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Turkey: growth and economic integration
By Franco Zallio, Senior consultant Middle East and Mediterranean

The economic boom of the last decade and the rapaery after the 2008 global financial
crisis have reinforced international interest inkRy, as the crossroads of Europe and the
Middle East both politically and economically. Ecomic integration with Europe has
played a central role in supporting Turkey's ecoisogrowth but in recent years the
accession negotiations were stuck, and the rolBbtountries in Turkish foreign trade has
been declining, while Turkey's economic integratwath Islamic countries of Middle East
and North Africa (MENA) is increasing, supported dymore active foreign policy and
several trade agreements.

This paper therefore addresses three main issues:

» The sustainability of Turkey's economic growth:eafthe economic slowdown this
year, will growth pick up at high rates or will thrge financial and trade imbalances
force Turkey to retrace the poor performance ofineties?

= Economic integration with European Union countriegl the growing disaffection
towards Turkish accession to the EU entail a daation in economic relations?

» The intensification of economic relations with MENAuntries: will this trend go on
over the long term or will it go running out? Andhat is the impact of the so-called
Arab Spring?

= Will the strong economic growth of the last decadée sustainable over the long
term?

Turkey aims to become by 2C
(the 108" anniversary of tt
Turkish Republic) one of the 16000
largest economies of the W0r|di§888
terms of GDP at Purchasiyy,
Power Parity. It's a very ambitic 000
goal considering that in 20 6000
Turkey ranked 18 as shown i 5207
the graph. Achieving this gc o
requires a further improvement
the bright economic figur
achieved over the past dec:
After the 2001 severe econot
crisis, whose outcome was the ...
of the Islamic AK Party, a decade of high and bipalable economic growth has got
underway. From 2001 to 2011, Turkey's GDP grew\@mrage by 5.3% per annum in real
terms, despite the negative impact of the inteonati financial crisis: in 2008, real GDP
grew only by 0.7% and declined by 4.8% in 2009.Kislr economy has then recovered
rapidly, with growth rates of 9.0% in 2010 and 8.592011. GDP per capita increased in
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nominal terms from $ 3.000 in 2001 to over $ 10.00@011, it means by 48% in real
terms.

Substantial stability of Turkish economy over tlastl decade is particularly significant;
even the negative impact of the international fmaincrisis was lower than in most world
economies. This fact is extremely revealing sinadeiarly distinguishes the recent Turkish
economic performance from the previous decade.

Indeed, since 1993 - when Turgut Ozal, the fatlie@conomic reforms of the eighties, died
- to 2001 a relevant political instability wentrighin hand with an equal economic
instability. Economic growth showed a “see-saw’ntte with three episodes of severe
recession in 1994, 1999 and 2001, when real GD&nkhespectively by 5.5%, 3.4% and
5.7%. In the same period, inflation rates were \regh, with an average of 77% per year.
Furthermore, in 2001 a very serious crisis brokieim@ urkish banking sector, which forced
a government intervention based on burdensome itatzgtions.

Given the experience of the nineties, the receoh@mic performance is very satisfactory,
but the question arises as to whether it will beta@nable over the medium - long term. Has
Turkish economy really made a breakthrough andesbstructural problems that plagued it
in the nineties, and will it manage then to condirar to accelerate its expansion over the
next decade? Or will structural problems, afterngedisguised by temporary positive
effects, strongly re-emerge over the coming years,an international economic
environment that exacerbates risk factors? Therldiypothesis is the basis of recent
negative assessments on the economic outlook deyuisuch as that which prompted
Standard & Poor's in May to lower Turkey's soveneaigting (BB, below investment grade)
outlook from positive to stable, stressing the rajreexternal vulnerability of Turkish
economy.

To assess the reliability of these negative assassmve must identify the principal risks to
which Turkey's economic growth is exposed. In thespnt context, which pays a frantic
attention to sovereign risk, high foreign finanaigeds and especially a strong dependence
on volatile financial flows (hot money), represém most significant risk factor.

However, we shouldn't forget further structural Weesses, in common with many
advanced economies, primarily the increase in tiremployment rate. The high economic
growth over the past decade allowed for the absorf some of the large labor force who
had abandoned farming, joining the new entrantsthe labor market. However,
unemployment, representing 6-7% of the labor fancthe second half of the nineties, has
remained steady for the last decade at around ¥6b,a negative peak of 14% in 2009,
and during the first quarter of 2012 it was stillLl8.4%.



This is a source of concern, as it is a sign afliiigs in the production system, which are
also behind the sharp increase inimp -
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financial dependence. The graph shows a clearlatio®e between economic growth and
net foreign capital inflows, whose sharp reduci®mollowed by a substantial fall in real

GDP, as occurred in 2001 and 2008-2009. Simildnky,post-crisis recovery in 2002 and, to
an even greater extent, the one in 2010 were stgzpbl growing foreign capital inflows.

These inflows have financed a large current accdefitit in the balance of payments.

The high economic growth has indeed been driverddiyestic demand, particularly by
private consumption and private investments, whKeernal sector’s contribution to GDP
growth was negative: the increase in imports waapsEr than exports. The rise in the
international oil price has certainly helped to Bvwmports. However, the issue is mainly
structural and it shows up in the high import contef production. The structural
weaknesses of Turkish production system and monetad exchange rate policies make
the acceleration of economic growth foster a sihapease in imports. Feature of interest is
that, despite the significant depreciation suffef®d the Turkish lira in recent years,
authoritative studies consider the Turkish currensyll significantly overvalued
Consequently, the balance of trade recorded adwggjhit ($ 89.5 billion in 2011 and $ 16.6
billion in the first quarter of 2012) and fosterssiailarly high current account deficit ($
77.2 billion, equal to 10% of GDP in 2011, slighdgwn in the first quarter of 2012, to $
16.2 billion).

As the table shows, the current account deficitkdegd expanding over the last decade, with
the exception of 2009 when Turkish economy conéihciThe worrying thing is not so
much the absolute level of deficit, however higkredor a growing emerging market, as the
worsening quality of foreign capitals financing twarent account deficit.

! william R. Cline - John Williamson, “Estimates of Fundamental Equilibrium Exchange Rates”, Policy Brief 12-14 (May
2012), Washington, Peterson Institute for International Economics, pp. 7-8.



Financing of Current Account Deficit (Billion USD)

2012
2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 [ 2009 | 2010 2011 Jan.-
Mar.
1. Current Account Balance -0.6 -7.5 144 | -22.3 | -322 | -384 | -415 | -13.4 | -46.6 -77.2 -16.2
2. Total Capital Inflows
(Excluding Currency and 69 | 64 | 201 | 377 | 485 | 488 | 454 | 33 | 433 | 612 10.3
Deposits and Reserve
Assets)
— FDI Inflows 1.1 1.7 2.8 100 | 202 | 220 | 195 8.4 9.0 15.9 4.6
— External Borrowing of Non-
Bank Private Sector (net) 1.9 23 7.7 12.6 171 | 293 | 267 | -126 | -3.8 8.3 1.1
— Other (net) 3.9 31 9.7 15.1 11.2 25 -0.8 74 38.0 37.0 4.6
3. Errors and Omissions -0.8 4.5 1.1 28 0.2 1.2 41 41 2.7 12.0 3.8
4. Currency and Deposits 0.6 0.7 -6.0 -0.3 | -10.3 | -35 9.1 6.1 13.5 23 27
5. Change in FX Reserves -6.2 -4.0 -0.8 -17.8 | -6.1 -8.0 1.1 -0.1 -12.8 1.8 -0.7

The recent Foreign Direct Investment (FDI) inflows indeed too limited, in contrast to
2006-2008 when FDI financed more than half of tlwerent account deficit. In 2009,
following the international financial crisis, FDhlved but still covered more than 60% of
the current account deficit of the year, sharplglided as a result of the GDP fall. Since
2010 FDI has started to grow again but at a todlgweita compared to the growth of GDP,
imports and current account deficit. In 2011, F@RkHinanced only 20% of the current
account deficit, a figure that in the first quart#r2012 rose to 28%, but remained below
levels prior to the international financial crisis.

Since 2010, therefore, the structure of capitalom$ has significantly changed, by
increasing the most volatile component: portfoliavastment, short-term capitals
intermediate by the banking system and unidentifoegbitals recorded as errors and
omissions in the balance of payments.

The heightened perception of country risk by indédional investors, caused by the Euro
crisis, questions the ability of Turkey to attracsufficient quantity of foreign capitals to
sustain high growth. On the basis of that StandB®ai&'s decided to lower Turkey's
sovereign rating outlook.

However, the rating agency's pessimism has to b@ated: policies able to alleviate
financial difficulties in both the short and mediuntong term have already been adopted.
On the one hand, slight restrictive measures aea@dy reducing the current account deficit;
the decline was modest in the first quarter of 2BaRit is expected to accelerate in the rest
of the year, simultaneously with the ongoing ecomrognowth slowdown started late 2011.
Real GDP growth forecast for 2012 varies from 2 38ternational Monetary Fund) to 4%
(Turkish government), in any case much lower tma2010-2011.

An economic slowdown was inevitable after the oeating of 2010-2011, highlighted not
only by the imbalance of the current accounts bsb dy the acceleration of inflation
which, although far from the levels of the ninetid®s increased and in April 2012
amounted to 11.1%, undermining the internationahpetitiveness of Turkish economy.
The economic slowdown will allow a partial re-batang of the current account and
therefore reduce dependence on foreign capitals.



Over the medium - long term, the vulnerability otirKish economic system due to
dependence on foreign capital should decrease shamka series of recently adopted
measures to promote private savings (decreasedegent years as a result of the
consumption boom) and the local capital marketparticular, the new Commercial Code
will come into force in July 2012 and it should eres greater transparency, facilitate the
development of capital markets and mobilize priszteings.

The Commercial Code is the beginning of a new pludseconomic reforms designed to
maximize efficiency and international economic cetitpreness. New tax incentives for
investments were recently announced aiming at reducegional gaps and stimulate
production of high-tech goods, so reducing the entrlaccount deficit in the balance of
payments. On the financial side, new openness atigrbregulations are also expected
under the government plan to transform Istanbwd mtregional financial center. Private
savings will also be promoted by private pensidresaes.

The most likely economic scenario is therefore eatfavorable: a progressive financial

recovery coupled with a limited slowdown in econorgrowth, which on average would

still be at 4-5% per year. This trend, although @bdugh to achieve the goal of becoming
the 10" largest economy, would entail a clear strengthgoithe production structure and

a relevant economic and social progress.

The return to the highly cyclical trend and sevecenomic crises of the nineties seems to
be excluded. However, it should be stressed thedelts economic prospects remain highly
exposed to a worsening of the Euro crisis, althoughecent years the weight of the EU
countries in Turkish trade has declined, as wel skeal in the next section. Turkey may gain
a modest financial advantage from an aggravatiomhef Euro crisis, attracting capitals
fleeing the eurozone, but it would suffer far lar¢esses both financially (because of the
increased risk premium it would have to pay) armhve all, in real terms because of its
strong economic integration with the EU countribstkey's economic growth would suffer
a sharp slowdown in this case, or become negaiite. decline, however, should be
temporary due to the solid position of the locatkhag system, which reinforced its capital
base and improved its operative structure afteb#imking crisis of 2001.

2. Economic Integration with EU countries.

In recent years the appeal of accession to the B$& decreased rapidly, both among
political elites and the overall population.

In the latest survey on Transatlantic Trends (2Qh&)percentage of Turks considering the
MENA region a priority to the economic (43%) andwaty (42%) interests of their country
was higher than those who consider EU a prioriB243 The Turks who positively assess
the accession of their country to the EU are a ntng48%, however, an increase from
38% in 2010) and much lower than in 2004 (73%).



The Euro crisis will further aggravate Turkish cents on accession. The European Union's
reputation was badly damaged by the mismanagenfhehé dcuro crisis, which highlighted
serious flaws in European governance and questitre&uropean process as a model for
regional integration.

However, this growing disaffection has low impanteconomic integration. Certainly, the
EU share in Turkish foreign trade is gradually dech. The EU has indeed accounted for
46% of Turkish exports in 201 Share of EU Countries in Turkish Export (%)

and only 41% in the first 4 moni
of 2012, compared to 56% in 20 2000 zout

and has provided 38% of tc

Turkish imports in 2011 (she

dropped to 37% in the first

months of 2012) versus 52%

2000. But this trend should not

overestimated. First, in part it

only the local impact of a mc

general downsizing of the E  =evcounties  motercountries ®EU Countries  mOther Countries
weight in the global trade, in favor of the Asiasuotries. Secondly, it is the result of the
increase in international oil prices that swellaatkish foreign trade with its oil and gas
suppliers (the MENA and Russia).

Moreover, the decline of EU share in Turkish fgreitrade does not entail a lower
productive integration. Over the 2002-2011 decadB) from EU countries indeed
amounted to $70 billion, equal to as much as 77%taf FDI inflows in Turkey. FDI from
the United States amounted to only 9% of the tatadl those coming from the MENA
region accounted for 10% of the total. Turkish Fbroad are of course much smaller than
external inflows to Turkey but, on a smaller scalbey have a relatively similar
geographical composition, albeit

with a greater weight of MEN Quota UE negli IDE totali %

countries. Again in the 2002-2Cioc0

decade, Turkish FDI in the E° %3

countries totaled $ 10 billio ¥ |+ R =z
equal to 64% of total FDI AV -

Turkey. Turkish FDI in the Unite sq0
States were only 6% of the tc «o
and those in the MENA regi *°°
have instead represented the 2
It should however be noted tl o, R
thls hlgh flgure |S entlrely due “ 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
the Turkish investment in Azerbaifawhich represents 19% of the total, while the st
the MENA countries absorbed only 6% of total Tulnki<DI.

The decisive role of the EU countries in FDI floglsows that - despite the strong focus
both by the Turkish government and foreign analgsteconomic relations with the MENA

2 The MENA region according to Turkish statistics include also the 3 former Soviet republics of the Caucusus: Armenia,
Azerbaijan, and Georgia.



region - economic integration with the EU remaiasd is meant to remain, the dominant
factor in Turkey's economic prospects.

Besides, economic integration with the EU contineresn if the accession negotiations do
not progress. Only thirteen of the 35 thematic téregpof the negotiations have been opened
and only one (R&D) has been provisionally closedother 8 were frozen by the EU due to
Turkish refusal to open its ports and airportsrédfic from the Republic of Cyprus (as it is
known, Turkey does not recognize it and it is thy @ountry in the world to recognize the
so-called Turkish Republic of Northern Cyprus). @tlthapters have been blocked by
France and the Republic of Cyprus: overall, 18 led 85 chapters are frozen and the
negotiations have not registered any progress lan@gtime.

And the situation is meant to get worse in the stem. The next *1July, the Republic of
Cyprus will assume the six-month presidency of theion and Turkey has already
announced the freezing of relations with the EUrduthe semester, although stating that
this decision will not affect relations with the fBpean Commission and the High
Representative of the Union for Foreign Affairs é&eturity Policy. Given the fact that the
Cypriot President will be weakened by the sevararicial crisis that is hitting the Republic
of Cyprus as a result of its strong integrationhwihe Greek economy, the freezing of
relations will not have a dramatic impact. It ifl st further hurdle in an already rugged
path.

It should however be noted that the deadlock inotiagons does not induce Turkish
authorities to stop the normative approximationcpss; necessary reforms to meet the
negotiations criteria have been recently implendnfier instance, the mentioned adoption
of the Commercial Code is one of the benchmarksltming Chapter 6 (Company Law).

Indeed the major strength of Turkish economy igesgnted by the positive results of its
integration with the EU: Turkey has become an irtgodr production center for European
industry (cars, appliances, etc..), an element @lgpeat importance for economic relations
between Italy and Turkey.

Turkey is for certain a major trading partner fdely, by far the largest in the
Mediterranean. According to data provided by I¢li@iian National Institute of Statistics),
Italian exports grew from € 7.5 billion in 2008 €9.6 billion in 2011, while imports
growth was much lower, rising from € 5.6 billion 2008 to € 6.0 billion in 2011. In the
first 4 months of 2012 Italian exports still greadpeit slightly (+0.8%), while Italian
imports fell by 19.8%. Overall, Italian trade swplwith Turkey keeps on widening, and
rose from € 2.0 billion in 2008 to € 3.7 billion 2011 and € 1.4 billion for the first 4
months of 2012. This is one of the largest bildttnade surpluses recorded by lItaly, to
confirm the importance of the country for Italiaaréign economic relations.

Importance which is further underlined by the digant presence of Italian direct
investment (FDI) in Turkey and the growing interagsfTurkey for Italy as an investment
location. According to the Turkish balance of pawtse Italian FDI inflows totaled $ 1.9

billion over the 2002-2011 decade, with a peak @08 million in 2005 and a slump (less
than $100 million per year) in 2010-2011. In thetfquarter of 2012, however, Italian FDI
inflows grew strongly, reaching $ 77 million (+3539928 Italian companies are currently
operating in Turkey . Turkish FDI in Italy are oburse much lower than Italian FDI in
Turkey: $ 199 million during the 2002-2011 decaael $ 9 million in the first quarter of

2012, but they too are meant to grow.



3. Economic Integration with the MENA region.

Between 2005 and 2010 the share of Turkish exporise MENA region grew by over 10
percentage points, from 17.3% in 2005 to 26.6%0h02 after the slight drop in 2011 (25.
7%), in the first three months of 2012 - due to Ewwo crisis, as seen in the previous
section, that hit Turkish exports to EU countridsas returned to grow again reaching the
28.9%, to get even to 36.9% in Ap:!
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Turkish imports from the MENA region rose by 3 partage points, from 6.6% in 2005 to
9.9% in 2011, and in 2012 it rose again, reachnegltl.2% in the first quarter and 12.8% in
April. Overall, the trade balance with MENA couesi significantly improved from a
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agreements: after the Free Trade Agreement witelsdating back to the nineties, the
governing AK Party has signed more free trade ageeds with the Egypt, Jordan,
Morocco, Palestinian Authority, Syria and Tunigkrthermore in 2010 Turkey, Jordan,
Lebanon and Syria agreed to negotiate a free agEeand to abolish visa requirements; the
following year an agreement was settled for futtoeperation at 4 in the banking sector. It
is clear that the Syrian crisis - also due tofthm Turkish opposition to the procrastination
of the Assad regime — is freezing this process.

The latter event, as well as the gold export to lesst April, highlights the importance of
political factors in the development of regionabeemic integration. Indeed, the sustained
growth of Turkish trade with the MENA has attractdu attention of foreign analysts
because of its connections with the regional fargiglicy. The issue is relevant, given the
changes in regional foreign policy brought by tleegrnments of the AK Party. Turkey has
in fact set as goal the improvement of politicdtiens with Islamic countries, to the



detriment of economic and military cooperation wghael. The latter has declined with the
deterioration of political relations, culminating ithe incident in July 2010 when the
Turkish ship Mavi Marmara, which attempted to red@hza carrying pro-Palestinian
activists, was boarded by the Israeli Navy in inéional waters: the clashes that ensued
caused 9 victims among Turkish activists.

However, the Turkish government's foreign policyctioe, summarized in the formula
"zero problems with neighbors”, has already methwitie complexity of the regional
framework, further exacerbated by political turmioilmany Arab countries (the so-called
"Arab Spring") and by the sharpening of Iranian leac crisis. And the growing
assertiveness of Turkey in the region forces thentty to take positions that may damage
economic relations. Consequently, the trend towaedgonal integration is exposed to
sudden political braking, as evidenced by the Libgsesis of 2011 and the ongoing Syrian
crisis.

The impact of the Libyan crisis on Turkish expdrés been significant, as the graph, taken
from a report by the Turkish Central Bank, showsrKish exports to Libya rapidly
increased from $ 300 million (0.5% of total) receddn 2004 to $ 1.9 billion (1.7% of total)
in 2010. But the 2011 crisis made them decline @@ million (0.6% of total), with a loss
of about $ 1.5 billion compared to a non-conflictsario.

The Syrian crisis should have even more severeecuesces. Again Turkish exports had
grown rapidly, rising from $ 400 million (0.6% oétal) recorded in 2004 to $ 1.8 billion
(1.6% of total) in 2010. But the 2011 crisis matdem decline to $ 1.6 billion (1.2% of
total), with a loss of about $ 600 million compateda non-conflict scenario. This loss is
likely to grow in 2012: in the first quarter of theear Turkish exports to Syria already
declined by 57%.

Annuadlized Exports (million dollar) and the Share in Total (percent)
(SYRIA on the left, LIBYA on the right)
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The central role of political factors, largely ades Turkey’s control, is also highlighted by
the evolution of economic relations with anotherghbor, Iraq. In this case, the recent
trend is very favorable but its future is exposedstrong political tensions. Turkey is
playing an important role in post-war reconstructio Iraq especially in Iragi Kurdistan,
where major Turkish investments are concentratednlgin oil industry. Hence the sharp
increase in Turkish exports to Iraq, which in 2@dds the second main customer of Turkey
after Germany, accounting for 8.3 billion dollafsTairkish goods, two thirds of which were



absorbed by Kurdistan Region. And the favorabledrés continuing: in the first four
months of 2012 exports to Iraq have in fact inceddsy 38%.

A central element of Turkey's policy towards Iragenergy. The ambition of becoming by
2023 one of the 10 largest world economies requegalar and increasing energy supplies
to be available. Hence the strong Turkish intergsenergy, aiming to be more than a hub
for exports to the EU. In the Middle East, Iraglwekperience in the coming years the most
intense growth in oil production and therefore Taykis intensifying bilateral relations.
Especially with the Kurdistan Regional Governmentich is implementing a major
expansion of oil production almost independentbnirthe federal government in Baghdad
and which, aiming to produce over one million brger day by 2015, needs new export
routes through the Turkish territory to reach thediferranean Sea.

However, the increasing tensions on oil policiesween the Federal Government in
Baghdad and the Kurdistan Regional Government aftdations with Turkey, which was
recently defined as "hostile state" by Iragi PriMmister Maliki. Even in the case of Iraq,
therefore, the policy of "zero problems with neighsy is hardly applicable, and the
development of economic relations still dependspotfitical factors largely outside the
control of Turkey.

The recent trend of trade relations with Iraq, latand Syria, therefore, shows that political
factors are crucial for the evolution of regionabromic relations, to a far greater extent
than in other regions of the world, and theref@eommends caution in forecasting future
developments in Turkey's economic presence inagemn. A retrospect could help in this
regard: the current Turkish exports share absobdyethe MENA countries is indeed still
much lower than in the previous phase of great msipa of regional trade, the early
eighties. In 1982 exports to MENA countries indeedched a record level of 44% of the
total. Even then, the expansion was the outcongroix of economic factors (the 1979-80
oil shock that caused the economic crisis in Eurapé a rapid economic growth in the
MENA oil-producing countries) and political factofthe Iran - Iraq war broke out in 1980,
which massively swelled the demand for Turkish gordm the two countries, which in
1982 absorbed 25% of total Turkish exports). Buhwie oil prices slump in 1986 and the
demand slump from the two warring countries, tharslof Turkish exports absorbed by
MENA countries sharply decreased: 31% in 1986 arfd th 1987. We recall that episode
to put into perspective the current developmentregional trade and thus avoid an
overestimation of its economic and, above all,tall importance.

Besides, it should be stressed that the commepcedence has not yet translated into
significant investments in the region. Turkish Ablthe MENA region are very low: $ 4
billion in the 2002-2011 decade and $ 106 milliarthe first quarter of 2012. In addition
they are highly concentrated, almost $3 billionyom Azerbaijan, where Turkey is the
leading foreign investor in non-oil sector. Furtnere, $ 213 million of Turkish FDI in
Tunisia, the $ 170 million in Bahrain, $ 160 mitlian Iran and $ 111 million in Egypt (data
from 2002-2011) are rather relevant amounts.

Larger FDI in Turkey come from the MENA countrie:8.9 billion in the 2002-2011
decade and $ 542 million (including $ 360 milliarsg from Lebanon) in the first quarter of
2012. As for the decade 2002-2011 it can be higteid the $ 3.702 billion in FDI from the
UAE, $ 1.449 billion from Saudi Arabia, $ 1.382lioih from Azerbaijan, $ 892 million
from Kuwait and $ 368 million from Israel. These@mts are relevant but still modest



compared to those from European countries, asisghn previous section.

The current expansion of regional economic integnatannot yet be regarded as a stable
long-term trend. Only when the long political refoprocess set in motion by the so-called
Arab Spring will mature, regional economic integratwill stabilize at such consistent
levels that, if political factors did not impedeeth, they would be justified by the
geographical and cultural proximity, as well asremaic complementarities between oil-
producing countries and industrial countries ia ithgion.



