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PREFACE

This report is a description of a study of the effective rates of protection in Egypt. Its sub-
stance is a combination of theoretical arguments and discussions of matters for practical
policy. The principal focusis on policy in the main sections of the report, including discus-
sions of institutional needs and data problems, while the more technical aspects are placed
in annexes to the report.

Many, perhaps most, readers will view it as being an unusual report, and difficult to read.
It is unlike other reports on policy studies because considerable attention is committed to
theoretical concepts and their particular significance for trade policies. Unfortunately most
of the theory must be discussed at the beginning.

The text contains very little of the easy-to-read descriptions of such matters as the main
features of Egypt's economy or a chronology of recent policy reforms, and only a small
amount of empirical information. Moreover, for a great many readers, the concepts and
how they are applied will seem to be clear a one point, but will become cloudy moments
later when the discussion turns to the implications for policy. Or, the essential idea of a
concept may be lost while focusing on the dtatistical data and adjustments to the data,
which are frequently required for deriving important statistics that are both comparable
and consistent.

Despite the heavy demands for mental concentration on certain aspects of the subject, the
effort of acquiring a full understanding of the measures of the effective rates of protection
(ERPs) is beneficia for policy formulation, including setting tariff rates and exceptions for
certain investors or consumers. Knowing the relative values of ERPs for alarge number of
product sectors, and the possible implications for economic impacts, provides a crucial
advantage in making policies for trade and investment, and in managing the economy's
development.

One final point should be emphasized within this preface. That is, the reader should keep
in mind that the conceptua and theoretical aspects, as well as empirical evidence,
discussed or mentioned in this report are mostly in the field of microeconomics — ERP
analysis properly falls outside macroeconomic comparisons or analysis. Consequently, the
discussions are mostly in terms of particular tariffs, prices, specific product industries,
markets, and investment in specific sectors of industry. The discussion amost exclusively
concerns sectoral economic policies, and has very little bearing on macroeconomic policies
and management. Therefore, there is virtually no mention of economy-wide levels of
tariffs, prices, employment, investment, savings, foreign exchange rates, foreign exchange
reserves, or average rates of investment, savings, rates of economic growth, or other single
dimensiond indicators.

The study was carried out by Maurice Thorne, Chemonics Internationa Inc, Economist
and Deregulation Advisor on the Development Economic Policy Reform Anaysis
(DEPRA) Project, with assistance from Dr. Mahmoud M Abd-El-Hai Salah, Professor of
Economics with The Ingtitute of National Planning of the A.R.E., Cairo. Mr. Haggeg
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Badawy, Deputy Director of the Egyptian Chamber of Leather Industries, provided
technical information on the shoe industry in Egypt.

The author thanks Dr. Farouk Shakweer, First Under Secretary, Policy Research and
Information Sector, Ministry of Economy; and Mr. El Sayed Mohammed Abou El
Khomsan, First Under Secretary, and Mr. Abdel Rahman Fawzy, Director, both of the
Foreign Trade Sector, Ministry of Trade and Supply; for their helpful and sincere interest
and involvement during the planning and research stages of the study.

Professor Dr. Hanaa A Kheir-El-Din, Economic Consultant and Professor of Economics,
Department of Economics, Faculty of Economics and Political Science, Cairo University,
is especialy acknowledged for her insights and knowledge freely shared during a number
of thought-provoking discussions.

Dr. Hafiz Shatout, Sector Policy Divison of the US Agency for International
Development, and Dr. C Stuart Callison, Chief of Party of DEPRA, are both warmly
appreciated for their contributions and support in all phases and tasks of this study,
including the administrative obligations and procedures.

The following staff of the Ministry of Trade and Supply, Ministry of Finance, and Ministry
of Economy are appreciated for their participation in seminars and their contributions in
the launching of this study: Ayman Ahmed Shawky, Hany M A Khalil, Tamer Salama
Mahmoud, Mohamed Sayed Abas Sharaway, Rehab El Said Choab, Mahmoud Taha
Ahmed, Ahmad Dawood, Ayman Mohamed Shoeeb, Fathi Ramadan, Abeer Abdel Fattah
Ruby, Inas Said Salem, Heba El Saadany, and Amani Ibrahim, all of the Ministry of Trade
and Supply (Foreign Trade Sector); Magdi Makky and Naglaa Abdel Khalek of the
Ministry of Finance (Customs Authority); and Nagy Shohdy Saleh, Fatma Abdallah
Mostafa, Mervat Mohamed Khalili Eleraky, Moustafa Mahmoud Shaheen, and Walid
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The author is responsible for the statements and implicit viewpoints of the arguments, as
well as the format of the data presented in this report, and they should not be attributed in
any manner to the Ministry of Economy, the Government of the Arab Republic of Egypt,
the United States Agency for International Development, or their representatives.
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EXECUTIVE SUMMARY

Introduction

This report is a presentation of a study of the effective rates of protection (ERP) in Egypt,
including the method and results, along with the pertinent data analysis. It is "difficult”
reading — as the reader is told in the "Preface” — because the study is built upon a
foundation of a few theoretical concepts. The main theme is the application of ERP
analysis in setting relevant policies for trade and investment. Emphasis is also put on the
institutional needs and problems of collecting and analyzing necessary data.

The study was designed for a cooperative effort by the Ministries of Economy (Policy Re-
search and Information Sector), Finance (Customs Authority), and Trade and Supply
(Foreign Trade Sector). It was intended to be a pilot study (1) to determine whether
sufficient data are available for computing the ERPs of Egypt's manufacturing industries,
product-by-product and, if so, (2) to develop an institutional capacity for ERP analysis.
The proposed ingtitutional capacity would be a unit of data speciaists and economists who
would regularly compute ERPs for an increasing number of product sectors, upgrade their
data base, and periodically report on the significance and implications of their anaysis for
trade and investment policies and administration, especialy for tariff rate changes.

The ERP study is covered in five parts of this report: (1) an introduction to the study,
(2) tariffs and the notion of protection, (3) a comprehensive view of ERP analysis and
computation, (4) an application of the procedure to data on the shoe industry in Egypt, and
(5) various pivotd factors for ERP analysis in Egypt. Technical information and other
details are placed in annexes.

Tariffsand Protection

Tariffs and other barriers are imposed on commodity imports for several purposes. The
most traditional purpose for a tariff is the creation of a revenue flow to the government,
and it is ill the standard objective in countries where customs duty is a large source of
government revenue and the alternative tax bases are small or taxpayers obligations are
costly to enforce. Tariffs and non-tariff barriers (NTBS) are also imposed purposely to
restrict imports. The commonly suggested functions of trade restriction include the
protection of the local market for local producers, a restraint on expenditures on imports
and thus preservation of the economy's monetary reserves of foreign exchange, or the
prevention of the importation of commodities that might threaten the moral standards or
hedlth of the citizens. The dominant reason for tariffs in most economies today seems to
be the protection of the local market for particular domestic industries. The standard
argument isthat alocal industry and its workers need protection against competition.

Whatever might be the ultimate purpose, tariffs and NTBs constrain the price, quantity, or
quality of imported commodities. As a consequence, the degree of market competition
among suppliers is reduced, favoring the nation's producers a the expense of its
consumers. The impacts of trade barriers on the allocation of resources and market prices
reduce the efficiency in overal national production and lower the standard of living.

Tariffs are often said to be needed for improving the trade balance or for increasing
employment. Both arguments appear sensible, considering that a tariff on a commodity
raises its market price, thereby normally causing buyers to purchase fewer imports of that
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kind and expanding the market for local producers in the sector. These arguments are
falacious, however, because they are made from a narrow point of view. If the demand
for an importable commaodity is price-elastic, a tariff would tend to induce consumers to
reduce their expenditures on that particular import, but they then buy other imports or buy
domestic products, thereby diverting resources away from exportables or other import-
competing commodities, and consequently offsetting the initial change in the trade balance.
On the other hand, the reduction in imports induce the foreign producers to shift their
resources to other exports or to import-competing products. In the end, the trade balance
tends to fall back to its previous level because the reduction of imports in one sector tend
to be offset by an increase of importsin other sectors or a reduction of exports.

Aggregate employment, which is determined by the conditions that set wages in the labor
market and the level of aggregate demand, is smilarly affected and offset. The level of
employment might well rise in those sectors where demand for domestic output rises, but
fals in the sectors from which resources are diverted. Tariffs and NTBs are poor
instruments for correcting the trade balance and the levels of production and employment.

Effective Rate of Protection (ERP)

A widely advocated reason for imposing atariff, or its expected effect, is to erect awall of
"protection” around the national market against competition from merchants of foreign-
made goods. The rate of protection is the increase in the price of an imported commodity
and the import-substitute (an equivalent product made by a loca manufacturer) in
proportion to its border price. The price increase is the amount of market "protection”
provided to domestic producers. It equals the tariff rate, if there is no other trade barrier.
The "effective’ rate of protection (ERP) is the proportiona increase in the domestic
"value-added", which is the portion of the price that is attributed to the domestic producer.

It is the share that is paid to the manufacturer and his employees. Specificaly, ERP isthe
relative increase in value-added in a tariff-protected economy over its magnitude under
free trade, or in terms of border prices.

This definition, or concept, is shown by example in Part I, in preparation for (1) the
applied calculations on Egyptian production data in Part 1V, and (2) a comprehensive
discussion of the impacts of tariffs on market prices and the magnitude of value-added.

High ERPs created by escalating tariffs not only reinforce policies of import-substitution,
but also favor the least beneficia kinds of production. The larger the proportion of low-
tariff imports used in production the higher the ERP, and therefore the more attractive the
sub-sector is for investment. Likewise, the magnitude of ERP rises steeply as the amount
of value-added components becomes smaller relative to inputs. Production by smple
procedures of formulation by mixing imported materias, packaging, or assembly of
"knock-down kits' — especialy manufacturing by only "screw-driver" operations— are
the typical low value-added and high ERP industries.
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Method of M easurement of ERP

In order to have a sufficient basis for critical discussions of the impacts of protection and
the benchmarks for policy decisions, anaytical methods and tools are required for
measuring the effects of tariffs, NTBs, or the exchange rate on industry sub-sectors, broad
economic sectors, or aggregate demand. ERP analysis is an appropriate tool, although not
without limitations. |f ERPs were calculated for all product sectors, they would provide a
vita map of how the present tariff structure influences production and the distribution of
benefits and costs among the owners and workers in Egypt's industries and the consumers.

The shoe industry was selected for the subject in an application of the tool on Egyptian
empirica datain Part IV. Itisapractical example of the accepted approach to computing
an ERP coefficient and interpreting the results. The demonstration shows data
management and cal culation procedures, and how the procedure is a potentially useful tool
for setting tariff rates and making consistent trade and investment policy.

It is difficult, however, to interpret an ERP of one product sector alone. When many ERPs
are calculated from the same data base, a comparison of the degree of protection becomes
interesting and useful. The usefulness increases when changes in the relative sizes of ERP
due to changes in various tariff rates are considered in the analysis. Despite the constraint
of having only one ERP, afew salient points can be mentioned.

The ERP of the shoe industry is either highly negative or positive and very much higher
than the tariff rate, depending upon which part of the shoe sector, or year, is being
considered. The published statistics revea that the public sector producers paradoxically
contribute a negative value-added, in both domestic and world prices. The publication
also shows a negative vaue-added, meaning that even in domestic prices the factors of
production, themselves, appear to be subsidizing the buyers of shoes by sdlling below the
cost of materias. Possibly the owners, managers, and workers can do this because they
are supported from transfers of funds that are not reported with the production statistics,
but this is inexplicable. Moreover, the coefficient of ERP unexpectedly swings between
highly negative and positive from year-to-year as determined by the data, and various
significant proportions also change noticeably.

These peculiar fluctuations raise questions about the performance quality of data collection
and processing procedures by the country's official source of nationa data. Possibly, the
results are not true, and that data errors lead to false values, or that a problem is created
because the data were not collected and reported with a view toward using them in ERP
caculations. Too little is known about the data. The prominent obstruction to ERP
anaysis, however, is alack of data— a problem that is discussed in the final part (Part V)
of the report. At present, it isimpossible to obtain a data base that would be adequate for
calculating ERPs for other product sectors, comparing them, or analyzing the sensitivity of
ERPs to changes in various tariff rates.

Practical Value of ERP Measurement in Egypt

The basic argument of this document is that ERP measurement is a highly useful tool for
tariff policy, which itself has diverse and maor impacts on the economy. Although ERP,
alone, has no particular significance for government revenue, the relative size of each ERP
has importance for estimating the impact of tariffs and other trade barriers on the structure
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of the economy. The measures provide information which can be significant for assessing
the potentia effectiveness of policies formulated to influence, for example, the
development of production, income distribution, efficiency of markets and the economy,
and international trade relations.

The overal tariff regime continues to be the main tool to be used for liberalizing trade and
conforming to international trade conventions, while average rates of tariff are the
avallable indicators of trade liberdlization. On the other hand, ERPs of sufficiently
disaggregated product sectors revea the economic implications of specific tariff rate
changes on investment and production decisions. ERP methods of calculation provide
useful tools for analyzing a potential pattern of the impacts of tariff reform on the domestic
economy, and therefore they are practical for making decisions on the sequence and the
magnitude of tariff changes. The use of ERP analysis built upon a good data base would
provide the basis for determining the best way of shifting the tariff-induced bias away from
import substitution to export expansion, and especially to investment in the production of

non-tradables, which are usualy the crucial elements upon which most production is
based.

Good data are the crucia basis of useful ERP analysis. Moreover, the practical value of
ERP anaysis depends upon an institutional facility for (1) maintaining and managing a
good data base, (2) andyzing the results of ERP computations and formulating useful
statements of the conclusions and recommendations for policy, and (3) didog with the
policy makers who have the essential questions for analysis and who will use the results for
national economic management.

The difficulties in conducting the study is suggestive of the limited prospects for an
eventua undertaking of continuous assessment of the impacts of Egypt's instruments for
trade restraint or facilitation. Future efforts in this area may also be hampered by lack of
understanding and ability to put the results to good use. However, the efforts are more
likely to be hampered by problems of data collection and management. There are many
obstacles in the way, impeding the establishment of a practical force and procedure for
systematic measurement and evaluation of the ERPs of all significant product sectors and
using the analytical resultsin the formuation of tariff policy.

Market intervention by the government in investment and production decisions, by
differential treatment of producers through tariffs and other trade policies, is economically
inefficient. When government sets escalating tariffs by stages of production, the impact
favors the production of final goods over intermediate goods, processed materias, and
non-traded commodities. Thisistypica of the now-disfavored import-substitution policy,
and it imposes a heavy cost on consumers and some producers for the limited benefit of
others.

The ultimate trade and investment policy objective should be a market-balanced economy,
that is, market determination of prices. Prices that are determined in the market place are
efficient — they minimize costs of production and maximize economic welfare because
they are set through the balance of decisions and final agreements reached by the buyers
and sdlers, with no intervention by government. The ultimate form of this would be a
free-trade economy; the next best would be the adoption of alow uniform tariff.




I. INTRODUCTION

The study of effective rates of protection (ERP) was designed for a cooperative effort by
the Ministries of Economy (Policy Research and Information Sector), Finance (Customs
Authority), and Trade and Supply (Foreign Trade Sector). It was a pilot study intended to
determine whether sufficient data are avallable for computing the ERP of Egypt's
manufacturing industries, product-by-product, and, if the data were available, to develop
an ingtitutional capacity for calculating ERPs and anayzing the results. The intended
institutional capacity would be a unit of data specialists and economic anaysts who would
continuoudy do the following:

augment their base of regularly computed ERPs for an increasing number of product
sectors;

expand and upgrade their data for more precision and for measuring changes in ERP
over time as the tariff structure and other barriersto trade are revised, and

periodicaly report on the significance and implications of their updated analysis for
trade and investment policies and administration.

The am of thisreport isto provide (1) agenera explanation of the concept of ERP and its
computation, including its data requirements, and its application in economic analysis for
support of policy-making, and (2) an explanation of the methodology, results, conclusions,
and recommendations of the study.

Following this introduction (Part 1), the discussion in Part 11 concerns tariffs, in the context
of trade and barriers to trade. The discussion sets the basis for the notion of protection —
what it is and how its magnitude is measured. Part 111 moves the discussion from tariffs
and protection to a broad picture of ERP analysis and computation, which is then
explained in detail in Part IV where the ERP procedure is applied to empirical data on the
shoe industry in Egypt. Part V completes the main body of the report with discussions of
various factorsin the practical value of ERP measurement in Egypt.



1. TARIFFSAND PROTECTION

This Part is a brief discussion about tariffs and protection. It is areview and reminder of
the fundamentals that underlie tariff policy and the analysis of the economic impacts of
tariffs, and accordingly the basis for ERP analysis. All readers, and particularly those who
have special interests and would appreciate an extensive explanation, are invited to refer to
Annex B for acomprehensive review of the subject.

1. Tariffs

Tariffs and non-tariff barriers (NTBS) such as quotas, quality restrictions, and procedures
are imposed on commodity imports for several purposes. Perhaps the most traditional
reason for a tariff is the creation of a revenue flow to the government, but a tariff may
serve other purposes, too. Tariffs and especialy NTBs are commonly applied purposely to
restrict imports in order to protect the local market for local producers, to restrain
expenditures on imports and thus preserve the economy's monetary reserves of foreign
exchange, or to restrict the importation of commodities that might threaten the moral
standards or health of the citizens.

Whatever the ultimate purpose, tariffs and NTBs constrain to some degree the price,
quantity, or quality of imported commodities. As a consequence, the degree of market
competition among suppliers is reduced, favoring the nation's producers at the expense of
the consumers. A tariff, like any other tax imposed upon a commodity, will raise the
market price of that particular commodity and near subgtitutes. If atariff rate is applied to
imports, and if the domestic product is not equally taxed, the domestic producer can reap a
windfal profit smply by raising the price of the domestic product, correspondingly.
Although the overal effect of atariff is usually a higher market price, and consequently a
reduction in the quantity purchased, the domestic producer would still gain a higher profit
per unit. Moreover, the producer would take some or most of the market from the
importer, while expanding his own saes, by holding the price to less than the duty-paid
price of the equivalent import.

If the government were to impose a tariff on all imported goods at one specified rate, that
is, a uniform rate, the tariff would be like a sales tax on imports, without any particular
market distortion among imports. Nevertheless, without an equivaent tax applied to al
domestically produced goods, the government's intervention in the market by imposing an
import tariff — even though it is set at one uniform rate — would raise the market prices
of imports, reducing the quantities sold relative to domestic products. Due to the resultant
high market prices of imports, the profit opportunities are raised for investors and
producers in these markets. Investors and producers are induced to alocate more
resources for the production of import substitutes, withdrawing resources from the
production of exports of al kinds and non-tradables, such as localy consumed farm
produce, clothing, books, medical clinics, schools, roads, or bridges, for example.

Without a unified rate applied to al imports, the large number of different rates causes
many interacting price distortions in the markets. The impact is dways complex, with the
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market bias favoring some commodities more than others, but in principle and in practice
tariffs create market biases in favor of import substitutes, drawing resources out of
production of exports and non-tradables.

2. Distribution of the Effects of Tariffs

The dominant reason for atariff in most economies today seems to be the protection of the
local market for a particular domestic industry. The argument states, in various ways, that
aloca industry and its workers need protection against competition.! Therefore a tariff or
other barrier to trade — meaning barrier to the importation of competing goods— is
needed as compensation for the lack of advantages or for the presence of disadvantages,
such as other distortions in the market, faced by the locd industry, and apparently is
needed for the industry's survival.

The question should be asked, what — or who — is being protected and how? The
answer is obvious, the industry or the entrepreneurs are the direct beneficiaries, and the
employees — as far as they can be regarded as permanently engaged in the enterprises —
are beneficiaries, too. Some may say that the nation and therefore the people gain, too, by
the indirect benefits of tariffs on the competing imports and the income taxes on the
business and the employees. This, however, is not the case. The impacts of tariffs and
other trade barriers on the market prices of goods and the allocation of resources reduce
the efficiency in overall national production and lowers the standard of living.

Another way of viewing the protection provided by atariff isto see it as "assistance” to the
industry.?  The concept of ERP shows that, indeed, most tariff structures provide
assistance — actual financial assistance — to certain industries.  Just how this financial
assistance is divided among the entrepreneurs, workers, suppliers, customers, and creditors
is another matter, but it could be readily assumed that the entrepreneurs are the major
decision-makers in the distribution, and therefore the major beneficiaries of the assistance.
The assistance is provided largely at the consumers expense. The market price of a
commodity is elevated above the free market price by the amount of the tariff. The
entrepreneurs who produce for the market have two fundamental choices: (a) reduce the
cost of production to the international norm and otherwise be efficient, and capture a
higher than normal profit, made possible by the elevated market price, or (b) accept
market conditions as they are, with the tariff in place, and be dothful, wasteful, or
otherwise inefficient — or what amounts to the same behavior — alow the workers and
suppliersto be inefficient.

1

The force of this argument implies a need to protect a weaker or disadvantaged producer against the
more fortunate or bigger and more advantaged producers, suggesting that open competition would be
unfair or unjust to some degree, even without unfair or improper manipulaion or interference in the
market.

2 The Australian government uses the terminology "effective rate of assistance” (ERA) for their
concept, which is explained in their publication by the Department of Foreign Affairs and Trade, Using
the Effective Rate of Assistance in Trade Negotiations, Canberra, n.d. (ca 1989). As defined in the
publication, ERA is essentially the same as ERP, which is the main subject of this present report.
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In conclusion, the government collects revenue on imports and the entrepreneurs of the
industry either gain extra profits or they work less hard while the nation bears the costs of
inefficiency in production. Ultimately, the entrepreneurs benefit from a profit, or reduced
ddlivery of effort, and the consumers pay the bill — some pay the customs duty on imports
and others pay a higher price on domestically produced goods.
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1. EFFECTIVE RATE OF PROTECTION (ERP)

A specific definition of ERP in this document has been postponed until now because it was
essential to consider the economic significance and impact of "protection” first, in order to
have a basis for talking about an "effective” rate of protection. Also, it is necessary to be
conscious of the place and relative importance of "protection” within the context of the
tariff structure, which also serves other purposes.

1. Protection and ERP

The reason for imposing tariffs, and the intended effects, have been covered in the
foregoing section. One particular major purpose, or expected effect, isto build a degree of
"protection” of the national market for the domestic producers from the competition of
merchants of foreign-made goods. A by-product of a protective policy is protection of
consumers from opportunities to buy at lower prices, and thereby from increasing their
personal welfare.

The price of an imported commaodity is raised above its border price by the amount of a
tariff and in general, but not necessarily, the price of an import-substitute (an equivalent
product made by alocal manufacturer) will be the same. The price increase is the amount
of market "protection” provided to nationa producers who can produce at the same level
of costs. Any amount by which costs are lower is an additional gain earned by the
producer due to efficiency, and any higher level of costs would be a reduction in the
benefit created by a protective tariff. The amount of protection, however, remains equal to
the tariff, regardless of the degree of efficiency or inefficiency, even if the domestic
product is offered for sae by the producer at a lower price than the import price plus
customs duty. In other words, if there is no other trade barrier, the rate of protection is the
tariff rate — the ratio of the customs duty to the declared customs value of the imported
commodity.

The "effective’ rate of protection (ERP) is the proportiona increase in the domestic
"value-added", which is the portion of the price that is attributed to the domestic producer.
It is the share that is paid to the manufacturer and his employees. Specificaly, ERP isthe
relative increase in value-added in a tariff-protected economy over its magnitude under
free trade, or in terms of border prices. This definition, or concept, will be more formally
stated after it has been given extensive examination in the following sections of this report,
where the concept is more clearly represented by a descriptive, hypothetical example,
rather than a definition. By either route, however, a point is soon reached where
considerable mental effort is required to remember the essential difference between a
tariff, sometimes called the nomina rate of protection, and the effective rate (ERP). They
are crucialy different in definition and nature of economic impact, and therefore they have
different implications for national economic management.®

®  These variations of terminology are defined in the glossary in the annex to this document. Simple

terminology has been used as much as much as possible in this document, and therefore most of the
discussion focuses on "tariffs' and "effective rates of protection (ERP)", only. Severa terms, however,
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For the hypothetical example, take a specific product, such as an ordinary pencil. It is
made of a thin rod of graphite (pencil lead) contained within a stick of wood, which is
coated with paint, and completed with a rubber eraser attached at one end by a brass ring.
We should consider severa possible situations of trade and production, and severd
variations, which are the following:

(1) The pencil, and the tariff rate on pencils, only.
(2) The pencil, its parts, and one tariff rate on pencils and al parts.
(3) The pencil, its parts, and different tariff rates on pencils and parts.

The data for the hypothetical tariff rates, price of the fina product, and prices of
component parts of the pencil are itemized in the tables, below, for each situation, where
the definitions of local and world price are a so specified.

The first situation is very simple. Assume that the buyers of pencils can choose between
an imported or localy manufactured product. In this case the wholesale price of the
imported pencil would be LE 0.60, equal to its landed cost of LE 0.50 plus LE 0.10 in
customs duty at 20%. If alocal producer can produce an identical pencil for the same
cost, an extra profit up to LE 0.10 per pencil could be earned due to the market effect of
the tariff. The ERP and tariff are equal at 20%, if al raw materials and components of the
pencils are produced by each firmin theindustry.* Thisis shownin Table 1.

The second example, situation (2), is dmost as smple as the first. The tariff structure is
made somewhat complex, however, by setting a rate not only on the final good, but also on
each of its component parts. Assume the tariff is set a a uniform 20% on a complete
pencil and each of its parts, and that some of the parts, such as the wood, rubber, and brass
parts, are perhaps imported. In this case, nothing has changed in the market that would
affect the price of a complete pencil. The imported pencil will still carry a price of LE
0.60 and the locally made competitive pencil, if it istruly identical, can be sold at the same
price. The tariff and ERP remain equal at the 20% because the price of the pencil as a
whole unit and the individual components have an equal degree of protection under this
tariff regime.

For the third scenario we establish an admost redlistic situation (3), representative of most
economies, including Egypt, when we assume that some parts are imported, and that tariff
rates are different for the final product and each of the parts. Despite an unchanged fina
product market due to an unchanged nominal rate of protection on the finished pencil,

namely, "tariffs', "rates of tariffs' or "tariff rates' , and "customs duties' are used interchangeably in the
same sense, to mean the same as the nomina or published tariff rates, or smply tariffs, applied by
customs officials on imports at the border.

* Inthis case, and in the following cases as well, the prices of the pencils are compared as they would

be upon either leaving the customs area or at the local factory gate. Therefore, the assumption must be
that any additiona costs of distribution are the same for imported pencils and locally produced pencils,
aike.
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TABLE 1.PENCIL INDUSTRY (SITUATION 1)

Market Price (value) Customs
per unit output (quantity) Tariff
LEd LEw Rate
Product: pencil 0.60 0.50 20%
VALUE-ADDED 0.60 0.50 ERP= 20%

LE d = local "factory-gate" price or value (in the domestic, Eayptian market)
LE w = world price or valuedif or fob value,ie border price or price under free trade

TABLE 2.PENCIL INDUSTRY (SITUATION 2)

Market Price (value) Customs

per unit output (quantity) Tariff

LEd LEw Rate
Product:  pencil 0.60 0.50 20%
Imported input:  wood 0.30 0.25 20%
Imported input:  rubber 0.07 0.06 20%
Imported input:  brass 0.05 0.04 20%
Loca input:  paint 0.02 0.02 20%
Loca input:  graphite 0.02 0.02 20%

VALUE-ADDED 0.13 0.11 ERP= 20%

LE d = loca "factory-gate" price or value (in the domestic, Eayptian market)
LE w = world price or valuedif or fob value,ie border price or price under free trade

situation (3) is different from (2). The significant difference in the situations springs from
the difference between the tariff on the finished pencil and its component parts. All parts
of the imported pencil, each taken separately, are subject to the same tariff rate as the
finished pencil when they are imported in a whole product, but the parts can be imported
by the local producer at a lower customs duty. Thus, the prices of all materials and the
value-added component of the imported pencil are raised by the tariff rate, whereas the
local producer pays a lower tariff rate on imported parts, and gains the difference in the
rates, increasing the market price of the producer's value-added. Consequently, the size of
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value-added in the third scenario is larger than in the second case, increasing the ERP from
20% to 62%.°

TABLE 3.PENCIL INDUSTRY (SITUATION 3)

Market Price (value) Customs

per unit output (quantity) Tariff

LEd LEw Rate
Product:  pencil 0.60 0.50 20%
Imported input:  wood 0.26 0.25 5%
Imported input:  rubber 0.07 0.06 15%
Imported input:  brass 0.05 0.04 20%
Loca input:  paint 0.02 0.02 10%
Loca input:  graphite 0.02 0.02 0%

VALUE-ADDED 0.18 0.11 ERP= 62%

LE d = local "factory-gate" price or value (in the domestic, Eayptian market)
LE w = world price or valuedif or fob value,ie border price or price under free trade

The case is a demondtration that a particular rate of tariff sets the nomina rate of
protection, and that the tariff structure as a whole determines an effective rate of
protection. The effective rate is usualy greater than the nominal rate, which is the normal
intention for setting low tariffs on inputs and higher tariffs on the competitive imports of
the protected industry. The effective rate may be equal or lower than the nomina rate, and
can even be negative under particular conditions.

A fourth situation may be illustrated to show that the ERP could be lower than the tariff
rate on the pencil. If the average tariff on the inputs is greater than the tariff on the output,
the ERP will be less than the corresponding tariff. Thisis shown in Table 4, where ERP

> A sgnificant difference would be seen in the inter-industry transactions and distribution of the

benefits of nominal protection, if the pencils and the parts are made in separately owned local enterprises.
In this case, the smaller benefit of nomind protection to the input producers would be matched by a
larger benefit to pencil producers. The ERP would differ among the sub-sectors of the domestic pencil
industry, and the payments to workers and owners would be reduced in the input sub-sector and enlarged
inthefina stage of production (at the expense of the input stage) in comparison to the situation of asingle
tariff rate.
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hasfalento aslow as 0%. It iseasy to see that if the difference between the average tariff
on inputs and the pencil were till greater, ERP would be negative.

TABLE 4.PENCIL INDUSTRY (SITUATION 4)

Market Price (value) Customs

per unit output (quantity) Tariff

LEd LEw Rate
Product: pencil 0.60 0.50 20%
Imported input:  wood 0.28 0.25 10%
Imported input:  rubber 0.10 0.06 70%
Imported input:  brass 0.07 0.04 70%
Loca input: paint 0.03 0.02 25%
Loca input:  graphite 0.02 0.02 1%

VALUE-ADDED 0.11 0.11 ERP= 0%

LE d = local "factorv-aate" orice or value (in the domestic Eavpotian market)
LE w = world price or vaue (cif or fob value, ie border price or price under free trade

2. Comparison of Tariffsand Effective Rates of Protection

Why is the ERP not likely to be equal to the tariff? The answer is redly quite smple,
particularly if we keep in mind (a) that the ERP is not a tariff, and (b) that its magnitude
has meaning only when compared to the tariff and to the ERPs of other sectors.
Interpretation and comparisons of ERP magnitudes will be discussed in another section.
For now attention will be given only to the simple reason for the usua differences between
ERPs and tariffs.

In this section the focus is entirdy on (@) definitions, (b) economic significance,
(c) comparisons of ERPs with tariffs, and (d) the role of each in meaningful economic
assessments, and as instruments for policy decisons. The imaginary numerical example of
the pencil and its production inputs will continue to be used for illustrating the arguments.

In principle, the following points are the main objectives for demonstration in this section:

() Although tariffs and ERPs are related in a particular way, they are significantly
different. Tariff barriers originate and remain within the tariff structure. An
ERP, which is definitely not a tariff of any kind, is just one form of an
acceptable measure of certain production and investment incentives, which
per se are not trade barriers.®

® A good, general measure of the magnitude of the barrier to trade is the nominal rate of protection
(NRP), defined as the difference between the domestic and international prices of an import relative to the
international price. The tariff rate is a measure of an existing trade barrier due only to the tariff. The
NRP, however, measures the full magnitude of a trade barrier due to many factors besides the tariff,
including any number of non-tariff barriers, such as the importer's costs of quality controls, red tape, and
other costs of port and customs clearance. The NRP is a superior indicator and proper reference measure
in formulating trade liberalization policy. Nevertheless it might also mideadingly include the influences
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(i) To the extent that a high or low ERP demonstrates anything about the tariff
structure, and degree of trade liberalization, the same can be more clearly
shown and explained by a direct study of the tariff structure, itself. While a
wide disperson of values of ERP coefficients is indicative of a wide
dispersion of tariff rates, and while changes in ERPs can be a reflection of
changes in the tariff rates. ERPs cannot in themselves explain whether the
movement is toward or away from trade liberalization.

(iii) Importers of foreign-made commodities and the foreign producers are
affected by and understand tariff barriers, but typically they do not understand
ERPs.

(iv) Tariffs affect market prices. They are market interventions, and affect the
decisions of buyers and consumers. ERPs have no impact on market prices,
rather they, themselves, are passively, and only partly, determined by market
prices. Being the result of market prices and other determinants, ERPs affect
the decisions of investors, or producers, and this is quite enough, without
influencing prices or their other determinants.

(v) Reduction of a tariff is normally a sign of trade liberdization, but the same
change in policy may simultaneoudly increase ERPs, and indeed many tariff
reductions do increase the ERP of some sectors of production, while
decreasing the ERP of others.

(vi) Findly, tariffs are essential indicators of trade regimes and liberalization, and
figure among the principal determinants of market prices and consumer deci-
sons. ERPs, on the other hand, while not completely independent or
separated from issues of tariff structures, reveal the sectora location of
influences that are particularly significant in shaping the structure of an
economy — by investment decisions and resource allocation.

How does an ERP for a product differ from the tariff? The simple answer isthat atariff is
atax rate set by government and the ERP is an economic concept calculated by a formula.
There are other factors, too, such as the influence of non-tariff barriers, consumer
preferences due to promotional efforts of suppliers, or differences in costs of establishing
sales and services facilities, al of which are determinants of ERP.

of barriers that are beyond the control of the government of the importing nation, such as barriers
atributable to market impediments confronting agencies and deders of a foreign product, or to
unidentified consumers preferences, etc. Unfortunately, an NRP is more difficult to measure than a tariff
rate and therefore many researchers, who would like to use NRP measurements but cannot, resort to
substituting tariff rates and give them the NRP label, instead of frankly identifying them as tariff rates.
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3. Purpose of ERP — Its Relevance and Application

By this point in the discussion, the reader should be aware of the close association between
the tariff structure and ERP, and aso of their essentid differences. The nature of the
connection is indisputably a matter of protection and protectionism. The pivota
significance of protecting producers against market competition from importers, however,
seems to be easily misinterpreted. As will be shown in the following description of the
development of the ERP concept and technique, the theorists and researchers were trying,
at firgt, to devise a measure of the general level of protectionism of an economy, which
they soon neglected, after they found a good method for measuring a particular level of
protection.

Protectionist policies of high tariffs were adopted by many trading nations some years ago,
especialy during the depression of the 1930s, for the purpose of preserving the national
markets for local producers, and keeping joblessness in check. High tariffs once legidated
remained. Many researchers ardently attempted to compare the "height" of tariffs among
the industrial countries in the 1950s and 60s, aiming to obtain an index of the restrictive
effect on trade caused by atariff.” Nobody succeeded in finding the index, or a measure of
the degree of openness to trade produced by tariff reductions. Nevertheless, even without
such an index, it gill can be shown that a low, uniform tariff, or a narrow range of low
rates of tariff, is more favorable in bringing about an efficient competitive economy than
generaly high tariffs or widely dispersed rates, especialy a structure of tariffs that
increases with higher stages of production.

The development of the concept and measurement of ERP rose out of the intensive interest
in measuring the heights of tariffs levels for assessing the magnitude of the restrictive
effect of tariffs on trade — particularly for cross-country comparisons of market
protection. The measures included unweighted and trade-weighted average tariffs. The
weights were either the proportiona size of nationa or world commodity imports. In the
course of arguing the merits of various systems of weight, the experts decided that the
tariff rates on agricultural commodities should be excluded. Eventudly they favored
excluding tariffs on manufactures of food, beverages, and tobacco because the products
were subject to numerous other protective measures, and it was soon realized that
adjustments should be made for such policy measures as subsidies and quotas. These
concerns prompted the important thought, stated by Bela Balassa, that

Y, we face a further problem that has been largely disregarded in making
international tariff comparisons: the implications of duties on raw materials and
intermediate products for the protection of goods at a higher level of
fabrication. It is easy to see that high duties on materials and intermediate

7

Bela Balassa, "Tariff Protection in Industrial Countries; An Evaluation.” Journal of Political
Economy, 73, 6 (December 1965). The article is introduced with an important point expressed in 1950
by Viner that "there is no way in which the 'height' of a tariff as an index of its redtrictive effect can be
even approximately measured, or, for that matter, even defined with any degree of significant precision.”
(Jacob Viner, The Customs Union Issue. New York: Carnegie Endowment for International Pesce,
1950, pp 66-67.)
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products will raise the average level of tariffs on non-agricultura commodities
but will reduce the degree of protection accorded to final goods by increasing
the cost of inputs.?

The subject of protection, however, was changed by Balassa apparently without notice, or
at least without objection from his fellow economists. By this statement, he discarded the
economists prevailing concern for finding a measure of market protection in terms of
comparative market prices of the commodity. Instead, he focused on a different concept
of protection. It concerns protection of the amount of vaue-added by the domestic
producers to the imported materias, as aready discussed in the hypothetical example of
the pencil market. The new concept concerns the protection of the payment, which equals
the value-added, going to the producers of the particular import-substitute commodity.

The essential feature of the market forces that are influenced by tariffs, or a high level of
the tariff rates, is the negative affect on the volume of internationa trade in general and the
guantity of imports restrained by higher domestic market prices. On the other hand,
differences among the tariff rates are responsible for an entirely different kind of
protection, which is more difficult to determine. Balassa said:

We have to distinguish, therefore, between nomina and effective rates of tariff
when the latter will take account of duties levied on materia inputs. Under the
usual assumptions . . . , the effective rate of duty will indicate the degree of
protection of value added in the manufacturing process.’

A tariff barrier, or protection by high tariffs, affects the market price of a commodity, but
effective protection furnished by a structure of non-uniform tariffs affects the decisions of
investment and production, the alocation of resources, and the distribution of income-
earning capacity. High tariffs have the effect of raising market prices and reducing
international trade, assuming elastic market demand, while differences in tariff rates per se
have no effect on market prices, but may increase or decrease the amount of value-added
in certain lines of production, depending upon the structure of the tariff differences.
Tariffs are proportional to the prices of commodities; they are the parameters of trade
protection and market liberalization, whereas effective rates of tariffs, that is, ERPs, are
proportional to value-added in production; they are parameters of risk and profit, resource
allocation efficiency, and the productive structure of the economy.

As dready mentioned, economists had been trying to define a genera measure of
protectionism when they devised a product-by-product measure. They made a break-

8 Bela Baassa, "Taiff Protection in Industriad Countries: An Evaluation,” Journal of Political
Economy, 73, 6 (December 1965). Baassa referred to the written work of others, including the already
published work of Harry G Johnson, who had developed the concept of ERP. The concept was later
elaborated by W Max Corden. All of them — Balassa, Johnson, and Corden — promptly discarded any
further inquiry into the measurement of the effects of protectionism on trade, and turned to analyzing the
effects of tariff structures upon resource alocation, and the distribution of gains from protective policy
measures.

°® Ibid. Balassa applies the modifier "effective’ to tariffs and duties, or their rates, with precisely the
same algebraic definition given for the ERP concept explained in this paper.
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through when they devised a measure that took into account the tariffs and taxes on
material inputs. They found that their particular measure could show differences in the
degree of protection among countries without a dispute over the weights to be given to the
various tariffs, and they were satisfied.

Unfortunately, they apparently accepted their particular measure as a working alternative
to an overal measure, and gave it a certain unwarranted significance. They concentrated
their attention on fina output, and overlooked important aspects of their measure:

1. Their effective rate of protection measure is a product-by-product measure, which
does not show the overall degree of protectionism, or genera level of liberalism in
atrade regime, which prompted their research in the first place.

2. They became mainly engaged in measuring the ERPs of final consumer goods, and
discussing cases of high protection. They failed to see, or failed to discuss the
other side of the coin, which is the degree of trade liberalization and increased
opportunities for importers created by lower tariffs on inputs. Inputs are often
processed goods or manufactured components, and not ssmply locally produced
raw materials.’

3. Large ERPs were taken to show an undesirable policy of protectionism. Yet, at the
same time, import substitution was well accepted, especially for the less developed
countries, and the results of this latter policy are large ERPs.

The relevance of ERP liesin its measurement of the bias in profit opportunities, investment
decisions, and the pattern of resource alocation, which are generated by differences in
tariffs and other costs of importing. When the differences in tariff rates are graduated by
stages of production, they are said to be escalating, or cascading, tariffs™ Incrementally
higher tariffs by level of production make the higher stages of production more attractive
to investors and producers. The risk of investment, the need for efficiency, and the
challenges of market competition are al reduced for the producers of final goods that are
protected by high tariffs, while tariffs are low on their raw materials and intermediate
inputs to production.

It is this aspect of ERP — higher ERP for some businesses than for others due to an
escalating tariff structure — which is favored by certain loca investors or producers and
opposed by their competitors. The interested local investors recognize that an industry
enjoying a relatively high ERP is either more profitable — the percentage of domestic

10 Processed inputs are also called semi-manufactures, intermediate inputs, or components, and include

fully manufactured components in "knock-down kits' ready for find assembly, which itsdf can be very
simple.

1 "Escalating” isa better description than "cascading” in this discussion. Thefirst is preferable because
it more readily implies an incremental change in the level or "height" of atariff from alow to ahigh level.
The disadvantage of "cascading"” is that it may wrongly suggest a degree of overlap or stacking of tariffs.
It is more appropriate for describing cases where indirect taxes are calculated on prices that already
include another tax paid on the same good, or one of its components, in a previous transaction. This latter

isa"tax upon atax" and, hence, economistsin public finance refer to such as cascading taxes.
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value-added per unit of output is correspondingly higher, without additional cost or effort
— and the industry can be operated with a wider margin for high costs and inefficiency.
Their competitors, who are the importers and foreign producers of competitive products,
could possibly complain about a trade barrier — even though the tariff may be
moderate — because increased local production satisfies a portion of the market demand,
resulting in a smaller market share for the imported commodity. These perspectives would
be held, perhaps reinforced, even if the tariff rate on the final product were reduced while
increasing the ERP due to proportionately larger reductions of the tariffs on inputs. In
either case, the issue concerns an incentive for production or investment, and certainly not
an increase in atariff or other trade barrier.

Investors are attracted to industries enjoying high ERPs not necessarily because they are
able to sdll in the home market with less competition from foreign-made products due to
higher rates of tariffs, but because their profits — payments on value-added — per unit of
output are higher.*> The local importers, however, and the foreign producers, of the
competing products can see that the protected local producers will be able to satisfy a
sgnificant share of the local market. A protected market, especially one that is highly
protected, attracts more investment, and induces existing producers to expand production.
The resulting enlarged competition from local producers is the read basis for any
complaint from importers and foreign producers about a high rate of effective protection
— even if the high ERP is not due to a high tariff on the final product, but high because of
a wide spread between the tariffs on the final good and the inputs. Note, however, that
such complaints as this could only apply to a very specific product market — the one
showing a high ERP— because it would follow implicitly that other product markets
would become more open to competitive imports.

The viewpoints of the various actors in the foregoing narrative of an economic drama can
be briefly summarized. Domestic investors and producers justify their need for protection
with a high ERP on the basis of their contribution to the national product and employment,
while importers see that their share of the market, even a growing market, is reduced.
Proponents of free trade, like the importers, aso see the constraint on international trade.
Moreover, they argue that the national and internationa efficiency in production and
consumption is less than optimal because the production by efficient producers is
congtrained, and consumers pay more for their purchases.

The narrative, however, does not explain the economic impact due to the comparatively
low tariffs on the inputs. The overal picture of trade liberalization or protectionism was
lost when the economists turned their focus from the average height of tariffs to the
specific magnitudes of ERPs of selected products. High ERPs occur when the tariff
structure is either uniformly high or the rates are widely different. In the first instance, al

12 As said dsawhere in this document, the relative size of these payments can be increased even by

reducing the tariff on the final good, providing the tariffs on inputs are lower initially and also reduced by
an equal number of percentage points or more. Aslong as the percentage point spread between the tariffs
on the final product and the inputs remains the same or widens, the ERP for the value-added in the fina
product will be expanded, as tariff rates are reduced.
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ERPs tend to be high. If tariff rates differ widely, however, ERPs for products with high
tariffs may be much higher, while the ERPs of inputs might be about the same as the low
tariff oninputs.

The conclusion is that analysts and decision makers in matters of trade policy should take
into account the whole tariff structure, composed of thousands of customs rates, and the
computed ERPs of very many product sectors — thousands, or at least hundreds of the
more significant products of the economy. If all ERPs tend to be high, a libera trade
policy would call for a reduction in al tariffs. Whereas, if the sizes of ERPs vary widely
from very high to low, aliberal trade policy would call for bringing the tariff structure to a
low, uniform rate. Both of the latter policy responses are consistent with, and conducive
to, efficient resource alocation, economic development, and equitable income distribution.
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4. Objective and Usefulness of ERP Analysis

The most important questions to be answered about the subjects of computations and
analysis of ERP, in the context of Egypt, are: "What is their importance, or relevance, to
Egypt? What should be the objective? How should the measurements be calculated and
applied? What is the potential usefulness of the results?' Fina answers to these questions
require some thought, particularly in view of the kinds of information and details required
for decisons in trade negotiations, tariff schedule changes, and consistency and
coordination of trade and investment policies.

The Australian government, for example, has for many years used an ERP technique for
objective assessment of the impact made by their trade policies. The method, which they
cal an effective rate of assistance (ERA) framework, provides a "manageable and
convenient way of measuring the effects of many different trade barriers"*® The
Audtralians offered and promoted their method during the Uruguay Round of trade
negotiations under GATT, seeking to gain international adoption of a smple tool for
assessing the combined protectionist effects of tariffs and non-tariff barriers to trade.
Although they emphasize the international need to monitor the size of trade restrictive
policies, Australia recommends every country to use the ERA method for enhancing an
understanding of the economic costs that trade barriers impose on the country's own
economy.

The results of monitoring ERPs for many sub-sectors of the economy are useful for
estimating or identifying the economy-wide costs of inefficiency created by a multi-level
tariff structure for the economic benefit of certain producers and selected sectors. As
already emphasized, tariffs create (a) inefficiencies in the economy, (b) benefits to
particular producers among all producers at the expense of consumers, in general, and

13 Austraia, Commonwedlth of, Department of Foreign Affairs and Trade, Using the Effective Rate of
Assistance in Trade Negotiations, Canberra, no date [ca 1989], page 1. Thisis a useful guide (givenin
as few as 31 pages) for a good explanation of the appropriate and simple method used in Austraia for
continuous calculations and monitoring ERAs (effective rates of assistance), which are essentidly the
same as effective rates of protection (ERPs). The Austrdian authors explanation of their method,
however, is occasionaly ambiguous. Careful reading is required in such places, for example, as the
illustration by a numerical example, which incorporates inconsistent data or procedures. The
imperfections are minor, nevertheless, and do not greatly detract from the authors arguments in favor of
their practicall method of estimating ERPs — one that is useful for trade and investment policy and
planning.
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(c) a bias in market conditions and investment incentives against production of export
commodities and non-tradables. Therefore, a bias is created against the more productive
employment of domestic resources, including labor, thus reducing the generation of
productive employment.

Uneven tariff levels are more egregious in these respects than a uniform tariff rate on all
imports. Uneven market distortions and a strong import-substitution bias are set up in the
market when tariffs are escalated downward at lower stages of production. A low uniform
rate, of any type of tariff regime, is the least disruptive in the market. Nevertheless, a one-
level tariff is il biased in general against exports and nontradables.

High ERPs created by escalating tariffs not only reinforce policies of import-substitution,
but also favor the least beneficia kinds of production. The larger the proportion of low-
tariff imports used in production the higher the ERP, and therefore the more attractive the
sub-sector is for investment. Likewise, the magnitude of ERP rises steeply as the amount
of domestic value-added components becomes smaller relative to imported inputs.
Production by simple procedures of formulation by mixing imported materias, packaging,
or assembly of "knock-down kits' — especidly manufacturing by only "screw-driver”
operations — are typical low value-added and high ERP industries.

The prospects for Egypt to build a capacity to measure ERPs figures importantly in the
next section. There, the focus is placed on a practical example of computing an ERP
coefficient from Egyptian empirica data. The procedure is an example of analysis that
could be useful for trade and investment policy formulation. If ERPs were calculated for
all product sectors, they would provide a vital map of how the present tariff structure
influences production, investment, and the distribution of the benefits and costs among the
owners and workers in Egypt's industries and the consumers.

Carrying out ERP analysis for many product sectors was a principa objective of the study
covered by this report. Although those who initiated the study held a consensus view that
such ERP analysis would be important, it was impossible to obtain data for more than the
one computation. The difficulties in conducting the study is suggestive of the limited
prospects for an eventual undertaking of continuous assessment of the impacts of Egypt's
instruments for trade restraint or facilitation. In brief, while future efforts in this area may
also be hampered by lack of understanding and ability to put the results to good use, the
efforts are more likely to be hampered by problems of data collection and management.
There are many obstacles in the way, impeding the establishment of a practical force and
procedure for systematic measurement and evaluation of the ERPs of dl sgnificant
product sectors and using the analytical results in the formulation of tariff policy.



IV. METHOD OF MEASUREMENT OF ERP

Policies in international trade and investment are encapsulated in (a) exchange rate policy
and (b) commercial policy. The latter, concerning international commerce and trading
relations, primarily covers tariffs, quotas, and product standards, and may aso be linked to
domestic policies on banking and financia investments. The effects, and purposes in most
instances, of policies in these areas are to induce the consumers and producers in the
economy to change their expenditures and usage of resources — to decrease or increase
their expenditures or to ater the mix of commodities and resources. Tariffs are commonly
applied for raising government revenue, but frequently they are used like other trade policy
and exchange rate instruments, either for the purpose of reducing expenditures of foreign
exchange or for promoting domestic production and employment. This latter purpose
prompts the idea of protection — protecting the domestic market from incursions of
foreign-made imports, creating a domestic market preserve exclusively for home
producers, and consequently limiting the consumers market choices and their welfare.

In order to have a sufficient basis for critical discussions of the impacts of protection and
the benchmarks for policy decisions in these areas, anayticd methods and tools are
required for measuring the effects of tariffs, trade restrictions, or the exchange rate on
industry sub-sectors, broad economic sectors, or aggregate demand. The purpose and
objective for measuring the effects may be:

Y, to ascertain the aggregate impact of a country's various trade barriers for the
sake of making appropriate macro-economic policy with respect to the level of
aggregate demand or the exchange rate, or for the purpose of checking the
progress of longer-term strategy as to the degree of openness; aternatively, it
may be to discover the impact of trade barriers at the sectoral level, or a a
quite micro level upon a particular industry or firm.**

1. What IsMeasured and How?

Measurement of the level of barriers to trade, ie, degree of protection, by estimating the
average height of tariffs, whether the height is taken as a simple arithmetic average or a
trade-weighted average, is still a common technique. Averages are frequently mentioned
descriptions of the openness of economies. However, the most intense disputes and
debates in trade matters revolve around particular tariff rates and countervailing measures
at a micro level of production — specific types of agricultural produce or industria
products. The range of these disputes and debates demarcate the scope of policy decisions
and application of tools.

4 G K Hélener, International Trade and Economic Development, Middlesex, England: Penguin

Books, 1972, p 120.
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For this reason, in practica applications, the usefulness of ERP coefficients increases as
the industry becomes more specifically defined. A caculation of ERPs for broad industrial
categories, as defined for inter-industry input-output analysis, presents a broad picture of
the structure of protection, and enables tentative comparisons and identification of the
relative strength or degree of protection among major sectors. The most recent input-
output table for Egypt is composed of 38 sectors, including 22 commodity-production
sectors for which meaningful ERP coefficients may be estimated.™ The classifications of
the 22 sectors in the table are aggregated in such sectors, for example, as processed foods,
chemicals, rubber and plastic products, machinery and equipment, glass products, and
transport equipment; all a the 3-digit level of ISIC classification, or combined
classifications®

Still, this definition is not sharp enough for many purposes for which ERP analysis was
designed to serve. Sectord ERPs are too generd for setting specific tariffs or for
supporting and defending a country's tariff structure in trade negotiations and disputes,
where commodity trade is discussed in terms of specific products, such as potatoes,
grapes, beans, cotton lint, or passenger vehicles, persona computers, TV sets, copying
machines, and telephones. Particular rates of tariff are applied to these products, and
therefore comparisons of the degree of market protection of only particular products and
the protection provided to domestic value-added can yield useful information for policy
decisions because the comparison entails only one tariff and one ERP.

In contrast, the ERP of each of the productive sectors of the input-output table is
necessarily determined by six or more tariff rates, on average, ranging from the lowest
rates to the highest, on the output products, besides the technical coefficients and tariffs on
inputs, which are also averages of as many as six or more tariff rates.'” The comparison of
ERP by broad category and average rates of tariff is only a rough measure, using atool that
is designed for a detailed comparison.

Even for the most generad analysis the products must be as specific as ready-made
garments, for example, or pharmaceuticals, or paper, for a meaningful image of the size
and dispersion of sizes of ERPs relative to tariffs. Even this degree of specification is
usualy inadequate since tariffs are set for categories of commodities which are described
in greater detail according to an 8-digit level of HS classification’®

> pardle with the study reported in this present document, ERP coefficients were computed for 22
commodity sectorsin a study by Hanaa Kheir-El-Din, "Effective Protection in Egypt Due to the Tariff
Structures in 1996 and 1997 Compared to 1994", study prepared for USAID/DEPRA, February 1998,
14pp.

16 1SIC stands for the International Standard of Industrial Classification of Economic Activities, which
iswidely used for industry and inter-industry analysis.

7 Only the tariff rate for which there were importsin 1997 were counted.

8 HSis the Harmonized commodity description and coding System (HS) of the Customs Co-operation
Council (CCC). The CCC isan international organization with headquarters in Brussels, Belgium. The
HS system is a standard classification for international comparisons of trade trestment. Each category is
distinctive and labeled by a code of 6 digits, commonly extended to 8, and even 10, by the customs laws
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The descriptions of the products cannot be as general as "paper”; they must be as specific
as "uncoated, hand-made paper for writing or printing" (which is subject to a 15% rate of
tariff), "uncoated, hand-made paper, not elsewhere specified or included" (20% tariff), or
"waste rubber, compound, unvulcanized, excluding hard rubber" (5% tariff), "rubber,
compound, unvulcanized" (15% tariff), or "rubber, unvulcanized, in solution” (20% tariff).
The tariffs on rubber parts for transport vehicles may be "free" or 5%, 10%, 20%, or 30%,
depending on the type of vehicle. The tariff rates on transport vehicles vary according to
type and size, and therefore, one ERP for the transport equipment sub-sector may not be
useful in the supporting arguments in trade negotiations concerning a tariff rate for small
trucks for farm use, for example, or for setting tariff rates that would provide appropriate
protection of the potentia investors income — neither too little nor too much
protection — for the inducement of local investment in the production of small trucks for
farm use.

In Egypt, ERP analyses by broad sectors of production have been carried out for industries
at the detail of categories of 3-digit 1SIC level.’® These studies provide useful evauations
of the ERPs among the magjor sectors of commodity production, showing which sectors
provide the heaviest protection to the VA factors of production, and those which appear to
be less protected than average nominal tariffs would suggest. What is particularly
important, is that certain studies of this nature show how the rates are changing over recent
years. Another interesting aspect is a comparison of how the tariff changes in late 1996
and mid-1997 have effected the overall protection of earnings in agriculture and industry.
The most recent study shows that ERP has fallen since 1994 in both mgjor sectors of the
economy, but declined somewhat more in the more heavily protected manufacturing sector
in comparison to agriculture.

A more detailed, and therefore more meaningful, view of the measure of protection could
be seen from data taken at the 4-digit ISIC level of the type specified in the periodic
industria surveys by CAPMAS.?® However, for a particularly pertinent and useful basis

in many countries. The purpose of the international standard of classification of traded commoditiesis to
enable true comparison of treatments among nations on any given one or more commodity or type of
commodity, say, with respect to customs duties, excise taxes, saes taxes, embargos, quantity restrictions,
etc.

9 ghaltout, Hafiz Mahmoud. "Measuring the Effective Rate of Protection in Egypt", Cairo, 1987.
Kheir-El-Din, Hanaa A. "Evauation of the Structure of Protection and Anti-Export Bias in the 1986
Customs Tariffs in Egypt", L'Egypte Contemporaine, No 417-418 (June-October 1989), pp 73-96 (23-
46). Kheir-El-Din, Hanaa and El-Sayed, Hoda. "Potential Impact of a Free Trade Agreement with the
EU on Egyptian Textile Industry”, paper presented to the Egyptian Center for Economic Studies
Conference, "How Can Egypt Benefit from its Partnership Agreement with the EU?', Cairo, Egypt, June
26-27, 1996. Hoekman, Bernard and Djankov, Smeon. "Towards a Free Trade Agreement with the
European Union: Issues and Policy Options for Egypt", paper presented to the Egyptian Center for
Economic Studies Conference, "How Can Egypt Benefit from its Partnership Agreement with the EU?",
Cairo, Egypt, June 26-27, 1996.

2 CAPMAS is the acronym for the Central Agency for Public Mobilization and Statistics. It is the
national statistical office of the Egyptian government.
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for tariff and trade policy, information at the level of 5-digit 1SIC codes, corresponding to
most of the 6-digit HS codes is needed.

Much of the 4-digit ISIC level data is collected and published in the CAPMAS Annua
Industrial Production Statistics. The questionnaire that is used in the survey of Industria
Production appears to be designed to obtain data that could very well provide the needed
information for analysis of industry at the 5-digit level, if they were made available?

Furthermore, data are collected, and published, with respect to both the public and private
sector enterprises.  Unfortunately, by the time CAPMAS has done its data management
task, the data are dready very old, having limited relevance for current analysis and policy
formulation. The most recent data available for this study are for the year 1993/94. They
apply to production as it was long before the significant tariff changes in 1996 and 1997,
and even before the changesin 1994.

2. Data

The leather shoe industry in Egypt (ISIC 3240) was selected to be the example product
sector in this study. The principal source of data for the industry is the published Annual
Industrial Production Statistics, for 1993/94, which provides part of the requirements. The
data are insufficient, particulary on input materials, for ERP calculations and additional
data must be obtained from other specialized sources.?

The published industry data for 1993/94 were organized as shown in Table 5. A number
of assumptions are required for using the data. A basic assumption, must be that the data
are aggregated statistics from questionnaires that are representative of the whole sector.

That is, it is assumed that either no questionnaires were rejected or that the exclusion of
data due to rejections does not bias the representation of the sector. Also, it is assumed
that each line of the data is likewise representative of the whole sector. That is, the figures
in any particular line are accurately proportional to all other lines and truly representative
of the whole product sector. It is also assumed that the data collected from all reporting
firms are for the same period of time and comparable; that no unusual transactions are
included, and that the supplemental information on materia inputs and sdes are
representative of the average for the whole product sector, and not merely approximate
numbers for a typica firm in the industry. Another crucia assumption is that the total

2 The questionnaire is reproduced in Annex G.

2 The published source is CAPMAS publication, Annual Industrial Production Statistics, 1993/94.
Cairo: December 1996. Some data was collected for the public sector from a volume of the previous
year, 1992/93. The crucial information on material inputs were necessarily supplemented by data and
information from an industry specialist.
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sector revenue is the value of products that are identical or comparable in al important
aspects to the competing imported or importable products.

TABLE 5.SHOE INDUSTRY: ANNUAL PRODUCTION (LE' 000), 1993/94,
1992/93; AND CUSTOMSTARIFF RATE (%)

Tariff 1993/94 1992/93
Rate Public Private Public
Products, subsidies, taxes 70
Finished products 37742 102091 82061
Unfinished products -18672 135 -386
Subsidies
Taxes and commodity duties 1033 851 1076
Tradable materia inputs
Upper 40 8395 18010 11575
Lining 40 2858 6170 3933
Sole 5 4661 10259 6375
Inner sole 30 206 507 271
Fiber pad 20 480 1029 661
Metal shank 10 360 772 496
Metal eyelets 30 69 245 76
Thread 30 103 253 135
Cord 30 103 253 135
Adhesives 20 755 2010 964
Finishing materials 40 1029 2533 1354
Nails, tacks 30 240 515 331
Instep pad 60 720 1544 992
Stiffening materials 30 240 515 331
Filler, stiffening materials 15 120 257 165
Ornaments 10 669 1532 902
Heds 30 1501 3560 2001
Sponge, foam materials 30 120 257 165
Heel/toe taps 30 378 1005 482
Other tradable inputs
Packaging materials 5 949 1364 1908
Spare parts, prod components 5 334 2260 1233
Equipment depreciation 5 1722 5074 1888
Non-tradable inputs
Fuel 383 378 917
Electricity 903 1072 449
Industrial services purchased 647
Maintenance 1097 690 2497

Other sarvices 2594 5301 3678
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Moreover, the published data are insufficiently detailed for foreign trade analysis and ERP
calculations. The values of inputs are given by domestic and import supply only; they are
not classified by type or by separate tariff rates, or separated into type, according to being
tradables or non-tradables. The degree of consistency and accuracy might be questioned.
The problems of the published data are discussed later while explaining an actua ERP
calculation based on the available published data.

After organizing the collected data in the logical categories of Table 5, the data were next
prepared for calculating the ERP of the leather shoe sector in Egypt. These are presented
in Table 6 for the public and private sectors and the total sector in the year 1993/94, and in
Table 7 for the public sector in the years 1992/93 and 1993/94 and average for the period.

3. Formula and Computation

The concept and genera formula for calculating ERP is covered aready in Section | of
Part 111 of this document (starting on page 16) by illustration in a hypothetical example of
an imported pencil and the amount of nomina and effective protection provided to the
local producers of pencils. No agebra was shown in the examples, and the calculations
were explained in verbalized logic. Nevertheless, an agebraic formula was implicitly
applied, and it could have been given in a written form for illustrating the concept and
method of calculation.?® Building on the example, the approach and formula are adjusted
for application to the empirical data from the leather shoe industry in Egypt. The data are
in greater detail and the formulais an algebraic variation of the one that was implied in the
pencil examples. The proof of the exact equivaence of the formulas, and full details of the
calculation, are covered in an annex.?*

The ERP formula is designed for an analytical comparison of the size of protection
provided to the market price and the size of protection provided to the payments to factors
of production, both with regard to a particular product. The tariff rate is the degree of
protection on the market price, while the effective rate of protection is the degree of
protection on the amount of payment apportioned to the domestic producers. In principle,
either of these rates can be measured with respect to the protection provided only by the
tariff, or by all impediments to trade in the imported competitive product. When the total
difference in market price is the basis for the measure, that is, when the impact of tariffs
and aso other impediments are considered in the calculations, then the protection to the
priceis usudly caled the "nomind rate of protection." The effects of al impediments, not
just atariff done, in total are assumed by definition to enter into the calculations of ERP.

The data provide a good basis for computing the domestic market values of the fina
product and inputs, which include al materials, depleted physical capital (depreciation of
equipment, machinery, buildings, and other facilities), power and overhead, and non-factor
services. The difference between the domestic value of total production and the market
costs of inputs is the amount of domestic value-added. The resulting figure provides a

% Theformulais presented with a comprehensive explanation in Annex A: "Methodology: The Concept

and Computation of ERP."

2 Annex A: Methodology: The Concept and Computation of ERP.
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start toward computing the ERP coefficient by the basic formula of the concept.
Computation of the value-added under conditions of free trade, however, requires many
adjustments to the known factory-gate price. Preferably it is based on border prices of
competing output and input products found by considerable research in the markets. This
type of information is not normally published and, therefore, must be obtained by specific
research and calculations,

Since market prices of outputs and inputs, and proportions of inputs to total output, that is,
the technical coefficients of production, under free trade are unknowable in the prevailing
market conditions under the influence of a tariff regime, researchers prefer to apply the
derived formula that is expressed in terms of current technical coefficients of production.
Thisisthe formulathat isapplied in arriving at the ERP coefficients shown in Tables 6 and
7. Theformula, which is explained in detail in the annex titled "Methodology in Detail”, is
the following:

ERP = ((1-Sia')/ ((1/(1+t))- (Si(a'/(1+t)))) -1
where the variables are defined as follows:

ERP

effective rate of protection on shoes
t = tariff rate on imported shoes equivalent to the domestic output
ti = tariff rate on tradableinput i in the production of shoes

a' = vaueof input i per unit of shoe output, which is the technical coefficient
of production in the tariff-distorted market economy, and

S = summation of values within a specified numericaly ordered sequence,
where i represents a number in the sequence. In this case, the sequence
includes al inputsin the production of shoes.

The value of each &' is obtained by taking the ratio of the total cost of each input to the
total value of production. For example, the technical coefficient of production, a, for the
instep pad in shoe production is0.0399 = 720/ 18037. In the next to the last term of the
formula, this vaue of a is divided by 1.70, which is one plus the tariff rate (where 70% =
0.70). After finding al coefficients and inserting them into the formula, and computing the
formula, the results are the ERP vaues given in Tables 6 and 7. Figures 1 and 2
graphically illustrate the statistics of Tables 6 and 7, respectively.

The first line of Table 6 and Table 7 gives the domestic price and the border price of the
net total product of the leather shoe industry in a one-year period. Specificaly, the
amounts are the total revenues from the sale of net finished output, which equals the value
of finished products less the net use of partially finished products from factory stocks
(inventory) plus subsidies less indirect taxes on output. The total revenue is the unit of
value upon which the coefficients of inputs to production were calculated. Alternatively, if
the statistical had included the physical quantity of production, that is, the number of shoes,
the unit of value could be the price of a pair of shoes. Notice that the private sector's sale
of finished goods shown in Table 6 (for the year 1993/94) is less than the net output
because a small amount (LE 135000) of the finished product was put into the sector's
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stock of goods in process, and the value of sales of the total product is further reduced by
the amount of indirect taxes paid on the sector's output.”

TABLE 6. EFFECTIVE RATE OF PROTECTION (ERP) IN THE SHOE INDUSTRY::
ANNUAL PRODUCTION (LE '000), 1993/94 IN DOMESTIC AND BORDER
PRICES; AND CUSTOMSTARIFF RATE (%)

Tariff  1993/94 Domestic Prices 1993/94 Border Prices
Rate Public Private Totd Public Private Tota

TOTAL PRODUCT 7C 18037 101375 119412 1061C 59632 70242
Finished products 37742 102091 139833
Unfinished products -18672 135 -18537
Subsidies
Taxes, commodity duty 1033 851 1884

Tradable material inputs

Instep pad 6C 72C 1544 2263 45C 965 1415
Upper, lining, finishing 4C 12282 26713 38995 8773 1908C 2784
Heels, innersole, thread 3C 296C 711C 10066 2277 5468 7743
Adhesive, fiber pad 2C 1235 303¢ 4274 102¢ 2533 3562
Filler, stiffeners 15 12C 257 377 104 224 328
Ornaments, metal parts 1C 1028 2304 3332 935 2094 302¢
Sole 4661 10258 1492C 4438 9771 1421C

al

Other tradable inputs
Packaging, parts, deprec'n

al

3005 8698 11703 2862 8284 11146

Non-tradable inputs
Fuel, electricity,ov'rhead C 4977 8088 13065 4977 8088 13065

Total non-factor cost 30988 68011 98996 25846 56507  8235C
ERF -0.1500 9.6763 -2.6862
ERF -15% 968%  -269%

Note: The values of ERP shown in percentagesis equivaent to definitions that include a rpliktétion
factor of 100.

% Net output equals total finished products for sale plus the amount added to stocks and less the amount
taken from stocks. Vaue of the total product equals net output plus subsidies less taxes on products
(indirect taxes). Therefore the figures in thousands of Egyptian pounds are 102,091 + 135-0+0- 851 =
101,375.
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Subsidies are paid to producers so that they can reduce the prices of their products, but
they will raise prices by the amount of indirect taxes charged on their outputs. Therefore,
the subsidy amount must be added to the ex-factory price and taxes deducted to obtain the
value of output. In this case, no subsidies on products are paid to the producers but their
products are taxed. Consequently, the value of actua output for the reported period is
reduced by the amount drawn from the stock of semi-finished goods produced in a
previous period and by deducting the amount by which the output price is increased due to
taxes. The cost of intermediate materia inputs, services, fuel, power, and other overheads
are grouped and listed

TABLE 7. EFFECTIVE RATE OF PROTECTION (ERP) IN THE PUBLIC SECTOR
SHOE INDUSTRY: ANNUAL PRODUCTION (LE '000), 1992/93 - 1993/94;
AND CUSTOMSTARIFF RATE (%)

Tariff Domestic Prices Border Prices
Rate 1992/93 1993/94 AVG* 1992/93 1993/94 AVG*

TOTAL PRODUCT 7C 80599 18037 49318 47411 1061C 29011
Finished products 82061 37742 59902
Unfinished products -38€ -18672 -952¢
Subsidies
Taxes, commodity duty 107€ 1033 1055

Tradable material inputs

Instep pad 6C 992 72C 856 62C 45C 53¢
Upper, lining, finishing 4C 16862 12282 14572 12045 8773  1040¢
Heels, innersole, thread 3C 3927 296C 3444 3021 2277 264¢
Adhesive, fiber pad 2C 1625 1235 143C 1354 1029 1192
Filler, stiffeners 15 165 12C 143 144 104 124
Ornaments, metal parts 1C 1398 1028 1213 1271 935 1108
Sole 6375 4661 5518 6072 443¢ 525€

al

Other tradable inputs
Packaging, parts, depren

al

502¢ 3005 4017 479C 2862 382¢

Non-tradable inputs
Fuel, electricity,ov'rhead C 7541 4977 6259 7541 4977 625¢

Total non-factor cost 43916 30988 37452 36857 25846 31352
ERP 24757 -0.1500 -6.0689
ERF 248% -15%  -607%

Note: The values of ERP shown in percentagesis equivaent to definitions that include a rpliktétion
factor of 100.

* AVG = average of 1992/93 and 1993/94.
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by levels of import tariffs without any need for adjustment. Aggregating the inputs, as
done here, simplifies the tables and explanation of the procedure. In practice, however,
the actua data base is necessarily large because as much detail as can be obtained is
needed for the analysis of tariff levels and the impacts of changes. The 8 groups of
tradable inputs in Tables 6 and 7 are derived from 18 classifications in the actua data base
for this case, while 5 categories of non-tradable inputs have been combined in only one
group for the tables. The number of aggregated groups shows that seven different tariff
rates, plus one for the "other" group, apply to the tradable inputs, and that the non-
tradables can be aggregated into a single group because there is no applicable tariff rate.

Now, the analyst might be able to turn to the interesting task of interpreting the results.
Little can be said about an ERP of one product sector done. When very many ERPs are
caculated from the same data base, a comparison of the degree of protection becomes
interesting and useful. The usefulness is increased especialy when changes in the relative
sizes of ERP due to changes in various tariff rates are considered in the analysis, and more
s0, when impacts of non-tariff barriers can be quantified and considered.

Despite the constraint of having only one ERP, afew salient points can be mentioned about
the present case. The ERP of the shoe industry is either highly negative or positive, and
very much higher than the tariff rate, depending upon which part of the shoe sector, or
year, is being considered. The public sector shoe producers produced under a low
negative ERP in 1993/94, possibly suggesting comparatively high efficiency and high
virtual taxation due to a comparatively highly protected market for the sector'sinputs. This
might be the conclusion upon first observation in the light of the model interpretations
given in another part of this report, where it was said that a low ERP coefficient between
0% and -100% indicated an efficient industry which is being virtualy taxed more than
other producing sectors. It was also said that if the ERP is still more negative, ie, less than
-100%, that the industry is very highly protected but highly inefficient because it
characterized producers whose value-added is negative when vaued in free-market prices.
These interpretations are based on the following appropriate assumptions that:

1. Vadue-added is dways positive in domestic prices, which is a normal business
condition in any economy.

2. Vdue-added of very efficiently produced commodities might be lower in domestic
prices than free-trade prices, resulting in a negative ERP, which would indicate a
comparative advantage for exports.

3. Negative value-added in free-trade prices would show that the sector survives on
very highly subsidized inputs.

On examination of the figures, however, one should see that the public enterprises in the
shoe sector paradoxically contribute a negative value-added, in both domestic and world
prices. The published source of the data also records a negative value-added. That is,
even in domestic prices the factors of production, themselves, appear to be subsidizing the
buyers of shoes by selling below the cost of materials. Possibly the owners, managers, and
workers can do this because they are supported from some source that is not shown in the
Annual Industrial Production Statistics, but this is incomprehensible from the statistics
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alone. Further explanation and a study of the data for other years are necessary. The total
non-factor costs of materials and services plus the vaue of unfinished products from
stocks exceed the value of finished products by over 30%.

In the previous year, however, the value-added from public enterprisesis about three and a
half times larger in domestic prices than in free-market prices, yielding a high positive ERP
of 248%. This appears more in keeping with the high degree of protection provided to the
private sector in 1993/94 when the ERP is estimated to be an extremely high 968%. Both
rates of protection on value-added greatly exceed the level that might be presumed by the
high degree of price mark-up permitted by the 70% tariff rate, which itsdlf is remarkably
high.

One may be tempted to look at the production data very thoroughly with an intent either to
find convincing evidence that the ERP estimations are based on vaid data, and therefore
very likely to be correct, or to find questionable data values that would justify dismissing
the results. This should not be done for either reason, however, because the data were not
collected and reported with a view toward using them in ERP caculations. Too little is
known about the data, inducing questions and requiring many assumptions, as mentioned
above. The data base is inadequate for calculating ERPs for other product sectors,
comparing them, or analyzing the sensitivity of ERPs to changes in various tariff rates.

Data published by CAPMAS was used as much as possible, and supplemented with data
provided by an industry speciadist. The product sector corresponds to the thirteenth
industry sector of the national inter-industry input-output matrix for 1991/92, aso
prepared by CAPMAS. Production data varies widely from year-to-year in the industrial
survey taken by CAPMAS and in comparison to the input-output matrix. Even the simple
proportions of intermediate inputs or value-added to the total value of production varies
considerably. For example, the 91/92 input-output matrix indicates about 40% of the
product is value-added, whereas the published data for the 93/94 industry survey indicates
only 17%, both figures are computed as the residua difference between output and non-
factor inputs. Even considering that the periods are two years apart, the difference is
amazingly large when comparing similar data bases prepared by the same agency with
regard to alarge and established industry, and therefore the data and computations must be
considered with a considerable degree of tolerance for error. The main obstruction to ERP
analysisis alack of data— another is a question of the accuracy and consistency of data.
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The basic argument of this document is that ERP measurement is a highly useful tool for
tariff policy, which itself has diverse and maor impacts on the economy. Although ERP,
alone, has no particular significance for government revenue, the relative size of each ERP
has importance for estimating the impact of tariffs and other trade barriers on the structure
of the economy. The measures provide information which can be significant for assessing
the potentia effectiveness of policies formulated to influence, for example, the
development of production, income distribution, efficiency of markets and the economy,
and international trade relations.

The study, which is the subject of this report, was designed to be a pilot study, serving
severa useful purposes. First, it was intended to demonstrate the procedures and
aternative steps in collecting data and calculating ERPs of at least two representative
product sectors in the Egyptian economy. Next, it was to be the means for establishing a
permanent unit and skilled staff within the government for calculating ERPs of all product
sectors, updating and improving the data base, and presenting anadysis and
recommendations for tariff policy. Not all of the objectives could be fulfilled for reasons
that are discussed esewhere —the insufficiency of avalable data and the
uncooperativeness and high cost of data from CAPMAS were the maor obstacles that
required the planned efforts of the study to be curtailed. However, the ERP methods were
studied by a significant number of GOE staff, and actual data were collected from a
published source of officia data, and an ERP cal culation made for one product sector.

Reforming the overall tariff regime continues to be the main tool to be used for liberalizing
trade and conforming to international trade conventions, while average rates of tariff are
the available indicators of trade liberaization. On the other hand, ERPs of sufficiently
disaggregated product sectors revea the economic implications of specific tariff rate
changes on investment and production decisions. Calculated ERPs are useful for analyzing
a potential pattern of the impacts of tariff reform on the domestic economy, and therefore
they are practical for making decisions on the sequence and the magnitude of tariff
changes. The use of ERPs built upon a good data base would provide the basis for
determining the best way of shifting the tariff induced bias away from import substitution
to export expansion, and especialy to investment in the production of non-tradables,
which are usualy the crucial elements upon which most production is based.

1. Situation and Problems of Data and M easur ement

Good data is the crucia basis of useful ERP analysis. Moreover, the practical value of
ERP anaysis depends upon an institutional facility for (1) maintaining and managing a
good data base, (2) andyzing the results of ERP computations and formulating useful
statements of the conclusions and recommendations for policy, and (3) didog with the
policy makers who have the essential questions for analysis and who will use the results of
analysisin practice for national economic management.
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Lack of data

Any suggestion of alack of data is paradoxical in Egypt, where data is collected and used
by countless persons. Extensive data collecting efforts are going on al the time, as al
informed observers know. Datais being collected and used by a number of ingtitutions —
both nationa and international, scholarly and business or financia — including, donor
agencies and representatives of donor countries, potential investors, banks, technical
assistance projects, and so on, besides ministries and many other government agencies.

The existence of so many data collectors and users, however, is symptomatic of a very
serious problem. The existence of many users, aone, isagood sign, but that there are a'so
many collectors of data is not. The existence of many users would generally mean that
information is reliable and readily available, which should aso be indicative that policies,
planning, and actions have a sound basis. Decision makers and their advisors and anaysts
want and need data to answer their questions and to support their decision-making
responsibilities. The problem is that their wants and needs are not satisfactorily answered
by an established source of consistent and credible data. The researchers and analysts need
data, and the only expedient way they can get data is to collect it themselves — by their
own efforts and methods. Consequently, the national economy is incurring excessive costs
in the following several, and perhaps many more, magjor ways.

inefficient and unnecessary duplication in use of human and materia resources for
data collection,

wasteful use of respondents time, possibly depleting sources of future useful data
by loss of good will due to redundant interviews and questionnaires,

limited usefulness of each data base due to the specific nature of the purpose for its
collection, and perhaps a budget congtraint, and therefore its scope is likely to be narrow
and inconsistent with other uses,

limited use of each data base because it may be compiled perhaps for only one
short time period, and therefore atime series cannot be analyzed.

many, if not most, of the data bases are likely to be used only once, and then
forever lost without any future use, and consequently

mogt, if not al, of the data bases are inconsistent with others, and therefore cannot
be combined with other data bases for comparative analysis either in cross sections or over
a series of time periods.

These points highlight an essential nature of most data — any data base should be treated
as apublic good; a data base actually is a public good in its basic quality.?® Unfortunately,

% By one definition, a public good, for example, street lighting, is one that cannot be withheld from any

person unless it is withheld from everyone. Data bases can be withheld from others — as they are in
Egypt — therefore a data base is not a public good by this definition. By another widely accepted
definition, however, a public good is one which can be enjoyed or "consumed' by any number of
individuals without diminishing the consumption of any person. Street lighting, national military defense,
and dso any data base, are adl public goods by this latter definition. By either definition, a public good
can be used by any number of people — the greater the number of people who use the good, the greater is
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data bases in Egypt are rarely shared or used efficiently. Even the data bases compiled at
public expense are rarely made available to the public or utilized to the fullest possible
extent.

The nation's most prominent collector of datais CAPMAS, the centra statistical agency of
the government, which declares itsdf "always keen to provide accurate data in suitable
time and form."*”  CAPMAS describes itself on the international Internet in the following
expression:

Y the official source of providing all the country organizations, universities,
research centers, individuas and international organizations, with data, on
statistics and information that help in planning, development, evaluation, policy
formulation and decision making purposes. The Agency with its huge human
capabilities, technical expertise and advanced equipment is considered one of
the most important agencies in the country at a time data and information
represent the most important factor to achieve success and development in
every area and activity¥s .2

Contrary to expectations, and despite the agency's promotiona statements extolling its
capacity and performance of data delivery, it is a common view that CAPMAS is not a
good source of datistical data, and that data are expensive and extremely difficult, or
impossible, to obtain from the agency. However, one does hear about exceptions to data
unavailability, in which limited amounts of data are provided upon the payment of feesin
the thousands of Egyptian pounds?®

its value. Therefore, data bases should be made available to everyone a no cost to any user above the
margina cost of replicating the document on paper, diskette, or the Internet — and that cost might be paid
from public revenue because data bases are so widely used for public purposes, such as the basis for
policy formulation.

2 CAPMAS, Internet site, 13 October 1997 and 28 April 1998. On both dates, the same text was
carried on the site. The full text of the introductory paragraph in the CAPMAS promotional statement is
the following word-for-word unedited statement: "The Central Agency for Public Mohilization and
Statistics (CAPMAYS) is considered according to the presidentia decree N0.2915 the year 1964 the
official source of providing all the country organizations, universities, research centers, individuals and
international organizations, with data, on dtatistics and information that help in planning, development,
evaluation, policy formulation and decison making purposes. The Agency with its huge human
capabilities, technical expertise and advanced equipment is considered one of the most important agencies
in the country at a time data and information represent the most important factor to achieve success and
development in every area and activity. CAPMAS carries out regularly several and various censuses,
surveys and research statistics, public mobilization, and information systems and the related activities,
through conducting field surveys, technical studies, system analysis and designing, and collecting data
from its resources, and conducting data processing and tabulation for these data, The agency is considered
as an experience house at the national level in the field of statistical data and information techniques, and
is always keen to provide accurate data in suitable time and form." [Quoted exactly as published.]

% |pid. Thisextractisalso an actual and exact quote from the same published statement by CAPMAS.

% One exampleisthe cost of import data, which is collected by CAPMAS from the Customs Authority.
The data on import values were desired for use in the calculation of the weighted average tariff rates
needed for one part of this present study. The data were the annual values of imports for each customs
line of the HS code by each of Egypt's trading partners (countries) — data that would fit on an computer
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The agency collects detailed data on production in annua industrial surveys at product
sector level, corresponding to the detail of the 4-digit ISIC code. Thisisthe level used by
CAPMAS in making its 38-sector matrix of inter-industry transactions in the economy.

Detall at this level is adequate for most ERP analysis, although detail at a 5-digit level
would be ill more useful because the categories aign more closaly with the HS
classifications of the Customs Authority.

Lack of analysis unit

Although a source of adequate data is crucial, ERP analysis adso depends upon a
permanent institutional facility for

maintaining and managing a good data base,
analyzing the results of computations, and
formulating conclusions and recommendations for policy.

In order to maximize the unit's effectiveness, the analysts would also need to maintain a
frequent dialog with the policy makers who have the essential questions for analysis and
who will use the results of analysis for national economic management. At the present
time there is no unit with this capacity in Egypt.

Uncertain interest

An encouraging degree of interest in ERP calculations and analysis was shown initialy by
Egyptian policy-makers and officials. Although interest was passively sustained while the
study was being started, it remains a question as to how long the interest would last, and
how much commitment and future effort would be given to a permanent analytical unit for
this purpose.

The ERP study was attempted upon an initial request from the Ministry of Economy.
Interest was quickly shown within the Ministry of Finance, as demonstrated by the
Minister's prompt action of delegating two senior staff officials to participate in the study
immediately after receiving the proposal for the study. The Ministry of Trade and Supply,
through its Foreign Trade Sector, was strongly interested, and responded soon to the
proposal with a firm request for a commitment to be made at the level of the Council of
Ministers concerning the long-term location of an ERP analysis unit, and the supervisory
responsibility for it.

The question of sustainable interest arises because the study could not be continued
beyond the pilot phase when it became apparent that CAPMAS would not provide data as
expected. This problem and its impact on the study is discussed above. It might be
explained here, however, that the scope of work and the consideration of establishment of
an ingtitutional unit for continuing and elaborating upon the study were predicated on the

spreadsheet having approximate dimensions of 6100 records by 100 variables, perhaps 150, which is not
unusudly large. The price quoted by CAPMAS for each annua set for Egypt's imports, only, was
LE 4000 (US$1180) on paper or LE 5000 (US$1475) on diskette. The quotation would not be given in
writing before the actual placement of an order.
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ability to use datistical data prescribed by the CAPMAS questionnaire for its annual
industrial survey. Data collected in the survey had been offered, during a meeting in
December 1996, in response to a letter of request from the Minister of Economy.
However, the only material provided by the Agency was composed of partia replicas of
guestionnaires as examples of completed questionnaires from a haf-dozen sectors of
industry, and a blank questionnaire. The sample questionnaires were intended to be used
for modifying the data request in a format that would smplify and otherwise facilitate
CAPMAS's response to the request.

Without data, the pilot study and the work of the staff was frustrated and ended without
setting up a detailed procedure for calculating ERPs with a significant degree of accuracy
at alevel comparable to the customs classifications. The circumstances and impact of the
data collection problem is discussed further in an annex titled "Assessment of the Data
Collection Efforts."

2. Last word on policy

The ultimate trade and investment policy objective should be a market-balanced economy,
that is, market determination of prices. Prices that are determined in the market place are
efficient — they minimize costs of production and maximize economic welfare because
they are set through the balance of decisions and final agreements reached by the buyers
and sdlers, with no intervention by government. The ultimate form of this would be a
free-trade economy; the next best would be the adoption of alow uniform tariff.

Pressure due to market intervention by the government on investment and production
decisions created by differential treatment among the array of sectors of production
through tariffs and other trade policies is economically inefficient. When government sets
escalating tariffs by stages of production, the impact promotes the production of final
goods in place of intermediate and capital goods, other material inputs, and non-traded
commodities. This is typica of the now-disfavored import-substitution policy, and
imposes a heavy cost on consumers and some producers for the benefit of others.
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ANNEX A.

METHODOLOGY: THE CONCEPT AND COMPUTATION OF ERP

The rate of customs duty, which is commonly called the tariff rate, on imports is no
mystery — it is the rate of taxation contributed by importers to the government's revenue
or, from another perspective, it is the percentage increase in the market price of imports.
The latter notion defines the rate of protection of the home market for local producers.
Normally there are other influences on the price of imports, such as the charges by various
agents for port handling, customs clearance, and transport within the port, and fees and
costs of items provided for various inspections, other procedures and delays, and so forth.
Due to these other factors, the fina market price of imports is likely to be increased by
more than the customs duty adone. The rate of increase in the final market price over the
landed cost (cif-price) is usualy called the nominal rate of protection by economists.

Accordingly, we have several terms for a conventiona tax on imports — the rate of
customs duty, tariff rate, or rate of protection — which is levied on arrival of the imports
into a national port of entry, and another term for the increase in the final price of imports
— the nominal rate of protection — which is determined in a comparison of the prevailing
market price to the pre-customs or duty-free price. So far, we are dealing with only two
different rates; two different price changes to a single base price, which is the landed cost
of imports.

It is important, however, to maintain a distinction between these two rates. The rate of
protection (the tariff rate) is easy to obtain since tariff rates are usually published, but the
nominal rate of protection requires a greater research effort for obtaining the average
market price and the average cif-price of identical commodities. The latter rate of a price
change is the more interesting of the two for economic analysis, and therefore anaysts
would like to use it, if possible. All too often, however, the researchers are obligated to
cut corners in their budgets, and to use a proxy for the nominal rate of protection, labeled
NRP. Naturaly, this proxy is usually the tariff rate, but its label should not be changed —
it should be honestly called the tariff rate, in true academic accuracy, and never the
nominal rate of protection (NRP), even when the former is used as a proxy for the latter.
A third important ratio is the effective rate of protection (ERP), which is the focus of this
paper. ERP isentirely different from the simple rate of protection or the NRP becauseit is
aratio of another price difference to another base, as will be shown here.

The nomind rate of protection, also called a nominal rate of assistance, is applicable only
in economies that put up barriers to international trade®® It is the producer's percentage
increase in revenue per unit of output over the amount of revenue that would be earned in

% The Austrdian government uses the terminology "nomina rate of assistance” (NRA) and "effective

rate of assistance" (ERA) for their concept, which are explained in their publication by the Department of
Foreign Affairs and Trade, Using the Effective Rate of Assistance in Trade Negotiations, Canberra, n.d.
(ca1989). NRA and ERA are essentially the same as NRP and ERP.



Annex A. Methodology: The Concept and Computation of ERP 47

afree-trade economy — one without tariffs. In another way of saying the same thing, NRP
is the percentage increase in the market price of an import or its identical localy made
substitute in comparison to the duty-free price of the imported product. The price increase
is normally equivaent to the customs duty paid, or payable, on the import plus other costs
incurred due to other trade impediments, if any, against imports.

In sharp contrast, ERP is computed on a different basis. The measure of ERP is the
percentage increase in the amount of value-added per unit of output over the amount of
value-added that would be imputed to the product in a free-trade economy, where no
tariffs or other barriers impede the free trade of imported and locally produced products.

Since value-added is the amount of payment accruing to the profit or wage-earning factors
of production, ERP represents the percentage increase in payments to investors and their
employees due to tariffs or other barriers to selling imports on the domestic market.

Although tariffs are major influences in the magnitudes of NRP and ERP, other barriers to
international trade are important determinants, too. Tariffs are the easiest to take into
account because they are well known and easily identified, they have numerical values,
which are conveniently used in formulas and mathematical analysis, and they are specific
to products at a detailed level. The notion of tariffs could easily include all impedimentsto
trade in imports, and this should be the intent in all treatments of NRP or ERP, because al
barriers tend to raise the market price of both the imports and their domestically produced
competing products.

Tariffs, and other barriers, protect the domestic market from trade in imports, preserving it
for trade in domestically produced goods. The producers and their dealers are protected
against the competitive businesses of the country's importers. This is the meaning of
protection. Loca producers and their dealers enjoy a protected market due to the impact
of tariffs at the expense of the domestic buyers — whether consumers or investors — who
must pay the tariff-protected high prices of domestic or foreign products.

NRP is the proportional change in the sum of the two components of the market price of a
product — (1) value-added and (2) material inputs. The sum as it would be without tariffs
is subtracted from the actual sum of the two components in a tariff regime, and the
difference is expressed as a percentage of the free-trade sum. The ratio is a measure of the
percentage change in the price of a product when an economy changes from free-trade to
onethat istariff burdened. Therefore, NRP can be compared to the appropriate tariff.

ERP issmpler. It isthe difference between only the value-added component of the price
as it is under a tariff regime and would be in a free-trade economy expressed as a
percentage of the latter. The ERP ratio is a measure of the difference in the size of the
payments to the value-added factors of production, namely the owners and workers of the
particular industry, due to tariffs on competitive imports.

In comparison to NRP and tariffss ERP provides very little information about
protectionism or trade liberalization and the average height of tariffs. ERP has a different
purpose. NRP and tariffs describe product market conditions, such as competitive prices
and trade walls, for the sae of products. ERP describes a measure of investment
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profitability — the relative size of profits and wages— higher than norma in highly
protected product sectors. Investors do not need to calculate ERP to know which product
industries provide an opportunity for extra profit, or the softest cushion for the absorption
of inefficient work or use of materials, due to heavy protection.

The value of NRP is comparable to the size of atariff because it represents a change in the
market price due to the imposition of atariff and other trade barriers. Whereas ERP repre-
sents the change in the returns to the factors of production. Both NRP and ERP — and it
isimportant to note this — are statistics that are determined by tariffs and other barriers or
conditions of the international trading environment of an economy. They change as the
structure of tariffs is changed, but they, themselves, are not determinants of tariffs.

However, both NRP and ERP, in a particular way, influence decisions. Buyers of goods
for investment or consumption are aware of the impact of tariffs on prices, and they use
the information while deciding on purchases — they have some kind of understanding of
NRP. Quite smilarly, investors and producers have a kind of awareness of ERP, which
they include in the basis for their investment and production decisions. They would prefer,
everything else being equal, to engage in the production of goods enjoying the highest ERP
because they understand that the potential returns to the investor and workers — the value-
adding factors— or the absorption of inefficiency and error will be highest in this activity.

The concept of ERP is a measure of the proportional change in the magnitude of payments
to value-adding factors of production due to tariffs in comparison to a free-trade economy.
The concept is agebraically given in equation (1), below. Because the tariff structure is
assumed to be the mgjor condition of protectionism, and because value-added can be com-
puted from technical coefficients of production, a useful technique for illustrating ERP has
been built in terms of the tariff on the final product and the tariff-weighted values of
materia inputs per unit of output. This latter technique, which is shown in equation (2),
below, is commonly used for explanations of this economic tool. In principal, both of
these approaches yield the same result. However, the technical coefficients of production
under free trade, on which the textbook formulais based, cannot be obtained directly. The
coefficients of actual production have been shaped by conditions and market prices that
are dready distorted by tariffs. Therefore, the formula has been modified for application
to real economic situations, and given in equation (3). Nevertheless, the formulayields the
same results as the others, when the collected data is accurate and comparable. Small
variations occur in practice due to differences in the data records of various sources, and
the applied techniques of handling incomplete data.

The standard definition of ERP is given in three equivaent formulas, which are implicitly
but not necessarily expressed for a unit value of output:

The basic concept:
g =(Vd-Vw)/Vw = (Vd/Vw)-1 1)
The textbook explanation:

g =(t-Sajt)/(1-Sa) 2
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The practitioners application:

g =((1-Sa)/((A/Q+Y)-(Sa'/(1+1)-1

where the variables are defined as follows:
g = ERB, whichisthe effective rate of protection on output j,
Vd = vaue-addedin domestic market pricesin producing output j,
Vw; = vaue-added in world (free-market) prices in producing output j,
t = taiff rate on tradable®™ product j, which is equivalent to output j,
ti = tariff rate on tradable input i

a; =value of input i per unit of output j, which is the technical coefficient of
production in afree market economy (without tariffs on imports),

a; = vdueof inputi per unit of output j, which isthe technical coefficient of
production in the tariff-distorted market economy, and

S =S, which is the symbol for the summation of vaues within a specified
numericaly ordered sequence, where i represents a number in the
sequence. The symbol shows the summation of al inputs in the production
of aspecific output in the above formulas.

All three formulas are theoretically consistent definitions, and yield algebraically equivalent
results. In practice, however, numerica solutions for the coefficient of ERP may differ
among the definitions because they are expressed in terms of different variables. Each
variable is determined by specific and available data, and certain differences in sources and
procedures of collecting data may lead to unique results for each formula. Actua
differences in results of different ERP calculations for any one product are unlikely to be
observed, however, because data are not usualy available for each variable of al three
formulas and, therefore, only one formula would be applied, according to the available
data. Even after the data are collected for the application of a particular formula, it is
likely that some of the data will either be insufficient, or of uncertain accuracy, requiring
expert interpretation and adjustment.

The question may be asked, "Can these three agebraic expressions of the definition of
ERP be shown to be mutually consistent formulas and yield equivalent results?' Thisisa
good question because authors of economic papers and textbooks are likely to present
either the first equation or the second, and occasionally both, depending upon the needs of
their expositions. The third formulaisless commonly given — it is used mostly in applied
analysis. The answer to the questioniis, "Yes."

31 "Tradable" characterizes a product that could be economically imported or exported in the absence of

trade barriers. The term is applicable whether or not the product is actualy traded, and applies to both
outputs and inputs. A tradable product might not be actualy traded due to differences in customs and
tastes, or other market factors. A non-tradable product, however, has characteristics that make trade
impractical. For example, many types of infrastructure, such as roads, bridges, and other heavy specid
purpose constructions, or schools and medical facilities, or certain minerd ores, and electric power, but
with afew ideal conditions for exceptions, are all ndnadables in the general sense.

3
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To see the equivalence, let:
Vg = (1+1)-(Sa + Sait)
Vw, = (1-Sa)

and show that the first two equations are equivalent by substituting the right hand side of
the above definitions of Vd and Vw; in equation (1):

g =(Vd-Vw)/Vw 1)
= ((1+1)-(Saj + Sajt) - (1- Sa))) / (1- Sa))
= (t - Sajt) / (1 - Sa)) 2
QED

The next step is to show that formula (2) is equivalent to (3), which will be proof that
formulas (3) and (1) are equivaent. This step requires afew roundabout, but nevertheless
ordinary, algebraic manipulations. First, define the technical coefficient of production in
the tariff-distorted market economy, as already explained above:

a' = aL+t)/(@1+t)
It follows that:

Sai' = Sa;(1+1t)/(1+1).
Next, take equation (2), add (1 - Sa;) to the numerator, and immediately subtract it:

g =(t-Sajt)/(1- Sa)) )
((t - Sati) + (1 - Say) - (1 - Sa;)) / (1- Sa)

rearrange:

((t - Sajti + 1-Sa;) / (1- Sa)) - ((1- Sa;) / (1 - Say)
(A+t-Sati (L+t)/(1-Say))-1

and divide each element of the first term on the right hand side of the equation by (1 + t;).
Multiply the last element in the divisor by ((1 +t) / (1 + t;)), which does not change the
equation because the operation is ssmply dividing or multiplying the terms by one:

= (A+)/QA+1)-Sg ((L+6)/QA+)/((A/(A+1)-(Sa 1/ (1 +
§)) (A+6)/(1+1) -1
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Again, rearrange:

= (A+4)/(@+1)-Sa (1+6)/(1+5))/ (A7 QA+1)-(Sa (A+1)/
(1+4)/(1+1)-1

and arrive at equation (3) by substituting a for its value in the above equation:
g =(1-Sa)/((1/(A+t)-(S@E"/(1+1)-1 €)
QED

Therefore the three formulas have been shown to be equivalent:

ERP =g
= (Vd-Vw)/Vw, D
= (- Sajt) / (1- Say) 2
= ((1-Sa)/((1/(1+)-(Sa'/ (1+1)-1 ©)

Even if it were possible to collect all the necessary data for al three formulas, practica
calculations would likely produce three different results. The size of the variation should
be small, however, depending upon the quality of the data. All three formulas should
produce about the same rank ordering of ERPs.

The calculated ¢ can be any value between negative and positive infinitive, but the range
of values is usualy somewhat greater than the tariff rate, and sometimes severa times
greater. If the data are known, with a high degree of confidence, to be generally accurate
and complete, the ERP values merit analysis and consideration for policy formulations.
Very high, or low and negative values draw more attention than values near the tariff rate
because they are likely to be the result of unusua conditions of production or incentive
policies.

The following three reference points are the critical values of ERP (or, g): (1) the value
that is equa to the rate of tariff on the potential import equivalent to the output product,
which is the subject of the ERP calculation, (2) zero, and (3) negative one. Thisrequires a
small amount of explanation. The formulas, above, are expressed in normal algebraic
notation, where a tariff rate of twenty percent would be written in its numerical form as
0.20 — not 20, although the tariff rate could be handled, awkwardly, if written as 20%.
Accordingly, the critical vaues of ERP, from the above equations in the case of a twenty
percent tariff, would be 0.20, 0.00, and -1.00 in their numerical form. However, because
tariff rates are usually expressed in terms of percentage, researchers frequently add a
multiplying factor of 100 to the right hand side of their formulas for results that should
have the percent sign, %, attached, and be compared to tariff rates that should aso be
written in the percentage form. The critical values of the example in this paragraph would
then become 20%, 0%, and -100%.

These critical values are the same for al ERP calculations, irrespective of the formula
applied for calculations. They are most clearly understood, however, with reference to the
algebraic expression of the concept, that is, equation (1), which shows that ERP is the rate
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of increase in value-added due to the distortion of trade barriers, in contrast to the tariff
rate, which is the rate of increase in the price of the whole product, not just the value-
added portion, due to the tariff.

Take the first formula, and focus on the simple variation to the right of the second equal
sign (=). Itisaratio of the value-added in domestic prices to the value-added given in free
market prices, from which one is subtracted:

g =(Vd-Vw)/Vw = (Vd/Vw)-1 )

If the value-added of production under a tariff regime is equal to the amount that would
prevail under free trade, ERP would equal zero because Vd, / Vw; = 1. If this were the
results, the tariff would be shown to be unnecessary, or perhaps there are no tariffs. In any
event, tariffs are unnecessary for the producer to be competitive, either in the domestic or
the export market, assuming that transport and other distribution costs are either negligible
or no greater for the domestic producer than for the foreign producer. Hence, zero, or 0%,
isacritica value of ERP.

When market prices are driven to alevel such that Vd; exceeds Vw; by aratio equal to the
tariff, ERP equals the tariff rate, another critical value. For example, if the tariff rate were
0.30, ie, 30%, Vw; equa to LE 100.00, and Vd; equa to LE 130.00, thene = (Vd;/ Vw;)
-1equas1.30- 1.00 = 0.30, or 30%, which is equal to the tariff rate. Thisisthe results
within aregime of a uniform tariff, where al imports — final products and inputs alike —
are taxed by a common tariff rate. An explanation of a uniform tariff rate and this critical
value is seen most clearly in anumerical example based on formula (2).

When Vd is less than Vw;, the ratio, Vd; / Vw; is less than 1 and the resultant ERP is
negative, showing that the producers of output j are in some way being taxed, rather than
being protected. The protection given to the producer by the tariff on competing imported
products is reduced to less than nil due either to higher tariffs on imported inputs or to the
unavailability of imported inputs in combination with higher priced domestic inputs. In this
case, the producers of the sub-sector are very efficient, assuming that they are earning
norma profits.

The third critical value, -1.00, or -100%, means that the production of the output is
extremely inefficient, such that the value-added in the industry is negative when vaued at
world prices. This would be possible when an industry is being subsidized (directly by
government to offset the high cost of imported inputs or high cost of non-tradable inputs,
or less directly, without subsidy payments, by unusually distorted domestic market prices,
such as severely depressed prices of inputs due to price controls) sufficiently for the output
to be more valuable than the inputs, both valued in domestic market prices, yet less
valuable in free market prices. In other words, the cost of using domestic inputs or
importing them is greater than the import price of the output. In this case Vw; is negative,
resulting in an ERP of less than -1.00, or -100%. Other factors of extreme inefficiency
might be high intrafirm transfer prices of inputs, or high wastage and pilferage in
production.
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A negative ERP below -1.00 shows a highly inefficient and subsidized activity that would
likely attract strongly protected investment resources. A zero value or a negative ERP
between -1.00 and 0.00 characterizes efficient activities that are, or have potentia to be,
competitive in the world market. Any positive value of ERP reveds arelatively inefficient
activity. The higher the ERP, whether due to a higher tariff, non-tariff barriers to import
trade, or lower tariffs on inputs, the stronger is the attraction of investment resources, due
to the higher rate of value-added payment to each unit of investment and labor. An ERP
above the tariff rate means that the activity is more highly assisted than would be indicated
by the tariff, and correspondingly, the assistance to an activity showing alower ERP isless
than might be estimated by the tariff rate.

A negative Vd; has not been discussed as a possible reason for a negative ERP. While it
would be plausible in an abstract mathematical function, it would be economic nonsense to
consider a potential case in a rea economy in which the factors of production — the
owners of the industry and the workers — would subsidize the consumers of the products
of their labor by working for negative profits and wages.

From a different viewpoint, an interesting ratio of value-added is (Vd; - Vw;) / Vd, , or
1-(Vw;/Vd). Thisratio would always be positive under tariff protection. The resulting
coefficient can be regarded as the proportion of value-added which is attributable to
protection.®

In conclusion, ERP is a useful tool of measurement, but has a limitation. It is a tool of
partial analysis; employed to measure the impact of trade barriers upon specific industries
or industry groups without taking into account possible indirect impacts or feedback
effects. This quality detracts no more from the concept, or is no more serious, than the
limitations of other tools for measuring the significance of tariffs.

¥ G K Héeleiner. International Trade and Economic Development, Middlesex, England: Penguin
Books, 1972, page 126.



ANNEX B.

TARIFFSAND PROTECTION

The content of this annex is an expansion of the brief discussion in Part |1 of this report,
giving a fuller review of the principa economic purposes of tariffs and protection. The
subject of the discussion is essentia for any treatment of the definition and significance of
the ERP concept and measurements, and ERP analysis.

1. Tariffs

Tariffs and non-tariff barriers (NTBS) such as quotas, quality restrictions, and procedures
are imposed on commodity imports for several purposes. Perhaps the most traditional
reason for a tariff is the creation of a revenue flow to the government, but a tariff may
serve other purposes, too. Tariffs and especially NTBs are commonly applied purposely to
restrict imports in order to protect the local market for local producers, to restrain
expenditures on imports and thus preserve the economy's monetary reserves of foreign
exchange, or to restrict the importation of commodities that might threaten the moral
standards or health of the citizens. Whatever the ultimate purpose, tariffs and NTBs
congtrain to some degree the price, quantity, or quality of imported commodities. As a
conseguence, the degree of market competition among suppliers is reduced, favoring the
nation's producers at the expense of the consumers.

The effect of tariffs on the prices of imports is obvious. We know that a tariff, like any
other tax imposed upon a commodity, whether imported or domestically produced for the
market, will raise the market price of that particular commodity. Also, many people have
learned that the magnitude of the rise in the price is often less than the amount of the tax
because some producers — foreign and domestic, aike— are inclined to absorb some
part of the tax by lowering the before-tax prices of their products in order to retain their
competitiveness, and share, in the market. If atariff rate is applied to imports, and if the
domestic product is not equally taxed, the domestic producer can reap a windfall profit
simply by raising the price of the domestic product, correspondingly. Although the overall
effect of a tariff is usualy a higher market price, and consequently a reduction in the
quantity purchased, the domestic producer would still gain a higher profit per unit.
Moreover, the producer would take some or most of the market from the importer, while
expanding his own sdes, by holding the price to less than the duty-paid price of the
equivalent import.

If the government were to impose a tariff on all imported goods at one specified rate, that
is, a uniform rate, the tariff would be like a sales tax on imports, without any particular
market distortion among imports. Nevertheless, without an equivaent tax applied to al
domestically produced goods, the government's intervention in the market by imposing an
import tariff — even though it is set at one uniform rate — would raise the market prices
of imports, reducing the quantities sold relative to domestic products. Due to the resultant
high market prices of imports, the profit opportunities are raised for investors and
producers in these markets. Investors and producers are induced to alocate more
resources for the production of import substitutes, withdrawing resources from the



Annex B. Tariffs and Protection 55

production of exports of al kinds and non-tradables, such as localy consumed farm
produce, clothing, books, medical clinics, schools, roads, or bridges, for example.

Without a unified rate applied to al imports, the large number of different rates causes
many interacting price distortions in the markets. The impact is dways complex, with the
market bias favoring some commodities more than others, but in principle and in practice
tariffs create market biases in favor of import substitutes, drawing resources out of
production of exports and non-tradables.

The deviations in market prices are made more complicated by a diverse array of
exceptions — such as tariff exemptions, temporary admissions, duty drawbacks — and the
resulting impacts on the cost of working capital. Distortions are also created by specific
inspections for customs valuation, standards, and quality inspections. These are additional
to quantitative restrictions (QRs) and other types of non-tariff constraints on imports,
including differences, if any, in the treatment among import consignments by the customs
officials and other authorities.

2. Purposesof Tariffs

A good picture of how individuals, or different sectors of the economy, are affected by
tariffsis also a fair representation of the purposes of tariffs. Tariffs are usually expected
to bring about one or more of the following overall impacts:

increased government income (revenue);

reduction of imports, and consequently an improved balance of trade and balance of
payments, and alarger reserve of foreign currency held in the central bank;

increased national production and protection of jobs and industry, which trandates to
increased national income; and

social welfare gains through protection against health and safety hazards, restrictions
on foreign influences in socia customs and morals, and strengthening of the capacity for
national defense.

These few reasons can be expanded and expressed differently to include protection of
infant industries, correction of market distortions by second best solutions, prevention of
the bad effects of trade dumping, creation of external economies and economies of scale,
improvements in income distribution, and modernization of technology. Whatever the
reason for justifying the imposition of a tariff, standard economics nearly aways provides
proof that a tariff is an expensive means to the desired end. Other policies are more
efficient. Although tariffs may produce the wanted effects, they also entail economic costs
due to other effects.

A government's need for revenue has traditionally been the basic reason for imposing
tariffs. It is ill a standard objective in countries where customs duty is a large source of
government revenue and the alternative tax bases are small or taxpayers obligations are
costly to enforce. Customs duties on imports are imposed for other reasons, too, and these
are likely to be more important as an economy becomes more developed, even though
tariff rates may be reduced in general.
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One reason that has a long history, and is still widely invoked, is a tariff's effect of reducing
expenditure on foreign goods. Mercantilists in Europe of the 16th and 17th centuries
associated policy measures of this type with the growth of national wedlth, arguing that
exports brought an inflow of precious metals (money or gold or silver bullion), and that a
reduction of payments on imports would preserve the nation's wealth. A modern statement
would emphasize the effects upon the balance of payments and monetary reserves. Both, the
payments balance and reserves, would move in a positive direction by reducing imports, if
export income either remained constant or increased — or, if it fell by a smaller proportion
than imports. Although it is natural to think that import tariffs affect only imports, economists
and governmental trade negotiators know that exports are affected, too, sooner or later.

Prohibitive tariffs can be used to limit or block the importation of commaodities that would
have significant influences on social morality or traditions, but a quantitative restriction (QR),
such as a ban, provides more controlled protection. Very high tariffs, like high excise taxes,
effectively limit the purchase of specific goods to the weslthier inhabitants, allowing the
introduction and consumption of certain commodities, but inhibiting the spread of tastes for
such goods among the general population. Import bans and other quantitative restrictions are
more widely used than tariffs to protect the society against products that are hazardous to
hedlth and safety. Similarly, a QR is likely to be used to prevent the decline of a capacity to
produce items that are crucia to national defense or security. Examples of the latter type of
need for QRs are not easily identified.

The various impacts of tariffs, however, neither necessarily occur as intended nor occur with
equal force. The effects of any tariff or set of tariffs depend upon the economic behavior of
buyers, investors, and other agents in the economy. The various responses are influenced by
prevailing economic circumstances, which are aso shaped by changing conditions and
development of the international economy.

The actual impact of a tariff might be the opposite to the normally expected affect. To give
one hypothetical example, instead of bringing an increase in government revenue, an
increased tariff rate might induce an overwhelming decrease in the purchase of imports and,
therefore, result in reduced payments of customs duty. In another situation, where reduced
imports are desired for curbing the outflow of foreign exchange, or for reducing the
importation of competing products, the volume of imports might not be reduced to any
measurable degree, while government revenue becomes significantly grester.®  Well-
considered tariff policy changes that are based on adequate economic data and anaysis are
not likely to produce surprises, rather, the results are likely to be much as expected. Good
data and sensible analysis are essentia ingredients of the foundation of sound policies.

Maritime ports, toll stations on roads, and narrow stretches of rivers are traditional points for
imposing customs duties on goods. The procedure of collecting taxes on goods as they are
imported across a border is relatively easily managed, compared to assessing and collecting

% The hypothetical market responses shown in these two examples are normally explained in terms of the

price-elasticity of demand and the Marshallerner condition.
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taxes on persona and business income, or on the value of buildings or parcels of land, and
other forms of wealth or sources of income.

Revenue from customs duties is an important part of government income in countries where a
large proportion of the population are farmers or informa sector operators, producing and
exchanging goods outside the forma economy, and where the institutional capability to assess
income or audit business records is weak or inefficient. Despite the relative effectiveness of
indirect taxes in terms of revenue generation, they introduce distortions in the market and
tend to be regressive. Consequently, tariffs on imports are economically inefficient. The
negative market impacts are compounded when the tariff structure is not a single rate applied
uniformly on al imports, and such a tariff structure is likely to increase the degree of market
inefficiency.

Irrespective of its purpose and effectiveness, a tariff is a market intervention by the govern-
ment. Tariffs cause the prices of some goods to be raised relative to the prices of others,
depressing the market saes of the goods on which tariffs are imposed and inducing a
tendency toward more expenditures for other goods. Economic theory, supported by
empirical studies, demonstrates that tariffs and other taxes on goods reduce market efficiency.
This is true, despite the government's need for revenue, and overriding merits for fulfilling
that need by imposing taxes of various types on goods and commercial servicesin place of, or
in addition to, taxes on income or wealth.

Supported by theoretical proofs and real world experience, economists agree that universal
free trade is by far the best world trading arrangement. Even unilateral free trade is best for
the country which adopts the policy. Accordingly, a government's need for revenue could be
better met either by a uniform tax on al commodities, both domestically produced and
imported, or by direct taxes on incomes. Nevertheless, exceptions for tariffs on certain
imports can be justified in theory, but only within very specia conditions. The included
exceptions are primarily the tariff protection of infant industries and national defense indus-
tries®  On the other hand, non-tariff barriers in the form of an absolute ban on the
importation and local manufacture of certain commodities can be justified for the protection
of the safety, health, and moral standards of the people.

3. Markets

It should be noted that "a tariff" refers, in this document, to one particular rate of customs
duty, and that "the tariff structure" refers to the complete schedule of al rates, which usually
comprises many different rates. Therefore a discussion or analysis of the impact of atariff —

% Anne O Krueger, American Trade Policy: A Tragedy in the Making, Washington, DC: The AEI Press,
1995; pp 13-14. Krueger explains only three exceptions that can be supported theoretically, but only if
highly restrictive conditions prevail. The exceptions alow for protection of (8) infant industries, only if the
nation would gain from "spill over" effects, if not, public support of such industries would be uneconomical;
aternatively, future returns of an infant industry would amply reward the investors burden or initia losses;
(b) national defense industries, only if their locations are unlikely to be affected by eventua hodtilities and
they are producing truly military equipment, such as weapons; and (c) an industry that is potentialy in an
international oligopoly or monopoly market, in which the first international entrant captures the market and
get the rents or profits, but only if the government successfully "picks the winner." Krueger follows with an
explanation of stronger arguments that put down the exceptional cases.
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beyond any generd or superficia treatment — must refer to one or more specific products,
or one or more groups of products, separately, as defined by a particular customs classifica
tion or a specified list of classifications. The effects of tariffs or other market constraints on
imports cannot be adequately analyzed by taking imports, in general, as a single, aggregate
category because the effects of the tariff rates and regulations vary from product to product.
Variations in the effects are due to many different market conditions, such as the location and
structure of the market, transaction terms and conditions, kinds of buyers and sdllers, varia
tionsin market intervention by authorities, and official policies and regulations.

When anadlyzing the effects of tariffs and other price interventions, economists prefer to view
the economy as made up of separate markets for each commodity. The practicality of this
approach will become apparent later, during the discussion of protection, and the comparison
of the nomind tariff, nominal protection, and effective rate of protection. In other words, an
analysis of the impact of tariffs requires a product-by-product approach. The point may be
seen by recognizing that not al imports are sold to the fina consumers, that is, imports are
not always final goods — actually, most are not.

More than 60 percent of the nation's imported commodities are materia inputs to production,
businesses, or socia services for making final products, or delivering commercial and social
services® Each tariff, or each commodity, is the basis of the definition of a specific market,
or markets. The importance of a product-by-product analysis will become more apparent
later when the procedure for calculations of the effective rates of protection are examined.

4. Distribution of Market Effects

So far, the focus has been on the tariff. The subject should be concluded with a brief review
of the main implications for the market and economic gains for the economy before looking
at the so-called effective rate of protection, or ERP. The dominant reason for a tariff in most
economies today seems to be the protection of the loca market for a particular domestic
industry. The argument states, in various ways, that a local industry and its workers need
protection against competition.*® Therefore a tariff or other barrier to trade — meaning
barrier to the importation of competing goods — is needed as compensation for the lack of
advantages or for the presence of disadvantages, such as other distortions in the market, faced
by the local industry. The protection is apparently needed for the industry's survival.

The question should be asked, what — or who — is being protected and how? The answer is
obvious, the industry or the entrepreneurs are the direct beneficiaries, and the employees —
as far as they can be regarded as permanently engaged in the enterprises — are beneficiaries,
too. Some may say that the nation and therefore the people gain, too, by the indirect benefits
of tariffs on the competing imports and the income taxes on the business and the employees.
This, however, is not the case. The impacts of tariffs and other trade barriers on the market

% Computed from an inter-industry transactions table for Egypt, 1996/97, in the National Development
Plan.

% The force of this argument implies a need to protect a wesker or disadvantaged producer against the
more fortunate or bigger and more advantaged producers, suggesting that open competition would be unfair
or unjust to some degree, even without unfair or improper manipulation or interference in the market.
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prices of goods and the allocation of resources reduce the efficiency in overal nationa
production and lowers the standard of living.

Another way of viewing the protection provided by a tariff is to see it as "assistance” to the
industry.>” The concept of ERP shows that, indeed, most tariff structures provide assistance
— actual financial assistance — to certain industries. Just how this financial assistance is
divided among the entrepreneurs, workers, suppliers, customers, and creditors is another
matter, but it could be readily assumed that the entrepreneurs are the major decision-makers
in the digtribution, and therefore the major beneficiaries of the assistance. The assistance is
provided largely at the consumers expense. The market price of a commodity is elevated
above the free market price by the amount of the tariff. The entrepreneurs who produce for
the market have two fundamental choices: (a) reduce the cost of production to the interna-
tional norm and otherwise be efficient, and capture a higher than normal profit, made possible
by the elevated market price, or (b) accept market conditions as they are, with the tariff in
place, and be dothful, wasteful, or otherwise inefficient — or what amounts to the same
behavior — allow the workers and suppliers to be inefficient.

The foregoing may be bluntly summarized in the following words. The government collects
revenue on imports and the entrepreneurs of the industry either gain extra profits or they work
less hard while the nation bears the costs of inefficiency in production. Ultimately, the
entrepreneurs benefit from a profit, or reduced delivery of effort, and the consumers pay the
bill — some pay the customs duty on imports and others pay a higher price on domestically
produced goods.

An increase in the market price is the direct economic effect of a tariff irrespective of its
purpose — whether the purpose is to bring in revenue to the government, to improve the
balance of trade, to reduce the outflow of foreign reserves, to protect the local market for
local producers, or to curb the influence of foreign tastes. In order to make this argument, we
must assume that the goods are traded internationaly, or could be, if the tariff is not
prohibitively high — such goods are called tradables. 1f goods were not possibly traded, even
without tariffs, then tariffs would have no impact on domestic market prices.

Obvioudly, if there are tradables, there are non-tradable goods and services, too. There are
not many examples, but they usualy include civil engineering products, such as roads and
railroads, or social services, such as schools and hospitals, and materials and products that are
costly to trangport, such as many mineral ores, perishable farm produce or products such as
bread and other bakery goods, beverages, or large carpentry components of buildings.® Al

3" The Austrdian government uses the terminology "effective rate of assistance” (ERA) for their concept,

which is explained in their publication by the Department of Foreign Affairs and Trade, Using the Effective
Rate of Assistance in Trade Negotiations, Canberra, n.d. (ca 1989). As defined in the publication, ERA is
essentially the same as ERP, which is the main subject of this present report.

% Other examples include electricity, water for irrigation or household uses, river control (dams and
barrages), most or many kinds of public infrastructure, building sand and products, such as concrete blocks
and bricks. Also included are such products as piped gas, which can be exported to neighboring countries
but not across oceans, without processing into a different form. The exportation of eectricity has limitetions,
too, and the trade is usually by areciprocal arrangement.
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of these have exceptions, of course. For example, more and more seasona fruits and
vegetables are being internationally traded as the means of transportation are improved,
markets are growing, and tastes are becoming more internationalized. Moreover, services of
toll roads and trains are sold to foreign visitors, and foreigners may come to a country for
education or medical facilities and services. The export earnings of these exceptions are
small, and making them subject to customs duties is certainly difficult.

Tariffs are often argued to be needed for improving the trade balance or for increasing
employment, as mentioned above. Both arguments appear sensible, considering that a tariff
on a commodity raises its market price, thereby normally causing buyers to purchase fewer
imports of that kind and expanding the market for loca producers in the sector. These
arguments are fallacious, however, because they stem from only a narrow viewpoint or a
partial analysis. If the demand for an importable commodity is price-elastic, a tariff would
tend to induce consumers to reduce their expenditures on that particular import, but they
would then buy other imports or buy domestic products, thereby diverting resources away
from either exportables or other import-competing commodities, and consequently offsetting
theinitial change in the trade balance. On the other hand, the reduction in imports induce the
foreign producers to shift their resources to other exports or to import-competing products.

In the end, the trade balance tends to fall back to its previous level because the reduction of
imports in one sector is offset by an increase of imports in other sectors or a reduction of
exports.®

Aggregate employment, which is determined by the conditions that set wages in the labor
market and the level of aggregate demand, is similarly affected and offset. The level of
employment might well rise in those sectors where demand for domestic output rises, but
falsin the sectors from which resources are diverted. Tariffs and NTBs are ill-suited policy
instruments for correcting the trade balance and the levels of production and employment.

% Krueger, ibid, pp 17-19, explains this line of reasoning in more detail, including the generally accepted

concept that the balance of trade is determined by the savings-investment ratio, in which tariffs are not
factors.



ANNEX C.

CUSTOMSLAWSAND TARIFF REFORMS

1. Tariff Reformsin Egypt

Egypt's tariff structure has been modified frequently by the government over the past
couple of decades. Most of the changes have been in gradual steps toward trade
liberalization, commencing in 1976 with Presidentiadl Decree 88 of that year, which
brought about a tariff regime in keeping with the infitah (open-door) policy. The decree
established a revised schedule of tariffs and the specifications for customs valuation, rules
of origin, temporary admission, duty drawback, and tariff exemptions. The revisions
greatly modified the prevailing basis created by the 1963 Customs Law (Law 66 of 1963),
which had been adopted in its time in light of the government's post revolutionary
objectives and the nationalization of all import-export companies.

The tariff structure was again revised by Presidential Decree 75 of 1980, reducing the
costs of production to Egypt's manufacturers. The decree also encouraged higher levels of
processing by revising the tariff rates from low to high levels according to the stages of
manufacturing from production of raw materials to intermediate components and fina
products. Although the tariff revisions in 1976 and 1980 modestly contributed to Egypt's
reorientation toward a market economy, the tariff reform of 1986 by Presidential Decree
351 is firmer evidence of a commitment to implementing policies for trade liberalization,
abet in gradua steps.

The 1986 decree reduced tariff rates, with the general maximum rate set at 160%. It also
simplified the rate structure by decreasing the number of different rates from 43 to 12
levels. The government has since moved forward through gradual reductions of tariffs,
non-tariff barriers, and the range of tariff rate levels, and also through improvement in
transparency of trade policies. Tariff rates were further reduced in 1989 by Presidential
Decree 305 of 1989. They were lowered by 30 percentage points, on average, although
the reductions were smaller for higher levels.

Mixed steps were taken in the early period of the economic reform and structura
adjustment program (ERSAP) of this present decade. Presidential Decree 178 of 1991,
the year of launching ERSAP, brought the dispersion of tariff rates within a narrower
range. Tariff rates, however, were increased by the regulation. Two years later, non-tariff
restrictions were reduced by Ministerial Decree (Economy) 288 of 1993, which removed
al but 3 commodities from the list of import bans and made them subject to tariffs. Many
of them, however, became protected by another non-tariff barrier as they were added to
the list for mandatory quality control inspection.

In 1994, a significant reform was implemented by Presidential Decree 38, which
introduced a major modification to Egypt's tariff structure of customs codes and tariff rates
— the government adopted the international Harmonized Commodity Description and
Coding System (HS) with specific adaptations for the Egyptian economy. HS is the
international standard for customs classification formulated by the intergovernmental
Customs Cooperation Council (CCC) in Brussels. The new tariff structure establishes a
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firm base of about 6110 classifications for tariff rates and facilitates future internationa
trade agreements and negotiations, as well as the rationalization of trade policies.

Presidential Decree 304 of 1996 reduced the general maximum rate from 70% to 55% and
lowered other rates by 10 to 15 percentage points, except for the reduction from 160% to
135% on large automobiles and retention of high rates on tobacco, poultry and poultry
meat, and alcoholic beverages. Shortly afterwards, in an agreement with the IMF for a 2-
year credit Standby Arrangement, the government obligated itself to further tariff
reductions over the following two years — by the beginning of the fiscal year in 1997 and
1998 — particularly on higher tariffs. In the 1997 Presidential Decree 229, tariff rates
were generally lowered by 5 percentage points and the general maximum rate was reduced
to 50%, with high exceptiona rates applying to automobiles, beverages, poultry and
poultry meat, and tobacco. The 1998 tariffs rates are expected to be once again generaly
reduced by aforthcoming Presidential Decree.

2. Profile of Egypt's Tariff Policy

The underlying policy or rationae for promulgating changes in the tariff rates in recent
years is not prominently reported, other than in vague accounts about forging a greater
degree of liberaization of Egypt's trade regime. The liberadization of trade is implicit in
the overal rate reductions, and perhaps it could be regarded to be a sufficient reason for
revising tariffs. A good tariff regime, however, could accomplish more.

The tariff structure could provide an efficient source of revenue and foster minimized
market-price distortions, and still be a libera trade regime. A discussion in the present
report is centered around the point that the adoption of a low uniform rate would
practicaly eliminate a market bias among imports and aso reduces the anti-export bias
created by tariffs. This approach to tariff reform is upheld as the best because it is
relatively efficient, adlowing the nation's producers to pursue and develop their own
comparative advantages, while sparing the government of the heavy responsbility for
predicting "winners." Moreover, it would greatly simplify and ease the tasks of the
customs administration, and therefore should lower the socia costs of law enforcement.

Another rationale for tariff reform could be the implementation of a liberal reduction of
tariffs while smultaneoudly creating a bias in favor of higher levels of processing. This
rationale is evident in the Presidential Decree 75 of 1980 that implemented a tariff policy
for reducing the costs of production to manufacturers and intentionally encouraging higher
levels of processing through a format of escalating tariffs in line with advancing stages of
production. This policy isan elaboration of the principle of Egypt's 1930 regulation on the
protection of an infant industry.

The consistency of the policy of favoring higher levels of processing has been weakened or
eroded over time, despite a reinforcement in 1992, by Presidential Decree 431, which
raised the rates on final goods and lowered them on raw material and parts for assembly.

There is no longer a clear scheme for the structure of rates for general types of products,
such as unified rates for unfinished raw materials or intermediate components for al
industries, or for genera types of production. Today, there is a wide dispersion of tariff
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rates among commodities at each stage of production of raw materias, intermediate
goods, as well as fina products. Even for raw materials to manufacturing, there are as
many as 10 or 12 different levels of tariff rates. The wide variations suggest that advocacy
and influence are more effective than analysis and industrial development policies in
setting tariff rates.

The 1997/98 structure comprises 10 tariff rate bands in the lower range of tariffs up to the
genera maximum at 50%, and 10 in the range above, including the 54% rate on textiles
imposed on the 1% of January 1998. The tariffs of 22 product groups from Egypt's 38-
sector input-output table were examined in a recent study. Those sectors used inputs from
5 other sectors, on average, and each entailed about 7 or 8 tariff rates, usually ranging
from 5% to 50%. For example, about 8 tariff rates are applied to each of two significant
input categories — tariffs on machinery and equipment range from 5% to 135% and tariffs
oniron, steel, and other basic metal products range from 1% to 40%.

3. CustomsLaw Promulgated since 1963

A table of the customs regulations enacted and revised since 1963 with a brief synopsis of
the features of each is inserted below. The legidation of the past few years are readily
accessible and, therefore, can be accurately described. The descriptions of the contents of
regulations of earlier years have been drawn from secondary sources, which partly differ in
some details. An effort was made to be accurate, but some discrepancies may remain,
especidly initems of the list in the earlier part of the chronological spectrum and afew of
the distinctionsin labels between alaw and a presidential decree®

“0 The table includes additional legislation and amendments to the descriptive information and other

supplements to the table in Box 6: "Customs Decrees Implemented Before and During the ERSAP" from
Lord and others (1994); see the Annotated Bibliography in the annex above.
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CUSTOMSREGULATIONS

P = Presidential Decree, MD = Ministerial Decree, LAW = an act of the People's Assembly.

Regulation Y ear Title/Subject(s) (date of effect)

LAW 158 1997  Amendment of certain provisions of the Customs Law

PD 293 1997  Amendment to PD 38/1994 — further tariff reductions to those of
PD 229/1997 (19/8/97)

PD 229 1997  Amendment to PD 38/1994 (1) Reduction of tariff rates by 5 per
centage points, putting the general maximum tariff rate at 50% (from
55%), others above 30% reduced by 5 percentage points, high rates
remain on tobacco (85%), poultry (70%) and poultry meat (80%),
automobiles (135%), and still higher on alcoholic beverages (600%-
3000%) (9/7/97)

PD 228 1997  Amendment of Article 6 of PD 351/1986 — Reduction of duties pro
rata by increments of proportion of local content of manufactured
final products (9/7/97)

LAW 71 1996  Amendment to Law 186/1986 regarding Customs Exemptions

PD 304 1996  Amendment to PD 38/1994 (1) Reduction of the general maximum
tariff rate to 55% (from 70%), (2) reduction of other rates by 10 to
15 percentage points: 45% (from 60%), 40% (from 50%), 30%
(from 40%), (3) tariff rate on automobiles reduced to 135% maxi
mum (from 160%) (29/9/96)

PD 57 1996  Amendment to PD 38/1994 (22/1/96)

MD 895 1996  Amendment to the Executive Regulations for Law 186/1986 regard

(Finance) ing Customs Exemptions

MD 446 1996  Amendment to the Executive Regulations for Law 186/1986 regard

(Finance) ing Customs Exemptions

MD 11 1996  Amendment to the Executive Regulations for Law 186/1986 regard

(Finance) ing Customs Exemptions

MD 794 1995  Amendment to the Executive Regulations for Law 186/1986 regard
ing Customs Exemptions

PD 64 1995  Amendment to PD 38/1994 — 10% tariff reductions (22/2/1995)

PD 7 1995  Amendment to PD 38/94 (7/1/95)

PD 38 1994  Promulgation of customs codes and tariff rates by HS (the Harmo
nized Commaodity Description and Coding System) (13/2/94)

PD 294 1993 () required minimum local content raised from 40% to 60% (with

exemptions by Ministry of Industry allowable) for parts used in as
sembly of final goods, (2) removal of import tariff preferences, ex
cept for milk for babies (license required and 1% tariff rate) and
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CUSTOMSREGULATIONS

P = Presidential Decree, MD = Ministerial Decree, LAW = an act of the People's Assembly.

Regulation

Y ear

Title/Subject(s) (date of effect)

MD 288
(Economy)

PD 432

PD 431

PD 180

PD 178

MD 275

MD 32
(Finance)

PD 305
PD 304

MD 134

1993

1992

1992

1991
1991

1991

1991

1989
1989

1989

pleasure boats for tourism companies (tariff reduced from 80% to
40%), (3) new tariff ratesimposed on 120 commodities, (4) no
change in rates from minimum of 5% to maximum of 80%

(1) 75 out of 78 commodities removed from list of import ban and
made subject to custom duties; 34 of the 75 listed for mandatory
quality control inspection (among atotal of 159 items as of March
1993), (2) cancdllation of list of imports permitted under specia
conditions, (3) removed last remaining item (tanned hides and skins)
from list of export quota; maintain export ban on 2 commodities (raw
high & skin and scrap metals), (4)permission for barter trade in all
commodities

(1) 33 commoadities removed from list of import ban, (2)large ex-
porters (annua proceeds of LE 1 million or more) permitted to im
port 1 passenger car, (3)cancellation of requirement of cash asrance
for letter of credit, (4) list of imports permitted under specia
conditions reduced to 9 commodities

(2) quality controls specified for 42 commodities, (2)new tariff rates
on 106 commodities, mostly reduced on raw materials and parts for
assembly, and raised on final goods

Consumption tax replaced by salestax at 10% on most items

Tariff rates increased within a narrower range and fewer levels; cer
tain non-tariff restrictions removed

Executive regulations implementing the Import and Export Law con
cernsinter alia ingpection and certification of commodities for
export

Amendment to the Executive Regulations for Law 186/1986 regarel
ing Customs Exemptions

Tariffs reduced by an average of 30%; less on high tariff rates

Tariff reductions: (1) 50% reduction for hotels and tourist establish
ments in rates on appliances, machinery and equipment (except pas
senger cars), (2) 20% to 75% reduction in rates on compéte knock-
down kits classified under finished products, according to propdion
of local content of manufactured fina products, (3yedudion for
Arab Petroleum Pipe Line Company in all rates to 1% on matéals,
technical appliances, equipment (including transport equipnent,
except passenger cars), machinery, and spare parts

Automobile spare parts and durable consumer goods and their spare
parts added to list for mandatory quaity inspection
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CUSTOMSREGULATIONS

P = Presidential Decree, MD = Ministerial Decree, LAW = an act of the People's Assembly.

Regulation Y ear Title/Subject(s) (date of effect)

MD 56 1988  Decreed that value of import is based on the exchange rate which is
prevailing on the day of registration of the Customs Declaration

MD 40 1987  Amendment regarding Customs Exemptions

(Finance)

LAW 187 1986  Aboalishing existing surcharges on imports, such as customs statisti
cal tax, economic development duty, maritime consolidation duty,
and local government duties on imports and exports. [and Quantita
tive Restrictions upon issue of new Presidential Decree on Customs
Duties (PD 351)]

LAW 186 1986  Re-organization of Customs Exemptions

PD 351 1986  Customs Tariffs (1) all tariffs reduced by 50%, (2}tariff rates de
creased from 43 to 12 levels, (3)standard range of tariffs between
5% and 160% with exceptions at 1% on basic foodstuffs and high
rates on automobiles, beverages, and luxury goods, (4)ariff rebates
introduced. (August 1986)

[in accordance to Law 187/1986; by which (5ariffs replaced
QRs][; and (6) Article 6: provides reduction of duties pro rata by
increments in the proportion of local content of manufactured final
products]

MD 333 1986  Abolishesimport licensing system; establishment of import "ban" list

(Finance)

MD 193 1986  Executive Regulations for Law 186/1986 regarding Customs Ex

(Finance) emptions

LAW 91 1983  Organization of Customs Exemptions; (canceled by Law 186/1986)

PD 56 1981  Export Drawback and Temporary Admission System Regulations,
including exporters to establish a cash or bank guarantee on regiarly
imported goods under the temporary admission system.

PD 75 1980  Revised schedule of tariff rates with levels from low to high related
to stages of production from raw materials to intermediate compe
nents to final products

PD 88 1976  Edablished Genera Regulations for Customs Duties, Rules of Ori
gin, Customs Valuation, Temporary Admission, Duty Drawback, ancl
Exemptions; establishes a regime appropriate to the new fnfitah"
("open door") policy

LAW 66 1963  CustomsLaw on new tariff regime appropriate to nationalization of
al import-export enterprises

LAW (?) 1930  Tariff protection of infant industries (first law of this kind)



ANNEX D.

ANNOTATED BIBLIOGRAPHY OF ERP STUDIES

1. Referencesto Studiesof Egypt or Other Countries of the Region

Brown, DrusillaK; Deardorff, Alan V; and Stern, Robert M. "Some Economic Effects of
the Free Trade Agreement Between Tunisia and the European Union", paper prepared
for the Egyptian Center for Economic Studies Conference, "How Can Egypt Benefit
from its Partnership Agreement with the EU?", Cairo, Egypt, June 26-27, 1996. This
paper is not about ERP. It is significant because the authors are concerned with
effects on economic welfare, rather than trade, due to reductions of tariffs and non-
tariff barriers. The analysisis focused on development and foreign direct investment,
and employs a GCE model (computational general-equilibrium mode!).

Hoekman, Bernard and Djankov, Simeon. "Towards a Free Trade Agreement with the
European Union: Issues and Policy Options for Egypt", paper presented to the
Egyptian Center for Economic Studies Conference, "How Can Egypt Benefit from its
Partnership Agreement with the EU?", Cairo, Egypt, June 26-27, 1996. The authors
present good treatments of tariffs and ERPs in their analysis (Section IV on trade
liberalization and SectionV on their conclusion). It is interesting, however, to
compare their calculations of ERP for about the same sectorsin 1994 as Hanaa Kheir-
El-Din (1998), and note that their results are very different — not only in rank order
of the dispersion, but also in relative magnitudes in comparison to tariff rates.

Kheir-El-Din, Hanaa A. "Evauation of the Structure of Protection and Anti-Export Bias
in the 1986 Customs Tariffs in Egypt", L'Egypte Contemporaine, No 417-418 (June-
October 1989), pp 73-96 (23-46). ERP calculations for 30 sectors of the 37-sector
input-output table for the Egyptian economy in 1983/84 by CAPMAS (December
1987). The results show that, in most sectors, the ERP is higher than the nomind rate
of protection (NRP) which is the rate by which the domestic price exceeds the world
price, dthough ERP and NRP are not significantly correlated. The 1986 tariff
structure is shown to be more protective at higher stages of production, favoring the
consumer goods, iron and stedl, and transport sectors with moderate protection of the
intermediate goods and the tools and machinery industries while discriminating
againgt cotton ginning, which is the principa traditiona industry. Despite a small
improvement over the previous tariffs, the 1986 tariff structure places an anti-export
bias on all but one of the 21 industries of the study. The exception is cotton ginning.

Kheir-El-Din, Hanaa. "Effective Protection in Egypt Due to the Tariff Structures in 1996
and 1997 Compared to 1994," study prepared for USAID/DEPRA, February 1998,
14pp. ERP anaysis of 22 product sectors based on Egypt's 38-sector input-output
table compiled by CAPMAS. Kheir-El-Din's conclusions are as follows. the 1997
tariff changes had little effect on ERPs for agriculture, and caused a small decline in
ERPs for manufacturing; overal, the ERP is about 7% for agriculture and 35% for
manufacturing; the ERPs are positive for manufacturing sectors, except cotton
ginning, indicating discrimination against this activity; the beverage sector is very
highly protected; tobacco is highly protected and an important source of tariff
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revenue; ERPs declined overal as aresult of the 1996 tariff changes, and were further
reduced by the 1997 changes.

Kheir-El-Din, Hanaa and El-Dersh, A. "Egypt's Foreign Trade Policy, 1986-1991:
Description and Assessment”, mimeo, Cairo, 1991.

Kheir-El-Din, Hanaa and El-Sayed, Hoda. "Potential Impact of a Free Trade Agreement
with the EU on Egyptian Textile Industry”, paper presented to the Egyptian Center for
Economic Studies Conference, "How Can Egypt Benefit from its Partnership
Agreement with the EU?", Cairo, Egypt, June 26-27, 1996. This extensive anaysis of
an important manufacturing sector includes a good explanation of a detailed study of
tariffs and ERPs of the sub-sectors of the textile and clothing industry.

Lord, Montague, et a. "New Directions in Egypt's Trade Policy and Customs Reforms’,
Final Report of a 3-week Study, submitted by Nathan Associates Inc to U.S. Agency
for International Development/Egypt, April 1994. This report is a brief, but
comprehensive, review of trade policy from 1980 to 1994 and customs regulation
issues, and presentation of recommendations in the areas of tariff-reduction strategy,
regulations and procedures for customs, quality controls and other trade impediments,
and export competitiveness.

Mabro, Robert and Radwan, Samir. The Industrialization of Egypt 1939-1973: Policy
and Performance, Oxford: The Clarendon Press, 1976.

Shaltout, Hafiz Mahmoud. "Measuring the Effective Rate of Protection in Egypt", Cairo,
1987. This appears to be the first study of ERP in the Egyptian economy, and among
the first for a developing country. The author calculated the ERP for 25 sectors of the
input-output table for the Egyptian economy of 1979 prepared by A Mohie Eldin and
others, including the author, of the Development Research and Technologica
Planning Center, Cairo University. The ERP of only 3 sectors (beverages, spinning &
weaving, and fina wear, ie, garments) are very high, one (for other agriculture) is
close to the tariff rate, and the remaining are less than the tariff, of which 9 are
positive and 12 are negative. The tariff rates and the ERPs are highly rank correlated,
in contrast to the results of Kheir-El-Din (1989), but the differences in dispersion are
great.

Subramanian, Arvind. "The Case for Low Uniform Tariffs', Finance & Development,
June 1994, pp 33-35. While not addressed to the subject of ERP, the theme delivers
important implications for tariff policy, which are relevant to the impact of widely
dispersed ERPs among sectors of manufacturing.

World Bank, "Trade Policy Analysis: Using SINTIA with Egyptian Data' n.d. (ca 1991).

2. Other References

Audtralia, Commonwealth of, Department of Foreign Affairs and Trade. Using the
Effective Rate of Assistance in Trade Negotiations, Canberra: n.d. (ca 1989). Thisis
an interesting document, presenting a format for calculating a statistic, called the
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effective rate of assistance (ERA), which is more or less equivaent to ERP. The
country's negotiators advocated the adoption of the format by all signatory nations of
GATT during the Uruguay Round of trade negotiations. The designers of the format
seem to assume that ERASs should be the basis for trade negotiations, missing the
essence of the ERP concept. Accordingly, the procedure is built on the premise that
most structural development policies are anti-trade, apparently including al kinds of
incentives for employment and investment, various tax alowances for business
expenses, reduction of business tax rates, as well as tariff reductions on capita
equipment, materials, and components for manufacturing, etc.

Balassa, Bela. Trade Prospects for Developing Countries. Homewood: Richard D Irwin,
Inc, 1964. Especialy page 116 for a discussion of the tariff burden on value-added in
the production process for potential exports.

Baassa, Bela. "Tariff Protection in Industrial Countries. An Evauation”. Journal of
Politica Economy, 73, 6 (December 1965): pp 573-94. Reprinted in American
Economic Association, Readings in International Economics, vol 9, edited by Richard
E Caves and Harry G Johnson, Homewood: Richard D Irwin. Inc, 1968, pp 579-604.
This is a classica reference, and gained early attention. Others were already
discussing the idea and developing the concept, which is widely credited to Harry G
Johnson and William Max Corden, jointly.

Balassa, Bela (ed). The Structure of Protection in Developing Countries, Baltimore: Johns
Hopkins University Press, 1971. This has become a standard reference along with
Corden's work, also published in the same year. Both are comprehensive.

Balassa, Bela, and Schydlowski, D M. "Effective Tariffs, Domestic Cost of Foreign Ex-
change, and the Equilibrium Rate", Journal of Political Economy, 76, 3 (1968): pp
348-360.

Barber, Clarence L. "Canadian Tariff Policy", Canadian Journal of Economics and
Political Science (Nov 1955): pp 513-530. Early discussion relevant to the ERP
concept for its consideration of the influence of tariffs on raw materias and
intermediate goods on the degree of protection of goods produced at higher levels of
fabrication; cited by Bela Balassa, "Tariff Protection in Industria Countries’, p583,
nis8.

Basevi, G. "The US Tariff Structure: Estimates of Effective Rates of Protection of US
Industries and Industrial Labor:, Review of Economics and Statistics. Baassa
mentioned that after completing the first draft of his semina article in the December
issue of the Journd of Politica Economy, he saw this paper which was aready in
press when his paper was submitted for publication.

Corden, W M. "The Tariff", in Alex Hunter (ed), The Economics of Australian Industry,
Melbourne: Melbourne University Press, 1963. Early discussion relevant to the ERP
concept for its consideration of the influence of tariffs on raw materials and
intermediate goods on the degree of protection of goods produced at higher levels of
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fabrication; cited by Bela Balassa, "Tariff Protection in Industria Countries’, p583,
ni8.

Corden, W M. "The Structure of a Tariff System and the Effective Protective Rate,"
Journal of Political Economy, 74, 3 (June 1966), pp 221-237. A paper that was being
developed concurrently with the earlier work on the subject by Harry G Johnson and
BelaBalassa

Corden, William M. The Theory of Protection, Oxford: Clarendon Press, 1971. Thisis
the most comprehensive written discussion of the ERP concept, including a summary
of the literature on negative value-added in terms of ERP or DRC, on p 51.

Corden, William M. Protection, Growth and Trade, Oxford: Blackwell, 1985. Corden
presents his second thoughts on the subject in this work.

Greenaway, D + Milner, CR. Evaluating Trade and Industrial Policy in Developing Coun-
tries, London: Macmillan. The authors find a direct correlation between the nominal
rate of protection and ERP.

Grubel, Herbert G and Johnson, Harry G, eds. Effective Tariff Protection, Geneva:
GATT, 1971.

Helener, G K. "The Measurement of Protection, ch 8 in International Trade and
Economic Development, Middlesex, England: Penguin Books, 1972. An excdlent,
brief treatment, which is valuable to the reader who already knows the importance of
ERP for measuring the domestic impact of tariff and other trade restrictions, and who
also knows that ERP is not another measure of the height of tariff barriers.

Johnson, Harry G. "The Theory of Tariff Structure, with Special Reference to World Trade
and Development”, in Harry G Johnson and Peter B Kenen, eds, Trade and Develop-
ment ("Etudes e Travaux de I'Ingtitut Universtare de Hautes Etudes
Internationales'), Geneva: Librarie Droz, 1965, pp 9-29. This is the genesis of the
ERP concept and precursor to Balassa's seminal article in the December issue of the
Journal of Political Economy.

Johnson, Harry G. "Tariffs and Economic Development: Some Theoretical |ssues’,
Journal of Development Sudies,1, 1, (Oct 1964), pp 3-30. This is the semina
statement of the ERP concept.

Lindert, Peter H. International Economics, 9th edition, Homewood, II: Richard D Irwin
1991. There are a number of textbook treatments of the subject. Lindert's
explanation is good, and his treatment of the whole subject of protection is very
useful. Refer especialy to Part 11 on trade policy and especially to chapters 6 to 8 on
the analysis of a tariff, the arguments for and against a tariff, and other policies,
particularly the protection of agriculture on pages 287-289, and Appendix D on
measuring the effects of protection.

Tukey, John. Exploratory Data Analysis.



ANNEX E.

ACRONYMSAND GLOSSARY OF TERMS

The termsin this annex are commonly found in publications and used in discussions on the
subject of ERP. Many, but not al are used in the discussions in this report. Whenever
more than a single meaning is common, the name of the author is mentioned for each
definition, if possible, within parentheses. The references can be found under the author's
name in the bibliography annexed to this document.

CAPMAS: Centra Agency for Public Mobilization and Statistics. This is the nationa
statistical office of the Egyptian government.

domestic price, market price: The average price of the import and its locally produced
equivaent product on the final goods market.

effective price The domestic price of a unit of value-added (Corden).

effective rate of assistance — ERA: A terminology used by the Australian government,
meaning the effective rate of assistance to value-added. It is a measure of the impact on
value-added due to many different actions by a government of assistance to industria
activities in the broadest possible sense. The measure is about the same as ERP but fits
into a framework that incorporates more than tariffs and trade barriers, in the usua sense
of bans, quotas, administrative constraints of inspections, procedures, etc, and incorporates
all other kinds of incentives to investment and production.

effective rate of protection — ERP: (1) The rate of protection provided to the value-
added in the production of a product. (2) The proportion by which the domestic price of a
unit of VA exceeds the world price of the unit of VA. (3) The proportional increase in the
domestic price of a unit of VA. (4) The rate of protection provided to the value-added in
the production of a product (Corden). (5) The proportion by which the domestic price of a
unit of value-added exceeds the world price of aunit of value-added. (6) The proportional
increase in the domestic price of a unit of value-added (Corden). (7) "The effective rate of
protection of an individual industry is defined as the percentage by which the entire set of a
nation's trade barriers raises the industry's value added per unit of output." (Lindert).
(8) The "excess in domestic value added, obtainable by reason of the imposition of tariffs,
as a percentage of value added in a free-trade situation” (Balassa); Balassa uses "effective
rate of protection™ interchangeably with severd other terms, for example, "effective rate of
tariff," "effective rate of duty", and simply the "effective tariff."

ISIC: International Standard of Industrial Classification of Economic Activities;, a system
of classfication that is widely used for industry and inter-industry analysis. It is used with
some modification by CAPMAS in data base management and input-output analysis.

nominal rate of protection — NRP: (1) The proportional increase in the nominal price
(Corden). The nominal rate of protection is more genera than nomina tariff (Corden).

NRP is dso caled, implicit protection. (2) The difference between the domestic and
international prices of a specific product relative to the international price. The measureis
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normally expressed as a percentage and compared with the nomina rate of tariff, that is,
the customs tariff rate.

nominal tariff: The official customs tariff (Corden).

non-tariff barrier — NTB: Any barrier to trade other than a tariff such as a quota (QR),
product and label standards, or government purchasing policies. The term and acronym
are usualy used in the plura: non-tariff barriers (NTBS).

guantitative restriction — QR: A quota or regulated limit on the quantity of imports, or
any other matter or an activity. Often mentioned as an import quota, and used in the
plural: quantitative restrictions (QRS).

tariff rate — TR, nominal rate of tariff, nominal tariff, tariff, import tariff or
import duty, customs duty, etc: (1) The ratio of customs duty to the nominal market
value of the taxed commodity at the border. (2) The percentage tariff paid by consumers,
which some authors give the label, the "nomina" rate of protection (Lindert, p121). Note
that tariffs are often called nominal tariffs in contrast to effective tariffs, and they aso
often called nominal rates of protection, in contrast to effective rates of protection.

value-added — VA (aso written: value added): The difference between the price of
output and the total cost of materia inputs, including raw materials, consumables (fuels
and lubricants), overhead costs, and depreciation of physica capital. In principal and in
national income accounting, value-added equas the amounts paid to the factors of
production, namely, wages, profits, rents, and interest paid on capital.

world price, border price, free-market price: The cif value, that is the landed cost of an
import, which is equal to the foreign exporters price of the commodity plus insurance and
freight charges to the port. Thisis also called the duty-free or before-customs price.



ANNEX F.

STEPSIN THE DATA COLLECTION EFFORTS OF THE ERP STUD¥

As explained in the report, a computation of ERP for a specific product industry requires
data covering the details of the output of the finished and semi-finished products, the
inventory changes, al inputs used in production, as well as the domestic and border values
(prices) of each item, and the customs tariff rates applied to the inputs and outputs. It was
clear, however, at an early stage of designing the ERP study that published sources of data
in Egypt are not sufficient for these requirements. Since DEPRA was tentatively assured
from the start that the necessary data could be obtained from CAPMAS, this source
presented a way of bridging the gap between the published data and the requirements for
the ERP study.

1. First Meeting with CAPMAS

The Ministry of Economy and DEPRA met with officias of CAPMAS in December 1996
and conveyed a letter to the Chairman of CAPMAS from the Minister of Economy
requesting data for use in the ERP study.** The purpose of the first meeting was to explain
and discuss the objectives for the study and its significance to the government's economic
reform program, including an exchange of information concerning the following points:
(2) the focus of the study on the computation of ERP coefficients of specific products,
(2) the needs and possibilities of using CAPMAS published and unpublished data for the
ERP study, (3) the selection of products to be studied according to the availability of
essential data and use of the Agency's resources, (4) the Agency's requirements for the
format and details in the specification of DEPRA's request for data, and (5) a feasible
timetable for the availability of the data.

DEPRA was given a blank questionnaire used by CAPMAS in collecting data for its
annua industrial production survey and a copy of the "Annua Industrial Production
Statistics, 1992/93" — the Agency's annua publication of the aggregated results of the
survey. A few weeks later, CAPMAS provided replicas of six sample questionnaires.

These materials, particularly the blank and sample questionnaires, were requested by
DEPRA for use in specifying the datain a format that would facilitate CAPMASSs work in
providing the necessary data. DEPRA never intended to rely upon the samples, one from
each of six different manufacturing product sectors, for actua use in the ERP
computations and analysis. The samples were incomplete and contained meaningless
responses to a number of items and, therefore, were unusable on their own and, moreover,
would need to be excluded from an aggregation of data from an adequate number of
additional questionnaires completed by other producers in the same sector.

* This annex was written byDr MahmoudAbd-El-Hai Salah and edited by Mauricd horne.

21t was then, in December 1996, the Ministry of Economy and International Cooperation.
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The blank CAPMAS questionnaire was trandated into English and reviewed thoroughly
together with the sample questionnaires in order to specify which classifications of data
collected by the Agency would be useful for carrying out a study of ERPs of product
sectors in the Egyptian economy. The classifications were written in CAPMAS's format,
and also marked in a bright color on the blank questionnaire for the Agency's convenience
in providing the data.

2. Second Meetingwith CAPMAS

Another meeting was held with CAPMAS's principal advisor in May for renewing the
request for data. Specifications of the required data categories for calculating ERPs were
given in the Agency's format. The purpose and topics discussed in the previous meeting
were reviewed and much attention was given to a few topics, especialy the essential data
categories that were presented in a prepared format and marked blank questionnaire. The
advisor, however, claimed that CAPMAS had already fulfilled the Minister of Economy's
request by giving us the blank questionnaire and the 6 replicas of incomplete sample
questionnaires. He rigidly insisted that the specifications given during the meeting in the
format suitable for CAPMAS was a new and different request and that still another
formally written letter from the Minister of Economy to the head of CAPMAS was needed
before he could provide anything more. The advisor said the task of satisfying the restated
needs of the ERP study would require about 6 months of work by a large number of
CAPMASS staff.

In view of (1) the poor quality of the information contained in the questionnaires as shown
by the samples and (2) the magnitude of the estimated effort required of the CAPMAS
staff, the study team concluded that they would need to be involved in the work.
Therefore, they offered to participate and assst CAPMAS in reviewing the questionnaires
for assessing the quality of the responses. DEPRA viewed their collaboration to be
essential for assuring a good choice of product sectors for study and selection of a
sufficient quantity of satisfactory questionnaires for making up the data base.
Unfortunately CAPMAS would not agree to such a procedure, and explained their reasons.
The advisor emphasized that working with the raw data entails complicated proceduresin
accessing the old files of the industrial survey of 1992/93, which were the latest available.
The work would take much time and be expensive.

The CAPMAS advisor offered recommendations about the selection of product sectors
and an dternative source of data on production in the pharmaceutica industry.
Furthermore, he recommended that we reduce the listed number of industries. He aso
advised us to prepare another list of required data categories to replace the one aready
handed to him early in the meeting, and to rely upon it instead of marking the CAPMAS
guestionnaire. Significantly, he then suggested that it might be more useful for our study,
if aspecial sample survey were to be undertaken in order to get recent and detailed data as
needed for the ERP calculations.

Our list of industries was long because it was suggestive. We intended that it would be
reduced to two or three products, keeping within our capacity for a pilot study. We did not
expect that al of the possible product sectors on the list would be feasible and perhaps the
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data base would be more suitable for the analysis of certain industries than others, leaving
the final choice of two or three for the study team to make. Our list comprised the
following product industries: (1) processed vegetables, fruits and legumes; (2) edible ails,
fats and margarine; (3) carpets and rugs; (4) leather shoes; (5) medicines; (6) soap and
detergents; (7) tires and tubes; (8) cement; (9) ceramics; (10) pumps; (11) radio and
television sets; (12) automobiles; and (13) sports equipment.

We laid out our request in view of information that seems to be acquired in the annua of
production by CAPMAS, as indicated in the questionnaire and also by the publication of
the "Annua Industrial Production Statistics'. We estimated the feasible capacity of
CAPMAS for providing data and accordingly requested the following: (1) data on 10
public firms and 10 private firmsin each finally chosen industry, relative only to the single
major product of the specified industry; (2) data only for the specified categories of market
costs and revenue for total production of the product or one unit of the product from the
guestionnaire used for the "annual industrial production statistics', therefore excluding the
names of the firms, status, and other identifying and unnecessary details; (3) inventory data
classified by loca production and imports of finished products, semi-finished products,
and raw materias; each further classfied by the customs HS classification or with a
mention of the customs tariff that applies to the input; and (4) the data should be extracted
from the surveys of 1985, 1991, and 1996 (or the latest survey).

3. Another Meeting with CAPMAS

Since there was apparently no difference in the prospects concerning the quality and
guantity of data among the sectors of our list of 13 products, we decided upon four
product sectors. (1) carpets and rugs, (2) leather shoes, (3) cement, and (4) automobiles.
A precise list of the necessary data classifications was prepared in the format of a new
guestionnaire that would meet the particular requirements of ERP calculations. The list of
products and the questionnaire were made the subjects of yet another meeting in June
1997 with the advisor to CAPMAS. The advisor said that we till have the problems of
(1) access to the raw data files of 1992/93, or whatever year, that should be authorized by
the Chairman of CAPMAS, (2) freeing 10 or more employees of CAPMAS to work on the
raw data files for at least four months; and (3) the element of cost in terms of money and
time. Moreover, in response to a repeated inquiry, he emphasized that all work on the raw
data files must be done, supervised, and revised only by the staff of CAPMAS. In
response to a different question about the possibility of doing our own sample survey, he
indicated that it would be possible after obtaining special authorization from CAPMAS
and observing certain procedures.

4. MoreMeetingswith CAPMAS and Alter native Data Collection

The dialogue with CAPMAS was carried on as a means to probing for a measure of the
quality of the data and the probability of obtaining it from that source. It was also a means
to finding, if possible, afeasible arrangement for obtaining it. While holding the dialogues
with CAPMAS, we were also looking into the feasibility of two alternative routes. One
route would be the engagement of a professional service or employment of a short-term
staff to conduct a survey independently but with the required authorization from CAPMAS
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— apotentia block to taking thisroute. Another possibility under consideration was using
data from the "Annual Industrial Production Statistics, 1992/93" for the public sector.

Eventualy a suggestion for a promising arrangement was set before us, whereby
CAPMAS staff would obtain detailed and recent data in a specia survey of 15 firmsin
each of four industries in different governorates, using our questionnaire (see Annex H).

The cost would be approximately US$ 5,000 for the survey and data processing in the
format required for ERP analysis by the inter-ministerial study team under DEPRA. This
appeared to be a feasible method. Also, in the course of the continuous dialogue,
CAPMAS gave us the latest edition of the "Annua Industrial Production Statistics,
1993/94" in two volumes of statistics from the public sector in one and the private sector
in the other, published in December 1996 and May 1997, respectively. The dialogues
continued through July 1997.

5. TheNext Step

The situation was appraised for determining the next step and making final modifications
in the procedura plan for the ERP study since time was passing. The choice could be,
indeed must be made, from among the alternatives. One, which would be to obtain old
statistics directly from the CAPMAS data base, had to be ruled out due to the ever-present
obstacles. The alternatives comprised (1) two procedures for making a specia survey by
questionnaire and (2) using published data, providing that industria expertise could be
found and used to obtain supplementary production information and data.

The idea of undertaking a specia survey was eliminated on two grounds. (1) athough
funds could be made available for the proposed sample survey of a handful of product
sectors for the pilot phase of the study, further and future funding for surveying other
industries and for updating the data base could not be assured and was considered unlikely
to be available, and (2) the period required for a survey in addition to the unknown and
possibly large amount of time required for CAPMAS to negotiate for a survey or to
authorize an independent one might become excessive and too unpredictable for
scheduling. The decison againg making a specid survey was based on other
considerations, too, such as compounding the current weaknesses in data utilization in
Egypt, some of which are mentioned on page 40 of the report under the subheading
"Situation and Problems of Data and Measurement” in Part V: "Practical Vaue of ERP
Measurement in Egypt.”

The study team decided to adopt the aternative of using published information, despite its
insufficiency, from the "Annua Industrial Production Statistics' in combination with data
from industrial speciaists. The advantages of this aternative were strengthened by the
availability of the most recent volumes for both public and private sectors, and by finding
potential sources of complementary data and information with help from industrial experts.

6. Making a Data Base

Knowledge of the type of data to be found in the published production statistics was
acquired from our earlier exploration of the data for an arbitrarily chosen example of the
public sector leather shoe industry (ISIC 3240) from the volume on 1992/93 dtatistics.
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The procedure was replicated for the extraction of statistics from the "Annual Industrial
Production Statistics, 1993/94" on both public and private sectors of seven industries:
leather shoes (ISIC 3240); radio and television sets (ISIC 3832); carpets, tapestries, rugs
(ISIC 3214); automobiles (ISIC 3843); tires and inner tubes (ISIC 3551); sugar (ISIC
3118); and cement and gypsum (ISIC 3692).

Statistics were extracted from various sections in both volumes of the production statistics,
one on the public sector and the other on the private sector. The statistics are organized in
the publication in the following way: Part | costs and value of production by industrial
sector in ISIC 4-digit classifications; Part Il size of firms according to number of workers
by industrial sector in ISIC 4-digit classifications, Part Il size of firms according to
number of workers by governorates; and Part |V value of various kinds of inventory at the
beginning and end of the year by industria sector, by size according to number of workers,
and by governorate. The data were extracted and arranged in a format suitable for
calculations of ERP coefficients similar to the order in Table 5 of the main section of this
report. Theinitial format is the following:

Source: CAPMAS: Annual Industrial Production Statistics, 1993/94
Public (or Private sector) Cairo, (date of publication)

Industry: (descriptive name of the classification)

Activity guide: (CAPMAS/ISIC 2-, 3-, 4-digit classification code number)
Number of establishments:

(1) Commodity Inputs (LE '000):

Major raw materias: domestic
imported

Minor raw materials: domestic
imported

Packaging materials

Fuel

Electricity

Spare parts and other commodity inputs
Total commodity inputs

(2) Service Inputs (LE '000):
Industrial services from others
Maintenance expenses
Other service expenses
Total service inputs
Total commodity and service input

(3) Depreciation of Fixed Assets (LE 000)
Total commodity and service inputs and depreciation

(4) Production (LE '000):
Finished products
Unfinished products
Industrial servicesfor others
Other revenues
Total
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(5) Vaue-Added (LE '000):
Subsidies
Taxes and commodity duties
Production at factor costs
Total of inputs and depreciation
Net value-added

(5a) Other categories of salesrevenue:
Exported products
Merchandise for sale
Purchases for sdle

(6) Number of Employees by Job:
Owners working without wage payments (private sector only)
Owners working with wage payments (private sector only)
Management personnel, technicians, and clerks
Production supervisors and foremen
Operating laborers
Technical services laborers
Saleslaborers
Genera services laborers

Tota number of employees

(6a) Other categories of employees
Recruited, and sent-out trainees/scholars
Industrial apprentices

(7) Money Wages and Socia Insurance (LE '000): Wages Socll Ins Totd
Management personnel, technicians, and clerks
Production supervisors and foremen
Operating laborers
Technical services laborers
Saleslaborers
Genera services laborers

Totd

(8) Fringe Benefits (LE '000):

Total of money wages, socia insurance, and fringe benefits

(9) Rentsand Interest Payments (L E '000):

Rents (effective payments)
Rents (calculated or estimated)
Interest (effective payments)
Interest (calculated)

This is the list of relevant categories of statistical data which are found in the CAPMAS
publication. All of the categories of data are not strictly necessary for calculating the ERPs
of productive sectors, but some of the redundant data can be used with other information
for obtaining aternative datistics either for dternative ERP computations or for
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plausibility or consistency checks. Certain essential categories of data, however, are not
published. They must be collected or estimated by other means, and include the following

types.

guantity volume of production of the relevant output and inputs (in quantity with a
mention of the unit);

value and quantity in detailed categories of the output (for example, the categories in
the leather shoe industry would likely be men’s, women's, children’s, and infants');

value and quantity in detailed categories of the inputs by origina supply (domestic or
imported);

value and quantity of changes in inventories of the relevant output and inputs by
origina supply (domestic or imported); and

the HS classification code and customs tariff rate applied to the same kind of product
as the output and each inpuit.

The gaps in the information in the publication on the industrial production statistics were
filled by factua information or estimations made in intensive collaboration with a specialist
intheindustry. The result of this work was sufficient for computing the ERP of the leather
shoe industry (ISIC 3240) and to complete the pilot study for one industry. The same
procedure could be applied to other industries, using seems to be very difficult to achieve,
depending on the availability and ability of an industry specialist in every case.

7. Conclusions

The questionnaire used by CAPMAS for the annual industrial production survey includes
detailed categories for data that can be used in analyses for various objectives, including
ERP studies. Many of these categories, however, are not published by CAPMAS in the
"Annual Industrial Production Statistics." A possible major reason for not publishing data
in these categories could be that the responses are not given or they are inadequate.

For example, while the questionnaire demands data for the details of commodity inputs,
the replicated sample questionnaires show that respondents tend to aggregate items and
give only one amount for al commodity inputs or give two amounts, one for the major
commodity inputs and another for the auxiliary (minor) inputs, without identifying the
particular commodities. Therefore, even if most respondents fill in al the spaces of the
guestionnaire — and no evidence is seen for believing that this is the case — data on the
types and quantities of inputs are inadequate because the responses are not proper answers
to the questions. The same seems to be true for other categories of data.

The industrial production statistics are published more than two years after the end of the
production year. CAPMAS is trying to reduce this time lag to a year or less, and thus
would meet international recommendations.

Item (9) in the above list of data categories from the "Annua Industrial Production
Statistics' published by CAPMAS comprises two categories. "rent" and "interest”, which
are further classified by "effective payments' and "calculated or estimated" rents and
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interest. The "calculated or estimated" rent and interest mean the same as imputed rent
and interest. The procedure for deriving such hypothetical payments is comparable to the
business accounting convention of subtracting a value equivaent to the market cost of own
capital and rea estate (land and buildings) asif they were supplied by others.

This convention is usudly applied in business firms to get the taxable net profit (or loss) of
the firm by subtracting the imputed rent and interest from gross profits to get to the firm’s
taxable net profits. Therefore the imputed payments of rent and interest are treated as cost
elements for the computation of company tax obligations, instead of being treated as
components of value-added, as they should be from a national accounting perspective.
The same items are classified as costs of production in the CAPMAS statistics, too, and
not included in the value-added amount. In CAPMAS 's classification structure, however,
item (3) "Depreciation of Fixed Assets' refers only to fixed assets other than real estate,
and is treated as value-added, not as a material cost of production as they are in national
income accounts.



ANNEX G.

SCOPE OF WORK
DEVELOPMENT ECONOMIC POLICY REFORM ANALYSIS (DEPRA) PROJECT
Cairo, Egypt
9 January 1997

Task Order 010 - Contract No. 263-0233-C-00-6001-00

SCOPE OF WORK FOR:

RESEARCH STUDY ON
EFFECTIVE RATES OF PROTECTION
IN EGYPT
.- (PILOT PHASE) --

1. BACKGROUND

This research study will be one of the major studies carried out under the USAID/Egypt-funded
DEPRA project, whose purpose is to support the economic reform program of the Government
of Egypt (GOE). The project is designed for improving the government’ s abilities to gather and
anayze information, and devel oping recommendations for policy reformsto aleviate regulatory
and other constraints on trade, investment, private sector development and economic growth.

The GOE has a need to reduce effective rates of protection (ERPs) on Egypt’s domestic production, and to
rationdize its import tariff rate structure. Policy changes are crucia in order to reduce ERPs where high
protection no longer serves an economic development purpose. Lower ERPs would shift the balance of
investment risk from favoring investment and production for import-substitution toward export-orientation, or
a neutra trade position. The movement would be a step toward leveling the playing field for al producers,
and encouraging investment in production for export.

The computation of ERP, which is an indicator of competitiveness, should be used in analyzing the effects of
various tariff reform scenarios on selected industries and, to the extent possible, on other important economic
variables. Since the collection of customs duties on imports is a major source of government revenue in
Egypt, the fiscal implications of tariff reform and lowerERPs will be investigated separately in this study.

A number of obstacles and unknowns commonly impede studies of this kind, for example, it is difficult to
know in advance dl that must be known about the availability, quantity, and quality of data. A pilot phaseis
a practica and frequently necessary step for starting a study. It provides a period of discovering and
understanding the problems and opportunities for collecting data, and to develop the capacity for processing
and analyzing it. Therefore, this ERP needs to be started with a pilot phase, which can be expanded for
analyzing dl the important product sectors of the economy.

2. OBJECTIVES AND ASSOCIATED TASKS
The proposed study is designed to meet the following general objectives:
Provide GOE with the cal culated coefficients of ERP for selected sub-sectors of industry.

Assist GOE in developing a capacity for calculating and analyzing the ERPs for any sub-sector of
industry, and drawing conclusions for policy.

The activities described in this “scope of work” (SOW) for the study and its outputs are designed to support
decisions to be taken by GOE in formulating trade policy. Accordingly, the study team will focus on tariffs
and protection, and other relevant issues such as value-added and competiveness.

This SOW is designed under the assumptions that (1) selected GOE professional staff will actively participate
in al aspects of the study, and (2) the professionals will be selected from the Ministry of Economy and
International Cooperation (MOEIC), Ministry of Supply and Trade (MOST), and Ministry of Finance (MOF),
athough the staff of other ministries might aso collaborate in the study. It is particularly important that the
professionals actively participate together and collaborate in al activities of the study. The maor activities
will be data collection, data base management, ERP calculation, analysis of the results, and reporting on the
implications and recommendations for policy, as well as on-the-job training (OJT). The accomplishment of
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the task of data collection is especialy important to the study, and ultimately dependent upon GOE provision
of data.

The DEPRA study team and GOE staff will compute the coefficient of effective rate of protection for two or
more industries, depending upon the availability of the relevant and necessary production data. The results
can be compared with the broad measures of protection, mentioned in earlier studies, of the mgjor sectors of
the economy based on the aggregated data in the official input-output table (the social accounting matrix) for
the economy. The exercise of collecting data, computing ERPs, and interpreting the results will be the core
basis for the establishment of a permanent capacity for ERP analysis within MOEIC or MOST.

Thefollowing isalist of component tasks of the study:

1. Devise adetailed work plan for accomplishing the components of the study mentioned in this SOW
statement. The plan must be designed to provide analysis in support of a simplified, restructured
tariff regime and appropriately reducedERPs.

2. Collect the necessary data for the calculation of the coefficients of ERP of the selected, specific
products of Egyptian industry. Thiswill entail the following sub-tasks:

Survey and review the known sources and types of data available in Egypt.
Search and select the required datafor ERP calculations.
Prepare the collected data for use in the computations of ERPs.

3. Cdlculate ERP coefficients at the specific product level and provide an andytica interpretation to
GOE, with an explanation regarding:

Methodology.

Conditions concerning the reliability of the data

Degree of accuracy of the computed coefficients.

Policy implications of the ERP coefficients of the products, and recommendations for policy.
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4. Integrate aternative scenarios for tariff reduction within an analysis of the potentiad impacts on
government revenue, subject to the following proviso. This particular effort and output would be
conditiona upon accessing the “Egypt Indirect Tax Modd” in the Ministry of Finance, who would
be responsible for measuring the impact of tariff changes on government revenues. An anaysis of the
revenue impact would be developed in collaboration with the Ministry of Finance and the Public
Finance Administration Project managed by the Barents Group.

5. Assst MOST and MOEIC in developing the capacity for calculating coefficients of ERP by
providing the staff with on-the-job training, using a computer program designed specifically for
caculation of ERPs. This may include the following sub-tasks:

Develop the capacity for adapting, and working with, a computer prgram for ERP calculation.

Provide additional training to selected staff in advanced use and techniques of the computer and
theinstalled software, as well as building and managing a data base.

6. Assst MOST and MOEIC in developing the capacity for interpreting the computed ERPs, analyzing
the economic impacts of changesin tariff rates, and formulating practical policy recommendations.

3. METHODOLOGY

The Team Leader should propose -in the detailed work plan- whatever methodologies are deemed
appropriate and cost effective to complete the tasks, and meet the objectives. Suggested steps in the
methodology would include, but may not be limited to:

Review of relevant GOE, USAID, World Bank and other academic papers and reports of studies
on tariffs, protection, and ERPs and DRCs, particularly those related to Egypt.

Enquiries and discussion with authorities in MOST and MOEIC, the Ministry of Finance, the
Ministry of Planning; USAID; and other official entities.

Demonstrations, lectures, seminars, and other forms of training.

Exploration of potential impacts on government revenue from aternative scenarios of tariff
reduction, possibly using the “Egypt Indirect Tax Model” in collaboration with the Ministry of
Finance and the Public Finance Administration Project.

4. DELIVERABLES

Detailed work plan, including a brief report on data availability and the feasibility of using
existing computer programs for data management and ERP cal culations, due from the team leader
one week after the starting date.

Analytica report on the calculated ERPs, including an explanation of the methodology, results,
conclusions, and recommendations - specific to the ERPs and Egypt’s tariff structure, addressing
the matter of rationalization and simplification of the tariff structure and reduction of all tariff
rates and the overall maximum.

Outline of a program of courses for the training component; syllabus (outline of course structure,
requirements, and list of readings) of individual courses, covering the theoretica basis of ERP
coefficients.

Written reference manual(s) used for training and for permanent reference covering the
computational procedures of the ERP coefficients. Note: This deliverable will be feasible within
the proposed time frame only if it also proves feasible to adapt manuals and a proprietary software
program (ERPCAL C) developed by Nathan Associates, Inc.

Approximately six weeks of OJT (on-the-job-training) of the professiond dtaff (trainees) of
MOEIC, MOST, and MOF.

Evaluation of the trainees; an evaluation of the training program by the trainees.

Report of all components of the study and training activity within four weeks after completion of
the study.

Submitted reports will be written in English and a summary in Arabic. The Team Leader will submit the
documents and reports to the DEPRA Chief of Party or his designated Study Supervisor in a clear format on
paper and on computer diskette in a format that can be read by DEPRA (WordPerfect or MS Word for text
files, Excel, Quattro Pro, or Lotus 1-2-3 for tables and graphs.)
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5. LEVEL OF EFFORT, STAFFING REQUIREMENTS, AND DEPRA BUDGET
ALLOCATIONS

The work will be carried out over aperiod of three months by ateam comprising staff of MOEIC, MOST, and
the DEPRA Project, as well as professional consultants having specialized experience described below. A
fourth month will be utilized for writing the final report and recommendations, and for the GOE team
members to complete the transition from a short-term study to a permanent analysis unit.

The two principaly concerned ministries, MOEIC and MOST, will each appoint six staff members to
participate more or less full-time on the team for an approximate period of three months. Haf of these
persons will constitute a permanent ERP analysis unit for maintaining, expanding, and improving upon the
data base and analysis. Egyptian specidlists, specified below, will be recruited to render specific servicesin
economic analysis, statistical data, training, and technica writing. The computer program will be designed
and installed by an expatriate consultant. Another expatriate speciaist in tariff regimes and ingtitutional trade
affairs will be engaged for an assessment of the results and collaboration in writing policy recommendations.
The DEPRA Economic Advisor on Deregulation, in addition to being the designated Study Supervisor
mentioned in the section “Reporting and Other Conditions’, will be the Team Leader for this study unless
precluded by an overriding cause. Other staff of DEPRA, especially the Industrial/Market Economist, will
contribute expertise on a part-time basis.

With regard to the DEPRA task budget, the level of effort (time allocation) for the activity described in this
SOW is expected to be divided between tasks for “policy reform studies’ and “training” in the approximate
proportion of 2:1, that is, two-thirds of the level of effort will be for the policy reform study and the
remainder for training. Individual specialists on the study team might be qualified and perform in more than
one area of specialization, for example, computer programming and training.

Staff: from MOEIC, MOST, and MOF

The principaly concerned ministries will appoint professional staff members to participate more or less full-
time on the study team during the study period, and for continuation of the activity as a more or less
permanent capacity within GOE. MOEIC and MOST will each appoint six staff members and MOF will
appoint two.

The level of effort estimates in this scope of work are preliminary. They will be revised by the study team
leader to reflect additional information about the requirements to be obtained in the pilot phase of study, in
particular, information regarding (a) availability and quality of data, (b) the two specific industries to be
selected for the study, and (c) the working arrangement with GOE participants.

Expatriate;
Economist / Team Leader (DEPRA project staff):

Economist with experience in international trade policy and tariffs, trade regulations and GATT, and
especialy in the calculation and analysis of ERPs and tariff regimes.

Three person months.

Computer Programmer / Trainer:

Computer programmer with experience in satistica data management, computer model development,
working with economic analysts, and appropriate computer hardware and software, as well as experience in
training for computer program use and devel opment.

Up to three person months.

International Trade and Tariff Policy Economist:

Economic specidlist in tariff regimes and trade affairs, including GATT and determination of tariff rates, as
well as a sound background in public finance, structural adjustment, and/or macroeconomic modeling.

Up to six person weeks, starting in the third month of the study or soon after, or possibly in two periods/in-
country visits of three weeks each.

Egyptian:
Economist

Economist(s) with experience in quarntitative analysis of economic problems in Egypt, and capabilities for
making contacts and coordinating data collection, and experience in ERP calculations.

Up to four person months.
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Statistician
Statigtician with considerable experience in working with computers and data management, as well as
knowledge of data sourcesin Egypt and experience with data collection.

Two months.

Trainer / Interpreter

Economist with experience in teaching principles of economics, and working with computers and statistical
data bases.

One month.

Technical Writer

Technical writer with experience in writing procedure instructions and teaching materials, and desktop
publishing.

Two months.

6. REPORTING AND OTHER CONDITIONS

The Team Leader will report directly to the Chief of Party of the DEPRA Project (COP/DEPRA) or his
designated Study Supervisor, and will assume responsibility for collaboration with DEPRA, as well as the
management of the work schedule and activities of the team. The Team Leader and members will work
closely with MOEIC and MOST, and other GOE officials stipulated by COP/DEPRA or his designated Study
Supervisor.

A six-day work week is authorized for the work performed outside the United States by the short-term
consultants on the proposed study in this Scope of Work.

The DEPRA Project will provide local logistica support, including local transportation for long-distances,
and short-distances as feasible, office space with basic furniture and access to a telephone for local calls,
essential photocopying, and basic secretarial assistance. Each expatriate consultant is expected to provide his
or her own personal computer for own use, but not for training or data management and analysis. A printer in
the DEPRA office will be available to the study team. The Egyptian members of the team, in addition to their
professional duties, will be expected to act as interpreters and trandators, as needed, for interviews, essential
documents and reports, and to facilitate the activities of the Team Leader, expatriate consultants, and the
Study Supervisor.

7. START AND COMPLETION DATES

The study team should mobilize to begin the initial steps of the study by December, if possible, or latest by
January 1997. The team should complete the essential computations and analysis within three months after
starting, Although the study is scheduled to begin in December, or possibly in January, and to be
accomplished within three months, the schedule might require an adjustment at any time in the event of an
unforeseen major cause for delay. Such causes could include unavailability of a significant amount of key
data, an unavoidable requirement to collect primary data by a field survey and questionnaire directly from
industrial firms, lack of installed and operationa computers, or insufficient office space within either MOEIC
or MOST. While none of these impediments are likely to arise, the DEPRA Project will take all possible
steps to overcome the block promptly, if such should occur. The COP/DEPRA will determine whether a
postponement or suspension of the study would be required.

The COP/DEPRA shall, with advice from his designated Study Supervisor, determine the required period and
completion date of each component of the study, including the dates of participation of each member of the
study team. The dates of participation of the study team will be estimated by the Team Leader in the study
work plan, and confirmed by the COP/DEPRA at least two weeks prior to end of the assgnment of each
participant.

The contributions to the final report and other documents by an expatriate must be completed before departure
from Egypt. The due date for the contributions to the final report and other documents by residents in Egypt
shall be determined by COP/DEPRA or his designated Study Supervisor. The due date for the fina report
will be three to four months after starting the study.

End Scope of Work
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ANNEX H.

CAPMAS QUESTIONNAIRE

The attached questionnaire is a copy of the one used each year by CAPMAS for the
agency's annual industrial surv8yThe attachment includes short translations inserted by
hand.

CAPMAS tabulates summary statistics, by ISIC 4-digit categories of industry, from the
results of the industrial surveys and publishes them under the title, "Annual Industrial
Production Statistics", three or four years after the date for which the data are c8ilected.
The statistics are published in two volumes; the public sector industries are covered in one
and the private sector in the other.

43 CAPMAS is the acronym for the Central Agency for Public Mobilization and Statistics. It is the

national statistical office of the Egyptian government.
4 |SIC is the International Standard Industrial Classification of Economic Activities by the United
Nations.
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Annex |. Proposed Questionnaire 113
ANNEX 1.

PROPOSED QUESTIONNAIRE

The attached questionnaire was designed by DEPRA for potentia use in a specia survey
for the ERP study. It was made to obtain, in particular, necessary data on classifications
and costs of material input in production, and to classify data at the ISIC 5-digit level of
categories. The CAPMAS questionnaire more or less contains relevant questions for
information, but either the industrial producers do not provide full information or
CAPMAS does not enter it into its data base, as observed from 6 replicated completed
guestionnaires given by the Agency. The proposa of carrying out a specia survey was
abandoned because the funding required for the needed surveys by an independent firm or
CAPMAS would not likely be available.

The questionnaire in this annex would be a good aternative to the one used by CAPMAS,
which seems to be unnecessarily complex, requiring the respondents to divert excessive
resources in materials and time from their own productive activities in order to provide the
information required by CAPMAS. Perhaps it would be appropriate for the Agency to
review its needs and uses of industria data, and redesign the questionnaire accordingly.



D Aglaad Juna A a4y glhad by
Data Required For ERP Study

A8 g Dl N Llatie Bya e 30 SLALAD gy JILD e LD
Please make sure that the chosen firms are identical with regard to major and
secondary products.

:Basic data for activity identification Ajulud) BLED ey, )

S el Jala ElgLial —liealt BLED | e

Customs Code Products Industrial Activity | Serial N
ek p | Ry | Rgeu Ly X ety
Sec. Pro. | Maj. Pro. Second. | Major Second. | Major

]

Y

r

————= : Number of firms for which data are aggregated Ll fsapad aliia s .Y

———————— Total money wages including social insurance (L.E.)
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Consumed during the year aladl PI3 éllgLaall
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