 
and conclusions. In doing so, it articulates 
the broad tenets of macrofiscal frameworks 
across the three country clusters, and in post-
conflict contexts. The recommendations aim at 
informing policymaking and designing country 
specific macrofiscal frameworks.



Fiscal Policy Can Transform 
Economies

2.



The right orientation of fiscal policy can play a key role 
in investing in strategic and more modern sectors, and in 
infrastructure, knowledge assets and innovation.

The right orientation of fiscal policy can play a key role 
in investing in strategic and more modern sectors, and in 
infrastructure, knowledge assets and innovation.
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Fiscal Policy Can Transform Economies

Governments play a critical role in the 
structural transformation of economies, 
generally conceived as the move from 
agrarian low value added sectors to high 
value added industry and services sectors. 
Appropriate government interventions, guided 
by clear and transparent rules, can increase 
potential benefits from transformation.1 
Historical evidence shows that industrialized 
countries, including in Western Europe and 
North America, and now in East Asia, have 
successfully transformed mainly with the 
help of proactive governments.2 Investing 
in research and development (R&D) and 
modern infrastructure, incentivizing private 
businesses and academic institutions, 
establishing patent systems and making large 
public procurements are examples of various 
supportive measures that industrialized 
countries continue to adopt to advance 
industrial upgrading and diversification. 

A majority of these policy supports relate to 
fiscal policy interventions, particularly at the 
early stage of industrial development, to build 
up industrial capital, to invest in strategic 
sectors based on a country’s comparative 
advantages, or to develop new technologies 
and innovations. Fiscal incentives such 
as export subsidies, tax incentives and 
access to finance, in addition to trade and 
industrial policy incentives, can all stimulate 
private sector investment. Public-private 
coordination is an important government 
role as well. France, for example, has always 
favoured government-sponsored economic 
programmes, in which the public and private 
sectors coordinate their efforts to develop 
new technologies and industries. In 2009, 
the new industrial policy of the Government 
of the United Kingdom advocated itself as a 

“market shaper” in supporting enterprise and 
entrepreneurial activity through investing 
in low-carbon infrastructure, supporting 
access to finance to startup and growing 
firms, fostering knowledge creation and 
its application, and developing skills and 
capabilities, among other interventions.3 

This chapter examines the concepts and 
measures of structural transformation and 
its importance for the Arab region in terms 
of sustaining growth and generating decent 
work, as presented in section A. Section B 
discusses links between fiscal policy choices 
and structural change. Section C elaborates 
pathways for fiscal policy interventions and 
how these can promote productivity-enhancing 
structural change, while acknowledging 
that fiscal policy interventions need to be 
coordinated with monetary, trade and industrial 
policies. The final section provides a conclusion.  

A.	Structural change is imperative 
in the Arab region

The “structural transformation” of an economy 
corrects inefficiencies in the allocation of factors 
of production, leading to higher growth. GDP 
per capita and some measure of productivity, 
such as GDP per worker or GDP per working 
hour, are the two most common measures 
of aggregate economic performance.4 At the 
sectoral level, employment shares, value added 
shares and final consumption expenditure 
shares are the most common measures 
of economic activity. Measuring structural 
transformation requires examining changes in 
the relative contributions of different economic 
sectors over time. 

2.
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A typical structural transformation scenario 
involves a decline in the share of agriculture 
(at the lower end of value added sectors) and 
increases in the shares of industry, services 
and manufacturing (at the higher end of value 
added sectors). The combination of these 
changes contributes to increased productivity 
and GDP per capita over time. Subsectors 
within industries or services can also be 
disaggregated into low or high value added 
activities for analysis.

What matters for successful transformation 
is not whether structural transformation 
occurs, but whether it is of the right kind 
and how fast it takes place. The role of 
sectoral labour productivity and the pace of 
aggregate productivity are therefore important 
considerations. There are systematic and sizeable 
differences in sectoral labour productivity 
across countries; productivity gaps between rich 
and poor countries are larger in services and 
agriculture, as compared with manufacturing. 
Furthermore, developing countries have larger 
productivity gaps both within and between 
sectors, compared with advanced economies.5 

Importantly, countries that shift resources 
from less productive traditional sectors to 
more productive modern sectors experience 
aggregate gains in productivity and economic 
growth. These gains alone can be seen as 
a narrow economic outcome of structural 
transformation. A broader outcome is more 
inclusive and sustainable development. The 
2008 report by the Commission on Growth 
and Development found that all countries 
that have experienced high growth rates over 
several decades have exhibited structural 
transformation, while all countries that 
have remained poor have failed to undergo 
structural change.6 

More recently, in 2015, the 2030 Agenda 
for Sustainable Development recognized 
diversification, technological upgrading 
and innovation as a means of improving 
economic productivity and generating decent 

work.7 The 2016 Arab Human Development 
Report emphasized that sustaining economic 
growth requires the ability of an economy 
to “constantly generate new fast growing 
activities characterized by higher value added 
and productivity”.8 The Arab Development 
Outlook: Vision 2030 report suggested that 
structural transformation is key to reducing 
volatility in growth, and to promoting inclusive 
and sustainable economic growth, full and 
productive employment, and decent work for 
all, as envisaged in the eighth of the SDGs.9 

The structural transformation needed for the 
region can be analysed by better understanding 
the challenges in current economic structures 
(sectors and subsectors) and respective labour 
productivity in the Arab economies. Previous 
studies have mainly focused on broad sectors 
such as oil and non-oil, or agriculture, mining, 
manufacturing and services.10 The services 
sector now absorbs the major share of the 
workforce in most countries; recent trends 
in employment indicate significant shifts of 
labour from agriculture to services in some 
countries, such as in Egypt and Morocco.11 
Labour productivity growth in the region is the 
slowest among all regions, however, remaining 
at less than one from 1991 to 2010, and turning 
negative during 2011 to 2016.12 This raises 
concerns about the type of structural change 
that is occurring. More light can be shed by 
examining services subsectors in terms of 
output and employment. 

An ideal way of dividing the services sector 
would be by considering the ladder of low 
to high value added activities in terms 
of technology levels. The same can be 
done for manufacturing subsectors. Time 
series employment data on subsectors of 
services and manufacturing, drawn from the 
International Labour Organization (ILO),13 
are limited to a few countries in the region, 
however. There are comparability concerns 
over time while disaggregating the data by 
applying the latest industrial classification 
(ISIC 4). After rigorous scrutiny of comparable 
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employment data on services subsectors, 
a seven-sector database was prepared – 
agriculture, oil and gas, manufacturing, 
construction, trade and hotels, transport and 
communication, and other services.14 Value 
added data were taken from the National 
Accounts database of the United Nations 
Statistics Division.15 

Given the classification of subsectors, it would 
be inappropriate to identify an entire sector 
or subsector as high or low value added, but 
intuitively, and based on supporting evidence 
from the Arab region, most of agriculture and 
most activities in the other services category 
tend to be low in value added. Most activities 
in the rest of the five sectors or subsectors fall 
between high and low value added. Several 
measures of structural change are examined 
based on these data. 

1.	 Changes in value added shares across 
sectors and subsectors

Figure 2.1 shows the economic structures 
of oil-rich and oil-poor countries. While 

the region’s overall economy is reliant 
on extractive industries, oil-rich and oil-
poor countries have markedly different 
structures. Oil, gas and mining dominate 
in oil-rich countries, contrasted with more 
diversified structures in oil-poor countries. 
While the share of this sector has fallen 
in both groups of countries over time, 
manufacturing growth has remained 
sluggish. Since the 1990s, the share of 
the services sector has increased in both 
groups of countries, but within this sector, 
the share of other services, which as noted 
earlier tend to be largely low value added 
and informal activities, constitutes a large 
share of activities and has increased over 
time. This pattern resonates with the growth 
of informal activities in the region, which 
are typically at the low end of value added 
activities.16 Overall, the economic structure 
of the region indicates stagnating shares of 
GDP from the agriculture and manufacturing 
sectors, an expanding services sector with 
a high concentration of low value added 
activities, and a still dominant oil sector in 
the oil-rich countries.

Figure 2.1  Economic structures differ, but manufacturing growth is sluggish overall 
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business activities; public administration and defense; compulsory social security; education; health and social work; other community, social 
and personal service activities; private households with employed persons; and extraterritorial organizations and bodies.
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2.	 Structural change in oil-rich countries

In oil-rich countries like Oman, Qatar and Saudi 
Arabia, the value added share of mining and 
utilities is high, but they account for a very 
small proportion of employment. The value 
added share of mining actually increased in 
Saudi Arabia between 2000 and 2013, while it 
slightly declined in Oman and Qatar (figure 2.2). 

There has been greater diversification in 
employment shares in non-oil sectors, yet the 
change in value added of non-oil sectors was 
marginal during the same period. Essentially, 

diversification in oil-rich countries has largely 
tended towards construction, hotels and 
restaurants, financial services and other 
services. These sectors mainly involve low 
value added activities and are dependent 
upon imported low-skilled and cheap labour 
from Asia.17 The share of employment in 
other services in Oman and Saudi Arabia 
was much larger compared with the share of 
value added from this sector in 2010 and 2013, 
respectively. In Qatar, much of the employment 
share from other services has seemed to 
shift to construction. The employment share 
in construction and other services together 

Figure 2.2  In three oil-rich countries, higher value added sectors contribute few jobs
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accounted for 65 per cent of the total 
employment share in 2013, as against 
a 27 per cent share in value added. 

Labour productivity growth, measured by 
growth in output per worker,18 in the construction 
sector was negative and high in all three 
countries from 2001 to 2013. Labour productivity 
growth in other services was also negative over 
the same period for Oman and Saudi Arabia. 
Overall, average labour productivity growth 
remained as low as 0.3 in Saudi Arabia, and 
negative in Oman and Qatar between 2000 and 
2013. This pattern of sluggish average labour 

productivity growth across the oil-rich countries 
is a stark contrast to the pattern observed by 
emerging market economies elsewhere in the 
world during the 2000s. 

3.	 Structural changes in oil-poor countries

An examination of employment shares and 
value added shares in selected countries in the 
Arab region (figure 2.3) shows different trends 
for oil-poor and oil-rich countries. Egypt and 
Morocco, both oil-poor countries, show similar 
patterns of employment shares across sectors. 
Agriculture and other services account for the 

Figure 2.3  In three oil-poor countries, structural change has been marginal 
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majority share from 2000 and 2013. Their total 
employment share is higher than their total 
value added share. During the same period, 
the share of manufacturing employment and 
value added decreased in both countries. There 
was an increase in the share of employment in 
construction, trade and transport sectors over 
the same period. 

Jordan is historically a relatively more diversified 
economy, but it does not show any significant 
trend in terms of structural change from 2000 
and 2013. The construction sector saw a relatively 
high and increasing share of employment, much 
higher than its share in value added. The share 
of agricultural employment was low. Over 40 
per cent of employment was in other services 
from 2000 to 2013, which largely corresponded 
to its value added shares over the same years. 
Manufacturing employment and value added 
shares showed marginal increases during the 
same period. 

An important indicator for examining 
structural change is to track the pattern of 
change in labour productivity with the change 
in employment shares. Figure 2.4 displays 

employment and productivity shares across 
sectors, using time series information from 
1990 to 2013 for Egypt and 2002 to 2012 for 
Morocco. In Egypt, agriculture lost the largest 
share of employment, but the employment 
share declined in manufacturing as well. 
Labour moved into other sectors, such as 
trade and hotels, construction, transport and 
communications, mining and utilities, and other 
services. During the same period, productivity 
changes were negative in six out of the seven 
sectors, except for trade and hotels. A more 
disaggregated analysis would provide a clearer 
picture of negative productivity growth. More 
than three quarters of manufacturing value 
added output, for example, comes from low- 
and medium-to-low technology subsectors, 
such as food processing, basic metals and 
other primary products.19 Negative productivity 
growth in transport and communications as a 
whole could be due to a higher concentration 
of transport activities, which typically involve 
lower value added services than high-tech 
communications activities. 

Similarly, in Morocco, agriculture and 
manufacturing lost employment shares during 

Figure 2.4  Increasing employment in services was associated with declining productivity 
in Egypt and Morocco 
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2002 to 2012. Labour moved to construction, 
trade and hotels, transport and communication, 
and other services, but in all these sectors, 
productivity declined. Mining and utilities did 
not lose or gain in its employment share and 
was the only sector seeing a positive change in 
productivity. The negative productivity growth 
in trade and the hotels sector could be due to 
the fact that this sector in Morocco comprises 
a larger share of hotels, with relatively lower 
value added services than trade. 

Patterns of labour movement and productivity 
change in both countries, in short, fail 

to demonstrate any degree of structural 
transformation, despite the labour movement 
out of agriculture. The decline in the share 
of employment in manufacturing is rather 
worrisome, indicating a concentration of largely 
low and medium-to-low technology industries. 

Across the oil-poor countries, average labour 
productivity has remained almost stagnant 
(figure 2.5). Variations in labour productivity 
across the seven sectors in Morocco and 
Jordan do not clearly show any significant 
pattern, but in Egypt, a higher variation 
was led by the mining and utilities sector. 

Figure 2.5  Average labour productivity has remained almost stagnant
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Theoretically, the growth of labour productivity 
can happen in two ways.20 The first is due to 
productivity growth within a sector through 
capital accumulation, technological change or 
reduction of misallocation across plants. The 
second can be due to a move of labour from 
low-productivity to high-productivity sectors, 
which is referred to as a structural effect. 
Evidence from Jordan and Morocco during 
2001 to 2013 suggests that labour productivity 
growth was positive due to improvement 
within the sectors, while reallocation of labour 
across sectors or the structural component 
has a negative effect, which pulls down overall 
labour productivity growth.21 Similar results 
were noted for Egypt.22 

The pattern of structural change in oil-rich and 
oil-poor countries, where shifts in employment 
towards non-oil sectors are often associated 
with declining productivity growth, cannot 
support the transformation of economies. 
It appears that these countries are locked 
in a “low productivity trap” that negatively 
affects the creation of decent work and real 
wage growth. Existing industries, mainly in 
the services sector, generate a high demand 
for low-skilled workers, and therefore it is no 
surprise that unemployment in Arab countries 
is especially high among the most educated 
members of the workforce.23 

B.	Public investment choices have 
restrained structural transformation

In the Arab region, the lack of productivity-
enhancing structural change may be due to 
several issues, including the political economy, 
a segmented labour market, low absorptive 
capacity and an overvalued exchange rate.24 
Other issues comprise infrastructure bottlenecks 
and lack of adequate access to finance.

Fiscal policy can play a key role in supporting 
industrial and trade diversification, as shown 
in China and the Republic of Korea. Yet fiscal 

reforms in government spending in the Arab 
region, particularly in the oil-poor countries, 
have often relied on cutting expenditures for 
productive activities, rather than spending for 
populist consumption or military purposes. 
Even countries that invested in productive 
infrastructure, such as the oil-rich countries, 
failed to capitalize on this due to limited 
absorptive capacity, lack of advancement 
in education, or lack of proper coordination 
between fiscal, macroeconomic and industrial 
policies, which undercut the utility of these 
investments. The lack of diversification to 
productive sectors has been compounded by the 
fact that private investment and foreign direct 
investment didn’t “crowd in” further investment 
as was expected or as registered in other 
emerging countries in the 1990s and 2000s.

This section assesses fiscal policy in terms of 
public investment patterns in oil-rich and oil-
poor countries, and considers what went wrong 
in advancing structural change in the region.

1.	 Quantity versus quality of investment 

From 2000 to 2014, the public investment rate 
in Arab countries was similar, on average, to 
that in other developing countries, standing 
at about 7.5 per cent of GDP.25 However, this 
figure masks large disparities between oil-
rich and oil-poor countries, the latter being 
constrained by fiscal space and showing low 
levels of public investment (figure 2.6). While 
public investment was slowing down during 
the 2000s, private investment was picking up 
in several oil-poor countries due to favourable 
economic conditions and the spillover of high 
growth in oil-rich countries led by the increase 
in the price of oil. 

Since 2010, both public and private investment 
rates have been decreasing, leading to a 
decline in  total real investment rates in most 
Arab countries.  In the period 2000-2014, total 
investment rate in the Arab region was about 23 
per cent of GDP, only two percentage points less 
than the average rate of developing countries.26
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Despite that, the region suffers from the 
lowest productivity growth of all regions in 
the world,27 combined with lack of economic 
and trade diversification. Studies indicate that 
it is not the overall level of investment but its 
quality and efficiency, including careful choice 
of the optimal investment level and allocation 
across sectors that are essential for boosting 
economic growth.28 Fiscal policy choices have 
a critical role in this sense.

Choices can be further examined by 
looking at current and capital expenditure 
across oil-rich and oil-poor countries. On 
average, the share of capital expenditure 
for the oil-rich countries increased from 
12.5 per cent to 27 per cent during 2000 
and 2010, which can be attributed to the 
influence of increased oil revenues during 
the period. The share witnessed a decline 
in 2013 and 2015, however (figure 2.7). This 
pattern indicates that when oil revenues are 
under pressure, cutting capital expenditure 
is the easiest way to reduce spending. 
Furthermore, investments in the oil-rich 
countries were not targeted to developing 
productive non-oil sectors; most economic 
diversification was towards construction 

and hotels. These sectors relied mainly 
on foreign low-skilled labour, due to a 
scarcity of appropriately skilled labour in 
the oil-rich countries. Despite infrastructure 
creation, effects in terms of innovation and 
the creation of higher productivity non-oil 
sectors remained minimal.  

The capital expenditure share in the oil-poor 
countries has been relatively weak, particularly 
after reductionary public expenditure policies 
adopted by these countries since the 1990s. 
The share continued to fall during the 
2000s and 2010s, and stood at only around 
11 per cent on average in 2015 (figure 2.7). 
Public expenditure has weighed on the 
side of subsidies and consumption, public 
sector salaries, interest payments, military 
expenditure and so on. Low investment in 
infrastructure has hampered diversification 
to manufacturing activities although human 
capital improved to some extent through 
historic investment in education. This, however, 
was not sufficient to raise productivity, which 
requires advancing education levels and 
quality as well as research and innovation, and 
ensuring the ready absorption of skilled people 
into labour markets. 

Figure 2.6  Total investment in selected Arab countries (Gross fixed capital formation 
as a percentage of GDP, public and private)
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2.	 A poor record on crowding in private 
investment

One of the critical factors driving economic 
diversification is private investment. A 
conducive fiscal policy guiding public 
investment in the right direction helps to crowd 
in private investment, depending in part on the 
quality of institutions. While weak institutions 
tend to diminish the positive effects of public 
investment, better institutions tend to support 
significantly higher marginal productivity from 
public investment and the crowding-in effect 
of private investment. Countries with better 
institutions are more open to international trade 
and financial flows.29 

The experience of the Arab region is 
unfortunately poor in this regard. Historically, 
the ratio of private to public investment was 
close to two from 1974 to 2000, meaning that 
private investment was twice as large as public 
investment. The ratio remained well below 
the levels of the Organisation for Economic 
Co-operation and Development (OECD) 
economies (with ratios close to six) or of the 
rapidly growing East Asian economies (with 
ratios close to five).30

Foreign direct investment inflows to Arab 
countries, as a share of GDP, were considerably 
lower than average inflows to other 
developing countries in 2015, largely due  to 
the compounded effects of the global financial 
crisis and the Arab uprisings. Between 2011 
and 2015, average annual inflows of foreign 
direct investment, portfolio investments and 
other official flows amounted to $42.6 billion, 
compared with outflows of those of about 
$69.2 billion.31 

3.	 Expenditure on R&D is not significant 
enough to spur innovation

For the Arab region, expenditure on research 
and development, as a share of GDP, was only 
0.6 per cent in 2011, the lowest share among all 
developing regions (figure 2.8). The East Asia 
and Pacific region, which led industrial growth 
in the last decade, has witnessed research 
and investment that on average has been four 
times higher than that of the Arab region. 

Low investment fails to encourage the kinds 
of innovations usually associated with an 
increase in industrialization and economic 
growth. Research and innovation can make 

Figure 2.7  Capital expenditure has been relatively weak (Percentage of total expenditure)
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a significant contribution to growth. Cross-
country studies have shown that typically a 
1 per cent increase in R&D capital stock is 
associated with a rise in output of between 
0.05 per cent and 0.1 per cent.32 In contrast 
to the pattern that emerges from countries 
around the world, the Arab region has a poor 
record of association between growth in R&D 
expenditure and GDP growth.33  

C.	Moving towards structural 
transformation and unlocking greater 
productivity

Structural change, like economic growth itself, 
is not an automatic process.34 Policies need 
to actively support long-term growth and 
transformation. Fiscal policy in particular has 
re-emerged as a critical vehicle in the context 
of the 2030 Agenda and the SDGs, where 
ambitions are high and progress must be 
rapid. This paradigm shift is quite opposite to 
the policies of the 1990s, when the Washington 
Consensus dominated, and considered fiscal 
or expansionary public expenditure policies as 
being against growth and development.

In the overall design of public policy, the right 
orientation of fiscal policy can play a key role 
in investing in strategic and more modern 
sectors in which a country has a strong 
comparative advantage, and in infrastructure, 
knowledge assets and innovation towards 
improving human capital and economy-wide 
productivity.35 Higher public investment, if 
supported by coordinated macroeconomic 
and industrial policy, can crowd in private 
investment to unleash innovation, expand 
productive sectors and provide decent jobs. 

1.	 Investing in higher value added and labour-
intensive sectors

A major challenge is to identify new strategic 
industries based on a given country’s 
comparative advantages and resources, 
and how this might best evolve over 
time.36 Without conscious choices, market 
imperfections associated with investment, 
or tax subsidy incentives, in certain sectors 
can potentially lead to adverse situations 
in the long term in generating growth and 
employment.37 A disaggregated subsectoral 
analysis can help in identifying activities that 
add higher value and are labour intensive, 

Figure 2.8  The region has the world’s lowest share of expenditure on research 
and development (Percentage of GDP, 2011)
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for expansion through appropriate policy 
incentives. Sub-sectoral information over 
time on output, investment, employment and 
wages, in addition to taxes and subsidies on 
labour and capital, is therefore important for 
examining the relative advantages of particular 
sectors in a given country.  

Industries can be positioned at the right 
stage of global value chains so they can 
benefit from increases in international trade 
in intermediate and semi-finished products. 
Commodity-based industrialization can 
capitalize on natural resources, and a focus 
on upstream linkages can help to replace 
raw materials as exports with higher-value 
processed goods. Product space analysis 
in oil-rich and oil-poor countries provides 
interesting insights about competitive 
advantage. For instance, Egypt could reap 
higher benefits from moving away from a 
resource-based export basket into more 
complex and interconnected sectors such 
as chemicals and machinery.38 For Kuwait 
and other oil-rich countries, chemicals, 
petrochemicals, machinery and some 
products in the foodstuff sector could be 
the anchor for higher value added industrial 
diversification.39 Specific policies may be 
needed to promote promising industries 
across the region, like the agro-industry and 
rural non-farm activities. Much depends, 
however, on aligning appropriate industrial 
policies with fiscal interventions.

Many countries in the Arab region have 
adopted industrial policies in an effort 
to encourage private sector growth and 
structural transformation, but without 
achieving the desired results, as noted above.40 
Egypt’s approach to industrial policy post-
independence was primarily through State 
investment in heavy industry and the use of 
regulatory powers to direct private sector 
investment in favoured sectors. Furthermore, 
the 1990s onwards saw a greater role for 
private investment in structural transformation 
through the privatization of State-owned 

enterprises, simplification of customs 
procedures and business start-up regulations, 
as well as continued liberalization of the 
financial sector. In Morocco, industrial policy 
has alternated between selective targeting of 
benefits to certain sectors and broad-based 
targeting to all exporters through tariffs and 
licenses. The Syrian Arab Republic’s approach 
comprised building industrial cities and export 
promotion agencies. Jordan created a variety 
of programmes, such as tax incentives and 
development zones, to support industry. 

Arab countries are faced with few options today. 
Even under the most optimistic scenarios, a 
leap in low value added non-oil exports would 
not be sufficient to sustain the capital goods 
import requirements for a fast-growing industrial 
programme. Countries therefore need to follow 
a different path of productivity enhancement 
that can lead to cumulative growth and different 
patterns of specialization. Industrial policy can 
guide these changes.

2.	 Investing in infrastructure, research 
and innovation, and human assets

Exploiting industrial competitive advantages 
is neither possible, nor optimal, without 
high-quality infrastructure, knowledge 
and innovation, and a skilled labour force. 
Investing in infrastructure, including putting 
emphasis on renewable energy, water and 
transport, supports industrialization and 
structural transformation. Towards that end, 
Arab countries need to spend an estimated 
$110 billion to $150 billion a year in the coming 
five years on non-energy infrastructure alone.41 
In the energy sector, the International Energy 
Agency estimates that $105 billion will be 
needed from 2014 to 2020.42 The requirements 
are much more if losses in conflict-affected 
countries are taken into account.

Knowledge and innovation have spillover 
effects to the entire economy, and they can 
ensure that new strategic sectors can be 
explored. The Arab region lags when it comes 
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to research and development, however, 
investing half as much as Singapore does, and 
a quarter as much as Israel does. To overcome 
limited knowledge assets and research 
capacity, Arab countries need to consider a 
significant boost to R&D expenditure.

Any national development strategy should 
include a plan to boost innovation potential, in 
particular the capacity to patent innovations, 
company spending on R&D and university-
industry collaborations. One way in which 
research and development can be fostered is 
to create centres of excellence that coordinate 
research programmes to inform critical public 
policy choices.43 

Creating an optimally skilled workforce is central 
to structural transformation. By enhancing 
education and research opportunities, Arab 
countries can ensure high-quality human capital 
for sectors where they have latent competitive 
advantages, and high-tech industries and 
services. Education policy needs to focus on 
reducing domestic reliance on the rest of the 
world for technological expertise.  

Investing in technological advances is key 
to diversifying, and raising productivity and 
growth. The region needs to leverage the 
transfer of technology in global value chains, in 
cross-border concerns such as climate change, 
and in essential health services. 

Building fiscal space for investment spending 
is essential. Arab States spend, on average, 5 
per cent of GDP on military expenditure, twice 
the world’s average. Spending is significantly 
higher than on health and education. 
Expenditure switching, by reallocating a part 
of military expenditure, is not only key to 
strengthening fiscal space for infrastructure 
and human assets, but also central to 
transforming economies.44 Other areas of 
expenditure reforms include subsidies and 
establishing medium- and long-term rules in 
fiscal spending. Encouraging higher national 
savings and taxation reforms, discussed in 

chapter 4 in greater detail, can also generate 
room for public investment.

3.	 Fiscal policy in the context of overall 
national economic policy and the Arab 
Customs Union 

Successful structural transformation and 
inclusive development rely not just on public 
investment but also on fiscal policy coherence 
with monetary and exchange rate policies 
as well as industrial policies. Ensuring that 
national institutions are equipped for effective 
policy coordination is therefore key. Currently, 
a combined effect of oil revenue volatility and 
imperfect institutions, particularly in fiscal 
management, pose major hindrances. A recent 
study argued that well-strategized, forward-
looking institutions and better fiscal policy 
can offset some of the negative effects of oil 
revenue volatility, and help in sustaining the 
growth and diversification of economies.45 

The region has much to learn from the 
Republic of Korea, as its policies are in some 
respects similar to those in the Arab region, 
yet yielding much more success,46 for reasons 
that might include far-reaching public sector 
reforms that limited the extent to which 
leaders could abuse their power. Industrial 
policy was accompanied by infrastructure 
construction aimed at a more productive 
economy, along with support for human 
capital development. 

By contrast, Arab countries have not properly 
defined market failures and thus could not 
develop policies to correct them. In the 
Republic of Korea, for example, subsidies 
were tightly linked to more competitive export 
markets and used to ensure compliance with 
targets guiding steady progress. In the Arab 
region, Egypt has seen a high share of foreign 
direct investment into real estate, mainly from 
Gulf Cooperation Council (GCC) countries. 
But this has limited scope for technological 
spillovers, productivity enhancement or the 
generation of decent work.
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Regional integration policies that align 
incentives and business environments 
offer enormous growth potential for the 
Arab region. The establishment of the Arab 
Customs Union could provide ground for 
greater fiscal policy coordination among Arab 
States, fostering structural transformation.47 
Selection of an appropriate common external 
tariff that takes into account obligations 
and agreements among member countries, 
and World Trade Organization (WTO) rules 
and regulations, is a critical challenge to 
overcome (box 2.1). 

D.	Main findings
Despite relatively high public sector 
investments on average compared with the 
rest of the world, the Arab region has been far 
from experiencing any structural change in the 
last three decades. The stagnating shares of 
agriculture and manufacturing, an expanding 
services sector with a high concentration of 
low value added activities, and a still dominant 
oil sector are general features of the region. 
The oil, gas and mining sectors dominate 
in oil-rich-countries, compared with more 

Box 2.1  Fiscal policy coordination and the Arab Customs Union

In setting up the Arab Customs Union, Arab countries face several challenges related to the selection 
of an appropriate common external tariff, mechanisms for the collection and distribution of customs 
revenues, and measures to compensate for losses in the revenues of some member countries. The 
net effect of the union varies between countries, and is largely related to the choice of a common 
external tariff, the contribution of trade taxes to government revenues and the diversification of 
indirect tax instruments. A thorough analysis is needed to assess likely costs and identify appropriate 
compensation mechanisms.

The impact on public finances is largely related to the extent to which each country relies on customs 
revenues for total government revenue as well as on indirect taxes on imports. Countries are divided in 
two groups accordingly: those where commercial taxes account for a large proportion of total government 
revenue; and those where commercial taxes do not contribute significantly to total government revenue.

The high dependence on commercial taxes exposes countries to the possibility of declining revenues as 
a result of joining the union, depending on the common external tariff. Nevertheless, adopting a lower 
tariff can increase trade and customs revenues. Countries facing a negative impact on customs revenues 
could adopt alternative income-generating schemes. For example, Lebanon applies a value added tax on 
all purchases and a tax on corporations. Taxes imposed on international trade are not limited to tariffs, 
but also include a consumption tax on cars, tobacco, oil and gasoline, and alcoholic and non-alcoholic 
beverages, all of which account for 65 per cent of total taxes on international trade.

Negative effects in countries that marginally rely on commercial taxes are much lower. While non-tax 
sources constitute the largest proportion of government revenue in this group of countries, trade taxes 
remain an important source of revenue.

During the negotiations to create the union, two main issues will be the collection of customs duties and 
the distribution of such fees. If a common external tariff or changing trade patterns cause a decline in 
customs revenues, an important question will be whether customs revenue is considered a common 
property or property of each member country. If joint ownership is considered, customs revenue collection 
requires the establishment of a regional institution and a level of trust among member countries. 
 

Source: ESCWA, 2015b.
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diversified structures in oil-poor countries. 
Since the 1990s, the share of oil and gas output 
has fallen in both groups of countries, but 
manufacturing sector growth has not picked up 
the slack, while service sector output has risen 
in large part through informal activities. 

The oil-rich countries, particularly the GCC 
countries, have invested a relatively high 
share of their total expenditure into capital 
expenditure, such as in creating improved 
infrastructure. But that has not contributed to 
developing more productive non-oil modern 
sectors. So far, economic diversification has 
happened in terms of construction, hotels and 
restaurants, and other services, all low value 
added activities that flourished by importing 
cheap labour. This undermined growth 
of manufacturing and modern high-tech 
sectors, and hardly contributed to improving 
absorptive capacity and quality education, 
which are essential for greater productivity 
and innovation. 

The oil-poor countries suffer from severe 
infrastructure deficiencies, spurred by low 
levels of public spending and choices to 
favour subsidies and consumption, public 
sector salaries, interest payments, military 
expenditures and so on. In some countries, 

such as Egypt, Jordan and Morocco, aggregate 
productivity has been almost stagnant since 
1990. The association between changes in 
labour productivity and changes in labour share 
across sectors indicates a labour movement out 
of agriculture, but not structural transformation 
that leads to higher productivity growth. 
The end result is a large share of informal, 
non-agricultural employment that is low in 
productivity and wages.

Investment in quality education and human 
capital remain a major challenge. The Arab 
region has a poor record of association 
between research and development 
expenditure and GDP growth, compared with 
the rest of the world. While addressing these 
challenges requires the right fiscal policy 
choices, complimentary reforms must also 
be enacted in related areas such as industrial, 
trade and employment policy.

If the region aims for a new era of sustained 
and inclusive development, progress in 
economic diversification and productivity-
enhancing structural transformation is an 
imperative. It must be part of a new and 
virtuous cycle of growth, decent work and 
poverty reduction, an essential element of the 
vision of the 2030 Agenda.





Fiscal Policy Can Advance Inclusive 
Development

3.



Fiscal frameworks should consider setting fiscal rules to guide 
and sustain adequate social expenditure, taking into account 
global and regional risks.

Fiscal frameworks should consider setting fiscal rules to guide 
and sustain adequate social expenditure, taking into account 
global and regional risks.
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Fiscal Policy Can Advance Inclusive 
Development

Strategic public investments, guided by 
fiscal policy, can ignite economies so that 
they become diversified and productive, and 
aligned with the principles of inclusion and 
sustainability. Social expenditures are equally 
important, ideally aiming for the highest levels 
of human well-being and capital through high-
quality, universally available education, health 
care, housing and social protection. 

The links between human development and 
economic growth1 can move in virtuous 
or vicious cycles. Fiscal policy is key to 
determining what the direction will be. If it 
backs growth that is inclusive and equitable, 
more benefits reach poor households than 
non-poor ones, ensuring that the former 
can catch up to the latter.2 The role of fiscal 
policy here is more than just redistributive. 
It actively marshals public investment to 
support growth and structural transformation, 
provides fiscal space for countercyclical fiscal 
policies to protect the poor against shocks, and 
delivers public goods, primarily health care 
and education, to increase human capabilities 
and opportunities for well-being, permanently 
enhancing individual contributions to 
economies and societies.3 

Social expenditure falls in two broad areas. 
The first is social protection, which comprises 
social insurance, general subsidies and 
social assistance, including targeted support 
programmes. The second entails essential 
public services such as health care and 
education.4 The OECD constructs social 
expenditure by taking into account different 
dimensions of broad social policy, such 
as old age; survivors; incapacity-related 
benefits; health; family; active labour market 
policies, including employment-related 

trainings, services and direct job creation; 
unemployment; housing and other social 
policy areas.5 

Available time series data on each element 
of social expenditure in the Arab region are 
limited, however, and not consistent over time 
in most cases. More comprehensive data can 
be drawn from the IMF functional classification 
of Government Finance Statistics, which 
provides social expenditure data on health, 
education, housing and social protection. 
The analysis in this chapter relies heavily 
on the IMF data series, but also on national 
government finance statistics where relevant. 

The chapter examines patterns of public social 
expenditure in the Arab region. Section A 
provides an overview of trends for the last 
two decades, including on social expenditure, 
education and health. Section B looks at the 
link between public expenditure and inclusive 
growth, taking into account the redistributive 
impact of fiscal policy. Section C analyses the 
impact of public social expenditure on health 
and education achievements. Finally, section D 
presents the main findings for this chapter.

A.	Public expenditure is under pressure

1.	 Total public expenditure: declining and 
more unpredictable

Arab States have experienced repeated 
adjustments in public social expenditure 
since the 1980s, when public expenditure 
in the region peaked at approximately 
50 per cent of GDP. Reductionary public 
expenditure policies were introduced with 

3.
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the liberalization and privatization policies 
of the Washington Consensus in the 1990s.6 
As a result, from the 1990s until the mid-
2000s, public expenditure as a share of 
GDP witnessed a downward trend in most 
countries, both oil-poor and oil-rich. The 
share of public sector employment did not 
follow the same downward trend, however; 
it consumed a major part of government 
expenditure. In oil-rich countries and Egypt, 
public sector employment increased in the 
1990s,7 indicating that cost-cutting mainly 
affected capital expenditure, including to 
build productive capacities, as noted in the 
previous chapter.

Starting in 2005, the oil-rich countries 
increased public expenditure as a share of 
GDP, given rising oil prices. On average, 
the public expenditure ratio rose from 
28 per cent in 2005 to 50 per cent in 2014 
(figure 3.1). The upsurge from 2011 to 2012 
can be attributed to an increase in public 
salaries and benefits in reaction to the Arab 
uprisings.8 By 2014, plunging oil prices put 
stress on high government expenditure in 
oil-rich countries, however, and by 2015, they 
found it difficult to maintain these.

In oil-poor countries, policy uncertainties 
relating to public expenditure have been 
apparent since the mid-2000s. These countries 
have witnessed a slight increase in the ratio of 
public expenditure to GDP, on average, from 
27 per cent in 2005 to 30 per cent in 2014, but 
the share then dropped to 28 per cent in 2015 
(figure 3.1). The earlier increase was partly 
due to the rise in oil subsidies linked to rising 
oil prices during this period,9 and partly due 
to discretionary spending to halt the spread 
of the Arab uprisings, even though these 
economies were losing economic growth. 
As a consequence, fiscal deficits jumped 
significantly. In 2014 and 2015, most of these 
countries had to adopt fiscal adjustment 
programmes, particularly by cutting 
expenditure. The recent period underlines a 
tendency towards ad hoc policy responses that 
lack guidance by clear fiscal rules.  

2.	 Total social expenditure: inadequate 
and poorly targeted 

Average public social expenditure, as a share 
of GDP, has witnessed ups and downs from 
1990 to 2014 in both oil-rich and oil-poor 
countries. The average was around 12 per cent 

Figure 3.1  Public expenditure in Arab countries from 1990 to 2015
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for the oil-rich countries and around 11 per cent 
for the oil-poor countries in 2014, significantly 
below the average of OECD countries, at 21 
per cent.10 

In the oil-rich countries, the share of social 
expenditure was at almost the same level 
in 1990 and 2014. The slight increase in the 
average since 2005 could be attributed 
to larger fiscal space from growing oil 
revenues. In oil-poor countries, the trend grew 
significantly from the mid-2000s until 2014, 
mostly attributed to the increase in oil import 
bills since 2005 as energy subsidies constitute 
part of social assistance measures in some 
countries. Data on social assistance is rather 
scanty in the region but the strong association 
between higher fuel subsidies and an increase 
in the social protection component of social 
expenditure is apparent in Egypt and Tunisia.11 

A look at different components of social 
expenditure, particularly on education and 
health care, can be revealing (figure 3.2). In 
oil-rich countries, expenditure on education 
as a share of GDP has remained almost at the 
same level in 2013 (4.7 per cent) as that in 1990 

(4.9 per cent). There were several episodes 
of downward swings in the 1990s and 2000s, 
while a slight increase occurred from 2011 to 
2013. Average expenditure on health care, as a 
share of GDP, was stagnant from 1990 to 2008, 
after which it marginally increased from 2 
per cent in 2011 to 2.8 in 2013. 

In oil-poor countries, average spending on 
education, as a share of GDP, remained around 
5 per cent from 1990 to 2014. But a noticeable 
decline took place after 2008, to 3.3 per cent 
on average in 2014. Average health-care 
expenditure stagnated between 2000 and 2014 
at around 2 per cent. In OECD countries, health 
and education expenditure shares accounted 
for 6 per cent of GDP and 5.2 per cent of GDP, 
respectively, in 2013.12

The region has unusually high out-of-pocket 
expenditure on health care (figure 3.3). Out-of-
pocket spending on both health and education 
consumes up to 8 per cent of the disposable 
income of the poor and 11 per cent of that of 
the middle class.13 This may not be a surprise 
because the share of students enrolled in 
private educational institutions is noticeably 

Figure 3.2  Public social, health and education expenditure (Percentage of GDP)
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higher in several countries, such as Jordan 
at 34.5 per cent and Lebanon at 73.9 per cent 
in 2014,14 compared with the world average 
of 13.4 per cent. The neglect of public social 
expenditure on education and health does 
imply that financial burdens on poor and lower 
middle-income households may be high. 

Egypt is showing greater commitment to 
increased health and education expenditure, 
as mandated by its new Constitution. It aims 
to boost health expenditure from its 2015-2016 
level of 1.9 per cent of GDP to 3 per cent in 
2016-2017, and education expenditure from 
4 per cent of GDP in 2015-2016 to 6 per cent 
in 2016-2017.15 Whether this commitment is 
fulfilled has yet to be examined, awaiting 
recent data for 2016 and 2017. 

Other aspects of social expenditure are 
housing and social protection. The average 
expenditure on housing, as a share of GDP, 
for oil-rich countries was relatively stagnant 
at around 2 per cent from 1990 to 2014. 
During the same period, the share in oil-poor 
countries declined from 1.3 per cent to 0.6 
per cent. These trends are a concern given 
rapid urbanization in the region. In 2010, the 
Arab population was estimated at 357 million 
people, with 56 per cent living in cities. By 

2030, the population is expected to increase to 
487 million, with 63 per cent living in cities and 
their margins.16 

The Arab Multi-Dimensional Poverty Report 
shows that deprivation in living conditions 
is a major driver of poverty across countries, 
including child poverty.17 A stagnant share 
of expenditure on housing therefore poses a 
question on achieving the SDG commitment 
to sustainable urban development, given 
increasing concerns around urban poverty, and 
pressures on water, land and other resources.

Average expenditure on social protection, as 
a share of GDP, was noted to be fluctuating 
significantly, but it rose slightly from 2 per cent in 
2005 to 3 per cent in 2014 in the oil-rich countries. 
Oil-poor countries, however, saw a significant 
increase from 3 per cent in 2003 to 5 per cent 
in 2014, with large fluctuations amid social 
turbulence. Social protection programmes in 
general suffer from poor targeting, expenditure 
on subsidies that do not consistently benefit 
those most in need, and fragmented social 
assistance expenditures. About 70 per cent of 
people in the poorest quintiles of the population 
do not receive public transfers; around two-
thirds of people in the labour force are not 
covered by pension schemes.18 

Figure 3.3  Out-of-pocket expenditure is unusually high (1995-2014)
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Subsidies constitute a significant part of social 
expenditure, and while several countries are 
currently undergoing reforms in this area, the 
extent to which savings are utilized in social 
protection programmes remains to be seen. 
Making this investment is particularly critical 
given demographic dynamics, where social 
protection expenditures may need to increase 
in response to ageing populations, and the 
challenges magnified by crises in many parts 
of the region.

3.	 Subsidies often do not reach the poor

Historically, subsidies have been at the core 
of social protection systems in the Arab 
region. Precise estimates of subsidies are 

not easily available across countries, as they 
are often combined with transfers or other 
social benefit expenditures. Nevertheless, 
in several countries, such as Egypt, Jordan, 
Kuwait and Oman, figures show that over a 
quarter of government current expenditure 
went to subsidies in 2011, mostly to energy 
subsidies.19  As a share of GDP, food and 
fuel subsidies rose to 10 per cent in some 
countries, such as Egypt (figure 3.4). More 
than three quarters of this expenditure was on 
fuel. In Jordan, food and fuel subsidies were 
about 4 per cent of GDP in 2012; 76 per cent 
of subsidies went to fuel. Changes in oil 
prices, political pressure and reforms have all 
affected spending on subsidies after the Arab 
uprisings, however (box 3.1).

Figure 3.4  Government spending on subsidies as a share of GDP
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Box 3.1  Subsidy reforms follow increased expenditures 

Following the Arab uprisings in 2011, several countries increased subsidy expenditures. Jordan announced 
food subsidies, a freeze in fuel prices and a reverse in an earlier reform to adjust petrol prices. Morocco 
almost doubled its subsidies budget, which by the end of 2012 grew to almost the size of the overall fiscal 
deficit, as much as spending on investment, and more than spending on health and education combined. 

Decisions to increase subsidies coincided with rising oil prices. In the oil-poor countries, this was not 
matched by higher revenues, however, which then pushed many of these countries to initiate subsidy 
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There are different approaches to 
estimating the cost of energy subsidies. 
One is to calculate the direct effect of 
subsidies, emanating from a price charged 
to consumers that is less than the cost 
of supplying fuel.20  By this estimate, the 
cost of fuel subsidies as a share of GDP in 
several countries was substantial in 2013: 
over a tenth of GDP in Egypt and Libya, and 
around 5 per cent in many other countries, 
significantly above the global average of 2 
per cent. The cost of subsidies significantly 
declined between 2013 and 2015 in almost 
all countries, however, partly due to a drop 
in oil prices and some energy subsidy 
reforms. Nevertheless, energy subsidies 
remained above the global average in 
2015, and represented a large share of 
global energy subsidies, approximately 

27 per cent.21  Given this large sum, it is 
important to understand how benefits are 
distributed across income levels and to the 
poor, specifically. A recent survey indicated 
that the main beneficiaries of energy 
subsidies tend to be middle- and high-
income populations, since their consumption 
is significantly larger than that of the poor 
(table 3.1).22 

In Egypt, for instance, between 2003 
and 2009, the poorest 40 per cent of the 
population benefited from only 3 per cent 
of the subsidies for gasoline, 10 per cent for 
diesel and 33 per cent for liquefied petroleum 
gas. In Jordan, the distribution is slightly 
more equitable, but still not targeted. The 
poorest 40 per cent captured 20 per cent of 
the subsidies for gasoline, 14 per cent for 

cuts. Initial reforms of energy prices in Morocco in 2013 reduced subsidy costs by almost 50 per cent, to 
10 per cent of government spending. Total subsidies – including for food and fuel – peaked in 2012 at 6.5 
per cent of GDP before falling to 4.6 per cent in 2013. In 2012, Jordan decided to eliminate fuel subsidies 
and gradually lift electricity and water subsidies. Egypt and Tunisia, among others, also introduced several 
measures to cut subsidies into electricity and petroleum products during 2013-2015, as shown by the 
declining expenditure on subsidies as a share of GDP (figure 3.4).

Among the oil-rich countries, the 2014 drop in oil prices led to revenue declines and a search for savings. 
Fuel subsidies were cut from $190 billion in 2014 to an estimated $86 billion in 2016. The United Arab 
Emirates, for example, deregulated fuel prices, and increased tariffs for water and electricity. In Oman, the 
industrial price for natural gas doubled. 

Recent public expenditure reforms to contain high and increasing debt in several oil-poor countries have 
focused on fuel and electricity prices, while food subsidies have remained largely untouched. Determining 
how savings from reforming subsidies have been used – including for human capital investments and pro-
poor benefits – is difficult, however, for reasons including a lack of data. 

In 2012, bold subsidy reforms in Jordan were accompanied by the introduction of a cash transfer of $99 to 
about 70 per cent of the population as a measure to provide some relief for poor households. From 2012 to 
2016, around 11 per cent of spending overall was reprioritized away from subsidies; about 1 percentage 
point of this was channelled into social assistance and pensions.

In Egypt, only around a fifth of spending deprioritized from subsidies in 2013-2014 has made its way into 
social benefits by 2015-2016. Some of the decrease in subsidy spending resulted from a declining need due 
to the sharp fall in oil prices in 2014.  
 

Sources: IMF, 2016d; Hegarthy, 2017; El-Katiri and Fattouh, 2017.
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diesel and 40 per cent for kerosene. Electricity 
subsidies were more evenly distributed. In 
Mauritania, the richest 40 per cent of the 
population captured three fourths of subsidies 
for electricity while about three fourths of 
the population lacked access to electricity as 
of 2012. Subsidies that are poorly targeted 
and costly do not fulfil the purpose of social 
policy with regard to reaching the poor and 
vulnerable, and fall short of the 2030 Agenda 
principle of leaving no one behind.

B.	Public social expenditure 
and inclusive growth
1.	 Association between social expenditure 

growth and economic growth

Inclusive growth has been defined in varying 
ways. The IMF suggests that it generally 
refers to “broad sharing” of the benefits of 
and opportunities for economic growth.23 
While this definition sounds neutral, it goes 

Table 3.1  Direct benefits from energy subsidies accrue more to wealthier groups 
(Percentage distribution across income quintiles, 2003-2009)

Lowest quintile Second quintile Third quintile Fourth quintile Top quintile

Gasoline

Egypt 1% 2% 4% 7% 86%

Jordan 8% 12% 13% 17% 50%

Lebanon 5% 11% 20% 26% 38%

Diesel

Egypt 1% 9% 5% 14% 71%

Jordan 4% 10% 16% 24% 46%

Mauritania 1% 2% 6% 14% 77%

Morocco 7% 11% 16% 24% 42%

Yemen 2% 8% 9% 25% 56%

Liquefied Petroleum Gas

Egypt 15% 18% 20% 22% 25%

Jordan 18% 19% 20% 20% 23%

Morocco 13% 16% 19% 22% 30%

Yemen 12% 16% 20% 23% 29%

Kerosene

Jordan 19% 21% 22% 23% 15%

Yemen 27% 22% 18% 19% 14%

Electricity

Jordan 17% 18% 19% 20% 26%

Lebanon 10% 15% 19% 23% 33%

Mauritania 2% 8% 12% 25% 53%

Source: Sdralevich and others, 2014.
Note: Based on household surveys conducted between 2003 and 2009.
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against the idea of pro-poor or equitable 
growth, whereby growth reaches and 
benefits poor households to a greater extent 
than non-poor ones.24 From this perspective, 
social expenditure policy can be inferred as 
pro-poor when for each 1 per cent of GDP 
growth, a higher than 1 per cent growth in 
public social spending occurs. 

Correlations between economic growth 
and public social expenditure growth in 
the 1990s are shown in figure 3.5A. The 
early 1990s were marked by liberalization 
and privatization as many Arab countries 
focused on improving their macroeconomic 
balances and growth rates, while trying 

to consolidate government expenditure. 
During this period, high GDP growth was 
associated with relatively slow growth 
in public social expenditure. For some 
countries, total government expenditure 
decreased towards the end of the 1990s,25 
including a negative growth in public 
social expenditure. On average, a fitted 
line shows an unconvincing trend between 
growth in social expenditure and growth in 
GDP across countries. But for the majority, 
public social expenditure growth was lower 
than economic growth. Only in Saudi Arabia 
was the rate of growth of public social 
spending significantly higher than that of 
economic growth. 

Figure 3.5  A mixed picture of public social expenditure and GDP growth over time
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From 2000 to 2008, public social expenditure 
growth showed a strong correlation with 
GDP growth for most countries (figure 3.5B). 
During this period, GDP growth increased 
and remained moderate for most countries, 
varying between 4 per cent to 7 per cent. 
Growth of public social expenditure was higher 
than economic growth, with the exception of 
Lebanon, Oman and Yemen. While Lebanon and 
Oman showed positive growth in public social 
spending, growth was negative for Yemen. 

Most recently, from 2008 to 2015, the 
association between the two growth rates 
has shown an inconclusive relationship 
across countries (figure 3.5C). Growth of 
public expenditure remained higher than 
economic growth for five countries, while 
for the remaining five countries, the reverse 
was the case. In Kuwait, Saudi Arabia and 
Yemen, the growth rate of social expenditure 
remained much higher than economic 
growth rates. Economic growth rates for all 

Box 3.2  Public expenditure tends to follow economic cycles

An analysis of real output and real expenditure in Arab countries demonstrates procyclical expenditure 
and the lack of adherence to fiscal rules. There is a significant correlation between cyclical components of 
real output and real expenditure in 7 out of 10 countries, implying that public expenditure tends to associate 
with the cyclical trends of output.a The lack of countercyclical fiscal policy is mainly attributed to the 
rentier nature of Arab economies.b 

The association between real output and real social expenditure is also positive for most of the countries in 
the study, yet the correlation is not as strong as between real output and real total expenditure. This finding 
reflects changing patterns between public social spending and economic growth in the last 25 years. In the 
1990s and 2000s, public expenditure and economic growth tended to associate with a procyclical pattern, 
but following 2008, the pattern of expenditure became less procyclical. Yet increased social spending has 
contributed little to growth and human development, because the increase in spending was directed more 
towards salaries and subsidies, while health care, education and infrastructure remained neglected.

Figure 3.6  Correlations between cyclical components of real GDP, real expenditure and real social 
expenditure, 1990-2014
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countries were lower than in the previous 
period, especially in oil-poor countries 
following the Arab uprisings.

In sum, the association between growth 
in public social expenditure and economic 
growth across Arab countries is inconclusive 
for the last two and a half decades. What 
is evident over the years is a tendency 
towards procyclical fiscal behaviour and a 
lack of adherence to fiscal rules, including 
through increased social expenditure through 
subsidies and salaries to counter social 
discontent (box 3.2).  

A positive and direct impact of social 
expenditure on growth is evident in impact 
multiplier analysis. For instance, in Egypt, 
the impact of various types of public 
expenditure shocks on output suggests 
that the social expenditure multiplier is 
higher than that of current expenditure, but 
lower than that of the capital expenditure 
multiplier.26 If much of social expenditure 
was channelled to health care and education, 
the peak multiplier of social expenditure 
would be higher because part of health-care 
and education expenditure goes to building 
infrastructure (capital expenditure).

2.	 Impact of fiscal policy on poverty 
and inequality

Fiscal policy can play a powerful role in 
correcting social imbalances and reducing 
poverty, including through taxation, public 
transfers, and direct and indirect subsidies. 
Recent successes and challenges in reducing 
poverty and inequality through various 
redistributive fiscal policy measures are well 
documented in Latin American countries, 
including Argentina, Bolivia, Brazil, Mexico, 
Peru and Uruguay,27 with some useful 
lessons for designing appropriate measures 
in Arab countries. For instance, while direct 
taxes are progressive, the redistributive 
impact is small; indirect taxes can offset the 
poverty-reducing impact of cash transfers, as 

seen in Bolivia and Brazil. In-kind transfers, 
particularly expenditure on health care 
and education, tend to be more income 
equalizing, and can have a higher impact 
than even cash transfers. 

The following two case studies from the Arab 
region analyse the impact of taxation and 
expenditure policies on poverty and inequality. 
Given data limits, a comprehensive analysis 
of taxation and expenditure was possible for 
Jordan by applying the method adopted for 
Latin American country studies.28 For Lebanon, 
Assouad (2015) was used to examine the 
distribution of tax rates on the top 1 per cent of 
the population.

(a)	 Jordan: Transfers are remarkably progressive; 
direct taxes and social security less so

Direct transfers to households, excluding 
pensions, have a significant impact on 
poverty reduction, as noted by the difference 
in poverty rates by net market income, 
derived by subtracting direct taxes and social 
security contributions from market income, 
and disposable income, which comprises net 
market income plus direct transfers.29 Poverty 
rates were reduced by about 47 per cent in 
2006, 44 per cent in 2008 and 46 per cent in 
2010 due to transfers (figure 3.7).30 

Similarly, the inequality impact can be 
measured by the difference in the Gini for 
market income and the Gini for income 
after taxes and transfers. In Jordan, direct 
taxes and social security contributions have 
a negligible effect in equalizing income 
distribution, as there is a negligible difference 
between the Ginis of market income and net 
market income at all the three time points 
(figure 3.8). In contrast, the incidence of 
transfers shows a remarkably progressive 
pattern. If transfers (excluding pensions) are 
added to net market income, the net effect on 
disposable income reduces inequality by 10 
per cent in 2006, 11.4 per cent in 2008 and 10.7 
per cent in 2010.31 
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Transfers have proved important to reducing 
poverty and inequality in Jordan, even more 

so when pensions are considered. Evidence 
suggests that social assistance programmes 

Figure 3.7  The redistributive impact of 
fiscal policy on poverty in Jordan 
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Figure 3.8  The redistributive impact of 
fiscal policy on inequality in Jordan 
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Figure 3.9  Incidence of direct and indirect taxes across market income deciles in Jordan
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are relatively better targeted there; 43 
per cent of people in the poorest quintile 
benefit against 6 per cent of people in the 
richest quintile. The benefit incidence among 
the poorest quintile is in fact larger than for 
any other Arab country and even the world 
average of 33 per cent.32 In contrast, indirect 
transfers such as subsidies on fuel and food 
are not so well targeted to the poor. 

Figure 3.9 shows the incidence of direct and 
indirect taxes across deciles with respect to 
market income in Jordan. Direct taxes show 
mild progressivity in all years, especially in 
2006, reflecting the exemption of low-income 
workers and the negative income tax.33 In effect, 
the higher deciles contribute more to taxes. In 
the highest decile, however, there is a reverse 
trend showing that the richest tend to pay 
less tax than those within the middle-income 
deciles. Indirect taxes are more regressive. The 
lower 40 per cent of the population contributes 
to a larger share of indirect taxes compared 
with higher decile groups. There has been little 
improvement in direct tax contributions since 
the 1990s; by contrast, major increases in tax 
revenue have come from indirect taxes on 
goods and services.

(b)	 Lebanon: A regressive tax system rewards 
the wealthiest

Income inequality in Lebanon is very high. 
From 2005 to 2012, the richest 1 per cent of 
individuals owned at least 12 per cent to 20 
per cent of total personal income. An average 
of 3 per cent of total personal income accrued 
to the top 0.01 per cent alone. Between 45 
to 70 per cent of total personal wealth is 
concentrated between the top 10 per cent and 
1 per cent of the Lebanese adult population.34 
Not surprisingly, wealth inequality in Lebanon 
is considerably higher than in China and 
France, and slightly higher than in Russia and 
the United States. 

Income inequality after taxation is almost as 
high as before taxation, raising questions about 
the effectiveness of the tax system in terms of 
redistribution.35 This situation can be attributed 
to the design of income tax, significant amounts 
of deductions and exonerations, and regressive 
average effective tax rates. The share of income 
considered non-taxable increases with income. 
That is, within the top 1 per cent to 0.5 per cent 
income group, less than 20 per cent of income 
is treated as taxable, and within the 0.01 

Figure 3.10  Effective average income tax rates in Lebanon 
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per cent group, only 7 per cent of income is 
considered taxable. 

Figure 3.10 shows that the tax burden on the 
top 0.01 per cent of income group is much less 
than that of the lower income groups within 
the top 1 per cent income bracket. The pattern 
is similar for wage income and profit income in 
both 2005 and 2012. As a whole, the personal 
tax system in Lebanon is regressive, and 
the regressive nature of indirect taxes is far 
from being compensated for by a significant 
progressive tendency in direct taxes.36 

While indirect taxation is regressive in 
nature, it constitutes the major source of tax 
revenue for most middle-income countries 
in the region. Over time, the share of indirect 
tax has increased.37 Recent tax reforms in 
the GCC and several other countries have 
put greater emphasis on value added taxes, 
a form of indirect taxation. A simulation 
exercise of the net impact of fiscal reforms 
suggests that for the GCC countries, a 5 
per cent value added tax rate could generate 
fiscal revenue of 2 per cent of GDP. Yet if 
government revenue generated from the tax 
is used only to reduce fiscal deficit, growth 
and job creation will decline. If it is allocated 
to public expenditure, it will contribute to 
employment and job creation.38 

C.	Constrained investment hinders health 
and education

Increases in human development in the 
Arab region, after taking off in the 1970s 
and 1980s, have slowed markedly since the 
1990s. Improvements in earlier decades 
were, like elsewhere, coming from a low 
base, and were boosted by high expenditures 
on social sectors characterized by the rise of 
the State and the first oil boom. Progress has 
become more constrained recently, partly 
because incremental advancement is harder, 
but also in large part because the budget 

share going to health care and education has 
remained almost stagnant or declined. This 
section uses dynamic panel data modelling 
to shed light on links between public 
expenditure and achievements in education 
and health.39

1.	 Education: public expenditure 
and outcomes 

The attained mean years of schooling 
achieved by the current generation (25 years 
or older) serves as an important indicator 
of the quality of human capital and human 
development. According to the most recent 
data, in 2015, the average number of years 
of schooling in Arab countries was 7.3 years 
compared with the global average of 8.4 years 
(figure 3.11). This was much below the average 
of the European countries, at 12 years. The 
gap in mean years of schooling between the 
Arab region and the global average fell from 
above 30 per cent in 1990 to 20 per cent by 
2014, yet the rate of change has been slow, 
as affirmed by other indicators. For instance, 
the proportion of the population that has 
achieved at least a secondary education is 
only about 38 per cent, whereas the global 
average is about 58 per cent.40 Arab countries 
have made some progress towards gender 
parity, but the gap between male and female 
mean years of schooling is still wider than the 
global average.

In addition to shortfalls in the quantity 
of education, the quality of education 
is a serious concern. Quality is hard to 
monitor, but one indicator is performance 
in international assessments. Results 
confirm that Arab countries fall far below 
international averages. According to the 
Trends in International Mathematics and 
Science Study (TIMSS) 2011, none of the 
14 participating Arab countries reached the 
international achievement level of 500.41 
Results of the Programme for International 
Student Assessment (PISA) revealed that 
performance in participating Arab countries, 
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namely Jordan, Qatar and Tunisia, was 
generally poor. These indicators are not 
available continuously over time, however, 
meaning they cannot be included in the 
estimated model for linking fiscal expenditure 
with education achievements. The estimation 
is based on mean years of schooling, with 
a higher mean partly explaining the quality 
of education as more years of schooling 
indicates the higher retention of students. 

The results of applying the dynamic panel 
model to assess links between education 
expenditure and education outcomes indicate 
several important findings.42 First, the lagged 
mean years of schooling shows a positive and 
significant impact on current mean years of 
schooling, thus confirming the link between 
education achievements in societies in the 
report’s sample of Arab countries. Second, 
the pattern of association between public 
expenditure and increased mean years of 
schooling suggests that the positive influence 
of public expenditure is not direct and instead 
develops over time. The impact of public 
education spending is found to be greater in 
resource-poor countries than in resource-rich 
countries. This underlines the critical role of 
the State in extending education facilities 
in resource-poor countries where people 

may not be able to afford the rising costs of 
education. This might be less of a challenge in 
resource-rich countries, given their high per 
capita income. 

Third, there is a strong positive association 
between mean years of schooling and level 
of per capita income. Education in the region 
has been largely privatized, leading to high 
inequalities in education opportunities for 
rich and poor students across a number of 
countries.43 From a human development 
perspective, public expenditure on education 
thus has the biggest need and potential 
for improvement. 

Fourth, government effectiveness, a proxy 
measure to capture the efficiency of public 
expenditure,44 shows a positive and significant 
impact on mean years of schooling. This 
highlights the crucial role of an effective and 
appropriate allocation of resources to the 
proposed targets. Finally, total public social 
spending does not show any significant impact 
on improving mean years of schooling in any 
of the models. As noted before, much of the 
increase in public social spending since 2010 
has been discretionary, and mainly directed 
into subsidies and public sector salaries. 
Instead, public expenditure on education alone 

Figure 3.11  Education achievements have lagged behind
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is important for improving mean years of 
schooling, and is more important in countries 
with a larger share of poor people than in 
richer countries.

A simulation of increased public expenditure 
on education by 0.5 per cent and 1 per cent of 
GDP provides significant results (figure 3.12). 
An increase of 0.5 per cent could raise the 
mean years of schooling of the Arab region 
to the world’s average by 2026. A 1 per cent 
increase could achieve the same result in 
six years, by 2020, considering that it starts 
from 2015; by 2030, the mean would nearly 
converge with the OECD average. 

2.	 Health: public expenditure and outcomes 

The Arab region does not appear to have 
below-average achievements on the health 
indicator of life expectancy. Average life 
expectancy is 70.6 years, while the global 
average stands at 71.5 years (figure 3.13). The 
gender gap in life expectancy has increased 
since the 1960s, with corresponding averages 
for males and females at 68.7 and 72.5 
years, respectively. It would be difficult to 
improve life expectancy as a general register 
of progress on health, however. There are 
diminishing marginal returns inherent in a life 

expectancy indicator since there will be slower 
overall progress in the increase in the number 
of years at the upper end of the age scale.45

Other indicators of health show less progress. 
Child mortality and infant mortality rates 
improved significantly between 1990 and 
2013. By 2011, five Arab countries joined the 
group of “low-mortality countries” after having 
achieved an under-five mortality rate ranging 
between 10 and 20 deaths per 1,000 live births. 
Nevertheless, achievements in child and infant 
mortality still fall short of the Millennium 
Development Goal targets. Progress across 
the subregions has been slow and uneven, 
particularly in the least developed countries.46 
Persistent health inequities are prevalent, with 
adverse health outcomes higher among the 
poorest income quintiles. Several countries 
are facing increasing infant, child and overall 
mortality rates due to armed conflict.

Stunting, another measure of health, results 
from long-term nutritional deprivation, and 
may lead to delayed mental development and 
reduced intellectual capacity, with implications 
for well-being and productivity across the life 
span. In the region, Yemen has the highest 
rates of stunting, followed by Djibouti, 
Somalia, Mauritania and the Comoros (figure 

Figure 3.12  Increasing education expenditure could close the gap in schooling

13.0

12.0

11.0

10.0

9.0

8.0

7.0

6.0
2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026

OECD average1% increase 0.5% increase World average

Me
an 

yea
rs o

f sc
hoo

ling

Source: Sarangi and Bonin, 2017.



54

3.14). Unlike in the other countries, stunting in 
Egypt is more common among girls than boys.

Dynamic panel model results for links between 
health expenditure and health outcomes 
show important findings.47 First, lagged life 
expectancy and mortality rates, which imply 
accumulated human capital, show a positive 

and highly significant impact on achievements 
in health outcomes in all models. Second, 
public spending on health, as a share of GDP, 
does not seem to be a significant factor in 
increasing life expectancy. Instead, private 
health expenditure, which is significantly 
high in the Arab region, has a positive and 
significant impact on life expectancy. 

Figure 3.13  Life expectancy is close to the global average
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Figure 3.14  Stunting remains high in some countries, and is slightly more common among 
boys (Percentage of children under five)
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Third, government effectiveness has a 
stronger impact on life expectancy than 
private health expenditure. Governments 
can be more efficient and productive when 
it comes to the implementation of universal 
health programmes. Fourth, per capita income 
positively correlates with health outcomes 
in the sample of resource-poor countries. 
Nevertheless, increasing per capita income has 
diminishing returns to achievements in health, 
which is expected. 

The findings reinforce the need for public 
policy action to increase health expenditure 
in order to provide quality public health 
services. This is especially important for poor 
and middle-income households, given the 
high reliance on out-of-pocket expenditure 
for health services, at a time of rising poverty, 
high stunting among children and slowing 
human development.

D.	Main findings

This chapter suggests several key findings. 
First, there has been a trend of downsizing of 
government, measured by public expenditure 
as a share of GDP, since liberalization and 
privatization policies were adopted in the 1990s. 
Since 2008, multiple events have increased 
uncertainties in public expenditure as well as 
the amount of social expenditure, leading to 
major swings in social expenditure trends. 
Uncertainties are likely to persist given crises 
in several parts of the region, low oil prices, 
debt challenges and the slowdown in global 
growth. Fiscal frameworks need to consider 
setting medium- and long-term fiscal rules to 
guide and sustain adequate and appropriate 
social expenditure, taking into account expected 
global and regional risks, and the need to 
accelerate progress on the SDGs. 

Second, public expenditure on education 
and health, as a share of GDP, across the 
region remains largely neglected. In oil-poor 

countries, the share spent on education has 
declined since 2008. In oil-rich countries, 
starting in 2005, higher revenues from 
increasing oil prices influenced a slight 
increase in average social spending, including 
in education and health. This pattern might 
have changed after the plunge in oil prices, 
but supporting data could not be found for the 
latest years. 

Adequate investment in both health and 
education is essential to achieving higher 
levels of human development, fostering 
innovation and building knowledge assets 
that encourage structural transformation, 
which in turn supports steady advances 
in human development. The costs are not 
impossible to imagine. Arab countries could 
catch up with the world average of mean 
years of schooling in six years by increasing 
public education spending by 1 per cent of 
GDP. A 1 percentage point increase seems 
affordable, considering the huge potential 
savings that can be generated by switching 
expenditure from fuel subsidies.  

Stagnating and declining trends on housing 
expenditure, as a share of GDP, are a concern 
given rapid urbanization and its potential 
consequences for sustainable development, 
including links to urban poverty and pressure 
on water, land and other resources. For oil-rich 
countries, average expenditure on housing, as 
a share of GDP, has been relatively stagnant 
at around 2 per cent from 1990 to 2014. 
During the same period, the share in oil-poor 
countries declined from 1.3 per cent to 0.6 
per cent. Since deprivation in living conditions 
contributes significantly to poverty, promoting 
sustainable urban development and poverty 
reduction requires investments in better 
housing and quality infrastructure for better 
public provisioning of services, including 
access to water and sanitation. 

Although average expenditure on social 
protection, as a share of GDP, has slightly 
increased from 2 per cent to 3 per cent in 
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oil-rich countries, and from 3 per cent to 5 
per cent in oil-poor countries between 2005 
and 2014, social protection programmes in 
the region still suffer from poor targeting, 
expenditure on fuel subsidies and fragmented 
social assistance expenditures. Increased 
spending in the oil-poor countries during 
the period was due to rising fuel subsidy 
bills as part of social assistance, although a 
small share of benefits accrues to the poor. 
Improving the coverage and targeting of 
social protection is especially important 
given the high unemployment rate, expected 
increase in expenditure through population 
ageing, and the challenges magnified by 
crises in many parts of the region.

Third, redistributive fiscal policy can help 
to reduce inequality and poverty, and 
increase social welfare, as shown through 
public transfers in Jordan. Subsidies on 
fuel, however, do not have similar impacts. 
The majority of the benefits are accruing 
to high-income groups while they share 
a lower tax burden than the middle class. 
The poor and middle class face additional 
burdens from the high reliance on out-of-
pocket expenditure for health services. Both 

findings call for urgent rethinking of fiscal 
policy. Reforms to smooth discretionary 
public expenditure patterns and better target 
social spending are essential to ensuring that 
people and countries can thrive through a 
virtuous cycle of inclusive and stable growth 
and human development. 

Finally, the lack of time series data on 
disaggregated government expenditure in Arab 
countries is a major challenge, preventing an 
accurate estimate of social spending in many 
instances. This limitation restricted the report 
to examining only expenditure on health, 
education, housing and social protection, 
for selected countries. Consideration of fuel 
subsidies in social expenditure, particularly 
in the social protection component in certain 
countries, distorts data on actual social spending, 
given that not all fuel subsidies are targeted to 
households. Data on pensions, social security 
measures and other forms of assistance driven 
by social policies are absent in this estimation. 
A crucial step would be for governments 
to take account of social expenditure more 
systematically, including in monitoring how 
effectively it reaches the poorest and most 
vulnerable population groups.



Fiscal Policy Can Shape the Right 
Spending and Revenue Choices

4.



Arab countries are below their potential for raising taxes, 
while the predominance of indirect over direct taxes points 
to the regressive nature of taxation in the region.

Arab countries are below their potential for raising taxes, 
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to the regressive nature of taxation in the region.
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Fiscal Policy Can Shape the Right Spending 
and Revenue Choices

An increasingly urgent need to invest 
in structural transformation and human 
development in Arab countries, including 
in line with the 2030 Agenda and the SDGs, 
coincides with growing pressure from fiscal 
space and sustainability challenges.1 Public 
debt has risen sharply in countries around the 
world since the 2008 economic recession,2 but 
the impact varies depending on fiscal space 
and degree of development. In some Arab 
countries, oil-poor nations in particular, the 
build-up is alarming, propelled by multiple 
socioeconomic and political shocks since 2011, 
including the Syrian crisis. Oil-rich countries 
used to generate surpluses in their current 
accounts due to oil export revenues, but 
have suffered big declines since the drop in 
oil prices in 2014. Room to finance planned 
expenditures that were already high in the oil-
boom period is now shrinking. 

Beyond the total volume of debt, its composition 
is becoming a major concern for some countries. 
A high share of external debt, particularly 
dollar-denominated debt, makes debt servicing 
more expensive. A relatively strong dollar 
puts pressure on borrowers to service foreign 
currency obligations, including at the expense of 
essential development priorities.3 

One response to pressure on fiscal space has 
been to cut expenditures. But this poses risks 
in terms of development objectives, such 
as the generation of adequate employment, 
the provision of essential services and the 
expansion of human capital. It may amplify 
development deficits4 and impose new 
obstacles to structural transformation and 
reaching the SDGs. Another response could 
be to bolster revenues through fair and 
progressive taxation across a broader tax base. 

This chapter considers these issues, urging 
a comprehensive vantage point that aims at 
balancing macroeconomic stability and debt 
repayment priorities with imperative investments 
in inclusive human development. Section A 
looks at gross public debt and external debt, 
and section B at fiscal balance ratios. Section 
C considers the fiscal policy response to public 
debt through fiscal reaction function analysis and 
debt-stabilizing primary balance analysis. Section 
D presents IMF projections on the fiscal response 
to public debt. Section E discusses harnessing 
new revenues through fair taxation, underscoring 
the importance of going beyond expenditure cuts 
alone. Section F provides summary findings. 

A.	Rising public debt poses concerns 

There are sharp contrasts across Arab countries 
in terms of revenue mobilization. For oil-rich 
countries, the major source is oil and gas. 
They have larger fiscal buffers for meeting 
development needs, but their revenues are 
susceptible to oil-price fluctuations. The oil-poor 
middle-income countries rely on a mixture of 
sources of revenue, but mainly taxation. For a 
variety of reasons, the ratio of taxes to GDP is 
low in most of these countries, however, even 
as they confront severe constraints in financing 
essential development needs. Low-income 
countries have high levels of poverty and 
significant development challenges as well as 
severely constrained fiscal space due to low and 
volatile revenues bases.

1.	 Gross public debt 

Since the global economic downturn in 2008, 
public debt has risen in major economies 

4.
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around the world.5 The high-income group 
of countries had the highest debt-to-GDP 
ratio at 60 per cent in 2016 (figure 4.1), but 
this may not necessarily be a concern given 
their high level of per capita income and the 
composition of the debt, which is mainly 
raised from domestic markets. This level of 
comfort doesn’t exist for middle-income and 
low-income countries, however, where the 
average debt-to-GDP ratio reached 50 per cent 
in 2016 and is expected to continue rising. In 
the Arab region, the average ratio increased 
from nearly 33 per cent in 2008 to 46 per cent 
in 2016. The high GDP of oil-rich countries and 
their corresponding low debt ratio pulls the 
regional average down, however. In reality, 
oil-poor countries have much higher debt 
burdens than the average for middle-income 
countries globally. 

The debt-to-GDP ratio is rising sharply 
for oil-poor middle-income countries in 
particular, climbing to 93 per cent in 2016 
from an average of about 66 per cent in 2008. 
This marks a sharp reversal from downward 
trends in the decade and a half prior to 2008, 
and the ratio is noticeably high compared 

with the level of development (figure 4.2). 
As a comparison, debt to GDP for the United 
Kingdom in 2016 was around 90 per cent, with 
a per capita income of above $40,000. In Egypt, 
it was 97 per cent, with a per capita income 
of less than one tenth of that of the United 
Kingdom. Lebanon stands out for having the 
highest debt-to-GDP ratio in the region, at 143 
per cent, not far from debt-strapped Greece at 
181 per cent. Net interest payments doubled 
from about 3 per cent of GDP in 2008 to 6 
per cent in 2016 for the oil-poor middle-income 
countries (figure 4.3). 

The low-income countries reported 
significantly high government gross debt to 
GDP in 2016, at 70 per cent on average, as 
against the global average of 50 per cent for 
all low-income countries (figure 4.1). This 
average is historically high and rising, with 
a slight drop after 2012 due to the external 
debt relief granted to the Comoros under the 
Heavily Indebted Poor Countries Initiative. 
Particularly during 2015 to 2016, the ratio 
surged in most of these countries except the 
Sudan, where access to external financing 
was restricted due to unresolved arrears 

Figure 4.1  Oil-poor Arab countries have comparatively large debt burdens
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with creditors and sanctions imposed by the 
United States since 1997. 

The oil-rich countries used to have low debt 
on average. But they too reported a significant 
jump recently, from nearly 10 per cent of GDP 

in 2014 to 21 per cent in 2016,6 due to lower 
oil prices. All oil-rich countries have reported 
increasing debt during 2015 to 2016, and 
most have started adopting fiscal adjustment 
measures, mainly by cutting expenditure and 
introducing value added taxes. Medium-term 

Figure 4.2  In 2016, debt was noticeably high given the level of development in many 
Arab countries
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Figure 4.3  As debt has risen, net interest payments have doubled for oil-poor middle-
income countries 
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projections of general government gross debt 
are moderate and declining for several oil-
rich countries, except for Saudi Arabia.7 They 
are well below any debt threshold viewed 
as high risk, since most of these countries 
have invested significant amounts of their oil 
revenues in sovereign wealth funds.8

2.	 External debt 

External borrowing and associated debt 
servicing issues pose further challenges for 
most oil-poor Arab countries. For oil-poor 
middle-income countries, the weighted 
average of total external debt9 to GDP 
slightly increased from about 28 per cent in 
2011 to 31 per cent in 2015. The increase is 
mainly led by long-term public and publicly 
guaranteed external debt,10 which as a share 
of GDP rose from 21 per cent to 22 per cent, 
on average, during the same period (figures 
4.4 and 4.5). About 72 per cent of total 
external debt in the oil-poor middle-income 
countries11 is public and publicly guaranteed 
external debt. In 2016, the share of debt 
service against total external debt was 
about 12 per cent of export earnings; 10.5 
per cent was for servicing public and publicly 
guaranteed external debt.

The concessional12 part of external debt is 
minimal for middle-income countries (figure 
4.5). Except for Tunisia, other countries have 
reported a consistent decline in concessional 
external debts. For instance, in Jordan, 
concessional loans as a share of GDP declined 
from 16 per cent in 2008 to less than 10 
per cent in 2016. A similar decline occurred in 
Egypt. Given that concessional funds are not 
easily available to middle-income countries 
any more, governments have relied on non-
concessional external loans. Between 2012 and 
2016, long-term public and publicly guaranteed 
external debt as a share of GDP increased in 
Egypt, Jordan, Morocco and Tunisia.13  

Tunisia has witnessed a continuous rise 
in external debt, particularly since 2011, 

reflecting higher fiscal and current account 
deficits following a series of external shocks 
and rising social pressures. Most of this debt 
is public and publicly guaranteed external 
debt.14 A sizeable part of external debt – up to 
15 per cent in 2016 – is short term in nature. 
Jordan and Lebanon15 had significantly high 
external debt to GDP, around 68 per cent and 
61 per cent, respectively, in 2015. The public 
and publicly guaranteed external debt to GDP 
was 52 per cent in Lebanon and 30 per cent 
in Jordan. Lebanon has a unique situation 
of high non-resident stock deposits in banks, 
mainly from the GCC countries and non-
resident Lebanese citizens, but most of those 
are of short-term maturity. Jordan had high 
short-term external debt to GDP, about 28 
per cent, in 2015. 

A large share of short-term external debt 
raises debt sustainability risks, particularly 
when countries have high current account 
deficits and low foreign exchange reserves. 
In Morocco, external debt to GDP almost 
doubled from 22 per cent in 2008 to 42 
per cent in 2015. Public and publicly 
guaranteed external debt to GDP increased 
continuously from 18 per cent in 2008 to 30 
per cent in 2015. Morocco is relatively better 
off, however, in terms of debt sustainability, 
as is Tunisia. Growth is picking up along with 
favourable foreign direct investment flows 
and current account dynamics.16 

For the low-income countries, total external 
debt to GDP and the long-term public and 
publicly guaranteed external debt to GDP, 
on average, remained at 27 per cent and 
21 per cent, respectively, in 2016.17 Both 
indicators declined steadily from 2005 to 
2015 (figures 4.4 and 4.5). The slight decline 
in average external debt ratio, however, is 
not due to better capacities to pay arrears or 
improved macrofiscal balances, but to debt 
relief and assistance for some countries, 
such as the Comoros and Mauritania. The 
relatively low average external debt to GDP 
is mainly due to the increasing difficulty 
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that low-income countries face in accessing 
external finance, for reasons including the 
non-clearance of arrears, as in the Sudan, 
or reductions in grants and concessional 
loans linked to poor ratings18 on fiscal and 
debt policy by the International Development 
Association (figure 4.6).

Some low-income countries are facing a 
high risk of external debt distress, such 
as Djibouti and the Sudan. For Djibouti, 
the debt risk was particularly aggravated 
through $860 million in non-concessional 
loans secured in 2013 to finance its 
investment programme. While the Sudan 

Figure 4.4  Trends in external debt and debt service
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Figure 4.5  External debt as a percentage of GDP  
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is eligible for debt relief under the Heavily 
Indebted Poor Countries Initiative, it must 
come to an amicable understanding with 
its main creditors in partnership with 
South Sudan.19 

Another issue for low-income countries is 
that about 80 per cent of total external debt 
stock was in the form of public and publicly 
guaranteed debt in 2015. In Mauritania, 
it was around 90 per cent. As a share of 
GDP, it was about 70 per cent in Djibouti 
and 67 per cent in Mauritania (figure 4.5). 
Such figures are not necessarily a concern 
if funds are allocated to enhance human 
development, productive capacity and job 
creation, among other priorities linked 
to inclusive development and the SDGs. 
But instead, public external debt has been 
closely associated with financing current 
liabilities and implicit subsidies incurred 
by a large public sector and State trading 
enterprises.20 The high share of public and 
publicly guaranteed debt also indicates that 
the private sector has limited capacity to 
leverage external financing.

B.	Fiscal management is currently 
precarious 
Fiscal management is key to influencing 
trends in fiscal balances and public debt. 
Four indicators can shed light on currently 
precarious fiscal management in the Arab 
region and the evolution of domestic and 
external debt: the overall fiscal balance 
(which shows the overall deficit or surplus 
in the economy), the primary balance (which 
provides an assessment of revenue and 
expenditure management, excluding interest 
payments from expenditure), the current 
account deficit (which shows the balance of 
payment situation), and reserves in months 
of imports21 for the low and middle-income 
oil-importing countries (which indicates 
strength or vulnerability to finance imports). 
The first three indicators are measured as a 
percentage of GDP. 

Links between fiscal deficits, the current 
account deficit and public debt are well 
studied.22 While there are debates about 
connections between fiscal deficit and 

Figure 4.6  Low-income Arab countries score poorly on debt and fiscal policy ratings
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Note: Debt policy ratings assess whether the debt management strategy is conducive to minimizing budgetary risks and ensuring long-term 
debt sustainability. Fiscal policy ratings assess the short- and medium-term sustainability of fiscal policy (taking into account monetary and 
exchange rate policy, and the sustainability of the public debt) and its impact on growth.
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current account deficit,23 recent evidence 
suggests that the two are more strongly 
linked in the long term for developing 
countries than is the case for developed 
countries. The direction of this relationship 
may move from current account deficits 
to budget deficits when current account 
deficits are financed by internal and external 
borrowings, or from fiscal deficits to current 
account deficits through an interest rate 
effect.24 This report does not delve into 
the direction of these links, but analyses 
their trends in the context of debt and 
fiscal sustainability.

1.	 Fiscal balances and reserves ratios

In oil-rich countries, the fiscal and primary 
balances, on average, converge, because 
these countries are primarily net receivers of 
interest payments (figure 4.7A). On average, 
they have seen surpluses in their fiscal, 
primary and current accounts during most of 
the years since 2005, except for periods when 
oil prices dropped significantly. Since 2015, 
plunging oil prices have turned the balances 
into deficits. The average primary balance ran 
at a deficit of 13 per cent of GDP in 2016. Oman 
and Saudi Arabia have reported negative 

Figure 4.7  Both fiscal and current account balances show worsening trends in oil-rich 
and oil-poor countries

A. Fiscal balance indicators in oil-rich Arab countries (% GDP)
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primary balances since 2014, and Kuwait and 
the United Arab Emirates since 2015. Qatar is 
the exception with a primary balance surplus. 
These countries are increasingly considering 
issuing sovereign bonds in international 
capital markets to meet expenditure needs, 
in addition to new policy measures such as 
the introduction of value added taxes and 
reduction of subsidies.

The fiscal balances of oil-poor middle- and 
low-income countries have mostly been in 
deficit.  Average fiscal and primary balances 
worsened between 2008 and 2013 (figures 
4.7B and 4.7C), a period that affected growth 
and spending negatively due to the global 
economic recession and the Arab uprisings. 
Middle-income countries in particular 
witnessed a continuous increase in fiscal and 
primary deficits, which reached around -11 
per cent and -5 per cent of GDP, respectively, 
in 2013. The average fiscal and primary 
balances in low-income countries remained 
in deficit but moved up and down from 2008 
to 2016. 

Fiscal balances in the oil-poor middle-income 
countries started improving slowly in 2014, 
partly because low oil prices benefitted 
oil-importing countries, and some middle-
income countries adopted fiscal adjustment 
policies. In Jordan, for example, subsidies 
decreased from 11 per cent to 4 per cent of 
GDP between 2013 and 2015. Morocco and 
Tunisia also introduced subsidy reforms. 
Average fiscal balances are still negative, 
however, with an average primary deficit 
at -3 per cent of GDP and fiscal deficit at -8 
per cent of GDP in 2016. 

The average current account deficits for 
oil-poor middle- and low-income countries 
worsened from -4 per cent to -8 per cent 
between 2008 and 2012, during the peak of 
the Arab uprisings. The deficit was slightly 
reduced during 2013 to 2014, but then 
dropped again to -7 per cent in 2016 (figure 
4.7D). Even though these countries saved 

considerably on oil imports in recent years, 
the average net interest payment increased 
continuously, from 3 per cent of GDP in 
2008 to 5.5 per cent in 2016. The high current 
account deficit is a major constraint for 
oil-poor countries. They are heavily reliant 
on imports for local consumption while 
their exports are limited largely to primary, 
low value added products due to a lack of 
structural transformation. For instance, 
between 2010 and 2016, imports in Jordan 
and Lebanon peaked at 74 per cent and 75 
per cent of GDP, respectively, compared 
with their peak exports of 48 per cent and 
55 per cent of GDP, respectively, in the same 
period. Morocco and Tunisia too have huge 
gaps. The persistence of the current account 
gap is closely linked to recurrent budget 
deficits and debt surge. 

Average reserves in months of imports is 
another indicator to assess the fiscal strength 
or vulnerability of oil-poor countries (figure 
4.8). Between 2008 and 2012, reserves 
declined in most middle-income countries, 
except Lebanon, which received significant 
remittances from Lebanese working abroad 
(averaging about $6 billion per year between 
2005 and 2015). Its banking system attracted 
significant deposits from the GCC countries 
and Arab capital seeking investment in 
Lebanon’s Treasury Bills.25 In Egypt, reserves 
to finance imports were reduced to only 
about two months, while in Jordan and 
Tunisia, they were nearly four months. The 
situation in Jordan and Morocco has slowly 
improved particularly after the fall of oil 
prices. Tunisia’s reserves are low but it has 
maintained almost the same level from 2008 
to 2015. Egypt, Jordan, Morocco and Tunisia 
have resorted to IMF borrowing to finance 
rising primary deficits as well as rising debt 
servicing needs, in addition to adopting 
significant reforms, including exchange rate 
and expenditure reforms (box 4.1).

Egypt is in a situation of distress. Its devaluation 
of its exchange rate in November 2016 
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significantly increased the cost of borrowing 
and debt servicing. If this is not followed by 
a positive flow of capital into the country, it 
may face a situation of fiscal unsustainability. 
Egypt has prepared a vision plan on economic 
reforms and fiscal adjustment policies to 
improve the balances and access IMF funds, 
implemented a value added tax in late 2017 and 
reduced energy subsidies.26 

Foreign reserves in the low-income countries 
are also limited; several countries face fiscal 
instability due to their narrow production 
base and structural weaknesses (figure 4.8). 
Low iron ore prices have reduced economic 
growth, export receipts and net international 
reserves for Mauritania, for example, which 
consequently widened the fiscal deficit and 
increased risks to financial stability.

Figure 4.8  Total reserves in months of imports are low in most countries
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Box 4.1  The recent extension of IMF financial support to oil-poor countries

Jordan: On 24 August 2016, the Executive Board of the IMF approved a three-year extended arrangement 
under the Extended Fund Facility for Jordan for an amount equivalent to special drawing rights 
(SDR) 514.65 million (about $723 million, or 150 per cent of Jordan’s quota) to support the country’s 
economic and financial reform programme. It was approved after the expiry of the three-year Stand-by 
Arrangement in the amount of about $2 billion in August 2015.  The objective is to put public debt on a 
downward path through gradual fiscal consolidation over the medium term while preserving essential 
social spending. To this end, it is critical to reduce the general sales tax and customs duty exemptions 
and to amend the income tax law. The electricity company NEPCO needs to reach operational cost 
recovery and the Water Authority of Jordan’s finances should be consolidated. Public financial 
management should be strengthened to enhance fiscal transparency and reduce fiscal risks.

Egypt: On 11 November 2016, the Executive Board of the IMF approved a three-year extended arrangement 
under the Extended Fund Facility for Egypt for an amount equivalent to SDR 8.597 billion (about $12 billion, or 
422 per cent of Egypt’s quota) to support the authorities’ economic reform programme. Reducing fiscal deficits 
considerably and thereby placing public debt on a clearly declining path is an important objective. To this end, 
the key policy measures are the introduction of a value added tax, a reduction of energy subsidies and the 
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2.	 Fiscal balances and public debt ratios

Another perspective on the fiscal positions 
of Arab countries involves examining 

the relationship between fiscal policy 
and public debt ratios provided by fiscal 
balances, particularly the behaviour of 
primary balances. The relationship between 

optimization of the public sector wage bill. To mitigate the impact of the reforms on the poor, the authorities 
intend to use part of the fiscal savings to strengthen social safety nets. The planned fiscal consolidation is 
projected to reduce public debt by almost 10 percentage points of GDP by the end of the programme.

Morocco: In August 2016, the IMF approved a two-year, $3.47 billion liquidity line for Morocco to 
support the country to continue its economic reforms and further strengthen its growth prospects. The 
arrangement is under the IMF Precautionary and Liquidity Line, which provides insurance against external 
shocks in the light of heightened uncertainty worldwide. Under the two previous precautionary and liquidity 
arrangements – approved in 2012 and 2014 – Morocco has implemented challenging reforms such as 
modernizing the budget framework, enacting energy subsidy reforms, strengthening the domestic financial 
sector and most recently reforming the civil service pension system. These efforts, as well as a more 
favourable external environment in recent years, have contributed to the substantial decline in domestic 
and external imbalances. The fiscal deficit declined from about 7 per cent of GDP in 2012 to about 3.5 
per cent in 2016. The current account deficit dropped from 9 per cent of GDP in 2012 to 1 per cent in 2016.

Tunisia: In May 2016, the IMF approved a four-year, $2.9 billion loan to support an economic agenda aimed 
at promoting more inclusive growth and job creation, while protecting the most vulnerable households. 
Tunisia’s reform programme is supported by the Extended Fund Facility and is geared towards reducing the 
fiscal deficit to stabilize public debt below 70 per cent of GDP by 2020 while raising investment and social 
spending. The first programme, the Stand-By Arrangement, helped Tunisia in preserving macroeconomic 
stability during a very difficult time. 
 

Source: IMF press releases and IMF, 2017e for Tunisia.

Figure 4.9  Gross public debt and fiscal balances in Arab countries
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fiscal balance and public debt ratios can be 
negative or positive. It would be negative 
if countries with high gross public debt 
ratios run low fiscal deficits. Conversely, if 
countries with high public debt ratios run 
larger fiscal deficits, the relationship would 
be positive. From 2008 to 2010, there seemed 
to be a negative relationship between overall 
fiscal balance and gross public debt ratios 
(figure 4.9A). From 2014 to 2016, there was 
no significant pattern of association between 
the two indicators (figure 4.9B), indicating lax 
fiscal policy in addressing potential stresses 
on fiscal sustainability. 

A better way of looking at debt dynamics is to 
examine the nexus between gross public debt 
to GDP and the behaviour of the ratio between 
primary balance and GDP.27 Figure 4.10A shows 
a slightly negative association between the 
two variables from 2008 to 2010, but figure 
4.10B shows a relatively strong positive 
association from 2014 to 2016. The latter 
suggests that countries with higher public debt 
ratios are generating somewhat larger primary 
balances or are reducing primary deficits, 
but most of the oil-poor countries still have 
a negative primary balance. This is possible 
since several countries recently adopted some 

form of fiscal adjustment policy, mainly geared 
towards cutting expenditure to reduce primary 
deficits, in addition to the benefit of lower oil 
import bills since 2014. 

C.	Policy responses without clear rules

The fiscal policy response to public debt can 
be more systematically explored by fiscal 
reaction function analysis and debt-stabilizing 
primary balance analysis, which are among 
several approaches to analysing public 
debt sustainability. Others include the debt 
sustainability analysis and fan chart analysis 
by the IMF, and time series stationarity tests 
and cointegration tests between revenues and 
expenditures.28 

Debt sustainability analysis provides 
comprehensive information about the 
dynamics and sustainability of public 
sector and external debt in market-access 
countries, and forecasts future debt 
under certain assumptions about growth, 
inflation, and interest and exchange rates, 
in addition to considering domestic and 
external debt ratios and primary balances. 

Figure 4.10  Gross public debt and primary balances in Arab countries 
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While the approach is more comprehensive 
than any other test, the forecasting of debt 
ratios has often come under criticism due 
to an exclusive reliance on past data and 
judgements about future debt sustainability 
challenges, and has a generally poor track 
record. Evaluations suggest that debt 
sustainability analysis findings should be 
interpreted only “within the bounds of the 
underlying guesses”.29 Analysis for selected 
countries in the Arab region is summarized 
in section D.

Time series tests have limited application in 
debt sustainability literature, and stationarity 
and cointegration tests give little guidance 
about the kind of fiscal reaction needed to 
assure that debt will be sustainable.30 The 
fiscal reaction function analysis and the debt-
stabilizing primary balance calculations rely on 
actual data and minimize guess work. They are 
more useful as budgeting tools for assessing 
fiscal sustainability in a medium to long-term 
framework. Unless predicted in the short term, 
contingent liabilities, emergency expenditure 
or a shortfall in revenues can severely affect 
short-term debt sustainability, which may not 

be factored into the analysis in an ex ante 
exercise. The vulnerabilities in the short term, 
however, can be avoided if fiscal rules are 
set and implemented within a medium- to 
long-term outlook. Applying a medium- to 
long-term perspective, the report examined 
fiscal reaction functions and estimated debt-
stabilizing primary balances on an average for 
the latest three years.

1.	 Fiscal reaction functions

Following Bohn (1998), several studies 
have estimated fiscal reaction functions31 to 
identify the behavioural patterns underlying 
the decision-making process for primary 
fiscal expenditure and revenue in the context 
of debt sustainability, along with cyclical 
developments and institutions affecting 
a government’s incentives.32 The report 
undertook a similar exercise for the oil-poor 
countries in the Arab region. 

An important aspect of fiscal policy for 
debt sustainability is that the primary 
balance ratio should respond positively to 
an increasing lagged debt ratio (0<ρ<1), 

Figure 4.11  The fiscal response to gross public debt in middle-income countries
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which measures the response of the primary 
balance ratio to changes in the debt ratio. 
In the report’s sample of middle-income 
countries, the coefficient of lagged debt ratio 
is negatively and significantly correlated 
with the primary balance. One would infer 
that the primary balance ratio deteriorates 
with an increase in the lagged debt ratio 
by one period.33 In this case, the ρ turns 
positive (and significantly) by a third 
period lag only. This behaviour needs to be 
interpreted carefully, as there may be other 
factors that influence or force the primary 
balance to respond positively, rather than the 
systematic mechanisms of fiscal policy.

Temporary increases in government 
expenditures, captured by the government 
expenditure gap, have significant negative 
effects on the primary balance. This is 
expected, and the results are broadly in line 
with other studies. It implies that an increase 
of real expenditure above its trend can lower 
the contemporaneous primary balance by an 
average factor of 0.16. 

The results of this analysis indicate that the 
low- and middle-income countries of the Arab 
region follow a “U-shaped” fiscal reaction 
function, if Lebanon is removed from the 
sample (figure 4.11). Unlike the standard 
“flattened U-shaped” response of fiscal policy 
to debt ratio in other studies, the results show 
a “steep U-shaped” curve, and the primary 
balance ratio looks perpetually negative. 
That raises concern about the existence and 
effectiveness of fiscal rules in handling debt 
sustainability in the long term. 

2.	 Fiscal sustainability gap: debt-stabilizing 
primary balance

The report examined the fiscal sustainability 
gap by computing the difference between 
the actual primary balance and the debt-
stabilizing primary balance. In this context, 
the interest rate and growth differential 
(IRGD) play key roles. In a situation where a 

government is financing deficits by issuing 
bonds, the interest payment on the last 
period’s bonds, less the government’s current 
primary surplus, must be covered by issuing 
new bonds. If the primary surplus is zero, 
then debt will grow by the nominal rate of 
interest.34 In terms of the debt-to-GDP ratio, 
a sustainability condition or “no-Ponzi game 
condition” is that the terminal nominal rate 
of interest should be no larger than the rate 
of growth of nominal GDP. If the interest 
paid on this debt is lower than the growth 
rate of the economy (IRGD < 0) then, all else 
being equal, the debt will stabilize below the 
current level. The opposite conclusion holds 
for the situation in which interest paid on the 
debt is greater that the growth rate of the 
economy (IRGD > 0).35

In the report’s sample of Arab countries, 
all five had historically negative and large 
IRGDs during the mid-2000s to 2013 to 
2014. But in recent years, the IRGD in most 
countries dropped below historical levels 
and was even positive for Lebanon and 
Jordan in 2015 and 2016, respectively (figure 
4.12).36 In Tunisia, the average primary deficit 
fell below -5.5 in 2013 from its historical 
average of -1.3, but the debt-stabilizing 
primary balance considerably improved in 
2014 due to a favourable and large IRGD. In 
Egypt, despite a high and negative IRGD, the 
debt-stabilizing primary balance continued to 
fall during 2014 to 2015. 

The comparison between the 2014 to 2016 
average actual and debt-stabilizing primary 
balances provides useful insights to visualize 
the fiscal sustainability gaps in the selected 
countries (figure 4.13). The 45-degree line 
indicates equalizing the actual and debt-
stabilizing primary balance ratios, implying 
stability in the debt ratio. The area above the 
45-degree line shows that the debt-stabilizing 
primary balance ratio is higher than the actual 
primary balance ratio; the debt ratio tends to 
increase. The area below the 45-degree line 
shows its opposite.
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The average debt-stabilizing primary 
balance ratio in the last three years in all 
five countries is higher than the average 
actual primary balance ratio, indicating 
rising debt to GDP. In several countries, the 
debt-stabilizing primary balance is negative, 
suggesting that interest rates are below 

economic growth rates.37 In such cases, 
debt ratios can be stabilized even when 
primary balances are in deficit, as the case 
of Egypt, Jordan and Tunisia. This condition 
may not hold indefinitely, however. For 
instance, the interest rate in Egypt has gone 
up significantly between 2016 and 2017, 
as the Government is trying to stabilize 
inflation. Jordan is also facing significant 
upward pressure on interest rates. Given 
this situation, the debt ratios will tend to 
further deteriorate. Robust debt-stabilizing 
fiscal policy conditions, therefore, refer 
to a situation where the debt ratio can be 
stabilized in circumstances when the interest 
rate is even higher than the growth rate.38 

Among all countries in the sample, Morocco 
and Tunisia are slightly better off. Egypt 
and Lebanon need significant mobilization 
of revenues for stabilizing the debt ratio 
at its current level. As a budgeting tool, 
possible variations in the debt-stabilizing 
primary balance can be worked out by 
applying different combinations of growth 
rate and interest rate differentials, given 
macroeconomic scenarios over the short to 
medium term.   

Figure 4.12  Interest rate and growth rate differential (Percentage points)
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Source: Sarangi and El-Ahmadieh, 2017, based on data from reports of IMF Article IV Consultations.

Figure 4.13  Debt-stabilizing primary 
balance versus actual primary balance 
(2014-2016 average)
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D.	Expenditure cuts may not be the only 
answer to debt 

The IMF undertakes a fiscal and 
macroeconomic review of every member 
country and produces a country report 
(Article IV Consultation) that is countersigned 
by the respective governments. This 
section briefly draws upon these country 
reports to discuss the projections and 
recommendations by the IMF on debt 
sustainability in the Arab countries.

Among the oil-rich countries, some have been 
more adversely affected by low oil prices than 

others, depending on their fiscal buffers. Bahrain 
and Oman have very limited buffers compared 
with Qatar, Saudi Arabia and the United Arab 
Emirates. Governments have already resorted 
to spending cuts for wages and benefits, 
subsidies, defense and capital investments by 
civil ministries. The IMF suggests that given 
the weakening of the fiscal buffers in Bahrain 
and Oman, and low growth prospects in the 
near future, they must undertake further strong 
fiscal adjustment measures to maintain fiscal 
sustainability, and support the exchange rate peg 
over the medium to long term. Rising debt levels 
could be a concern for Saudi Arabia soon, given 
the jump in debt to GDP since 2015 (figure 4.14). 

Figure 4.14  IMF projections on debt and expenditure for oil-rich countries 
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IMF projections on debt sustainability analysis 
for Qatar, Saudi Arabia and the United Arab 
Emirates suggest significant cuts in expenditure 
to GDP. Revenue-to-GDP ratio projections are 
almost constant for the United Arab Emirates 
and declining for Qatar, while this may improve 
for Saudi Arabia.  

The oil-poor middle-income countries have 
been navigating multiple external shocks for 
almost a decade, following the global economic 
crises in 2008. Most economies are lagging 
behind on productivity and per capita income 
growth.39 The Syrian crisis dominates Lebanon’s 
economic outlook, since refugees now make up 

a quarter of the population. Higher interest rates 
and subdued nominal growth could push public 
debt to 160 per cent of GDP by 2021 – almost 20 
percentage points higher than today. Egypt and 
Jordan remain highly debt stressed, while the 
economies of Morocco and Tunisia remain more 
resilient than others.

The IMF projections and recommendations for the 
countries discussed above suggest that reducing 
expenditure to GDP in the next five years is the 
main channel for improving fiscal balances. 
This has been in line with IMF advice around the 
world, with expenditure cuts proposed in 48 out 
of 50 low- and middle-income countries.40 The 

Figure 4.15  IMF projections on debt expenditure for middle-income countries 
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reduction of the State in developing economies, 
however, where the private sector is not 
developed, often leads to economic contraction 
and low growth in employment, which can 
deepen development deficits and erode prospects 
for the SDGs, including as some groups of 
people, often already the most deprived, are left 
even further behind. 

Nevertheless, governments often have 
been forced to cut expenditure, particularly 
for investment, to quickly respond to fiscal 
challenges. Projections of revenue to GDP 
for several countries do not show any sign of 
increase in the next five years. An example 
of countries operating at lower than their 
potential, cutting expenditure primarily for the 
sake of improving macro balances, is Jordan. 
Adverse effects from expenditure cuts have 
included reduced output and employment 
growth from 2014 to 2015. 

E.	 Taxation can harness new revenues 
based on fair principles

A fair and progressive taxation system 
supports the principles of inclusion and equity 

through collection practices oriented around 
the ability to pay, and through raising revenues 
for financing development priorities, including 
pro-poor initiatives. Yet Arab countries 
have systematically low tax collection rates 
compared with the size of their economies. 

A simple tax buoyancy calculation41 for selected 
Arab oil-poor countries, who rely on taxes as 
their major sources of revenue, indicates that 
most score at less than one (figure 4.16). This 
essentially implies that growth in GDP will not 
produce a corresponding growth in revenues. 
Only Lebanon, Morocco and Tunisia are 
relatively better off.

A low tax-to-GDP ratio is a persistent feature 
of most Arab countries owing to the “rentier” 
nature of their economies and their poorer 
quality governance. GCC countries, for 
example, don’t impose a personal income 
tax on their citizens. The volume of direct tax 
collection is mainly from corporate taxes, but 
that is negligible in most countries, except in 
the United Arab Emirates. The tax component 
of total revenue as a percentage of GDP is 
therefore too low, varying from as little as 1 
per cent in Kuwait to 5 per cent in Qatar in 2013 
(figure 4.17A). 

Figure 4.16  Tax buoyancy in the oil-poor middle- and low-income countries
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The United Arab Emirates is an exception with 
taxes at 20 per cent of GDP in 2014, mainly 
drawn from real estate and a high corporate 
income tax rate of 55 per cent on companies 
and financial institutions that operate in the 
banking and oil and gas sectors.42 Among 
the non-GCC oil-rich countries, Algeria had a 
higher share of taxes to GDP at 32 per cent in 
2014, owing to diversified sources of taxation, 
including a value added tax and a considerably 
high corporate income tax. Even then, the non-
hydrocarbon tax-to-GDP ratio is only around 
13 per cent.43 

Since a major source of revenue is oil and gas 
exports in the oil-rich countries, low prices 
and economic downturn can hit their fiscal 
balances hard. Following the 2014 collapse 
of oil prices, the sharpest decline in the 
share of oil revenue to GDP was reported for 
Saudi Arabia, from 42 per cent in 2012 to 18.8 
per cent in 2015.44 

Taxes constitute a major source of revenue in 
the oil-poor countries, but their share to GDP 
is much lower than the 20 per cent in most 
middle-income countries in other regions. 
The share varies between 10 per cent to 20 

per cent in most oil-poor Arab countries, 
except for Morocco and Tunisia at around 23 
per cent in 2014 (figure 4.17B). In the Sudan 
and Yemen, the share is significantly lower, at 
6 per cent and 7 per cent, respectively. Trends 
have been largely stagnant in most countries 
over the past 10 years or so, except for slight 
improvements in Mauritania, Morocco and 
Tunisia. Morocco and Tunisia reported over 85 
per cent of total revenues as taxes in 2015. But 
the portion is much lower in other countries, 
which partly rely on other revenues, including 
remittances and aid.

Disaggregation of total taxation into its 
components indicates that indirect taxes, like 
those on goods and services, constituted the 
major share of taxes in all the tax systems of 
oil-poor countries. This share has increased 
in some countries over time,45 indicating a 
regressive pattern, since the middle class and 
the poor pay a higher burden of tax than the 
rich. In some cases, such as in Jordan, indirect 
taxes represented around 71 per cent of total 
tax revenue in 2014 (figure 4.18). Jordan 
and Morocco showed an increasing share of 
indirect taxes in total tax revenue from 2005 to 
2014. Current tax reforms in several countries, 

Figure 4.17  Tax revenue is low as a share of GDP in Arab countries
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such as Egypt, Lebanon and in the GCC, have 
put greater emphasis on value added taxes to 
raise resources. 

By contrast, the share of income tax in total 
tax revenue in Egypt, Jordan and Morocco 
remained either stagnant or declined between 
2005 and 2014. In Tunisia, the share showed 
some improvement during the same period. 
Recently, Morocco and Tunisia have undertaken 
some progressive reforms in income tax (see 
box 4.2 on Morocco).

In addition to low levels of income tax, wealth 
taxes constitute a negligible share of total 

tax revenue in most countries in the region. 
Among the four countries in figure 4.18, 
Morocco has a relatively higher share of 
earnings from property taxes, which increased 
from 3.5 per cent of tax revenue in 2005 to 7.4 
per cent in 2014. In Egypt, the contribution of 
wealth taxes in total tax revenue increased 
meagerly from 1 per cent in 2005 to 1.6 
per cent in 2014. The share of property taxes 
is negligible in Egypt, despite the fact that 
such taxes can have an equalizing influence, 
and Egypt shows evidence of increasing 
inequality.46 Globally, taxes on property form 
around 7 per cent of total tax revenue, a much 
higher share than in Arab countries.

Figure 4.18  Shares of income and wealth taxes are low in selected oil-poor countries 
(Percentage)

100
90
80
70
60
50
40
30
20
10

0
2005 2014 2005 2014 2005 2014 2005 2014

Goods and services Property Individual income Corporate incomeTrade

31.0 35.9

9.8 14.8 17.2 19.4 16.7 18.5

13.0
12.6

4.3 3.7
20.3 16.1 18.7 20.5

1.0 1.6

2.2 2.5

3.5 7.4 0.1 0.3
10.8 7.1

17.4 7.9

12.2 3.8 9.0 8.6

44.2 42.8
66.3 71.1

46.8 53.3 55.4 52.1

Egypt Jordan Morocco Tunisia

Pe
rce

nta
ge

Source: Sarangi, 2016, based on data from IMF, 2016e.
Note: Property tax in Morocco is for the closest year to 2014.

Box 4.2  Morocco: rebalancing public finances and tax policy through 
taxation reforms

There is large variation in the contribution of different taxes to government revenues. Yet experience 
across countries shows that multiple value added tax rates can introduce economic distortions, 
complicate administration and cause revenue loss. In the absence of a comprehensive tax strategy, the 
risk is that isolated reforms of specific taxes may either introduce inconsistencies or distortions, or be 
perceived as unfair. In the end, they will be counterproductive from the perspective of improving the 
quality, efficiency and acceptance of the tax system.
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Dudine and Jalles (2017) argue that a 
permanent increase in the ratio of spending 
to GDP should be accompanied by reforms 
aimed at mobilizing revenues in order to 
avoid a permanent deterioration in the fiscal 
balance. A sustained increase in mobilizing 
revenues would require addressing tax 
administration challenges related to tax 
avoidance, tax evasion and illicit financial 
flows, and ensuring that taxation not only 
generates revenue but also promotes tax 
fairness.47 Case studies on Jordan and 
Lebanon, discussed in the previous chapter, 

indicate that the middle class faces a more 
onerous tax burden than the rich.48 

F.	 Main findings

Fiscal sustainability challenges vary 
significantly across the Arab region, but on the 
whole suggest some worrisome directions. 
While the oil-rich countries are relatively better 
off, the oil-poor countries face major concerns 
related to their level of debt, the share that is 

Taxation matters for revenue generation, distribution of after-tax income and overall economic activity. 
Reforming the tax system has been one of the major measures undertaken by the Moroccan Government 
in its attempt to rebalance public finances while introducing fairer and more equitable tax policy. Tax 
reforms could yield an additional 1.5 per cent to 2 per cent to public revenues. Key priorities have included 
broadening the tax base, targeting fiscal fraud and reforming the value added tax system. 

Measures taken since 2013 have encompassed the introduction of corporate tax brackets, value added 
tax deductions and improvement in the value added tax refund system. The main aim of the value added 
tax reforms has been to reduce distortions and introduce a more simplified and modernized system, while 
considering fairness and equity, along with the impact on the competitiveness of the national economy. 
In particular, the Finance Law 2014 introduced a generalization of reimbursements and the removal of the 
offset rule in an attempt to alleviate corporate cash flow. The basis of the value added tax system remains 
unchanged, with a regular rate of 20 per cent, and several reduced rates. 

Further measures have also been adopted to improve tax payments by the self-employed and a wide 
variety of so-called “liberal” professions. Additionally, reforms have targeted the simplification of 
administrative procedures for compliance and settlement of tax disputes. The exemption of certain 
basic products (bread, flour, couscous and semolina), categories of medicines, and certain services 
and activities was maintained. Yet under Finance Law 2015, a 10 per cent reduced rate was introduced 
to credit operations relating to social housing (previously exempted), solar water heaters (previously 
14 per cent), works of art (previously 20 per cent), and fishing gear and nets (previously 20 per cent), 
among others. 

Reforms have also extended the period of exemption from value added taxes from 24 months to 36 months 
for the acquisition of capital goods, both for internal transactions and importation. The threshold for 
exemption from value added taxes on imports for newly created enterprises was halved from 200 million 
dirhams to 100 million dirhams. 

While Morocco has made noticeable strides in its tax reforms, there is still room for greater clarity and 
communication of the overall reform strategy. Faster implementation of the consensus reached in the 
National Conference on Taxation in 2013 is required, as well as a more strategic approach that considers 
the coordination, sequencing and time frame of reforms. 
 
 
Source: Morocco, Ministry of Economy and Finance, 2016; IMF, 2017d.
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externally provided, and the amount of interest 
they are paying to service it. These tendencies 
pose particular risks given a context of low 
growth, high current account deficits, a lack 
of structural transformation and diminished 
investments in human development.  

After more than a decade of a declining 
trend in gross public debt as a share of GDP, 
a reversal occurred in 2008 in the oil-poor 
middle-income countries. By 2016, a high 
ratio had become a major fiscal sustainability 
concern, particularly for Lebanon at 143 
per cent, Jordan at 95 per cent and Egypt at 97 
per cent. External debt and average public and 
publicly guaranteed external debt ratios have 
been increasing steadily, as have the shares 
of non-concessional borrowing and short-
term external liabilities. Low-income countries 
still rely mostly on external financial aid and 
concessional financing, which is increasingly 
difficult to access. Expanding external debt 
service obligations compared with earnings 
from exports is another major concern.

From 2008 onwards, oil-poor middle-income 
countries have seen a significant trend reversal 
in fiscal and primary balances. There has been 
some improvement since 2013, particularly 
due to fiscal adjustments and the 2014 drop in 
oil prices. But fiscal and primary deficit ratios 
of these countries, on average, remained at 8 
per cent and 3 per cent, respectively, in 2016. 
The average current account deficit to GDP 
deteriorated from 4 per cent in 2008 to about 
7 per cent in 2016. Total reserves in terms of 
months of imports declined in most oil-poor 
middle-income countries from 2008 to 2016. The 
association between average fiscal balance and 
debt ratios remained either negative or non-
deterministic during 2008 to 2010 and 2014 to 
2016, indicating lax fiscal policy in addressing 
debt challenges and raising concerns about 
managing debt over the long term. 

While IMF recommendations for improving 
fiscal sustainability focus mainly on cutting 
public expenditure, in developing economies, 
where private sector investment is not easy 
to crowd in, this may lead to economic 
contraction and low growth in employment, 
aggravating development deficits. Another 
approach, to which little attention has been 
paid in the region, focuses on mobilizing more 
revenues and diversifying their sources. 

A well-strategized taxation system, based 
on the principles of fairness and inclusion, 
is one obvious way forward. This could raise 
new revenues and help to address widening 
disparities between rich and poor, including 
through pro-poor initiatives and much-needed 
investments in human development and 
structural transformation. On average, Arab 
countries are below their potential for raising 
taxes, while the predominance of indirect over 
direct taxes points to the generally regressive 
nature of taxation in the region. Several 
countries are considering new or increased 
value added taxes without proper analysis 
of impacts on the poor and the middle class. 
Some countries are already facing challenges 
from civil society against such an increase, 
particularly due to widespread tax avoidance 
by the rich. 

In oil-rich countries, diversifying tax revenues 
is important given their heavy reliance on oil 
revenues. In times of low oil prices, adequate 
taxation can improve their fiscal stance and 
sustain macroeconomic stability. Reforming 
tax systems can also provide opportunities 
to diversify economic activities, aiming for 
greater productivity and more inclusive 
development, as well as expanding potential 
sources of revenue. 
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Effective Fiscal Policy Depends 
on Governance

Sound governance is both an end in itself 
and a means to development.1 For its part, 
fiscal policy both influences and manifests 
governance and development dynamics. 
Effective, responsive and accountable fiscal 
institutions, and just and efficient State 
performance produce a range of positive 
results, among them an inclusive and growing 
economy, justice, equality and the sustainable 
use of natural and other resources. This 
process is integral to establishing a social 
contract where citizens know that governments 
deliver quality services and economic 
management that results in inclusion and 
opportunity. They in turn are willing to 
contribute, including through fair taxation. 

Despite these potential benefits, rules to guide 
fiscal policy choices and institutions are weak 
in most countries in the Arab region.2 This is 
particularly worrisome at a time when there has 
been increased global interest in fiscal policy 
rules and their ability to limit fiscal deficits, 
contain government debt, raise domestic 
resources and promote equitable development. 

This chapter will look at how governance 
affects human development, examining the 
association between the quality of institutions 
and public expenditure policies. The influence 
of the quality of institutions on efficiency and 
equity in the allocation of expenditure and 
revenue mobilization is also explored. Section 
A highlights governance trends in the Arab 
region and assesses the relationship between 
governance and human development. Section 
B briefly discusses why governance matters 
for fiscal policy and its impact on fiscal 
outcomes, while section C looks at gender-
responsive budgeting. Section D puts forth 
some policy recommendations. 

A.	Governance gaps are hindering 
development in the Arab region 

1.	 Measures of governance 

There is no universally accepted measure 
for governance. Several measures exist, with 
each varying in their geographical and/or time 
coverage, or in their basic premise. The most 
well-known indicators capturing different facets 
of governance are, arguably, the World Bank’s 
World Governance Indicators. Governance is 
defined in them as the set of “traditions and 
institutions by which authority in a country is 
exercised. This includes the process by which 
governments are selected, monitored and 
replaced; the capacity of the government to 
effectively formulate and implement sound 
policies; and the respect of citizens and the 
State for the institutions that govern economic 
and social interactions among them”.3 

The World Governance Indicators measure 
governance across six dimensions: voice and 
accountability, political stability, government 
effectiveness, regulatory quality, the rule of 
law and control of corruption. These are not 
perfect measures of governance, with well-
documented criticisms including their lack 
of a reflection of economic governance. Yet 
the indicators have been used extensively 
to study the association of performance in 
governance with socioeconomic and political 
performance.4 Based on them, and with 
recognition of their limitations, figure 5.1 
presents some general governance trends 
in the Arab region. On average, the quality 
of institutions ranks in the medium range. 
Arab countries fare relatively well on some 
institutional variables and development 
indicators but very poorly in others.

5.
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Performance on the quality of voice and 
accountability and political stability indicators 
suggests that over the last two decades, 
governance deteriorated for most Arab 
countries. The oil-rich countries fared better in 
regulatory quality, government effectiveness 
and rule of law than oil-poor middle- and 
low-income countries. In the middle-income 
countries, voice and accountability has 
improved since the 2011 uprisings, but 
government effectiveness and political stability 
have declined significantly. Low scores on 
control of corruption, and very low and 
declining scores on political stability have 

particular implications for the effectiveness of 
fiscal institutions. Low-income countries rank 
poorly on all governance indicators and show 
an overall declining trend for most. 

2.	 A governance index capturing people’s 
empowerment

Sound governance supports the development 
of human capabilities that are fundamental 
to human development and productive, 
inclusive economies. The Arab Vision 2030 
Report argued that good governance leads 
to better systems of justice, which reduce 

Figure 5.1  Political stability and voice and accountability indicators have low scores
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political instability and can induce inclusive 
economic growth.5 This leads to better social 
development outcomes, including in further 
enhancing individual capabilities, such as 
through quality education, required for 
maintaining systems of good governance. 

This report introduces a governance index 
(GI) that captures achievements in terms of 

peoples’ empowerment, using voice and 
accountability and rule of law indicators as two 
crucial enablers to empower people.6 Figure 
5.2 plots the human development index (HDI), 
which measures health, education and income, 
against the GI,7 showing a generally positive 
relationship. But the HDI score varies widely 
for countries with a GI score below 0.65, as 
shown by the large deviations from the fitted 

Figure 5.2  Globally, the correlation between GI and HDI is generally positive (2013)
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Figure 5.3  Oil-poor middle-income countries fare closer to global averages  
on governance  (All countries, 2013)
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line. The clustering of countries at the top end 
of the line suggests that synergies between 
good governance and human development 
are maximized, thus yielding a more 
straightforward relation between the two.

Figure 5.3 plots the values of gross national 
income (GNI) and the GI. While some countries 
stand at a distance from the fitted line, 
particularly the oil-rich countries in the far lower 
right, governance performance for the oil-poor 
middle-income countries, such as Jordan, 
Morocco and Tunisia, is closer to the expected 
global average at their given level of income.

The average GI score for the Arab States 
is below 0.400, implying that governance 
quality is low irrespective of income levels. 
The popular notion that as countries get richer, 
their governance improves does not seem to 
hold for the region. Including GI as a human 
development dimension results in losses in the 

HDI score of all Arab countries. Some countries 
such as Iraq, Saudi Arabia, the Sudan and the 
Syrian Arab Republic suffer significant losses of 
more than one fifth (figure 5.4). Egypt, Lebanon 
and Yemen suffer more than a 15 per cent loss. 

B.	Governance effectiveness defines 
the strength of fiscal policy

Variances in the effectiveness of spending, 
including corruption and “patronage”, often 
account for the insignificant relationship 
between public spending and its outcomes 
across countries.8 Looking at various 
dimensions of the quality of governance, 
such as those captured by the Worldwide 
Governance Indicators, is therefore important 
for the analysis of fiscal policy choices. 

1.	 Public expenditure allocations

Public spending has a stronger impact in 
countries with better quality governance.9 Yet 
corruption and political challenges, including 
those that arise from abundant resources, can 
hinder policymaking, and lead governments to 
deliver low-quality public goods and services,10 
while achieving only meagre economic 
performance.11 Weak institutions are among 
the main obstacles that prevent Arab countries 
at large from implementing countercyclical 
fiscal policies, in addition to limited access to 
international capital markets and the lack of 
democratic political regimes.12 

In some sense, the resource curse in the 
Arab region is mainly an institutional curse,13 
where the discovery of resources consolidated 
an existing weak institutional set up, with 
implications that include the poor application 
of fiscal policy in response to the volatility of 
oil prices.14 

Some elements of the link between governance 
and fiscal policy can be inferred by studying 
the impact of governance on government 

Figure 5.4  Most Arab countries lose on HDI 
scores when the GI is factored in
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expenditure.15 The high oil prices of the last 
decade benefited oil-rich Arab countries by 
facilitating large fiscal surpluses and high 
growth rates, while enabling them to deliver 
noticeable social and economic outcomes 
through increased spending on health, 
education and infrastructure. Social spending, 
measured by expenditure on health, housing, 
education and social protection, as a share of 
total expenditure, does not strictly follow the 
World Bank governance indicators, however. 
Higher voice and accountability implied higher 
social spending among oil-rich countries 
during the boom years, a positive link evident 
across all governance indicators from 2000 to 
2004. Political stability showed a less positive 
relationship, explained by the fact that a 
majority of the oil-rich countries are monarchies, 
suggesting that political stability is implied 
regardless of their spending patterns. During 
2005 to 2009, the relationships between most 
indicators of governance and social expenditure 
were reversed or flattened, which may be 
attributable to pressures on public budgets in the 
aftermath of the global economic crises in 2008. 
Only higher scores on voice and accountability 
were associated with more social spending.16 

The political instability and social unrest that 
came out of the uprisings in 2011 negatively 
affected fiscal policy choices, causing both 
oil-poor and oil-rich countries to expand public 
expenditure, particularly the share of subsidies 
in total expenditure, as a means to contain 
the spread of unrest. The relationship between 
changes in governance indicators and changes 
in public expenditure policies in the region 
remained uncertain from 2011 to 2015, given 
political upheavals in several countries, the 
oil price plunge and discretionary changes in 
public expenditure policy. 

2.	 Revenue management

Institutions and their underlying structure 
can explain extreme spending patterns in 
government revenues17 as well as patterns 
of lower revenue collection. In the Arab 

States, the latter is partly due to corruption,18 
particularly for taxes that require repeated 
interaction between tax authorities and 
individuals. In terms of taxation, a link has also 
been found between higher levels of direct 
democracy, and more willingness to pay taxes 
in advanced and emerging countries.19 

Several trends can be inferred in examining 
the impact of governance on revenue 
management in the Arab region. The boom 
years of the early 2000s had a positive effect 
on oil-poor countries as they witnessed higher 
economic growth, translating into increased 
government revenues. Between 2000 and 
2004, countries that had higher voice and 
accountability were found to have higher taxes 
as a share of revenues. This was particularly 
noticeable in Lebanon and Morocco. Countries 
ranking higher on government effectiveness, 
control of corruption and regulatory quality 
also had a higher share of taxes as a share of 
total revenues. Countries with higher rankings 
on political stability or even rule of law 
indicators did not necessarily record higher 
taxes as a share of total revenue.  

Governance indicators as a whole 
deteriorated following the uprisings in 2011. 
Falling levels of government effectiveness, 
control of corruption, rule of law as well as 
regulatory quality were no longer associated 
with increases in taxes as a share of total 
revenues.20 While fiscal stimulus packages 
continued to curb social unrest after 2011, 
lower oil prices offered temporary relief in 
the public finances of oil-poor countries and 
provided some room for supporting their 
expansionary fiscal policies. 

C.	Institutional quality counts 

1.	 Governance, fiscal rules and principles 

Constitutional rules and budgetary institutions 
are significant determinants of fiscal policy.21 
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As such, improved institutional quality can set 
the path for countercyclical fiscal policy.22 In the 
wake of the global recession that began in 2008, 
there has been renewed interest in the use of 
fiscal policy as a countercyclical instrument, 
along with the consolidation of fiscal 
institutions, particularly through fiscal rules. 

To better understand the link between fiscal 
rules and the cyclicality of fiscal policy, the IMF 
studied 57 developing and advanced countries,23 
finding that while fiscal rules are generally 
associated with a weak reduction in procyclical 
fiscal policy, the flexibility of their design 
determines their impact. Among the standard 
rules, budget balance rules and expenditure 
rules are associated with countercyclical 

changes in overall spending. The effects are 
mixed for investment spending. While budget 
balance rules are associated with countercyclical 
changes in investment spending, expenditure 
rules are associated with procyclical changes 
in investment spending. Debt rules have been 
found to have no effect on the cyclicality of 
public spending. Country differences such as 
past debt-to-GDP ratio, the volatility of terms 
of trade, natural resource endowments and 
government stability also influence the extent 
to which rules limit procyclical tendencies, as do 
legal and enforcement arrangements. 

In some Arab States, the lack of democracy 
and weak political checks and balances appear 
to have outweighed the positive impacts of 

Box 5.1  Budgetary weaknesses in Bahrain

The argument that oil revenues provide oil-rich countries with the opportunity to buy-off political dissenta 
can help to explain why social spending has been higher in oil-rich countries, despite lower scores on 
voice and accountability and regulatory quality indicators. 

Evidence from Bahrain confirms a rise in public expenditure (specifically through public employment and/
or transfers or subsidies) following major political events in 1994 and 2011. For instance, following the 
events of 1994, the government increased wages from 48 per cent of total spending to 54 per cent in 1995 
and 1996. Similarly, in 2011, following the spread of discontent from the uprisings, additional spending of BD 
388.5 million was approved to finance a number of social measures. This pattern suggests that spending 
often has a political motive rather than following fiscal rules.

In Bahrain, budgetary weakness stems from the lack of government accountability to Parliament. In effect, weak 
political institutions rather than natural resource wealth are the main drivers behind fiscal spending patterns. 

Since the oil price decline in 2014, budgets in Bahrain have been under tremendous pressure. The 
depletion of resources stresses the need to find alternate sources of revenues in addition to managing 
expenditure in a more sustainable manner. 

Transparency will be key to instituting and preserving credibility in the collection and spending of oil 
revenues. Political reforms that encompass a strong system of checks and balances will have to be 
adopted, and efforts made to transform the structure of the economy to achieve a broad-based domestic 
capital base. The adoption of a simple set of fiscal rules and a medium-term fiscal framework with binding 
budgetary targets could guide multi-year budget decisions, and, most importantly, substantially contribute 
to fiscal discipline. 
 

Source: El-Enbaby and Selim, 2015.
a	 Beblawi and Luciani, 1987.
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oil resources, so that fiscal instability persists 
despite ample revenues.24 Even as these 
countries are highly vulnerable to oil price 
shocks,25 their failure to use countercyclical 
policy responses in relation to the oil cycle 
contributes to macroeconomic challenges. 

In Bahrain, gaps in the budgetary process 
and expenditure patterns are associated with 
weak institutions (box 5.1). Chile provides a 
good example of how fiscal rules contribute to 
countercyclical policies (box 5.2).

2.	 Budget institutions

While various factors impact public finances, 
budget institutions and the strength of 

institutions are important determinants of 
fiscal outcomes.26 A study of Group of 20 
countries indicated that those with stronger 
budget institutions plan and deliver better on 
fiscal adjustments.27 They rank high in each of 
the three key phases of the adjustment cycle: 
understanding the fiscal challenge; developing a 
credible fiscal plan; and implementing the fiscal 
plan through the budget process. In having a 
clearer understanding of fiscal positions at the 
beginning of a crisis, stronger fiscal institutions 
have been better able to produce accurate 
macroeconomic forecasts (figure 5.5)28 and stay 
on track with adjustment plans. 

While countries with stronger institutions 
responded with actions designed to counteract 

Box 5.2  Chile’s fiscal rules support countercyclical policy

Chile has achieved what few resource-rich developing countries have previously accomplished: it has 
succeeded in implementing countercyclical fiscal policy. Since 2001, Chile’s fiscal policy has been governed 
by a structural budget rule, with two independent bodies made up of experts providing key inputs. 

Under this framework, government expenditure was budgeted beforehand based on structural revenues, 
that is, the revenues that would be achieved if the economy were operating at full potential and the prices 
of copper and molybdenum were at their long-term levels. From 2000 to 2007, the budget target was set 
at a surplus of 1 per cent of GDP, with the aim of recapitalizing the central bank, funding pension-related 
and other liabilities, and servicing the net external dollar debt. The target was subsequently lowered 
to 0.5 per cent of GDP in 2007, and again to 0 in 2009 when the rule was overruled due to insufficient 
countercyclicality; countercyclical measures were realized through an escape clause. 

In 2011, a second-generation structural balance rule was published so that from the 2015 budget, the 
Government no longer adjusted revenues based on long-term prices of molybdenum. A fiscal council 
started operating in June 2013 to oversee the two existing independent committees and to advise the 
Minister of Finance on issues regarding the structural balance rule, including methodological changes. In 
an effort to enhance transparency, the council’s views are made public, although they are not binding.

There are still technical and institutional improvements to be made. Chile’s fiscal rules have led to an 
increase in savings from 2.5 per cent of GDP to 7.9 per cent between 2000 and 2005. Consequently, national 
savings rose by 3 percentage points, from 20.6 per cent to 23.6 per cent, over the same period. Central 
government debt fell sharply as a share of GDP, and by December 2006, Chile had achieved a sovereign 
debt rating of A; it climbed to A+ in 2010. Public expenditure fluctuated less over the decade after the 
adoption of the structural balance rule, helping to stabilize the business cycle. Estimates suggest that 
between 2001 and 2005, the structural balance policy reduced GDP volatility by one third. 
 

Source: Lledó and others, 2017; Schmidt-Hebbel, 2014; Frankel, 2011.
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adverse shocks, even as they maintained their 
original fiscal plans, countries with weaker 
institutions did not attempt to counteract 
these adverse shocks through additional 
fiscal effort. They tended to overspend against 
their approved budgets. This experience 
underscores the need for budget institutions 
to strike a balance between multi-year 
discipline and near-term flexibility in the face 
of temporary shocks.

A clear understanding of the present fiscal 
position and a realistic view of the medium-

term fiscal outlook are essential for a credible 
fiscal strategy.29 This is especially relevant in 
the context of an uncertain macroeconomic 
and fiscal outlook. As such, fiscal reporting, 
macroeconomic and fiscal forecasting, 
disclosure and management of fiscal risk and 
independent fiscal agencies are important 
elements. A country’s fiscal strategy is more 
reliable in the context of strong institutional 
arrangements where fiscal objectives connect 
across different levels of government, it is 
based on a medium-term perspective, and 
funds are distributed based on outcomes and 

Box 5.3  Tunisia has more transparency, but discretionary choices remain

Since the uprisings in 2011, Tunisia’s political institutions have undergone profound transformation. This 
includes the initiation of reforms to improve fiscal transparency and modernize public financial management. 
Based on the Fiscal Transparency Code of the IMF, the majority of fiscal and budget forecasting practices 
are considered basic or satisfactory; few are considered advanced. Noteworthy deficiencies relating to the 
coverage and time horizon of fiscal and budget forecasting remain to be addressed. 

Two things stand out in relation to practices in Tunisia. First, gaps in fiscal statistics mean that reporting 
didn’t adequately cover all records. This implies a lack of comprehensive fiscal statistics for the public 
sector and its subsectors. Specifically, extrabudgetary entities are not considered in fiscal reports despite 
subsidies to those entities representing 5 per cent of general budget expenditures in 2013. Underreported 
expenditures by extrabudgetary entities represent 2.1 per cent of GDP and extend to 161 entities, that 
is, more than 5 per cent of total public sector entities. In addition, including financial and non-financial 
public corporations raises the deficit from -4.1 per cent to -6.2 per cent of GDP for the whole public sector. 
Unreported expenditures essentially concern nonfinancial public corporations, which account for 90 
per cent of the unreported total.

Second, Tunisia’s medium-term budget framework is scored as basic. Such frameworks exist but they are 
not regularly updated or published. A comprehensive medium-term expenditure framework is not regularly 
presented to Parliament nor approved by the Council of Ministers. In the medium term, no numerical fiscal 
policy objective has been explicitly or formally established. 

A clear understanding of the current fiscal position and a realistic view of the medium-term fiscal 
outlook are essential for a credible fiscal strategy. Tunisia also faces a need to improve the link between 
comprehensive and sectoral frameworks. 

Generally, countries with stronger institutions tend to score better on medium-term budget frameworks. 
The basic nature of Tunisia’s framework contributes to increased discretionary fiscal policy and partly 
explains why fiscal policy objectives are not being met. This has wider implications for macroeconomic 
management. Various reforms including medium-term planning and awareness about the fiscal position 
need to be undertaken. 
 
 
Source: IMF, 2016c.
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outputs, in line with the principles of inclusive 
human development. 

The IMF (2014c) finds that in countries where 
planning institutions are stronger, the process 
of designing and adopting wide-ranging 
fiscal adjustment strategies has been quicker. 
Figure 5.5 shows that in countries with strong 
institutions, comprehensive consolidation 
plans were designed and published within 15 
months after January 2009, in the wake of the 
2008 global financial crises. Countries with 
weak planning institutions on the other hand, 
presented their plans within an average of 27 
months, taking almost double the time. During 
the fiscal consolidation process, stronger 
fiscal institutions fare better than weak ones in 
securing public investment spending.

3.	 Fiscal policy to address gender inequalities 

Gender-responsive budgeting is a practice 
that builds on a growing understanding that 
macroeconomic policy can contribute to 
either narrowing or widening gender gaps.30 
The focus on the budget stems from the idea 
that budgets directly affect the successful 
implementation of other policies. 

The concept of gender-responsive budgeting 
does not imply a need for separate budgets 
for women; it is rather about ensuring that 
gender responsiveness is present in various 
policies and budgets across all government 
institutions, given that budgets are the 
expression of core social and economic 
priorities.31 Generally, budgets are perceived 
as gender neutral, affecting men and women 
in the same ways. In reality, they tend to be 
gender-blind. This often results in women’s 
specific needs – which may be distinct from 
those of men – being overlooked. Thus, gender-
responsive budgeting requires looking at 
government finances to understand how fiscal 
policy can respond to gender differences and 
actively reduce gender disparities.32

For example, a substantial part of women’s 
work is not accounted for in national 
economic statistics because it is not market 
oriented, comprising subsistence production, 
unpaid care work and voluntary community 
work.33 The burden of this “invisible” 
unpaid work may be due in part to the lack 
of essential public services, such as for 
health or childcare, which might not be 
captured where budgets operate under the 

Figure 5.5  Better institutions improve forecasting and crisis response
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assumption that all citizens have the same 
needs. With a compromised ability to engage 
in income-earning activities, women in turn 
may at some point become reliant on other 
government services, such as anti-poverty 
programmes,34 even as the economy loses out 
in making the best use of their skills. Budget 
cuts to health care can make a particularly 
strong contribution to unpaid care work, as 
women end up caring for sick children or the 
elderly, or cannot secure reproductive health 
care. This is an issue especially relevant to 
Arab middle-income countries given stagnant 
spending patterns on health.35 In its more 
comprehensive forms, gender-responsive 
budgeting encourages women to participate 
in budget processes, which can become a 
point for broader engagement in communities 
or in running for office.  

Gender disparities exist across the globe but 
are particularly pronounced in parts of the 
developing world. In the Arab region, women’s 
participation in the labour force falls short, 
for example, as progress in education parity 
has not translated into job parity.36 In 2013, 
unemployment rates were higher for educated 
young women than educated young men 
in the region, 23 per cent compared with 46 
per cent, respectively. Violence against women 
remains a major problem. Though information 
is scarce, a global survey in 2011 showed that 
33.2 per cent of women in Egypt and 20.6 
per cent of women in Jordan had reported 
experiencing violence.37 Demographic health 
surveys in Djibouti, Egypt and the Sudan 
reveal that female genital mutilation affects 
more than 90 per cent of women. 

There is increasing evidence that the 
elimination of gender disparities and obstacles 
to women’s development is advantageous 
to societies and economies. Yet the share 
of public expenditure devoted to gender 
equality goals is limited globally. Furthermore, 
disaggregating public spending by gender 
is limited and has no set approach across 
different data systems.38 

Among the Arab States, gender-responsive 
budgeting has faced difficulty in taking hold. 
Morocco has been a leader in this respect, 
though the final outcome is still unclear. It has 
sought to develop policies, including fiscal 
policy, that ensure women’s equal access to 
education and health care, while expanding 
their labour market opportunities. Changes to 
the organic budget law in 2014 required gender 
equality to be considered when defining 
performance objectives, results and indicators 
in all parts of the budget. A gender report is to 
be included in the yearly Financial Bill.39 

Generally, the lack of gender-disaggregated data 
hinders gender-responsive budgeting. Thus, 
one early step is for countries to strengthen the 
capabilities of statistics offices. For example, 
among other initiatives, the National Council 
for Women in Egypt together with the Ministry 
of Finance established the Equal Opportunity 
Unit in 2005.40 The unit is tasked with promoting 
gender equality in the national budget process. 
Accordingly, gender-responsive budgeting 
was institutionalized in the 2008-2009 fiscal 
year when the draft budget circular required 
that budgets reflect the needs of all members 
of the Egyptian family to ensure social equity 
among them. In the following fiscal year, 
government bodies were required to prepare 
performance-based budgets and data analysis 
disaggregated by gender.41 In 2010-2011, Egypt 
finally implemented its first gender-responsive 
and performance-based budget. 

The Ministry of Finance of Bahrain encouraged 
ministries and agencies to conduct gender 
analysis of expenditure when it introduced 
gender-responsive budgeting in its budget 
circular in the 2011-2012 fiscal year.42 Efforts in 
Jordan began in 2010 with support from the 
United Nations Entity for Gender Equality and 
the Empowerment of Women (UN Women) 
and the Jordanian Commission for Women,43 
and have included a pilot project to categorize 
expenditure on women-specific programmes 
and to determine ways to institutionalize 
gender-responsive budgeting. 
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While much of the emphasis in gender-
responsive budgeting has been on expenditure, 
the revenue side of fiscal policy can have 
equally important implications for gender 
equality.44 Varying forms of taxation include 
explicit or implicit gender biases. Increased 
emphasis on tax simplification, such as 
through value added taxes, has led to policies 
limiting deductions and exemptions without 
considering the primary consumption needs of 
women. Taxes should be reformed to be more 
progressive, in the light of the large share of 
women in poverty and lower income brackets, 
but also more active in tackling potential gender 
biases. Analysing tax systems through a gender 
lens can serve as a stimulus for tax reforms that 
consider both equity and the ability to pay. 

4.	 Energy subsidies and environmental 
sustainability

Fiscal policy decisions affect consumption 
and production patterns that can have a direct 
impact on the environment. Subsidies to water 
and energy may contribute to the misallocation 
of these resources through wasteful 
consumption, for example, particularly 
when these subsidies are not channelled 
to targeted beneficiaries. In addition, they 
act as a counterincentive to rationalizing 
natural resource use and investing in efficient 
management. This has various implications 
both for environmental sustainability and the 
structural transformation of the economy.

Subsidies for water and energy resources are 
not the most effective tools to help the poor 
and most vulnerable people to attain a higher 
standard of living (figure 5.6). First, due to a lack 
of targeting, over 90 per cent of the benefits of 
general subsidies go to those in higher income 
categories. Second, subsidies on energy 
impose significant costs on the environment 
through increased carbon dioxide emissions 
from the consumption of fossil fuels. Per 
capita emissions in the Arab region have been 
growing at 1.36 per cent per year since 1980, 
in sharp contrast to the world average of 0.20 

per cent per year. Third, low tariffs crowd out 
investments in green energy and discourage 
the restructuring of the power sector, 
with substantial impacts on performance, 
competitiveness and eventually growth.

There is a growing need to rationalize 
subsidies without adversely affecting the 
poor.  This could take the form of adopting 
progressive tariff schemes that improve equity 
and protect the poor by securing access to 
basic services as a matter of human rights. As 
some countries in the region have begun to do 
as part of subsidy reforms, taking advantage 
of current low energy prices, energy subsidies 
could be phased out on most products except 
those largely consumed by low-income 
groups or that emit fewer greenhouse gases. 
Determining the optimal percentage increase 
in water and energy prices is a challenging 
task, but  developing renewable energy and 
providing services at competitive prices are 
important measures to ensure the eventual 
phase out of energy subsidies. 

Figure 5.6  The environmental hazards 
of water and energy subsidies 
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Water and energy subsidy reforms should not 
be stand-alone policies, but rather part of a 
comprehensive plan. Governments need to 
prioritize improving the efficiency of the water 
and electricity sectors, increase coverage, 
improve the quality of services, enhance 
irrigation efficiency, revisit crop selection, 
and promote the use and development of 
renewable sources of energy. By rationalizing 
subsidies, some financial resources could be 
freed for investment in renewable energy and 
energy efficiency, speeding up the shift to 
green technologies.

D.	Main findings

Fiscal policy both influences and manifests 
governance dynamics that can either reduce 
or exacerbate deficits in human development, 
and strengthen or weaken the social contract. 
Poor governance, seen in weak institutions 
and lack of adherence to fiscal rules, adversely 
affects equity and efficiency in the allocation 
of government expenditure and mobilization 
of revenues. Among oil-poor countries, 
those with better rankings on the control of 
corruption, government effectiveness and 
political stability have had higher social 
expenditure and a higher share of taxes to 

total revenues. In oil-rich countries, the link 
between social spending as a share of total 
expenditure with governance indicators is less 
straightforward. 

Countries with strong budgeting and planning 
institutions have been more successful in 
delivering on fiscal adjustments and better 
able to come up with credible fiscal plans. 
By contrast, the absence of a medium-term 
budget framework and lack of adequate 
transparency in the budgeting process 
implies that budget decisions do not tend to 
follow appropriate fiscal rules. The weakness 
of checks and balances in the region in 
addition to the weakness of budget and 
planning institutions fail to limit discretionary, 
procyclical fiscal policy. 

Fiscal rules that are adopted and upheld 
within a medium-term fiscal framework can 
guide more effective budget decisions, in 
line with the principles of the 2030 Agenda 
and geared towards the achievement of the 
SDGs. In the process, tools such as gender-
responsive budgeting can contribute to greater 
inclusion and equality. The examination of 
subsidies should take place in the light of the 
increasing urgency surrounding environmental 
sustainability as well as the imperative to reach 
the most vulnerable citizens.



Fiscal Issues in a Context of Conflict6.



Fiscal policy should be guided by the principles 
of inclusion and equity in reconstruction and the transition 
to development, and grounded in a solid plan of action with 
the right sequencing of priorities.

Fiscal policy should be guided by the principles 
of inclusion and equity in reconstruction and the transition 
to development, and grounded in a solid plan of action with 
the right sequencing of priorities.
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Fiscal Issues in a Context of Conflict 

Since 2010, conditions in Iraq, Libya, the Syrian 
Arab Republic and Yemen have deteriorated 
significantly. Severe health problems, years of lost 
education, the loss of income and livelihoods, and 
marginal living standards have been among the 
consequences for millions of people. Fiscal and 
development issues are unique for each of these 
countries. Iraq and Libya have potentially greater 
fiscal capacity than the Syrian Arab Republic, 
while Yemen confronts severe and longstanding 
development challenges. Yet in all four, appropriate 
macrofiscal frameworks could play a role in 
supporting reconstruction and development. 

This chapter examines opportunities and 
hindrances during the reconstruction process, 
and explores how fiscal policy can support a 
stable reconstruction process, including by 
considering constraints related to absorptive 
capacity, the nature of each country’s economy, 
and governance prior to and during the war. 

Section A provides a theoretical overview of the 
negative impact of capital loss on growth, and 
an estimate of foregone GDP and government 
revenues for all four conflict-affected States 
between 2010 and 2015. Section B highlights 
macroeconomic and governance challenges as 
well as issues related to reconstruction priorities. 
Section C suggests different potential sources of 
funding to accompany the reconstruction period. 
Section D presents different sustainable fiscal 
spending scenarios based on economic structure, 
while section E offers some concluding remarks.

A.	An economic toll 

Conflict in Iraq, Libya, the Syrian Arab 
Republic and Yemen has had devastating 

economic, demographic and social impacts, 
and has jeopardized neighbouring countries. 
The following analysis focuses primarily on 
economic losses and financing issues, bearing 
in mind how these can compound a variety of 
other losses related to human development 
and well-being.

1.	 Economic loss estimation 

A precise assessment of physical and 
human capital loss is impossible due to the 
intensity of conflict in all four countries. 
Most estimates of capital damage have been 
done through satellite images or geographic 
information system (GIS) assessments, which 
provide a partial snapshot, especially for 
Libya, the Syrian Arab Republic and Yemen.1 
The following estimates on overall loss of 
economic activity draw on the 2010-2015 
predictions of the IMF on income forecasts,2 
and ESCWA estimates of realized incomes for 
the same period for all four countries.3  The 
total gap between the predicted and realized 
GDP was $428.14 billion between 2010 and 
2015. In addition to war accumulated losses, 
Libya and the Syrian Arab Republic are 
still suffering from economic sanctions in 
multiple sectors, which further worsen the 
socioeconomic condition.

While the difference between predicted and 
realized GDP was minimal for Iraq, likely 
because the impact of war, which had been 
ongoing since the invasion of the United States 
in 2003, was already taken into account, the 
difference was large for Libya and the Syrian 
Arab Republic. Yemen, on the other hand, had 
experienced only one year of severe conflict in 
2015, and therefore its GDP loss was relatively 
small based on estimations up to 2015. 

6.
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Many estimates of GDP losses have been 
published for the Syrian Arab Republic, 
ranging from minus 30 per cent to minus 
57 per cent over 2010 to 2015. This report’s 
estimate of $168.65 billion or a 41 per cent 
drop is roughly in line with that of Frontier 
Economics and World Vision International 
(2016), which found GDP to be 45 per cent 
lower than it would have been in the absence 
of war.4 The Economist Intelligence Unit 
calculated that Yemen’s economy contracted 
in real terms by an estimated 38 per cent in 
2015. A joint document by the World Bank, 
the United Nations, the Islamic Development 
Bank and the European Union5 is reported to 

have estimated that the conflict in Yemen had 
resulted, by May 2016, in almost $7 billion 
worth of damage and economic losses (in 
nominal terms) of over $7.3 billion measured 
in loss of production and service delivery. 
According to a report published by the World 
Bank, Libya’s economy shrank on average by 
around 14 per cent per year between 2013 and 
2015. In Iraq, real GDP growth has declined by 
about 3 percentage points since 2013.6 

In 2016, ESCWA produced a report estimating 
that conflicts in the Arab region between 
2011 and 2015 led to a net economic loss of 
$613.8 billion, equivalent to 6 per cent of the 

Figure 6.1  GDP has fallen far short of predictions     
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region’s GDP.7 The calculation included direct 
and indirect effects encompassing refugee 
arrivals and falls in tourism, but not costs such 
as capital flight, foregone investments, loss of 
remittances, loss of earnings by workers and 
reduced trade volumes. The estimate covers the 
war in the Syrian Arab Republic, its impact in 
neighbouring Lebanon, the impact of transition 
and war in Libya and Tunisia, and the adverse 
socioeconomic impact of the occupation in 
Palestine, but factors in the Yemeni conflict only 
marginally as it started in 2015. 

In addition to GDP, the four wars significantly 
affected trade patterns and reduced trade 
integration. For example, before the conflict, 
trade between Egypt, Iraq, Jordan, Lebanon, the 
Syrian Arab Republic and Turkey was steadily 
rising. Trade integration processes were ongoing 
following the signing of the Levant Quartet 
agreement in 2010, with sizeable expected 
benefits that war has destroyed since then. 

2.	 Estimated loss in government revenues

The structure of government revenues varies 
between Iraq and Libya compared with the 

Syrian Arab Republic and Yemen. For the 
former, over 90 per cent of government 
revenues are generated from oil. In the later, 
government revenues are partially generated 
through taxation and the rest through 
hydrocarbon revenues. Figures 6.2 shows 
estimated losses to government revenues 
resulting from declining oil revenues in Iraq 
and Libya, and figure 6.3 shows estimated 
losses to government revenues resulting 
from declining tax revenues and oil income, 
reaching a total loss of up to $209 billion 
between 2010 and 2015.8  

Iraq and Libya incurred the largest losses, 
of $47 billion and $83.5 billion, respectively. 
The loss in Libya is increasing over time, 
especially after 2013, due to the outbreak 
of the civil war and the emergence of two 
opposing bodies trying to rule the country. 
This effect was compounded by the drastic 
decrease in international oil prices starting 
in 2014. A similar trend holds in Iraq, where 
violence intensified in 2014 after extremists 
gained control over major cities. Losses in tax 
and natural resource revenues for the Syrian 
Arab Republic and Yemen were estimated at 

Figure 6.2  Estimated decline in government revenues due to losses in natural resource 
revenues 
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$51.6 billion and $27.5 billion, respectively. In 
the former, government revenues tumbled 
starting in 2011 due to the drop in economic 
activity and the dominance of extremists in the 
oil fields of Deir el Zor.9 In Yemen, government 
revenue deterioration was blamed on 
maturing oil fields and the sabotage of new oil 
explorations due to the war.

B.	Policy choices must be carefully 
calibrated 

Economic policies regulating exchange rates, 
real output, external accounts and fiscal 
spending are typically weak and sometimes 
absent during civil conflict. Macroeconomic 
stability usually decreases due to higher 
inflationary pressures and the drastic increase 
in public debt, which raises the risk of a free 
fall in the exchange rate, widens the gap 
in the balance of payments and can have 
implications in terms of essential services for 
human development. The challenge facing 
post-conflict governments is to synchronize 
sound fiscal and monetary policies that aim 

at softening inflationary pressures to boost 
investment and consumption confidence, 
in tandem with sectoral policies to rebuild 
physical and human capital, while paying 
due attention to urgent humanitarian needs. 
Over time, successive governments need to 
pursue an array of policies aimed at inclusive 
development, avoiding the trap of focusing 
solely on economic growth at the cost of 
other activities. 

Financing scenarios aimed at long-term 
post-war development are also crucial, since 
shortages during reconstruction might delay 
essential social and economic investments. In 
aid-dependent economies, financing flows are 
volatile,10 which might be increasingly an issue 
in the Arab region due to subdued growth 
prospects in the world economy and continued 
low commodity prices.11  

Additional challenges may arise from a large 
influx of aid, especially in the way it is spent 
and absorbed by different economic sectors.12 
When not invested efficiently, aid can cause a 
drastic change in economic structure, including 
by resulting in lower levels of diversification 

Figure 6.3  Estimated decline in government revenues due to losses in tax and natural 
resource revenues
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that hinder productivity and inclusive growth. 
Another concern is Dutch disease, where the 
real exchange rate appreciates through the 
increase in the relative prices of non-tradable 
goods to tradable goods, a typical situation 
associated with most natural resource rich 
countries.13   

1.	 Prioritization can support better 
reconstruction

In the process of reconstruction, governments 
have to manage short-term humanitarian 
spending, security issues and long-term 
development programmes, which underscores 
the importance of setting and implementing 
fiscal rules within short-, medium- and 
long-term perspectives. The lack of strategic 
guidance and failure to identify short- and long-
term bottlenecks14 can pose major hurdles. 

Usually, short- and medium-term welfare can 
be improved in the wake of conflict through 
government spending on consumption and 
investment goods. Consumption goods entail 
spending on humanitarian aid, emergency 
needs, wages and other utilities with a short-
term economic impact. Consumption spending 
has a positive short-term impact, but can 
have a long-term negative return on growth, 
especially if governments run prolonged 
primary budget deficits to finance recurrent 
activities at the cost of productive activities. 
Investment goods have a long-term positive 
impact, comprising spending on infrastructure, 
health, education and productive sectors to 
expand value added economic activities. 

Humanitarian and recurrent spending 
may frontload consumption at the cost of 
investment activities, but over time, this 
can result in or exacerbate bottlenecks in 
absorptive capacity. On the other hand, 
imbalanced spending in favour of investments 
can shortchange urgent consumption 
needs, which might exacerbate deprivation 
and poverty. In each case, policymakers 
face questions around how to fulfil urgent 

consumption needs without compromising 
long-term, sustainable development.

If the reconstruction process is carefully 
calibrated with economic reforms, well-
implemented reforms can lead to better 
reconstruction. 

2.	 Governance deficits can entrench 
macrofiscal instability

The governance challenges arising from armed 
conflict and political instability are major 
hindrances to building sustainable societies 
and economies. In the Syrian Arab Republic, 
civil unrest started in 2010 and intensified after 
2012. The Government’s failure to maintain 
economic stability manifested when the central 
bank couldn’t stop the escalation of exchange 
rates in early 2012. Further, reduced economic 
activities, low tax collection and higher military 
spending resulted in a budget deficit of more 
than 30 per cent of GDP in 2013. According to 
the Syrian Center for Policy Research, public 
debt climbed to 126 per cent of GDP in 2013, 
with a significant increase in foreign debt. 

Yemen’s fiscal performance is equally 
devastating, with gross government debt at 
over 67 per cent of GDP. This is considered 
low, yet unsustainable due to low annual 
economic growth, which is expected to 
deteriorate even further. The fiscal deficit 
has surged significantly due to the drop in 
hydrocarbon receipts.15 

In Libya, the presence of two governments 
has reduced the chances of having an 
integrated fiscal policy to promote economic 
development. Iraq confronts higher 
government spending on security and other 
recurrent activities, leading to a consecutive 
budget deficit since 2014. Additional spending 
was justified with the hike in military expenses 
to fight extremist groups. For Iraq and Libya, 
low economic growth and low oil prices would 
put macroeconomic stability at risk even 
without the effects of conflict.  
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C.	Resource mobilization can draw 
on diverse sources 
Lengthy civil conflicts require Iraq, Libya, the 
Syrian Arab Republic and Yemen to redefine 
their social contracts. This must be based in 
part on the State playing a legitimate role, 
within a clear constitutional framework, in 
spending as well as mobilizing resources. 
Ideally, in line with the principles of the 2030 
Agenda, this should be done in a manner 
that underpins inclusion and equity in 
reconstruction and development.  

Some lessons can be learned from experiences 
elsewhere in the world. After the war ended in 
the Republic of Congo, tax authorities generated 
royalties from oil companies based on pre-war 
arrangements while gradually strengthening 
their taxes and customs administration. The 
Government also received almost $6 billion 
of official development assistance (ODA) 
between 2001 and 2003.16 After its devastating 
war with Eritrea, Ethiopia financed urgent 
spending through imposing 10 per cent taxes 
on imports.17 

1.	 Mobilizing national resources 

Mobilizing resources nationally can be 
challenging, especially if internal sources of 
financing such as taxation are restricted, and 
fiscal institutions suffer significant losses in 
capacity. One study found that reducing the 
intensity of civil war can help to mobilize 
additional revenues, with an increase of 
20 per cent if intensity falls from high to 
medium.18 An additional 15 per cent increase is 
gained if intensity drops from medium to low. 

To reactivate fiscal authority, the State 
should uphold all required laws and 
regulations, which depends on the ability to 
restore order.19 Along with needed reforms 
to increase tax collection and reduce tax 
evasion, a steady generation of tax revenues 
from economic activities could further 
entrench stability and support urgent national 

needs, including those related to restoring 
broad-based development. 

The speed of tax revenue restoration depends 
on the existing tax system. In the short term, 
indirect taxation and taxes on selected goods 
and services might quickly help to mobilize 
revenues. Unlike other types of taxes, indirect 
taxation can be easily monitored and collected, 
but needs to include criteria to negate the 
impact on vulnerable and poor groups. On the 
other hand, there is much room for widening 
the tax base and improving progressivity in 
direct tax collection. A tax regime of this kind, 
however, requires major restoration of physical 
and human capital.

In countries where revenues are highly 
dependent on oil, the restoration of production 
at early stages is essential, and could be 
done through government control and by 
maintaining a certain level of security. Since 
natural resource revenues are not sustainable 
in the long term, however, it is also important 
to diversify government revenue sources 
through a new tax regime and to support 
economic diversification to broaden the tax 
base over time. 

A common denominator for all revenue-
generating activities is improvement in 
governance quality to curtail practices such as 
embezzlement and tax favouritism, which can 
deter reconstruction, and compromise security 
and stability. 

2.	 Government borrowing 

To finance reconstruction, governments can 
borrow domestically from the private sector 
either by issuing debt securities or through 
short- and long-term loans. International 
borrowing from sources such as the World 
Bank, the IMF and other international 
development banks is also a possible option. 
Borrowing comes with multiple risks, however. 
Debt securities might not be attractive 
to investors, especially at early stages of 
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reconstruction, which can push governments 
to increase bond interest rates to significantly 
higher levels. This was evident in Lebanon in 
1997 and 1998 when interest rates reached 
almost 40 per cent. Borrowing in foreign 
currencies from international organizations 
might pose exchange rate risks. 

Government borrowing will determine 
public debt dynamics and have positive 
or negative impacts on development, 
depending on how efficiently resources are 
spent in the economy. Usually, government 
borrowing should be oriented towards higher 
future economic growth as well as human 
development outcomes, and higher future 
government revenues. If there is a pattern 
of altering investment expenditure with 
consumption expenditures, however, debt 
may increase and limit economic growth by 
crowding out investments.20 

Figure 6.4 plots the debt and fiscal 
performance for 10 years following the 
end of civil conflicts in four countries that 
experienced different patterns in post-war 
spending. Angola started with a high level 
of debt that was significantly reduced after 
its war. It managed to close its spending gap 
and ran a budget surplus within two years, 
supported by higher revenues from rising 
oil prices during the later half of the 2000s. 
Angola is the second largest oil producer 
in sub-Saharan Africa, which suggests 
that a fiscal surplus is a result of higher 
hydrocarbon production and might not be 
sustainable over the longer term.21 Income 
inequality and poverty remained high even a 
decade after the civil war,22 and the country 
failed to improve its business climate, 
enhance economic development and increase 
economic diversification.  

Lebanon had a low level of government 
debt but kept running successive deficits 
for 10 years of its war, pushing debt to 143 
per cent of GDP by 2016. Although total 
revenues have been improving and rely on a 

considerable, healthy tax base, government 
expenditures have risen at a rate nearly 1.5 
times higher than revenues. As a result, the 
Lebanese debt position is exceptionally high, 
one of the highest debt ratios in the world. 
The Government has taken various efforts 
to reduce its deficit and debt in general, but 
emergencies, including instability and crisis 
management activities, have led to additional 
unplanned spending.

Investigating the change in debt for the post-
conflict years shows that it increased by 350 
per cent between 1992 and 2000 (from $6.2 
billion to $27 billion). On the other hand, GDP 
per capita increased from $1,965 in 1992 to 
$5,334 in 2000 (growing by 170 per cent). 
While countries usually borrow domestically 
or internationally for targeted spending in 
productive sectors, debt in Lebanon was 
used to finance recurrent spending and other 
non-income generating activities.23 Capital 
investments reached a peak of 24 per cent 
of total government spending in 1994 as 
part of the reconstruction plan, but dropped 
significantly to less than 5 per cent after 2001. 
This decline accompanied higher current fiscal 
spending, reaching an average of 48 per cent 
between 1992 and 2000. Military expenditures 
as a percentage of GDP decreased from 7.5 
per cent of GDP in 1990 to 5.3 per cent in 
2000, but could not be gauged accurately 
due to major in-kind military donations from 
European countries and the United States.     

In Cambodia and Rwanda, Governments had 
a deficit increase, but maintained an almost 
horizontal trend of debt to GDP due to their 
growth in income and additional generation of 
tax revenues. Cambodia increased its tax base 
significantly; tax revenues as a percentage of 
GDP climbed from 8 per cent in 2002 to 14.5 
per cent in 2014.

Given low oil prices, regional economic 
conditions and unfavourable international 
economic growth, especially in emerging 
markets and Europe, domestic financial 
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institutions as well as financial institutions 
in neighbouring countries could play a 
key role in post-war reconstruction in Iraq, 
Libya, the Syrian Arab Republic and Yemen. 
One question would be whether or not the 
financial markets in conflict-affected and 
neighbouring countries have the capacity to 
fund reconstruction projects given the scale of 
destruction, especially in Libya and the Syrian 
Arab Republic. 

3.	 International aid

Post-conflict international aid provides 
some necessary resources for urgent 

humanitarian needs and for reconstructing 
public infrastructure, hospitals and schools, 
preferably under a well-designed national 
plan with clear objectives that support a 
stable, growing economy based on the 
principles of inclusiveness and sustainability.24 
Unfortunately, although SDG 17 has again 
reiterated the international commitment of 
developed countries to provide 0.7 per cent of 
their GNI as ODA, aid from OECD Development 
Assistance Committee (DAC) and non-DAC 
countries to the region, excluding oil-rich 
countries that are net donors, declined from 
around $11 billion in 1990 to $3.3 billion in 
2002. Thereafter, it picked up slowly, reaching 

Figure 6.4  Four countries show varying revenue and spending choices after civil conflicts 
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around $9 billion in 2012. In 2013, ODA 
increased to $16 billion, mainly due to an 
increase in aid to conflict-affected countries, 
such as the State of Palestine and the 
Syrian Arab Republic, and in the light of the 
increasing number of refugees in neighbouring 
countries, such as in Jordan and Lebanon. 
In some Arab countries, ODA represents 
a sizeable share of foreign capital inflows, 
but it is unlikely to be sufficient to meet the 
challenges that these countries face, given 
recent trends including economic slowdown in 
advanced countries.25 

Aid fluctuations have a detrimental impact 
on economies. Usually, foreign aid increases 
significantly right after the end of a war. In 
Rwanda, ODA reached almost 100 per cent 
of GDP right after the end of the civil war in 
1993 to 1994, and then decreased to less than 
10 per cent in five years. The same pattern at 
a lower extent occurred in Angola, Cambodia 
and Lebanon.

Three major lessons could be learned. First, 
the shock of development aid can retard 
diverse economic activities, especially if 
aid as a percentage of GDP is significantly 
high, supply side bottlenecks are present and 
aid is prolonged for more than two years 
in the absence of strategic fiscal planning. 
Second, aid volatility can hold back economic 
growth.26 Third, in the presence of relatively 
low institutional quality, development aid 
could end up wasted on “white elephant” 
projects and clientelism. In this case, aid 
would be viewed by policymakers as a 
substitute for tax revenues. 

D.	Policy options for different country 
scenarios 

In the wake of a conflict, fiscal policy needs 
to be carefully calibrated. A policy that is too 
restrictive can hinder investment and growth, 
and might even spark additional episodes of 

conflict. An overly accommodating policy, 
on the other hand, might fuel inflationary 
pressure that crowds out investment and 
limits structural transformation. Overall, fiscal 
policy needs to be guided by the principles of 
inclusion and equity in reconstruction and the 
transition to development, and grounded in a 
solid plan of action with the right sequencing 
of priorities. 

1.	 Fiscal policy in Iraq and Libya

In countries rich in natural resources, such 
as Iraq and Libya, the focus of fiscal policy 
in the post-conflict era should encompass 
macrofiscal stability and sustainability as well 
as economic structural transformation and 
reconstruction. Some key ingredients include 
reactivating and reforming the institutional 
and legal setting of the fiscal authority, clarity 
in revenue collection and spending, access to 
fiscal policy information, detailed public sector 
checks and balances, and most importantly, 
fiscal rules defined and protected by law. 

Fiscal rules that state the limits and 
nature of government spending should 
be implemented to avoid ad hoc policy 
choices that may not be guided by core 
reconstruction or development priorities. 
An example of a viable expenditure rule 
in a resource-rich country is Botswana’s 
Sustainable Budget Index, which assesses 
recurrent expenditures against recurrent 
revenues to ensure that only a small portion 
of non-resource revenues are consumed 
rather than invested in health, education 
and infrastructure.

Following a strict fiscal rule in conflict-affected 
countries with hydrocarbon income can be 
challenging, since such countries need and can 
to some extent afford immediate humanitarian 
and consumption spending. To avoid 
inflationary pressures and other repercussions, 
urgent humanitarian and consumption needs 
could be balanced between expenditure in 
cash and in kind. 



106

Furthermore, absorptive capacity constraints 
in the medium and long term should be taken 
seriously so that the economy can channel 
invested funds in the most effective and 
sustainable ways.  

Sovereign wealth funds can provide an 
option to mitigate volatility and excessive 
spending if natural resource revenue shocks 
are high, the economy is resource dependent 
and absorptive capacity is low. Resource 
rents could be placed in funds, usually in 
more efficient financial markets, and only 
the interest income consumed. As capacity 
constraints ease, internationally invested funds 
can gradually move into domestic markets 
to have a positive impact on the economy 
and domestic investments.27 Sovereign 
wealth funds should clearly state the capital 
inflow-outflow of resource revenues, and the 
level of public borrowing against the fund. 
Additional roles are to enhance transparency 
and accountability, enhance fiscal performance 
across economic cycles and offer an 
investment/saving tool for future generations. 

Historical fiscal performance for both Iraq 
and Libya suggests the need for urgent 
fiscal reforms. For example, the fiscal cost 
of fuel and electricity subsidies was twice as 
much as spending on health and education 
combined in Libya in 2012.28 Looking at the 
fiscal composition of the Libyan budget, 
administrative expenses for subsidies account 
for almost 80 per cent of total government 
spending; expenditure on capital investments 
is minimal. Government resources are 
primarily spent on recurrent expenditures that 
are non-productive, mainly excessive spending 
on salaries and wages, to compensate for 
low private sector employment in a poorly 
diversified economy. 

2.	 Fiscal policy in the Syrian Arab Republic 
and Yemen

The key roles of a realistically designed 
fiscal policy in the Syrian Arab Republic and 

Yemen could be reconstructing infrastructure, 
reactivating pre-war productive sectors and 
regenerating trade. Spending on such activities 
could reduce the social and humanitarian 
consequences of the war, enhance production, 
boost employment, attract investors 
and eventually boost economic growth. 
Fiscal policies should promote structural 
transformation towards high value added 
activities that generate additional tax revenues 
in the long term. Eventually, a well-strategized 
taxation system can reduce dependence on 
revenues from natural resources.

In defining socially productive investments,29 
fiscal policy could be geared towards 
those making the greatest contributions 
to productivity, employment, poverty 
reduction and gender equality, among other 
priorities. The process should consider urgent 
consumption and humanitarian needs as well 
as longer-term investments in infrastructure, 
health and education.

E.	 Main findings 

Conflict devastates physical and human 
capital infrastructure, requiring short- and 
long-term responses. Short-term aspects 
include resettling displaced and refugee 
populations, disarming military groups and 
working on their reintegration, reducing 
overall violence, and increasing food security 
and decent work opportunities. Short-term 
economic policies should focus on a stable 
exchange rate and low to moderate inflation 
to generate a steady flow of government 
revenues (through taxing business activities), 
raise government credibility and reduce 
uncertainty facing donors and investors. 
For countries rich in natural resources, an 
additional priority is gaining control of oil 
production and reducing growth volatility. 

Over the long term, the focus should be 
towards rebuilding and equitably distributing 
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physical and human capital, and improving 
the business environment to crowd in the 
private sector. Both short-and long-term 
measures should be aimed at establishing a 
flow of domestic revenues through taxation, 
natural resources and/or domestic borrowing 
to finance reconstruction, and move towards 
inclusive and sustainable development.

Policy reforms may be required to enhance 
government effectiveness. In the Syrian Arab 
Republic and Yemen, fiscal policy reforms 
should be accompanied with legislative and 
institutional reforms to widen the existing tax 
base, reshuffle the tax structure, and increase 
transparency in tax collection and government 
spending. This could help to minimize resource 
leaks, embezzlement and tax evasion. Such 
reforms are required in both countries but 
are more pertinent in Yemen due to the fast 
depletion of natural resources and lower 
diversity in economic activities, which reduces 
revenue generation options. 

In natural resource-rich countries, reforms 
should be directed towards more transparency 
and accountability, and less dependence on 
resource windfalls. While putting exceptional 

efforts into expanding their non-oil sectors, 
Iraq and Libya should start implementing 
efficient tax systems. Based on existing 
institutions and human capital, Iraq has more 
capacity than Libya to transform to a more 
diversified economy over time. 

Post-war reconstruction is not just a 
mechanical set of technical decisions. 
Financing reconstruction, resource 
distributions and overall economic outcomes 
depend on settlements to terminate the war 
and institutions governing the political and 
the economic apparatus. Relying heavily 
on international and regional aid is not 
optimum, because such aid is volatile and 
not guaranteed for the entire reconstruction 
period. It is important for urgent humanitarian 
and reconstruction needs, however, as well as 
for critical seed money, to propel longer-term 
development projects. Aid should be steady 
and follow donor commitments to the SDG 17 
target. In addition, countries need to leverage 
multiple sources of external finance, from 
the region and beyond, to support long-term 
development and progress toward the SDGs 
as a whole.





Making the Most of the Power 
of Fiscal Policy
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Economic models need to be reoriented to deliver not just 
greater efficiencies, but human development that leaves 
no one behind.

Economic models need to be reoriented to deliver not just 
greater efficiencies, but human development that leaves 
no one behind.
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Making the Most of the Power 
of Fiscal Policy 

Across the Arab region, fiscal policy 
reforms can be key drivers of a virtuous 
cycle of inclusive growth, decent work and 
poverty reduction. They can guide the smart 
investments in economic transformation and 
social capital that many countries must make 
to attain the SDGs. 

The Arab countries share some common 
fiscal policy concerns. Significant disparities 
exist as well, and should be factored into 
any consideration of how to move forward. 
Broadly, the oil-poor middle-income countries 
and low-income countries struggle with 
fiscal sustainability. The oil-rich countries are 
relatively better off, but face constraints from 
heavy dependence on oil revenues. Policy 
considerations are discussed in general for each 
of these country types, bearing in mind that they 
must be tailored to specific country contexts.

Fiscal policies have a broad reach across 
matters related to poverty, economic growth, 
employment, and a wide array of social and 
environmental issues. Making best use of 
the potential power of fiscal choices depends 
largely on good governance to cement these 
links, with consideration as well for how 
fiscal policy can successfully interact with 
macroeconomic and industrial policy in building 
dynamic, competitive and inclusive economies.

A.	Design fiscal policies to promote 
economic transformation and decent work

The region needs to overcome the “low 
productivity trap” to promote inclusive 
and sustainable economic growth, full and 
productive employment, and decent work 

for all, as envisaged in the SDGs. Appropriate 
fiscal policy choices can support a structural 
transformation in economies towards greater 
productivity and diversification, moving 
towards non-oil modern sectors or higher-end 
industry and services. The commitment to 
achieve the SDGs provides an opportunity for 
governments to revisit policy choices and take a 
more proactive stance on diversification and job 
creation. This is extremely important given the 
“new normal” in the global economy, brought 
on by the stagnation of advanced economies. 

Two interventions are particularly critical. The 
first is to boost public investment in strategic 
sectors that are relatively high in labour 
intensity, with greater potential for higher 
value added growth. The second is to invest 
in infrastructure, human capital, research 
and development, and innovations that can 
galvanize economy-wide productivity. 

Appropriate fiscal incentives need to aim 
at diversification to modern sectors, the 
advancement of higher education and 
competitiveness in the labour market. For the 
oil-rich countries, which have more fiscal space, 
including through sovereign wealth funds, well-
designed fiscal policy can diversify investment 
to modern economic sectors and manage the 
loss of revenues from commodity price volatility. 
So far, economic diversification in the GCC has 
happened mainly in construction, hotels and 
restaurants, and “other services” that tend to 
be largely low value added activities flourishing 
on the back of importing low-skilled labour. This 
has undermined the growth of manufacturing 
and modern high-tech sectors, and has hardly 
contributed to improving absorptive capacity 
and quality education, both essential for greater 
productivity and innovation. 

7.
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For the oil-poor countries, governments need 
to reconsider fiscal policy decisions and 
coordination with industrial policy in investing 
in higher productivity sectors, advancing 
education, and increasing research and 
innovation. Creating a healthy fiscal space 
is a bigger challenge for these countries, 
underscoring the importance of fiscal rules 
in expenditure and greater emphasis on fair 
and effective taxation systems. Infrastructure 
development and investing in human 
development to overcome limits on absorptive 
capacity are other areas where governments 
need to take a leading role.

Identifying new strategic industries is crucial in 
unblocking latent comparative advantages and 
generating new employment opportunities. 
Disaggregated sub-sectoral analysis can help 
in identifying higher value added and labour-
intensive activities for expansion through 
appropriate policy incentives. Sub-sectoral 
level information on output, investment and 
employment, in addition to taxes and subsidies 
on labour and capital, needs to be developed, 
as it is not available for most countries in the 
region. Product space analysis can indicate the 
potential niche product space of a country’s 
manufacturing industries, for which firm level 
data need to be developed.  

Fiscal incentives and economic governance 
reforms are crucial to encourage innovation, 
competitiveness and export diversification. 
Many Arab countries have adopted industrial 
policies in the past, but without achieving 
structural transformation. Such policies 
need to be accompanied by investments in 
infrastructure, human capital and other fiscal 
incentives, such as taxation on corporate 
income in non-oil sectors or subsidies 
provisions within the WTO space. Appropriate 
checks and balances would encourage 
genuine innovators and investors, and in 
general would help to crowd in private 
investment. These policies should identify and 
address potential market failures, and award 
innovation and competitiveness. 

The coordination of fiscal policy with monetary 
and exchange rate policies is particularly 
important. Overvalued currencies are major 
impediments to export competitiveness, 
which the Arab countries need to take into 
consideration to promote diversification of 
exports. Fiscal policy coordination among Arab 
countries, including in customs and corporate 
tax rates, can also provide a competitive 
advantage to the countries at the regional 
level for promoting industrial and trade 
diversification.

Governments also need to build innovative 
partnerships with the private sector for 
job creation. Given the fiscal challenges of 
the oil-poor countries, it will be difficult for 
any government to provide employment in 
the public sector. Greater partnership with 
the private sector, as well as intraregional 
cooperation on investment, trade and 
financing, are crucial issues. Low-income 
countries require greater assistance in market 
access, trade, technology and finance for 
driving structural transformation, as envisaged 
in the framework of the SDGs and the Istanbul 
Plan of Action. 

So far, some Arab countries have started 
taking some of these steps. Examples include 
Saudi Arabia’s Vision 2030 and Egypt’s new 
programme acknowledging structural reforms 
and diversification as critical for sustainable 
long-term development.1

B.	Make budget choices to reduce 
poverty and inequality, and close health, 
housing and education deficits

Public expenditure on education, health and 
housing needs to improve considering human 
development deficits. Spending on health and 
housing across the region remains largely 
neglected. While spending on education has 
been better, leading to progress on the MDG 
indicators, it has not been enough for mean 
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years of schooling to catch up with the world 
average. Quality education and higher average 
years of schooling are important for developing 
human capital, a knowledge economy and 
innovation, where the Arab region falls short 
of other fast-growing regions. Recently, in 
the oil-poor countries, declining trends in 
education expenditure, as a share of GDP on 
average, have posed a concern for advancing 
education at the level required for transforming 
economies and societies so that they become 
more inclusive and prosperous. The region 
could catch up with the world average of mean 
years of schooling in six years by increasing 
public education spending by 1 per cent of 
GDP, which seems affordable, considering 
the huge potential for savings from switching 
expenditure from fuel subsidies and militaries. 

Improved expenditure on health is also vital, 
considering that child and infant mortality 
rates fell short of the MDG targets in most 
countries. Several countries face rising infant, 
child and overall mortality rates due to armed 
conflict. Stunting, an indication of malnutrition, 
is prevalent across the region, with the highest 
rates found in conflict-affected and low-income 
countries. The region’s unusually high reliance 
on out-of-pocket expenditure on health poses 
a financial burden on poor and middle-
income households. As a priority, health-care 
investments should aim at improving the 
coverage and quality of public services. 

Increased expenditure on housing and basic 
amenities is particularly important considering 
that deprivation in living conditions is a major 
contributor to poverty in the region. Further, 
the projected increase in the number of people 
living in cities poses problems associated with 
rapid urbanization, including shortages of 
decent work, inadequate infrastructure, lack of 
affordable housing, pollution, slum creation 
and poverty, among others. So far, expenditure 
on housing has been stagnant in oil-rich 
countries at 2 per cent from 1990 to 2014, and 
declining from 1.3 per cent to 0.6 per cent in 
oil-poor countries over the same period. 

Addressing social policy deficits in existing 
fiscal policies is important for better targeting 
and coverage of social protection. Public 
transfers need to be scaled up considering 
needs today and in the light of ageing 
populations in the future. For the region as 
a whole, high levels of unemployment and 
informal employment mean that, on average, 
67 per cent of the labour force does not 
contribute to social security. This implies that 
they may not have access to health insurance 
and/or a pension system that could provide 
them with some form of income security in 
the future. In Jordan, direct public transfers in 
cash or kind have contributed significantly to 
reducing poverty and inequality.

Subsidies should not replace public transfers. 
Subsidies per se are not bad, but they need 
to be well targeted and avoid replacing public 
transfers. For instance, social protection 
expenditure in some countries is influenced 
by the increase in social assistance in the 
form of oil subsidies, due to a significant rise 
in oil prices from 2005 to 2014. Most benefits 
from oil subsidies accrue to high-income 
groups, however, while the poor and middle 
class shoulder a greater tax burden. Several 
countries have undertaken subsidy reforms 
recently. Savings now need to be channelled 
to advancing education, quality housing and 
health services. 

An ambitious response to developmental 
challenges will demand a new social contract 
and good governance rooted in equity and 
justice. The need for a new social contract 
has been compounded by increasingly 
constrained fiscal space, and the broad 
economic and political repercussions of the 
Arab uprisings. Arab States are increasingly 
less able to sustain their role as primary 
providers of employment. At the same time, 
rising unemployment, projected demands for 
future jobs and the fact that the private sector 
is not well developed put heightened pressure 
on governments to generate decent work. 
Substantial inequality in education in particular 
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undermines the Arab social contract, and 
requires the State at a minimum to furnish a 
level playing field. This is especially important 
considering that education is one of the 
main paths to social and economic mobility. 
Furthermore, increased expenditure on health, 
housing and basic amenities are heightened 
concerns of the poor and middle classes in the 
region, which should draw focused attention 
from policymakers. 

C.	Expand and sustain fiscal space 
by raising revenues

Increase focus on mobilizing revenues 
rather than cutting productive expenditure. 
Governments in middle-income countries 
have mainly relied on borrowing from the IMF 
to solve debt service challenges. For the next 
five years, the IMF is encouraging a focus on 
significant reduction of public expenditure. 
But in developing economies, where private 
sector investment is not easy to crowd in, this 
often leads to economic contraction and low 
growth in employment that further aggravates 
development deficits. Governments and the 
IMF admit the risk of increasing poverty in 
the short term, but argue that these measures 
are necessary to move towards medium-term 
prosperity. Yet some Arab countries have 
already experienced how these measures 
can produce a long-term trend of stagnating 
poverty and social exclusion that has been 
ongoing since the early 2000s. 

Another approach is to award much more 
attention to mobilizing revenues to build a 
robust fiscal space. Very little attention has been 
paid to this in most Arab countries, and if at 
all, it has been to increase revenues through 
indirect taxes, such as a goods and services 
tax or a general value added tax, that are 
regressive. The potential to harness revenues 
from a well-strategized taxation system could 
be significant, given that the tax-to-GDP ratio 
is lower in most countries than in countries at 

similar development levels in other regions. 
Permanent increases in the ratio of spending-to-
GDP will be critical to boosting human capital 
and bringing about structural transformation. 

Make tax systems more fair and progressive, 
and simplify administrative procedures for 
better tax compliance in oil-poor countries. 
Governments need to consider improving 
tax fairness by establishing more equitable, 
progressive and transparent systems that 
clearly rationalize exemptions. Given growing 
inequality and the relatively low tax burden on 
the top income decile, much less the richest 1 
per cent of people in several countries, there is 
clear room for improvement. Experience from 
other countries shows that this is possible if 
there is political will. 

Even among lower-income countries, direct 
tax collection could increase by 2 per cent to 
4 per cent of GDP. Estimates for the oil-rich 
countries indicate that a 5 per cent value added 
tax rate could generate fiscal revenue of 2 
per cent of GDP.2 Optimal tax rates may vary 
from country to country, but evidence suggests 
that fiscal policy that promotes progressive 
taxation and social benefits is consistently 
associated with lower inequality in terms of 
disposable income.3 

Property tax can be an effective tool to increase 
revenue and improve equity.4 Currently, these 
taxes are low and largely evaded. One of the 
important benefits of a well-designed property 
tax or wealth tax would be to dampen rent-
seeking and speculative activities, and channel 
funds to more productive investments. 

Poor tax records and complex tax procedures 
complicate tax compliance and tax fairness 
analysis.5 Improving tax and customs 
administration, simplifying coding and 
regulation, and investing in technology to 
improve transparency can enhance compliance 
and increase the potential tax base. This would 
require upfront investment in administrative 
infrastructure, but over a period, better tax 
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administration would back a broader culture 
of tax compliance in addition to greater 
revenues. One way to improve transparency 
and accountability is the filing of income tax 
by every citizen, even if not everyone would 
actually pay tax – an approach encouraged 
recently in India.6 

Take steps to control tax evasion, tax 
avoidance and illicit financial flows. Illicit 
outflows from the Arab region outstripped the 
combined inflows of foreign direct investment 
and ODA in 2014 and 2015.7 Trade misinvoicing 
constituted a significant leakage, amounting 
to about 68 per cent of cumulative illicit flows 
between 2011 and 2015. In addition to national 
tax reforms, a global standard for information 
exchange needs to be adopted to tackle illicit 
financial flows as well as cross-border tax 
evasion and tax avoidance. 

In oil-rich countries, diversify revenue 
sources to manage volatility and sustain 
growth. This can improve fiscal room and 
strengthen macroeconomic stability. Tax and 
non-tax incentives can support economic 
diversification and increase revenues for social 
development. 

D.	Harness public expenditure 
management for inclusive and 
sustainable development through 
better quality governance

The quality of governance matters for the 
effectiveness of public expenditure and 
fiscal management. Poor governance, which 
manifests itself in weak institutions and lack of 
adherence to fiscal rules, adversely affects the 
equity and efficiency of both the allocation of 
government expenditure and the mobilization 
of revenues. Budgeting and planning 
institutions matter for rule-based fiscal policy. 
In general, countries with strong institutions 
have been more successful in delivering on 

fiscal adjustments and better able to come up 
with credible fiscal plans. Where institutions 
and checks and balances are weak, they may 
fail to limit the discretionary and procyclical 
nature of fiscal policy. 

The quality of governance matters for human 
development. There is a strong association 
between governance, fiscal rules and human 
development. Public expenditure on health 
contributes more effectively to child survival 
in countries with good governance, for 
instance, and has a stronger impact on life 
expectancy than private health expenditure. 
This underlines the crucial role of effective 
and appropriate allocations of resources to 
intended targets, towards the goal of human 
development and under the framework of 
social inclusion principles. Increasing public 
expenditure on health and education without 
necessary governance reforms is otherwise 
unlikely to lead to improved outcomes.

Set and implement rules for public expenditure 
with clarity on medium- and long-term 
objectives. Since 2008, multiple events have 
prompted increased uncertainties in spending 
in most Arab countries, resulting in major 
swings in expenditure trends and mounting 
debt. The uncertainties are likely to persist in 
a business-as-usual scenario, given multiple 
challenges, including crises, low oil prices, 
debt sustainability and the slowdown in global 
growth. Towards promoting inclusive and 
sustainable development, countries should 
establish medium-term fiscal frameworks, and 
set and implement public expenditure rules 
to guide budget decisions, contribute to fiscal 
discipline, and support countercyclical policies, 
such as in Chile.

In addition, countries need to coordinate 
fiscal and monetary rules for arriving at a 
debt-stabilizing primary balance so that debt 
as a share of GDP does not increase beyond 
a sustainable limit. Estimates show that the 
debt-stabilizing primary balance ratio needs to 
be higher than the actual primary balance ratio 
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in all low- and middle-income countries of the 
region that are at high debt levels. Furthermore, 
any positive shock to interest rates and growth 
rates would deteriorate debt ratios. 

Better economic institutions are needed 
to manage tax policy, provide better data 
and monitoring, and improve transparency. 
Major shortfalls persist in time series data on 
disaggregated government expenditure in 
Arab countries. Available data do not allow a 
comprehensive estimate of social spending, 
confining this report, for example, to considering 
only health, education, housing and social 
protection expenditures, for selected countries. 
The fact that oil subsidies are considered within 
the social protection component of social 
expenditure in certain countries further distorts 
the data on social spending, given that not all 
fuel subsidies are targeted to households. Data 
on pensions, social security measures and other 
forms of assistance that are driven by social 
policies are mostly absent. A crucial step for 
governments would be to take account of social 
expenditure more systematically. 

E.	 Orient fiscal policy towards peace and 
development in post-conflict countries

ODA commitments should be honoured, 
and aid flows kept steady during the 
reconstruction and development phase. The 
commitment to a minimum provision of ODA 
was reiterated in the 2030 Agenda. Given 
past shortfalls and volatility in aid, however, 
relying heavily on it may not be optimum or 
sufficient, given the scale of funds needed for 
reconstruction. Alternative sources of financing 
could come from a secure flow of domestic 
revenues through taxation reforms, natural 
resources and/or domestic borrowing, while 
paying due attention to medium- and long-
term debt sustainability. 

Create fiscal policy frameworks that support 
reconstruction and diversification in natural 

resource rich countries. In countries rich in 
natural resources, such as Iraq and Libya, 
natural resource revenues make up over 
90 per cent of government revenues. Given 
this, any fiscal regime for the post-conflict 
era should include objectives such as 
macrofiscal stability, fiscal sustainability and 
pro-economic diversification expenditures, 
along with spending on reconstruction. Fiscal 
rules should guide expenditures and resource 
prices to fully cope with reconstruction 
and development plans as well as price 
fluctuations. In case of revenue shocks, excess 
resources could be allocated to sovereign 
wealth funds and gradually invested 
domestically in tandem with expanding 
macroeconomic absorptive capacity.

Focus on reconstructing infrastructure, 
reactivating pre-war productive sectors and 
furthering diversification in the Syrian Arab 
Republic and Yemen. Restarting economic 
growth engines could help to generate 
additional government revenues especially 
in the Syrian Arab Republic and Yemen, 
which have tax regimes mainly dependent on 
corporate and income taxation, with minimum 
contributions through indirect taxation. 
Governments in such countries can prioritize 
sectors based on productivity, employment, 
poverty reduction and contribution to gender 
equality, among other considerations, in line 
with appropriate fiscal rules. Prioritization 
should consider urgent consumption and 
humanitarian needs in the short term, as well 
as longer-term investments in infrastructure 
and human capital. 

The common denominator for all revenue-
generating activities is improved governance 
quality and major reforms in public financial 
management. Peace is the bedrock of 
development. Reactivating fiscal institutions, 
and reforming the institutional and legal 
settings of existing fiscal administration can 
enhance government effectiveness in conflict-
affected countries. The Syrian Arab Republic 
and Yemen require major legislative and 
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institutional reforms to widen their existing 
tax bases, reshuffle their tax structure and 
increase transparency in tax collection and 
government spending. This will increase tax 
collection and reduce embezzlement, tax 
evasion, tax avoidance and tax favouritism, 
which otherwise might deter reconstruction, 
and compromise security and stability. 

Historical fiscal performance in both Iraq and 
Libya also dictates urgent reforms to reach 
more resilient and economically sustainable 
growth. A progressive fiscal regime requires 
reactivating and reforming oil and gas revenue 
management, and achieving additional 
transparency in licensing, national budgeting 
and the management of sovereign wealth 
funds. Checks and balances should manage 
revenue collection and spending, and most 
importantly, fiscal rules should be defined and 
protected by law. 

Regaining the path to sustainable development. 
The new era of the 2030 Agenda and the 
SDGs ushered in a renewed emphasis on the 
role of the State in steering economic and 
social transformation that is fully inclusive 
and sustainable. Agreed in the wake of the 
2008 economic crisis, with its effects still 
rippling across the Arab region today, the 
Agenda was in part a call for countries around 
the world to rethink fiscal policy.

The Arab region has followed past models of 
pro-market economic policymaking, adopted 
from the Washington Consensus. At the same 
time, it has attempted to maintain a social 
contract premised on providing essential 
services to its peoples. This often contradictory 
combination has now reached a breaking 
point. Economic models need to be reoriented 
to deliver not just greater efficiencies, 
but human development that leaves no 
one behind. Only vibrant and productive 
economies can underpin a new social contract 
that provides everyone with the full range of 
capabilities and opportunities needed to thrive. 

The region can learn from its own past 
experience and from those elsewhere in using 
fiscal policy to address key concerns, such as 
investing in industrial development; advancing 
education, research and innovation; providing 
social protection; and mobilizing revenues, 
taking into account equity and justice in 
taxation systems. 

Transformation in the Arab region will not 
happen automatically or overnight. But if the 
vision is to achieve the 2030 Agenda and the 
SDGs, and a region that is both prosperous 
and peaceful, transformation is no longer an 
option. It is an imperative, one that should 
guide all choices and actions to regain the path 
to sustainable development.
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Amid low oil prices and rising debts, the Arab region faces a challenging 
economic outlook. At the same time, development priorities related to 
decent work, poverty and social justice are more pressing than at any 
other time in the region’s recent history. Fiscal policy offers many of the 
tools to resolve these complex challenges. This report proposes several 
primary considerations.
 
Fiscal policy reforms are essential and immediate considerations to move 
forward, including to achieve the Sustainable Development Goals. Real 
progress, on the scale that the 2030 Agenda for Sustainable Development 
demands, depends on economic structural transformation and broader 
economic governance reforms geared towards financing inclusive and 
sustainable development.
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