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Executive Summary

Shifts in the global economy have lead to rapid development
across the world, but the Middle East has been largely left
behind. The causes of this apparent malaise are a series of
interlinked issues comprising economics, politics, and
geopolitics. Specifically, this has entailed, among other
factors, barriers to adopting a more representative political
system, the absence of broad economic diversification, and a
lack of intraregional trade. For there to be substantial
development in the Arab World, a new political settlement
will likely need to be accepted. For such a settlement to be
accepted, the interest of elites need to be taken into account
and regional linkages need to be strengthened and capitalized
on, in addition to securing the assent of regional and global
powers in the process.
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Introduction

The failure of Arab development is multifaceted in nature and manifests itself
at all levels—economic, political, and geopolitical. Over the last three decades,
three profound shifts have changed the landscape of the global political economy.
While these have opened new economic and political possibilities for the
developing world, the Middle East has remained insulated from these winds of
change and their transformative impact. The first shift is political in nature—
often dubbed as the third wave of democratization—and defined by a gradual
opening of the political system to more representative forms of government.
The second shift represents successful economic diversification in several
emerging economies of Asia, Africa, and Latin America. A third trend is
represented by the growing prominence of intra-regional trade in developing

Ak 1 f litical . countries through their active
ey lesson of polilical economy 1S participation in regional trade

that economic and political exchange initiatives.
tends to co-evolve in the process All of these shifts have

of development bypassed the Middle East.
Judged by any of the above

metrics, the region has stagnated, regressed, or severely lagged behind. With
the largest proportion of autocracies, it is one of the few regions in the world
that remains an outlier to the third wave of democratization. On the economic
front, the region continues to be mired in primary commodity dependence
while many of its comparators have succeeded in diversifying their export
structures. While the Middle East has hosted numerous platforms for regional
trade promotion, mutual Arab trade remains hopelessly inadequate. Over the
last four decades, for example, intra-regional trade (as a share of total trade)
has hovered around 10%. This stands in sharp contrast to the dramatic growth
and significance of regional trade in emerging economies.
The region’s failure on
Clearly, the challenge of diversification ipese three overlapping
is deeper than simply learning the right domains reveals the paradox
lessons from successful experiences in  of Arab underdevelopment,

Norway, Malaysia, or Botswana 2"d deserves an explanation
that combines the economic,

political, and geopolitical aspects of development. A key lesson of political
economy is that economic and political exchange tends to co-evolve in the
process of development. The Middle East provides a particularly apt illustration
of this. Consider the region’s failed attempts at economic diversification. Every
resource-rich country in the region has faithfully adhered to tall promises of
diversifying their economic structure away from an excessive dependence on
oil and gas revenues. Yet, if anything, the region’s overall reliance on hydro-
carbons has increased over time. What explains this gap between intentions
and outcomes? To understand this, one must first acknowledge that the core



Diversification of Middle Eastern Economies is More a Political than an Economic Challenge

challenge of economic diversification is not technical, but political. Clearly,
the challenge of diversification is deeper than simply learning the right lessons
from successful experiences in Norway, Malaysia, or Botswana. After all, if
the recipes for diversification are so widely known, why have Arab countries
not seriously pursued them?

Beyond 0il and Gas

To diversify their economies, resource-rich countries need to develop their

non-oil sectors, which entails, among other things, producing a greater number

and variety of goods—including those at the higher end of the value chain

that involve more complex forms of production. The problem is that the effects

of doing so are rarely politically neutral. Political scientists have long recognized

that structural change in the economy is usually accompanied by new forms

of political contestation. New . L.
sources of income breed new 1N the Arab milieu where the overriding
constituencies, since economic ~ concern of rulers is to separate the
power can easily translate into  economy from polity, a concerted drive
political power. For this one  toward economic diversification carries

needs to look no further than enuine political risks
Turkey, whose recent political 9 P

transition is undergirded by fundamental economic changes on the ground.
The appeal of Turkey's Justice and Development Party is based, not just on its
populist narrative, but the material interests of a constituency empowered
by Turkey’s vibrant economy. In the Arab milieu where the overriding concern
of rulers is to separate the economy from polity, a concerted drive toward
economic diversification carries genuine political risks. With a prolonged
legacy of centralized rule dating back to the Mamluk era, Arab regimes rest
on two pillars: Patronage and control. Such a political order runs counter to
the logic of a dynamic economy that requires cultivating dense economic
linkages among various parts of the supply chain. There is a clear danger that
such vibrant linkages in the economy can serve as the basis for horizontal
cooperation.

In this context, it is hardly surprising that resource-rich Arab economies
have consistently failed to rise up to the challenge of diversification. These
economies are doubly deprived in this regard, suffering both from the burden
of history and oil. Whatever weak constituency of private production was
inherited by these countries was further emaciated after the discovery of oil.
Even where rulers were more dependent on merchants prior to petroleum
discoveries—such as Kuwait—oil tied down the merchant class in state contracts
and other forms of patronage. While the private sector has shown greater
dynamism in Gulf countries, it still remains ‘structurally dependent’ on the state.

Diversification is further hindered by macroeconomic challenges that oil-
rich economies face by virtue of their exposure to commodity price cycles.
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The pro-cyclicality of fiscal policy, which is a universal feature of Arab resource-
rich economies, means that oil cycles are accompanied by budgetary cycles
that make planning for long-term investment more difficult. Counter-cyclical
fiscal policies, which require that countries spend less in periods of higher
oil prices, are politically difficult to implement. The underlying political
settlement in these countries gives rise to extensive and sticky distributive
claims in the form of salaries, subsidies, and defense spending. As is widely
recognized, resource-rich economies also find it particularly difficult to build
a productive regime for competitive diversification since the dominance of
the oil sector is likely to lead to exchange rate appreciation, which prices
their non-oil exports out of global markets. But the absence of a competitive
exchange rate regime is not just the consequence of a dominant oil sector. An
overvalued exchange is also favored by lobbies representing the non-tradeable
. . . . sector, which are strong and
Diversification attempts are selective, pervasive throughout the
and often take forms that are politically region. Historically, economic
more acceptable to local elites exchange in the Middle East
has been in the hands of
importers and distributors who depend on simple arbitrage opportunities and
prefer a fixed and overvalued exchange rate.

Selective Diversification
This adverse politics of diversification is difficult to bypass in the midst of
multiple development traps. While the region’s resource-rich economies are
exposed to global price shocks, there are few institutional shock-absorbers to
mitigate the effect of such shocks. Herein lies the problem for oil-rich countries:
The same factors that are needed to cope with oil price volatility are also
needed for diversification. This does not mean that diversification is impossible
to achieve in these economies. It is simply that diversification attempts are
selective, and often take forms that are politically more acceptable to local
elites. In the UAE, Bahrain, Oman, and parts of North Africa, liberalization
of the financial sector has provided such a politically safe avenue for diver-
sification. Financial sector liberalization has offered lucrative brokerage
opportunities for state elites who, through carefully brokered partnership
opportunities with foreign banks, have derived additional rents. Two additional
factors make financial liberalization a politically palatable form of diversification.
First, the bulk of private sector credit extended by the financial sector is
earmarked for real-estate projects. Second, land is principally owned by the
state. Together, this means that even when the financial sector enhances
its lending to the private sector it is unlikely to give rise to independent
forms of accumulation that might threaten the political order.

But the political challenges of diversification are, by no means, limited to
the region’s oil-exporting nations. Even resource-scarce countries are afflicted
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with similar constraints at varying levels of intensity. Consider Morocco and
Tunisia, two countries that have had some success in developing the private
sector. Although export structures in both countries are less concentrated
than their other MENA counterparts, exports have expanded primarily along
the intensive, rather than extensive, margin. Effectively, this means that
these countries have mostly relied on existing export relationships rather than
establishing new products and trading partners. Additionally, in Tunisia, policy
regimes have traditionally segmented the offshore sector, which is mainly
export-oriented, from the onshore sector oriented toward the domestic
markets. Furthermore, economic activity remains confined to a closed circle
that protects its privilege by

virtue of its proximity to state  The political challenges of

elites. Such systematic under-  djyersification are, by no means, limited

mining of market competition
serves a larger political purpose,
since it provides much-needed

to the region’s oil-exporting nations.
Even resource-scarce countries are

rents in countries where oil afﬂiCtEd With Similar constraints at

rents are either absent or scarce  varying levels of intensity
but where rents are nevertheless
needed to solidify elite coalitions. While these market-generated rents support
the prevailing authoritarian order, the resulting crony capitalism undermines
productive capacity. It militates against genuine economic diversification,
which requires a level-playing field that reduces barriers to entry and mobility.
This pattern of economic control is shared by other states in the region,
including Lebanon, where monopoly concessions have long been used as a
principal means of distributing privilege. When pressed for reform, MENA
countries have been reluctant reformers, resulting in the ‘partial reform
syndrome’, where trade liberalization was selectively pursued to protect elite
interests. In Egypt, for example,

average tariff barriers have
fallen since the mid-1990s but
the dispersion in these tariff

When pressed for reform, MENA
countries have been reluctant
reformers, resulting in the ‘partial

barriers has increased at the reform syndrome’
same time. This is because,

despite the general reduction in tariff barriers, sectors dominated by connected
actors continued to benefit from relatively higher tariff protection. Thus, a
sector was more likely to benefit from higher trade protection if a political
crony or army were active in the sector. Similar patterns are revealed through
an analysis of non-tariff barriers. In Tunisia, the greater presence of political
cronies in a sector increases the likelihood of that sector bring protected
through non-tariff measures (which are more discretionary and non-transparent
than tariff barriers).

To conclude, if diversification has not occurred in the Middle East despite
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tall promises and grandiose plans, it has probably more to do with politics
than the absence of good technical plans or weak implementation.

The Politics of Diversification

This primacy of politics is not exclusive to the Middle East, but is also relevant
for understanding successful diversification experiences around the globe.
Often, it is not simply good policy alone that explains successful diversification.
An enabling political framework remains a common denominator in all such
experiments. Botswana’s experience underscores the role of stable political
coalitions and favorable initial and external conditions. At independence,
Botswana inherited multiple constituencies representing divergent economic
interests. This was complemented with the presence of political competition and
stable coalitions. A third important factor was a favorable external environment.
Botswana’s membership in the South African Customs Union served as a positive
inducement for sensible macroeconomic reform. Together, all these factors

. . o . played a part in protecting
If diversification has not occurred e interests of non-resource

in the Middle East despite tall promises  sectors.
and grandiose plans, it has probably The Malaysian experience
more to do with politics than the follows the same spirit. At
absence of good technical plans or independence the Chinese

weak implementation community represented a
powerful de facto economic

force by virtue of their control of the Malaysian private sector. Their continued
presence counter-balanced any tendencies for the natural resource sectors
to grow at the expense of the private sector. In the political domain, the
consociational agreement between the ethnic Malay and Chinese communities
fostered a system of power sharing that protected the economic interests of
Chinese businessmen. Bad macroeconomic policy—especially an overvalued
exchange rate—was politically unacceptable to Chinese interests. It was both
bad policy and bad politics. If the domestic political economy was helpful so
was the country’s insertion into the regional trade circuit, which created
positive regional spillovers that supported private sector development.
Closer to home, the Iranian experience provides similar lessons. Although
far from being an East Asian tiger, Iran’s economy is far more diversified than
its oil-rich Arab neighbors. And, despite the failure of state industrialization
in 1970s, the economic landscape in Iran appears less barren than many of
its regional comparators. While the country’s differential economic structure
might be explained by a complex array of factors, it is difficult to understand
the Iranian experience without considering the role diverse economic interests
have historically played in shaping its domestic political economy. Iran’s
bazaar economy is famed for its political and economic resilience. Apart from
inheriting a strong productive constituency, the country has faced geopolitical
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isolation since the late 70s. This has left few options for its elites than to
look beyond oil. Recent evidence shows that Iranian exports were, for the most
part, resilient to international sanctions.! Not only was Iran able to deflect its
exports away from the sanctions regime but it also managed to diversify its
trading partners. The country has also broached, even if briefly, the politically
sensitive topic of reforming fuel subsidies. External pressures and the changing
contours of the domestic political economy have thus both pushed Iran toward
exploring alternative economic options.

A New Political Settlement

Clearly, each case is different and must be analyzed on its own merit. But
politics provides a common thread across these different accounts. And, this
is where MENA countries are

1
http://scholar.harvard.edu/
haidar/publications/sanc-
tions-and-exports-deflection-
evidence-iran.

especially challenged. Savinga ~ Saving a few cases, most countries in
few cases, most countries in  the region did not inherit strong and

the region did not inherit
strong and diverse economic
constituencies that could have

diverse economic constituencies that
could have gained political voice after

gained political voice after iNdependence, and counter-balanced
independence, and counter- the dominance of the oil economy

balanced the dominance of the

oil economy. An unfavorable external environment, resulting in negative
spillovers from regional conflict and instability, served as another impediment
to diversification. The Middle East thus lacked all three factors that facilitated
economic diversification in other countries: Strong political coalitions, diverse
economic constituencies, and positive neighborhood effects. With this adverse
legacy, is there any real hope for diversification? In this regard, three assertions
could be made:

m Successful diversification requires a new political settlement that allows

elites to concede greater space to the private sector.

m Diversification is unlikely

to succeed without aregional ~ Diversification is unlikely to succeed
vision that fosters comple- ~ without a regional vision that fosters

mentarities among Arab  complementarities among Arab

economies and creates a economies ...
shared economic space to
deal with emergent economic challenges common to all states.

m Sustained economic change in the Middle East requires a wider set of
concessions that go beyond domestic and regional political elites. It also
requires a candid and constructive geopolitical discourse that reconsiders
the trade-off between a narrow, short-term vision of geostrategic stability

and long-run development.
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Elite Incentives

Given the primacy of the political, the debate on diversification must begin
with a discussion of elite incentives and political concessions. If a closure of
the economy benefits rent-seeking elites, what will persuade them to concede
greater economic space? What concessions are needed from the ruling elite
and what will persuade them to surrender their control of the economy and
associated rents? Perhaps they need to be compensated for the loss of rents
from a leveling of the economic field. After all, new growth strategies in
emerging markets are built on a happy (even if fragile) coexistence of economics
and politics. The Chinese example serves to illustrate how economic reform
can be aligned with the interests of political elites (the Chinese Communist
Party in this case).

Beyond the oft-cited example of China, Africa’s recent success stories
confirm the importance of elite incentives. Consider Ethiopia’s recent economic
transformation, which has placed it in the list of the ten fastest growing
economies of the world. Central to this growth experience has been the role
of public investment in infrastructure and public enterprises, and the changing
political orientation of state elites. The ruling political party managed to

. . set up its own enterprises

Beyond the oft-cited example of China, ¢, ported by specialized
Africa’s recent success stories confirm endowments geared toward
the importance of elite incentives promoting investment in
underdeveloped regions.

Although this model of party capitalism poses serious questions about

market competition, it goes to show how elites tend to favor an expansion of

the economic pie when they are among its lead beneficiaries. This is, after

all, a key point of North, Wallis, and Weingast’s treatise on Violence and

2 Social Orders.? Change often begins with small outcomes and processes that
North, D.C., J.J. Wallis, and

B.R. Weingast. 2009, Violence are compatible with elite incentives. But, what begin as privileges for insiders

and SocialkOTdeTS: A Conceptual can ultimately become universal rights for the commoners.

Framework for Interpretin . . . .

Recorded HLJ:man Hifto,y.g In short, the idea is not to search for the ideal growth experience that
Cambridge and New York: will uniquely fit all Arab contexts. Rather, it is to emphasize that whichever

Cambridge University Press. . . .
growth strategy states in the Middle East embark on should consider and

accommodate political incentives. Additionally, it must be recognized that
elites have rarely surrendered their economic control unless it became essential
for their survival. The so-called Arab spring was a recent tapping on the doors of
power. Unfortunately, rather than resulting in any genuine economic concession,
what we have instead seen, is business as usual. The only concessions that
came through were financial concessions in the guise of cheap loans, salary
hikes, and free bonuses. But such temporary appeasement without changing
the underlying rules of the game is unlikely to work for too long. Additionally,
it must be recognized that the rules remain rigged in the favor of businessmen
in and around the royal circle. In North Africa, crony capitalism is rearing its
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head again, and insider deals continue to thrive across much of the region.
Against this backdrop, economic diversification will be difficult to realize, if
not impossible, without a new political settlement that caters to a future beyond
oil and conflict. At the very minimum, the region needs a new discourse on
economic reform that mobilizes public support for two or three fundamental
concessions that elites must surrender for long-term economic revival.

Regional Linkages

National diversification plans that disregard regional linkages in development
are doomed to fail. It is important to recognize that, in the Middle Eastern
case, questions of national and regional development are closely interwoven.
While national initiatives can kick-start economic revival, it will be difficult
to sustain without regional market access. Few countries have effectively
diversified without expanded markets and deeper trade reforms that regional
trade liberalization affords. Turkey’s recent economic success is built on a
strategic cultivation of regional trade linkages. In Asia and Latin America,
regional market connections offer an additional avenue for industrialization
through entry into global supply chains, which tend to conglomerate spatially.

Arab countries are clearly
disadvantaged in this reqard.  Elites have rarely surrendered their

A larger coordinated effort is  economic control unless it became

needed at the regional level to essential for their survival
foster trade complementarities,

establish regional public infrastructure, and relax trade barriers. Given the
history of repeated failures at regional economic cooperation and the adverse
security climate, this seems like a pipe dream. No matter how impractical, it
will be difficult to sidestep the regional question in any new vision for Arab
development. In political economy terms, the rationale for this is even
stronger, since it is only through a regionally integrated merchant class
that a stable constituency for economic and political reform will emerge. If
the broader economic challenges faced by Arab states are common, they also
deserve a common response. Even if a cooperative solution does not serve the
narrow factional interests of political elites, Arab civil society must put its
weight behind the regional project.

Geopolitical Barriers

In a region that has historically remained a hotbed of conflict and violence, it
is difficult to conceive of economic diversification in isolation from geopolitics.
The powerful negative externalities emanating from regional instability have
scaled back even modest gains achieved on the economic front. Prior to the
recent upsurge in violence, countries in the Levant had begun to witness
falling trade costs and growing regional trade. These limited gains have been
washed off by regional violence. Foreign military interventions in the guise
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of regime change have eroded state capacity, demolished public infrastructure,
and ripped apart the very social fabric of Arab societies. The region has been
set back by decades.

If conflict retards development, a
genuine economic renaissance in the
Arab world will also have geopolitical
repercussions. Foreign powers have a
deep economic, political, and military
footprint in the region. An economically
independent Middle East can challenge the established patterns of external
hegemony and undermine the prolonged legacy of divide and rule. In this
milieu, structural economic change also requires a geopolitical concession from
regional and global powers that have high stakes and influence in the Middle
East. As the recent refugee crisis has shown, the spillovers from regional conflict
are difficult to contain within Arab borders. This is an opportune moment to
talk about concessions. A peaceful and prosperous social order is now of direct
interest to the global community, especially Europe.

Foreign powers face a deep trade-off between narrow short-term strategic
interests and long-term development. The human and economic cost of this
policy trade-off is rising by the day. Yet, an effective global response has been
noticeably lacking. Since the start of the Arab spring, economic development
has been conspicuous by its absence in Western policy discourse. There has been
no grand vision for regional development on the part of multilateral institutions
or Western governments. Initiatives such as Deauville Partnership and the
Arab Partnership Fund were miniscule efforts both in size and significance,
and simply substituted talk for action. On the other hand, we have seen a
major escalation in the sales of military hardware to Arab states. Rather than
using their ‘convening authority’ to organize regional funding for a major
development initiative, Western powers have instead sold billions of dollars
worth of arms to GCC states since 2011.

In closing, economic diversification in the Middle East—far from being
purely a technocratic affair—carries deep power implications, involving all
three inter-locking spheres in the domestic, regional, and geopolitical domains.
By producing a greater number and variety of products, diversification not
only increases the complexity of economic exchange but also risks generating
independent constituencies whose political economy effects are neither neutral
for the domestic power structure nor for the prevailing geopolitical order.
This calls for a more holistic understanding of the challenge of diversification.
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