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ALGERIA: A WINDOW OF OPPORTUNITY NOT TO BE MISSED

Stéphane Alby

The economy of Algeria was already ina precarious position in 2020 when it had to cope with the double shock of the Covid-19 pandemic and
lower hydrocarbon prices. Since then, the situation has improved thanks to the rise in global oil prices and strong demand for gas in Europe.
For the first time since 2014, the country should be able to post current account surpluses in 2022-2023, and then accumulate FX reserves.
The risk of a balance of payments crisis in the short term is receding. But macroeconomic stability remains fragile as prospects for recovery
are modest and public finances are structurally in deficit. The implementation of reforms is a priority to prevent economic troubles in the
event of a new oil shock.
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in the event of a new oil shock.

After several years of low economic growth and macroeconomic
imbalances (budgetary and current account deficits, inflation partly
due to monetary factors), the outlook improves somewhat. The country
benefits from high global oil prices and the strong demand for gas in
Europe. Algeria is effectively seen as an obvious alternative to Europe’s
waning dependence on Russian supply of fossil fuels thanks to its
proximity to the continent and its vast untapped reserves. Hydrocarbon
exports (which account for almost the totality of the country’s exports)
are forecasted to reach more than USD50bn over the next two years,
up from USD32bn in 2021 and just USD20bn in 2020 (chart 1). The
last time oil & gas exports reached such a high level was in 2014.
Fiscal pressure will also ease since hydrocarbon receipts account for
more than 40% of government revenues. However, Algeria is expected
to perform modestly compared with other hydrocarbon producers in
the MENA region. Above all, the IMF still sees a bearish MLT outlook,
underlining once again the necessity to launch structural reforms. But
the ease in macroeconomic pressure could make them less urgent to
implement.

A modest economic rebound in the short term

The growth outlook in 2022-2023 has been revised upward to take
into account the planned rise in government expenditures (especially
public investment) and a rebound in energy investment. Growth is now
expected to be 3.4% in 2022 and 2.5% in 2023 against initial forecasts of
2.5% and 2% respectively. The economic expansion should slightly ex-
ceed the pre-Covid growth (+2.1% on average between 2015 and 2019).
But this would remain below the growth rate of other hydrocarbon
producers in the MENA region expected to be 5.4% on average in 2022
and 3% in 2023 (chart 2). Even on the non-hydrocarbon side, Algeria’'s
performance would be modest compared with its regional peers.

A weakened economy

The economy was in a poor position to cope with the double shocks of
the pandemic and the slump in global oil prices in 2020. Low economic
growth in 2017-19 caused real GDP per capita in PPP to return to its
2014 level. Since 2021, the recovery has been incomplete as it is driven
mainly by the marked rise in the hydrocarbon GDP (+9%). Outside the
hydrocarbon sector, growth reached 2.4% in 2021 after the 3.9% reces-
sion in 2020. According to the IMF, the unemployment rate stood at
13.4% in 2021, down from the peak of 14.7% reached in 2020 but still
two points higher than its 2019 level. Strong inflationary pressures
(see below) and the difficult situation on the labour market will inevi-
tably weigh on households’ consumption (48% of GDP in 2020).

Credit growth to the private sector is still subdued at 3% on average
since the beginning of 2022, i.e. below non-food inflation (chart 3),
despite accommodative measures put in place by the central bank.
Unlike several countries in the world, Algeria has decided to keep the
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The economy of Algeria was already in a precarious position in 2020 when it had to cope with the double shock of
the Covid-19 pandemic and lower hydrocarbon prices. Since then, the situation has improved thanks to the rise in
global oil prices and strong demand for gas in Europe. For the first time since 2014, the country should be able to post
current account surpluses in 2022-2023, and then accumulate FX reserves. The risk of a balance of payments crisis
in the short term is receding. But macroeconomic stability remains fragile as prospects for recovery are modest and
public finances are structurally in deficit. The implementation of reforms is a priority to prevent economic troubles
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key policy rate at 3% after having cut it three times during the pan-
demic (from 3.75%). However, in a context of weak demand for credit,
banks are also reluctant to lend due to the broad deterioration of their
balance sheet and crowding out effect due to massive Treasury finan-
cing needs.

Moreover, the gross investment rate has fallen by more than 10 points
over the past 5 years (chart 4). At 37.3% in 2021, it even reached a level
not seen since 2008. The fall includes government and non-govern-
ment investment. In absence of investment, the knock-on effects of the
expansionist fiscal policy are now weak.
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GROWTH OF BANK LOANS TO THE PRIVATE SECTOR
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Unfavorable price dynamics

Inflation accelerated markedly in 2021, driven by a combination of
factors, including a drought episode, the exchange rate depreciation
and restrictions on imports. The rise in the consumer price index (CPI)
reached 10% y-o-y in April 2022 due to the 15.3% increase in food prices
(chart 5). Price pressure will remain strong in the coming months given
the country’s structural reliance on imports, the heavy weight of food
in the consumer basket (chart 6), and the weak dinar (see External
position).

Fortunately, Algeria is not highly dependent on Russia and Ukraine for
imports. Only 7% of its cereal imports in 2021 came from these two
countries against more than 40% for Egypt and Tunisia. Moreover, do-
mestic petrol prices are still among the lowest in the world, and the
marked rise in hydrocarbon revenue will provide the fiscal space for
increasing food subsidies.

However, supply disruptions and the rise in international commo-
dity prices due to the conflict in Ukraine are likely to pass through
to consumers. Only 30-35% of Algeria’s wheat needs are covered by
domestic production for example. The steady acceleration in non-food
prices from 4.4% in early 2021 to 5.5% currently also suggests that
price pressures are becoming broad based. At this stage, we see in-
flation averaging 8.6% in 2022 and 8% in 2023, up from 7.2% in 2021.
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A more pronounced rise cannot be ruled out. Apart from extending fis-
cal measures, tools to fight inflation are limited given the country’s
level of financial intermediation.

Macroeconomic stability: still fragile

External position: pressure easing

After almost a decade of current account deficits, Algeria’ external ac-
counts have been improving markedly thanks to the rise in hydrocar-
bon exports. The trade balance is in surplus since Q22021 and the
current account since Q32021, which has helped to stop the worri-
some erosion of external liquidity. Barring a new downturn in global
oil prices, this positive dynamic is likely to continue over the next two
years, at least. FX reserves could thus reach USD60bn at end-2023, up
from USD46bn currently (chart 7). The import coverage ratio should
thus remain comfortable, above one year. However, FX reserves should
remain well below their peak of almost USD200bn (35 months of im-
ports of G&S) reached at end-2013. Furthermore, the current account
surplus will remain contained between 2-3% of GDP in 2022-2023
while 7 of the 9 other hydrocarbon producers in the region should re-
gister double-digit current account surpluses in 2022, which for some
of them will amount to nearly 20% of GDP (chart 8).
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Since food accounts for 18-20% of total imports, the rise in global agri-
cultural commodity prices will inflate imports. Besides, given the high
import content of public spending, especially public investment, the
expansionist fiscal policy along with the intensification of hydrocar-
bon projects will also negatively affect external accounts. Despite their
marked decline since 2015, imports of industrial equipment still ac-
count for % of total imports.

Allin all, the risk of a BoP crisis has reduced in the short term. Algeria
is not exposed to global financial turmoil (external debt and foreign
portfolio investments are negligible). But external fundamentals re-
main weak due to the country’s overreliance on hydrocarbon exports
and the scarcity of external financing sources (FDIs rarely exceed 1%
of GDP due to Algeria’s poor business climate). The narrow industrial
base also makes imports difficult to compress.

Various measures have been introduced by the authorities since 2015
to limit imports through quotas, non-tariff barriers and currency de-
preciation. At first sight, these measures have been effective. Imports
were reduced from USD60bn in 2014 to just USD35bn in 2020 before to
slightly rise to USD38bn in 2021 (estimates). But the policy of import
compression is a double-edged sword. 2/3rds of the fall in imports
between 2014 and 2020 came from the decline in imports of capital
and non-food consumer goods, with negative effects on investment
and inflation.
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The monetary authorities seem to prioritise a controlled depreciation
of the exchange rate. Though the current account has been back into
surplus, the DZD continues to weaken against the USD, albeit more
slowly in recent months, and remains at a historic low against the
euro (chart 9). A large differential on the parallel market also persists
(35-40%) despite the almost 40% depreciation of nominal effective ex-
change rate since 2014. Since import substitution by local production
appears to be a distant possibility in the short term, any strengthening
of economic activity (even modest) will inevitably come with higher
imports, which in turn will continue to put pressure on the DZD.

Public finances: still in the red

The fiscal situation is even more fragile. Despite the rise in hydro-
carbon revenues, Algeria is likely to continue to run budget deficits
of between 3-4% of GDP in 2022-23 (chart 10). Obviously, this would
mark a considerable improvement compared with the budgetary shor-
tages recorded in 2014-2021 (10% of GDP). Financing constraints will
also ease. Since the depletion of the oil stabilization fund in 2017, the
Treasury had found it difficult to meet its large financing needs due to
a narrow domestic debt market. Thus, between 2017 and 2019, the
budget was financed through a massive program of debt purchase by
the central bank (32% of GDP). In 2020, the budget deficit was mostly
financed by drawing on deposits of the government and public en-
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terprises. Then in mid-2021, the central bank implemented a special
12-month refinancing program for both the Treasury and state-owned
banks that amounted to 9.8% of GDP. The goal was to meet the state
budget funding needs and to improve the lending capacity of banks.
In counterpart of debt repurchases of public enterprise in difficulties
by the Treasury, state-owned banks involved in the program have in-
vested most of their funds obtained from the central bank in long-
term treasuries issued below market rates. Further direct or indirect
debt monetization should not be necessary in the short term. However,
these operations have resulted in transferring the credit risk supported
by public banks to the Treasury, even if the latter has benefited from
financing cost at below market rates.

Algeria will be the sole hydrocarbon producer (along with Bahrain and
Iran) in the MENA region not to rebalance its fiscal accounts in 2022-
23, pointing to the structural weakness of public finances.

Unlike regional peers, spending will increase markedly in 2022 due to
the acceleration in public investment program (+27% according to the
financing bill) and the heavy cost of social transfers (estimated at 12-
15% of GDP when the implicit oil subsidy is included). Moreover, most
of fiscal consolidation measures introduced in the budget have been
abandoned less than two months after their promulgation. Increases in
taxes on several consumer goods and the implementation of new levies
have been frozen. Above all, the deep reform of the subsidy system
does not look in the pipe for the moment.

Fiscal consolidation is a long-term process requiring gradual but sus-
tained efforts. Once again, the fiscal policy stance is highly pro-cyclical,
which does not help to put the economy in a better position to cope
with future oil shocks. Non-oil fiscal balance should widen in 2022
relative to that of 2021 and 2019, keeping again Algeria into a weak
position compared with its regional peers (chart 11).

The central government’s debt will decrease slightly but remain high
at about 60% of GDP in 2022-23 against 9% in 2014. The situation is
manageable in the short term. The central government's debt is fun-
damentally captive. It is almost entirely owed by the central bank and
local banks (chart 12) and has long-term maturities and very low cost
(interest burden is below 1% of GDP) thanks to successive direct and
indirect debt monetization programs. However, such a financing strate-
gy is not sustainable should large budget deficits reappear. Fortunately,
recourse to external borrowing seems still to be excluded despite some
signs of greater openness, which means that external debt will remain
negligible.

Banking sector: under surveillance

Given the economic importance of the hydrocarbon sector, the rise in
global oil prices also provides a welcome respite for the banking sys-
tem. Liquidity pressure has already eased markedly. After two difficult
years, bank deposits have rebounded well since mid-2021 (+15% YoY in
February 2022; chart 13) to cover now 127% of loans against less than
100% in 2019-2020.

However, the improvement in the liquidity ratio must be kept into pers-
pective. In addition to the marked rise in hydrocarbon receipts, this
mainly reflects the Treasury’s massive repurchases of SOEs’ debt under
the special refinancing program put in place in July 2021. Since then,
bank loans to public enterprises were down by 23%, leading to a 11%
contraction of all loans to the economy given their large share in total
loans.
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Moreover, banks involved in the program have invested most of their
funds in Treasury securities. Consequently, links between the banking
system and the State are traditionally strong and have strengthened
further. The direct exposure of banks to the central government rose
from 20% of total loans at end-2020 to 41% currently.
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The combination of loans allocated to public enterprises and the go-
vernment now account for 2/3rds of total loans, up from 60% over the
past decade. Given the country’s fragile fiscal position, this rising ex-
posure is a structural weakness for the stability of the banking system
even though short-term risk has decreased thanks to the hydrocarbon
windfall.

Another source of weakness is the poor quality of loan portfolios. The
rate of non-performing loans which increased markedly in 2019 due to
political turmoil deteriorated further in 2020 to reach 16.3% (chart 15).
The situation is unlikely to have improved in 2021 due to the uneven
economic recovery. Banks are sufficiently capitalized (CAR is 18.8%) to
support the rise in credit risk. However, the deterioration in banks’ ba-
lance sheets in the past few years should continue to constrain the
lending capacity to the private sector.

Medium-term outlook: uncertainty abounds

According to the IMF, the medium-term outlook is bleak. Following its
modest impulse in 2022-23 thanks to higher hydrocarbon exports and
revenues, growth is expected to decelerate thereafter to below 2%. This
would imply a quasi-stagnation in real GDP per capita from 2024. The
point of view of the World Bank is quite similar, the two institutions
emphasising the gradual decline in hydrocarbon production as a key
constraining factor. There is a renewed interest of European countries
in Algeria’s gas, but structural challenges are significant, for both the
hydrocarbon and the non-hydrocarbon sectors.

Hydrocarbon sector: between hope and reality

Whether or not Algeria will be able to tap its vast hydrocarbon reserves
is a key question that could have many ramifications for the country’s
economic development in the MLT. The current context looks propitious
for that. Algeria is already the third biggest supplier of gas for Europe.
The country benefits from its strategic location and existing gas pipe-
line connections to Italy and Spain with spare capacity, including for
LNG. The country is a serious candidate to benefit from Europe's efforts
to wean itself off Russian gas. In 2021, Algeria’s production soared to
a record 103bcm last year on the back of a slew of new projects that
have pushed its total gas exports to an 11-year high of 54bcm (chart
16). But gas exports in Q1 2022 (14.7bcm) were broadly the same level
as in Q1 2021. Strong domestic demand continues to weigh heavily on
volumes available for export. Only half of gas output was exported in
Q1 2022 against two-thirds in 2010.
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GAS OUTPUT, EXPORTS AND CONSUMPTION
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Regarding crude oil production, after having fallen to just 900,000 b/d
in 2020, production has gradually risen in line with the OPEC+ policy.
At 1mn b/d in April 2022, output has now returned to its pre-pandemic
levels (chart 17). The country will be permitted to produce and addi-
tional 11,000 b/d in June and 17,000 b/d in July. At this level, Algeria
should be able to meet its commitments. But as with gas, questions
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about its production capacity beyond recent increases are likely to
emerge rapidly.

Many years of lack of effective investment in the country’s downstream
sector, especially from 10Cs, and the decline in the productivity of ma-
turing oilfields have resulted in a marked decline in crude oil produc-
tion since its peak of 1,4mn b/d reached in 2006. Several new deve-
lopments are in the pipe, but it is difficult to say whether they will be
enough to sustain output, or even stabilize it durably.

Main hope for the authorities is now resting on the country’s new
hydrocarbon law that is supposed to provide more attractive fiscal
conditions. The Italian firm ENI is the first of the 10Cs to have signed
an agreement under the new terms, but others are likely to follow in
the current context. However, results should be effective only in the
long term. Furthermore, attracting foreign investors will also require
the removal of several constraints that go beyond better fiscal terms
(red tape, slow decision-making). Last but not least, Algeria remains
one of the worst performers among hydrocarbon producers with regard
to gas greenhouse emissions, which could constitute another impedi-
ment to attracting LT European investment even if gas is supposed to
play an important role during the energy transition. Significant poten-
tial for the production of green hydrogen energy (using solar energy),
part of which could be exported via existing pipelines, also constitutes
a positive factor.

Non-hydrocarbon sector: no time to lose.

Improving the business climate is also a necessity to foster economic
diversification. The task will be daunting. The private sector is small,
dominated by low-productivity activities (manufacturing accounts for
just 6% of the private sector’s total value-added), and its development
is hampered by a heavy regulatory burden, extensive control of public
enterprises in key sectors and a restrictive environment for foreign
investors.

In response to its wider challenges, the government developed an ac-
tion plan in late 2021 that is supposed to make the transition to pri-
vate sector-led growth and prioritize the development of a job creation
model. This follows some progress at the legislative level such as the
end of the "51/49 rule” whereby foreign investors were forced to accept
a majority stake partner in strategic sectors. A new investment law is
also close to coming into force. One of its main goals is to develop high
value added sectors by ramping up foreign investment that has been
desperately low for many years (chart 18). These decisions are going
into the right direction. However, much will depend on how reforms
will be effectively implemented.

Conclusion

The current context (marked rise in global oil prices) provides the au-
thorities with an unexpected window of opportunity. Moreover, Algeria's
strategic profile (European countries are in search of an alternative to
Russian gas) raises hopes that foreign investors regain interest for the
country. The resulting benefits could go beyond the hydrocarbon sector.
But consequences of the conflict in Ukraine also bring risks. Algeria is
vulnerable to the current shock on commaodity prices due to its struc-
tural dependence on imports. Inflationary pressures, already strong in
2021, will persist in the coming months, threatening the recovery of an
economy still convalescing and whose short-term performances will
be modest compared with other hydrocarbon producers in the region.
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Above all, the authorities may decide to postpone delicate reforms as
the removal of most of the consolidation measures enacted in the 2022
budget seems to indicate. Yet, there is pressing need to remove barriers
that weigh on growth potential and economic diversification, which is
critical to make the economy more resilient to cope with new oil shocks
in the future. Otherwise, the windfall effect could be short-lived.
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