FOR AID USE ONLY

AGENCY FOR INT9rRNATIONAL DEVELOIIMl4T
WAINaGTON. 0. C. 20623

BIBLIOGRAPHIC INPUT SHEET

-L

A. PRIMARY

Ec,no

1. SUBJECT
CLASi-

8. SECONOARY

FICATION

I

G~n~ral Eenn m~nt'

2. TITLE AND SUBTITLE

Foreign trade regimes and economic development: Egypt
3. AUTHORIS)

Hansen, Bent; Nashashibi, Karim
5.NUMBER OF PAGLS

4. DOCUMENT DATE

1q7

1

'AAR

IS. ARC NUMBER

ARC

7. REFERENCE ORGANIZATION NAME AND ADDRESS

National Bureau of Economic Research, Publications Department,
261 Madison Avenue, New York, New York 10016
8. SUPPLEMENTARY NOTES (Sponsorni Organizations Publishera, Availability)

Volume'4 of series published by the National Bureau of Economic Research. A list of the
titles within this series, and prices, printed on inside front cover of ARDA, V.3, No.4
9. ABSTRACt

I, 1961, Egypt's economy underwent some fundamental changes. Arab socialism
replaced free enterprise through a series of measures that put most big
businesses and nearly all foreign trade into government hands and imposed
controls over the remaining private sectors. Prices became subject to
regulation with a view to income redistribution and stabilization, and
resource allocation became a matter of administrative decision. Within this
new context, Egypt's foreign trade regimes and economic development are
evaluated here. The study is divided into three parts. Part One analyzes
the regimes at an aggregate level from World War II to the sixties. Part Two
examines-cropping patterns in agriculture, using an econometric technique
that permits measuring deviations from optimal acreages, ascribable to price
distortions as well as to direct government controls. Finally, Part Three
analyzes ten important industries (traditional and new) during the fifties
and sixties for their efficiency and international competitiveness.

W0. CONTROL NUMBER

II.PRICE OF DOCUMENT

PN-AAB-647
12. DESCRIPTORS

1, PROJECT NUMBER

14. CONTRACT NUMBER

CSD-2783 Res.
15. TYPE OF DOCUMENT
A ID 5 0 .1 4 741

Foreign Trade Regimes
and Economic Development:
A Special Conference Series
on Foreign Trade Regimes
and Economic Development
VOLUME IV

NATIONAL BUREAU OF ECONOMIC RESEARCH

New York

1975

Foreign Trade Regimes
and Econonic Development:
EGYPT

Sea

NedtfrRedo

Saidk

(I~

ARA

REPBLIAO
EGYPT

S5 I
5

Rd
9MILAUD

9
KLIts

'ARABIA
Gw.,

NA

EGYPT

by Bent Hansen
UNIVERSITY OF CALIFORNIA, BERKELEY

Karim Nashashibi
INTERNATIONAL MONETARY FUND

Columbia University Press
New York and London

DISTRIBUTED BY

NATIONAL BUREAU OF ECONOMIC RESEARCH

A Special Conference Series on Foreign Trade Regimes
and Economic Development

Library of Congress Card Number: 74-82375
ISBN for the series: 0-87014-500-2
ISBN for this volume: 0-87014-504-5
Printed in the United States of America
DESIGNED BY JEFFREY M. BARRIE

NATIONAL BUREAU OF ECONOMIC RESEARCH
Arthur F. Burns, Honorary Chairman
J. Wilson Newman, Chairman
Moses Ahramovitz, Vice Chairman
John R. Meyer. President
Thomas I). Flynn, Treasurer
Douglas If. Eldridge, Vice PresidentExecutire Sece'-tary
Gary Fromm, Director, NiER-i1ashington

OFFICERS
Victor R. Fuchs, Vice President-Research;
Co-director, NBER-Weit
Edwin Kuh, Director. Computer Research Center
Robert E. Lipse), Vice President-Research
Harvey J. McMains. Vice President;
Director, NBER-New York
Sherman J. Maisel, Co-director, NBER-West
Geoffrey II. Moore, Vice President-Research
Edward K. Smith, Vice President

DIRECTORS AT LARGE
Atherton Bteau, International Multifoods
John R. Meyer, Ilarvard University
Corporation
Geoffrey II. Moore, National Bureau of
Andrew F. Brimmer, flariard Uniiersity
Ecoomic Research
Arthur F. Burns, Board of Governors o1
J. Wilson Newman, Dan & Bradstreet,Inc.
the Federal Resert e System
James J. O'Leary, United States Trust
Wallace J. Campbell, Foundation for
(omanyio" of New York
Cooperative Hiousing
Rudolph A. Oswald, American Federation of
Erwin D. Canham, Christian Science Monitor
Lor
and Congress of Indutrial Organizations
Emilio G. Collado, Exxon Corporation
Alice M. RivIin, ('ongressional Budget Ofice
Solomon Fabricant. New York Unhersity
Robert V. Roosa, Brown Brothers Hiarriman
Frank L. Fernbaih, United Steelwt.rkers of
A Co.
America
Eli Shapiro, The Trrvelers Corporation
Eugene P. Foley, Montrose Securities, Inc.
Arnold M. Soloway, Jamnicaway Tower,
David L,. Grove. InternationalBusiness
Boston, Massachusetts
Machines Corporation
Lazare Teper. InternationalLadies' Garnent
Walter W. Heller, University of Minnesota
Wtorkers' Union
Vivian W. Henderson, Clark Colege
Theodore 0. Yntema, Oakland University

DIRECTORS BY UNIVERSITY APPOINTMENT
Moses Abramovitz, Stanford
Gardner Ackley, Michiqcn
Charles II. Berry, Print, ton
Francis M. Boddy, Minnesota
Otto Eck~tein, Iarvard
Walter D. Fisher, Northwestern
R. A. Gordon, Colifornia, Berkeley
J. C. LaForce, California, Los Angeles

Robert J. ILamplman, I' sconsin
Maurice W. Lee, North Carolina
Almarin Phillips, Pennsylvni.
lIoyd G. Reynolds, Yale
Robert M. Solow, Massacl-usetts IIstitute of
Technoiogy
Ilenri Theil, Chicago
William S. Vickrey, Columbia

DIRECTORS BY APPOINTMENT OF OFHER ORGANIZATIONS
Eugene A. Birnbaum, American Ma tageient
Association
Thontas D. Flynn, American Institute of
Certifie Public Accountants
Nathaniel Goldlinger, American Federation
of Labor and Congress of Inditrial
Organizations
Harold G. Ilalcrow, American Agricultural
Economics Association
Walter E. Ifoadley, nerican Finance Association

Percival V. Btrundage
Frank W. Fetter
Gottfried ial'erler

Gary S. Becker
Charlotte Boschan
Phillip Cagan
Stanley Diller
Solomon Fabricant
Milton Friedman
Gary Fromm
Victor R. Fuchs
J. Royce Ginn

Philip M. Klntinick. Connittee for
Economtic Det eloitnent
Paul W. NicCta,:ken, Armerican Statistical
A ssociation
Roy E. Moor, National Association of
BUIie.s Economists
[)otglass C. North, Ecotutnic Ilistory Association
Willard I. Thorp. Amnerican Economic AsSoclaton
Robert NI. Wili. Caiadian Econonics 4sociatiot

DIRECTORS EMERITI
Albert J. Ilcttitigcr, Jr.
George B. Roberts

Murray Shields
Boris Shishkin
Joseph If. Willits

SENIOR RESEARCH STAFF
Raymond W. Coldsmith
Ilal II. Lary
Michael Gort
Robert E. Lipsey
Michael Grossman
Sherman J. Maisel
F. Thomas Juster
lenoit B. Mandelbrut
John F. Kain
John R. Meyer
John W. Kendrick
Robert T. Michael
Irving B. Kravis
Jacob Mincer
Edwin Kuh
Ilse Mintz
William M. Landes
Geoffrey II. Moore

M. Ishaq Nadiri
Nancy Ruggles
Richard Ruggles
Anna J. Schwartz
Robert P. Shay
Edward K. Smith
George J. Stigler
Victor Zarnowitz

Relation of the Directorsof the National Bureau to
Publicationof the Country Studies in the Series on
Foreign Trade Regimes and Economic Development

The individual country studies have not passed through the National Bureau's
normal procedures for review and approval of research reports by the Board
of Directors. In view of the way in which these studies were planned and re
viewed at successive working parties of authors and Co-Directors, the Na
tional Bureau's Executive Committee has approved their publication in a
manner analogous to conference proceedings, which are exempted from the
rules governing submission of manuscripts to, and critical review by, the
Board of Directors. It should therefore be understood that the views expressed
herein are those Gj the authors only and do not necessarily reflect those of the
National Bureau or its Board of Directors.
The synthesis volumes in the series, prepared by the Co-Directors of the
project, are subject to the normal procedurcs for review and approval by the
Directors of the National Bureau.

contents

Co-Directors' Foreword
Acknowledgments
PrincipalDatesand HistoricalEvents

xxi
xxiv
xxix

Introduction

xxxi
PART ONE
Foreign Exchange Regimes in Egypt, 1946-1969

Chapter 1: Foreign Trade in the Egyptian Economy
Ninety Years of Free Trade, 1840-1930
Protectionism and the Beginning of Industrialization, 1930-1950
The Economic Policies of the Nasser Regime
The New Economic System
National Production and Expenditures, 1947 to 1969-70
Foreign Trade and Balance of Payments, 1947-1969

3
3
4
5
8
11
15

X

CONTENTS

Chapter 2: Foreign Exchange Regimes, 1945-1961: Oscillations be
tween Phases 1, 11, and V
The Postwar Recovery
The Dollar Shortage, Triangular Transactions, and the Export
Pound: Phase I
The Korean Boom and Import Liberalization in Egypt: Phase V
Post-Korean Recession, Licensing, and the Import Entitlement
System: The Beginning of Phase II
Bilateral Trade
The Abolition of the Export Pound and Import Entitlements. 1955
Economic Recovery zfter 1956 and the Shift toward East Bloc
Trade
The Foreign Exchange Budget
Export Premium Systems and Import Duties, 1957-1961
The Nationalization of Foreign Trade, 1961
Foreign Exchange Crisis and Devaluation, 1962
Chapter 3: The Effective Exchange Rate, 1948-1961: An Appraisal
The Concepts of Average Depreciation and Price Distortion
The Statistical Picture
World Business Conditions and Average Depreciation in Egypt
The Overvaluation of the Egyptian Pound
Domestic Policies and 3aiance of Payments Deficits
Foreign Exchange Policy Targets
Countercyclical Exchange Rate Policy
An Appraisal of th.-Effective -_xchange Rate Policy
Allocational Effects of Exchange Policies
Chapter 4: The Devaluation of 1962
The Foreign Exchange Crisis of 1962
The Position of Agriculture
The Effects on Manufacturing
General Appraisal (,f the Devaluation of 1962
Devaluation in a Controlled Economy
Chapter 5: The Administration of Foreign Trade and Foreign
Exchange since 1961
Economic Stagnation and Foreign Payments Collapse: 1964-1967
Developments after the 1967 War

25
26
26
32
39
43
44
45
46
46
50
50
53
53
55
65
67
68
72
75
81
86
89
89
91
95
101
103

107
108
121

CONTENTS

The Administrative System
Appraisal of the System's Performance

A

•122
125

PART TWO
Protection, Controls, and Competitiveness in Egyptian Agriculture
Chapter 6: Bask Characteristics of Egyptian Agrickdture
Outputs, Inputs, and Value Added
The Irrigation System
Crop Rotation
Supply (Acreage) Elasticities for Field Crops (1913-1961)
Quantitative Restrictions in Agriculture

Chapter 7: The Impact of Protection and Controls on Agriculture
The Protective Position, 1961-1968
An Attempt to Quantify the Suboptimality of Crop Policies,
1962-1968
Agricultural P.icing and Income Distribution
Final Remarks

137
137
139
143
147
150

158
158
167
194
197

PART THREE
Protection, Controls, and Competitiveness in Egyptian Industry
Chapter 8: The Traditional Industries

203

The Cotton Spinning and Weaving Industry
The Sugar Industry
The Cement Industry

206
228
242

Chapter 9: Efforts to Broaden the Industrial Structure:
The New Industries

255

Fertilizers
The Rubber Tire Industry
The Pulp and Paper Industry
The Iron and Steel Industry
The Automobile Industry

255
271
277
283
298

Xii

CONTENTS

Chapter 10: Evaluation of Resmorce Use in Selected Manufacturing
Industries, 1954-1979

309

Appendix A: Acreage Response Functions for Eleven Egyptian
Field Crops

317

A Model for Crop Acreage Response
Method of Estimation
Results of Estimations
Predictions of Acreages, 1962-1968
References to Appendix A

317
331
333
338
344

Appendix B: Definition of Concepts and Delineation of Phases

347

Index

353

Tables and Charts

1-1

Gross Domestic Product: Growth Rate and Sectoral Origin,
1947 to 1968-69
1-2
Gross National Product and Gross Domestic Product: Distribu
tion by Expenditure Category
1-3
Egypt's Balance of Payments, 1950-67
1-4
Exports by Commodity Group, 1950-68
1-5
Imports by Commodity Group, 1950-68
1-6
Egypt's Trade with Eastern Europe
2-1
Production, Income, and Foreign Trade. 1945-49
2-2
Trade with Sterling Area and Nonsterling Countries, 1946-50
2-3
Exchange Rates for the Egyptian Pound
2-4
Depreciation through the Export Pound
2-5
Cotton Prices, Terms of Trade, and Foreign Trade, 1949-53
2-6
Prices and Wages
2-7
National Income and Production, 1949-53
2-8
Egypt's Budget
2-9
Production and Foreign Trade, 1953-56
2-10 Trade with Sterling Area and Nonsterling Countries, 19i1-57
2-11 Egypt's Balance of Payments with Bi!ateral Agreement Countries
2-12 Distribution of Current Payments and Receipts by Country
Group, 1954 and 1957
3-I
Average Net Effective Depreciation (+) or Appreciation (-)
Compared with 1947: Exports

12
13
16
20
21
22
27
28
33
34
34
35
35
36
40
41
43
47
56

xvi

3-2
3-3
3-4
3-5
3-6
4-1
4-2
4-3
4-4
5-1
5-2
5-3
5-4
5-5
5-6
5-7
6-1
6-2
6-3
7-1
7-2
7-3
7-4
7-5
7-6
7-7
8-1
8-2

TABLES

Average Net Effective Depreciation (+) or Appreciation (-)
Compared with 1947: Imports
Average Depreciation and Index of Distortion, 1947-62
Depreciation of the Egyptian Pound on "B-Accounts"
Prices and Money Supply, 1949-62
Foreign Exchange Reserves, All Banks
Growth Rate of Gross Domestic Product and National Expendi
ture, 1957-58 to 1963-64
Domestic Value Added (DVA), Effective Rate of Protection
(ERP), and Domestic Resource Cost (DRC) in Agriculture,
1961, 1963, and 1964
Outputs, Inputs, and Profits in Manufacturing Industry, 1960 to
1965-66
Domestic Resource Costs (DRCs) in Selected Manufacturing
Industries before and after the Devaluation of 1962
Economic Indicators, 1963-64 to 1970-71
Money Supply, 1962-68
Imports, 1963-68
Exports, 1963-68
Inventories in State-Owned Industrial Enterprises
Distribution of Foreign Trade by Area, 1961-68
Foreign Exchange Quotas Allocated to Various Ministries and
Organizations in the Fiscal Year 1963-64
Production Account, 1965
Major Field Crops, 1965
Average Elasticities of Crop Acreages
Effective Rates of Protection (ERPs) and Domestic Resource
Costs (DRCs) for Major Field Crops, 1961, 1963, and 1964
Example of Domestic Resource Costs for Full Three-Year
Rotation
Nominal de facto Protection (+) or Taxation (-), Nine Major
Field Crops, 1961-69
Cotton Acreage, Export Volume, and International Prices,
1962-63 to 1968-69
Ranking of Crops in 1963 According to ERP, DRC, and Alter
native Measures of Acreage Misallocation
Misallocation of Land, Average 1962-68
Income in Agriculture, 1961
Employment, Wages and Salaries, and Value Added in Manu
facturing Industry, 1966-67
Cotton Consumption by Domestic Spinning Mills and Yarn
Imports

60
62
63
70
73
91
93
96
100
109
110
111
112
113
120
124
138
140
148
160
163
164
174
189
191
195
204
208

TABLES

8-3
8-4
8-5
8-6
8-7
8-8
8-9
8-10
8-11
8-12
9-1
9-2
9-3
9-4
9-5
9-6
9-7
9-8
9-9
9-10
9-1 I
10-1
10-2
A-I
A-2
A-3
A-4

Xvii

Cotton Textile Exports
212
Rates of Return, ERPs, and DRCs in the Cotton Textile Industry 219
Implicit Tariff Rates for Textiles
222
Productivity Indicators in Egyptian Cotton Spinning and
Weaving
224
Public versus Private Sectors in the Cotton Weaving Industry,
1965-66
227
Price Series for Raw and Refined Sugar
232
ERPs and DRCs in the Integrated Sugar Industry
237
Full Three-Year Rotations: Sugar and Alternative Rotation
240
Exports of Egyptian Cement: Tonnage and Prices
245
Cement Industry: ERPs, DRCs, Return to Capital, and Perfor
mance Indicators
246
Phosphate Fertilizer Industry: ERPs, DRCs, and Performance
Indicators
258
Nitrogenous Fertilizer Prices, 1951-68
264
Nitrogenous Fertilizer Industry: ERPs, DRCs, and Performance
Indicators
266
Tire Industry: Rates of Return, ERPs, and DRCs
275
Paper Industry: Production, Imports, and Prices
280
Paper Industry: Rates of Return, ERPs and DRCs, 1962-63
284
Domestic and Import Prices of Steel Products
286
Value Added, Profits, DRC, and ERP at the Helwan Steel Plant,
1964-65
292
Steel Industry: Costs and Performance Indicators in Egypt and
Other Countries, Selected Years
295
Automobile Industry: Production and Imports, 1954-71
300
Automobile Industry: Rates of Return, ERPs, and DRCs,
1963-64
303
Effective Rates of Protection (ERPs) in Ten Manufacturing
Industries, Selected Years
310
Domestic Resource Costs (DRCs) in Ten Manufacturing
Industries, Selected Years
311
The Impact of Upper Limits to Cotton Cultivation
330
Results of Estimates of Acreage Response Functions
334
Acreage Predictions, 1962-68
339
Relative Value of Ouput Fj, 1961-68
340

Exports and Imports as Percentages of GNP, 1938-39 to
1969-70
Gold Prices
3-1
Cotton Prices and Average Depreciation
3-2
Cotton: Output, Exports, Price, Stocks, 1946-62
3-3
Dates of Sowing and Harvesting Important Egyptian Crops
6-1
Cotton: Actual versus Predicted Crop Areas
7-1
7-2
Rice: Actual versus Predicted Crop Areas
7-3
Corn: Actual versus Predirted Crop Areas
Millet: Actual versus Predicted Crop Areas
7-4
7-5
Wheat: Actual versus Predicted Crop Areas
Barley: Actual versus Predicted Crop Areas
7-6
Onions (Winter): Actual versus Predicted Crop Areas
7-7
Beans: Actual versus Predicted Crop Areas
7-8
7-9
Lentils: Actual versus Predicted Crop Areas
7-10 Helba: Actual versus Predicted Crop Areas
7-11 Sugar: Actual versus Predicted Crop Areas
Cotton Textiles: Production and Exports, 1948-71
8-1
Exports of Raw Cotton and Cotton Textiles, 1950-72
8-2
Cotton Prices, 1948-72
8-3
Sugar: Production and Consumption, 1939-71
8-4
8-5
Cement: Production and Trade, 1925-70
9-1
Phosphate Fertilizers: Production and Trade, 1947-71
9-2
Nitrogenous Fertilizers: Production and Imports, 1950-71
1-1

19
64
66
79
145
172
175
177
178
179
181
182
183
184
185
186
211
215
216
230
244
256
263

CHARTS

9-3
9-4
9-5
A-I
A-2

xix

Rubber Tires: Production and Trade, 1956-70
273
Paper: Production and Imports, 1950-70
278
Iron and Steel Products: Production, Consumption, and Imports,
1950-71
289
Limits to and Reduction of Cotton Acreage
328
Response to Area Restrictions
341

Co-Directors' Foreword

This volume isone of a series resulting from the research project on Exchange
Control, Liberalization, and Ecornomic Development sponsored by the Na
tional Bureau of Economic Research, the name of the project having been sub
sequently broadened to Foreign Trade Regimes and Economic Development.
Underlying the project was the belief by all participants that the phenomena
of exchange control and liberalization in less developed countries require care
ful and detailed analy:: within a sound theoretical framework, and that the
effects of individual policie3 and restrictions cannot be analyzed without con
sideration of both the nature of their administration and the economic environ
ment within which they are adopted as determined by the domestic economic
policy and structure of the particular country.
The research has thus had three aspects: (1) development of an ana
lytical framework for handling exchange control and liberalization; (2) within
that framework, research on individual countries, undertaken independently
by senior scholars; and (3) analysis of the results of these independent eflorts
with a view to identifying those empirical generalizations that appear to
emerge from the experience of the countries studied.
The analytical framework developed in the first stage was extensively
commented upon by those responsible for the research on individ-aal countries,
and was then revised to the satisfaction of all participants. That framework,
serving as the common basis upon which the country studies were undertaken,
is further reflected in the syntheses reporting on the third aspect of the research.
The analytical framework pinpointed these three principal areas of re
search which all participants undertook to r'nalyze for their own countries.
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Subject to a common focus on these three areas, each participant enjoyed
maximum latitude to develop the analysis of his country's experience in the
way he deemed appropriate. Comparison of the country volumes will indicate
that this freedom was indeed utilized, and we believe that it has paid hand
some dividends. The three areas singled out for in-depth analysis in the
country studies are:
I. The anatomy of exchange control: The economic efficiency and dis
tributional implications of alternative methods of exchange control in each
country were to be examined and analyzed. Every method of exchange con
trol differs analytically in its effects from every other. In each country study
care has been taken to bring out the implications of the particular methods of
control used. We consider it to be one of the major results of the project that
these effects have been brought out systematically and clearly in analysis of
the individual ceuntries' experience.
2. Vhe liberalization episode: Another major area for research was to be
a detailed analysis of attempts to liberalize the payments regime. In the ana
lytical framework, devaluation and liberalization were carefully distinguished,
and concepts for quantifying the extent of devaluation and of liberalization
were developed. It was hoped that careful analysis of individual devaluation
and liberalization attempts, both successful and unsuccessful, would permit
identification of the political and economic ingredients of an effective effort in
that dii 2ction.
3. Growth relationships: Finally, the relationship of the exchange con
trol regime to growth via static-efficiency and other factors was to be inves
tigated. In this regard, the possible effects on savings, investment allocation,
research and devciopment, and entrepreneurship were to be highlighted.
In addition to identifying the three principal areas to be investigated, the
analytical framewoik provided a common set of concepts to be used in the
studies and distinguished various phases regarded as useful in tracing the ex
perience of the individual countries and in assuring comparability of the anal
yses. The concepts are defined and the phases delineated in Appendix A.
The country studies undertaken within this project and their authors are
as follows:
Brazil
Chile
Colombia
Egypt
Ghana

Albert Fishlow, University of California, Berkeley
Jere R. Behrman, University of Pennsylvania
Carlos F. Diaz-Alejandro, Yale University
Bent Hansen, University of California, Berkeley, and
Karim Nashashibi, International Monetary Fund
J. Clark Leith, University of Western Ontario
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India
Israel
Philippines
South Korea

Turkey

xxiil

Jagdish N. Bhagwati, Massachusetts Institute of Tech
nology, and T. N. Srinivasan, Indian Statistical Institute
Michael Michaely, The Hebrew University of Jerusalem
Robert E. Baldwin, University of Wisconsin
Charles R. Frank, Jr., Princeton University and The
Brookings Institution; Kwang Suk Kim, Korea Develop
ment Institute, Republic of Korea; and Larry E. West
phal, Northwestern University
Anne 0. Krueger, University of Minnesota

The principal results of the different country studies are brought to
gether in our overall syntheses. Each of the country studies, however, has
been made self-contained, so that readers interested in only certain of these
studies will not be handicapped.
In undertaking this project and bringing it to successful completion, the
authors of the individual country studies have contributed substantially to the
progress of the whole endeavor, over and above their individual research.
Each has commented upon the research findings of other participants, and
has made numerous suggestions which have improved the overall design and
execution of the project. The country authors who have collaborated with us
constitute an exceptionally able group of development economists, and we
wish to thank all of them for their cooperation and participation in the project.
We must also thank the National Bureau of Economic Research for its
sponsorship of the project and its assistance with many of the arrangements
necessary in an undertaking of this magnitude. Hal B. Lary, Vice PresidentResearch, has most energetically and efficiently provided both intellectual and
administrative input into the project over a three-year period. We would also
like to express our gutitude to the Agency for International Development for
having financed the National Bureau in undertaking this project. Michael
Roemer and Constantine Michalopoulos particularly deserve our sincere
thanks.
N. BHAGWATI
Massachusetts Institute of Technology
JAGDISH

0. KRUEGEF
University of Minnesota
ANNE

Acknowledgments

Gathering statistics and other basic information has been one of the major
difficulties in our work on this book, which, in several instances, has been
severely limited by the lack of data. Egypt may have better statistics than many
other less developed countries, but what does exist is not always easily acces
sible, and administrative practices are, more often than not, difficult to uncover
and describe systematically. In this and other respects we afc. much indebted to
Abdel Moneim El Kaissouni, General Manager of the Egyptian International
Bank for Foreign Trade and Development; Nazih A. Deif, Executive Director
of the International Monetary Fund; Mahmoud Sidky Mourad, formerly
Deputy Minister of the Economy and Foreign Trade; Levon Kisheshian, cor
respondent to El Ahram; Said Sonbol, editor, Akhbar El Yom; and Moham
med El Sayed Oweida, librarian at the Institute of National Planning, Cairo.
Without their great helpfulness substantial parts of the monograph could not
have been written.
Much useful information was also obtained on visits to the FAO office in
Cairo, the GATT organization in Geneva, and the foreign exchange control
authorities in Cairo. Wyn F. Owen, of the University of Colorado, Boulder,
read Part Two and gave us valuable comments on agricultural problems.
On the more technical level, we acknowledge statistical, econometric, and
computational assistance from Khairy Tourk and Rabab Kreidieh Ward.
Thomas Rothenberg, University of California, Berkeley, advised us on econo
metric problems. We are also grateful to Hedy D. Jellinek for editing the
manuscript, and to H. Irving Forman for drawing the charts.
The study of response functions in Appendix A was made possible
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Last but not least, we must express our gratitude for the continuous
flow of comments and advice. received during the last two years from the
co-directors of the project, Jagdish Bhagwati and Anne Krueger, and from
Hal Lary of the National Bureau of Economic Research, who read
draft
after draft and often caused us to reconsider results, reorgan;ze material, and
clarify obscure points. To have had continuous access to thei. expert opinion
has made participation in this project an unusually rewarding experience
for
the authors.
This study was undertaken as part of the National Bureau of Economic
Research project on exchange control, liberalization, and economic develop
ment, under a research contract with the Agency for International Devel
opment. Research for the study was carried out at the University of California
at Berkeley and nt the United Nations in New York prior to the appointment
of one of the authors to the staff of the International Monetary Fund.
The
view- expressed in this book are entirely the authors' own.
Finally, we want to call the reader's attention to the authors' NBER
Working Paper No. 48, entitled "Protection and Competitiveness in Egyptian
Agriculture and Industry,"' which presents details of the calculations
of
ERPs and DRCs for both agriculture (Chapter 7) and industry (Chapters
8
and 9), together with the statistical material used in estimates of acreage
response functions and elasticities (Chapter 6 and Appendix A) and crop
area predictions (Chapter 7), as well as some international comparisons
of
the competitiveness of Egyptian industries. This Working Paper is available
from the National Bureau on request.
BENT HANSEN
KARIM NASHASHIBI

Foreign Trade Regimes
and Economic Development:
EGYPT

Principal Dates and Historical Events

in Egypt

1805 Accession of Mohammed Ali.
1830 Introduction of long staple cotton (Jumel).
1834 Start of Delta Barrage construction at the bifurcation of the Nile near
Cairo.
1838 Free Trade Treaty between Great Britain and the Ottoman Empire.
1863-65 Cotton boom (related to the Civil War in the United States).
1869 Inauguration of Suez Canal.
1882 British occupation; appointment of Lord Cromer as British agent and
Consul General.
1890 Delta Barrage is brought into effective use.
1902 Inauguration of Aswan Dam.
1907 Resignation of Cromer and appointment of Sir Eldon Gorst.
1914 Egypt is declared a British protectorate.
1920 Establishment of Bank Misr.
1922 Accession to independence (in principle).
1930 Imposition of a new customs tariff.
1947 Egypt leaves the sterling area.
1948 Palestinian War.
1949 Devaluation of Egyptian pound following sterling.
1950 First general election; formation of a nationalistic government.
1951 Korean cotton boom.
1952 July: Coup d'etat by the Free Officers.
September: Creation of a Permanent Council for the Development of
National Production.
Land reform limiting property to 200 feddans.
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1954

PRINCIPAL DATES AND HISTORICAL EVENTS IN EGYPT

February: Gamal Abd el Nasser takes over.
July: Agreement on withdrawal of British troops from Canal Zone.
1955 February: Israeli attack on Gaza.
September: Arms deal with Chechoslovakia.
1956 July: Withdrawal of United States and United Kingdom from Aswan
High Dam finance and end of IBRD participation in the project.
Nationalization of Suez Canal.
October: Suez War.
1957 January: Creation of Economic Organization for Public Investment;
launching of industrial plan.
Egyptianization laws for financial and trading institutions.
1958 February: Union with Syria; formation of the United Arab Republic.
Russian commitment to finance Aswan High Dam.
1960 Nationalization of Bank Misr and the National Bank of Egypt.
1960-61 to
1964-65 First Five-Year Plan.
1961 July: Nationalization of most industrial firms and foreign trade.
Reduction of land holdings to 100 feddans per individual.
September: Withdrawal of Syria from Union.
1962 May: Devaluation of the Egyptian Pound.
September: Egyptian troops intervene in Yemen following military
coup.
1963 April: Nationalization of cotton export firms, ginning mills, and some
industrial firms.
October: Formation of the Arab Socialist Union and proclamation of
the Charter.
1964-65 Stabilization Policy.
1965 Abrogation of U.S. credits (PL 480).
1967 June War.
1970 July: Inauguration of Aswan High Dam.
September: Death of Nasser.

Introduction

The political revolution that overthrew the monarchy in 1952 was of little im
mediate consequence for the Egyptian economy. Land reforms resulted in
some redistribution of land and wealth, but the economy continued to be
based on private enterprise. As before, quantitative regulations remained
directed mainly toward foreign trade and payments, and were largely of the
type introduced by many other less developed countries as temporary emer
gency measures, to be abolished whenever circumstances permitted. It is al
ways difficult to identify precisely what the policy objectives are in such
transitional periods, but at least until the Suez War of 1956 there was
nothing to indicate that the economy would not continue on a private enter
prise basis.
By the end of the fifties government attitudes had shifted in favor of
public participation in and direct regulation of the economy, and in 1961
sweeping nationalization measures brought most big business and virtually
all foreign trade into the hands of the state. The ideals of private enterprise
and free trade were now replaced by those of Arab socialism. In practice,
that meant a mixed economy with a large public sector (which included all
foreign trade) and with the remaining private economic activities subject to
various kinds of direct controls. Prices were regulated for purposes of income
distribution and stabilization, and resource allocation in important fields be
came a matter of administrative decision.
This metamorphosis is described in some detail in Chapter 1. It has the
important consequence for our study that the exchange regimes after 1961
have to be appraised as an integral part of the general control system, while
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their impact on the pre-1961 period has to be analyzed on the basis of the
regimes in conjunction with the accompanying aggregative economic policies.
The shift in emphasis is related also to a change in the role of prices. In a
private enterprise economy the impact of a foreign exchange regime can be
gauged through the price distortion it causes, assuming that private producers
adjust to the distorted prices. Under extensive price control, domestic market
prices will no longer exclusively reflect the exchange regime, and with a large
public sector where investment decisions are made by the government, as well
as direct intervention in production decisions in both public and private sectors,
the allocation of resources will not reflect domestic market prices, either. A
system that deliberately intervenes in resource allocation through direct com
mands may conceivably attain efficiency in production and investment---or
create even more inefficiency than would follow from the given exchange
regimes under a market system.
Problems of this nature compelled us to supplement the investigation of
exchange regimes and trade controls with a rather detailed study of govern
ment decisions regarding industrial and agricultural investment and produc
tion to gauge directly the degree of efficiency or inefficiency in these areas.
As a consequence, we have found it appropriate to divide the monograph into
three parts. Part One describes the exchange regimes from World War II
until the end of the sixties and examines their effects at an aggregate level;
Part Two analyzes cropping patterns in agriculture during the sixties; and Part
Three studies the investment and production developments in ten manufactur
ing industries during the fifties and sixties.
From World War II until 1961 Egypt was the happy owner of very
substantial-though largely blocked-foreign exchange reserves in London.
During this period Egypt's foreign exchange policies basically consisted in
responding to the ups and downs of world economic conditions as they mani
fested themselves in the international markets for long staple cotton. Their
aim was to stabilize both the Egyptian balance of payments and the domestic
economy under the constraint set by the speed at which the British government
would agree to release Egyptian sterling reserves and convert them into U.S.
dollars. The phases of Egyptian exchange policies from the second half of the
forties to the beginning of the sixties thus tended to coincide with the phases
of the world economy.' During an international upswing, cotton prices and
export earnings generally increased, generating an upswing with tendencies
toward price increases in the domestic Egyptian economy. To stabilize the
economy the obvious policy was to relax whatever exchange controls might
have existed and to appreciate the domestic currency in an effort to dampen
export earnings, expand imports, and keep down domestic prices. Vice versa,
during a downswing in world business conditions, cotton prices and export
earnings declined and deflationary tendencies were transmitted to the domes
tic economy. Stabilization now required tightened exchange controls and some
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measure of currency depreciation. Note that the aim
of stabilizing domestic
prices and production went nicely hand in hand with
that of stabilizing free
foreign exchange reserves.
It is along the lines of this paradigm that Chapters
2 and 3 attempt to
describe and analyze the Egyptian exchange regimes
from World War II to
1961. During this long period the country was vacillating
between what the
co-directors term Phases I, II, and V;2 the problem
is to trace possible sub
phases to understand t.:ese vacillations. To be fully
understood, the Egyptian
exchange regimes have to be viewed as integral parts
of general agg'.gative
stabilization policies, not merely as palliatives adopted
to save a troublesome
exchange reserve situation or protect Jc:ne"ctic industries.
Their success was
rather limited; generally, they could be characterized as
"too little -,-d too late."
In 1962 the foreign exchange reserves were exhausted
and Lgypt entered
a period of permanent, severe foreign exchange crisis-as
devaluation with unification of exchange rates was undertakenyet unresolved. A
in 1962 (as dis
cussed in Chapter 4). In a sense, it could be said
that here we have Phase
III, to use the co-directors' terminology: after fifteen
years of fumbling with
foreign exchange regimes, the government finally decided
to devalue overtly.
De facto, however, the devaluation was imposed upon
International Monetary Fund as a condition for obtaining the ountry by the
short-term credits
in a critical situation, possibly in the hope that it might
bc
alization in the conventional sense of the word. The an overture to liber
Egyptian government
had not wanted to devalue-it saw no reason for it,
and had no intention of
liberalizing trade and foreign exchange in any sense
of the
time, the fundamental institutional changes in Egyptian word. For by that
society alluded to
above were a fait accompli, rendering it difficult and,
indeed, inappropriate fu
pursue the analysis in terms of deviations from and
approaches to free trade.
With the introduction of Arab socialism, foreign trade
and financial traas
actions became government prerogadves that weie not
going to be abolished
even if the economy, internally and externally, had
been in a state of equili
brium. Indeed, what were emergency controls before
1961 now became the
normal institutions of the country, and how the economy
would work was
going to depend, inter alia, upon the rules for their
operation. Refusing to
see anything but palliatives in such a system would be
an absurdity, almost like
insisting that the communist system in the Soviet
Union is really only an
expedient that would be superfluous if that country
just
demand management policies and introduced a realistic pursued appropriate
exchange rate! With
controls established as permanent institutions in a
system dominated by the
public sector and by government ownership and decisions,
the asis for th.r,
evaluation should be above all how well they serve
that particular system,
with its particular constraints on private economic activity
and its particular
economic and social aims (as best as these can be identified).
It is along these lines that Chapter 5-and Parts Two
and Three in their
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entirety-attempt to appraise exchange regimes and domestic controls after
1961. Chapter 5 describes the situation after the nationalizations of that year
and the devaluation of 1962, focusing on the formal machinery of exchange
allocation. The motives for the actual allocations, apart from certain very
general principles, are hidden behind a wall of administrative secrecy which we
have not been able to penetrate (yet another reason why we have been com
pelled to study directly the allocation of resources in Parts Two and Three).
Chapters 6 and 7 study cropping patterns in agriculture during the sixties.
An econometric technique was developed to measure the deviation of actual
crop acreages from optimal acreages, the portion of the deviation that can be
ascribed to price distortions, and the impact of direct government controls.
Generally, we find that, rather than neutralizing them, the direct controls have
added to the deviations from optimal cropping patterns that the price dis
tortions alone would have created. Thus, on balance, far from improving the
situation in regard to efficiency in production, the direct acreage controls only
served to make it worse.
Chapters 8 to 10, comprising Part Three, analyze ten important manu
facturing industries from the point of view of efficiency and international com
petitiveness. Because the government-before 1961 with the participation of
private industry-attempted to broaden the industrial structure, it did not
concentrate investments in the most efficient, traditional industries. Hence, a
tendency to a relative decline in measured competitiveness is apparent over
the period. It may be partly explained by the emergence of infant industries,
but some long-term misallocation of investments clearly did take place. There
is no evidence that this went beyond the misallocation that would have oc
curred in any case as a consequence of genuinely private investment decisions
made by private firms on the basis of price distortions created by the govern
ment to provide adequate profits in inefficient industries. Before 1961, low
efficiency was, in fact, always accommodated by the necessary price distor
tions. After 1961, inefficiency was reflected in low profits or losses, financed
by government subsidies, rather than in greater price distortion. Thus, it can
be argued that after 1961 there was less misallocation in respect to manu
factured consumer goods in the sense that price distortion of consumption
patterns was reduced. Moreover, there was no automatic "resource pull" to
inefficient industries. These positive features may have been more than offset,
however, by shortages in consumer goods caused by trade controls and by
undue concentration of decisions at the ministerial level, severely disrupting
the incentive system at the plant level, misallocating labor, crippling its dis
cipline, and generally creating a rather erratic pattern of trade and inventories.
Albeit soine labor misallocation may have been adopted for the sake of
income redistribution, the latter can certainly not serve as an excuse for the
nepotism in hiring practices and personnel management prevailing over the
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whole period and aggravated after 1961. There is, on the other hand, little
evidence of production disruptions as a direct consequence of the exchange
regimes, although this circumstance is probably related to discrimination in
favor of the big, modern manufacturing industries, as discussed in Part Three.
It should be emphasized that our paradigms at best capture only the
most essential characteristics of Egyptian foreign exchange regimes. Actual
developments were more complex than that. Moreover, the aims of successive
governments were never clearly formulated, and more often than not policy
moves were badly prepared, poorly executed, and occasionally inconsistent.
In explaining our paradigms, we warned against considering the exchange re
gimes as mere palliatives. To somc extent, of course, they were just that. Thus,
both the Orgaiiization ot Free Officers and, later, Nasser himself were obsessed
by the idea of the stability of the Egyptian pound-that is, of its oflicial par
rate-as a symbol of the soundness of the economy and perhaps even of the
nation. (In all fairness, let it not be forgotten that this was conventional wis
dom at that time. codified in the IMF.) When, during the fiftics, exchange
regimes followed each other in rapid succession, they doubtless also served to
conceal the true nature of the policy pursued. And the resistance to the 1962
devaluation, not to mention the blunt refusal to devalue further in 1966, may
have been more a question of paying homage to the national (and inter
national) symbol than the logical consequence of sponsoring an economic
system where prices serve to regulate income distribution rather than resource
allocation and where, for that reason, devaluation has a diffecrnt role to play
if it has a role to play at all-than within a conventional, private enterprise
oriented liberalization program.
While we are fully aware of this aspect of Egyptian foreign exchange
policies, making it the focus of our analysis would be misleading. It would
tend to hide the real problem that the government was seeking to solve: the
administration of a mixed economy, dominated by the public sector, with na
tionalized foreign trade. How to make such a system function elliciently is a
problem that socialist regimes in general and the Egyptian government in
particular have yet to solve.

NOTES
I. For a listing of specific phases in tracing the evolution of exchange control rcgirnes,
delineated by the co-directors of the present series. Jagdish Bhagwati and Anne Krueger,
as an overall guide, see Appendix B. pp. 348-349.
2. See Appendix B, p. 349.

Part One

Foreign Exchange
Regimes in Egypt,

1946-1969

Chapter1

Foreign Trade in the
Egyptian Economy

This study highlights foreign trade and exchange controls in Egypt and their
impact on economic development during the two decades between World War
II and the June 1967 War. The full picture, of course, emerges only in the
context of the country's overall economic policy, against the background of
its general economic conditions. At the same time, a detailed survey of the
Egyptian economy and its development is clearly beyond the scope of a special
ized study like ours; moreover, several general surveys are easily accessible
to the reader.' For these reasons we limit ourselves here to a brief sketch of
some major historical, economic, and political features important to foreign
trade and exchange policies.
NINETY YEARS OF FREE TRADE, 1840-1930
During the first decades of the nineteenth century, the viceroy Mohammed
Ali made an abortive attempt to develop Egypt into an autarchic industrial
economyY His policies collapsed around 1840, when agreements between the
European powers and the Sublime Porte-of which Egypt, in principle, was
a depcndency-gave foreigners full freedom of trade and navigation in the
country and led to the abolition of government monopolies in trade and pro
duction a Until 1930, Egypt continued under a regime of almost perfectly free
trade. 4 The conventions signed by the Porte limited import duties to 5 percent
ad valorum, later increased to 8 percent, with a few exceptions varying over
time. At the end of the twenties the tariff for kerosene was 4 percent, foi con
3
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struction timber, 10 percent, and for gasoline and lubricants, 15 percent. E,:
cept for special, higher rates for alcohol and tobacco, the uniform 8 percent
ad valorem rate was applied to all other imports.-, A general export duty was
first levied at 12 percent ad valorem, but soon lowered to 1 percent. Direct
controls were virtually nonexistent, with one important exception from 1916
on: a ban on imports of foreign cotton, which we shall discuss in detail later.
During close to a century of free trade the Egyptian cotton economy was
developed to a high level of perfection, but practically no industrialization
took place. The very substantial inflow of foreign capita! and financial, com
mercial, and technical expertise were absorbed in agriculture, trade, finance,
and infrastructure. With the wisdom of hindsight, it stands to reason that earlier
industrialization might have proved beneficial, 6 and the British have been
strongly criticized for their free trade, nonindustrialization policy. In all fair
ness it should be admitted, however, that generally few obstacles weie raised
against industrialization, 7 and that the development that actually did take place
was in the fields where the country obviously had a natural advantage. Also,
the British can hardly be blamed tor failing to predict the Great Depression.
PROTECTIONISM AND THE BEGINNING
OF INDUSTRIALIZATION, 1930-1950
In 1930 Egypt gained tariff autonomy and immediately used her freedom
to reform the tariff system in a protectionist direction.8 Raw materials and
fuel were now taxed at lower rates than before; semimanufactured goods, at
about the old level, at 6 to 8 percent; and manufactured goods, at 15 to
30 percent. In most cases the duties were specific. During the 1930s they
were increased very substantially for manufactured goods such as textiles and
footwear. A general import tax of 1 percent ad valorem was introduced in
1932 and subsequently increased. The sugar industry was particularly favored
through a variable tariff that kept domestic prices at a high level independently
of fluctuations in the world market price of raw sugar. In addition to the tar.If
reform, the government started supporting industries through subsidies, cheap
loans, and other measures.
Behind the tariff wall the few existing industries expanded and a number
of new ones were established during the 1930s. (For details, see Part Three.)
The low profitability of agricultural investments also helped to shift domestic
cnpital to manufacturing, and industrialization might have been initiated even
without the protectionist measures. With the relative fall in agricultural prices,
particularly for cotton, Egypt's natural advantages shifted somewhat in favor
of manufacturing industry. It has been held that the protectionist measures
helped greatly to establish domestic monopolies, 10 and this aspect of protec
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tionism may well have been equally important in the promotion of nev
irdustrie:s.
A further impetus to industrialization came with the outbreak of Work
War II. When Italy entered the war, Egypt was largely cut off from foreigr
supplies. The combined doms3tic civilian and Allied military demand led tc
the emergence of new industries, partly in repair and metal manufacturing,
partly in areas based on hitherto ignored domestic raw materials.
The protectionist policies of the 1930s were continued after the war when,
for example, the production of nitrogenous fertilizers was taken up and the
textile industry expanded vigorously. The general ad valorem duty was raised
to 7 percent beginning with 1946, but was lowered again to 3 percent in 1950.
Duties on capital goods were lowered.
During the war an elaborate system of direct controls had been set up
by both Allied and national authorities for distributing food and scarce raw
materials and for reguLting prices. This control system was never fully dis
mantled after the war as commodity and foreign exchange shortages continued
to make themselves felt. During a brief spell of liberalization at the time of
the Korean boom it was substantinaly limited, but during the ensuing recession
direct controls once again gained in importance and subsequently became the
main instruments of Egyptian economic policy.
THE ECONOMIC POLICIES
OF THE NASSER REGIME
Using the plural form for the word policy in the title to this section is in
tentional. The economic policy of the Nasser regime changed radically dur
ing its first decade in response to external pressures and internal ideological
developments in a way that has never been satisfactorily explored. 11
The Organization of Free Officers that took power in 1952 was a
heterogeneous group of mainly young people with political views ranging from
the extreme left to the extreme right. It had no precisely formulated, detailed
economic program apart from the land reforms that were implemented almost
instantaneously. The latter had the character of political and social rather than
economic reforms, and were undertaken for reasons of social justice with a
view to redistributing wealth and income. Social justice was probably the
single economic idea that the members of the Organization of Free Officers
had in common and that clearly distinguished its policy from that of the old
regime. With all the imperfections of Egyptian economic policies, it remaih~ed
a leading principle of the government's political philosophy until recently.
In its general economic policy the new regime did little mlore than con
tinue that of the old regime until the nationalization of the Suez Canal. The
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Free Officers took power after the end of the Korean boom and the collapse
of the cotton markets, and fiscal and monetary as well as foreign exchange
policies were cautiously tight during the first year or two. In fact, the new
regime did not really take over general government until 1954, and in the
interim it was the old style politicians who ran economic policy. El Kaisouni,
who represented modern economic thinking in the Nasser regime, was ap
pointed Minister of the Treasury in 1954; later he became, in addition, Mini
ster of the Economy and Minister of Planning. Controls over foreign exchange
were tightened in 1953, but did not go beyond those found in both European
and underdeveloped countries at that time. Defense expenditures had been
substantially expanded by the old regime after the establishment of the Jewish
state in Palestine, but were not increased further (as a percentage of GNP)
by the new regime until the Yemen war in 1962. The old regime had em
barked upon a public investment program that, by any staildard, was quite
impressive. Little was done immediately to expand this program further. The
new regime relied basically upon private initiative in investment and pro
duction, and sought to promote private investment by protectionism, tax in
centives, and other conventional measures. Private enterprise was slow to
respond, however. Quite apart from the general recession in the Egyptian
economy from 1952 to 1954, both the land reforms and the new regime's
rather erratic sequestrations of private property served to create an atmosphere
of uncertai ty that was not conducive to private investment activitic.3 and
tended to divert such activities to inconspicuous fields.
In the area of foreign trade and exchanige, the major change-before the
events surrounding the Suez War in 1956 upset Egyptian trade completely
had already taken place back in 1947, when the old regime decided to leave
the Sterling Area and shift trade away from Britain. Bilateral trade was in
itiated by the old regime but expanded rapidly during the first years of the
new regime, particularly with communist countries. In the beginning the ex
pansion of trade with these countries had few ideological overtones: it was
merely another opportunity to expand the markets for Egyptian cotton and
textiles and thus expand trade in general. Nevertheless, it was trade with the
communist countries that, among other things, initiated the radical changes
in economic policy that were soon to follow.
This is not the place to discuss the diplomatic and not-so-diplomatic
events that led up to and followed the Egyptian-Czechoslovak arms deal of
1955, the peculiar behavior of the United States in relation to the scheduled
Aswan High Dam loan from the World Bank, the nationalization of the Suez
Canal, the British-French-Israeli aggression and the Suez War, the accompany
ing foreign exchange and trade blockade by the United States, Britain, and
France, and the subsequent shift of Egyptian trade from West to East. 12 This
chain of events is of great interest in the present context, however, not only
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because it changed Egyptian economic policy so fundamentally but also be
cause it poses some challenging problems for the conventional pure theory
of optimal trade. When a decision to make purchases (of weapons, in this
instance) in one half of the world creates trade and aid obstacles (and even
prompts war) from the other half, analysis ceteris paribus with respect to
conditions of trade becomes rather uninteresting in itself. Ceteris paribus
analysis has, of course, stfil a role to play. The economic gain or loss from a
particular trade or exchange policy measure can be set against the gain or
loss from any retaliatory move; and ex post facto, the net gain or loss can
be calculated (assuming, of course, that the utility of all measures, including
the purchase of weapons, can be expressed in economic terms and is known).13
But for designing future policies such analyses are of little operational value.
For here everything depends upon whether retaliation will take place and in
what form. An Egyptian decision to purchase more weapons from the Soviet
Union may be punished by the U.S. Congress through a ban on Egyptian
cotton exports to the United States; this would lead to a shift of Egyptian ex
ports away from the United States to other countries, implying an extra cost
for the weapons deal. But the punishment might also take the form of stepped
up military deliveries to Yemen royalists or to Israel, which, in turn, would
increase the shadow price of weapons in Egypt and act as an incentive for a
further expansion of weapons imports and commodity exports.
This kind of mechanism has played a major role in the development of
Egyptian foreign trade policies and patterns since 1956. In the nature of the
case, the pure theory of foreign trade has little advice to give about optimal
trade strategies under such circumstances.
At the outbreak of the Suez War, Egypt im:ediately confiscated all
property belonging to British and French subjects aind nationalized all British
and French companies (concentrated mainly in banking, finance, and trade).
These steps were in a !ense a natural and predictable consequence of the war.
What was less predictable is that the events were a!so followed by a change
in the attitude of the regime to domestic private business.
The war seems to have convinced the government that, if Egypt was to be
able to defend herself, economic development was imperative. The new regime
had, it is true, favored development in general terms all along and plans for
the Aswan High Dam were a cornerstone of Nasser's developmental think
ing. But it was not until after the Suez War that the new regime seriously
embarked upon a development policy. Industrial and agricultural investment
plans were drawn up in 1957 with emphasis on public investment. The (pri
vate) Federation of Industry was not even consulted on the plans and, when
disagreement arose about the direction of private investment, nationalization
of the big Misr Bank followed in 1960. A comprehensive five-year plan for
the first half of the 1960s assumed that virtually all investment should be
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public. In July 1961 a series of decrees suddenly nationalized all large-scale
industry, finance, and trade.1" Further nationalization decrees, together with
an extension of the land reforms, followed in 1963, and a national charter
declared Arab socialism to be the basis of the economic system and the
economic licy of the country. It should be added that sequestrations (based
on presidential decrees) continued erratically (from an economic point of
view, at least) to bring private property under public administration."l
All these changes added up to the establishment of a new economic system
in Egypt. It is not clear, however, what the logic of this new system was.
Behind the sweeping changes there was no carefully elaborated, coherent
economic and social philosophy. The ideologists of the regime largely limited
themselves to ex pc it comments on whatever decisions had actually been made,
ant such comment seldom went beyond simplistic rhetoric. Nasser's own
speeches-long though they ,vere-were not very illuminating, either. It is
not always clear whether changes in the system were ends in themselves, under
taken to satisfy certain ideological requirements, or whether they were used
as means, necessary to fulfill the basic aims of the regime: social justice, with
its implications for distribution of wealth, income, and opportunity (includ
ing employment), economic growth, and (at least from the time of the Yemen
war) what can be called military gr.andeur."0 Nor should expediency, as well
as the erratic responses of a highly impulsive and often badly informed ruler
to short-term problems,"7 be ruled out as explanations.'
THE NEW ECONOMIC SYSTEM
The following pages outline the major characteristics of the present economic
system as it was created at the beginning of the sixties and briefly indicate
some major implications for the targets of the regime and for the foreign
trade and exchange problems analyzed in detail later in our study.
The present system derives its socialist character mainly from the fact
that all big business is in the hands of the government, which has taken over
existing businesses and founded new ones. Since little, if any, compensation
has been paid for existing enterprises taken over by the government, the
change in ownership ef big business has been accompanied by the disappear
ance of the upper tail of the wealth and income distribution. The land re
form has worked in the same direction, although it has not directly expanded
government ownership of the means of production; with the exception of the
royal family, compensation should have been paid to the old owners accord
ing to the law, but as a matter of fact nobody has ever received compensation.19
There is no legal limit to the size of private enterprises, and such enter
prises can be established in principle in almost any field. However, the govern
ment would presumably not let any private business grow big without na
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tionalizing it sooner or later, and, of course, this presumption exerts a strong
brake on private initiative. It would probably be difficult, if not impossible,
to find private enterprises today with more than one hundred employees; the
vast majority have a few employees at most. Strangely enough, in urban real
estate it is still possible to find big private capitalists. While the regime is not
hostile in principle to small-scale private business, it has explicitly favored
the idea of cooperative organization as the desirable form of private small
scale enterprise. However, apart from a network of government retail stores
named "cooperatives," little has been achieved in the direction of cooperative
operations outside agriculture.
Government versus private economic activity by sector is divided as
follows: modern manufacturing, mining, electricity and other public utilities,
construction, transport and communication, finance, and wholesale trade (in
cluding almost all foreign trade) are, by and large, government-owned, while
most retail trade, handicrafts and repair, housing, professional services of all
kinds, and agriculture are privately owned and operated. Furthermore, the
government imposes some control even upon agricultural production through
its control over the irrigation system and the compulsory participation of all
cultivators in the government-sponsored agricultural cooperatives. About half
of the gross domestic product is produced by the public sector.
Government controls may also be classified by expenditure categories.
Private consumption is largely free in the sense that only a few necessities are
rationed, and even those may usually be purchased without controls at higher
prices. However, the consumer is, of course, limited in his choice by the avail
able supplies, which, to a large extent, depend directly upon government
decisions in production and trade. Consumer credits were given generously
until around 1964-65 for purchases of domestically produced consumer dur
ables, but have been difficult to obtain since then. Public consumption is deter
mined through traditional budgetary procedures, with large-scale weapons
purchases negotiated directly by the president. Investments are public up to
90 percent. Decisions about public investments are taken by the ministries
within limits set by the government. When a ministry has decided upon an
investment within its allocation it will generally give a green light to financing
and importation of investment goods. ,ome large public investments, partly
financed from abroad, are decided upon directly by the government in negotia
tions with foreign donors or lenders. No general criteria for public investments
seem to have been laid down. Private investment activities are very limited
and in most cases conditioned by building or import licenses. Private fixed
investment consists mainly in residential building. Exports and imports,
finally, are almost exclusively a public activity.
The government exercises wide control over the distribution of capital
goods, raw materials, and semimanufactures as well as over prices and wages.
Historically, most of these controls have had nothing to do with the public
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owncrship of larger enterprises. Both import licensing and price controls (in
cluding agricultural support price schemes and the like) grew up during the
forties and the fifties, and enterprises have remained subject to such controls
even after nationalization. In this regard the present Egyptian economic system
resembles the Western European control economies of the late forties more
than the current communist economies (including Yugoslavia's). Now the
controls seem to have become part and parcel of Arab socialism, but they
were originally introduced in Egypt for much the same reasons as earlier in
Western Europe: if everything had been laft to market forces, shortages of
foreign exchange and commodities would have led to strong shifts in relative
prices and income distribution, incompatible with prevailing views on social
justice. There is a difference, however-whereas Western Europe rapidly over
came the shortages and was able to abolish commodity and price controls as
well as foreign exchange controls in the first half of the fifties, Egypt has be
come more and more deeply entangled in her own web of controls. A de
cisive factor here is certainly that the administrative feasibility of solutions
to problems of social justice through taxes and transfers is much more limited
in Egypt than in Western Europe, regardless of the fact that the Nasser regime's
commitment to social justice targets may have been no less sincere than that
of most Northwestern European governments.
It has already been emphasized that both public and private enterprises
are, in principle, constrained by administrative controls. This circumstance
does not mean, of course, that public and private enterprises arc, in fact,
treated equally by the controlling authorities, ,r that they respond to changing
conditions in the same way. Price controls are most effective with respect to
public enterprises, which, on the other hand, are clearly favored in the dis
tribution of scarce capital goods, spare parts, and raw materials. Apart from
public utilities, public enterprises are in most cases organized as joint-stock
companies, with the government as the sole or major shareholder. Decisions
on current management, in theory at least, are left to the board of directors
and the general manager. Thus, public enterprises in both production and
trade could, if so ordered, behave like profit-maximizing private enterprises
(given the constraints of administrative price and commodity controls). How
ever, no general directives seem to have been issued for theit management;
as a matter of fact, there is considerable direct interference with production
decisions from the ministries under whose jurisdiction the enterprises operate.
There is also some participation in management by the workers, but its main
impact seems to have been to create difficulties in cnforcig discipline on
the shop floor. It is thus exceedingly difficult to generalize about the behavior
and responses of public enterprises. One thing is abundantly clear-they do
not behave just like profit-maximizing private enterprises.
From this description of the system it is evident that--disregarding black
markets--there is relatively little direct, automatic price response to changes
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in demand and supply conditions. Some agricultural goods
enjoy free price
formation, and the same is true of most products and services
in the area
of handicrafts, repair shops, professionals, and so forth. But
all major com
modity prices are fixed by the government, which also sets
wholesale and
retail profit margins. Even factor prices are widely controlled.
Rentals (but
not prices) of agricultural land and urban buildings, as well
as interest on
loans from all financial institutions, are fixed at low levels.
Wages in public
enterprises are paid according to a scale set by the government.
Statutory
minimum wages for both urban and rural workers exist but are
enforced only
for larger enterprises and public works, and not at all in agriculture.
Trade
unions are government-controlled and have little impact on
wages.
Moreover, with some 40 percent of domestic expenditures for
final use,
as well as imports and exports, administratively controlled by
the government,
and about half of the production of goods and services for
final use taking
place in the public sector-together with some direct government
interference
in private production-it follows that automatic responses of
quantities in de
mand and supply are, by and large, limited to private consumption
and small
scale production (partly including agriculture, to be sure).
Thus, market
forces have been largely replaced by administrative decisions,
although all this
does not amount to a centralized command economy of the
communist type
but resembles, rather, (as already mentioned) the controlled
economies of
Western Europe during the years immediately following World
War !.
Insofar as the 1960s are concerned, it is therefore obvious that
we cannot
apply uncritically the standard competitive foreign trade models
to Egypt and
assume that balance of payments measures will have the standard
effects upon
the balance of payments and the domestic cc.)nomy. The same
is partly true
for the second half of the 1950s. With foreign trade and payments
entirely
in the hands of the government, there is no such thing as an autfmatic
balance
of payments response. Effects on the domestic economy Lnrough
Frice re
sponses will make themselves felt mainly to the degree that
the government
deliberately chooses to change domestic prices; indeed, to a large
extent, both
domestic prices and quantities supplied must simply be cotisidered
as policy
instruments. In such an economy a devaluation, to take an important
example,
will only work to the extent that the government takes complementary
mea
sures in regard to prices and quantities-measures which could
be taken with
out a formal devaluation.
NATIONAL PRODUCTION AND EXPENDITURES,
1947 TO 1969-702
oTo highlight the structure of the Egyptian economy and
its development
since World War Ii, Tables 1-I and 1-2 show gross domestic
product

TABLE 1-1
Gross Domestic Product: Giowth Rate and Sectoral Origin, 1947
to I6&-49
GDP, at 1959-60 market prices (mill. LE)
GDP, annual growth rate (percent
compounded)
Share in GDP (percent)
Agriculture
Industry, mining, electricity
Construction
Transport and communication
Trade and finance
Housing
Other services, including government and
public utilities
Total

1947

1952

1956-57

1963-64

764

983

1,074

1,606

5.2

2.0

5.9

1966-67

1968-69

1,765
3.2

1,813
1.4

38
13
3
6
19
7

33
13
3
7
19
7

30
16
3
6
16
6

27
24
5
9
9
5

28
22
4
10
9
4

29
23
5
5
9
4

14

17

22

21

23

25

100

100

100

100

100

100

NOTE: The GDP figures were spliced together from :hree different
estimates. The official data for the sixties had to be corrected for
some obvious mistakes in the construction

(1963-64) and housing (1968-69) sectors. As far as sector distribution
is concerned, 1947 should
be fully comparable to 1952, and 1963-64, to 1968-69. 1956-57 is
roughly comparable to 1947 and 1952, but only tc zome extent to 1963
64 and later )ears. The sharp decline in the share of trade and finance
between 1956-57 and 1963-64 and the corresponding increase in the
share of industry, mining, and electricity are largely definitional.
SOURCES: 1947, 1952, and 1956-57: B. Hansen and G. A. Marzouk,
Development and Economic Policy in the U.A.R. (Egypt), Amster
dam, 1965. Statistical Arpendix.
1963-64: B. Hansen, "Planning and Economic Growth in the U.A.R.,
1960-65," in P. V. Vatikiotis, ed., Egypt .rince the Revolution,
London, 1968.
1966-67 and 1968-69: Central Agency for General Mobilization and
Statistics (CAGMS) and Ministry of Planning, Cairo.

TABLE 1-2
Gross National Product and Gross Domestic Product: Distribution by Expenditure Category
(percent)

Gross investments
Public consumption
Private consumption
Exports
Imports
Foreign balance
(exports-imports)
Adjustment

GDP at current market prices
Net factor income from abroad
GNP at current market prices

1947

1952

12.0
7.5
83.7
n.a.
n.a.
-3.3
-

100.0
n.a.
n.a.

1956-57

1963-64

11.5
12.8
79.8
21.4
-25.5

13.4
15.6
73.8
19.8
-22.6

-4.1

-2.8

-

-

100.0
-1.2
98.8

100.0
0.1
100.2

1966-67

1969-70

19.2
21.3
66.1
19.0
-26.0

15.5
19.7
65.8
17.3
-18.2

13.0
25.4
65.8
13.3
-16.5

-7.0

-0.9

-3.2

0.4

100.0
-0.3
99.7

-0.1

-1.0

100.0
-0.9
99.1

100.0
-1.3
98.7

SOURCES: 1947, 1952, 1956-57: B. Hansen and G. A. Marzouk, Development and Economic Policy in
the U.A.R. (Egypt), Statistical Appendix: and Economic Bulletin. National Bank of Egypt, 1970.
1963-64 and thereafter: Central Agency for General Mobilization and Statistics (CAGMS) and
Ministry of Planning. Cairo. The .hares are calculated on the basis of current price estimates. The table may
underestimate both the increase in the real share of public consumption and the fall in that of private con
sumption. Individual ve'rs are not fully ccmparable. Gross investment does not include stock changes, except
for 1966-67 and 1969-70. In the latter year stock investments exceeded 2 per cent of GDP. Private consump
tion is estimated as a residual. Public consumption does not include military equipment received as grants, and
probably includes payments but not deliveries of other foreign military equiment.
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GDP-by origin and expenditure categories in years that demarcate the be
ginning or end of pcriods particularly interesting from an economic policy
point of view.
The 1947-1952 period was one of rapid postwar recovery at a growth
rate of about 5 percent per annum. It ended with the Korean boom and is
the only period marked by attempts to liberalize foreign trade and payments.
Since then the tendency has been, instead, toward more direct control over
the foreign sector.
During the period from 1952 to 1955 there was a relative slack in the
economy, with only a growth of about 2 percent. These were the years when
the new regime was still quite passive with regard to development and overly
conservative in the area of fiscal and monetary policy, considering the very
substantial gold and foreign exchange reserves.
After the Suez War of 1956 the government's development efforts in
creasingly dominated the economy, and both fiscal and monetary policies
became inflationary. This period lasted until about 1964, when foreign ex
change difficulties forced the government to cut back investments and generally
pursue a less expansionary fiscal and monetary policy. The fiscal year 1963
64 marked the end of unhampered development efforts. The average growth
rate for this period was almost 6 percent.
The following three years were characterized by severe foreign exchange
shortages, relatively tight fiscal and monetary policies, and, it should be
added, poor crops. The growth rate slowed down to an average of little more
than 3 percent. With the June 1967 War, GDP fell, and, despite a subsequent
recovery, the growth rate averaged only about 11/2 percent during the three
years ended June 1969.
Population may have been growing by somewhat less than 2 percent
annually at the end of the forties. By 1960 the rate had increased to about
2.4 percent and by 1970 to 2.5 percent. The period 1947--1952 may thus
have experienced an annual increase of per capita income of about 3 percent.
From 1952 to 1955-56 per capita income probably fell slightly. During the
development years, from 1956-57 to 1963-64, there was an annual increase
of 3-32 percent. Thereafter, per capita incomc first stagnated and then fell
somewhat. From 1968-69 to 1971-72 it may have been increasing again by
some 3-3 1 percent, but is now nearly stagnant.
The composition of national expenditure closely reflects the policies be
hind the development of the growth rate. During the nearly ten years between
1947 and 1956-57 the share of gross (fixed) investment remained low at a
level of 12 to 13 percent. The share of public consumption increased by about
8 percentage points (partly for defense) over the period, while that of private
consumption seems to have dropped sharply-by about 10 percentage points.
There was a minor decrease in the balance of payments deficit.
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From 1956-57 to 1963-64 the share of fixed investments increased by
6 percentage points to about 19 percent. The share of public consumption
increased by another 6 percentage points to 21 percent. These increases were
offset (in real terms) by a continued steep decline in the share of private con
sumption of almost 8 percentage points and an increase in the foreign deficit
of 4 percentage points.
The cutbacks in demand initiated in 1964 to curb inflation and improve
the balance of payments did not affect the share of private consumption very
much. The share of public consumption fell moderately, and that of invest
ments, substantially. The June 1967 War further intensified the fall in the
share of investments, while public consumption took a new strong jump to
almost 25 percent of GDP and the foreign deficit temporarily increased. Pri
vate consumption kept its share almost unchanged despite the war.
Egypt thus ended the sixties devoting almost as low a share of GDP to
investments as it had in 1947. But public consumption had more than tripled
(to almost 25 percent), while that of private consumption had shrunk by one
fourth (to about 65 percent). A largely unchanged payments deficit persisted.
Table 1-2 also brings out a decline in foreign trade relative to GDP.
From 1952 to 1969-70 total exports of goods and services fell from 21.4 to
14.3 percent of GDP. Part of this fall is related to the closure of the Suez
Canal. Canal revenues amounted to about 4 percent of GDP in 1966-67.
Total payments for imports of goods and services (including payments for
military equipment but excluding interest and dividend payments) remained
at the very high level of about one quarter of GDP until 1963-64, after which
the ratio was cut back to about 18 percent. (The balance of payments will be
discussed in somewhat more detail in the following section.)
FOREIGN TRADE AND BALANCE
OF PAYMENTS, 1947-1969
The Egyptian balance of payments has been persistently in the red since
World War II (see Table 1-3). The cumulated current deficit from 1950
through 1967 amounted to £E993 million. It should be noted that deficits
existed already before 1950, and that the cumulative figure does not include
possible credits for military equipment outstanding at the end of 1967.
The deficits were financed mainly by first drawing on the large foreign
exchange reserves accumulated during World War 1i to a total of £.E364
million and then by loans to an amount of ,£E595 million (net). The re
serves (net) of gold and foreign exchange were brought down to a minimum
at the beginning of the 1960s (see Table 3-7), when the foreign debt began
to build up rapidly. During the first half of the 1960s U.S. funds (U.S. PL

TABLE 1-3
Egypt's Balance of Payments, 1950-1967

(mill. LE)
Exports*
Importsa
Balance of tradeShipping, netb
Suez Canal dues
British army expenditures

Interest and dividends, net
Government expenditure
Other, net
Balance on invisibles
Balance on current account
Loans, netc
Transfersd

Dcterioration of:
Foreign exchange and gold reserve
IMF position

Nonresident accounts
Errors and omissions

1950

1951

1952

1953

1954

1955

1956

1957

1958

190.2
-222.6
-32.4
-0.6
26.2

204.5
-243.4
-38.9
0.3
26.4

148.8
-212.9
-64.1
0.0
26.6

137.R
-16o.7
-28.9
0.4
29.1

144.2
-155.9
-11.7
-0.2
30.6

139.1
-193.9
-54.8
-0.8
31.8

132.5
-196.0
-63.5
-0.3
29.3

167.0
-218.6
-51.6
-1.9
24.3

163.1
-215.5
-52.4
-2.1
43.0

13.0

14.7

5.8

9.0

-11.2
-5.1
-3.9
18.4
-14.0
-3.6

5.6

-12.5
-6.3
1.1
23.7
-15.2
-4.6

4.8

-12.1
-5.7
-3.8
10.7
-53.4
-2.0

-11.1
-6.6
0.2
21.0
-7.9
-0.4

-13.1
-9.4
1.8
15.3
3.6
-0.3

-9.8
-11.0
5.8
20.8
-34.0
2.2

-

-

7.4
-3.0

8.0
5.6

17.9
-

57.8
-

1.9
-

-

-1.8
-0.6

-

4.1
-

4.5
-0.3

-

-6.9

32.3

-

-

3.8
-0.2

-0.9
0.4

-

-

-

-5.1
-12.9
19.5
30.5
-33.0
2.0

1.9
-16.9
13.0
20.4
-31.2
-0.1

33.3

33.1

5.2

5.2

2.8
-21.7
10.3
32.3
-20.1
1.5

-

-7.0
-0.5

-8.1
1.1

15.7
-

6.6
-3.7

TABLE 1-3 (concluded)

a

Exports
Importsa
Balance of tradea
Shipping, netb
Suez Canal dues
British army expenditures
Interest and dividends, net
Government expenditure
Other, net
Balance on invisibles
Balance on current account
Loans, netc
Transfersd
Deterioration of:
Foreign exchange and gold reserve
IMF position
Nonresident accounts
Errors and omissions

1959

1960

167.3
-237.6
-70.3
1.0
44.4

203.7
-258.1
-54.4
0.4
50.1

-

4.1
-27.9
12.7
34.3
-36.0
11.4
-

16.8
-0.9
6.9
1.8

-

2.1
-25.3
3.5
30.8
-23.6
11.1
-

27.4
6.2
-14.2
-6.9

1961
164.9
-241.4
-76.5
0.2
51.2
-

1.3
-30.9
1.4
23.2
-53.3
33.9

1962

1963

1964

1965

1966

1967

145.2
-294.2
-149.0
3.6
53.7

228.8
-402.6
-173.8
0.7
71.1

227.6
-399.4
-171.8
0.0
78.4

246.8
-413.3
-166.5
2.7
86.2

259.5
-410.9
-151.4
-1.2
95.3

258.7
-413.2
-154.5
-1.8
47.0

-

-2.2
-28.4
4.7
31.4
-117.6
80.7

-

-

23.4
-0.9
2.8
-5.9

16.8
20.0
4.1
-4.0

-

-

-4.8
-28.3
12.2
50.9
-122.9
93.7
-

-7.8
-36.8
14.9
48.7
-123.1
111.1
-

1.9
6.4
20.0
0.9

9.1
1.9
-2.3
3.3

-

-7.1
-35.5
10.2
56.5
-110.0
80.9
-

41.4
-3.7
-13.6
5.0

-

-

-4.4
-32.3
18.4
75.8
-75.6
64.2
5.0

-9.0
-29.0
21.8
29.0
-125.5
50.5
58.2

28.6
-7.3
-7.4
-7.5

3.8
1.4
16.3
-4.7

NOTE: Receipts are (+) and payments. (-).
SOURCE: Economic Bulletin. National Bank of Egypt, 1970.
a. Including transit trade.
b. Including insurance other than for exports and imports.
c. Includes civilian, but probably not military, credits, U.S. PL 480 counterpart funds as from 1959, IBRD loans, and compensations for
nationalizations, the Aswan High Dam lake in Sudan. et cetera. Amorti "ationson loans are deducted.
d. Includes compensation from Arab countries for loss of Suez Canal revenues. It might be more logical to include this in the current
account item.
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480 counterpart funds equal to £E131 million at the end of 1966) played
an important role, but otherwise the loans have come mainly from communist
countries. It was the abrogation of PL 480 in 1965 in combination with the
exhaustion of foreign exchange reserves that brought the country's develop
inent efforts to a virtual halt already before the outbreak of war in June 1967.
The balance on commodity trade had shown substantial payments deficits
during the 1950s, fluctuating between £E12 and £E70 million, and in
creased to a range of LE150 to £E170 million in the 1960s. Disregarding
the Korean boom years of 1950-51, export performance has been rather poor
throughout the postwar pe.iod. Even when measured from the recession years
1953 and 1954, and adjusting for a depreciation of the Egyptian pound by
almost 25 percent in 1962, the value of exports rose by less than 50 percent
up to 1967, or by 3 percent annually. The average rate of increase in the
U.S. dollar value of world trade during the same period was, of course, much
higher. Calculated in the same way, imports rose by a!most 100 percent, or
about 51 percent annually, which is a modest increase, too, if compared to
world trade.
Another way of presenting the trends in foreign trade is to measure ex
ports and imports as percentages of GNP. This is done in Chart 1-1. From
1953, when the share of exports was about the same as betore World War
11-15 to 16 percent of GNP-we see a clear downward trend, perhaps flat
tening at the end, to a level of 12 percent in 1969. Imports first show a down
ward trend from 22 to 23 percent of GNP in 1951-52 to about 17 percent
in 1961. This is followed by a strong upturn, with imports remaining at a very
high level until 1968. In the years that followed imports were cut so dras
tically that in 1969 a trade surplus emerged for the first time since World
War II.
During the 1940s the trade deficit ran at a level of I percent of GNP,
about the same as before the war. After the Korean boom it increased to a
level of some 4 to 5 perccnt of GNP. where it remained until the beginning
of the 1960s, when it increased further to some 6 to 10 percent of GNP
until 1966.
A substantial part of the widening in the trade gap was covered by an
increase in the Egyptian revenues from the Suez Canal. Considering the effects
of the nationalization of the Canal, Egypt's 2 1 net foreign revenue from the
Canal increased from about £EI0 million in 1953 to £E95 million in
1966, or by about £E85 million. I lie trade payments deficit rose during the
same period by about £El30 million. Increasing government expenditure
abroad (mainly for military equipment), 2 2 however, added another CE25
million to the deficit's growth.
Thus, in the last year before the war of June 1967, the deficit on nier
chandise trade was LEIS million. Of this £E95 million was covered by
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CHART 1-1
Exports and Imports as Percentages of GNF, 1938-39 to 1969-70
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Suez Canal revenue, while other invisibles (net) contributed another £E13
milion, which together would have meant a current deficit of £E43 million.
Government expenditure, however, increased the deficit to £E76 million, of
which £E64 million was covtred by longer-term loans (tiet) and the re
mainder by further drains on the reserves.
The composition of both exports and imports has changed substantially
over time. Before World War !1 Egypt was largely a one-product exporter,
raw cotton constituting about 9/10 of total exports. while imports consisted
mainly of manufactured consumer goods, fuel, and some raw materials. On
the e:.,porL side (Table 1-4), the picture was still much the same in 1950, raw
cotton accouning for 85 percent of total exports. During the next two decades
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TABLE 1-4
Exports by Commodily Group, 1950-1968
Year

Raw
Cotton

Rice

1950
1955
1960
1965
1968
1970

149.8
107.4
134.7
146.2
121.1
147.8

Value in Millions o/ Egyptian Pounds
7.6
2.3
4.0
11.7
7.3
4.5
7.4
11.7
9.8
9.5
18.9
18.7
19.8
12.4
47.0
37.6
44.9
11.5
52.4
40.4
34.2
29.0
53.7
66.5

175.4
138.3
191.6
263.1
270.3
331.2

1950
1955
1960
1965
1968
1970

85.4
77.7
70.3
55.6
44.8
44.7

4.3
5.3
5.1
7.5
16.6
10.3

PercentageDistribution
1.3
2.3
3.2
5.4
5.0
9.9
4.7
17.9
4.3
19.4
8.8
16.2

100.0
100.0
100.0
100.0
100.0
100.0

Fruits and
Vegetables

Cotton
Textil s

Other
Exports

6.7
8.4
9.7
14.3
14.9
20.1

Total

SouRcE: Economic Bulletin, National Bank of Egypt, !970.

its share fell to 45 percent, while that of cotton textiles (yarn and cloth) in
creased from 2 to 16 percent. In value terms the increase in cotton textile
exports much more than compensated for the fall in raw cotton exports but,
of course, the major part of the processed cotton served to satisfy the increas
ing domestic demand and entirely wiped out cotton textile imports. Rice
b~came the third largest single export itcm, growing from 4 percent of total
export value in 1950 to 17 percent in 1968, but falling again to 10 percent
in 1970. Miscellaneous exports increased their share from 7 to 20 percent
during the twenty-year period. These include small exports of a substantial
number of manufactured goods (oil and fuel, cement, and footwear, in par
ticular). Counting cotton textiles as two goods (yarn and cloth), as well as
fruits and vegetables, Egypt thus developed from a one-commodity exporter
in 1950 to a six-commodity exporter in the second half of the sixties.
On the import side (Table 1-5), the share of capital goods imports in
creased sharply from 1950 to 1955, subsequently remained almost constant
at a level of 24 percent until 1968, and increased once more to 31 percent in
1970. The growth in the share of capital goods imports during 1950-1955
was largely compensated for by a deciine in food imports, which, however,
showed a strong and steady relative uptrend thereafter, reaching 32 percent
in 1968. This increase was, in turn, compensated for by an almost equal fall
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TABLE 1-5
Imports by Commodity Group, 1950-1968
Other
Consumer

Raw

Capital

Goods

Materials

Goods

Year

Food

1950

50.2

48.4

88.1

31.8

1955
1960
1965
1968
1970

25.0
47.9
110.2
91.9
72.6

37.4
32.6
45.3
28.9
32.4

78.8
88.7
155.0
99.3
129.5

45.2
55.8
95.4
70.5
107.5

218.5
186.4
225.1
405.9
290.6
342.0

1950
1955

23.0
13.4

40.3
42.3

14.6
24.3

100.0
100.0

1960

21.3

39.4

24.8

100.0

1965

38.2
34.2

23.5
24.3

100.0

1968

27.1
31.6

22.2
20.1
14.5
11.2
9.9

1970

21.2

9.5

37.8

31.4

Total

Value in Millions o/ Egyptian Pounds

Percentage Distribution

100.0
100.0

NOTE: Economic "aid" is not included. ("Aid" here probably means grants; thus,
PL 480 aid, a loan, is included.) Military equipment is not included.
SOURCE: Economic Bulletin, National Bank of Egypt, 1970.

in the shares of other consumer goods and raw materials. This represents, to
some extent, import substitution (cotton textiles, footwear, and fuel, for ex
ample), but for the rest became possible only through domestic commodity
slortages (manufactured goods consumed by the middle and upper income
lcackets, materials used in handicrafts, and so forth). More recently the share
of food imports shrank again, to 21 percent in 1970, as a result of the increase
in agricultural production.2
Finally, Table 1-6 shows the development of trade with the communist
countries ("Eastern Europe"). In 1950 such trade was insignificant, but in
1955-the year of the Czechoslovakian arms deal--cxports increased sub
stantially, with imports unchanged. This export surplus remained character
istic of the trade with communist countries throughout the following period.
It has obviously served to cover payments for military equipment not included
in the import figures: note that the surplus is of the same order of magnitude
as the item "government expenditure" in the balance of payments (Table
1-3). By 1965 imports from these countries were about one quarter of total
imports, while exports to them were about half of the total. In 1970, after the
1967 War, imports from the East Bloc reached one third of total imports,
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TABLE 1-6
Egypes Trade wkh Emtern Europe

Imports
%of
Year
1950
1955
1960

Mill. LE

Trade Balance

Exports
Total

Mill.LE

%of

(mill. 9E)
Eastern

Total

Europe

Total

13.9

6.4

18.8

10.7

+4.9

-41.4

13.1

7.0
24.0

30.1
83.0

20.6
41.9

+17.0
+27.2

-41.2
-34.7

22.7

129.1

49.5

40.4
33.5

+37.1

132.1
201.3

48.9
60.7

*-142.6

+15.2
+86.5

-19.3
-10.9

1965

55.8
92.0

1968
1970

116.9
114.8

SOURCE: Economic Bulletin, National Bank of Egypt, 1970. For coverage, see Note
to Table 1-5.

while exports to that area increased to above 60 percent of the total, with a
trade surplus of no less than £E86.5 million, obviously related to greatly
increased payments for military equipment.
NOTES
I. For earlier developments, the basic reference is A. Crouchley, The Economic
Development of Egypt, Lordon, 1935. See also the articles in C. Issawi, The Economic
History of the Middle East, 1800-1914, Chicago, 1966, Part VI; Z. Y. Hershlag,
Introduction to the Modern Economic History of the Middle East, Leiden, 1964; and
E. R. J. Owen, Cotton and the Egyptian Economy, 1820-1914, Oxford, 1969. For postWorld War II developments, see C. Issawi, Egypt at Mid-Century, London, 1954, and
Egypt in Revolution, London, 1963; B. Hanrcn and G. A. Marzouk, Development and
Economic Policy in the U.A.R. (Egypt), Amsterdam, 1965; D. C. Mead, Growth and
Structural Change in the Egyptian Economy, Homewood, Ill.,
1967; B. Hansen, "Eco
nomic Development in Egypt," in C. A. Cooper and S. S. Alexander, Economic
Development and Population in the Middle East, New York, 1972.
2. H. A. B. Rivlin, The Agricultural Policy of Muhammad 'All in Egypt, Cambridge,
Mass., 1961; C. Issawi, op. cit., 1966, pp. 390-402; and Z. Y. Hershlag, op. cit., 1964;
Moustafa Fahmy, La Rivolution de l'industrie en Egypte et ses cons.queices sociales au
19esicle, 1800-1850, Leiden, 1954.
3. Hershlag, op. cit., 1964, Part 4; and A. A. Mustafa, "The Breakdown of the
Monopoly System in Egypt after 1840," in P. M. Holt, ed., Political and Social Change
in Modern Egypt, London, 1968.
4. A. A. 1. EI-Gritly, The Structure of Modern Industry in Egypt, Cairo, 1948,
Chapter 10; V. J. Puryear, International Economics and Diplomacy in the Near East,
Stanford, 1935, pp. 117-125; "History of the Customs Regime in Egypt," Annual State
ment of Foreign Trade, 1933, Cairo, 1935, pp. 5-13.
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5. Annuaire Statistique, 1925-1926, pp. 383-384, Cairo, 1927.
6. A. EI-Gritly, op. cit., 1948, and C. Issawi, op. cit., 1966, pp. 359-374.
7. This statement may need qualifications; see Chapter 8, p. 207.
8. A. EI-Gritly, op. cit., 1948, Chapter 10.
9. Ibid., p. 376.
10. Ibid., Chapter 8.
11. P. O'Brien, in The Revolution in Egypt's Economic System, London, 1966, has
so far given the best description of the economic policy changes from 1952 to 1962.
A. Nutting's Nasser, London, 1972, contains interesting additional information about the
process of change.
12. A. Nutting, op. cit., Chapters 5 to 10, gives a detailed account of the politics
behind these developments.
13. Weapons are difficult to include in economic analysis not only because of the
secretiveness with which they are surrounded and because no world market exists with
maret prices for heavy weapons, but also because they are part of public consumption
and thus give rise to the problems in modem welfare theory related to the existence of
public goods.
14. Nutting, in "The Socialist State," op. cit., Chapter 15, gives a very different
account of these events, in particular the relations to the Misr concern. However, he got
the chronology of events wrong. His main point-tlat Nasser should have suspected the
Misr group of a conspiracy to destroy the union with Syria and that the nationalizations
were a punishment for this conspiracy-makes little sense. The breach with Syria
occurred only in September 1961, while the big nationalization sweep took place in July
1961 and the Misr concern was placed under control as early as February 1960, when
Bank Misr was nationalized. Nutting seen-s to believe that the Misr concern was
nationalized after the breach (see pp. 295-3C0). It is quite another thing that a wave of
sequestrations did, in fact, follow after September 1961.
15. A reversal of the sequestrations was promised by President Sadat, but it is not
clear how much property has actually been returned to its old owners.
16. Maxime Rodinson, in Israel and the Arabs, New York, 1968, suggests that
grandeur was, in fact, Nasser's main concern from the very beginning, and that his
ecoiomic development policies have to be seen as a means to this end. But most observers
agree that his concern with social justice and improvement of the standard of living of
the broad masses was genuine and always pervaded his thinking (see, for instance, Anwar
Abdel Malek, Egypt: Military Society, New York, 1968; and, particularly, Anthony
Nutting in his 1972 book cited in footnote I I ).
17. Thus, it has been maintained that the nationalizations in 1963 were largely
undertaken to create retirement positions for officers dissatisfied with the Yemen War.
18. For a more general discussion of the motivations for the changes in the system,
see the somewhat diverging views in O'Brien (see footnote I1), and Hansen (see foot
note I), pp. 72-78. But these are views of economists and may not be very relevant for
the political issues. Nutting, who probably knew Nasser personally better than anybody
else, gives the impression that the whole thing for Nasser was a power game. To "protect
the revolution," powerful private capitalists could not be allowed to exist, and this was
something that apparently Nasser should have felt right from the beginning. The
nationalizations thus became the instrument for the ultimate consolidation -f both the
revolution and Nasser's personal power. (See Nutting, op. cit., Chapters J and 15.)
19. This is a fine point that has escaped most authors who write about the conse
quences of the Egyptian land reforms.
20. Throughout this volume the notation 1963-64 refers to fiscal year July I to
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June 30, unless otherwise indicated. As of 1960, Egyptian statistics are increasingly
presented on a fiscal year basis. This is, unfortunately, an inconvenience that we can do
nothing about. The reader should note that in some connections the agricultural year
(November-October) or the cotton year (September-August) is used.
21. The major part of the Canal dues before nationalization accrued to the foreign
owned Canal Company.
22. Military equipment has been obtained from the communist countries as grants,
against cash payment, and with loans. The total and its distribution among these three
classes are not known. Only payments (at delivery or deferred) appear in the balance of
payments, and they are classified as current payments, lumped together with expenditure
for representation abroad, students' scholarships, support of revolutions, and other
government payments.
23. For the first time since World War II, in 1970 Egypt was again a net food
exporter by £E26 million.

Chapter2

Foreign Exchange Regimes,
1946-1961: Oscillations
between Phases I, II, and V

The years between the end of World War II and the nationalizations of 1961
form a convenient period for the start of our survey. During its entirety Egypt
continued to rely mainly upon private enterprise and, until the last year or
two, applied only policy measures that were consistent with it and that had
been used in Europe until the trade liberalization of the mid-fifties. The period
started with the country leaving the sterling area and saw the introduction
and termination of a number of exchange control arrangements, as well as a
strong expansion of bilateral trade.' After the Suez War of 1956, trade with
communist countries rose sharply and a substantial effective depreciation of
the currency took place, leading up to the official devaluation of 1962.
The beginning of the period under review was characterized by the post
war recovery, and until 1947 a number of wartime restrictions disappeared.
Thus, it may be said that the immediate postwar years somewhat resembled
the co-directors' Phase V (see p. 349), although strongly influenced by the
special postwar conditions.
Despite a huge exchange reserve, the improving cotton price, and a con
tinued economic upswing, from 1947 onward Egypt ran into serious exchange
problems, closely related to the difficulties of the British economy and the
pound sterling. A number of foreign exchange measures were taken, and dur
ing the years 1947 to 1950 the country clearly found itself in Phase I on the
road to balance of payments and exchange controls. (See pp. 26-32 below.)
During the Korean boom, 1950-1952, the country experienced a brief
spell of import liberalization-not unlike Phase V-but also an initegrated
portion of anti-inflationary policies. (See the discussion on pp. 32-39 below.)
25
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With the breakdown of the Korean boom, exchange .ontrols were tight
ened again, and, since various arrangements introduced during the years 1947
1950 (Phase I) were never abrogated, it makes sense to identify the peiod
from 1953 to 1961 as Phase 11. Although the nature of the controls varied
quite substantially during these years, they generally tended to become ever
tighter.
The changed institutional framework in the wake of the nationalization
of foreign trade in 1961 makes it difficult to identify further developments in
terms of the phases set up by the co-directors.

THE POSTWAR RECOVERY
Egypt came out of World War lI--during which, although theoretically neu
tral, the country served as the main Middle East base for the Allied forces
without much direct destruction. The productive machinery was worn out,
however, and agriculture suffered from soil exhaustion due to insufficient
fertilizing during the wir years. Stocks of imported raw materials and con
sumer goods, including fcod, were emptied. On the other hand, the country
had accumulated substanti il stocks of cotton and a very large foreign ex
change reserve, held in pounds sterling in London. This reserve amounted
to more than two-thirds of Egypt's national income, or about four years' im
ports at the 1945 level.
Under these circumstances, there could be only one course to follow:
to use exchange reserves for replacement and modernization in industry and
communications, replenishment of exhausted commodity stocks, and recovery
of soil fertility. The policy was successful in terms of production, which in
creased rapidly in industry and agriculture. Large trade deficits did appear
(although improvements in the terms of trade favored the country greatly),
but foreign exchange reserves declined slowly as British military spending
continued, Suez Canal toll revenues increased, and exchange controls con
tained the pressure on the balance of payments. The major developments are
shown in Tables 2-1 and 2-2, as well as in Table 1-3.

THE DOLLAR SHORTAGE, TRIANGULAR
TRANSACTIONS, AND THE EXPORT POUND:
PHASE I
The exchange control regime in Egypt originated at the outbreak of World
Wa' 11. At that time Britain imposed exchange controls on her foreign trans

TABLE 2-1
Production, Income, and Foreign Trade, 1945-1949

Gross National
Product. at Constant
1954 Prices

Year

(mill. LEt
(1)

Gross National
Income, at Constant
1954 Prices
(incl. terms of
trade gains)

Growth
Rate
(% ) (miMl. t E)
(2)
(3)

1945

711

-

673

1946
1947
1948
1949

744
776
877
927

6.4
4.3
13.0
5.7

704
731
908
937

Growth
Rate
( 17)
(4)
-

4.6
3.8
24.2
3.2

Agricultural
Production
(major field Industrial
crops)
Production
t5)
(6)

Barter
Terms of

Foreign
Exchange
Reserve

Trade
(1945=
100)
t7)

Trade
(end of
Imports
Exports
Deficit
year,
(% GNP) (% GNP) (mill. LE) mill. RE)
t8)
(9)
(10)
(11)

100

100

100

10.2

7.8

n.a.

379

97
102
121
119

101
110
124
139

121
122
180
159

14.2
16.1
21.2
19.1

12.3
14.5
18.9
15.8

35.8
37.6
29.9
18.0

n.a.
353'
323
321

SOURCES: Cols. (I)and (2): B. Hansen and G. Marzouk, Development and Economic Policy it:
the U.A.R. (Egypt),Amsterdam, 1965,
p. 319.
Cols. (3) and (4): Ibid.. p. 319.
Col. (5): M. El Imam. -'A Production Function for Egyptian Agriculture." Memo No. 259. Institute of National Planning. Cairo, Decem
ber 31, 1962. Table VIII. p. 43.
Col. (6): Hansen and Marzouk. op. cit.. pp. 115-118.
Cols. (7)-(11): Ibid., pp. 186-187. 174, 176, and 190.
a. October 4. 1947.
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TABLE 2-2

Trade with Sterling Area and Nonsterllng
Countries, 1946-1950
(mill. LE)

Merchandise
Expors

Merchandise
Imports

Balance on
Current Account

Sterling

Non-

Year

Sterling

Area

Non-

sterling

Sterling

Area

Non-

sterling

Area

sterling

1946
1947
1948
1949

24.4
31.4
67.0
64.7

27.5

35.8
65.6
74.0

1950

39.0
37.1
68.9
57.8

73.0

49.6
63.3
93.6
100.5

111.9

+8.4
+12.2
+29.5
+33.2

84.7

-27.8
-43.9
--41.7
-38.9

132.0

+8.1

-22.5

SouRCE: Economic Bulh'tin, National Bank of Egypt, various issues.

actions, a move which was followed by similar measures in Egypt and other
countries belonging to the sterling area. While trade and capital movements
within the sterling area were unrestricted, tr.nsactions in currencies other
.han sterling were tightly controlled. Egypt, as a member, desposited all of her
foreign exchange earnings in the'London pool, where they were credited to
her in sterling, while, in turn, Britain would annually release foreign curren
cies to Egypt according to a quota system instituted for her trading partners.
Even then, the composition and origin of Egyptian imports were controlled
front the Allied Center for the S,;pply of the Middle East.
It was only in December 1944 that Egypt re'ained her freedom to import
and the administration of exchange control was shifted from London to the
Foreign Exchange Control Committee at Cairo, an Egyptian government au
thority. In practice, however. Egypt was limited by the inconvertibility of her
sterling balances, the restrictions (through the quotas mentioned above) im
posed on her access to hard currencies, and the commodity shortages in the
sterling area.
The sterling balances stemmed mainly from the expenditures by the Al
lied forces in Egypt and the inability of the Allies to meet Egypt's import
requirements. The reserves, on a steady uptrend during the war, reached their
peak immediately afterwards at £E425 miilion. The Egyptian government
found it both natural and desirable that in this situation it should be able to
utilize its sterling balances to fiance a dollar trade deficit for a number of
years. Hence, an Egyptian d'-egation was sent to London in June 1947
to negotiate along the., ".,,esthe
on
disposal of the sterling balances. The
agreement that c- rged, however, was to fall significantly short of Egyptian
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plans and hopes. The British position on all such sterling balances accumu
lated during the war years was that (1) a part of the balances would be re
leased and made freely convertible immediately; (2) another part would be
gradually released over a period of years; and (3) the remainder would
be "readjusted" or "scaled down." 2 It meant, simply, that her colonies and
dependencies were expected to pay part of the costs of World War II. In
Egypt's case, the part released as "No. I sterling account" was £8 million,
with an additional £ 12 million put on standby to meet any deficit; the re
mainder was blocked as "No. 2 sterling account."
Faced with these terms, Egypt decided to leave the sterling area, although
the British threats of "scaling down" the balances never materialized. An
additional consideration in this decision was that Britain was still unable at
that time to deliver the raw materials and capital equipment that Egypt badly
needed. Wheat, in particular, which Egypt needed to import on a large scale,
was not available for export in the sterling area. Thus, sterling as such was
not very useful. Egypt's imports form nonsterlinp, countries exceeded those
from the sterling area, resulting in a substantial current hard currency deficit.
At the same time, on top of her accumulated sterling balances, her current
sterling account was also in surplus (mostly because of continued British mili
tary expenditures in Egypt and increasing Suez Canal revenues).
It should be recalled that Britain was committed to the United States (as
a condition for loans obtained in 1946) to introduce full convertibility of the
pound sterling. Egypt thus had good reason to expect that whatever was re
leased from her blocked balances would be fully convertible into hard cur
rency. As of July 15, 1947, the British actually did introduce full converti
bility, and the Egyptian exchange position then looked fairly satisfactory. This
situation did not last long, however, and the problem of her deficit vis-t-vis
non-sterling area countries was again accentuated when Britain, on August
20, 1947, reneged on its commitment to full convertibility. Egypt found her
self placed outside the sterling area, with all her reserves in sterling and partly
blocked, and with no right to convertibility of released balances and of current
sterling earnings. The subsequent transfer of £ 21 million from No. 2 to No. I
account under a 1948 agreement had no cffect in alleviating the shortage of
nonsterling currencies, nor any relevance to her sterling trade, where Egypt
was running a surplus in any case. At the same time, Egypt's efforts to increase
her exports to dollar countries were frustrated as the United States imposed
import restrictions on cotton. 4
This situation resulted in two Egyptian policy moves: ( I) relaxation and
subsequent removal in March 1948 of trade regulations against sterling area
countries and any other country accepting sterling; and (2) adoption of auxili
ary trade methods to alleviate the dollar shortage.
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TriangularTrade.
One such auxiliary method was to engage in triangular trade relations
with other sterling area countries which, instead of selling their dollar earnings
to the London pool, would manage to buy dollar goods and resell them against
sterling at prices higher than those corresponding to the official parity. Through
these arrangements Egypt was able to convert part of her transferable sterling
into dollar goods, although at a premium. The premium was in the range of
20 to 25 percent, as quotations for most third countries' transferable sterling
accounts were in the range of U.S. $2.95-3.10 per Egyptian pound, compared
with a par rate of U.S. $4.027 per Egyptian pound.
Conversely, Egyptian cotton bought with sterling was offered against
hard currencies "at a considerable discount," thus making direct purchases
from Egypt by hard currency countries unprofitable. Hence the government
resorted to direct cotton sales against hard currencies from its surplus stocks
(accumulated during the war) at low prices. It also reserved certain export
goods, such as rice and cottonseed cake, for hard currency purchasers.1i These
transactions clearly represented a partial depreciation of the Egyptian pound
vis-A-vis the U.S. dollar and other hard currencies.
Barter Trade and Bilateral Agreements.
Other auxiliary trade methods adopted at the same time were barter and
bilateral agreements with countries facing similar problems. The first such
barter agreement was concluded with the Soviet Union in 1948, shortly fol
lowed by a bilateral agreement with France. Bilateral trade was increasingly
resorted to throughout the 1950s in coping with balance of payments difficul
ties (see p. 43 helow).
Licensing.
A licensing system for exports to and imports from countries outside the
sterling area was also introduced in 1948. Export products were divided into
four schedules which differed as to means of payment and restrictions on the
volume exported. For instance, shoes and hides could only be exported against
hard currency, while yarn and textiles could only be exported after domestic
demand was fulfilled. Most imports were licensed as to country of origin;
licenses were given freely to imports from countries with which Egypt had
bilateral agreements, while tight restrictions were imposed on imports from
the dollar area. With imports thus restricted, the government moved to limit
excess profits through price control, specifying maximum profit margins ac
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cording to the type of goods irvolved (for example, woolens, 30 percent,
agricultural machinery, 22 percent, tea and coffee, 18 percent). 6 There i-: no
evidence that significant shortages developed in these commodities. By and
large, it seems that quantities sufficient to clear the market at the controlled
prices were imported; this, of course, indicates that prices and profit margins
must have been set at generous levels.
Ile Export Pound.
In March 1949 a new agreement was reached with Britain, converting
,£E5 million into dollars and shifting £E12 million from the No. 2 to the
No. 1 (released sterling) account. As the Egyptian No. 1 sterling balaii.,es
at that time stood at £E7.4 million, the new releases were of little immediate
consequence. Indeed, the problem continued to he Britain's inability to deliver
commodities at competitive prices. Moreover, a critical restrictive amendment
was attached to the agreement: Britain insisted that the right to use sterling
be restricted to direct current transactions on goods originating in the country
to which the payment was made. 7 By thus barring triangular transactions,
it deprived Egypt of an important access to hard currency goods. In response,
Egypt created a transferable Egyptian pound on "export account" to finanze
trade with soft currency countries.
As a background to a discussion of the export pound arrangement, a few
words are in order on the international devaluations that took place in Sep
tember 1949. Britain devalued against the U.S. dollar by over 30 percent, and
Egypt, which sent roughly half of her exports to sterling area countries, fol
lowed suit immediately. Since Egypt's trade with the United States was very
small at that time, the average depreciation involved was very small as well.
The result was some rise in cotton prices in Egypt and a reorientation of cot
ton exports toward hard currency countries, while expectatons of price in
creases in Britain as a consequence of the sterling devaluation induced a
temporary increase of imports from the sterling area. Egyptian sterling bal
ances fell steadily as exports to the United Kingdom were reduced. The devel
opment of a deficit in sterling and the subsequent reduction of free Egyptian
sterling balances prompted the government from 1952 on to follow a path
of increasing general intervention in foreign trade (see pp. 41-45).
We mentioned that Egypt created so-called "export accounts" so that
Egyptian pounds could be used in trade with soft currency countries in lieu
of the abolished triangular transactions in pounds sterling. Under this arrange
ment Egyptian importers of specified hard currency goods from specified soft
currency countries could make their Egyptian pound payment to nonresidents'
dexport accounts." Egyptian pounds from these accounts were freely trans
ferable to other nonresidents and could be used to pay for Egyptian exports
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to a long list of soft currency countries. Te "export pounds," being freely
transferable, were traded and quoted at a discount in third-country exchange
markets. In this way Egypt could acquire hard currency goods indirectly
through third countries, while exports from Egypt to such countries were
promoted.
The whole arrangement amounted, of course, to a partial, floating ex
change rate for Egyptian pounds and involved a depreciation of the currency.
While the official rate set in September 1949 was U.S. $2.87 per Egyptian
pound, the price in Tangiers of Egyptian pounds on export account ranged
between U.S. $2.24 and $2.48 during 1951, with a tendency to incrause over
the next seve!.A, years (Table 2-3, col. 2). Thus, the depreciation of the export
pound averaged about 17 percent in 1950, but only about 9 percent from
1953 to 1955. The rates dep.nded mostly on the quantities of wheat Egypt
was buying abroad with export pounds.
The depreciation was partial since it affected only a small part of total
trade: at its peak in 1953 the export pound covered only 14 percent of exports
and 12 percert of imports. Therefore, the average depreciation accomplished
by this means was small, ranging from 1.17 to 0.18 percent over the period
1950-1955 (Table 2-4). Since export pounds were also. bought to pay for
exports to dollar creas-resulting in reduced dollar receipts-the government
found it appropriate to replace the export pound gradually by an import
entitlement system, and to expand bilateral trade.
THE KOREAN BOOM AND IMPORT
LIBERALIZATION IN EGYPT: PHASE V
The Korean War, responsible for a strong increase in cotton prices (by about
130 percent from 1949 to 1951, calculated on annual averages) and, hence,
an improvement in the barter terms of trade (by about 75 percent, as shown
in Table 2-5), helped to create a kind of "stag-flation" in the Egyptian econ
omy. The boom was accompanied by some domestic price increases (see Table
2-6); the cost of living rose by about 7 percent anrually from 1949 to 1951.
Production was rather stagnant during this perioa. Agricultural output
fell by 8 percent, while industrial production rose by only 4 percent. Real
GNP increased by less than 5 percent from 1949 to 1951 (Table 2-7). But
the strong improvement of the terms of trade brought a rise in real national
income (GNI) of 8 percent in 1950 and another 7 percent in 1951. Although
the accompanying uptrend in demand certainly influenced domestic prices, it
found a partial outlet in increased imports, wlhich, despite a rise of about 50
percent in export value, caused both the balance of trade and the balance of
current payments to deteriorate during the boom.

TABLE 2-3

Exchange Rates for the Egyptian Pound
Import Entitlement Premiums
Quotations from Alexandria
(buying, percent, end of ycar)

Quotations Abroad
on "Baccounts."
(buying rates for ,LE
end of year)
Brussels
Zurich
Amsterdam
(Belg. fr./ zE)
(Sw. fr./ R.E)
(florin/ f-E)

Par

Export
Pound
Quotations

Rate
(U.S. $/ ZE)

Tangiers
(U.S. $/ LE)

0

DM

U.S. $

Year

(1)

(2)

(3)

(4)

(5)

(6)

(7)

1950
1951

2.87
2.87
2.87

2.24-2.48
2.34-2.63
2.31-2.72

-

-

-

5

-

-

n.a.

n.a.
n.a.
9.6

n.a.
n.a.
12.10

2.87

2.57-2.62

94

11,

8

10.07

11.65

128.82

2.87
2.8?
2.8"
2.b7
2.87
2.87
2.87
2.87

2.55-2.75
2.50-2.73
-

7>V
1042

10
14

10.06
10.30 A
9.25A
8.60'
9.00
8.70

135.37
129.258
126.00a
109.25'
109.00
110.50

-

11.18
11.90 a
10.50a
9.50'
9.80
9.90
11.50
10.40

10.40

12.40

142.05

1952
1953
1954
1955
1956
1957
1958
1959
1960
1961

-

--

-

11

8 -.
12142
-

-

-

-

-

-

-

-

(8)
-

-

Cross rates
at official
U.S. $. par rates,
1950-1961

SOURCES: Economic Bulletin, Na:ional Bank of Fgypt, vario-is ;-sues; IMF, InternationalFinancialStatistics, various "ssues.

a. November figures.
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TABIE 2-4
Depreciation through the Export Pound

(percent)
Export Pound,
Depreciation
in Relation to
Par Rate

Proportion of Total
Trade Effectuated
via Export Account
Exports Imports

Average Depreciation
for Total Trade
through Export Pound
Exports
Imports

Year

(1)

(2)

(3)

1950
1951
1952

17
13
12

5
10
7

2

1953

9

14

12

1954
1955

7
9

1.26

1.08

6
3

5

0.42
0.27

0.35
0.09

9
5

1

(4)

(5)

0.85
1.30
0.84

0.34
1.17
0.60

SOURCES: Col. (1): Averages of Table 2-3, col. (2).
Cols. (2) and (3): Calculated on basis of figures for payments on export account
from Economic Bulletin, National Bank of Egypt, 1953 and 1959, and for total export
and import from Hansen and Marzouk, op. cit., pp. 186-187.

TABLE 2-5
Cotton Prices, Terms of Trade,
and Foreign Trade, 1949-1953

Year

Cotton
Price for
Crop of
Previous
Year,
Z I'/Kantar
(I)

Barter
Terms of
Trade
(1938-39
100)
(2)

1949
1950
1951
1952
1953

11.05
14.93
25.14
18.24
12.28

137
176
243
155
118

% of GNP
Exlx)rts
Imports
(3)
(4)
15.8

18.2
19.4
15.5
15.3

19.1
20.8
22.1
23.0
19.2

Value
(mill.LE)
Balance on
Balance
Current
of Trade
Account
(5)
(6)
-18
-32
-39
-64
-29

-4
-14
-15
-53
-8

SoUacLs: Col. ( I ): Annmuaire Statistique, Cairo, 1960-1961. The prices are averages
for cotton season (Sept. I-Aug. 31 ) for all varieties.

Col. (2): Hansen and Marzouk, op. cit., p. 176.
Cols. (3)-(6): Ibid., p. 174 and Table I. IlL.
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TABLE 2-6
Prices and Wages
Wholesale Prices

Cost of Living

Industrial Wages:
Weekly Earnings

Year

(1953 = 100)
(1)

(1953 = 100)
(2)

(CE)
(3)

1949

88

94

1.46

1950

97

99

1.69

1951

108

1.94

1952
1953

105
100

108
107

100

2.03

1.90

SOURCE: D. Mead, Growth and Structural Change i the Egyptian Economy, Home
wood, Ill., 1967, Tables VI-F-I and I1-B-7.

TABLE 2-7
National Income and Production, 1949-1953

Year

Real GNP,
at 1954
Prices
(mill. LE)
(1)

1949
1950
1951
1952
1953

927
945
971
992
981

Growth Real Gross
Rate
National
of
Income'
Real
at 1954
GNP
Prices
(%)
(mill. LE)
(2)
(3)

Growth
Rate
of Real Agricultural
Industrial
GNI
Production
Production
(%)
(1949= 100) (1949= 100)
(4)
(5)
(6)

5.7
1.9
2.8
2.2
-1.1

3.2
8.1
7.0
-7.7
-4.5

937
1,013
1,084
1,001
956

100
95
92
102
94

100
105
104
107
108

SOURCES: Cols. (I) to (4): Hansen and Marzouk, op. cit., p. 319.
Col. (5): See Table 2-1, col. (I).
Col. (6): See Table 2-1, col. (2).
a. Includes terms of trade gains.

A more detailed analysis of events is, unfortunately, handicapped by the
existence of two different series of government budget figures: the official

series (see Table 2-8, A) and a revised series compiled by the Institute of
National Planning, Cairo (Table 2-8, B). The latter is based on United Na
tions definitions and classification and is known to be a thorough and compe
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TABLE 2-8
Egyp's Budget

(mill. LE)
A. Government Budget: Official Presentation

Budget
Year
July I to

Surplus

June 30

(I)

(2)

(3)

(4)

(5)

1948-49
1949-50
1950-51
1951-52
1952-53

-15
-15
2
-39
-10

158
164
190
233
208

34
36
38
n.a.
n.a.

143
159
185
194
198

53
62
75
77
74

Expenditure
"Economic
Total Administration"

Revenue
Customs Duties

Total

B. Goverinent Ordinary Budget: Special Study
Budget
Year
July I to
June 30
1948-49
1949-50
1950-51
1951-52
1952-53

Revenue

Surplus
(1)

Expenditure
"Economic
Total
Services"
(2)
(3)

Total
(4)

Imports
(5)

-2
-28
46
-25
-4

145
187
204
219
202

143
159
250
194
198

46
50
80
60
57

34
75
72
54
43

Duties on
Exports
(6)
10
II
24
14
14

Total
(7)
56
61
104
74
71

SouRcI~s: A: Annuaire Statistique. 1949-1950, 1950-1951, Cairo,
1953; 1951-1952,
1952-1953, and 1953-1954. Cairo. 1956.
11: Mlead, op. cit.. Tables VI-E-3 and VI-E-4. Thesc figures
are based on an
unpublished study by Rasheed Khalid of the IMF at the Institute
of National Planning,
Cairo. Khalid's reclassification and presentation follows the principles
laid down in A
Manual for the Economnic and lFunctional Classification
of Government Transactions,

United Nations, 1958.

tent piece of work. It also makes more sense than the official
budget series
insofar as it shows strong uptrcnds in government spending for
1949-50,

when the government embarked upon a development program, and
in cus
toms revenues for 1950-5 1,when foreign trade reached its peak-two
phe
nomena neither one of which shows up in the official series. On
the other
hand, it is difficult to reconcile the revised series' large surplus
figure for
1950-51 with data on changes in the banking system's net claims on
the gov
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ernment (see Table 3-5). Considering the known government loan trans
actions outside the banking system, in particular the large Palestinian War
Loan of £E30 million in 1948-49, the official surplus figures tally reasonably
well with the changes in the banking system's net claims on the government.
The revised surplus figures do too, except for 1950-51. We suspect that
being based on U.N. definitions-the revised revenue figires reflect tax liabili
ties rather than actual tax collections; it stands to reason that large tax arrears
were built up during the boom years (a very normal phenomenon in Egypt)
which, after the collapse of the boom in 1952 and the land reforms and other
events that followed, were never paid. These considerations have led us to use
the revised figu,-es for all years except 1950-51, for which we have preferred
to use the official revenue figures. But we call the reader's attention to the fact
that the analysis of 1950-51 depends criticaly upon which budget revenue
figures are used; since both sets of figures may be correct (in terms of their
own definition) our problem is, in effect, whether budget analysis should be
based on actual tax receipts or on tax liabilities. Our choice is to work on a
cash basis.
Inflationary tendencies were already beginning to build up in the econ
omy before the outbreak of the Korean War in June 1950. The development
program implied an increase of government expenditure in 1949-50 by about
£-E40 million, corresponding to 4 percent of the national income, and a
budget deficit of close to £E30 million (Table 2-8, B). At first, the main
impact of the expansionary forces was on imports rather than on prices and
domestic production. Imports started to increase as a result of a reduction in
tariff rates accompanying the removal of trade regulations with the sterling
area (see below), the increasing export capacity of the member countries of
the area, and some shift from grain crops to cotton in Egypt.
From the second half of 1950, exports took the lead in the expansionary
process. The major driving force was certainly the rising world demand for
raw materials of strategic importance. Both export and import values soared,
exports through price increases, imports mainly through volume increases.
The expansion of the value of imports in 1950 was stronger than the value
of exports, which by itself suggests that domestic forces added to the export
boom. The money supply began to increase-by 4.2 percent in 1950 and 6.5
percent in 1951, as compared with a slight fall in 1949 (see Table 3-5).
Even so, money supply was hardly a decisive factor in the process., More
importantly, government expenditures expanded further during 1950-51 and
1951-52. On the other hand, production tended to stagnate during 1950
and 1951, partly because crops were small (due to low floods and plant dis
ease), but also because industrial expansion slowed down. Government reve
nue in 1950-51 (even according to the official figures) rose so much that the
deficits of the earlier years were replaced by a small surplus, serving to dampen
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domestic demand somewhat. The revenue increase was, however,
mainly an
automatic response to the expansionary forces emanating from both
and government expenditure; in 1951-52 the growth in expenditure exports
actually
exceeded that in revenue, and a substantial deficit developed once
again.
The peculiar stagnation in industrial production was, of course,
partly
related to the bad crops, but increased liberalization and stronger competition
from imported goods most probably played a role as well. Deliberate
liberali
zation measures were taken during these years, partly to stimulate
growth,
partly to induce imports as an anti-inflationary measure. Licenses
were issued
more generously. In early 1950 the ad valorem duty was reduced
from 7 to 3
percent; duties on machinery for new industrial undertakings were
reduced
from the 6-10 percent range to 4 percent; and wheat, barley,
beans,
and
lentils were exempted from all duties. Later in 1951 tariffs cn a
number of
foodstuffs were abolished altogether, and the ad valorem duty on
imports of
machinery and certain foodstuffs was reduced to I percent." Revenue
on tobacco and alcoholic beverages were, on the other hand, increased duties
sharply,
together with duties on automobiles.
The combination of an inflationary boom and stagnation in industry
thus
seems to be explained by two circumstances. Firsi, when a country
experiences
a strorig improvement in its terms of trade through a rise in export
prices,
national income and expenditure are bound to expand more strongly
than
na
tional product in real terms. The difference consists, of course, in
the terms
of trade gain. Business indicators related to expenditures are therefore
also
bound to show stronger expansion than indicators related to production.
And
there is nothing to prevent real expenditure from increasing even
with falling
production. Second, high cotton prices and the expenditure boom did
not lead
to a production boom but, rather, the opposite because, on the
one hand,
full capacity in cotton acreage was already reached before the Korean
boom
and, on the other, economic policy as expressed in trade liberalization
served
to divert domestic demand toward imported goods. But, of course,
as we have
pointed out, there were also exogenous factors that affected manufacturing
adversely through the poor agricultural crops.
The international cotton market collapsed at the end of 1951, and,
after
a vain attempt by the Egyptian governmc at to keep international
prices for
extra long staple cotton at a high level (among other things, by taking
over all
futures contracts at the Alexandria Bourse and buying in the spot market
for
stockpiling), Egyptian cotton prices fell drastically during 1952.101
Export
revenues shrank, and the trade deficit soared to a peak of Z E65
million that
year. The rapid drop in the exchange reserves generated a fall
in money
supply (Table 3-5), and for 1952-53 the government cut expenditure
by
about 10 percent. The general situation thus shifted very rapidly
from an ex
penditure boom to a recession.
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With the end of prosperity, Egypt's liberalization policy vanished, too.
It had helped to stabilize prices, but had probably also contributed to the
stagnation in domestic production. It was too short-lived to have had any
importance for long-term growth. (For a discussion of this policy in a more
general setting, see Chapter 3, p. 75.)
POST-KOREAN RECESSION, LICENSING,
AND THE IMPORT ENTITLEMENT SYSTEM:
THE BEGINNING OF PHASE I!
In its first years, the economic policy of the revolutionary government, except
for the land reforms, was generally conservative. Both monetary and fiscal
policy were, on balance, deflationary, and production expanded only slowly
until around 1955. Between 1952 and 1955, the budget deficit averaged only
about £E3 million and the money supply remained nearly constant. From
virtual stagnation in 1952-53 the growth rate of GNP rose to about 3 / per
cent in 1955-56. A major reason for the stagnation was the lack of appre
ciable growth in agricultural production (slightly above I rercent annually
on the average from 1952-53 to 1956-57). This slow growth was partly a
result of the depressed prices" and partly a result of the governnent's area
restriction policies, which from 1953 on aimed at shifting agricultural pro
duction from cotton to wheat (see Chapter 6 and Appendix A). Cotton ex
port taxes (temporarily abrogated in 1952) remained high for some time
despite the depressed international prices. At the same time, industrial growth
was also slow until 1955 (see Table 2-9).
Until 1952 Egypt had a small deficit in its balance of trade with the
sterling area. However, this was more than offset by a surplus generated oil
the invisible accounts (stemming mostly from Britain's military expenditures
in Egypt). This surplus, as well as the gradual release of old sterling balances,
had financed a large deficit vis-at-vis dollar and soft currency countries, initially
through triangular transactions and later through the export pound.
In 1952, following the collapse o' cotton prices, sales to the United
Kingdom (Egypt's largest customer) fell to about a fifth of their average
in the years since the end of the war.' This would not deserve special mention
if it had been a temporary phenomenon related to the post-Korean recession
in the developed countries, but, in fact, it marked the beginning of the down
ward trend of cotton exports to Western countries. Long-run factors included
the decline of the Lancashire textile industry, the gradual substitution of syn
thetic fibers for cotton, and technological innovations that permitted the use
of medium and coarse counts of cotton in the production of fine cloth. De
mand shifted away from extra long staple-the Egyptian speciality-to long

TABLE 2-9
Production and Foreign Trade, 1953-1956
GNI at 1953-54
Prices
Fiscal
Year

(mill. .E)
(1)

Growth Rate
(%)
(2)

1952-53
1953-54
1954-55
1955-56
1956-57

947
963
999
1,032
1,045

0.6
1.7
3.7
3.3
1.3

Agricultural

Industrial

Production
Production
(1952-53 = 100) (1952-53 = 100)
(3)
(4)
100
101
104
103
106

Exports

Imports

Balance
on
Current

as %
of GNP
(5)

as %
of GNP
(6)

Account
(mill. .E)
(7)

15.4
14.9
14.2
13.5
13.8

21.1
17.9
17.3
18.1
17.4

-30.5
-5.7
-- 18.8
-33.5
-32.1

100
103
110
118
126

NOTE: In cols. (3) to (7) the budget year figures are averages of calendar year figures.
SOURCES: Cols. (1) and (2): Hansen and Marzouk, op. cit., p. 320.
Col. (3): See Table 2-1, col. (5).
Col. (4): See Table 2-I, col. (6).
Cols. (5) nnd (6): Hansen and Marzouk, op. cit., p. 174.
Col. (7): Table 1-3.
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TABE 2-10
Trade with Sterling Area and Nonsterling Countries, 1951-1957
(mill. LE)
Merchandise
Exports

Year
1951
1952
1953
1954
1955

1956
1957

Sterling
Area

Nonsterling

74.5
27.7
35.2
36.3
24.3
19.9
8.8

127.4
117.9
100.1
103.5
108.8
110.0
157.2

Merchandise
Imports
Sterling
Area

Nonsterling

77.2
52.8
31.4
36.5
407
42.9

18.1

SOURCEs: Annuaire Statistiqte and Economic

164.7
157.7
133.8
114.2
149.5
149.4
199.4

Balance on Current
Account
Sterling
Area

Nonsterling

27.3
-3.6
27.7
17.2
-4.7
-5.7
-5.7

-42.5
-49.8
-35.6
-13.6
-38.7
- 38.7
-25.5

itdltlin, various issues.

and medium staple, which favored Sudanese and American varieties. At the
same time, Sudan emerged as a major producer of long staple cotton and
substantially eroded the Egyptian share of the Western market.
Not surprisingly, therefore, Egypt experienced a deficit in her current
transactions with the sterling area and other countries in 1952 (see Table
2-10). By the end of the year her free sterling reserves were down to a neg
ligible amount (£ E6.3 million). The total free reserves including gold (XCE
98 million) were still roughly equivalent to five months' imports. : The ex
ternal deficit on current account was reduced considerably in 1953, and in
1954 there was even a slight surplus, actually a sign of domestic slackness
rather than of soundness in the economy. In 1955 and 1956 the deficit became
significant once more as a result of a strong expansion in imports (Table
2-10) of credit-financed capital goods.
In view of the unfavorable balance of payments picture in, 1952, the
government felt that it had to take strong corrective measures, but it was
certainly too deflationary in its general policy. Exchange regulations and
controls now became so comprehensive that developments can be identified
with the co-directors' Phase 11, which lasted until the nationalization of 1961.

General Import Licensing.
The first step taken by the government to improve the foreign exchange
position was to extend import licensing in 1952 to all countries and to limit
imports from the sterling area to necessities. Further, a 10 percent surcharge
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was imposed on all remittances abroad, and customs duties
on tobacco and
luxuries were raised. On the other hand, licenses for imports
from countries
with which Egypt had bilateral agreements were issued without
limit. In gen
eral, imports in hard currency were confined to essentials, while
semi-essential
imports, such as textiles, were restricted to the export pound
or to barter
agreements.
The Impmrt Entitlement System.
The second step was to introduce a comprehensive import
entitlement
system in 1953. Under this arrangement exporters who shipped
goods to the
dollar or sterling areas received an import entitlement for 75
percent of the
value of exports (66 percent for goods shipped to West Germany)
and for
100 percent in the case of exports of cotton yarn and textiles.
The entitlement
was transferable. Exporters could now sell cotton at a discount,
recouping any
losses by the premnium they obtained through selling their import
entitlement
to importers. Import entitlcnicnts commanded a premium ranging
over the
next secral ),ears from 8 to 14 percent for dollars, 5 to 10 percent
for sterling,
and 8 to 12 percent for German marks (Table 2-3, columns
3-5). They
could be used to import the commodities on the list for the
export account
(essentials and semi-essentials); but they were less restrictive
in that they
permitted importation from the sterling and dollar areas. Moreover,
in order
to encourage foreign investment and as an exception to the import
entitlement
regulations, all products could be imported from dollar and sterling
areas pro
vided that the proceeds of the sales were invested in Egypt. The
vale of such
imports could not exceed 65 percent of the total foreign capital
to be invested
in Egypt; the remainder had to be invested in dollars or sterling
at par."
[he import entitlement system was far more comprehensive
than the ex
port accounts, and it spread the partial devaluation to a larger
segment of
trade. At their peak. export accounts financed only 12 percent
of imports,
while the import entitlement system covered 40 percent of
imports in the
first year of its operation.'" The supplementation of the export
pound by
the import entitlement system thus represented a further depreciation
of the
Egyptian currency. Nevertheless, the depreciation as reflected
in the import
entitlement quotations throughout 1953 and 1954 remained small;
by the end
of 1954, the premiums were 7.13 percent for sterling and 10
percent for the
U.S. dollar (Table 2-3).
Through the relalive rise in import prices in terms of domestic
currency
and the discount on exports, the import entitlement system,
together with
tighter import control on nonessentials, probably contributed
to the marked
improvement in the balance of payments and the resulting small
current ac
count surplus in 1954. However, it applied to only three currencies,
which
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created severe imbalatces with other currencies. Imports from France, to
which entitlements did not apply, were relatively cheap, while exports to
France were relatively expensive. This contributed to a severe Egyptian deficit
vis-A-vis France which the government tried to reduce by ad hoc measures
(for example, granting cotton a discount of 6.5 percent when exported to
France)."
BILATERAL TRADE
With the shortage of transferable sterling as well as hard currencies, bilateral
agreements appeared increasingly attractive to Egypt and its trading partners
in Western and Eastern Europe. Italy, Belgium, West Germany, and the
Netherlands concluded payments and trade agreements wth Egypt in the years
1952 and 1953. The proliferation of these agreements was such that, by the
end of 1953, no less than 55 percent of Egypt's foreign turnover was governed
by bilateral agreements, as shown in Table 2-11.
Most of the payments agreements were based on Egyptian pounds (stipu
lated in those concluded with Eastern European countries) or on various
combinations of the two partners' currencies (stipulated in the agreements
concluded with Western European countries)." The exchange rates of the
two currencies were fixed vis-a-vis the U.S. dollar, and the agreements guaran
teed adjustment of the outstanding net balance in the event of a change in the
exchange rate. They specified the manner in which any outstanding balance
might be settled (usually in goods) and fixed a debt ceiling. The agree
ments allowed for triangular settlements, as Egyptian exchange control "often
TABLE 2-11
Egypt's Balance of Payments with Bilateral
Agreement Countries
(mill. LE)

Year
1951
1952
1953

Turnover as %
of Total

Merchandise

Other

Trade Account

Transactions

Receipts Payments
42.3
70.0
90.8

51.0
73.5
92.1

!otal

Foreign

Receipts

Payments

Deficit

Transactions

10.9
16.0
27.1

26.1
31.3
33.3

-23.8
-18.8
-7.5

21
39
55

NOTE: The United Kingdom i3 excluded. Transactions in any one year cover only
those countries with which there were agreements during that year.
SouRcE: Economic Bulletin, National Bank of Egypt, 1954, p. 166.
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approves on an administrative basis the export of cotton to an agreement
country with payment being received from the account of another agreement
country."'"
Transferability of outstanding balances enhances the efficiency of bilateral
trade. Nonetheless, bilateral agreements usually imply an effective deprecia
tion of one of the two currencics involved vis-ii-vis hard currencies. For, with
the addition of bilateral trade, the volume of competitive commodities traded
(i.e., with a c.i.f. price equal to or lower than the world market price at the
official exchange rate) is likely to exceed that which would have been con
tracted under pure multilateralism. Moreover, its composition is also likely
to include goods for which c.i.f. import prices exceed world market prices at
the official par rate. This expansion in trade volume can only be achieved by
paying relatively more for imports or receiving less for exports (in terms of
world market prices, not domestic prices), which amounts to some degree of
currency depreciation.' Such implicit depreciation was brought out explicitly
through the special arrangement with Switzerland commonly referred to as the
"B-account." In 1950., when the agreement with Switzerland was renewed, it
was decided that certain transactions should be carried in Swiss francs and
others (specified in the form of a list of goods) in Egyptian pounds-the B
account. Instead of having a fixed exchange rate between the Egyptian pound
and the Swiss franc, the exchange rate of the Egyptian pound in Switzerland
was left to be decided by market conditions. The same arrangement was later
incorporated into the agreements with Belgium and the Netherlands. The
quotations for the Egyptian pound in the three markets are shown in Table
2-3. At the end of 1953 these rates reflected a depreciation of the Egyptian
pound of 3 percent vis-a-vis the dollar in Amsterdam, 6 percent in Zurich,
and 10 percent in Brussels.
THE ABOLITION OF TIlE EXPORT POUND
AND IMPORT ENTITLEMENTS, 1955
The multiplicity of rates existing for identical commodities gave rise to lucra
tive arbitrage transactions. In 1955 Britain insisted, as part of the agreement
on further sterling No. 2 releases, that the entitlement on sterling be dropped
and the Egyptian pound e treated at par with sterling. The agreement was
implemented in September 1955; entitlements on all other currencies were
terminated as well. Earlier in the year export accounts had also been abolished,
having lost all practical importance. Thus Egypt resorted again to a uniform
exchange rate. But instead of devaluing its currency, which would have con
solidated and generalized the previous partial depreciations, she chose to main
tain the par value of the currency with the imposition of an import surcharge
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of 7 percent and a premium on cotton exports. The 7 percent surcharge applied
to all imports except industrial equipment needed for investments and raw
materials, which implied the exemption of roughly 50 percent of imports from
the surcharge. The premium on cotton exports took the form of a reduction
in the export tax (for example, from 300 to 160 piasters per kantar on Kar
nak) which corresponded to an 8 percent reduction in price. But other
exports (in particular, cotton textiles, agricultural products, and leather goods)
no longer benefited from any kind of premiums.
However, this was not sufficient to permit relaxation of exchange control
measures; in fact, in view of the reappearance of a large balance of payments
deficit in 1955, import controls were tightened. A new import policy was an
nounced in March 1956 whereby licenses were issued on a half-yearly basis,
with the aggregate value of licenses issued for each half-year period corre
sponding to 50 percent of the preceding year's export earnings. This was the
first systematic attempt to establish a foreign exchange budget with import
quotas determined in relation to exports. Old importers (somewhat incon.
sistently) were granted licenses up to 50 percent of their average imports
during the last two years. while new importers were considered on the basis
of the price of their imports and the type of currency involved.-" The degree
of restriction differed according to the priority given to various commodities
(automobile and other consumer durables imports were prohibited altogether),
and the 7 perce.t import surcharge had to be paid at the time of the issuance
of the license. Later in the year an attempt was made to link import authori/a
tion to export performance by granting import licenses to any firm which
succeeded in expanding its exports. A firm could import its own inputs up to
50 percent of the value of exports.
In the fall of 1956 the British-Frcnch-Israeli attack on the Suez Canal
upset all these arrangements and we shall never know how they would have
worked.

ECONOMIC RECOVERY AFTER 1956 AND
THE SHIFT TOWARD EAST BLOC TRADE
The conservative caution of the government in regard to monetary and fiscal
policy continued until 1959. Money supply, which had increased substantially
during the Suez War, was only slightly higher at the end of 1958 than at the
end of 1956, and government net borrowing from the banking system was
modest until 1960-61 (see Table 3-5). Significant external current account
deficit, of about £CF20 to 30 million were experienced each )ear from 1957
to 1960, partly caused by bank-financed capital goods imports for development
purposes and weapons purchases. The remainder of the blocked sterling re
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serves was finally released, however, ond :;ome aid was obtained from
both
West and East. At the end of 1959, with all sterling reserves released, Egypt
still had a gross exchange reserve corresponding to seven months' imports
plus government payments abroad (including payments for military equip
ment) and a net reserve corresponding to about 3 months' imports
plus
government payments abroad.
The events surrounding the Suez War of 1956 severely disrupted the
flow of trade and shifted its geographic distribution toward Eastern Europe
and the Soviet Union (see Table 1-6). In the immediate aftermath of
the
Suez War, Egypt again concluded a number of barter agreements with Western
countries ir. which highly inflated import prices reflected substantial discounts
on sales of Egyptian cotton. At the same time, large purchases of cotton
by
the USSR and Cze7choslovakia were re-exported to the West at discounts
reaching 28 percent."' As a result. Western markets refrained from buying
Egyptian cotton directly even when equivalent discounts were granted.
Sub
sequently, the communist countries were to readjust their cotton policies
to
allow for much larger consumption of Egyptian cotton.
Nevertheless, Egyptian imports continued to reflect heavy reliance on
Western sources. The deficit on current transactions was mainly with Western
countries, and the ned foi an expansion of exports to the West was strongly
felt. The payments situation in 1954 and 1957 isshown in lable 2-12.
TIlE FOREIGN EXCHANGE BUDGET
At the beginning of 1957 Egypt adopted a number of measures intended
encourage exports to the West and to restrict further the imports of to
non
essentials. A foreign exchangc budget was set up, and a quarterly quota
was
established for imports on the basis of past export performance. The exchange
budget first determin .d the import requirements of the Ministry of Supply
(wheat, tea and coffee, et cetera), and then allocated a monthly quota for
the
importation of pharmaceuticals. Thereafter, it allocated to raw materials
im
ports by industrial producers aglobal quota equal to one-fourth of the quantity
imported in the previoi s year.2-' Finally. it allowed for seasonal imports,
which were deducted from subsequent quotas.
EXPORT PREMIUM SYSTEMS AND) IMPORT
DUTIES, 1957-1961
As part of the policy outlined above, the government also announced
a
system of export premiums, which varied by currency and destination
and
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TABLE 2-12
Distribution of Current Payments and Receipts
by Country Group, 1954 and 1957

Current receipts
front:
Eastern Europe
West
Other countries
Total

1954

1957

(mill. LE) (%)

(mill. CE) (%)

21.6
169.3
31.3
222.2

10
76
14
l00

85.2
95.7
56.3
237.2

37
40
23
100

Eastern Europe
West
Other countries
Total

18.3
174.4
25.9
218.6

8
80
12
100

84.4
119.2
64.8
26.4

31
44
25
100

Balance
on current account:
Eastern Europe
West
Other countries
Tolal

3.3
-5.1
5.4
3.6

-

0.8
-23.5
-8.5
-31.2

Current payments
to:


-

-

-

-

No I.: "F1astern Europe" includes Austria. Bulgaria. C/echoslovakia,
East (Yeinjany. U.(recc. lIhmgry. Poland, Rumainia. Tu rkey, [he USSR,
and Yugoslavia. "WVest" includes American ruonctary area. sterling area.
and IFtiropean countrie, not icnlided in Pa stern Furopc.
Sot:RcE: 1). Mead. op. cii.. "laleV--A-10.

were adjusted periodically in response to cotton prices and the general trends
in the cirrent balance of payments. From February to May 1957, the prcmiutn
was applied only to cotton; it arnounted to 10 percent on exports against
Indian rupees and Italian liras, 15 percent on exports to Germany in DMs,
15 percent on exports against dollars to countries other than the United
States and Canada, and 20 percent on exports against dollars to the United
States and Canada. In May 1957, the premiums were cxlended to exports of
onions (20 percent) again;t convertible currencies, and those on cotton were
raised across the board by 5 percentage points.
An import fee of 10 percent was imposed in February 1957 on all imports
against convertible currencies. The 7 percent surcharge that had been intro
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duced in 1955 was extended to all nonessentials and later increased to 9 per
cent. In June the fees on government purchases with the currencies mentioned
above were doubled to 20 percent.
The premium system was the third example of partial, de facto deprecia
tion introduced in the postwar period. It was accompanied by a rise in whole
sale prices (8 percent between August 1956 and August 1957), which was
concentrated on import goods such as tea, coffee, fuel, and pIper. Imports
of textiles and consumer durables (automobiles, for exampl-) fell during
1957, as did imports of intermediate products (paper, wood, jute bags). 23
For the first time in the postwar period "a general scarcity of imported goods
and raw materials" was reported.24 Part of this phenomenon was certainly
due to the disruption of trade caused by the Suez War, but it also marked
the beginning of a recurrent pattern of commodity shortages in the Egyptian
economy. It should be mentioned that the period 1955-1957 saw the launch
ing of several large industrial plants (such as the iron and steel plant at
Helwan, and fertilizer and tire plants), entailin-, heavy import, of capital
equipment. At this time most Western European countries retunled to con
vertibility, thereby inceasing the number of currencies sold at a premium
and reducing the opportunities for bilateral agreements, which E:gypt now
relied upon heavily.
In 1958, the premium or. exports was extended to all commodities ex
cept rice and oil products through the reintroduction of nonresideit "export
accounts," which were freely transferable to other nonresidents. I lowever,
while in the old system (1950-1956) the premiums had been left to the
market, in the new system the premiums were fixed by the central bank.
The premium developed as follows:
March 1 to March 10, 1958
March 10 to June 6, 1958
June 7 to September 1, 1958
September 2, 1958 to April 20, 1959

(percent)
30.0
26.5
25.0
17.6

Starting with April 1959, the premium on cotton was changed frequently,
sometimes from week to week. It was adjusted according to the international
supply and demand situation in an attempt to assure the competitiveness of
cotton abroad at relatively stable producer prices. When the cotton season
of 1958-59 was near its end and unusually large supplies were still avail
able, the premium averaged around 53 percent (between May End July of
1959). The new season (1959-60) started with premiums around 23 per
cent; they were frequently adjusted downward as supplies became gradually
smaller toward the spring of 1960. At that time the premium as eraged 6
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percent and the carryover was about half that of the previous season.
When
the availability of two crops overlapped, a higher premium was quoid
for
the old crop than for the new one. It should be added that during the
cotton
sea,;ons 1958-59 and 1959-60 the cotton export taxes were lowered
and
subsequently abolished for almost all varieties and grades; by itself the
lower
ing of export taxes implied a depreciation.- ' Thus, the policy shifted
from
taxing to subsidizing cotton cultivation for a few years until 1962.
By the middle of 1959, exports of cotton received a premium fluctuating
around 25 percent, onions and textiles, a premium of 29 percent, and
other
exports with the exception of rice and oil products, a premium of 17.5
per
cent. On the import side, fluctuating premiums prevailed through 1958
at
rates between 30 and 17 percent, with a higher premium applied to
govern
ment purchases. At the same time all imports were paying the 9 percent
surcharge. Note that trade with Eastern European countries was
subject
to no premiums, either on imports or on exports: export prices hig.her
than
world market prices were offset by hiher import prices. 2"1
In September 1959 the "export account" system was abolished and re
placed by a system in which premiums on the Egyptian pound were applied
to receipts and payments in convertible currLncies. All current transactions
were grouped into categories, as follows: -7
1.Imports of goods and invisibles were to pay a premium of 27.5 per
cent, except for certain capital goods and raw materials.
2. Exports of manufactured products. except textiles and cemeni. were
to receive a premium of 17.5 percent.
3. Exports of cotton, textiles, and onions were to receive a variable
premium which would be adjusted periodically according to international
market prices (each week in the ca;e of cotton), It averaged between
25
and 30 percent in DeLember 1959.
4. Exports of rice and cement, which were sold at the official exchange
rate, occasionally carried an export tax.
As the balance of payments situation improved again, the premium
on most exports was reduced, first to 20 percent in January 1960
and then to

10 percent in July. At the same time, the "statistical" ad valorem tax
of I
percent on all imports was raised to 5 percent. Moreover, the 9 percent
import
surcharge was extended to imports fron countries with which Egypt had
bi
latcral agreements. Half the premium was, however, refunded in the case
of
imports of foodstuffs, raw mat'rials, and industrial equipment; such imports
exceeded two-third,- of total imports. Thus, by adding the import surcharge
of 9 percent, the premitm ( of 10 percent), and the statislical tax (5
per
cent), we reach an effective premium (not including tariff.) of 19 percent
on imports of food, raw materials, and industrial equipment, as compared
with an effective premium of 10 percent on all exports.
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THE NATION,.LIZATION OF FOREIGN
TRADE, 1961
In July 1961 the government nationalized a large number of companies. A
virtual government monopoly was established for imports: the right to import
was restricted to state-owned import companies, with some state-owned in
dustrial companies authorized to import directly the commodities and equip
ment needed for their own use.
With respect to exports, the government acquired majority participation
in all export tradc companies that dealt principally in cotton. The cotton
futures market was abolished and the Alerandria bourse was closed. The
Egyptian Cotton Commission (ECC) was given a monopoly in internal trade
and became the sole supplier to the export companies. 28 Instead of the
earlier policy of giving exchange premiums to private exporters, who could
then sell cotton at a discount, the ECC now simply fixed export prices peri
odically in line with world prices. These fell below domestic buying prices,
as on previous occasions. On the other hand, the ECC sold cotton to domestic
mills at prices II percent higher than its own purchase prices from agri
culture.'" This price differential, which was reflected in a rise in textile prices,
helped check domestic consumption and increased exportable supplies; it
reversed the earlier policy of sales to domest"c mills at prices below world
market prices (at a margin equal to the export taxes abolished during the
years 1958-1960). With respect to cotton textile exports, the price differ
ential was made up by a premium until 1962 and by a subsidy later. While
cotton export prices were constantly adjusted in response to the supply and
demand situation abroad, domestic buying and selling prices were adjusted
occasionally only in response to co;t movements or to adjust the profit
ability of alternative crops.
Trade in rice was also monopolized by the government, but a number
of small private export companies dtealing in fruits and vegetables remained
in business.

FOREIGN EXCHANGE CRISIS
AND DEVALUATION, 1962
Dtiring 1961 and 1962 the balance of payments suffered several setbacks.
In 1961 the cotton crop experienced a major failure; production was down
by 40 percent despite a record sown acreage. This crop failure was reflected in
the export figures for both 1961 and 1962. Moreover, a decrease in the rice
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crop, together with a rise in domestic rice consumption, in 1962 cut exports
of that commodity to almost half of the level they had reached in previous
years. Imports of food, particularly of cereals, increased drastically in 1961
and even more so in 1962; but this increase was financed by PL 480 counter
part funds and thus did not strain exchange reserves. Egypt was, however,
committed to certain extraordinary capital expenditures, such as compensa
tions to the old Suez Canal stockholders, to the Sudanese Government on
account of the Aswan High Dam construction, and to the United Kingdom
for "Egyptianized" property.
All these circumstances pointed toward an acute foreign exchange crisis
in 1962. The unification of the premiums on imports and exports to 20 percent
at the end of 1961 and the reintroduction of a simple multiple-cxchangc system
with three rates :" ' later finally led to devaluation in May 1962.
NOTES
I. These systems are explained later in this chapter.
2. National Bank of Egypt, 1898-1948, National Bank of Egypt, 1950, p. 97;
Economic Bulletin, National Bank of Egypt, Vol. I, 1948, pp. 50-51.
3. For a description of the abortive British convertibility attempt of 1947, see L. B.
Yeager, International Motar' I Rel,,tions, New York, 1966, pp. 378-380.
4. Economic Bulletin, N.B.E., 1948, p. 187.
5. Ibid., Vol. i, p. 187; Vol. 2, p. 114.
6. Ibid., Vol. 2, p. 220.
7. Ibid.. Vol. 2, p. 13.
8. Whereas the increast in real GDP was 1.9 aInd 2.8 p ;rcent in 1950 and 1951,
respectively, the increase in real GNI (including terms of trade gains) was 8.1 and 7.0
percent. We are here up against an old issue in monetary policy: should money supply
be proportional to commodity (and ser'.ices) output or to total factor input? To put it
another way: should output prices or factor prices be kept constant? The issue arises
clearly in case of productivity changes. In underdeveloped countries the two most
important instances of productivity change in the short term are crop fluctuations and
terms of trade changes. The issue was discussed years ago by K. Wicksell and
D. Davidsson. who agreed that factor prices rather than commodity prices should be
stabilized in the short term. Contemporary attitudes in developed countries are, rather,
that, if anything, it is commodity prices that should be kept constant. However, there
seem to be good reasons for the standpoint of Davidsson and Wicksell in the context of
crop and terms of trade fluctuations in underdeveloped countries.
9. Economic Bulletin, N.B.E., 1950, p. 186, and 1951, p. 132.
10. Critics of the old regime maintvin that the policy basically aimed at bailing out
bullish speculators, among them people closely related to the establishment.
11. Once the cotton acreage has reached its technical maximum, a further cotton
price increase has no effect on production. But a sufficiently strong price decline may, of
course, bring cotton production down below this maximum.
12. The United Kingdom's ihift of cotton purchases to the Sudan was also partly
politically motivated, as it coincided with Egyptian attempts to assure British withdrawal
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from the Suez Canal area. See "An Unwanted Customer?," Economic Bulletin, N.B.E.,
1952, p. 170.
13. I'ononicBulletin, N.B.E., 1953, pp. 31-32.
14. Economic Bulletin, N.B.E., 1954, p. 181.

15. Economic; Bulletin, N.B.E., 1953, p. 198.

16. The discount was to be financed by a premium of 6.5 percent on imports of tea

from Ceylon. See Economic Bulletin, N.B.E., 1956, p. 36.
17. In the agreement with the Netherlands, payments for goods were to be effected
in Egyptian pounds, and for invisibles, in florins. In the agreement with Belgium one
third of the value of Egyptian imports was to be settled in Belgian francs and the rest in

Egyptian pounds, %hile Eg)ptian exports sseje to be settled in either currency at the
option of Belgium.
IN. Economic iulletin, N.B.l., 1954, pp. 163-164.

19. For a theoretical treatment, see Karim Nashashibi, "Bilateral Trade as a
Development Instrument under Global Trade Restrictions," NBER Working Paper 54,
1974. As an example, suppose that bilateral trade between Egypt and Belgium results in
an outstanding balan,, in favor of Belgium. If this balancc is to be settled in goods,
which is the aim of bilaler: trade, either Egypt has to offer additional exports at lower
prices, or the balance of Egyptian pounds could be auctioned off on the Brussels currency
market. In eitl-er case tibs ,,ould imply a partial depreciation of the Egyptian pound,
which wculd vary according to the importer's relative demand for Egyptian goods (either
for local consumplion or for reexport).
20. Economic Bulletin N.B.I-., Vol. 9.p. 46.
21. NI. S. hlourad and F. Nioursy, The Foreign E.tchange Budget and the Exterior
Finaticingof i)eelolnncrt, Cairo, 1967, p. 24,6 tin Arabic).
22. Economic Bulletin, Ni.l.., 1957. Vol. 10, p. 31.
23. Ibid., p. 43 and pp. 162--163.
24. Ibid., p. 282.
25. B. flansen and A. Mar/ouk, )evelopmennt and Economic Policy in the U.A.R.
(Egypt), Amsterdam, 1965, pp. 198-204.
26. Economic Bulletin, N.B.F., Vol. 14. 1961, p. 384.
27. Yearbook of Exchange Controls, International Monetary Fund, 1960, pp.
318-319.
28. The Commission was established in 1942 to handle government stock purchases
during World War II. Continuing its activities after the war, it was the instrument of the
government's price support policy vis-a-vis the cultivators and exerted an influence on
expor* prices through its stock policies.
29. In 1960 the difference between cotton prices at delivery to ginning mill and at
arrival at Alexandria was slightly less than 10 percent. Since the buying price of the
FCC relates to ginned cotton, it would seem that the II percent price differential more
than covered the trade and transport margin of the old middlemen and implied a certain
taxation of donimetic consumption.
30. The three rates were: (1) the official rate (LEI -=US$2.87), applying to Suez
Canal tolls, and rice, oil products, onions, and groundnuts; (2) a depreciated rate-by
10 percent--on imports such as raw materials, foodstuffs, and capital equipment; and
(3) a depreciated rate-by 20 percent--on all other imports id exports.

Chapter 3

The Effective Exchange Rate,
1948=1961: An Appraisal

At this point it may be useful to interrupt the narrative and attempt to ap
praise the foreign exchange regimes that were applied during the years from
1948 to 1961. It is difficult to gw, a clear idea of what it all amounted to from
brief summaries of the regimes and their general economic setting. Since they
all implied changes (partially or totally) in the effcctive exchange rate, it
would seem natural to summarize them in terms of an average effective de
preciation. The question is only how such an average should be defined and
what it could tell us about the exchange regulations as a whole.
THE CONCEPTS OF AVERAGE DEPRECIATION
AND PRICE DISTORTION
Consider a small country, in a competitive environment, in equilibrium, with
out foreign exchange regulations but with unified, pegged exchange rates.
Assume now that a general 10 percent tax is imposed on all foreign trade for
financing domestic government expenditure, which is equivalent to a 10 per
cent depreciation for all imports and a 10 percent appreciation for all exports.
A simple average of the effective exchange rates for exports and imports
would show that there has been no change in the exchange rate. In what sense,
if any, is this regime equivalent to an unchanged exchange rate?
Looking at the impact on the economy, we find, of course, a tendency
for both exports and imports to decrease, releasing factors of production from
export industries to industries competing with imports. Under certain condi
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tions of demand and supply elasticities and factor price flexibility, export
vat-e and import value in terms of foreign currency will shrink by the same
amount, so that current foreign payments will remain in balance and the
factors released from export industries will he absorbed completely by indus
tries competing with imports. Macrocquilibrium is thus preserved, and the
regime is equivalent to unchanged exchange rates. It will also be seen that
the effects on the domestic price level will tend to cancel each other out; prices
of exportables will fall and those of importables rise. In regard to resource
allocation and productive efficiency, on the other hand, the regime is clearly
not equivalent to unchanged, uniform exchange rates.
These considerations suggest that, if we calculate a simple average of the
partial exchange rate changes, we may use this "average depreciation" as an
expression of tie aggrega:e effect on the balance of payments surplus and,
perhaps, on domestic prices. But we cannot use such an average as an indicator
of allocative effects. For the latter it is, rather, the distribution of the changes
in effective exchange rates around the nican that matters. If we have only one
effective rate for exports and one for imports, a simple indicator of the allo

cative effects would be the absolute value of the difference between tie two,

perhaps normalized by the average effective rate. In the example discussed

here the average depreciation would become 12 110 t-(-10)1 -- 0, while the
distortion index would become 110 - (  10) 1-: 20, or, normalized, 0.2. At

20 percent simultaneous appreciation and depreciation, the average deprecia
lion would again become ., 120 1-(-20)1 -0 and the distortion index
1120 -- (- 20)11 - 40. While thus the aggregate effects on the balance of pay
ments surplus would be the same in these two cases, the allocative effects
would be accentuated-which, of course, is in line with standard theory.
Needless to say, quite a number of conditions have to be fulfilled for
things to work out that neatly, and it is not difli,:ult to imagine some weighted
means as well as dispersion measures that might be more satisfactory, were
the necessary information abou demand and supply elasticities available.'
This is not the case, however, and we shall therefore proceed in the manner
described in the previous paragraph and take a simple average of the (aver
age) effective depreciation for exports and imports, respectively, with the
absolute difference as a distortion indicator. We do not need to emphasize
that these are the crudest possible measures of the combined effects of the
exchange regulations. Nonetheless, we hope that they may at least indicate
oiders of magnitudes and directions of effects.
The results of our calculations are set out in 'Tables 3-1 to 3-3. Since
a depreciation, from tile Egyptian point of view, means an increase in the
dollar rate, we have indicated depreciation by a positive and appreciation by
a negative sign.
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THE STATISTICAL PICTURE
Table 3-1, colunnl I show s, first. tilt average export tax calculated as export

tax revenue over the value of total exports of conmodities. The
average rate

of export taxation ---levied nmainlv oil cotton but Occ;asionall also o1n rice
and
other exportables--rose from almost nothing in 1947 to :a level of 9 to
II
pcrcent during the years 1950) to 1954..n ,.L. fllhing years tihe exrtrl
taxes
were gradually reduced and. bII 1 ,1)11
th
b.'ad
yvirnill.y disappI eared,
I.-'
Thc calculated ratcs are probably o l the hich ,idle. [rst, :hle\ are based
on ollicial custols s atistics oil exports, which for various reasons have ailways
tended to show lower values thain statistics On pIa \nenls. Second. adjustliiiilt
should be made for the fact that the export tax o1n cotton lint ser%,cd
as a
subsidy for exports of cotllon textiles ( yarn and fabrics ) by enaillili! lie cotton
textile industry it) acquirL: its basic raw material at a pricer correspondlingly
lower than the world market priee. Ixports of co'ton textiles
developed from
virtually nothing before 1948 to ahtw It)Ierccnt of total export value
In
1961. But even in 1959, lie last year in which the export taxes \wer. of
any
importance, the volume of cotton lint exported in the forni
of textiles was

little more than31 6 plcrctt f Ihe voluLMe of ra i.ott on lint exported.
lhe
adjustment of the ave rage export tax rates neCded for this reasoin is
Ihus
negligible. Other forms ol export susidlies have bCen granted, ill particular
to
cotton textiles; they have always bCCn small relatiVL to export lax revenues,
but information about licmn is insulljict for the purpose of' quantilication.
Colmunis 2 to 5 of 'able 3-I (JlUatify tile depreciation involved ill
exports by triangular transactions ( 1948 - 1949 ), tile export pound ( 1950
1955). import entitlements ( 1953-- 1955 ), and export prenliums ( 1957 190
1).
The short-lived cxpot perfoimmancc scheme o1 1950 is not ilnluded.
'lhe
depreciation rates are calculated ii all cases in relation to total export value. :
1
Special calcula*iOns of the rate of net delprcciation for two major cotton
varieties for the cotton years 1956-57 throtgh 1960-61 are shown in
the
note to Table 3-1. T[hey corroborate tlie overall results for these yCa rs.
The net deprcciation for exp(orts is set otit in coluni 6 ( recalling that
an export tax inplies an appreciation). It so happens, mainly as the result
(f
tile high export tax-s, that, aftr a sIlight dLpreciation ill 1948, tile IEgyptian
pound was de facto aIrcciatcd for exports at varying degrees front 1949
to
1956. During the years 195 1-1953, this appreciation amounted to about
8 to
9 percent. From 1957 to 0959, depreciation (as compared with 1947)
was
the dominant trend, reaching a maximum of 16 percent in 1959. Thereafter
the rate of depreciation fell to about 10 percent in 1960, but rose to 20
per
cent at the end of the year.

TABLE 3-1

Average Net Effective Depreciation (+) or Appreciation (-)

Compared "ith 1947: Exports

(all figures e\pressed a, percent of total c\port value¢
Export Tax
Collections
<chane from
percent for
1947)

Depreciation thruch
Trianuljr
Tranaction%

Export
Pounds

Year

(1)

(2)

p31

1947
1948
1949
1950
1951
1952
1953
1954

0
.,
7
10
9
9
11
10


7
5



1
I
1
+ 0



+0

1955
1956
1957
1958
1959
1960
1961

7
6
4
5
4
1
+0




Pre
devaluation

+0

Post
devaluation

+0

Import

Fntlemen,
4



-.

I -

(3)

-- t 5

0
4



...
2
3
4
-

-

(5)

-

I

-

(
Premiums

-

-7
-7

-

-3
-6

-

-

0

-

18

-

-

20
214

6
13
16
13

10

10

-

-

-

20

20



-

-2

1962

24

-

pI

c4

NOTE:

TABLE 3-1 (concluded)
The following calculations for two major varieties offer an interesting corroberation for the overall
resul~s.

Cotton. Net Depreciation: Premium minus Export Tax
(percent of official par rate)
Cotton Year
(Sept. ]-Aug. 31)

Karnak

Ashmouni

1956-57
1957-58

-6.3
-0.9

-2.1
6.2

1958-59
1959-60

15.4
19.2

20.1
13.8

1960-61

19.0

11.9

SOURCE:

Hansen and Marzouk. Development and Economic

Policy. 1965. p. 204.

SOURCES: Col. (1): Annuairc Statistique. several issues: and D. Mead. Growth
and Structural Change. 1967, Table
VI-E-3.
Cols. (2)-(5): Our estimates.
Cols. (3) and (4): Tables 2-3 and 2-4.
a. Official par rate change.
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Table 3-2 gives corresponding figures for zommodity imports. Two series
are calculated for the changcs from 1947 in the tariff rates-with and without
tobacco duties.' The tobacco duties are formally customs duties, hut are partly
levied upon the production (sales) of tobacco products; cultivation of tobacco
is forbidden in Egypt, and the import duties on raw tobacco are pure revenue
duties. To lie extent that they are levied on manufacture (sales) of tobacco
products, they should not be included here, since we do not include any other
production or excise taxes. However, lack of data does not permit a break
down of the tobacco duty revenues between those collected on imports and
those collected on production and sales. The development over time of these
two series is, unfortunalely, quite different. Tobacco duty revenues increased
over the period, while other tariff revenues generally fell. Thus, including
tobacco dut ies raised the level of duties (implying depreciation) until 1954,
when a maximum of I I percent was reached. This depreciation disappeared
almost completel) by 1958, after which a certain uptrend started once again,
mainly through an increase in the so-called statistical tax. Excluding tobacco
dui;es, however, we find an appreciation of about 3 percent during 1951
19: 3. It disappeared in 1953 but reappeared in 1956, reaching a iaximum
of "i percent in 1958; thence it dropped and was down to about 2 percent by
lie time of teie devaluation in 1962.
The decline in the level of import duties after 1957 seems surprising
against the background of the exchange regimes described in Chapter 2
(pp. 44-46). Ilowever. although tariff alnd import tax rates were increased
sharply in 1957 and 1959. exemptions were widespread; in addition, the com
posiltion of imports shifted strongly toward low-tariff commodities (ffood, capi
tal goods, and raw materials and other inputs), while high-tarilT commodities
(in particular, nonfood consumer goods) fell both in relative and abslute
value (see Table 1-5). Hlere we are up against a difficult problem of weighting
import dit ics. For problems of allocation, of course, they should somehow bc
weighted by domestic production (value added). From a macro point of
view, with interest centered upon tle balance of paylents deficit, it is much
less obvious what the correct weighting is; weights based on trade as it would
be with'out the regimes might be appropriate. It should also be emphasized
that part of tie shift in the composition of imports was brought about by the
direct play of import controls, and we are not attemlting to include these in
our calculations of the average elective exchange rate. There is, unfortunately,
nothing we can do about the problem beyond calling the reader's attention to it.
Taking into account the effective depreciation related to triangular trade,
export pounds, import entitlements, and premimns (columns 3 to 6), we have
two series for the net depreciation for imports in Table 3-2 (columns 7 and 8).
According to the series that includes tobacco duties, the depreciation for
imports progressed fairly steadily (with interruptions in 1952 and 1956) from
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1948 to 19519, when a maximum of 23 vi:rcent was reached. The dCpreciation
diminished substantiailly in 1960 and 1961, but thet; increased ai~ainl to a
predevaluation height of 261 percent. According to he olher series (exclhding
tobacco duties), tie elective exchange rate for imports vacillated l,. ,een
minor depreciation kind appreciation until I957, after which there %',etc to
years of reliilv strong depreciation in the order of 1Ito 14 percent. )uring
1960 and 1961 most of this depreciation disappeared. bitt shortly before lhe
devaluation of 1962 -t depreciation of I8 percent was reached.
InTable 3.3. column 3 we have calculated the averagLe depriciation for
the balance oI, current account. It is lie simple average of the averagv depre
ciations for exports and invisilh.c

sho\,

in coluninl I ad for ittipolts in

column 2. The average depreciation for exports and invisible. was obtained
from the figures for average depreciation for comnodity cxpotis inTable 3 I,
column 6. reduced by tle ratimo of conmmodity exports to tolal exports plus the
net (f itivisibles (to account I'i lhe fial that
.'pa,,ictis rclalcd to the lhlee
dominating items amnong the invisiblc
British arniv ependilutc, Si./ ('att
dues and government cpentdilure .2t'oad were effected at ptr throuhoul
the period). The average deprecialimi f*or imports was taken diteCtly front
Table 3-2. column .
In interpreting the tbhle it should he toted that the average deprecialion
set out in column 3 is calculated with 1947 as lhe base year. 'The average
depreciation or :ipprcti;inl fron year to Near is shown in colimn 4 as the
change inthe average depreciatio-i front 1947. A decrease in Ilie average
dcprcciatioiu implies, of course, atn appircciatiot over lhe previous year (desig
nated by a minus, as explained above).
Iicolutmn 5, linally, we have calculaled oitr index of distortion as the
absolute value of tliedifference hetwecti columns I and 2, divided by 1O.
Before average depreciation, the index ,ofdistortion, and their develop
ment are traced through lie period, a brief discussion of some foreign ex
change mea s;ures and regimes it included in the calculatiots is in order
First, we have not taken inlo accountt the depreciation of 1949 against
the dollar. Here Egypt followed the sterling pound, and thils her exchange
rates remained unchanged except against the 1U.S. dollar and the few currencies
that followed the dollar. 1Her direct trade with the dollar countrics was still
very small in1949 and, using trade at that titie as weights, the average depre
ciation on this occasion amounted to only I to 2 percent. The simplest way
to take this into account would be to lower th' figures in Table 3-3 (colutins
I to 3) by I or 2 percentage points for the . ars 1947, 1948, and 1949, hut
it would not really change the picture.
Second, and much more important, is the fact that we have not included
the effects of import licensing, which began in 1948 and continued tl'routghout
the period. In principle, the etfect of licensing could be translated, commodity

TAPLE 3-2
Average Net Effective Depreciation (+) or Appreciation (-) Compared with 1947: Imports
(all figures expressed as percent of total import value)
Customs Duty
Collections
(change from
percent for 1947)

Year
1947
1948
1949
1950
1951
1952
1954
i1',
1955

Inc!.
Tobacco
Duties
(1)

Excl.
Tobacco
Duties
(2)

00
0

Triangular

Trade
(3)
-

0

5

-3
-3
-3

11
10

-3
0

-1

Depreciation through

0
0

0
5
3

Total

Import
Entitle-

nients
(5)

7
5

-

Export
Pounds
(41

Incl.
Tobacco
Duties
()

Premiums
(61
-



-

+0

-

-

I

-

-

1
+0

-

+0

-

I)

(2)

--

(7)

(S)

0
7

0
7
5
0

-5

1

-

-

(6)

Excl.
Tobacco
Duties
(33
1-- 4).(5)

-

2

-

3
4

-

5
4
0
7
14
14

-

0
2
4

1956
1957
1958
1959
1960
1961
1962
Pre
devaluation
Post
devaluation

8
7
1
3
5

-

6

-2
-4
-7
-6
-5
-2

6

-2

-

-

-

20

26

i8

-2

-

-

-

24a

30

22

....
-

-

-

-

-

-

-

-

-

-

10
10

8
17
21
23
15
16

-

-

-

-

10
20
20

-2
6
13
14
5
8

SOURCES: Cols. (1) and (2): Annuaire Siatistique, several issues: and D. Mead. Growth and Structural Change, 1967. Table VI-E-3.
Cols. (3)-(6): Our estimates.
a. Official par rate change.

TABLE 3-3
Average Depreciation and Index of Distortion,
1947-1962
Balance on Current Account

Average Depreciation
from 1947 (percent)

Year

Exports and
Invisibles
(1)

1947
1948
1949
1950
1951
1952

0
4
-2
-8
-7
-7

1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
Pre

devaluation

Imports
(2)

from 1947 (percent)
[(1)+(2)]
(3)

0
7
5
0

0
5
11

Index of

Change in

Distortion

Average Depreciation
(percent)
(4)

(2)-(1)
100
(5)

5
-4
-5
0
1
1
3
-4
9
6
111
-41

0.00
0.03
0.07
0.08
0.05
0.05
0.06
0.08
0.06
0.03
0.01
0.02
0.01
0.06
0.01

-6
-2
-5
5
11
13
11
9

0
2
4
-2
6
13
14
5
8

16

18

17

8

0.02

24

22

23

6

0.02

-2
-2

Post

devaluation

Year-to-Year

-4
-4
-4
-3
-2
1
-3
51/
12
131 2
13
8

-6

"

Average Depreciation

SOURCES: Col. (1): Table 3-1, col. (6), adjusted
for net invisibles to which par rate applies.

Col. (2): Tables 3-2, col. (8).
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by commodity, into an equivalent depreciation. From a practical point of
view such calculations are not feasible, however. The necessary information
about black market prices for durable consumer goods and other inessentials
is not available; these goods were most effectively hit by licensing. In general,
we can only say that licensing meant some further depreciation and distortion
from 1953 on, accentuated after 1956.
Third, there is the trend to bilateral trade during the first half of the
fifties, continued after the Suez War with a shift toward trade with communist
countries. We argued in Chapter 2 (p. 44) that bilateral trade tends to imply
a depreciation for the country which runs a deficit on bilateral account. The
free-market quotations of Egyptian pounds on bilateral "B-accounts" with
Belgium, the Netherlands, and Switzerland (see Chapter 2, p. 44) reveal the
depreciation in relation to these three countries. Taking simple averages of
the quotations in Brussels, Amsterdam, and Zurich (averaging end-of-year
figures) we arrive at the depreciation of the Egyptian pound shown in
Table 3-4.

TABLE 3-4

Depreciation of the Egyptian Pound
on "B-Accounts"

(percent)
1953
1954
1955
1956

5.1
6.5
5.7
9.7

1957

20.8

1958
1959
1960
1961

25.6
24.4
16.2
13.5

SOURCE: Table 2-3.

The rate of depreciation varied widely among these three countries, and
one should probably not generalize from their experience as to other coun
tries, particularly not communist countries. There is no doubt, however, that
there must have been some depreciation caused by bi!ateral trade in general,
since Egypt has tended to be in the red on bilateral accounts everywhere. All
we can say is that bilateral trade points to some further depreciation from
about 1950 on, accentuated for a time after the Suez War.
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Finally, it is worth noting that the free gold price in
the Cairo bLzars
at Musky also shows a significant depreciation of the
Egyptian pound when
compared with the free gold price on the world market.
Chart 3-1 shows the
gold parity of the Egyptian pound, the free gold price
at Brussels (expressed
CHART 3-1
Gold Prices
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in Egyptian currency at par), and the free Musky bazaar price. Private gold
importation was subject to control beginning with 1951 and was soon there
after stopped completely. Since gold has served to a large extent as a means
of smuggling capital out of the country, the free gold price has tended to
follow the black market price of foreign currency (dollars). Accordingly, the
National Bank regularly reported the bazaar gold price in its quarterly Bulletin
-until its nationalization. From 1953 to 1956 the bazaar price was about
25 percent higher than the free world market price, after having been at the
same level in 1951 and 1952 when import was still possible; from i957 on
the premium in the bazaar increased steadily and reached about 100 percent
in 1961. Once again the picture is one of increased depreciation after the
Suez War, although, of course, trade in the bazaar gold market is too limited
to permit generalizations about the general depreciation of the Egyptian pound.
WORLD BUSINESS CONDITIONS
AND AVERAGE DEPRECIATION IN EGYPT
Egypt has traditionally been an open economy in which foreign trade plays a
relatively large role. (See Chart 1-I.) For that reason the country tends to
be strongly influenced by international business conditions. With cotton still
accounting for about four fifths of her total export value after World War II
and almost one-quarter of her total agricultural output value, the price of raw
cotton has necessarily been a major link between the international and the
domestic economy.
In Chart 3-2, covering the period 1949 to 1962, we have, therefore, first
included the international price for a leading Egyptian cotton variety at that
time (Karnak, Fully Good, Liverpool, spot price in U.S. cents per kilogram).
A glance at this series shows immediately that, in the short term, Egyptian
cotton prices have fluctuated heavily and depend directly upon the business
cycles in Western Europe and the United States. Indeed, this series could
almost be used as a business cycle indicator for the United States. It clearly
reflects all American booms and recessions, upswings and downswings, with
only minor deviations in regard to timing. The basic difference is that the
general upward trend in production and prices in the Western World here is
replaced by a downward trend, reflecting increasing competition from syn
thetics and changed technology in the cotton textiles industry in favor of short
and medium staple cotton at the expense of long staple varieties. The cyclical
fluctuations and the downward trend in cotton prices are fundamental facts
behind Egyptian exchange policies during this period.
In considering these as exogenous forces imposed upon the Egyptian
economy from the outside, we have taken sides on the issue whether Egyptian
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CHART 3-2
Cotton Prices and Average Depredation
Karnak, fully good, Spl price, Liverpool, USc/kg
Karnak, good, spot price, Minet El Bassal, USc/kg, at
............ 1.0 + 5 times average rote of effective deprectiation official par rate
Index of exchange rate
(U.
S.cents)
3. .

Suez
War

2.5
A
2.0
'I'
1.5

J

1.5

1.0

°
.

.

I

-':

......

./l

.

*I..

3

....

" ......

.7 -

"

.. . .......

.6

."
I i

1949 '50 '51

'52 '53 '54 '55

I

'56 '57 '58 '59 '60

Ratio scale

I

Ij j

'61.."62

policies themselves have determined the development of
cotton prices in inter
national markets: without denying that, to some extent,
Egyptian policies may
have influenced world market prices for long staple cotter.,
we feel that they
have at most modified cyclical swings and the longer-run
trend (see below,
p. 83). All along Egyptian policies have been responding
to and following
never leading-the changes in international cottoia prices;
and Egypt no longer
dominates the international market as it did before Wor!d
War I.
In addition to the international
/otton
price, Chart 3--2 presents a series
showing domestic cotton prices (conv ,
red to U.S. cents per kilogram at par)
to illustrate how far the Egyptian .exchange regimes and
export taxes have
modified the relationship between the international price
fluctuations and the
domestic cotton prices-and,.6hence, the domestic economy.
These two are
the most comparable series.we could unearth. Both are
spot prices for the

THE EFFECTIVE EXCHANGE RATE,

1948-1961:

AN APPRAISAL

67

variety Karnak; however, the Liverpool quotations are for a slightly better
grade (Fully Good) than the Minet El Bassal (Alexandria) quotations
(Good). Moreover the former are c.i.f. Liverpool, whereas the latter are prices
at delivery from warehouse, unbaled, Alexandria. Together these two differ
ences should account for a margin of 5 to 10 percent in the foreign over the
domestic series. It should also be noted that Karnak is the variety that has
carried the highest export taxes and has exhibited the strongest short-term
price fluctuations as well as the strongest downward trend among all Egyptian
varieties. Before March 195 1, we had to use the variety Ashmouni for both
price series in Chart 3-2. The British prices here were not free market prices,
and represent averages for all grades of Ashmouni; hence, comparability is
low between 1949, 195W.-.ilnd the following years, and between foreign and
domestic price,.foff 49 and 1950.
T>je- iod started and ended with domestic prices (converted at the offiSia par rate) at the same level as international prices. The picture is con
sistent with the fact that the cotton export taxes, although introduced already
in 1948, did no become important until 1950 and were largely abolished at
the end of the fifties, as explained earlier. In the interim-between 1950 and
1957-domestic prices ran at a much lower level than the corresponding
international prices.
Finally, Chart 3-2 also includes our series from Table 3-3 for average
depreciation, drawn to an exaggerated scale. It shows that average deprecia
tion has tended to be both countercyclical and counter-to-trend in relation to
the international cotton prices-until the fall of 1961, when other considera
tions gained the upper hand.
The price of cotton completely dominated the terms of trade," the balance
of payments, and the economy as a whole over the period in question. High
cotton prices tended to create a balance of payments surplus and produce a
booming domestic economy; low cotton prices, on the other hand, tended to
bring a balance of payments deficit and push the economy into a recession,
ceteris paribus, and a long-term downward trend in cotton prices would
depress the economy and keep the balance of payments in the red permanently.
It cannot be emphasized strongly enough that during most of the period we
are now discussing, 1949-1961, it was the balance of payments that disturbed
the domestic economy rather than the other way around.
THE OVERVALUATION
OF THE EGYPTIAN POUND
A full understanding of the balance of payments problem during the forties
and the fifties also requires a comparison with the prewar situation. It has

68

FOREIGN EXCHANGE REGIMES IN EGYPT,

1946-1969

been maintained that the Egyptian pound became overvalued already during
World War It, and that this is the basic explanation of the persistent deficits
after the war. According to this interpretation, the successive depreciations
during the second half of the fifties, culminating in the devaluation of 1962,
were the delayed response to this overvaluation, taken by the government
when the exchange reserves finally began to be exhausted.
There is much to be said in favor of this interpretation, and it does not
in any way contradict our observation that the average depreciation tended
to be countercyclical until 1961 and that the tendency to depreciation was
precipitated by the downward trend in cotton prices after the Korean boom.
It is rot possible, however, to produce unequivocal evidence that the Egyptian
pound was already overvalued by the end of World War II. The terms of trade
seem to have improved substantially from 1938-1939 to j949,11 and the net
of the exogenous invisibles (British army expenditure, Canal dues, and divi
dends) probably increased. Prices and costs, on the other hand, appear to
have risen much more in Egypt than in the major developed countries. In
1949 both prices and industrial money wages were about three times higher
in Egypt than before the war; in th: United States and Britain prices had risen
by only about 50 percent. The situation in 1953 and 1954, wh'n the country
was in a recession, with its current payments and receipts in b'.ance (Table
1-3), certainly points toward overvaluation.
We accept the view that the currency was, in fact, overvalued already in
the forties in the sense that, at a normal level of domestic economic activity,
the balance of current payments would tend to be in the red. With ihe term
"overvalued" thus defined, it may be perfectly rational for the g.,overnment
to keep the currency overvalued. For, if the country has too large al exchange
reserve and wants to bring it down, it must run deficits for some time, and this
means that it must have an overvalued currency until the reserves have reached
their desired level.
IUOMESTIC POLICIES AND BALANCE
OF PAYMENTS DEFICITS
Although the pre-1961 balance of payments deficits can be seen as a hangover,
partly at least, from the inflation of World War II, the period we are now
discussing was not generally characterized by domestic inflation. Table 3-5
gives the data necessary for appraising the degree of inflation and the under
lying fiscal and monetary policies.
Retail prices were quite stable for the period 1949-1961 as a whole; on
the average they rose by less than 2 pe-.'cent per year. Wholesale prices in
creased slightly more, about 3 percent per year. After an uptrend related to

THE EFFECTIVE EXCHANGE RATE,

1948-1961:

AN APPR.AIS .L

69

the Korean boom, retail prices again fell back in 1952 and 1953. Apart from
an increase by 6 percent around the time of the Suez War, retail prices then
remained constant, practically speaking, until 1962. The relatively modest
increase in prices was not primarily the outcome of price control. There was
not much to control (apart from some prices of scarce import goods), because
most of the period was characterized by deflationary tendencies. From 1949
through 1960, money supply increased year by year at a slower pace than
real national income (including terms of trade gains). The only exceptions
are the year 1956, when money supply increased by 12 percent, and the
recession period 1952-1953, when money supply ell less than real national
income. From the standpoint of a simplistic quantity theory of money, it
would actually be hard to understand how-with retail prices increasing by
about 10 percent from 1955 to 1960 and money supply, by about 20 percent
-thero could be, during the same period, an increase of real GNI by almost
30 percent. The obvious explanation would be that velocity must have in
creased, but when this kind of ad hoc explanation has to be added, money
supply really ceases to tell us anything. All that we can safely say is, there
fore, that itoney supply developments do not indicate the prevalence of
inflationary tendencies until the beginning of the sixties.
From Table 3-5 it also i ppears, however, that a very substantial expan
sion of bank credit did, in fact, take place during most of the period. Is this
not an indication that inflationary, or at least expansionary, domestic forces
must have been at work? During the years of the Korean boom, government
borrowing was on the order of 3 to 5 percent of GNI; it was used partly for
covering ordinary budget deficits, partly for financing operations in the cotton
market. Beginning with 1954, substantial credits were extended to either
government or the private sector or both. The government borrowed heavily
in 1955 and 1956, partly in connection with the Suez War, and from 1960 on
government borrowing from the banking system dominated the picture com
pletely. For the years 1954 and 1957-1959, however, the credit expansion
took place largely in the private sector (either directly or through the spe
cialized banks).
At the time of the Korean boom and the Suez War, the expansion of
government borrowing from the banking system worked as one would usually
expect: domestic expansion (inflation) was induced and money supply in
creased, with a positive effect on prices and a negative effect on the foreign
exchange reserves through an increased balance of payments deficit. But in
the years when the credit expansion occurred in the private sector, as well as
in 1955 and 1960, two years when the government borrowed heavily, the
money supply was not affected-the whole impact seems to have been directly
upon the foreign exchange reserves. The obvious explanation of this phenome
non is that credit expansion in these years stemmed largely from purchases

TABLE 3-5
Prices and Money Supply, 1949-1962

Calendar
Year
1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962

Retail Prices
Increase
(1953=100)
(%)
(1)
(2)
93
101
110
107
100
101
102
104
110
110
111
112
113
113

1
5
9
-3
-6
1
1
2
6
0
1
1
1
0

Money Supply,Ma
"
End of Year
Increase
Increase
(mill. -E)
(mill. LE)
(%)
(3)
(4)
(5)
402.7
418.9
446.3
428.8
420.1
425.3
433.2
482.9
485.0
489.7
513.4
525.5
584.7
629.2

-0.6
16.2
27.4
-17.5
-8.7
5.2
7.9
49.7
2.1
4.7
23.7
12.1
59.2
44.5

-0.1
4.2
6.5
-3.9
-2.0
1.2
1.9
11.5
0.4
1.0
4.8
2.4
11.3
7.6

Counterpart of Change in Money Supply
(mill.LE)
Net
Net Claims
Claims on
Claims on
Foreign
on
Private
Specialized
Assetsb
Governmentc
Sector
Banks
(6)
(7)
(8)
(9)
-9.7
-18.4
23.9
3.6
2.6
-6.9
12.1
8.4
-7.4
37.5
2.9
-5.6
-72.5
61.3
-11.9
5.6
-9.4
-1.4
7.2
-5.0
-13.3
-11.6
35.1
-5.1
-33.8
33.0
5.5
3.2
-42.2
70.0
15.1
6.8
-57.3
16.5
14.5
28.4
-18.4
-12.9
27.6
8.4
-48.9
9.8
34.0
28.8
-44.9
46.8
4.4
5.8
-20.8
66.9
6.5
6.8
-75.6
82.i
28.8
9.0

Col. (1): D. Mead, Growth and Struciural
Change, 1967, Table VI-F-1.
Cols. (3)-(9): Ibid., Table VI-A-1.
a. Including P.O. savings bank deposits.
b. Including bilateral balances, IMF position,
and U.S. counterpart funds.
c. Including capital and profits, and other
items. These items were very
constant and their inclusion in net claim
significartly change the picture. As of
1956. most private banks did, in fact,
on governmnnt does not
belong to the government and in 1960
the last two private banks
were brought under government ownership.
SOURCES:
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directly from abroad of capital goods and, in the case of the government, of
weapons. It is precisely from 1955 on that weapons purchases for defense
and capital goods purchases for development strongly increased their share of
total imports.
Domestic credit expansion thus played an important role in the exhaustion
of the exchange reserve during the period under consideration. But for most
of this time it occurred through deliberate credit financing of purchases
directly from abroad, not through domestic inflationary mechanisms.
It is a common practice in the analysis of exchange rates to adjust nomi
nal exchange rates (official or estimated effective) for domestic and foreign
price developments along the lines of purchasing power parity theory. Egyptian
price increases for the period 1949-1961 were low by international standards.
In America, retail prices increased slightly more than in Egypt from 1949 to
1960, and wholesale prices, slightly less, while in most European countries
price increases were substantially higher than in Egypt.
Such comparisons are of dubious value, however, unless the difference
in price developmcnts is very striking (as was the case, for instance, during
World War II). First, it is not obvious what domestic and foreign price in
dexes should be used in this kind of exercise, retail prices, wholesale prices,
or implicit GNP deflators; which countries should be included; how they
should be weighted together; and so on and so forth. Second, available price
indexes for Egypt are not very good (their weighting is inadequate fo," almost
any purpose), and some prices were controlled even during the years under
review. Instead of deflating the effective exchange rate by some inadequate
price index, therefore, we prefer to present some figures to show the develop
ment of competitiveness in manufacturing industry. As an expression of com
petitiveness we shall use unit labor costs in Egypt and in highly industrialized
countries.
From 1952 to 1960, money wages (weekly earnings) in industry (estab
lishments with more than ten employees) increased by 2.9 percent annually,
while the correspondiiig increase of output per hour was 4.0 percent. Adding
all fringe benefits, hourly wages increased by 4.7 percent. For the years before
1952 information is very shaky; existing data point to an annual rate of in
crease in wages from 1947 to 1960 of 4.4 percent (5.5 percent when all
fringe benefits are included), whereas labor productivity for this period in
creased by 4.7 percent annually., Thus, for the period as a whole it would
seem that wage increases in industry almost remained within the range of the
increase in productivity.
It would also seem that wage cost movements in Egyptian industry com
pared favorably with those of the highly industrialized countries in Europe and
America. Measured in the respective country's domestic currency, wage costs
per unit of output (excluding fringe benefits) increased annually during the
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period 1955 to 1961 by / percent in the United States, by 31/ percent in
the United Kingdom, and by an average of 3 percent in the European Com
mon Market countries. The corresponding figure for Egypt is -3/ percent.8
Comparisons of prices and wage costs in Egypt and abroad thus indicate
that there was no fall in the relative "intrinsic value" of the Egyptian pound
from 1947 to 1960. If anything, there may even have been a slight improve
ment, and it is not a ircumstancc that helps to explain the persistent balance
of payments deficits during these years.
Summarizing, we can state that the persistent external deficits of the
postwar years until 1960 seem to have been the combined outcome of (I) a
certain overvaluation of the currency created by the inflation of World War 11;
(2) credit expansion, in some years for financing domestic government ex
penditure but in most years for financing direct purchases abroad of capital
goods and weapons; and, finally, (3) the downward trend in cotton prices.
FOREIGN EXCHANGE POLICY TARGETS
In appraising an exchange rate policy one should.ascertain whether the policy
was well designed from the point of view of the Egyptian governme' 'ts
targets. (Albeit a popular method, an appraisal of a government's policy
measures from the viewpoint of somebody else's targets does not make sense.)
The exchange rae policy should, of course, b- coordinated with all other
measures to fulfill all the government's policy targets.
The broad targets of the Nasser reg.:--e were already discussed in Chap
ter 1. In the present context it should be emphasized that price stability was
always a major concern of the government. All governments favor price
stability, of course, but it would appear that the successive Egyptian govern
ments attached exceptional importance to this objective. It may have been
partly an inheritance from the British colonial administrators,t' and thus
simply represented prudence and conservatism; but after 1952 it was also
closely related to the government's strong emphasis ua equity in income distri
bution. Income stability in real terms for the peasii*,s and the lower urban
income brackets makes general price stability a natural concern, both in
regard to agricultural inputs and outputs and in response to the cost of living.
With cotton the major cash crop for agriculture and food the major expendi
ture item for urban low income groups, the government naturally concentrated
on stabilizing cotton and food prices-that is, agricultural prices.
The balance of payments and the availability of foreign e:xchange were
naturally another subject of concern. A glance at the level and development
of the free gross reserves (Table 3-6) convvs the impression that Egypt
could not possibly have had much to worry about in this regard. At the end

TABLE 3-6
Foreign Exchange Reserves, All Banks
(book values, mill. LE)

Pounds Sterling

Total Exchange Reserve
Gross

Free Gross
Reserves as %
of Yearly

U.S.

Other

Dollars
(5)

Currencies
(6)

Total
(7)

Free
(8)

Net
(9)

Payments

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

379

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

71
63
52
24
6
19
35
21
7
27
45
63
n.a.
n.a.
n.a.

264
247
224
196
174
164
146
125
100
61
42

n.a.

335
309
277
220
180
183
181
146
107
87
87
63
n.a.
n.a.
n.a.

n.a.

6
21
26
37
20
12
13
21
21
16
4
7
n.a.
n.a.
n.a.

10
8
18
12
11
10
15
10
17
19
10
!9
n.a.
n.a.
n.a.

364
357
355
330
272
266
270
237
210
188
162
150
157
136
n.a.

100
111
140
134
98
102
124
113
11
128
120
150
157
136
-7

323
321
312
292
232
224
227
195
159
101
85
62
43
16
n.a.

62
70
63
55
47
62
82
59
58
58
56
64
62
57
n.a.

Fnd of
Year

Gold
(1)

No. I
(free)
(2.)

No. 2
(blocked)
(3)

1945

n.a.

n.a.

n.a.

1946

n.a,.

n.a.

1947

n.a.

1948
1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
i962

13
19
34
61
61
61
61
61
66
66
61
51
60
61
-:
I

-

-

Total
(4)

(10)

SOURCES: Economic Bulletin, National Bank of Egypt, various issues: Fconomic Review, Central
Bank of Egypt. various issues. For de
tails. see Hansen and Marzouk. op. cit., p. 190.

74

FOREIGN EXCHANGE REGIMES IN EGYPT,

1946-1969

of the most troubled year, 1952, fret, gross reserves were about 47
percent of
the same year's import payments, and in most years they corresponded
to
about 7 months' imports. It may be argued, of course, that until
1953-1954
the problem was one of dollar shortage and that frec sterling reserves
were
not automatically convertible into dollars. It might also be argued
that sea
sonal fluctuations of exports are relatively large in Egypt (at least,
as com
pared with developed countries), and that the bad experience in
1947 with
the breakdown of sterling convertibility, the uncertainty of future
releases of
No. 2 sterling, and the conflicts with Western powers gave Egypt
some good
reasons for keeping relatively large reserves. Even so, it is hard to
understand
the Egyptian exchange reserve policy. During the critical years
of the dollar
shortage, 1948-1951. when Egypt struggled with triangular trade
arrange
ments and first introduced the export pound, the central bank
incrcased its
gold stocks from about £E19 million to £E61 million"' corresponding
to
!wo to three months' imports in those years. It would seem that,
without the
gold accumulation policy, the dollar problem for Egypt would
have been a
minor one. The increase in the gold reservc could have covered
about two
years of non-sterling deficit at the end of the forties. The official
motivation
for the gold policy was the need to keep gold as a note cover; but
twere may
also have been an element of speculation in the free dollar price
of gold-in
fact, the IMF at that time encouraged member countries to sell
"legal" gold
in the free market. Be that as it may, once acquired, the gold
reserve was
considered sacrosanct. It was not touched until the mid-sixties,
when the
government was forced to pledge part of it as collateral for trade
credits from
European banks. In our appraisal of the exchange rate policies we
thus have
to acknowledge that we a,. dealing with a country with an unusually
strong
international liquidity preference. When things went wrong in
1961-62, it
was out of miscalculation and the coincidence of unhappy circumstances
rather than disregard for the reserve position.
The government's attitude to the exchange ieserve seems to have
been
that, whceas the total reserve (including the blocked sterling balances)
was
considered to be unreasonably large and in need or reduction,
the free re
serves over and above the untouchable gold stock were considered
to be
small. Given this attitude, it made sense to keep the currency overvalued too
and
let the total exchange reserve fall to the desired level and, at the same
time,
to
be concerned with the balance of payment. to prevent reserves from
falling
faster than the blockea reserves were released and from being used
for low
priority purposes, At the end of the process a devaluation would then
logically
follow.
Summarizing, it is probably correct to say that during the whole
period
until 1962, both domestic price stabilization and balance of payments
con
siderations were reflected in the policy of effective depreciation-but
that the
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foreign exchange position was so comfortable until 1961 that
price stabiliza
tion could be given top priority, with the balance of payments
only a secondary
problem. From the summer or fall of 1961, the priorities were
reversed. This
interpretation is consistent with the development of the effective
depreciation.
From 1949 to 1960-61, the average effective depreciatinn, according
to Table
3-3, was about 7 percent. The dominating cyclical fluctuations
in average
effective depreciation were superimposed upon a slow trend of
effective depre
ciation. From the fall of 1961 to the formal devaluation in
May 1962, a
further 9 percent effective depreciation took place and the formal
devaluation
added another 6 percent.
It is true that the formal devaluation of May 1962 only added
marginally
to the effective depreciation already in existence at the time
of the formal
devaluation. But in appraising the effective exchange rate policy
in relation to
the underlying targets, it is preferable to consider the effective
depreciation
that took place from the fall of 1961 together witi: the formal
devaluation of
May 1962 as one single policy move designed to save the balance
oi payments.
Looking at things in this way, the 1962 devaluation amounted
effectively to
about 15 percent in one year against an earlier creeping effective
depreciation
of about 7 percent over twelve years. When we turn to the 1962
devaluation
in Chapter 4, we shall appraise it with this approach.
COUNTERCYCLICAL EXCHANGE
RATE POLICY
In examining the rationale of countercyclical exchange rate
policies, w2 start
out from some simple assumptions and subsequently bring
the discussion in
line with the conditions actually confronting the Egyptian government
during
the 1940s and 1950s.
In the simplest possible case, the world business cycle may be
assumed
to develop through uniform expansions and contractions, with
all prices uni
formly rising during the upswing and falling during the downswing.
A small
country in competitive circumstances would experience no fluctuations
in its
terms of trade (relative piices), and the whole problem would
be either (I)
to protect the domestic economy from the uniform price
fluctuations that
would be inevitable under a pegged exchange rate policy combined
with lull
employment, or (2) to protect it from the balance of payments
deficits and
surpluses and from the domestic booms and recessions in
production that
would follow if the country did not let its domestic price level
adjust
of the world market. Uniform countercyclical changes in exchange to that
rates in
inverse proportion to world market prices would then be
the ideal policy.
Domestic prices would remain constant, foreign payments
would remain
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balanced, and domestic production would be unaffected. Similarly, changes
in the world price level could always be completely neutralized through appro
priate changes in exchange rates. Indeed, this discretionary exchange rate
policy would be tantamount to letting the exchange rates float.
Against the background of this simplified model there could be no doubt
about the rationality of a policy like Egypt's appreciations and depreciations,
although their timing may have been imperfect and the magnitude of the
average appreciations and depreciations, inadequate.
It should also be emphasized that we are here talking about the average
effective exchange rate changes implied by the exchange regimes. Even if this
average rate were to move in a way that looks rational from a macroeconomic
stabilization point of view, it does not follow, of course, that the exchange
regimes and their manipulations would in any sense be the best possible
policy. With uniform rates, and free trade, the average rate could be moved
in the same way without the allocative drawbacks of the various exchange
re-imes. All we are saying is that-granted the existence and use of quantita
tive regulations-countercyclical tightening and relaxation of the regulations
would appear rational from a stabilization point of view.
However, international price fluctuations were not uniform during the
period considered here. Egypt's terms of trade exhibited clear and strong
cyclical movements, as could be expected from a country whose exports
largely depend upon one primary commodity and whose imports are quite
diversified. The terms of trade fluctuated in the short term up and down with
cotton prices; this was particularly true during the time of the Korean boom.
Their long-term trend over the period has probably more or less followed
that of cotton prices, too.10 We have to think, rather, in terms of a model with
export (cotton) prices increasing faster than import prices during an upswing
and increasing less fast (or decreasing faster) during a recession. The change
in relative prices and the resulting terms-of-trade gain or loss must be taken
into account in our analysis.
Appreciation (depreciation) equal to the average change in export and
import prices is here a possible policy that would permit domestic prices to
remain unchanged on the average. But in the short term it might not prevent
domestic imbalances from arising. An upswing in the world business cycle,
for example, with increasing export prices would produce a tendency to over
heating in the export sectors and to recession in the sectors competing with
imports, because the appreciation is simultaneously too small to prevent export
prices in domestic currency from increasing yet big enough to cause import
prices in domestic currency to fall. It is difficult to say generally whether the
balance of payments would improve or deteriorate in the short run. In case
there were a net improvement, that would also create a general tendency
toward expansion (inflation) in the country. The appreciation could, of
course, be made stronger to secure balance of payments equilibrium, but then
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the domestic price level might decline and the domestic
imbalance be rein
forced insofar as the industries competing with imports
would suffer a further
setback.
For purposes of domestic macrostabilization, a multiple
exchange rate
policy with stronger appreciation for exports than for
imports would seem
more appropriate. If the appreciation for exports and
imports were made
proportional to the respective export and import price
increases, domestic
prices would be left unchanged, production and the
allocation of resources
would be unaffected, and the whole terms of trade
gain would be skimmed
off by the government and invested in larger foreign
exchange reserves. Dur
ing a world recession with a fall in the terms of trade,
the opposite policy could
be pursued, with more depreciation for exports than
for imports; the terms
of-trade loss would be carried by the government sector
and financed through
a diminution of the exchange reserves.
From a macrostabilization point of view, this multiple
exchange rate
policy looks perfectly rational; it implies complete domestic
stabilization and
full employment of resources. But, in contrast to the
case of uniform price
movements, we are now up against problems of allocational
efficiency. For,
if export prices are relatively high during upswings and
booms and low during
recessions, allocative efficiency would "normally" require
that the volume
of trade, of exports as well as imports, should
tend to be high during
booms and low during recessions."' The cyclical multiple
exchange rate policy
suggested here to secure domestic stabilization in the
face of cyclical fluctua
tion in foreign prices and terms of trade would prevent
the cyclical adjustment
of production and trade that efficiency requires.
If the possibility of stockpiling is included-and in
cotton this is, of
course, a very real one-our analysis changes again.
In the extreme case
where prices in the future are perfectly foreseen, the
foreign markets are per
fectly competitive, and carrying costs are negligible, the
optimal policy would
be simply to produce cotton constantly to the margin
determined by the
cyclical top prices, stockpile wlfenever prices are lower,
and sell out when
prices are at the top. Foreign exchange reserves would
then have to fluctuate
correspondingly. The conditions for the success of such
a policy are not likely
to be fulfilled, and under more realistic assumptions the
problem of stockpiling
as an optimal policy is much more complicated. Our
discussion of the counter
cyclical exchange policy assumes only that sale prices
are fully foreseen
at the time of sowing, but nothing more than that. In real
life, prices are never
perfectly foreseen, but the policy discussed here seems
to be the one that
requires the least foresight; in this sense it is likely tu
be the optimal policy.
But it has to be admitted that even the foresight required
for this policy may
exceed what can be expected from the authorities. Without
going deeper into
the important matter of uncertainty regarding future
prices, we assume here
that a priori it rules out stockpiling as the best policy.
Looking at the actual
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stock policy of the Egyptian government (see below), this assumption certainly
seems to be justified.
Note that the importance of this allocational problem depends, of course,
upon the possibilities and costs of short-term reallocation of resources. Gener
ally, one might be inclined to think that such reallocation possibilities are
small, and that it might be preferable in the short term to let factors continue
producing inefficient lines rather than leaving them unemployed. However,
land and labor in agriculture may be reallocated easily among field crops.
When reallocation takes place not only within the same industry but even
within the same enterprises (farms), the short-term costs from reallocation
must be negligible. If so, the short-term allocational losses may take on serious
proportions.
For Egypt, therefore, the concrete problem relates to the extent to which
the cotton acreage and export volume should respond procyclically to inter
national cotton prices. We are here up against an old issue in Egyptian
economic policy on which opinions have been divided. It concerns the alleged
technical upper limit of about 2 million feddan to cotton cultivation.,-* One
argument has held that, even at relatively low prices, cotton cultivation is
always so profitable that it should be close to the technical upper limit. If this
were correct, there would be no cyclical allocation problem, 4 and excessive
cotton prices could simply be taxed away. The relatively low elasticities of
acreage with respect to prices that we have found for cotton in Egypt (Table
6-3) support this view. Against this argument it has been contended that,
although cotton is and always has been a very profitable crop and land is a
relatively homogeneous factor of production in the Nile Valley and the Delta,
there are, nonetheless, marginal cotton lands. Hence cotton acreage should
indeed respond significantly to changes in relative cotton prices, and at very
low prices even a large decrease in acreage might be justified on grounds of
efficiency. The consensus has been, however, that the technical upper limit
could not and should not be surpassed even at very high relative prices for
cotton. Thus, the conclusion seems to be that at low prices export taxes would
have allocative effects, but only income distributional effects once prices are
so high that the upper limit to the acreage is reached. The latter case is clearly
relevant to the Korean boom, when the acreage actually reached the upper
limit (see Chart 3-3).
In the Egyptian setting we therefore have to distinguish between two cases:
First, relative cotton prices may be so high that, even at an international
cyclical trough, cotton should be cultivated to the upper limit In that case,
the general exchange rate should be made to fluctuate with the average import
price, and a cotton export tax or subsidy (depending upon the phase of the
world business cycle) should be levied to absorb the relative change in inter
national cotton prices. No allocational problems would arise, but the govern
ment would have to have a policy for the distribution of the terms-of-trade
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CHART 3-3
Cotton: Output, Exports, Price, Stocks, 1946-1962
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should then be deficit-financed and the exchange reserves correspondingly
diminished.
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The policy outlined in the last paragraph would apply to the years of the
Korean boom (see Chapter 2, p. 32). Cotton export taxes were introduced
in 1948 to dampen the rise in the domestic cotton price at that time. They
were increased somewhat during the boom and temporarily abrogated when
cotton prices collapsed. But the tax increase was small (£E3 per kantar as
compared with a price increase of £E21 per kantar for Karnak, Good, from
mid-1950 to mid-195 1, to take a typical example). Considering the dominance
of big landowners at that time, a larger increase in the cotton export tax
would hardly have been politically feasible, but it would also seem that the
government did not realize the temporary nature of the boom until it was
too late. In all fairness, it should be noted that things happened very suddenly
in those tumultuous years. It would have taken a very clever and alert govern
ment to foresee these events. On the other hand, both export taxes and ex
change rates could be changed overnight and, once decided upon as policy
instruments, needed little forecasting, since the government then only had to
follow cotton prices very closely-as, in fact, it attempted to do later in
1958 and 1959.
Misinterpretation of the nature of the boom, combined with political
expediency, was, however, to lead to an entirely insufficient use of export
taxe-,. At the same time, inept fiscal policy followed a clear procyclical pat
tern. Monetary policy was largely passive, but here, too, the result showed
a clear procyclical pattern, with money supply increasing during the boom
and falling during the recession. Although the effective exchange rate for
cotton was manipulated in a countercyclical manner during these years, the
changes were too weak, and, on balance, short-term policies may have been
procyclical rather than the opposite.
Second, relative cotton prices may be so low that cotton cultivation
should be kept below the technical upper limit. In this case multiple effective
rates would neutralize the macro effects of foreign price changes, but with allo
cational inefficiency as the consequence. Since the predominating reallocational
problem is one of changing the crop composition rather than moving re
sources between sectors, the allocational loss speaks clearly against using
multiple effective exchange rates. On the other hand, with a flexible uniform
exchange rate policy where the rate of depreciation equals the average of the
change in export and import prices, the balance of payments could be kept
in equilibrium, allocation would be optimal (granted an ideal distribution of
income), and a terms-of-trade gain would benefit consumers in general.
Farmers would experience an increase in cotton prices and a proportionate
fah in all other output prices, and their money :ncome would tend to be un
changed. 15 But with all other agricultural prices lowered, the cost of living
would be lower and, since there would be no pressure on money wages, all
real wages and profits would increase. This policy would imply that, though

THE EFFECTIVE EXCHANGE RATE,

1948-1961:

AN APPRAISAL

81

pfivate money income would be constant, private real income would fluctuate
cyclically with the terms of trade.'0 If that is not considered suitable, the
government could theoretically keep private real income constant over the
cycle by levying countercyclical food taxes (subsidies) and letting the terms
of-trade gains and losses be absorbed in fluctuating exchange reserves.

Our discussion thus leads up to the conclusion that domestic stabilization
over the cycle without misallocation would require countercyclical, uniform
exchange rate changes in inverse proportion to some kind of average of export
and import prices, combined with export taxes when the upper limit for cotton
cultivation is reached and with food taxes (subsidies) in all other situations,
both changing procyclically. The timing and magnitude of such measures
would be a problem even for the best of governments, but in principle we do
not believe them to be beyond the administrative capabilities of the Egyptian
government. indeed, it worked deliberately with instruments of this kind
in the late 1950s.
AN APPRAISAL OF THE EFFECTIVE
EXCHANGE RATE POLICY
We are now in a position to a;sess analytically the effective exchange rate
policy from 1948 to the devaluation of 1962. To this end, let us recall that
the statistical picture drawn earlier in this chapter revealed a ptlicy that, on
balance, was countercyclical and counter-to-trend in relation to cotton prices
and the terms of trade.
A first problem is whether this really was the resiih of a deliberately
designed policy. For, in light of our discussion, so far, 'uch a policy looks quite
sophisticated, indeed, and the reader might wonder whether Egyptian foreign
exchange policies were really all that sophisticated-if for no other reason,
simply because governments usually are pretty unsophisticated in this regard
and certainly were so at that time, when pegged rates had just been made the
cornerstone of the international monetary system. Moreover, our description
of the policy is based on overall averages of a bewildering array of exchange
measures, and it would be natural to ask whether the authorities themselves
really were able to see the wood for all the trees. Are our "policy cycles"
perhaps nothing but the sum of a large number of erratic policy moves?
We do not think so. Were the whole thing nothing more than that, it
is inexplicable why the Egyptian policy cycles should have been synchronized
with the world business cycles-themselves perhaps nothing but the sum of
another set of erratic events. (We shall show, however, that in at least one
instance- 1955-56--the countercyclical nature of the policy was, indeed,
fortuitous.) It should also be recalled that what is considered in many quarters
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an advanced and rational exchange policy today, i.e., floating rates, was at

that time frowned upon as little more than a frivolous, primitive reaction to
problems that shosild have been solved without (effective) exchange rate
changes.
Granted now that the statistical picture we have drawn above (see p.
55) of the exchange policy is more than just a technical artifact, the ques
tion remains how well adapted it was to actual circumstances. From our
discussion of countercyclical exchange rate policy it follows that an answer
to this question requires careful consideration of the cotton situation. In Chart

3-3, therefore, we have brought together data for acreage, production, stocks,
exports, and international prices of Egyptian cotton from 1946 to 1962. To
prevent the chart from being too crowded we have abstained from showing
domestic prices, too. However, the international price series in Chart 3-3 is
identical with that in Chart 3-2 (except that the present one is on an annual
basis), so that Chart 3-3 is directly comparable to Chart 3-2 (with due re
gard to the difference in scale).
Egypt came out of World War II w:.n large siocks of cotton, roughly
corresponding to one year's normal crop. Acreage restrictions (see Appendix
A) had kept production at a low !evel during the war; yet production ex
ceeded domestic consumption, and the government accumulated large stocks
until 1946. After the reopening of trade with Europe and America and the
rise in international cotton prices, acreage restrictions were relaxed; irn 1947,
they were abolished. Production increased rapidly, but demand was so brisk
that stocks were drawn down rapidly at increasing prices. By the outbreak
of the Korean War, they were pracically exhausted. Despite record acreages,
low yields in 1950 and 1951 led to a decline in production and, with stocks
exhausted and domestic consumption rising, the export volume fell strongly-
during a period of very high cotton price%. Private speculation and, later, the
government's attempt to prevent the international price from falling (in 1952)
led to a substantial increase of stocks (which reached their maximum level
in 1953), but a good crop in 1952 made it nonetheless possible for exports
to increase in 1952 and 1953. From 1953 on the government imposed re
strictions on the cotton area which, although relaxed shigafily in 1954, remained
in force until 1960 (with increasing evasion). Export taxes were continued
(sve below). Production and stock developments together led to a fall in
exports from 1953 to 1956, when prices reached a new peak. Thereafter,
with prices in a downturn again, exports rose quickly.
The net result of acreage restrictions, stock policies, and domestt, con
sumption, together with strong erratic fluctuations of yields, turned out :() be
a movement in the volume of cotton exported that was almost perfectly
countercyclical to international prices-high in years of low prices and low
in years of hiigh prices. Thus, the cotton export policy for these years looks

THE EFFECTIVE EXCHANGE RATE,

1948-1961:

AN APPRAISAL

83

like a complete failure, with results that were just the opposite of what an
optimal exchange policy should bring about.
But here we face the problem of the elasticity of foreign demand for
Egyptian cotton. In principle, these developments could, after all, be inter
preted the other way around: Perhaps it was world market prices that re
sponded to Egyptian exports along a downward sloping demand curve? In
that case it would not be obvious that the Egyptian policies were a failure.
To appraise this position we would first have to estimate optimal acreages
and exports at shifting demand curves; the actual development could con
ceivably also be the optimal one.
We do not believe, however, that such an interpretation is realistic.
Most probably the demand for Egyptian cotton was highly elastic. Before
Worlk War I Egypt held a dominating position as supplier of extra long
staple cotton, difficult to replace with substitutes. Estimates of demand func
tions based on data for the pre-World War I and interwar periods point to a
total price elasticity on the order of -I to -21 7, with the long-term elasticity
somewhat lower. Since then competition from new long staple producers
(Sudan and Peru, among others), from medium staple cotton, and from
synthetics has not only shifted the international demand curve for Egyptian
cotton downwards but pr,- "bly also increased the elasticity of demand signifi
cantly. We do not know of any attempt to estimate the demand elasticity
for Egyptian cotton for the years after World War II, but the consensus
is that Egypt his lost her old near-monopoly position for long staple cotton,
and that the prices she now faces in the international markets are by and
large only slightly influenced by Egyptian supply policies. Even if the Liver
pool price of Egyptian cotton should show soiie reaction to the Egyptian
supply pci icy, this would not justify the cotton policy, although it would imply
that i.s
countercyclical nature was somewhat exaggerated.
If that is so, we can only conclude that, to the extent that cotton exports
between 1948 and 1956 were the outcome of deliberate government cotton
policies, these were indeed a failure. However, the government should not
be blamed for having sold the wartime stocks before the onset of the Korean
boom, which i,could not possibly have foreseen; also, it must be acknowl
edged that erratic yield fluctuations contributed much to the outcome. None
theless, this circumstance clearly deprives the average depreciation policy of
much of its rationale. To the extent that it should hav, worked on the volume
of exports, it was influenced by uncontrollable events : d superseded by other
policies that went awry. It was only on imports and the remaining exports
other than cotton that it may have worked. The stabilizing effect on domestic
prices is obvious, however.
Since the upper limit for the cotton area was reached in 1950 and prices
continued increasing, it would have been perfectly rational in 1950 and 1951
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to levy high export taxes for domestic stabilization purposes. Cotton prices

by far exceeded the level necessary to bring the acreage to its maximum. It
would seem (see Appendix A) that a producer price o! LEI5 per metric
kantar would have been sufficient to keep the acreage at its maximum. Export
taxes, therefore, could probably have been higher by at least LEI0 per metric

kantar in 1950 and by £ E3 in 1951. When, on the other hand, international
prices fell in 1952 and reached such low levels in 1953 that the optimal cotton

acreage must have been below the upper limit, the export taxes should have
been abolished altogether, according to our previous reasoning. The export
taxes were, in fact, cut in 1953 (after a temporary suspension in 1952) to

about half their size during the peak of the boom. The sharp price drop,
however, meant that the rate of taxation remained about the same. In addition,
acreage restrictions were imposed and the cotton acreage was most certainly
below the optimum. The taxes continued at this level until 1955, when they
slowly began to be phased out. If export taxes had been completely abolished
as far back as 1952, and no cotton area restrictions had been adopted, the
recession of 1953-1954 would have been mitigated, p'obably without detri
mental effects on the balance of payments. The fall of the domestic price level
in 1952 and 1953 would, of course, have been less pronounced, but since
w.Vages had risen n.ore than prices during tile Korean boom, there was no strong
social motivation for a reversal of the price increase. The excessively low
level of the cotton export taxes in 1950 and 1951, together with their con
tinuation after 1952 and the introduction of the cotton area restrictions,
added up to be the grcatc.,t mistake in the trade and exchange policies
from 1948 to 1962.
In the statistical section of this chapter we saw that from 1948 through
1951 there was an average apprecivtion of 12 percent for commodity exports
and of 9 percent for imports (Tables 3-1 and 3-2), with the possible deduc
tion of I or 2 percent related to the devaluation against the dollar in 1949.
Both on the export and the import side, about 6 percent of the appreciation
was due to the disappearance of triangular trade with the introduction of the
export pou;wid. There is little to object to in this part of the policy. With the
improvement of Egypt's dollar situation, the motivation for triangular trade
became weaker, and, although the introduction of the export pound arrange
ments in 1950 shows continued government concern about the country's dollar
earnings, general allocational arguments certainly speak for letting the appre
ciation as far as possible take the form of canceling the multiple exchange
rate arrangements. On the export side, the rest of the appreciation was related
to export taxes. From our discussion it follows that they should have been
increased even more, and that the appreciation from the export side should
have been correspondingly stronger. On the import side, the rest of the appre
ciation was related to lower customs duties. The appreciation policy for this
period thus consisted in a move toward more unified exchange rates, with a
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reduction of customs duties and raising of export duties that had no alloca
tional effects in the given situation. Up to this point, the whole package seems
well designed, with the important qualification that the export taxes could
have been much higher.
As mentioned in Chapter 2, however, the boom was accompanied by
recessionary tendencies in industrial production, with increased competition
from abroad as a possible contributing cause. If that is so, the appreciation
on the import side may have been too strong. Purely from a stabilization
point of view, a larger increase in export taxes with a smaller decrease in
import duties might then have been preferable.
From 1952 through 1955 the average effective depreciation was about
the same for exports and imports-5 to 6 percent. About half was related
to the import entitlement system introduced in 1953. The remainder was due
to a drop in the average rate of export taxation (partly a consequence of the
rise in coton prices) and an increase in the import duties. Abolition of the
export taxes together with a general depreciation would certainly have been
preferable. The timing was not very appropriate, either; the depreciation
should have reached its peak 'lrcady in 1953.
The average appreciation from 1955 to 1956 was largely caused by the
cancellation of the import entitlement system, wnich, in turn, was the result
of British pressures; the need for an appreciation came afterwards (and com
pletely unexpectedly, of course), with the speculative increase in cotton
prices after the nationalization of the Suez Canal. It is at this point that
the countercyclical nature of the policy was entirely fortuitous. To some extent,
moreover, the appreciation was counteracted by a tightening of import licens
ing, which we have not been able to consider in our calculations of the aver
age effective exchange rate.
After the Suez War, various premium systems dominated the picture
completely, although the depreciation was enhanced by the abolition of the
export taxes. The average rate of import duties fell, but this was largely re
lated to the change in the composition of imports that took place with the rise
in food imports and the decline in imports of other consumer goods. The pre
mium system was closely geared to the international development of cotton
prices with the effective exchange rate deliberately used as a means of domestic
price stabilization for this period, but a unified exchange rate with a high
degree of flexibility could probably have produced about the same result. It is
another thing, of course, that overtly flexible exchange rates probably would
have :net stiff opposition from the international monetary authorities at that
time.
The premium system implied a more definitive depreciation of the
Egyptian pound than earlier measures. Nonetheless, the balance of payments
deficit was large and persistent, and exchange reserves were rapidly falling.
The release of blocked Sterling No. 2 balances, however, served to keep the
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free reserves at a high level until 1961, and the government probably did not
feel the need for further depreciation until the cotton crop's failure and the
consequent fall in exports in 1961 suddenly created an acute payments crisis.
Even without the failure of the cotton crop payments problems would have
arisen sooner or later had the policies of 1957-1960 continued. It is very
doubtful, however, whether the government would have devalued in 1962
without the payments crisis, which made it dependent upon credits from the
International Monetary Fund.
ALLOCATIONAL EFFECTS OF EXCHANGE
POLICIES
At the beginning of this chapter we suggested a crude indicator of the distor
tions created by the exchange regimes. Calculated in Table 3-3 (columr 5),
it shows increased distortion irom 1947 to 1950 and then remains at a high
level until 1955. After 1956, the distortion appears much smaller, except for
a single year, 1960.
From the foregoing discussion of the effective exchange rate policy, how
ever, it follows that for this purpose we should disregard the export taxes, at
least for 1950 and 1951 and perhaps also for 1952. Once that is done, the
index of distortion falls to a low level for these three years. It seems, then,
that after some distortion in 1948 and 1949, misallocation almost disappeared
during the years 1950-1952 (the years of liberalization), reappeared be
tween 1953 and 1955, and tended to disappear again beginning with 1957,
partly because the export taxes were lowered and abolished, partly because
the premium systems implied relatively uniform exchange rates.
There are several reasons, however, why our index may not correctly
describe the degree of distortion. First, the index is formed as the (absolute)
difference between the averages of depreciation for exports and imports, re
spectively, so that some distortions may have been averaged out on both the
export and the import side. Although we could probably improve the index
by taking the (absolute) difference between the highest depreciation and the
lowest appreciation for the individual regimes (Tables 3-1 and 3-2), we
could easily exaggerate the distortion in this way (although the method actu
ally applied tends to do the opposite), since the various regimes more often
than not applied to the same commodities. (Cotton, for example, was, in 1953,
simultaneously subject to export taxes, the export pound, and the entitlement
system.)
Second, import licensing is not included in our c ilculations of the average
rate of depreciation. We have seen that licensini, was tightened in 1953 and
again in 1957. It stands to reason that licensing by itself has created distor
tions. The licensing system was largely used for cutting down imports of non
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food consumer goods, partly to promote import substitution (footwear and
apparel, for instance), and partly to save foreign exchange regardless of the
consequences of the shortages created (in luxury goods and automobiles, in
particular). In the first case there may be inefficiency in production, in the
second case, inefficiency in consumption. We shall make an attempt to con
sider the inefficiency in production in agriculture and some major industries
in Parts Two and Three of this volume. The possible inefficiencies in con
sumption are a much more tricky issue, closely related to the problem of
equity in income distribution. Import licensing was clearly used as a means
of cutting down the standard of living of the upper income brackets. If no
other means of making income distribution more equitable were at hand,
import licensing would not necessarily involve a loss from inefficiency in
consumption. We see no possibilities of quantifying this aspect of licensing.
It seems clear, however, that we should allow for increased distortion
both in 1953 and 1957. To some extent, import licensing has even served to
keep down our distortion index. We noted above (p. 58) that the average
rate of import duties was falling after 1956 despite increases in individual
tariff rates; the explanation was that licensing served to change the compo
sition of imports so as to increase the share of low-tariff goods in total imports.
Without this effect of import licensing, our index of distoition would not show
a diminution in distortion after 1956.
Most probably, therefore, distortions increased throughout the whole

period, apart from a temporary interruption during the years of liberalization

during the Korean boom.

NOTES
I. In defining "average depreciation" we might, for instance, proceed along the lines
of the Bickerdike-Robinson partial analysis (see Joan Robinson, "The Foreign
Ex
changes," in Essays in the Theory of Eniployment. London 1937). We would
then write
q.p$ - q.p.$ = B$ in easily understood notation and assume that the volume of
exports
depends on domestic price of cxportables, p, = psr,, and volue of imports on
domestic
price of importables, p. = p.,$r., where r, and r. are the excharge rates for
exports
and imports, respectively. Differentiating, we find then directly e,'X$ (dr,/r.)
+
e.mM$
(dr.,r.,) = dB$, where e,' and e." are domestic export supply and import
demand
elasticities, respectively, defined with positive sign, and XS and MS are dollar
values of
exports and imports, respectively. Assuming the initial values of r, and r,. to
be equal
to r, we find the uniform exchange rate change, dr, that is equivalent to dr. and
dr. in
the sense that it brings about the same dB$, as drir = [e,'X$ (dr./r) + e."M$
(dr./r)]/
(e/'S + e.dM$).
With the balance of payments in equilibrium, the expression is reduced to (dividing
r out) dr = (e,'dr. + e.dr.) / (e' -4-e'.'), and, furthermore, if the two
elasticities
are equal in size, dr = 1/2 (dr, + dr.), which is, indeed, the expression we
shall use.
This derivation serves to bring out both the rationale and the %%eaknesses
of our
definition of "average depreciation." The formula for dr can be extended tj any
number
of multiple rates in export and import.
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2. They reappeared later in the sixties as the margin between the Cotton Commis
sion's buying prices and selling prices for exports.
3. This method of calculation, of course, amounts to weighting each regime accord
ing to the share of exports to which it applies (in line with the formulas developed in
footnote i).
4. Import values are based on customs statistics and tend to be underreported.
5. Figures for the terms of trade do exist for 1938-39 and 1945 through 1959 (see,
for instance, B. Hansen and G. A. Marzouk, Development and Economic Policy in the
U.A.R. (Egypt), Amsterdam, 1965, p. 176). They were calculated by t'ie National Bank
of Egypt, but suffer, unfortunately, from very incomplete coverage and particularly from
being based on export and import values expressed in domestic currency. They are, thus
distorted by the premium system for later years. Until 1957 this series followed the
international cotton prices series in C' art 3-2 very closely and we have omitted it from
the chart. For the years 1957 to 1959 it points to an improvement in the terms of trade
despite the weak international cotton prices. This improvement is probably an optical
illusion created by the premium system; we believe that the terms of trade, measured in
foreign currency values, tended to deteriorate further after 1957.
6. By 37 percent, according to the sources discussed in footnote 5 above.
7. Hansen and Marzouk, op. cit., p. 143.
8. Ibid., p. 158.
9. It is probably not without significance that the National Bank of Egypt (the
central bank) continued as a private bank with a strong governor until 1960, when it was
nationalized and divided into the Central Bank of Egypt, taking over the central banking
functions of the old National Bank, and the new, purely commercial National Bank of
Egypt. There is little doubt that the old bank served as a spokesman for cautious, not to
say deflationary, policies and for old-fashioned British ideals of commercial banking
(self-liquidating loans, prime trade bills, and all that).
10. These figures do not include any increase in the book value of the gold reserves
in 1949 after the British depreciation.
11. See footnote 5.on the terms of trade statistics.
12. Exceptions can be constructed but they seem to assume that import goods arc
inferior.
13. The problem of this technical upper limit to cotton cultivation will be discussed
in some detail in Chapter 6.
14. The argument carries over to rice, another export crop. Before the Aswan High
Dam was built, rice cultivation was also considered to be subject to an upper limit
imposed by the available water supply at the time of rice planting. And the argument
applies, of corse, to any export commodity with capacity limits.
15. If the composition of foreign trade and agricultural production differs this
statement is not quite accurate, of course.
16. See Chapter 2.footnote 10.
17. B. Hansen (assisted by G. Duguay), "The Demand for American and Egyptian
Cotton, 1889-1913 and 1920-1938." University of California at Berkeley, 1975. The
unusual resul:-lower long-term than short-term elasticity-is perfectly possible when
dealing with total elasticities and disregarding speculation over the long term.
See also C. Bresciani-Turroni, "Riations entre laricolte et leprix du coton Egyptien,"
L'Egypte Contemporaine, Vol. 19, 1930; and S. Soliman Nour El Din, "A Statistical
Analysis of Some Aspects of Cotton Production and Marketing with Special Reference to
U.S.A. and Egypt," Ph.D. dissertation, London University, 1958. pp. 146-147.

Chapter4

The Devaluation of 1962

The devaluation of 1962 appeared as a small ripple on the surface of the
Egyptian economy, hardly noticed by the general public. It was overshadowed
by more spectacular and publicized measures-the five-year plan of 1960,
which included projects like the Aswan High Dam, the nationalizations in
July 1961, the proclan;ation of Arab socialism as the official policy of Egypt,
and the extension of lanr' reforms in 1961. Nevertheless, the devaluation was
an important reminder of a basic weakness in Egyptian economic policy
which was to make development grind to a complete halt only a few years
la8,*,r. Therefore it deserves to be looked at in some detail.
THE FOREIGN EXCHANGE CRISIS OF 1962
At the end of 1961 foreign exchange reserves were still comfortably large.
Gross reserves were £E136 million and corresporded to half a year's imports
plus government payments abroad. Half of the reserve, however, was the
sacrosanct gold stock; net reserves had dccicased to a mere £E16 million
(Table 3-6). Moreover, in view of the cotton crop failure in 1961, a difficult
year was known to lie ahead, and during 1962 the drain on the reserves was
heavy. Apart from gold, almost no foreign exchange reserve was left at the
end of 1962.
Several factors combined to create the foreign exchange crisis described
in Chapter 2 (p. 50). Not even the very substantial increase in foreign aid
(PL 480 and Soviet aid) that took place during these years could fill the
89
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resulting balance of payments gap. The coincidence of the payments crisis
with the nationalizations of 1961 was, however, a fortuitous circumstance.
The government asked for credits from the IMF, and in May 1962 a
stabilization program was officially adopted. Credits to an amount of ,£E20
million were extended by the IMF. Domestic interest rates were increased and
some belt-tightening was announced. The exchange rate was to be unified and
ircteased from 35.2 to 43.5 piasters per U.S. dollar for all transactions except
Suez Canal tolls and students' scholarships abroad. At the same time, the
government refused to change the official par rate, which was still unchanged
at the 1949 level in the early seventies.
There is little doubt that the government, despite its commitments to the
IMF, had no intention wiatev,-r to cut down domestic demand; at any rate,
domestic demand continued to expand vigorously. The government refused
to scale down its investment program; Arab socialism was taken to mean, in
addition to the nationalization of big business, increasing wages (according
to the interpretations of its ideologist, Ali Sabri), and on top of it all, there
were the rapidly increasing defense expenditures related to the Yenlen War.
The figures in Tables 4-1, 1-3, and 3-5 illustrate the main developments
during the years around 1962.
During 1962-63, the fiscal year following the devaluation, the balance
of payments continued deteriorating, and during 1963-64 and 1964-65, the
deficit on current account remained at a high level, around £E120 million.
The driving force in the expansion of domestic demand was clearly public
consumption (civil until 1962-63, military thereafter), but gross investments
(entirely dominated by government investment projects) were also expanding
until 1964-65. Private consumption as a proportion of GDP fell from 1957-58
to 1960-61, but then stayed until 1962-63 at a higher level than in 1960-61.
The commodity shortages that began to appeai in 1957, characteristic of sup
pressed inflation, became more and more general. In 1964 people in the big
cities were qucueing at times for elementary necessities such as rice, fat, and
meat. Black markets, too, began to be important for many ordinary commodi
ties. Effective measures to curb domestic demand were not taken until
1964-65; the expansion of investments was stopped, and private consumption
started falling in relative as well as absolute terms. Money supply in the
private sector shrank slightly in the first year after the devaluation, but, with
the strong expansion in the public sector through nationalizations, this tells
us little about total demand. Prices, by and large government-controlled, were
kept stable through 1963. This constancy, while partly due to index inade
quacies,' mainly reflects price control. Beginning with 1964, prices were
increased at an average rate of around 10 percent per year as part of the
government's demand-management policies.
The devaluation of 1962, followed hy strongly expansionary domestic
demand policies over the next two years, was doomed to be an empty gesture.
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TABLE 4-1
Growth Rate of Gross Domestic Product
and National Expenditure, 1957-58 to 1963-64

Expenditure as Percentage of GDP

GDP Growth
Fiscal

Rate at

Gross

Public

Private

Total

Yer

Constant

Invest-

Consump-

Consump-

Expendi

(JulyJune)

Prices
(i)

ment
(2)

tion
(3)

tion
(4)

ture"
(5)

1957-58
1958-59
1959-60

5.9
5.1
6.8

13.8
14.4
12.4

14.4
13.8
14.0

75.6
73.1
73.3

103.8
101.3
99.7

1960-61
1961-62
Devaluation
1962-63
1963-64

5.5
3.0,

15.5
16.6

16.9
17.3

68.8
71.7

101.2
105.6

8.01"
6.4

17.8
19.8

18.9
22.0

69.5
65.5

106.2
107.3

NOTE: Figures for 1957-58 and 1959-60 are not always comparable to later years,

but incomparability is relatively insignificant and can be disregarded for the present

purpose.
SOURCES: Col. (I): 1957-58 to 1959-60. B. Hansen and G. Marzouk. Development
and Economic Policy in the U.A.R. (Egypt), 1965, p. 320; 1959-60 to 1963-64, B. Hansen
i,Vatikiotis, Egypt since the Revolution, p. 31. T.he figures for 1963-64 differ slightly
from those on Table 1-2; they were obtained from a diiferent source.
Cols. (2)-(5): 1957-58 and 1958-59, Hansen and Marzouk, op. cit., p. 322; 1959
60 to 1963-64, B. Hansen, "Economic Development of Egypt," in Charles A. Cooper
and Sidney S. Alexander, Economic Development and Populatio,; Grovth in the Middle
East, Elsevier, New York, 1972, p. 59. The figures for 1963-64 diff, r slightly from those
in Table 1-2, having been obtained from different sources.
a. The excess of total expenditure over 100 percent equals the foreign trade deficit.
b).The cotton crop failure in 1961 was followed by extraordinary bumper crops in
1962.

To a large extent it codified earlier dc facto devaluation undertaken via the
exchange premium system introduced in 1957,-' but the unification of the ex
change rates was a decisively new feature which by itself removed sonic of
the protection enjoyed earlier by some industries highly dependent upon
imported raw materials.
THE POSITION OF AGRICULTURE
That the devaluation of 1962 was partly a formal shift from premiums on
foreign exchange to higher official rates is only one reason for its small
impact on agriculture. More important was the fact that, dcsp: ; the devalua
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tion, the government did not change the prices on its purchases
from agricul
ture, and little happened to output prices ex farm from 1961 to
1963 and 1964,
the years studied here. (The system of government intervention
with agricul
tural prices is described in Chapter 6.)
On the input side developments were rather uneven. Fertilizer
prices
were, on balance, lowered somewhat, with a substantial price
cut for nitrates
and a price increase for superphosphate, both under government
control. The
price cut for nitrates was related to the expansion of domestic
capacity, with
production on a larger scale in more modern plants, while
superphosphate was apparently in line with the devaluation. the increase for
Prices for fuel
were kept unchanged, and prices for other produced inputs tended
to increase.
The result was that domestic value added (DVA ;)--defined
ninus traded inputs, evaluated at actual ex-farm prices-on average as outputs
remained
almost unchanged at £ E41 per cropped feddan for fourteen
field crops from
1961 to 1963 (see Table 4-2).:' An increase by about 16 percent
from 1963
to 1964 (ten field crops) was mainly due to exceptionally high
yields in 1964.
For 1965 there was probably a substantial decline, but we
do not have the
data. DVA,,,, includes some nontraded inputs, together with
wages, rental
of land, and returns to capital and management. Despite an
increase in rural
wages by about 13 percent from 1961 to 1963 and 44 percent
1964, with maximum land rentals, fixed by the government,from 1961 to
unchanged,
nominal returns to capital and management (on average £E13)
almost re
mained the same from 1961 to 1963, but real returns, deflated
by the wage
index,' declined somewhat, from X E13.03 in 1961 to £E
11.50 in 1963.
In 1964 nominal returns increased sharply but real returns
remained un
changed. From data on agricultural output prices, input prices,
sales proceeds,
and costs for 1961, 1963, and 1964, it would be impossible
to infer that a
devaluation had taken place in 1962.
To analyze the balance of payments deficit, its underlying
causes, and
possible remedies, we must gauge the competitive position
of agriculture in
1961, the year before the devaluation. After all, agriculture
was directly re
sponsible for over three quarters of total 1961 exports of commodities
and
competed with food imports, which amounted to more than 20
percent of total
196! imports.
Table 4-2 gives the average domestic resource costs, DRC,
in piasters
per U.S. dollar, for fourteen field crops in 1961 and 1963
and for ten field
crops in 1963 and 1964. Domestic resources are defined here
as labor, land,
capital, and management, and nontraded inputs minus nontraded
outputs.
Two sets of DRCs were calculated, one excluding and the
other including
domestic transport costs and trade margins between farm and
port.
The remarkable result is that the average DRC for agriculture
was only slightly lower or higher than the official exchange rate-32.7 in 1961
or 36.4
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TABLE 4-2
Domestic Value Added (9VA), Effective Rate ofProtection (ERP),
and Domestic Resource Cost (ORC) In Agriculture, 1961, 1963, and
1964
Fourteen Field Crops
1961
1963
DVA per feddan crop area,
weighted average (£ E)
at actual ex farm prices,
DVAdom
at imputed, international
prices, DVAInt
ERP, weighted average (%)
DRC, weighted average
(piasters per U.S. dollar)
excl. domestic trade and
transport margins
incl. domestic trade and
transport margins
Official exchange rate
(piasters per U.S. dollar)
Surplus to capital and management
per feddan crop area,
weighted average (£ E)
at actual ex farm prices,
wages, and official rents
deflated by rural
wageindex

Ten Field Crops
1963

1964

41-339

41.033

41.097

47.652

41.500
-0.4

54.731
-25.1

54.873
-25.2

63.013
-24.4

32.9

32.2

32.5

32.7

36.4

36.6

36.7

36.9

35.2

43.5

43.5

43.5

13.028

12.993

12.839

16.029

11.498

11.362

11.131

-

NOTE: The four crops not included in 1964 are sesame, peanuts,
peas. These are secondary crops with a combined acreage of about 3 lentils, and chick.
percent of the total
acreage for the fourteen crops includcd in 1961 and 1963. The fourtecn
individual ERPs and DRCs are listed in Table 6-4. Since there is no crops with their
international price
for cane, the calculations for sugar include the domestic sugar industry
and thus really
pertain to refined sugar and cane as an neprised ;,dustry. Hence, the
field
crops include
what is usually called the sugar industry. This method of procedure,
of course, affects the
DVA, ERP, and DRC estimates. Surplus to capilal and management
in the last two rows,
however, only includes surplus in cane cultivation.
SOURCE: Authors' calculations. See Hansen and Nashashibi,
"Protection and Cnm
petitiveness in Egyptian Agriculture and Industry," NDER Working
Paper No. 48, New
York, 1975.
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piasters (depending on how trade and transport margins are treated) against
35.2 piasters per U.S. dollar. And in 1963 the DRC was almost unchanged,
at 32.3 or 36.6 piasters alongside the rise in the official rate to 43.5 piasters
per U.S. dollar. Thus, there should have been nothing in the agricultural cost
situation in 1961 to require devaluation. Indeed, juidging from agriculture's
"shadow rate" of 32.9-36.4 piasters in 1961, the official
rate of 35.2 looks
much like an equilbrium rate. In 1964 the shadow rate still seems to have
been at the level of the official rate of 35.2, but then yields were abnormally
good that year.
We do not think that our estimates of the average DRC for agriculture
contain anything (such as incomplete coverage, mainly regarding animal
products, or misleading prices) that can explain away this result. (The esti
mates will be discussed in detail in Chapter I.) Egyptian agriculture as a
whole was a highly competitive industry which, despite some m-sallocations
(Chapter 7), could have withstood the introduction of free trade in 1961
without any change in the official exchange rate; and after the devaluation, it
would have been a splendid business in 1963 and 1964 under conditions of
free trade.
We want to point out, however, that the choice of exchange rate is of
limited importance for agriculture as a whole in a less developed country,
where at least two major primary factors-land and labor, together responsible
for more than 80 percent of value added-have prices that tend to adjust
passively to output prices and marginal productivity values, so that agriculture
tends to become "normally" profitable whatever the sales prices are. Carried
to its logical conclusion this consideration implies that no exchange rate prob
lem ever exists as far as primitive agriculture is concerned.
Table 4-2 also shows that the average effective rate of protection, ERP,
was slightly negati,,e, at -0.4, in 1961 and developed into a much more sub
stantially negative number, -25.1, by 1963. In 1964 it was about the same
as in 1963. The reason is partly the 1962 devaluation, combined with rela
tively constant dome'tic prices for traded outputs and inputs; but there were
also very sizable world price increases for three important commodities
cotton, rice, and sugar-and, in 1964, very high yields. Despite the strong
increase in negative protection, actual returns to capital and management
remained a good deal above normal: £E13 per cropped feddan against a
normal of perhaps about £E7 in 1961 and £E16 against about LEI0 in
1964. Even with trade and trai;sport margins included in the domestic farm
price, returns to capital and management probably remained above normal,
but tended to fall in real terms.
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THE EFFECTS ON MANUFACTURING
After 1962 profits in manufacturing experienced a terrible squeeze between
increasing raw materials costs (related to both the devaluation and the gov
ernment's cotton price policies) and in.reasing wage costs, on the one hand,
and the government's reluctance to increase controlled domestic prices, on
the other. Table 4-3 reproduces the available facts.
Unfortunately, detailed information about manuiL.: .ring is only avail
able at current prices. A comparison of gross domestic product in total manu
facturing industry at constant 1959-60 prices and an index of labor input
(hours) in establishments with over ten employees (row 1) points to
largely unchanged labor (hourly) productivity (row 2) from 1960 to
1964-65. Assuming productivity per hour to have been approximately con
stant, indexes of output values and input values per hour tend to be price
indexes for outputs and input.'. On this assumption, Table 4-3 (rows
3 to 7) shows the developments from 1960 to 1965-66 of output price, raw
materials and fuel prices, gross value added, gross profits, and wage costs, all
per unit of output and input. The table also gives the shares of raw materials
and fuel costs, gross profits, and wages in output value, and the shares of
gross profits and wages in gross value added. Until 1962 manufacturing in
dustry was generally fairly profitable-at the actually ruling domestic prices
and wages and given the protection it enjoyed. Productivity per hour seems to
have increased by some 4 percent per year from 1952 to 1960, ' and 1961
does not show much of a departure from this trend. The share of profits in
gross value added increased from 60 percent in 1952 to 68 percent in 1960,
and inched up further during the next two years to reach a peak of 71 percent
in 1962. The share of gross profits in output value reached a high of 26 per
cent in 1962, with the corresponding share of net profits at 22 percent. At a
capital-to-gross output ratio of 3, this would result in a net profit of 7 to 8
percent on capital, which is a bit low, considering the costs of capital in the
country, but compares well with many other less developed countries.
From 1962 to 1963-64, however, profitability declined radically. The
share of gross profits in value added fell from 71 to 40 percent (measured on
the basis of output value, from 26 to 9 percent). In terms of net profit on
capital this development implies a fall from 7 or 8 to only I or 2 percent. Not
until 1965-66 did profits begin to recover.
The decline in profits from 1962 to 1963-64 was the result of increases
of 35 percent in raw materials and fuel prices (costs per hour) and of 42 per
cent in gross wage costs (per hour), accompanied by an only modest increase
o 12 percent in output prices (output value per hour).
From 1957 to 1962 the prices of raw materials and fuel (costs per hour)

TABLE 4-3
Outputs, Inputs, and Profits in Manunbctung
Industry,
1960 to 1965-66

Labor input
(hours)
(1960 = 100)
Labor productivity
(output per hour)
(1960 = 100)

1960

1961

1962

i963-64

1964-65

100

106

124

130

140a

149m

1965-66

100

103

96

105

Output value
(per hour)
(1960 = 100)
Raw materials and fuel
Gross value added
Gross profits
Wages

102

n.a.

100
100
100
100
100

105
101
114
117
107

108
100
129
133
119

121
35
b9
53
169

Share of output value
(percent)
Raw materials and fuel
Gross profits
Wages

125
140
92
52
178

140
154
109
72
187

69
21
10

66
24
10

63
26
11

77
9
14

Share of gross value added
(percent)
Gross profits
Wages

77
9
14

76
11
13

68
32

70
30

71
29

40
60

38
62

45
55

2-3

3-5

3-5

10

12

15

Social security

contribution

NOTE: Data cover establishments with over ten
workers. Wages
for all years, while profits probably include workers' share in profits seem to include social security contributions
after 1962. The percentage of social security
contributions in total wages, actually paid, was 17 percent in
1963-64, 19 peient in 1964-65, and 28 percent in
1965-66. For years before 1963-64 no figures have been published,
but they may have been around 5-10 percent
in 1960 and 10-17 percent in 1961 and 1962. The employer contribution
was fixed by law at 10.1 percent as of
1959 and at 17 percent as of 1961, but before the nationalizations
there was probably substantial evasion.
The following consideration corroborates the data given above.
ings per week are known (see ILO. Yearbock). Adjusted for hours From special wage censuses the hourly earn
per week, the earnings per hour are as shown
in col. 1 of the table below. Adjusting these figures for social
security
contributions with 5 percent for 1960, 10 per
cent for 1961, 17 percent for 1962 and 1963-64, 19 percent
for 1964-65, and 28 percent for 1965-66, we obtain
the figures in column 2. Apart from 1963-64 and 64-65, this
series corresponds closely to the wage costs series in
Table 4-3, row 7.

Hourly Earnings in Manufacturing

1960
1961
1962
1963-64
1964-65
1965-66

Not Adjusted
(1960=100)
(1)
100
101
112
124
133
152

Adjusted for
Social Security
Contributions
(1960=100)
(2)
100
103
118
140
155
184

SOURCES: ILO, Yearbook: hours per week; Economic Bulletin,
No. 2, 1970: Number of employees, value
of output, wages and raw materials; Bent Hansen, "Planning and
Economic Growth in the U.A.R. (Egypt), 1960
65," in P. J. Vatikiotis, ed., Egypt since the Revolution, London,
1968: GDP at fixed 1959-60 prices, by industry.
a. For 1965-66 there is a peculiar increase in hours per week
which, considering legislation and development
of production, simply does not make sense. We have assumed
unchanged hours per week from 1964-65 to 1965-66.
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remained virtually unchanged, but from 1956 to 1957 they went up 19 per
cent. It would seem, therefore, that the premium system, described in Chapter
2, had its major impact on raw materials and fuel costs already in 1957.
Profits at that time were not allowed to suffer; at a 14 percent increase in out
put value per hour (implying a 10 percent increase in output price per unit
at a productivity increase of 4 percent), profits remained unchanged, prac
tically speaking, from 1956 to 1957. From 1960 to 1962 there was a certain
rise in output price (value per hour), exclusively reflecting increases in both
gross wages and prefits (particularly the latter) per unit.
Clearly, of the 35 percent increase (per man-hour) in raw materials and
fuel costs from 1962 to 1963-64, only a minor part can be explained by the
devaluation of 1962. If the total devaluation for imports from 1956 to 1962
was about 22 percent (see Table 3-3), and a 2 percent appreciation was ac
complished by 1956, that makes about 25 percent from 1947 to 1962. Thus,
if users of imported raw materials were not refunded all premiums, etcetera, it
stands to reason that the devaluation may have meant a maximum rise in im
ported raw materials prices of about 20 percent, if all raw materials were
imported. A large part of the 35 percent increase in raw materials and fuel
costs must therefore be ascribed to higher prices for domestic raw materials
and fuel. It would seem that the change in the government's cotton price policy
(see Chapter 3, pp. 55 and 85)-from subsidizing (through export taxation)
to taxing (through export premium) domestic cotton consumption-can ex
plain much of the discrepancy.
The uptrend in wage costs was partly the outcome of the government's
employment policy and partly the result of government-decreed increases in
wage rates and social security contributions. The normal workweek in large
enterprises was cut from 48 to 42 hours around 1962, and there was a drive
for expanding employment in 1962 and 1963, which probably led to over
staffing. Since the reduction in hours was to leave weekly wages unaffected,
it implied a rise in hourly wages by some 15 percent in the enterprises in
volved. At the same time, the statutory minimum wage for industry was
increased, paid holidays, sick leave, and other fringe benefits were introduced,
and a new system of wage grading brought a further increase in average wage
rates. Social security contributions, to be paid by employers, were increased
substantially. (They are included in wage costs in Table 4-3 and deducted
from profits.) Since they were largely paid to social security funds and little
was distributed as benefits, part of the wage rise and profit fall was only nom
inal (see note to Table 4-3) in the sense that both profits and social security
contributions accrued to the public sector. But, even so, the increase in wages
and thc decline in profits were very substantial.
For a privately run industry these developments would, presumably, have
led to a decline in both current production and investments. For a national
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ized industry, however, such consequences do not follow automatically. As
it happened, the main impact was on domestic savings. Public savings (includ
ing both nationalized business profits and social security fund accumulations)
fell sharply; private savings must have increased, but it is impossible to trace
their movements.
The information contained in Table 4-3 does not help in evaluating the
competitiveness of manufacturing industry before and after the devaluation
in terms of domestic resource costs, DRCs, or in any other abso!ute sense. But
it certainly suggests a deterioration in the competitive position of industry dur
ing the year of devaluation. The detailed industry studies reported in Part
Three, generally corroborate this impiession, although individual industries
exhibit widely divergent developments in regard to competitiveness. In Table
4-4 we have brought together the fragmentary information available about
DRCs in selected manufacturing industries before and after the devaluation.
(For details, see Part Three.) Note that Table 4-4 includes only a minor part
of total manufacturing; for example, certain new high-cost industries are not
included.
Three industries-phosphates, nitrates, and tires and tubes-show un
changed or even declining DRCs during the years straddling the devaluation.
Note, however, that all three of them were characterized at that time by the
introduction of important technological innovations sufficient to wipe out
the adverse effects of cost inflation and unification of the exchange rate (the
latter being particularly important for the tires and tubes industry, with its
high import content). Although the cement industry experienced a slight rise
in its DRC, it remained highly competitive even at the old official exchange
rate. There were no major technological improvements in this industry, but
capacity utilization increased substantially while wage increases were, for sonic
reason, relatively modest.
The cement, phosphates, nitrates, and tires and tubes industries are ex
ceptions, however; they contribute only a minor part of total value added in
manufacturing industry. In the big old industries-sugar and cotton textiles
which are probably more representative of manufacturing as a whole, the
picture is drab, corresponding to the impression given by Table 4-3. The
sugar industry was particularly hard hit by wage increases, since wages in
rural areas, where the sugar factories are situated, increased much faster than
urban industrial wages during the period under consideration. It should be
added that the sharp upturn in rural wages was not by government design, but
reflected, rather, a strong demand for rural manpower for public works as
well as military conscription. The textile industry also suffered badly from
cost inflation, and there was little innovation in this industry to offset the
effects of rising wages. In fact, during a period when most developed countries
and some less developed countries reorganized and modernized their textile
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TABLE 4-4
Domestic Resource Costs (DRCs) in Selected Manufactuaing Industries
before and after the i)evaluation of 1962

(piasters per U.S. dollar)
Industry
Cement
Fertilizers
Phosphates
Nitrates
Sugar
Tires and tubes

Before 1962

After 1962

28

31

36
61
34

33
52
54

59

59

56

80

38

54

46

58

37
35.2
-

50
43.5
61

Cotton textiles

on actual domestic raw materials base

on hypothetical foreign raw materials base
Weighted average
with cotton textiles
on actual domestic raw materials base
Sith cotton textiles
on hypothetical foreign raw materials base
Official exchange rate
"Realistic" exchange rate suggested by IMF, 1966

NOTE;: "Before" and "after" 1962 refers to the following years: cement,
1960 versus

1965-66; phosphates, 1957 versus 1964-65: nitrates, 1957 versus
1964-65; sugar, 1960
versus 1970 (based on long-term prices); tires, 1960 versus 1962-63;
and textiles, 1960
versus 1970.

The averages were weighted by DVA at international prices for the years
in question.
SOURCE: Authors' ca!culations; see Hansen and Nashashibi, NBER Working
Paper
No. 48. 1975, and Chapter 10 of this volume, Table 10-2. The rate of return
on capital
is assumed to be 10 percent.

industries, Egypt's first five-year plan seems to have positively neglected
tex
tiles-hence the strong increase in the DRC. The level of competitiveness
of

the textile industry depends, however, entirely upon the source
of its primary

raw material, cotton. Since 1916 the industry has been compelled to
use do
mestic cotton as input, and imports of foreign cotton have been banned,
which
means producing fairly coarse yarns from relatively expensive medium
cotton in lieu of cheap short staple cotton. With the actual domestic staple
cotton
input, the DRC was 56 piasters in 1960; with foreign cotton as input
it would
have been only 38 piasters. In the second half of the sixties the corresponding
figures were 80 and 54 piasters, respectively.
As a consequence of showing two DRCs for textiles we also present
weighted averages of DRCs for the industries included in Table 4-4. two
On
either basis, the increase in the average DRC exceeds the devaluation
of 1962
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so that, to break even at international prices, manufacturing industry was
even more in need of protection or, alternatively, of devaluation after 1962

than before. It should be emphasized that our unrepresentative sample of
industries probably gives too much weight to the "good" industries. Moreover,
it should be recalled that in equilibrium it is not the average but the marginal
industry that rules the roost. The equilibrium exchange rate must permit the
least efficient industry that has to survive for the sake of full utilization of
resources or maximization of production to do so. It is difficult to say which
industries should actually survive in the long run, but let us assume that the
industries included in Table 4-4 should, in fact, continue to exist. The impli
cation would obviously be that before the devaluation of 1962, a "realistic"
exchange rate would have been about 60 piasters per U.S. dollar, as compared
with the official rate of 35.2. From the mid-sixties on, a "realistic" rate might
even have exceeded 80 piasters, against an official rate of 43.5. And that was
at a time when the IMF's suggestion of a rnte of 61 put Nasser into paroxysms
and made his cabinet resign.
Had the government been bold enough to shift the raw materials basis
of the textile industry to cheap foreign cotton, the picture would have looked
much better. Before 1962 a rate of about 60 piasters would still have been
needed, not for the sake of textiles but to permit the nitrogenous fertilizer and
tire industries to break even at international prices; and after 1962 the same
rate would have sufficed to make all industries break even. Thus, with a
sharper devaluation in 1962, combined with a shift in the raw materials basis
of the textile industry, the government probably could have, in one stroke,
put manufacturing industry on a permanently :ompetitive footing despite the
actual cost inflation and other factors detrimental to industrial efficiency.
GENERAL APPRAISAL OF THE DEVALUATION
OF 1962
The devaluation of 1962 is an example of exceptionally badly designed and
badly coordinated economic policies. Politically, this was the outcome of
partly unrelated independent forces- the government's firm determination to
carry thtu, gh simultaneously both its investment programs and its military
policies; the ideologists' determination to demonstrate to the workers the bene
fits of Arab socialism; and the IMFs equally firm determination to impose
upon the country a stabilization program the execution of which the IMF
could control only in its oulward manifestations of a devaluation with unifi
cation of the exchange rates.
This is clearly a situation in which it makes sense to discuss costs and
demand aspects separately, since higher wage costs were imposed upon the
enterprises by decree and were not the result of endogenous forces in the econ
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omy. It is true that rural wages were pulled up strongly
in 1963 and 1964
because of increasing public expenditure; but this happened
largely after the
devaluation of 1962 and could have been avoided had
the devaluation been
accompanied by adequate demand management.
Thus, the first question is whether a devaluation would
have been re
quired beyond the average level corresponding to the
premiums introduced
during the years 1957 to 1961, assuming that the cost
inflation had been
avoided and that export industries and those industries
competing with im
ports should break even under free trade.
We answered this question to some extent in the preceding
two sections.
The general agricultural cost position in 1961 did not require
further devalua
tion (see Table 4-2). From the more detailed analysis in
Chapter 7 (see Table

7-1) it will be noted that the traditional export crops were heavily
taxed but
highly co.apetitive at the official exchange rate of 35.2 piasters,
while
some
important import-competing crops, particularly autumn corn,
wheat, and
beans, enjoyed substantiai protection. But this is not really a
problem. For if
agriculture had been exposed to free trade at the official exchange
rate at that
time, one cut of two possibilities would have materialized:
Had substitution
between crops been substantial, a shift in crop composition toward
profitable export crops or other import-cumpeting crops would the more
have taken
place, and that could only have improved the balance of payments
situation.
Had, on the other hand, rigidities in crop rotatioi. made substitution
between
crops negligible, cultivation of wheat and beans would have largely
continued,
although income from these crops would have been low (Table
7-7). These
crops arc to :ome extent subsistence crops (particularly for those
terants vho
would experience losses in money terms). There is no reason
to believe that

land would be taken out of cultivation or left fallow during
the winter season
because of low profitability for these crops. And as for corn,
a rapid shift was
taking place from autumn corn to the more profitable
summer corn at that
time. In any case, the cost position of agriculture is of
limited consequence
because rural wages and land rentals (without controls)
are highly flexible
and tend to adjust to a competitive situation.
We have also seen that in manufacturing, even before
the cost inflation
had made itself felt, important industries werc in need of
a sizable devaluation
if they were to break even at international prices. Even
if the nitrogenous
fertilizer irdustry and the tire industry were considered
infant industries, and
one assumed that the government had indeed been prepared
to take the bold
step of shifting the raw materials base of the textile industry,
a devaluation
on the order of the one that actually did take place in
1962 appears to have
been a minimum necessity. The conclusion is inescapable
that, to make a
sufficient number of export industries, together with the
import-competing in
dustries, competitive before the advent of the cost inflation,
a substantial

devaluation would have been required, perhaps to the level of
50 piasters per
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U.S. dollar. This is in line with our earlier contention (see Chapter 3, p. 68)
that the Egyptian pound was overvalued since the inflation of World War II.
If a devaluation of that order of magnitude was needed to make the
marginal industries break even before the cost inflation, it goes without saying
that the actual devaluation of 1962 was entirely insufficient after the cost
inflation. Our calculations in the preceding section pointed to an exchange
rate of about 80 piasters as a realistic rate from the cost point of view (disre
garding the possibilities of a shift in the raw materials base of the textile
industry). At such rates, agriculture would have been extremely profitable,
but an adjustment of agricultural output and input prices would have mainly
served to bring rural wages and land rentals (if rent controls had been abol
ished) into line with the higher price level; real wages in both agriculture and
industry would have r2turned by and large to their starting point in 1961. If
the government, in the event of a further devaluation, had continued its policy
of keeping agricultural output and input prices (cx farm) unchanged, a sizable
shift would have taken place in the terms of trade between agricultural and
industrial products in favor of the latter. Such a policy would have been in
line with the exploitation of agriculture which was preached by sonic develop
mtent economists, was practiced by the Soviet Union for iong periods of time
and actually took place in Egypt to sonic ertent during the years to follow.
Quite apart from the question of the wisdom of this kind of policy, from both
development and equity points of view, it is doubtful whether it would have
proveJ at all feasible in the longer run. Wages in agriculture might sooner or
later have been pulled up to the level of industrial wages, and, with a policy
of keeping agriculture profitable, it would have been necessary to adjust the
level of agricultural prices upward in line with the devaluation.
The cost situation, however, was only one aspect of the exchange rate
problem. Macroeconomic effects via demand should, of course, be considered,
too. It might be argued that in the complete absence at that time of rational
demand management policies-defined as policies that keep total domestic
demand within the limit set by domestic production pIus whatever loans could
and should be obtained from abroad-the question of the demand effects of
the devaluation remains a rather academic issue. We shall c!iscuss it, never
theless, as part of the more general question, What is the place, if any, of
exchange rate policies in a country where government controls and decisions
predominate in production, investments, prices, and trade?
DEVALUATION IN A CONTROLLED ECONOMY

A completely controlled economy should, in principle, have no need for an
exchange rate policy. An exchange rate must exist, of course, to translate
foreign prices into domestic ones and vice versa. Production (and consump
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tion) commands could, however, be used (in principle) for achieving effi
ciency in the economy. And if a command economy were not thought feasible
or desirable, controlled prices could (in principle) be manipulated so as to
provide the necessary incentives or disincentives to production and consump
tion in the spirit of market socialism. The present Egyptian economic system,
however, is a mixed one in all respects. Its command over prices is far from
complete and effectivc. Politically, the government has never been sufficiently
strong to lower industry wages and is probably not strong enough to let wages,
rents, and profits fall significantly in agriculture, either, although factor prices
in agriculture are certainly flexible downward. For political reasons, therefore,
factor prices can be regulated downward only under very exceptional cir
cumstances (such as the outbreak of the 1967 war, when salaries of civil
servants were slashed ruthlessly). This means that, if reduction of domestic
resourcc costs is felt to be necessary in relation to the price of foreign ex
change, the latter will have to be adjusted upward. The political arithmetic of
publicly administered prices is like that.
As already mentioned, the Egyptian government did not feel any need
for devaluing in 1962. Whatever discrepancies did exist between foreign
prices (at the old exchange rate adjusted for premia) and domestic prices
were filled in by subsidies and taxes on exports and imports (including public
enterprise and organization profit or loss margins). At completely unchanged
domestic prices, these taxes and subsidies would have needed adjustment in
line with a devaluation, but that would have been purely a bookkeeping matter
within the public sector. Any increase that the Central Pink might have
charged import organizations (public enterprises) on their purcbases of for
eign exchange would have been paid back as a subsidy to the importer, while,
correspondingly, exporters would have had their higher earnings in Egyptian
pounds automatically taxed away. In this way a devaluation as such need
have had no effects whatever on domestic demand and could have appeared
a completely empty gesture.
In the 1962 devaluation, however, the government did take the oppor
tunity to let the higher foreign exchange rate be passed on to some domestic
prices." To the extent that import prices for consumer goods were passed on
to consumers (which was actually the case for the few nonessentials that were
still imported) and that higher prices for imported raw materials were passed
on to domestic users (consumers or producers) via higher domestic prices for
outputs from Egyptian manufacturing industry, government revenue would
incre?.se and a corresponding curb on domestic demand would be imposed.
None of the higher export earnings in Egyptian pounds were passed on to
agriculture, and for manufactured products and oil, increased profits would
accrue to the public sector. For capital goods the devaluation probably did
not mean any decline in demand. For all practical purpose3, all investment

THE DEVALUATION OF

1962

105

requiring imports of capital goods was public investment, which, once
de
cided upon, always got the financing needed to cover costs; and thert is
noth
ing to indicate that the government was led to diminish the rate of investment
because imported capital goods became more expensive in terms of Egyptian
pounds.
It is not possible to assess the extent to which anti-inflationary demand
restraint was actually accomplished through the devaluation and the
subse
quent rise in some prices. The simultaneous increase in industrial wages
and
squeeze on profits in manufacturing industry make it conceptually impossible
to gauge how much of the approximately 15 percent price increase for
manu
factured output from 1961 to 1963-64 was due to higher prices of imported
raw materials. But it is probably fair to say that the possible anti-inflationary
impact must have been insignificant. The effects of the devaluation were,
by
and large, delayed till 1964 and 1965, when the government, faced with
a
severe foreign payments and credit crisis, finally began to take steps to
rectify
the domestic demand situation. The domestic price increases which were
then
decided upon, however, could just as well have been made without the devalu
ation-through diminished subsidies, increased taxes, higher sales prices
from
public enterprises, and higher purchasing prices for agricultural products.
It would therefore seem that in a system like that of Egypt, the role of devalu
ation was mainly to reduce the tax increase that would otherwise have
been
necessary. It may have had a certain beneficial effect through simplifying
the
administration of such taxes, but from the more general point of view
of
resource allocation and productive efficiency it was of no consequence,
since
domestic prices and imports remained controlled by the governmci.t as
before
and income distribution effects continued to be its major consideratioi.
The inevitable conclusion is that, if a country is not prelared to let the
price mechanism play a dominating role in the economy in general, foreign
exchange rate policies cannot possibly have any important role to play,
either;
efforts from the outside-for example, from the IMF, the World 3ank,
or a
consortium-to impose exchange rate adjustments upon the country
make
little sense without forcing the country to make more use of the price mecha
nism and market forces. Whether a change in this 6irection is good or bad
for
the country against the background of the authorities' ability to handle
their
controls, the possible imperfections of the market forces, and the whole
setup
of the policy makers' economic and social targets is a complex matter
on
which the following chapters will have more to say.
NOTES
1. Certain noncontrolled prices, not appearing in the indexes,
did increase, and for

some commodities black market prices were important.
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2. In fairness to the IMF staff, it is understood that it had suggested at the
time
higher devaluation to a rate of $2 per Egyptian pound. The effective depreciation a
in
May 1962 would have thus been 26 percent instead of the 6 percent actually
attained.
3. For the sake of comparability, it has been assumed in the estimation that
cotton
yield for 1961 was the saint !,s in 1960. Otherwise, the cotton failure of 1961
would have
lowered the average for 1961 substantially.
4. Farm labor is the major alternative source of income for sma peasants.
5. B. Hansen and G. A. Mar.ouk, Development and Economic Policy in the
U.A.R.
(Egypt), Amsterdam, 1965, p. 143. Unfortunalely, the quality of data concerning
manu
facturing industry deteriorates rapidly as we go backward in time (partly
due to more
and more incomplete coverage).
6. In discussing the devaluation we include not only the effects of the
formal
devaluation but also that of the strong increase in the premium that took
place shortly
before the formal devaluation. See the discussion of foreign exchange policy
targets in
Chapter 3.

Chapter5

The Administration of Foreign
Trade and Foreign Exchange
since 1961

Practically speaking, all exports and imports were taken over by government
organizations or public enterprises in 1961. Since that time, the volume of
exports and imports, prices, and all foreign payments have beci, the outcome
of interaction between the Egyptian administration and the "world market."
For a significant part of Egyptian trade and payments, the "world market"
means the actions of the authorities of other countries, Communist countries
in particular. The administration has, of course, been forced to operate within
the constraints of the domestic supply situation, and domestic supply, par
ticularly in agriculture, is to some extent still determined by market forces.
Domestic demand, on the other hand, influences foreign trade and payments
only to the extent deliberately permitted by the administration.
These circumstances make it difficult to describe the operation of the
system. When everything is left to administrative discretion, only detailed
studies made on the inside can disclose exactly which mechanisms or criteria
are crucial for the decisions made. Unfortunately, we have not been in a
position to study how the system functions from the inside, and with a single
exception,' nothing has been published about it. Moreover, it is conceptually
impossible to single out the impact of the nationalizations as separate from the
effects of import, foreign exchange, and other controls. To a considerable
extent foreign exchange allocation has been undertaken by the same ministries
and organizations that administer the nationalized industries.
It is also clear that actual developments in foreign trade and payments
should not be interpreted as simply revealing the preferences of the Egyptian
authorities, for they did not always correctly foresee the consequences of
107
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their decisions and may have based them on inadequate information. Miscal
culation has certainly not been absent. And since much of Egypt's foreign
trade has been on a bilateral basis, what has actually taken place may reflect
the relative bargaining position of the countries involved rather than prefer
ences. Complicating this issue is the fact that, intimately related to the problem
of weapons deliveries, the Egyptian position vis-A-vis the Communist countries
has become increasingly weak. To what extent these countries have taken
advantage of the situation economically is hard to say. For political reasons
they may even have been inclined to subsidize (rather than exploit) Egypt. It
seems clear, however, that had weapons and loans been available to a larger
extent from the West, Egypt's East Bloc trade would have been much more
limited.2
ECONOMIC STAGNATION AND FOIEIGN
PAYMENTS COLLAPSE: 1964-1967
Table 5-1 shows some inlicators of developments from 1963-64 to 1970-71.
The GDP growth rate, which had been 6.4 percent in 1963-64, declined to
4.9 percent in 1964-65, to 4.4 percent in 1965-66, and finally dropped to 0.3
percent in 1966-67. While the outbreak of war in June 1967 may have low
ered the growth rate for that last year somewhat, it can ,;xplain the complete
stagnation of GDP only to a minor degree. With the war, the growth rate
became negative; the closure of the Suez Canal (which normally produced
some 4 percent of GDP), the occupation of Sinai, the evacuation and de
struction of Suez, Ismaileya, and some minor towns, togcther with the destruc
tion of sonic major industries, including oil refineries and fertilizer plants,
brought about a fall in GDP by 3.1 percent. :' In 1968-69 a recovery by about
6 percent took place, but it did little more than compensate for the fall in
1967--68. For the thrce years fom 1966-67 to 1968-69, the GDP growth
rate averaged only about I percent; per capita income must have fallen by
about 6 percent during this period.'
It is usually assumed that it was the mounting foreign exchange crisis
during 1965 and 1966 that brought development (in terms of GDP growth)
to a complete stop around 1966-67-before the 1967 war. The foreign ex
change crisis (which had been looming since 1961) became acute in 1965,
when the United States abrogated PL480 sales of wheat, and Egypt suddenly
had to purchase large quantities of wheat in convertible currency at a time
when the exchange reserves were exhausted. The exchange crisis reached
such proportions in 1965 and 1966 that Egypt was unable to fulfill con
tractual debt service obligations, got involved in short-term financing through
European (particularly Italian) commercial banks at interest rates that even

TABLE 5-1
Economic Indicators, 1963-64 to 1970-71
Growth Rate
(percent)

Year
(July I- GDP
June 30)
(1)
1963-64
1964-65
1965-66
1966-67
1967-68
1968-69
1969-70
1970-71

6.4
4.9
4.4
0.3
-3.1
5.9
6.9
4.8

Production
(1963-64 = 100)

GDP,
Excluding
"Other
S,.-vices"
(2)

FAO Index,
Total
Agricultural
Production
(3)

6.6
3.5
3.5
-0.5
-5.5
6.1
6.8
3.6

100
103
104
103
107
117
120
118

Expenditure on GDP
Value Added at Costn (%
of GDP at current market prices)
Pics(-)
Constant Prices
Gross
Public
Private
AgriculIndustry Invest- Consump- Consump- Foreign
ture
and Mining ment
tion
tion
Balance
(4)
(5)
(6)
(7)
(8)
(9)
100
105
107
104
108
109
116
115

100
104
107
108
102
114
121
134

19.7
17.2
18.6
15.5
13.5
11.8
14.0
14.2

21.3
19.8
20.5
19.7
22.7
23.9
24.1
25.8

66.0
66.1
65.9
65.8
69.6
67.8
65.3
66.9

-7.0
-2.5
-5.1
-1.0
-5.3
-2.4
-4.1
-5.2

Foreign
Trade
Deficit
or

on
Current

Surplus
(+)
(mill. LE)
(10)

Account
(_)
(mill. LE)
(11)

-176.8
-135.5
-204.8
-115.2
-99.3
32.8
5.9
-61.2

Deficit

-126.0
-119.5
-96.2
-103.9
-117.4
-118.7
-160.4
-211.4

NOTE: Imports do not include delivery of military equipment, but the balance of payments
on current account does include payments for
such equipment. Public consumption probably includes payments for military equipment
from abroad, and not deliveries.
SOURCES: Cols. (1), (2), (4), (5): Official estimates of Central Agency
for General Mobilization and Statistics; estimates for 1959-60 to
1964-65 at constant 1959-60 prices: those from 1964-65 on, at constant 1964-65 prices.
cerning the !959-60 to 1964-65 estimate, see Bent Hansen in Wti!:iotis, op. c;t. In the Both estimates are corrected for obvious flaws. Con
estimate at 1964-65 prices, housing jumps up by more
than 50 percent from 1966-67 to 1967-68. Since housing does not behave like that, particularly
not at a time when houses are destroyed and
about half a million people driven from their homes, we have assumed that housing in
1967-68 and 1968-69 increased by the normal 1-2 per
cent. "Other Services" consists mainly in government.
Col. (3): FAO, Monthly Bulletin, 1972 and 1974, No. 1, for averages of agricultural
years. Overlapping of years makes year-to-year com
parisons between cols. (3) and (4) difficult.
Cots. (6) to (9): CAGMS.
Cots. (10) and (11): International Financial Statistics, IMF, U.S. dollar values converted
at the official rate of £E0.435 per U.S. dollar.

TABLE 5-2
Money Supply, 1962-1968
Price Indexes (1962=10)
Wholesale Prices
Year
Endof

Cost
of
Living
(1)

F
ndustr.
Foodstuffs Mat.and
Prod.
(2)
(3)

Increase
Total
(mill. ZE)
(4)

1962

100

100

100

629.2

1963

102

100

102

748.1

1964

114

110

105

1965

127

124

110"

1966

133

141

1967
1968

132
-

153
147

111
113
116

Counterpart of Change in Money Supply
(mill. LCE)

Money Supply, M:*
Cosetlnoretr.

864.0
923.7
938.5
983.8
1,015.8

Net Claims
Net Foreign
on
Assets, etc." Government,
(7)
(8)

Claims on
Private
Sector
(9)

Net Foreign

Claims on
Specialized
Banks
(10)

(mill. LE)
(5)

(%)
(6)

118.9

18.9

-32.5

120.5

26.0

4.7

115.9

15.5

-25.7

114.7

12.0

14.9

59.7

6.9

-17.3

69.7

8.5

14.8

1.6

-65.4

101.5

-4.9

45.3

4.8

-26.1

64.5

-8.9

32.0

3.3

-13.7

4.9

Assets minus
Clearing
Accounts
(11)
-0.1
7.6
-6.3

-0.8
-22.8

44.4

-16.4
15.8

-77.8
-101.9

-3.6

-103.1
SOURCES: Cols. (1) to (3): Economic Bulletin, various issues: cols.
(4)
a. Includes time and savings deposits with banks and Post Office Savings to (11): International Financial Statistics, IMF, various issues.
Bank deposits; does not include government and semigovernment
deposits.
b.Net foreign assets (including gold) minus clearing and other accounts
inLE,U.S.counterpart funds, and IMF accounts.
c.Including capital, reserves, et cetera (since all banks are government-owned).
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TABLE 5-3

Imports, 1963-1968
(mill. LE)
1963

1964

1965

1966

1967

1968

Foodstuffs
Dther consumer goods

113.6

Raw materialCapital goods
Total

42.2

119.8
33.8

133.9
98.5
398.4

110.2
45.3

153.2
i 07.6
414.4

126.1
47.0

168.1
92.3
405.8

137.7
32.3

175.8
117.0
465.4

91.9
28.9

106.3
67.9
344.3

00.5
68.3
289.6

SOURCE: Economic Bulletin, National Bank of Egypt. 1970.

the Khedivc Ismail would have found immodest, and had to ask for moratoria
from both West and East.
The payments crisis was a financial matter, of course, but it could have
been expected to lead to a reduction of imports. This was not the case, how
ever. From 1964 to 1966, total commodity imports remained at a very high
level in relation to GDP (see Chart I-I ), increasing by 12 percent over the
two years, which should have been sufficient for sustaining the growth rate at
a level of 6 percent. Not only is it surprising, therefore, that the authorities
were able to increase imports in the face of the desperate payments situation,
but also that production suffered from the payments crisis when imports were
actually on the rise.
Before discussing this matter in some detail, we want to emphasize that
other factors did, in fact, serve to dampen the GNP growth rate from 1964
to 1967.

Both agriculture and industry stagnated, but in both cases exogenous
forces were at work none ,of which can be traced back to the foreign exchange
crisis. Agriculture experienced very good crop years from 1962 to 1964, and
this helped to create the rather high growth rates of GDP in that two-year
period. From 1964 to 1966, however, the yield of cotton fell by about 20
percent. There was a little "green revolution" in corn, with yield increasing by
about one third. Nevertheless, corn being a much less valuable crop than
cotton, agricultural output and value added stagnated, albeit at a relatively
high level, from 1964 to 1967. In industry, oil production (extraction as well
as refining) fell because certain wells began to run dry, a circumstance that
also tended to create stagnation in the total exports of manufactured products
other than textiles during these years (TaLle 5-4). The same happened with
manganese. In addition, the slowdown in agricultural output alone would have
tended to create stagnation in industries processing agricultural products, such
as cotton ginning and pressing, flour milling, canning, and sugar refining.5
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TABLE 5-4
Expor, 1963-1968
(mill. LE)
1963
1964
1965

1966

1967

1968

121.0

166.6

32.9
19.5
15.2

146.2

31.8
30.4
14.6

143.4

47.0

121.6

47.9

121.1

47.6
29.8
16.2

52.4
44.9

20.0
1.2

20.9
1.0

16.8
2.0

9.1
1.9

7.5
5.1

Cotton

Raw

Yarns and fabrics
Rice
Other agric. products
Crude oil and oil
products
Cement
Other

Total

19.8
14.5

5.6

5.8

226.8

5.5

234.4

263.2

21.2
15.3
15.3
2.3
5. 1
263.1

13.7

5.5

6.5

246.1

270.3

SOURCE: Economic Bullelin, National
Bank of Egypt, 1970.

However, these factors can, at best, only partially
explain the stagnation of
industrial production.
The foreign exchange crisis could have worked
directly on industrial
production through a decline in imports of
raw materials, parts, and ma
chinery, and through greater maldistribution
of the production requirements
actually imported. However, the total value
of imports of both capital goods
(including transport equipment) and raw materials
continued to rise through
1966, as shown in Table 5-3. Raw materials
imports rose by about 15 percent
and capital goods and transport equipment,
by About 9 percent, (in value
terms) from 1964 to 1966, while industrial
value added at constant prices
rose by only 3 percent from 1964-65 to
i966-67. Relevant import price
indices are not available, but international
raw materials and capital goods
prices did not rise markedly during these four
years. A unit price index far
total Egyptian imports rose by 3.3 percent
from 1963 to 1965,11 while the
IMF's import price index for less developed areas
rose by 3 percent from 1963
to 1967.7 It seems clear that imports of both
raw materials and capital goods
increased much more than industrial production
in real terms.
Moreover, data are available which point in the
direction of higher stocks
of industrial raw materials and parts during
this period. Table 5-5 presents
value figures for inventories in state-owned
industrial enterprises. Nothing is
known about tile inventory valuation principles
applied, but finished products
are presumably at current prices, and raw
materials and spare parts, at in
going prices. It is not clear how goods in process-if
at all included-have
been classified. Two comparisons with inventory
values have been made, one

TABLE 5-5
Inventories in State-Owned Industrial Enterprises
1964-65

Fmished products
Raw materials
Spare parts
Total inventories

Percent of Total
(mill. LE) Output Value
(1)
(2)
56.2
6.6
84.1
9.8
29.8
3.5
170.1
19.8

Total inventories, value

100

Industry and mining, value added
at constant prices
Wholesale prices, industrial

100
100

materials and products

1965-66
(mill. LE)
(3)
77.9
112.9
34.5
225.3

1966-67

Percent of Total
Output Value
(4)
7.6
11.0
3.4
22.0

(mill. LE)
(5)
100.3
107.2
39.6
247.1

Index Numbers
132.4

-

145.3



102.5

-

103.2



103.1

-

-

Percent of Total
Output Value
(6)
9.4
10.0
3.7
23.1

-

107.1

SOURCES: Value of inventories: Cols. (1). (3), (5), Follow-up and Appraisal Reports for the First Five-Year Plan,
Ministry of Planning,
Cairo, for the years indicated in the tables. Cols. (2), (4), (6), our calculation--Cols. (I), 3), and (5) divided
by total output value in in
dustrial enterprises with ten workers and more: 1964-65 and 1965-66. from Economic Bulietin. N.B.E., 1970;
1966-67.
percent increase of "Value of Industrial Production" (undefined) for averages of 1965-1966 and 1966-1967 in Yearbook,obtained by applying
1969, Federation of
Industries, Cairo, p. 10, to the 1965-66 figure for output value in industrial enterprises with ten workers and more.
Industry and mining, value added: Economic Bulletin, N.B.E., 1971. No. 4.
Wholesale prices: Economic Bulletin. N.B.E.. 1970. end of calendar year figures.

114

FOREIGN EXCHANGE REGIMES IN EGYPT,

1946-1969

with total cutput value in enterprises employing ten workers and more (which
must include practically all state-owned enterprises but also some private
ones) and the other with total value added at constant prices in industry and
mining (which includes all private industrial enterprises and handicrafts).
Compared with total output value, there was a clear relative increase in
total inventory value from 1964-65 to 1966-67, whereas during the first five
year-plan period, 1960-61 to 1964-65, there had been no change in relative
inventory value." Almost the whole (relative) increase was in finished prod
ucts, although relative value of inventories of both raw materials and spare
parts showed a slight increase, too.
in physical terms, inputs of raw materials and consumption of spare parts
can be expected to change roughly in proportion to physical output and value
added at constant prices (unless there is stiong pressure on capacity, in which
case at least consumption of parts might increise more than proportionately);
and inventories need not increase fully in proportion to current inputs. Value
added at constant prices in the industry and mining sector increased by 3 per
cent from 1964-65 to 1966-67. Wholesale prices for industrial materials and
products increased by 7 percent. Assuming that this price index can be used
for deflating the values of both raw materials and spare parts, and identifying
increase of reai value added with increase in physical output, one finds a
sharp rise in real inventories relative to real output, not only of finished
products but also of raw materials and parts. There is admittedly more than
one snag in this argument. Presumably, praduction increased more in state
owned enterprises than in small private enterprises: raw materials allocations
discriminated clearly in favor of state-owned enterprises. And the assumptions
about prices may be misleading. Nevertheless, it would take a very strong
discrepancy in the relative increase of production in public and private enter
prises, or a shift in relative input and output prices, to upset the conclusion
that relative inventories of raw materials and parts increased somewhat during
the years in which the growth rate of production slowed down. Certainly, it is
beyond a reasonable doubt that relative inventories of finished products in
creased substantially during these years.
Data for individual industries also point to the accumulation of excessive
inventories of spare parts. The cement industry, for example, which experi
enced an increase in production from 2.0 million tons in 1960 to 2.3 million
tons in 1965-66, at the same time showed an increase in consumption of
spare parts from £E5.12 million to £E6.15 million (this nominal increase
may have implied a certain fall in real terms), while inventories of spare parts
rose from £ E2. 10 million to £ E4.99 million.
Thus, looking at the totals of imports and inventories of raw materials
and parts, there is nothing there to help us understand the stagnation of indus
trial production during the period of the foreign exchange crisis. Totals, how
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ever, tell us nothing about distribution between enterprises.
There
plenty of inventories--of the wrong things. Indeed, the simultaneousmay be
occur
rence of inventory surpluses and commodity shortages is a well-known
phe
nomenon in the centralized economic systems of the Communist
countries.
Would it not be natural for something similar to take place
in Egypt, and
perhaps even more so in Egypt than in a Communist country?
Also, enter
prises may have been stockpiling in anticipation of shortages.
Be that as it may, nothing is easier than giving examples of
shortages
leading to unintentional production curbs during these years.
In 1965-66
superphosphate production declined because of insufficient supplies
of pyrites
and sulphur (both imported). Production of rubber tires declined
from July
to December 1966 because of the shortage of imported raw materials."
During
these years, the newspaprs-which are often quite outspokenly
critical of the
lower levels of government-contained reports of extraordinary
accumulations
of import goods in the customs warehouses ,n Alexandria.
Moreover, the
durable consumer goods industries were severely affected by deliberate
curbs
on imported components; automobile assembling is the outstanding
example.
Thus, there is little doubt that behind the apparently satisfactory
import and
inventory totals there were, indeed, commodity and sectoral
shortages that
exerted an adverse effect on production.
A striking feature of Table 5-5 is the sharp absolute and relative
in inventcries of finished industrial products. In a market economy increase
this would
normally be interpreted as a sign of slack demand. In a controlled
economy
it might just mean that a lot of unsaleable rubbish is piling up.
But although
domestic purchasers certainly preferred imported goods (apart
from cotton
textiles, where Egyptian quality is superior), there is no indication
that they
would have chosen to abstain from all buying when only domestic
poducts
could be obtained. We have, then, the last possible explanation
of the indus
trial stagnation: measures to curb private demand and investment
were taken
as of 1964-65. Since the situation was one of repressed inflation,
however,
it is difficult to find clear indicators of total demand cx ante.
Let us first ronsider money supply as a demand indicator (Table
5-2).
The expansion in money supply, including quasi money (in
the terminology
of the IMF), slowed down rapidly during 1965 and 1966. After
spurts of 19
percent in 1963 and 15 percent in 1964, the increase was only
7 percent
during 1965 and less than 2 percent during 1966. The corresponding
figures
for increases in GDP at current market prices were 12, 18, 9,
and 4 percent.
Thus, while some excess liquidity may have accumulated during
1963 (and
earlier), during the following three years liquidity in the private
sector showed
a relatively declining tendency. These developments in the money
supply do
not exclude the possibility that some deflationary pressure may
have emanated
via the private sector during 1965 and 1966.
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The course of money wages points in the same
direction. While annual
wages increased from 1963-64 to 1964-65 by
17 percent in agriculture, by
9 percent in industry, and by 5 percent in services,
the corresponding increases
during the following year were only 4, 3, and 0 percent.
Real wages in agricul
ture rose slightly during these two years, but those
in industry and services
fell. Developments in private profits are not known.
The composition of national expenditure, measured
as a percentage of
GDP at current market prices (Table 5-1, columns
6 to 9), permits some
further conclusions. The characteristic feature of
national expenditure from
1963-64 to 1966-67 is that gross investment
(including stock changes)
shrank from 19.7 to 15.5 percent of GDP, while
the foreign deficit fell from
7.0 to 1.0 percent of GDP. Of the improvement
by 6.0 percentage points in
the foreign deficit, 4.2 percentage points was fin
aced (in real terms) by a
decline in gross investment; fixed gross investment
even fell as much as 5
percentage points. Gross investment this occupies
a central place in explaining
events. The remainder of the improvemrnt in
the foreign deficit is related
almost exclusively to the share of public consumption,
while private consump
tion by and large kept its share.
Before analyzing the demand situation, we sound
a word of caution con
cerning the improvement in the foreign deficit noted
above. A glance at col. II
of Table 5-1 shows that the deficit in foreign payments
improved less during
the same period. Apart from the deficiencies of
the statistics, this apparent
contradiction is most probably explained by the
fact that the computation of
the foreign deficit for the national expenditure
estimates is based on com
modity P'ud services deliv'eries in foreign trade (with
the exception of weap
ons), whereas the foieign payments deficit is
a deficit on payntis. The
difference would then be the well-known phenomenon
of leads-and-lags in
foreign payments, and it is crucial for understanding
the payments situation.
From around 1963 to 1966, payments abroad were
postponed as the foreign
exchange situa.ion became increasingly strained;
when, therefore, purchases
and deliveries of imports were cut down after
1966, payments continued to
run at a high level for some time because deferred
payments fell due and could
not be postponed. The alleviation of the payments
situation was thus a pro
longed process and did not occur instantaneously
wi'h the reduction of imports.
The diminution in the share of gross investments
partly reflects the
government's deliberate policy of reduciaig
investment expenditure; the
Mohieddin cabinet felt that expenditure on
investment could safely be
reduced without detrimental effects on real investment
in the sense of capacity
creation." The reduction of investment expenditure
goes far in explaining why
a domestic slack should appear with little or no immediate
improvement in the
balance of payments in terms of capital goods deliveries,
and why the effects on
imports tended to lag behind the domestic measures
of demand management.
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In the year 1964-65, the decision of the government was not
to embark
upon any new investment projects, only to finish projects
already started.
Since at the start of an investment project (particularly in
industry and elec
tricity) expenditures are usually concentrated on construction,
shifting to
machinery and equipment only later, and since construction
is an activity
using domestic materials-whereas machinery and equipment
are largely
imported into Egypt-it follows that a decision to cut investmen.
- by refrain
ing from starting new projects leads to a drop in construction
activity and,
hence, in the production of building materials, while capital
continue and may even rise for some time This time pattern goods imports
is well-known
in developed countries and is clearly discernible, in Egypt
for these years. In
real terms construction activity (measured by value added)
fell by 5 percent
from 1964-65 to 1966-67, while capital goods imports incicased
by 8 percent
during the same period." To some extent the develcpaient
was fortuitous,
since the Aswan High Dam project happened to pass from
the construction
phase to the installation of generators and transmission
lines around 1965.
In terms of money value, fixed investment remained constant
from 1964-65
to 1966-67; in real terms it probably fell, but in terms of
finished capacity it
may quite well have increased in line with the government's
intentions. Not
until 1967 did capital goods imports fall, hut then the fall
was very dramatic
(to less than two thirds), ind now real investment fell to
a very low level.' 2
For the years we are interested in-1964 to 1966-the
investment policies
thus created a domestic slack without alleviating the strain
on the balance of
payments.
The available data on public and private consumption are
less helpful.
Public consumption data (and the foreign deficit) may include
payments for
military equipment acquired from abroad, but certainly not
deliveries (other
wise something much more dramatic would have taken place
from 1966-67
to 1967-68, when the Soviet Union replaced a very substantial
part of the
army's equipment); this fact distorts the size of all shares,
and most of all that
of public consumption. Moreover, the only available expenditure
data ('fable
5-1) are at current market prices, which are particularly
deceptive for a
comparison between public and private consumption shares
for this period.
About two-thirds of public consumption consists of government
wages and
salaries, which were kept unchanged (in principle, at least)
from 1964 to
1967, while prices for consumer goods increased much more
than other prices,
by about 30 percent from th end of 1963 to the end of
1966 (Table 5-2,
columns 1-3). The almost uncharged share of private consumption
at current
market prices thus hides a substantial decline in real terms.
The share of
public consumption in real terms, on the other hand, must
less, and probably even increased somewhat from 1963-64 have declined far
to 1966-67. How
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this shift in the composition of real demand affected
private production aud
the balance of payments is difficult to say a priori, but
it stands to reason that
it must have tended to reduce demand for domestically
manufactured products
and perhaps strained the balance of payments. For
public consumption con
sists of direct labor services to a much larger extent
than does private con
sumption; and the Egyptian government, involved in
the Yemen War at that
time, probably had a relatively high propensity to import
(even disregarding
heavy military equipment, included here only insofar
as payments are con
cerned): the army procurements of food, an important
import item, and of
other imported goods probably increased rapidly.
It is more difficult to gauge the shifts in income distribution
in the private
sector and their effects on demand for domestically
produced manufactures
and import goods or exportables. It is beyond a reasonable
doubt that private
sector income distribution shifted strongly in favor of
labor during the 1961
1963 period, when nationalizationi, Arab socialism,
and other policies of the
Nasser regime dominated the scene (see Chapter 4).
But from 1964 on the
picture is less clear. The rise in the cost of living
was largely the result of
public enterprise pricing, ,"ndto that extent did not
serve to increase private
profits. Some increases in ploducer prices in agriculture
did take place, how
ever, and black market profits probably became more
widespread. It seems
possible, therefore, that from 1964 to 1967 there was,
indeed, a shift back in
favor of private profits. There is some evidence that
terms of trade between
agriculture and manufacturing shifted in favor of agriculture
from 1964 to
1967, with the peasantry tending to consume more
food, textiles, and fuel,
and little else. How shifts in income distribution
within the pivate sector
generally affect the demand for domestic products
and the balance of pay
ments ex ante is not obvious. The effects may go either
13
Possib!y all of these factors must be brought into way.
the picture to explain
fully the stagnation of industrial production. Industries
processing agricultural
products tended to stagrate because agricultural crops
were mediocre. Durable
consumer goods industries declinco because supplies
of imported components
were deliberately cut down. Private sector liquidity
stopped increasing, gen
erally dampening private demand. Building materials
industries suffered from
the change in public investment policy and a decline
The shifts in the composition of demand may, at in residential building.
least temporarily, have
affected the balance of payments adversely. On top
of all this, the growing
complexity of controls and the increase of red tape
generally
created imbal
ances and obstacles to production, inter alia through
increased maldistribution
of available imports. However, to quantify the individual
impact of all of these
factors does not seem feasible.
A final problem to be considered is the coordination
management measures with foreign trade and exchangeof domestic demand
policies. Through
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1963-64, a high degree of coordination was possible insofar as the two key
ministries-the Treasury and the Ministry of the Economy (in charge of for
eign trade and banking, including the central bank)-together with the Minis
try of Planning (a body without any real importance), were gathered under
the same minister. Thereafter, these three ministries were headed by three
different ministers, and coordination of policy may have suflered from this
change. Coordination between ministries has always been a weak point in
Egyptian government, and it became worse during these years when the presi
dent lost contact with domestic realities and his interest was almost exclusively
directed toward foreign affairs. I It must not be excluded from our considera
tion, either, that, at the same time as the Treasury embarked upon an honest
attempt to mop up purchasing power, the foreign trade authorities continued
to consider it their main task to secure higher commodity imports regardless
of the foreign exchange position. Pressures from other ministries and the
natural tendency under a control system for enterprises and authorities to ask
for more than is really needed may have contributed to keeping the issuance
of licenses at too high a level.
The deficit in the balance of current payments during these years was
largely with Western Europe and the United States and therefore a deficit in
convertible currency. Payments vis-'a-vis Communist countries were almost
balanced (Table 5-6). Trade with the latter yieldLd a surplus averaging almost
£E20 million during the years 1961 to 1966, but this surplus was by and
large used for covering payments for deliveries of military equipment from,
and debt service to, the Communist countries. Between one-half and two-thirds
of total imports continued to be purchased from Western Europe and the
United States (the Communist countries being unable to supply wheat, to take
one important item), and during the years 1963 to 1966 the trade deficit with
these countries w:., on the order of £ El 50 to £ E200 million. About half
of this deficit was :overed by revenues from the Suez Canal. The remainder
had to be covered by credits and, apart from some long-term development
loans and PL480 counterpart funds (until 1965), this meant short-term
commercial credits.
Contacts with the IMF led the latter to present in 1966 a "background
stabilization plan" which, among other steps, involved a rise in the foreign
exchange rate by about 40 percent, as well as certain price and tax increases
and a lowering of subsidies on consumer goods. The Mohieddin cabinet seems
to have agreed to the stabilization plan; some further price and tax increases
were actually implemented to reduce private consumption and investments
were further curtailed. But the president considered the devaluation proposal
as an intolerable interference in Egypt's economic affairs, and it led to the
resignation of the cabinet. At this time there seems to have been a clash be
tween president and cabinet about policy in general, and the Yemen War in

TABLE 5-6
Distribution of Foreign Trade by Area, 1961-1968
Exports

Imports
Western
Europe

Year
1961
1962
1963
1964
1965
1966
1967
1968

Western
Europe

Total

Eastern
Europe

(mill. ZE)

(%)

(% I

(2)

(3)

(4)

30.9
35.4
31.5
30.1
25.2
19.9
23.5
20.8

243.8
301.0
398.4
414.4
405.8
465.4
344.3
289.6

(1)
168.9
158.3
226.8
234.4
263.2
263.1
246.1
270.3

40.5
38.7
44.3
45.1
48.7
51.7
50.3
49.5

and
America

Trade Balance

Total

Eastern
Europe

(mill. LE)

and
America

(%)

(%)

(5)

(6)

23.6
24.2
18.7
19.1
22.7
25.7
43.5
40.4

50.9
56.7
64.0
62.9
55.2
55.1
37.1
42.4

(mill.

E)
Western

Eastern
Total

Europe
and

Europe

(7)

America

(8)

-74.9
-142.7
-171.6
-180.0
-142.6
-202.3
-9.2
-19.3

10.9
-11.5
25.7
26.7
37.1
16.4
-26.0
15.4

(9)
-79.9
-114.7
-183.2
-190.0
-157.8
-204.1
-70.0
-66.6

NOTE: Based on customs statistics. Except
for 1963 and 1964, "aid" (see Note, Table
1-5) is not included. No military
equipment is included

in the import figures.
SOURCE: Economic Bulletin, N.B.E., 1970.
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particular. Mohieddin seems to have insisted upon a termination
of the Yemen
War as the only way of improving the economy. 15
DEVELOPMENTS AFTER THE 1967 WAR
The outbreak of war with Israel in 1967 changed
the picture in several re
spects. The immediate consequence was a sharp increase
in imports (excluding
military equipment) from the Communist countries, with
exports to them re
maining almost unchanged. But after 1968 the tendency
was reversed, to a
fall in commercial imports from and a strong increase
in exports to these
countries, obviously to cover payments for military equipment.
The deficit vis
A-vis Western Europe and the United States in 1968
was cut down to £ E66
million, which was more than covered by the transfers
received from other
Arab countries as compensation for the loss of revenues
from the Suez Canal.
The reduction of the deficit with Western Europe and
the United States was
accomplished exclusively through a substantial reduction
of imports from
these countries. Thus, in 1968-69 Egypt, for the first time
since World War 11,
found herself with a trade surplus.'
Beginning with that year, however, GDP started recovering.
The growth
rate was 5.9 percent in 1968-69, 6.9 percent in 1969-70,
and 4.8 in 1970-71.
Agricultural production played an important part in the
recovery, and it would
seem that the returns from tie Aswan High Dam began
to materialize at that
time. From 1967 to 1969, the FAO index of total agricultural
production rose
by 12 percent. The uptrend continued over the following
two years at a slower
rate, with an increase of little more than 4 percent, but,
the overall increase
for the five-year period from 1966 to 1971 did reach
about
25 percent, or
some 5 percent per year. By comparative standards this
is quite a substantial
rate of growth for agricultire. It should also be recalled
that the normal
growth rate of Egyptian agriculture had been about 2
percent; the additional
2 percent per year, therefore, was almost certainly
the result of the High
Dam. Since the dam had originally been expected to increase
total agricultural
output by some 20 percent, this means that almost two-thirds
of the expected
increase (12
percentage points out of 20) had materialized by 1971.
Fertil
izer shortages related to the destruction of some industries
and the decline of
imports may have inhibited faster agricultural growth
in these years, notably
because the High Dam itself meant a strong increase in
fertilizer requirements.
More important from our point of view is the fact
that industrial pro
duction recovered, too, despite the destruction of important
industrial plants.
After a decline in 1967-68 of 5 or 6 percent in industrial
value added, an
increase of 12 percent in 1968-69 brought industrial
production 5 percent
above the pre-1967 War level. Since this recovery took
place in the face of
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capital goods and raw materials imports in
1967 and 1968 running at only
two-thirds of the average for 1965 and 1966,
plies of imported capital goods and raw materialsit is hard to believe that sup
could have been the decisive
factor in limiting industrial growth during the
years immediately before the war.
THE ADMINISTRATIVE SYSTEM 17
Initially, the nationalizations of 1961 changed
little in the formal setup of
exchange and trade controls. Exchange control
continued to be supervised by
a Supreme Committee for Foreign Exchange,
set up by the Minister of the
Economy. Laws, decrees, and instructions
issued by the latter were imple
mented by a Director of Exchange Operations.
Technical problems were left
to the Central Exchange Control attached to
the Central Bank of Egypt.
Commodity exports were controlled by a special
Export Board. In prin
ciple, they continued to be free of licensing,
and, as mentioned earlier, sonic
exports of fruits and vegetables actually remained
in private hands. However,
most foreign sales were now handled by public
enterprises,
and exports of cot
ton could take place only through the intermediary
of the Egyptian Cotton
Commission.
All imports required licenses by the Import Control
Office. Imports were
largely effected through state organizations,
which initially had to apply for
licenses to import. Government departments
could import directly, but state
import organizations as well as industrial firms
had to submit applications
to the appropriate ministry, which scrutinized
each application in relation to
the foreign exchange budget (see below) and
forwarded it to the Import Con
trol Office. The imports of industrial firms were
limited to their own require
ments of raw materials, parts, and equipment.
Thus,
the~e was no scope left
for imports by private traders, and as of August
1963, the right of private
industrial firms to import directly was also abolished.
Import licenses were issued within the framework
of the foreign exchange
budget, drawn up by a Supreme Committee
with members from the Central
Exchange Control. the Cotton Commission, and
representatives from the minis
tries of Industry and Planning. Initially, the
Supreme Committee was only
expected to evaluate the foreign exchange budget
estimates prepared by the
other exchange controi authorities, but after
1962 it was directly in charge
of the allocation of foreign exchange. The intent
was to keep imports within
the limits of export prforma,:cc and the availability
of foreign loans, and to
coordinate the allocation of foreign exchange
with the expenditures under the
overall government budget, which included the
gross expenditure and revenue
of all state-owned enterprises from 1962 on.
The allocation process develop-d roughly
as follows: In January the
Foreign Exchange Office of the Ministry of
the Economy sent questionnaires
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to the various state organizations and firms,
requesting details about their
production requirements for imported raw
materials and capital equipment
for the next fiscal year. On the basis of these
questionnaires a foreign exchange
budget was drawn up after extensive bargaining
between the various authorities
and organizations. The allocations were made
according to the type of goods
to be imported, the type of currency required
for payment, and the method
of settlement. Allocation of foreign exchange
to an importer was accompanied
by an import license, and the import transaction
was initially carried out by
the licensee. However, import licenses became
superfluous, since private traders
and private industrial firms (beginning with 1963)
were not allowed to import.
Licensing was therefore abolished as of October
1964.
In October 1964 the economy wos divided
(administratively) into a
number of major sectors. Each was allotted a
total amount of foreign exchange
by the budget of the Supreme Committee, but
it was left to the authorities
(ministries) at the top of each sector to determine
the detailed allocation within
it. These authorities also determined whether
imports should be made directly
by themselves or left to the (state-owned)
import organizations. A special
bank was attached to each sector to take care
of the technical matters pertain
ing to import payments. These changes implied
a certain degree of decentraliza
tion of the allocation system, with the aim
of placing the responsibility for
investment, production, and import decisions
with the same authority.
Within the framework of the annual budget,
the foreign exchange alloca
tions to the main sectors were first inade on
a weekly basis by a special Inter
ministerial Committee. The total amount allocated
each week equaled the
actual exchange earnings of the previous
week minus foreign debt obligations
and other payments for invisibles falling due
in the following week.
A system as myopic as that could hardly be
expected to work in a satis
factory way. For instance, it would seem to
link sectoral allocation of foreign
exchange to the seasonalities of exports and
debt servicing, bit how this, in
turn, affected allocations within the sectors
is not known to us. The system
was changed in the following ycar-1965-to
one of less frequent periodic
allocations, but operated on the basis of the
same kind of simple arithmetic
as that of the weekly system. A step in the
direction of increased centraliza
tion was taken later, when it was decided that
a central financing committee
should meet periodically to decide upon import
transactions recomimended by
the sectors for the period und,.r consideration
and within the given, periodic
foreign exchange allocatior The intention was
obviously to permit appraisal
of the relative need for foreign exchange among
the various sectors. It should
be added that the annual foreign exchange budget
continued to set fixed annual
quotas for each particular sector, but what
precise relation the foreign ex
change budget had to the periodic allocations
of foreign exchange and import
approvals is not clear.
In regard to import priorities little was changed
after the nationalizations
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of 1961. The Ministry of Defense had top priority along with the Ministry
of Supply (in charge of basic foods). Next in line came raw materials, ma
chinery, and parts. How allocations were made within the main sectors during
the period of decentralization in 1964 and 1965 is not known, though the
priorities were probably largely the same. It is clear, however, that actual
allocation was greatly influenced by bargaining among parties of unequal bar
gaining power, and that all kinds of imponderabilia, !rom ministers' whims
and personal favoritism to baksheesh, played their role.
It should also be emphasized that construction of new plants financed
through special arrangements with foreign sources and, of course, purchases
of weapons fell outside the foreign exchange allocation system just described.
No information is available on the import requests of the various sectors
and the extent to which they were satisfied, but we have compiled a partial
list of quotas actually allocated by the Foreign Exchange Budget to the minis
tries and government authorities in the fiscal year 1963-64 (Table 5-7). The
TABLE 5-7
Foreign Exchange Quotas Allocated io Various Ministries and Organizations
in the Fiscel Year 1963-64
(mill. L E)

Total
Ministry of Industry
(raw materials, industrial equipment,
spare parts)
Ministry of Agriculture
(seeds, pcticides,
agric. equipment, livestock)

Ministry of Supply
(wheat, tea, coffee,
fertilizer, sugar, etc.)
Ministry of Housing
(steel and electrical equipment,
drainage and sewage requirements)
Transportation
Pharmaceutical Organization
Petroleum Authority
Agricultural Organization
(fertilizer and seeds)
Total

Convertible
Currency

Inconvertible
Currency

105

76

29

14

12

2

105

27

78

7
4
14
28

3
3
13
22

4
i
1
6

4
281

3
159

1
122

SOURCE: M. S. Mourad and F. Moursy, The Foreign Exchange Budget and the
Exterior Financing ol Development, Cairo, 1967, pp. 206-208.
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total amounts to £E281 million (67 percent of all imports), which exceeds
exports for that year (£E238 million) by roughly the service surplus (£E45
million). However, to these import allocations one should add capital goods
imported in implementation of the investment program for new plants, as well
as imports of consumer goods (such as woolen textiles, furniture wood, appli
ances, and automobiles) allocated directly to government agencies. Moreover,
to the £E135 million deficit on current account in 1963-64, foreign payments
obligations on capital account amounting to £ E54.6 million should be added.
Against this, foreign loans of £ El48.1 million were available (including
£E75.5 million under PL480), leaving an overall deficit of £E41.5 million.
This deficit, maintained at that level until 1966, had then to be covered ad
hoc by short-term credits and postponement of foreign debt service obligations.
The Supreme Committee, thus, does not seem to have had the authority to
balance its budget, and lack of power in negotiating with ministries and
organizations may have confronted it with an impossible task.
APPRAISAL OF THE SYSTEM'S PERFORMANCE
Any attempt to appraise the performance of the administration of foreign trade
and exchange after 1961 runs into two basic problems. Information about the
actual working of the administrative machinery is scarce and may not really
be sufficient to evaluate what was going on. In any case, a standard of com
parison has to be chosen, and it is not obvious what this standard should
be. Before proceeding, therefore, we have to make up our minds in this regard.
The information we have been able to collect about the administrative
machinery summed up above does not amount to much more than a crude
outline of the organizational setup. We could have added some more details
of the same type, giving lists of state-owned trade agencies and organizations,
et cetera, but this would hardly contribute to answering the basic question of
how the machinery worked and how well or badly it performed. Indeed, such
detail might help prejudice the analysis; for there is probably a tendency to
assume that the larger a bureaucratic machinery is, given the problems to be
solved, the worse it works. But that does not necessarily follow. Bureaucratic
machinery may have an optimal size and may thus be :oo small, too. More
over, with any system there is a concomitant bureaucracy. Even the "market
forces" have their office employees and the less-than-perfect markets have
many of them. It is only in abstract theory that perfect market forces as
such do not use up resources and do not depend for their performances on
the capabilities of these resources.' 8 Once it has been decided, therefore, to
replace private enterpreneurship with state ownership and not to depend on
market forces, the bureaucracy of the market forces has to be replaced by
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another allocative machinery, another bureaucracy. The mere fact that the
new
bureaucracy is larger than the old one does not prove that the new system
is less efficient.
Connoisseurs of Egyptian bureaur"acy may, at this point, smile and ask
whether these are not fairly superfluous rites in the name of academic
ob
jectivity. After all, would anybody acquainted with Egyptiain bureaucracy
be
in doubt about the answer? The authors, who have long personal experience
with Egyptian bureaucracy, do not suffer from illusions in this regard11
but
feel, nevertheless, that some caution is warranted. First, there is a clear
ten
dency in the ,:conomics profession, particularly in the United States, to
take it
for granted that any market system, however imperfect, is better than
any
other system. Second, private enterprise and market forces in Egypt
were
never perfect; they performed only reasonably well under the umbrella
of a
government that was always at their disposal and ready to bail out losers,
it through protective measures, support in the cotton futures market, or otherbe
wise. In the case of Egypt (as anywhere else, of course) the choice is between
(highly) imperfect systems, and we do not think that it is obvious a priori
which one is prefecrabl.
These considerations lead us directly to the basis of comparison. The
reader will already have understood that we do not think that a system
should
be condemned just because it demonstrably fails to imply a perfect theoretical
Pareto optimum or convergence toward such an optimum. No existing system
is known to succeed in that unfailingly. The only basis of comparison
that
makes sense is the hypothetical performance of a realistic altcrn1.ivc system
thvt could conceivably operate in Egypt. We know of at least one such system
-that which preceded the one introduced in 1961. To choose that system
as a basis of comparison has the great advantage that we do not need
to
hypothesize about its possible performance: we know what it was. Hence,
we
shall simply compare performance during the two five-year periods 1956
1961 and 1962-1967, and see which period made the better showing.
The
objection might be raised that the trarsition to the present system already
be
gan in the first of these two periods: important nationalizations took place
in
connection with the Suez War (nationalization of the canal itself, with a num
ber of British- and French-owned companies, particularly in the field
of fi
nance); the purely domestic Misr Bank, the center of the Misr concern,
was
nationalized in 1960; and, in general, government activities in investments
were increasing during the entire period. Hence i,. might be more interesting
to go further back in time when private en' -prcneurship was still unchal
lenged. Disregarding the immediate n,,!war years when the economy was
still
dominated by war controls, their dismantling, and the recovery of the economy,
this would lead us to take as our point of reference the period front around
1948-49 to 1955. However, we shall refrain from this choice, mainly because
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this period is dominated by the Korean boom and post-Korean recession and
therefore can hardly be termed characteristic of the private enterprise system.
The Balance of Payments Deficit.
We emphasize first that the extraordinary increase in the balance of pay
ments deficit after 1961, with the subsequent payments collapse, should not
be taken as proof, or even as an indicator, of the inferiority of the present
system. It was the logical, direct result of the ambitious targets for economic
policy formulated by the gover-ment during the years 1960 to 1962, as
we already noted in our dis'ussion of the 1962 devaluation. The five-year plan
of 1960-61 to 1964-65, Arab socialism, and the involvement in the Yemen
war implied targets for gross investments, private consumption and pub!ic
consumption far beyond the expansion of GNP. It is not clear whether this
was understood by those who set these targets. Indeed, it is by no means clear
whether target setting during these years was performed with any considera
tion of the problem of consistency. The men who pushed the first five-year
plan and its investment targets (El Boghdady and El Kaisouni, among others)
were not the same individuals as those who pushed for Arab socialism, with
its consumption effects (Ali Sabri and his entourage). Also, the rise in de
fense expenditure may have been an unexpected consequence of the Yemen
war (which was the president's personal responsibility and was initially ex
pected to be brief and painless), much as the increase in U.S. defense expendi
ture in 1966 came unexpectedly as a consequence of the escalation of the
Vietnam war. Furthermore, the president, upon whom the ultimate decisions
about these matters rested both formally and de facto, may not have been
correctly informed about the implications of these ambitious targets. Given
the targets, however, the "system" had no choice but to increase the payments
deficit and do its best to finance it.
The dangers of this policy were comprehended at the lower 12vels of
government at an early stage, and the Treasury as well as the Central Bank
tried to get messages through to the president in this connection. Whether
these did not reach him, he did not take notice of them, or whether he thought
that he would be able to continue playing off the United States and the Soviet
Union against each other2" and thus obtain financing beyond what the Trea
sury and the Central Bank thought realistic or justified is not known. As long
as the two powers agreed to :,lay the game, the payments problems were over
come. But when first the Soviet Union, in 1964 (when Khrushchev refused to
postpone High Dam loan payments), and one year afterwards the United
States (abrogating PL480 sales) backed out, the potential inconsistency im
mediately becam: an established fact and targets had to be sacrificed.
While thus the balance of payments policy turned out to be entirely un
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realistic and the export performance, against this background,
entirely in
adequate for financing the import requirements of the economy
at a satisfactory
rate of growth, these are failures for which the top decision
makers rather than
the administrative system as such should be blamed.
Given the public sector's expenditure targets
the government's wage,
tax-subsidy, and exchange rate policies, any systemand
would run into balance of
payments difficulties. Whether it would have been possible
under another and
brtter allocation system to realize the general expenditure
targets at lower
balance of payments deficits, either by maintaining production
increases at
lower import levels or, at given levels of imports, by increasing
production and
exports isanother matter. This is largely a matter of production
efficiency,
the problem we are turning to now.
Resource Allocation.
Productivity data certainly point to inefficiency in production.
While
productivity per man-hour in industrial enterprises with
ten employees and
more increased by 4 percent per year from 1952 to 1960,21
and faster in the
second than in the first half of this period, there does not
seem to have been
any increase at all in industrial labor productivity after J961.22
To some ex
tent the decline in labor productivity may reflect overemployment
created
fir.t by the government's employment drive of 1961 (yet
another ambitious
policy target related to Arab socialism), when public enteqrises
were forced
to employ workers beyond their needs, and after 1965 by the
slack in demand
which, as in any other system, tends to create labor redundancies.
However,
the increasing complexities of the bureaucratic system, deterioration
of man
agement, commodity shortages, and disciplinary difficulties-all
directly
or
indirectly related to the change in the system-probably
did much to keep
down labor productivity. And if these circumstances had
harmful effects on
labor productivity, it stands to reason that they also had harmful
effects on the
productivity of other inputs, including imports.
There is the further question whether the conposition of
domestic pro
duction became more or less suboptimal during the 1960s-the
allocation
problem of neoclassical thcory."' Did explicit and implicit
price distortions
increase or decrease? This matter will be discussed in some
detail in the fol
lowing chapters on agriculture and industry. A clear answer
is difficult to
give, however, because we are confronted not only with direct
price
distortions
and trade controls-which certainly did increase-but also
with government
interference with domestic production patterns. Our tentative
conclusion on
the basis of the following chapters is that resource allocation
in both agri
culture and manufacturing industry deteriorated during the
1960s.
The problem is closely related to that of the level of foreign
trade, or,
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given the deficits, the level of exports or imports. In Chapter 1 (Chart
1-1)
we presented exports and imports as percentages of GDP at current
market
prices. The important feature in the present context is the clear downward
trend of exports in relation to GDP from the time of the Korean
boom until
around 1963; from that year on the level is approximately constant.
Before World War 1i, exports seem to have been about 15 or 16 percent
of G.P. Immediately after the war the percentage was low, but it
recovered
quickly. After the high export prices of the Korean boom years had
subsided,
the export level in 1952 was about the same as before World War
1i. From
then on the share was shrinking until 1963 (the very :ow levels of
1961 and
1962 should be disregarded here, since they were the result of the cotton
crop
failure in 1961). The gradual (cyclical and structural) depreciation during
the
1950s (Chapter 3) was clearly insufficient to stop, let alone reverse,
the down
trend in the share of exports. In that respect the system after 1961
actually
performed better-at least it stopped the downward trend. But by then
exports
had reached a very low level, and it was partly the rise in cotton
and rice
prices on the international markets that halted the decline. A volume
index
for exports shows an increase of 40 percent from 1956 to 1960 and
of only
25 percent from 1960 to 1966. The corresponding unit value index
fell by
6 percent between 1956 and 1960 and rose by 10 percent between
1960
and 1966.'
Assuming the level of exports in 1952-53 (the same as before World
War Ii) to have been about optimal under free trade, given the deficits,
the
falling level of exports during the 1950s could have only been optimal
if the
concurrent downward trend in imports had been optinal. The fact that
import
licensing gained in importance during this period and commodity
shortages
began to appear is probably sulficient corroboration of th~e hypothesis
that
imports were running at an increasingly suboptimal level. In addition,
some
ill-advised import substitution took place in manufacturing (the steel
works in
Helwan being the most important example), but the removal of export
taxes
in agriculture and the increasing evasion of area controls (Chapter 6)
worked
in the opposite direction. All things considered, our judgment is
that the
optimal level of imports in 1961 as a percentage of GDP, given the
deficit,
may have beea about the same as, or even higher than, in 1952-53.
It follows
that exports were running at too low a level in 1961 (even disregarding
the
cotton crop failure).
The roughly unchanged level of exports after 1962-63 was accompanied
by an increase in the balance of paymentv deficit and a shaq rise in
imports.
If now, starting from an optimal situation with balanced foreign
payments,
the government decided to run a balance of payments deficit, imports
should
have increased and exports decreased (unless there were inferior goods),
at
least measured as a percentage of GNP. Since exports were not lowered
when
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imports soared from 1962 onwards, the export level, ceteris
paribus, must
have beckome less suboptimal. The development of exports
by commodity
groups points in the same direction; (see Table 5-4). The
government's
export efforts during the 1960s were concentrated on rice and
cotton textiles.
The expansion of rice prodwtion and exports was certainly
a move in the
direction of better resource .llocaition (Chapter 7), and so
was probably the
expansion of textile production (Chapter 8). The fall in the
export of other
manufactured goods was mainly the consequence of the exhaustion
of oil wells.
However, despite there efforts, it seems pretty clear that the
level of exports
was too low during the whole period of the 1960s, eve,, granted
the size of
the deficits, If that is true, there must also have been some loss
of efficiency,
and with better resource allocation the targets could have been
fulfilled at a
higher level of trade with a smaller deficit.
In conclusion, the economic system is not export-oriented;
exports are
simply viewed as necessary to pay for imports. Neither have
exports been
designated as a specific target supported by a planning machinery,
nor have
they been actively promoted abroad. Indeed, they have often
served as a
buffer to domestic supply fluctuations. The adaptation of domestic
products
to foreign specifications, particularly with regards to packaging
and grading,
has been virtually nonexistent, and only recently have some efforts
been made
in this direction. - This deficiency may be odd for an economy
long based on
exports of cotton, but even here there are strong indications
that export pro
motion has tiot been pursued thoroughly and has often succumbed
to con
siderations of self-sufficiency, diversification, and equitable income
distribution.
ProMems of Foreign Exchange Administration.
The changes made in the foreign exchange allocation system
in 1962,
1964, 1965, and 1966 reflect all the difficulties such allocation
systems face.
Althou~lgh, to work rationally, a system must be comprehensive
and cover
all sources of demand and supply, Egypt's foreign exchange
allocations to
defense and new plants and other projects remained outside
the system even
after 1962, while orders from the top could always supersede
existing
allocations.
Foreign exchange budgets, indispensable for administrative
exchange
allocation, have been in existence since 1957. The budgets
seem to have
systematically overestimated foreign exchange availabilities
in relation to
requirements. One reason may have been the lack of comprehensiveness,
but
inadequate forecasting methods may also have been at fault.
The survey
method, apparently the major forecasting device, does not
work well when
the surveyed enterprises, organ/izations, and auvl;rities know that
their answers
will have direct ctnsequcnces for themselve.,: the requirements
will tend to be
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overstated. Although the budget may try to adjust for such a bias, doing so
correctly requires long expericnce with the survey method in this particular
field. The tendency for imports of raw materials and parts, and inventories of
such inputs, to increase more than production (for which we have given some
evidence) could be a consequence of this kind of bias in the surveys. It is
more difficult to know how replies to questions about future foreign exchange
earnings would be biased. Exaggerated statements could be expected from
enterprises and organizations if the import allocating authorities were known
to discriminate in favor of foreign exchange earners-which, in fact, they
probably were. Management may also have a iersonal career interest in draw
ing up a rosy picture of the future. With upward biases in both requirements
and expected earnings, it is easy to imagine a situation where excessive import
licenses are issued and unexpected foreign exchange shortages arise.
Under such circumstances it is tempting to supplement the annual foreign
exchange budget with a primitive "cash ilow" system by which any dollar is
allocated at the moment it is earned but never before. The weekly aJocation
system adopted in October 1964 came close to a ;ompletelv synchronized
earnings-allocation system. Such a system is foolproof in the sense that it does
not allocate more than has been earned, but only if it i; comprehensive
which this system was not. In addition, it rules out all possibility for optimal
allocation over time, at least if it is applied at all stages of allocation. And it
does not, of course. solve the problem of allocation between users. If, for
instance, the weekly allocations simply applied the proportions of the annua'
allocations in the budget, by the end of the year all users would have received
the same x percent of their annual allocations: this is not necessarily a rational
way of adjusting the annual budget. The change to 1.system with less frequent
"cash flow" allocations in 1965 was obviously a compromise between annual
budgeting and mechanical synchronization.
It appears that improvement in Egypt's exchange allocation administra
tion partly hinges upon the development of better forecasting methods for
demand and supply of foreign exchange. The short-term forecasting methods
used in highly developed countries could presumably be idapted for this
purpose. But it should !,: emphasized that, even under free trade, exports and
imports tend to be diflicult to forecast and that, even with the best possible
forecasting methods, a substantial foreign exchange reserve may be indis
pensable as a shock absorber. Certainly, forecasting trade %%ith Communist
countries give,; rise to special problems that, we think, nobody has tackled
so far.
Centralization versus decentralization was another problem encountered
in Egypt during these years. rhe uccentralization move in 1964, when the
economy was divided into sectors that were allotted lump sums of exchange
to be allocated within an individual nector by the sector's own authority, was
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clearly undertaken to enable each sector to
coordinate its decisions in regard
to production and allocation of both domestic
and imported inputs. But this
system left open the prcblem of coordination
among the various sectors, which
probably explains the switch back t3 centralization
in 1966 whereby 1.- indi
vidual sector's detailed allocation of i:s overall
quota had to go back to the
central organ for approval. The government
may have hoped to combine the
advantages of centralization and decentralization
in this way, the paper work
must certainly have increased.
One of the basic shortcomings since 1961 in
the Egyptian system is that
it has never succeeded in formulating clear,
simple, operational allocation
criteria to replace those of private profit maximization,
be it in long-term invest
ment planning or in short-term commodity
allocation. Hence the vacillation
between centralization and decentralization.
It would
if the government could formulate such criteria-and probably help greatly
stick to them; they
might come close to plivate profit maximization,
and, if so, the whole problem
of relying upon price mechanisms to a larger
extent than at present would
naturally have to be reconsidered.
Our discussion in this section is not very conclusive.
It does, however,
indicate that-even apart front the basic targets-the
administrative systems
after 1961 were less efficient than the earlier
system in the areas of production
and imports. In exports the performance may
have been better, although it was
far from satisfactory. The possibilities of
substantial improvements in the
present administrative system are evident. Given
clear to us which system would prove superior such improvements, it is not
in the long run, particularly if
weapons purchases continue to necessitate subs'intial
trade with Communist
countries.
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Part Two

Protection,
Controls, and
Competitiveness in
Egyptian Agriculture

Chapter6

Basic Characteristics of

Egyptian Agriculture

In Part Two we study the effects within agriculture of government interven
tion in prices, production, and foreign trade. We have emphasized that in an
economy like that of contemporary Egypt it makes little sense to select the
controls at the border (tariffs and other trade taxes, import and export licens
ing, foreign exchange restrictions, and so forth) for special study without con
sidering the concurrent controls in the interior. The latter have usually been
designed with some regard to the former and vice versa, and each may be
intended to reinforce or neutralize particular effects from the other set of
controls.
Agriculture in Egypt is characterized by a number of special features that
critically influence the impact of government controls. Although descriptions
of Egyptian agriculture can be found in a number of publications,' this chapter
provides a brief summary, for the benefit of the general reader, of those of its
characteristics relevant to the problems under review. Ve also present some
new estimates of supply (area response) elasticities and a general description
of quantitative regulations directed specifically at agriculture.
OUTPUTS, INIUTS, AND VALUE ADDED
Table 6-1 shows the production account of agriculture for 1965. It is a gross
account; seeds and fodder arc agricultural outputs the value of which is
included in field crops, and natural manure and eggs for hatcheries appear as
both output and input. On the other hand, the expenditure by public authori
137

138

PROTECTION, CONTROLS, AND COMPETITIVENESS IN
AGRICULTURE

TABLE 6-1
Production Account, 196S
(mill. LE)
Receipts
Field crops
(inc!. fodder)
Vegetables
Fruits, etc.

Payments
383.9
45.5
22.6

Seeds
Chemical fertilizers
Natural fertilizers

20.7
40.6
36.2

Insecticides

Total plant
production

452.0

Dairy products
Meat, etc.

42.3
41.7

Poultry
Natural fertilizers

24.1
36.2

Fish and game

13.7

Fodder
Eggs for hatcheries
Fuel
Maintenance and
depreciation

4.6

53.5
1.6

11.0
3.9

Total intermediary inputs

172.1

Net value added

437.8

Total animal

production

Total output

158.0
610.0

Total inputs (incl. profits)

610.0

SOURCE: "Estimates of National Income from the Agricultmral
Sector, 1965," Central
Agency for General Mobilization and Statistics (CA;MS),
1964 (in M. Clawson, H. H.
Landsberg, and L. T. Alexander, The Agricultural Potential
of the Middle East, Elsevier,

New York. 1971, p. 280).

tics for operating the irrigation and drainage system is not included
among
the costs. Current government exper.diture for indirect services to agriculture
and irrigation was stimated at £E4.4 and 4.6 million, respectively,
or a
total of £E9 million in 1959-60.'-' These "hidden" production costs
amount
to about 7 percent of the value of produced intermediary inplts (including
feed and seed), or 2/ percent of value added at that time. They are
difficult
to distribute by crop.
Table 6-2 presents detailed information for 1965 on area, production,
value cx farm, exports, and imports of major field crops (covering more
than
90 percent of the total crop area). They are divided into summer, winter,
and
autunm crops, and crops that arc either perennial or can be grown at any
time
of the year. This table also gives sonic impression of the substitution
possibilities.
Substitution between outputs often implies substitution between
since input requirements differ substantially between crops (at given inputs,
prices).
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Sugar cane and cotton are heavy fertilizer consumers,
whereas beans, lentils,
and clover need relatively little fertilization. Cotton
needs nitrates, beans and
clover need phosphates. Crops have also very different
requirements for other
inputs: water, draught-power, labor, etcetera. Substitution
between inputs for
a given crop is also possible, of course. It should
be added that, although soil
quality and climatic conditions are unusually homogeneous
in the Nile Valley
and the Delta, there are nevertheless significant
differences between regions
with regard to soil characteristics, temperature,
and water supply, and a
change in the acreage for a particular crop may
by itself imply changes in the
input coeflicients.

THE IRRIGATION SYSTEM
Apart from a narrow strip of poor land along
the Mediterranean Sea where
barley, figs and a few other crops can be grown
on rain-fed land, Egyptian
agriculture is based entirely on irrigation with
water front the Nile. The
modern irrigation system in the Nile Valley and
the Delta is dependent upon
the control of the river itself.' With the new Aswan
High Darit (completed in
1971 ), the Nile's control has been brought to tie
absolute maximum as far as
Egypt is concerned.
Before the Aswan High Dam began modifying
the water flow in 1965,
evening out the difference between water levels
during the flood season and
the rest of the year, about one-sixth of the total
cultivated area was still tnder
basin irrigation (the ancient method), with only
one crop per year (mainly in
Upper Egypt). Now that the High Dam is completed,
basin irrigation should
virtually disappear, and much more water is available
during the first half of
the year. In 1963 the total cropped area (not
including certain vegetables)
was 10.4 million feddan' oil a cultivated area of
6. I million fcddan,5' wth Ihe
number of crops per year thus averaging 1.7; on
areas with perennial irrigation
two crops per year are typical.
Before the modern irrigation system was initiated
a cenlury ago, basin
irrigation predominated and Nile silt was the only
fertilizer (aside from natural
manure). The silt was fertile. giving %'cry high
yields for most crops. With
basin irrigation, the silt is deposited on the soil;
with perennial irrigation, it
tends to settle in the canals. The introduction
and expansion of perennial
irrigation and continuous cropping and the predominance
of cotton, in par
ticular, made the application of chemical fertilizers
a necessity.
The consumption of chemical fertilizers increased
rapidly, and at the
beginning

of the sixties Egypt had one of the highest nitrate fertilizer
inputs
(measured by nutritional content per acre) among LDC's.
With the completion
of the High Dam, almost all the silt is being deposited
as sediment in the new

TABLE 6-2
Major Field Crops, 1965

Crop
Summer
Cotton, lintb
Cotton, seeds
Rice
Corn

Millet
Onions, incl. green
Peanuts
Sesame
Autumn
Corn
Rice
Millet
Winter
Wheat
Barley
Beans
Lentils
Chick-peas
Helba (fenugreek)

Acreage
(000 feddan)

Quantity
(000 MT)

1,900
1,900
842
931
441
144
55
52

508
961
1,783d

Value
ex farm'
(000 ZE)

739
319
51
22

149,542!
6,267
39,453
46,242
20,588
4,595
4,537
2,294

520
6
59

542
6
67

16,472
116
1,804

1,144
125
433
89
12
52

1,272
130
432
61
9
37

1,599

57,297
4,426
20,732 1
5,150
8351
2,380

Exports
(000 MT)

Imports
(000 MT)

330
-

330
-

-

137
134e

-

-

1
1

1,230f
4

76.

6'

-

Lupin
Onions, incl. green
All year
Sugar cane
Berseem (clover)

16
50

13
373

806
4,348

129
2,493

4,736
n.a.

3,400
60,767

-

170
16h

44h

-

SOURCES: El iqtisad el zirai [Agricultural Economics], Ministry of Agriz.ulture, Cairo, July 1968; and
Trade Yearbook, FAO, Rome, 1965.

a.
b.
c.
d.
e.
f.
g.
h.
i.

Including value of straw and stalks.
Including lintners.
Calculated as value of unginned cotton minus value of seeds at official price.
Paddy.
Cereals not elsewhere spe ified.
Not including flour.
All pulses.
Refined and raw sugar, at raw basis.
Including seeds.
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lake to the south of the dam and tias almost completely disappeared from the
irrigation water; preservation of fertility has thus required a further increase
in the use of chemical fertilizers. In accordance with plans, fertilizer input did,
in fact, increase substantially from 1960-61 to 1965-66 (nitrates, by 77 per
cent, phosphates, by 82 percent), but fell somewhat thereafter, due partly to
the war in 1967 and partly to the foreign exchange shortages starting around
1965-66. Fertilizer input must have been suboptimal since 1966, and this
circumstance may have influenced crop yields negatively..
The basic problem in Egyptian irrigation has always been the provision
of an adequate water supply for !he profitable summer crops, particularly
cotton, rice, and summer corn. The flood time lasts from the end of July to
October-November, and there is, practically speaking, always sufficient water
for autumn and winter crop; (sown in August and November-December,
respectively) The supply (luring the first he'lf of the year depends partly upon
the previous year's flood level and partly upon storage possibilites.
Before the closure (if the river by the High Dan in 1965. rice cultivation
fluctuated sh:irply with the level of water supply in May and June. At a low
level of supply, the rice acreage would be low, and acreages of other crops,
especially corn, would he expanded instead. Rice may also be cultivated as
an autumn (flood) crop (sown in August), but the yield of autumn rice is
poor. Corn may be cultivated as a sunmer crop, when it yields muchlmore
than in autumin. However, summer corn, tot), is dependent upon an abundant
water supply. Hence, a low flood one year and a low water supply during the
following spring implied a decrease in the acreage of high-yielding summer
rice and an expansion of low-yielding autuni corn, with land fallow from
May to August. In modern times the effects on the rice and corn crops consti
tuted the most important implication of variations in the water supply. Since
the erection of the High Dan, thanks to its large storage capacity, the v.;i.er
flow can be kept almost constant. A substantial exparsion of the rice area and
a substantial shift from low-yielding autumn corn to high-yielding summer
corn have been the most conspicuous agicultural gains from the High Dam. '
The irrigation system is largely controlled by the government, and its
technical characteristics seem to make a relatively centralized form of regula
tion essential. In fact, the irrigation system-with respect to both investment
outlays and current operation-has always been a government responsibility,
with the implication that the government cannot be neutral in regard to condi
tions of cultivation.
Water is distribjted free, and ir:igation costs are partly paid from the
public budget. Advocates of market forces have recommended that irrigation
water be priced, but so far nobody has been able to design a system that
would work from a technical and administrative point of view. The introduc
tion by the British of the uniform land tax, based on rental value, at the
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beginning of this century was partly motivated as a payment for water. At
present, however, the land tax, based on assessments of 1949 and perforated
by numerous exemptions, has little relation to water supply.
CROP ROTATION
With land under continuous crop cultivation, crop rotation takes on paramount
importance. Egyptian peasants are well aware of this, and for ordinary field
crops they have traditionally applied rotation systems, with cotton grown
once every two or three years. Cotton tends to exhaust the soil as to nitrates,
and is therefore grown after bcrseem (Egyptian clover, the major animal
feed), which builds up the nitrate content of the soil; but even then, it is widely
believed, in the longer run cotton could probably not be grown every year.
Opinions have been strongly divided with respect to the long-run feasibility of
the two- and three-year system, but the prevailing (official) attitude favors the
three-year rotation. 7 It has been argued by British cotton breeders, however,
that with adequate fertilization cotton could, indeed, be cultivated every year
without detrimental long-term effects on fertility. The economically optimal
rotation must, of course, also depend upon relative output and input prices,
and with improved technology, particular;y improved fertilizing, a wider range
of rotations than those traditionally applied may become available. In practice
both two- and three-year rotations are applied by farmers.'Examples of modern rotations follow.
Two- Year System
Rotation

First year: Clover (from last year, one cut)-cotton-wheat.
Second year: Wheat (from last Vear)-rice (or, at low water supply, fal
low, followed by autumn corn, or millet)-clover (to next year),
etcetera.
7Ttree- Year System
Rotation

First year and second year: Same as above, except that beans would be
planted instead of clover at the end of the second year.
Third year: Beans (from last year)-rice (corn, millet)-clover (to next
year), etcetera.
The crop rotation problem has relevance for the present study in two
respects. First, substitution between crops is only possible if it is feasible to
change the rotation. If the technically feasible rotations are limited in number,
the possibilities of substitution among crops are limited as well. Moreover, it
takes time to shift from one rotation to another one.
Second, it may be argued that we should, in principle, consider rotations
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rather than particular crops when discussing protection, profitability, com
petitiveness, etcetera. For a given rotation, the individual crops arc joint
products. But if a large numbe' of alternative rotations arc feasible, substitu
tion rlay b: almost smooth.
The possibility of continuous cropping and the necessity of crop rotation
comnficate the appraisal of Egyptian agriculture in regard to optimality be
cause we find both competition and complementarity between crops. Summer
(autumn) and winter crops tend to be complementazy simply b:cause the
summer is too hot for certain crops and the winter too cool for others. Yet
summer and winter crops may overlap -,rid thus compete for land (cotton
grows from February-March to October-November, wheat from. Nz3;cnber to
April, and corn, from July to December). Other crops a.e complementary
from a fertility point of view (cotton as against clover ard pulses). Competi
tive crops may not be equally competitive with respect to the basic inputs of
land, labor, and water. Two crops that compete for land may not compete
seriously for labor, not only because input coefficients differ but also because
input seasons differ. Cotton and corn are a good example: the growth periods
in the Delta are March to October-November for cotton and May to October,
or July-August to December, for corn (summer and autumn corn, respec
tively); the inputs of land do overlap in time, whereas the inputs of labor do
not because most labor input takes the form of soil preparation and sowing at
the beginning of the growth period and of harvesting at the end. The seasonali
tics and hence the competition for inputs form an intricate jigsaw puzzle and
play an important role in evaluating the relative profitability of crops and
rotations. Chart 6-1 gives an impression of the crop seasons in Lower (Delta)
and Upper (Nile Valley) Egypt. (The graph dates back to 1914. but it is the
best we could find and the seasons have not changed significantly.) It should
not b,- overlooked, however, that the seasons are not absolutely rigid, although
they are geared to climate (mainly temperature) and irrigation cycles. Seeding
of cottan in the Delta may, for instance, be postponed until April, albeit with
detrimental results for yields, yet another substitution possibility to complicate
the picture even further.
The rigidity of the crop rotation is difficult to ascertain, and opinions
seem to differ widely. Ifit were true, for example, that cotton canno be grown
more often than every third year for purely technical reasons in tne long run,
there would be an upper limit of at most one-third of the cultivated area at
which the long-run marginal costs of growing cotton become forbidding. At
this upper limit cotton export taxes, for instance, would have no direct influ
ence upon resource allocation and would only affect income distribution. The
fact is, that the cotton acreage has never exceeded about one-third of the
total cultivated area. This could be due to lack of imagination and know-how,
insufficient availability of fertilizers, or persuasion and direct interference by

CHART 6-1
Dates of Sowing and HarvA.ing Important Egyptian Crop.
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the authorities, and does not necessarily mean that a three-year crop rotation
is a physical necessity. As mentioned before, however, both three- and two
year rotations have, in fact, prevailed for crops other than sugar cane, fruits,
and vegetables.
Rice cultivation requires an abundant water supply, and as noted above,
fluctuated strongly with the water supply in May and June prior to 1964.
Quite apart from the possibility that greater reliance could have been placed
upon pumping water to the rice fields in the northern part of the Delta, one
also wonders whether these fluctuations were a techni:al necessity or partly
resulted from the management of the irrigation system. The storage facilities
in the Delta give the authorities sonic flexibility in regulating the water supply
to the fields in May and June regardless of the concurrent discharge of the
Nile. Until the beginning of the sixties, the short-term management of the
system was subordinated to the water requirements of cotton, while rice was
treated as a residual crop. Before World War 1, when the irrigation sysiem
was originally designed, rice was generally a poor crop except in the salty
lands of the North, where it was relatively the best crop. But the relative
profitability of rice has increased over time (both yield and price have im
proved in relative tcrms), and the long-term investment policy for irrigation
has led to an uptrend in rice cultivation. The question with respect to earlier
performance is, however, whether it was neccssary to let rice be the residual
on an annual basis. The answer is that rice probably could have been kept
more stable at the expense of cotton and corn. When the rice prices on the
world market began rising around 1960, a substantial crop expansion took
place that was not related to high flood le, els but, rather, to the storage
facilities in the Delta.
We shall return to these problems in connection with individual crops.
At this point we only emphasize that tie limitations on crop rot.tion in Egypt
may be less rigid than sometimcs assumed, but that, at least until the beginning
of the sixties, the authorities may have tended to plan agricultural production
within too narrc.v a technical frame. The latter was, after all, largely outlined
by British hydrological and agronomical engineers at a time when the tech
nology of irrigation was less developed than, and the relative profitability of
crops difierent from, today.
Finally, let us note that fruits and vegetables (except onions) are in most
cases cultivated in areas outside the standard rotations of field crops. Vege
tables tend to be cultivated atound the big cities, while fruit plantations can
be found everywhere except in the northern part of the Delta. Although the
natural conditions for growing vegetables and fruits and the proximity to the
European markets might make these crops very profitable under conditions of
free trade (its Egypt as well as in Europe), this study did not include them,
since price and cost data were missing or entirely inadequate. This is unfortu
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nate also because both crops have shown relatively fast growth
during tie

last twenty years and are more important than some of the
crops we lid in
clude. The area of vegetable cultivation (not including
onions) increased
from 252,000 feddao in 1952 to 495,00W feddan il 1961
and 766,000 in
1970, while the ar-a planted with fruit trees increased from
94,0(K) feddan to
137,000 fcddan ano 232,M) feddan over the same period.

SUPPLY (ACREAGE) ELASTICITIES
FOR FIELD CROPS (1913-1961)
Appendix A reports on an attempt to estimate supply (or acreage)
responses
with respect to profitability (price), total area, total labor,
and total water
input for a number of lield crops. The estimates were based
on data for the
years !913 to 1961, with due regard to area controls. The
response functions
-- of the Nerlove type-were set up primarily to help in the
appraisal of the
cropping pattern after 1961 (see Chapter 7). As : by-product,
the averae
short- and long-term elasticities set out in Table 6-3 were
obtained. It should
b- emphasized that these are not partial but total elasacilies.
They were calcu
lated on the (estimated) reduced forms of a complete general
equilibi aim
model for agriculture. Thus. the elasticities take into account
all repercussions
on other crops and are constrained by actually existing total
acreage, labor
force, and water supply.
Two features stand out as rather remarkable.
1. Generally, the short-term price elasticities are lov,-for
the basic
food crops (corn, millet, wheat, onions, beans, and lentils)
even' close to
zero. ]here are four possible explanations for the very low
short-term elastici
ties: our elasticities are "total" with individual crop aica responses
constrained
by the total crop area; rigidities in t[e crop rotatiou--it talics
time to shift
from one rotation to another even when alternative rotations
are availab;v;
rigid operation of the irrigation system; and the fact that
some of the basic
food crops are essentially subsistence crops.
2. The long-term elasticities for all the big crops--cotton,
rice, cot l,
millet, and wheat-as well as onions and lentils are small,
too, and close to
the short-term elasticities. Once more the fact that our elasticities
are "total"
may be the explanation. Rotational rigidities, on the other
hand, can hardly
explain low long-term elasticities, but the phenomcno. adds
to our suspicioa
that the government's operation of the irrigation system has,
indeed, always
tended to freeze cropping in a rather rigid pattern.
For cotton (lint and seed as join, products) the short- and
the long-run
elasticities are 0.25 and 0.30, respectively, both highly significant.
Ncrlove, 0
and, in particular, Krishna'1 have obtained much higher
elasticities for the
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TABLE 6-3
Avea ge EMsickles of Crop Acreages

Season
Estimate
Summer-Autumn
Cotlon
J.V.2
Rice
I.V.
Corn
I.V.
Millet
I.V.1

Elasticity with Respent to
Price or Yield
ShortLongTerm
Term
0.25a
0.411,
-0.02
0.05

0.30'
0.49
-0.02

0.04

0.09b

Winter
Wheat
Onions
Barley
Beans
Lentils
Helba

I.V.2
L.S.
I.V.2
I.V.1
i.V.I
.V.2

0.03
0.13
0 25a
0.17
0.17
0.33,

4.99'
0.67
0.30
3.64&

Perennial
Cane

I.V.2

0.1lu

0.81,

0.25b

Long-Term Elasticity
with Respect to
Total Crop
Water
Area
Labor
Supply
0.79
0.30
1.59
-1.16

0.07
0.61
-0.26
0.77

-0.17
1.39
-0.04
0.32

0.33
6.01
-0.49
0.91
-0.02
7.94

0.36
-0.60
-2.15
-0.96
0.29
-4.31

-0.27
1.12
-8.89
0.21
0.14
0.00

4.17

-1.12

0.29

NOTE: The elasticities presented here were obtained from the estimates chosen for
the arta predictions in Chapter 7. The price elasticity is equal to the corresponding
F-value elasticity times one minus the crop's weight in F. The elasticities are based on

mean values of acreage and F for the period 1913-1961. The response functions do not
assume constant elasticities. L.S. denotes ordinary least squares estimate, I.V.I and I.V.2

denote instnimental variable estimates, steps I and 2. respectively.
SOURCE: Appendix A.
a. /-value > 3: short-term, profitability variable; long-term, lagged area.
b. I-value > 2: short-term, profitability variable; long-term, lagged area.

United States and India, respectively. Using simpler functions, however, other
authors have also come out with relatively low elasticity values for the Egyp
tian cotton area. Thus, for the period 1870-1913, Bresciani-Turroni found an
elasticity of 0.4; for the years 1915-1941, Nour El Din obtained an (average)
elasticity of 0.2; Stern, using all the years from 1913 to 1937, came up with
an elasticity of about 0.4; and, excluding twenty-four years with area restric
tions between 1913 and 1959, one of the authors of this volume, unlike the
other three who disregarded area restrictions, estimated an e!asticity of
only 0.09."'
Rice is the only major crop with a substantial short-term price elasticity,
0.41; its long-tem elasticity is only slightly higher. It may cause surprise that
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rice should have the highest short-term price elasticity among the crops studied
here. It is usually assumed that rice cultivation is largely determined by the
available water supply. Water is, indeed, an important determinant of the
rice acreage (see Table 6-3); both short- and long-term elasticities of rice
acreage with respect to water are high. The short-term price elasticity is based
on a coefficient for relative output value per feddan (F) that is significantly
different from zero only at the 95 percent level, and therefore it cannot be
excluded that the true price elasticity is much lower than 0.41. However, the
substantial short-term price elasticity may be due to the circumstance that
rice is partly grown in the northern part of the Delta, where salinity is sub
stantial and thus, on the one hand, the standard rotations are less appro
priate and, on the other, the extensive margin of cultivation is more flexible
than in the rest of the Delta and the Nile Valley. This, however, does not
explain why the long-term elasticity should only be slightly higher than the
short-term elasticity. The government's management of the irrigation system
may be responsible for both features (see below).
Corn, millet, and wheat have negligible price elasticities, both short- and
long-term. For corn the elasticities arc even negative. For both corn and millet
the natural explanation is that these crops are subsistence crops, mainly grown
for the farmers' own consumption.':' But for wheat this explanation is hardly
satisfactory. A substantial part of the wheat crop is sold in the market, and
before 1900 wheat was an important export crop.
Barley and helba (fenugreek) differ from the other crops in having
sizable short-term elasticities and high long-term elasticities. 4 For barley the
explanation is probably that this crop is mainly grown in the northern part
of the Delta and along the coastal strip. It is thus partly grown outside the
standard rotations, where the extensive margin of cultivation is flexible. Helba
is mainly grown in the valley, but being a very small crop it has no important
place in the rotations and may for that reason be easily adjusted to changing
profitability.
Sugar cane has a very low short-term, but quite a substantial long-term,
elasticity. This feature is easy to explain. Cane remains on the fields for up
to three years (and thus yields two or three crops), and it may take three
years until it is replaced by another crop. Moreover, the largest part of the
cane area is cultivated under contract with the (government-controlled) fac
tories, which fix both prices and acreage. The remainder is produced for the
free market and sold to small private molasses factories. In the long term,
howevr, the sugar factories, too, have to pay enough to call forth the sup
plies they want to buy-hence the relatively high long-term elasticity.
We note, finally, that the explicit inclusion of animal feed (clover) and
fruits and vegetables, which may themselve; have higher elasticities (at least
in the long run) than field crops, might have increased elasticities somewhat
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for the field crops listed in Table 6-3. Independent observers believe that the
rapid increase of both vegetable and fruit acreages during the last two decades
is a response to rising relative prices, and that the same is true of the cxpan
sion of the clover area during the sixties.
QUANTITATIVE RESTRICTIONS
IN AGRICULTURE
Even apart from the inevitable government intervention in the management
of the irrigation system and in the problems of externalities related to plant
diseases, agricultural policies in Egypt have made much use of quantitative
regulation in regard to production, prices, and foreign trade. With foreign
trade almost completely nationalized since 1961 and run by government orga
nizations, both prices and quantities supplied are open to direct government
intervention. And, although agriculture is almost exclusively based on small,
privately owned farms (since 1969, the maximum area is 50 fcddan per owner
and cultivator), it is now organized in a way that permits centralized control
of both prices and cultivated areas, at least for major crops.
Production Restrictions.
Production restrictions were already in use at the end of the last century,
when cultivation of tobacco, a big and lucrative crop, was prohibited for
purely fiscal reasons (while imports could be taxed effectively, domestic pro
duction evaded taxation on a large scale).' Area limitations were frequently
applied to cotton from World War I onward to enforce the allegedly optimal
three-year rotation, to prevent cash-hungry peasants from exhausting the soil
(see Appendix A, Table A-I), and also, allegedly, to take advantage of
Egypt's monopolistic position in the lcng staple market. It has been argued,
on the other hand, that it was Egypt's supply-limiting policy that was at
least partly responsible for the introduction of long staple production in tile
Sudan, Peru, and sorae other countries. And when, in the thirties, synthetics
appeared as a serious competitor to long staple cotton, there was little basis
left for the optimum tariff argument with respect to Egyptian cotton.1' The
increasing input of chemical fertilizers, at the same time, seems to have put
an end to the soil exhaustion argument.
Another factor was also to enter the picture. From ancient times to the
end of the nineteenth century Egypt had always been a wheat exporter. With
the growing population, the country found itself unable to satisfy the domestic
demand for wheat at the prevailing low prices without imports; therefore,
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area restrictions for cotton were in force both
during World War ii and the
1953-1960 period, coupled with prescriptions for
wheat acreage as an import
substitution device. (Cotton and wheat cultivation
overlap in February, March,
and April, and wheat can be grown every year.)
The restrictions on the cotton
area and the prescriptions for wheat were not
much respected by the farmers
except, perhaps, during the first year or two:
"The ininimum area fixed by
law for wheat throughout 1955-1959 .. .was
exactly
for cotton, but in actual fact the wheat area-designed the inaxipnum fixed
to be higher than or
at least equal to that of cotton-was 19 percent
lower."'" Chart A-I in Ap
pendix A shows all years with cotton area restrictions
from 1913 to 1961;
only sonic of these indicate a clear impact of
the restrictions. The area pre
scriptions were abrogated in 1960, and the export
taxes were by an] large
formally abolished during 1959 and 1960 (as
described in Chapter 2). Be
ginning with 1962 they were reintroduced de facto
through the price policies
of the Cotton Commission (see below).
Whereas simple area prescriptions thus may have
pact on actual cultivation during most of the lifties. had only a minor im
other developments, not
unrelated to the land reforms of 1952, slowly
created possibilities for exten
sive government control over the production of
majo'r crops. In connection
with the redistribution of land, the Ministry of
Agriculture instituted an in
genious compulsory common crop rotation systen
for the new farmers on
reform estates. The system was originally invented
by
the British during the
interwar period and applied to the Gezira project
in the bifurcation of the
White and Blue Nile in the Sudan, whcnce the
Egyptians took over the idea.
It aims at combining the advantages of private
ownership and small farmers'
initiative with some large-scale economics in irrigation,
ing, and trading, and gives the individual farmers soil preparation, financ
land in diffcient parts of
the area under common rotation. The three-year
rotation system (as usual,
favored by the ministry) would thus imply that
farmers be given land in three
different places, each one under a different crop.
In this way large areas can
be grown with the same crop, while the individual
small farmer will experience
on his three plots of land the same rotation he
would apply individually, and
always have a food crop for the family, a feed crop
for the buffalo, and a cash
crop for his expenses. Soil preparation, including
ploughing, and irrigation may
become more rational, taking advantage of large-scale
economics in these pro
cesses (even with traditional technology), and
mechanization becomes pos
sible, whereas seeding, weeding, ferilizing, and
harvesting (so far) are left
to the individual owner. Seeds and fertilizers
with other chemicals arc pro
vided by the coopcrative of the particular area concerned,
which thus controls
plant varieties and fertilizer input, extends credit
in case of need,18 and takes
,are of marketing of major crops. All decisions
are, in principle, taken by
he council of the cooperative, formally elected
by democratic methods,
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whose chairman (usually an agronomist) however, is appointed by the minis
try. It is believed that de facto it is the chairman, and thus ultimately the
ministry, who is the real decision maker, at least in matters of importance
for cultivation."'
All observers seem to agree that the compulsory rotation system on the
land reform estates has been as conducive to productivity in Egypt as it had
been in the Sudan. While these estates constitute less than one-sixth of the
total cultivated area, the government, inspired by the success of the system,
started experimenting in the mid-fifties with cooperation along the same lines
outside the reform estates. In the opinion of the government these experiments
proved successful,'"' too, and a: the end of 1964 the system (still without re
distribution or consolidation of ownership of holdings) was virtually extended
to the whole country. Each village is now organized into a cooperative where
membership iscompulsory.
The intention of the government was to use the cooperative system for
controlling production of major crops. Detailed rules were laid down .or culti
vation of cotton and some other crops (beans and barley), p;-es,:ribing the
varieties that should be ,rown in the individual regions of the country and
the amounts of seeds and fertilizers to be used per feddan.
The Ministry of Agriculture estimates the total area allotted to all major
crops. !n this sense, the country has had an annual plan for crop acreages
since 1960. The plans were released by the Ministry of Planning for the (bud
get) years 1960-61 to 1964-65 and 1966-67. For 1965-66 and all budget
years after 1966-67, the acreage plans do not seem to have been released.
Until 1963-64, however, these plans were (except for rice) little more than
passive forecasts of the farmers' expected behavior. It was not until tile agri
cultural year November 1964-October 1965 that the government possessed
thu administrative machinery-the cooperative system-to impose its acre
age plans upon the farmers.
Apparently the government has used this system mainly for controlling
the total cotton acreage and its distribution by staple length.2' The acreages
for most other crops, except rice, wheat, and sugar cane seem to reflect the
choice of the farmers, given the adjustments they have to make to fulfill the
cotton acreage requirements. Rice, of course, has continued to be influenced
by tile government's management of the irrigation system, and the cultivation
of sugar cane has been tightly controlled. Apart from these crops it is difficult
to assess the impact of government control through the cooperative systen.-'2
Wholesale Trade and Prices.
Wholesale trade in cotton iscarried on by a special Cotton Organization;
it handles purchases from agricultural cooperatives, storage, exports, and sales
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to domestic industry. Wholesale trade
in cereals, sugar, and some other
food
stuffs is in the hands of the Ministry
of Supply, which also takes care of
iniport,
of food and its distribution to retail
trade. Domestic trade in vegetables,
onions
fruits, poultry, and the like is mainly
handled by private business, although
v
network of government retail stores
(so-called cooperati..: stores) has
been
establisihed. Also. there are free markets
where surplus quantities of grain
be sold by the farmers. The supply
can
of manufactured inputs-mainly
fertilizers,
pesticides, and fuel-is entirely in
the hands of government organizations.
Since World War II the government
has fixed prices for its purchases
from producers or has established
support prices for major crops. Until
1964
such prices were fixed mostly to stabilize
both farm income and the domestic
cost of living, and their level was
chosen to strike a desirable balanc
between
rtral and urban income; allocational
considerations secm to have played
a
secondary role. It is not clear how
these policies, over all, have affected
rural
urban income distribution, but until
1964 they certainly helped to stabilize
domestic prices and may have had
consequences for allocation of resources
in agriculture. With control over both
price and supply, the possibility cannot
be excluCed that, for any particular
commodity, the country may be
off the
demand, as well as the supply, curve.
During the second half of the sixties,
it, addition to area prescriptions, compulsory
sales (in various proportions) of
ertain food crops (rice, wheat, onions,
ground nuts, beans, and lentils) at
low
oflicial price:s to village cooperatives
were introduced, with the possibility
of
selling surplus output at higher prices
in the free market. Actual deliveries,
howeer, tended more and more to
fall short of requirements, and the
system
was changed in 1969'
In recent years production at predetermined
prices has been introduced
for cane, rice. onions, tomatoes,
and other crops. ContraLts are
concluded
before sowing and stipulate delivery
of specified quantities, at defined
stan
dards and specified prices. 2 1 This
is a particularly important innovation
from
our point of view because it tends
to break the lag belween prices and
produc
tion (see below). This system is
not compulsory and its extent is
not known
to the authors.
It will be understood that the deter,:inants
of producer prices for outputs
differed considerably from crop
to crop o,!ring the sixties. At one
extreme
are crops like cotton (lint as well
as seeds), 'vhich the authorities
purchase
in their totality at prices fixed by
the government :tself. Sugar cane,
cultivated
under contract with the factories,
belongs to this category. At the
other ex
treme we have crops with free price
formation; clover (berseem) and
other
feed crops (not included in our estimates)
are by far the most important items
in this group. Between these extremes
we find most of the other field crops,
cereals and pulses, with producer
prices influenced by both the government
and domestir market forces. When
the Ministry of Supply purchases
cereals
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and pulses it is always at prices fixed by the government. Fer some cereals
(rice and wheat) and pulses there was compulsory delivery of certain propor
tions of the crops at very low prices until 1969. Other deliveries to the goveln
ment are voluntary, and farmers (usually via the cooperatives) havc the
option of selling directly to private wholesale or retail dealers. For some crops
there are organi~ed markets in Cairo and Alexandria. Price formation in these
markets, however, is constrained within rather narrow limits by government
prices for purchases from producers, on the one hand, and on the other, by
the maximun retail prices for products based on these crops (bread, flour) or
for the crops Ihemselves (pulses. for instance). The latter prices are often low
and subsidied to tl,e extent retail trade is based on government supply.
Rent .
An unusuil feature, finally, is maximun rent for agricultural land, intro
duced in 1952 and kept unchanged since then. Tenancy is important: in 1960
about half the area was cultivated by tenants. Short-term tenancy was abol
ished in 1952, and it has becone increasingly difficult for owners to evict
tenants. Rents predominate, although some share-cropping takes j)1ace. " The
maximum rents, based on land tax assessments made in 1949. should cor
respond in principle to market rents in that year. ' Market rents in 1952-53
may also have been below that level due to tie collapse of the Korean boom.
But since then agricultural output has more than doubled in value, and the
maximum rents are entirely out of line with hypothetical market rents.
Wages.
There are also statutory minimum wages for rural labor, but they have
never been enforced except in public .%orks. By the mid-sixties, rural wages
reached the statutory level, but that was the result of a strong demand for
such labor and quite unrelated to the existence of statutory wages.
Shortages and Black Markets.
It might be expected that an economy with both price and quantity
controls would have extensive black markets. This has increasingly been the
case since the second half of the fifties for certain manufactured products as
well as for housing, but only to a minor extent for fcod and other agricultural
products. The government has geared its food import and export policies to
the domestic demand-supply situation; imports and exports have tended to be
determined as residuals. Rationing at low prices has been applied only to some

BASIC CIIARACTERISTICS OF EGY'TIAN AGRlCLILTTURE

goods

(tea,

sugar. vegetable oils, kerosene), with
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free sales lprmuitted at

high prices.
Shortages of ftxid have nevertheless occasionally occurred: rice, fat, and
meat are examples. Such shortages have usually arisen in connection
with
unexpected import dillicultics or crash export progranis (related, for instance,
to repayment of Russian loans), and hlack mnarkets in food have emerged
on
such occasions. Black markels are in most cases imperfecl, however, and
it is
in the nature of things that reliable black iarket price datl are hard iooblain.
Black market rents for !and (and housing) played a minor role in the
fiflics,
but are now, tihe rule rather than tihe exception. 1hey are often paid
for the
right to obtain (or cancel) a rental contract in the fori of I"hon de sorlic,"
which represents the capitalized value of the dillerence between the hypotheli
cal market rent and the prescribed naxiniun rent and is difficult ito
translate
into an annual rental. Moreover, systematic information is not availAble.
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op. cit., p. II.) The fact that each farmer is prescribed a rotation pattern does not iniply
that all crop acreages are centrally planned.
23. N. Saad, "Stnctural Changes and Socialist Transformation in Agriculture of
the U.A.R., Egypt," L'Egvlpe Contempraine, Vol. 55, 1968, p. 285, Table 8 gives prices
for compulsory and noncompulsor"v deliveries of wheat, rice, and onions.
24. N. Saad, op. cit., pp. 284-285.
25. Agricultural Economy, Ministry of Agriculture, Cairo. 1961. pp. 22-23.
z 6 . As with all other assessments for tax purposes, there may, of course, have been
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Chapter 7

The Impact of Protection
and Controls on Agriculture

The effect on Egyptian agriculture of the trade, price, and production restric
tions reviewed in the preceding chapte, must be assessed. In gauging the
impact, positive and negative, of protection and controls we have adopted
the conventional appioach of estimating effective rates of protection (ERPs)
and domestic resource costs (DRCs). (The resu.ts are reported on p. 160 ff.
below.) This approach, however, does not yield the information about eff ects
on production and resource allocation needed in this context. Therefore, we
have worked out a methodology for direct ineasurment of the effects on Ind
use of all government intervention in agriculture and applied it to the m.jor
crops. (See pp. 168 IT.
below.) The details of th methodology and statistical
estimates are given in Appendix A. On this basis, conclusions are drawn it
regard to tho economic effects of price distortions and quantit3tive regulations
Since income-distributional aspects have played a major role in governmen.
policies vis--vis agriculture, the tinal section of the chapter discusses the
implications of agricultural price policies for income distribution within that
sector.

THE PROTECTIVE POSITION, 1961-1968
For fourteen major crops we have calculated both effective rates of protection
(ERP) and domestic resource costs per U.S. dollar (DRC) to show the de
gree of protection, positive or negative (see Table 7-.1 ). The years 1961, 1963,
and 1964 were selected partly bccaise these were the only years for which
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adequate data on both outputs and inputs b%crops were availahle., Moreover.
these are the years straddling the devaluation of 1962: we thus obtain a clear
pictuie of what happened to the conlpetiiive lxsition of [-gyptial ariculture in
connection with tile
devaluation. The %ear1902 was excluded alhhoueh data
were available, since for several crops itcannot I dternined to %%hat exttent
tl.:y were sold before or after the Le alation.
ERPs and DRCs were estirited on tile
basis of standard definitions, hut
a number of problems in regard ito
data and concepts wvere encontlered.' Ilere
we shall only point out that both I-RPs alld l)R(' are calculated for refined
sugar instead of cane, which has no applicable imternational price.:' Note, also,
that DRCs are based on imputed market prices for land and capital.
l.ookine first at 1961 in Table T-I . we find wide dilferences in the I Rl's
enjoyed by various crops. Sonie crops.,
,oin.
millet, sesamIte, wheat, beans,
chick-peas, and sugar--enjoyed positive protection, while others- -cotton. rice,
peanuts, barlk':y. lentils, and onions-suffered negakti!
"IFprOtectiO'."' rlypi
cally. it ;stile export crops that were nemlatively "'pilotected." The degree of
protection isgeticrally exaggerated and the degree of negative protection over
stated for 1961, because value added at inieriational prices was calculalted ;it
oflicial exchange rates whereas infact. at various tiies during tile
year, ex
change premiums apljlied. In the autun of 1961, however, there was a period
without prenliuns and our calculations are relevant for that lime. ir cotton
(including cottonseeds) we' should add, as appears in Table 7-3, that tihe
negative protection in N(61 was tile result of excessive negative protection for
cottonseed; lint was actually posilively protected in I941. Since dillerent cot
ton Narieties have dillerent prolortions between lint and sced output, tile
system obviously discriminated in favor of the varicties with relatively high
output of lint. After 1962 both lint avd seeds we-e negatively prolecled, bit
seeds much more so than lint.
Domestic resource costs, DRCs, show a fairly similar picture for 1'-!
Cotton, rice, peanuts, lentils, onions, and chick-peas had DRCs below the ofli
ciai exchange rate; the rest had DR('s higher than tile ollicial rate. For harley
and chick-peas, the positions are reversed; barley appears as negatively pro
tected but has a DRC below the ollicial rate, while chick-peas, witl a high
positive ERP, nevertheless show a DRC lower than the oflicial rate. Lut for the
other erop: there is a clear ctcrrespondence between ERP and DRC' (see pp.
188 ff. below).
On tile average thcre was a slight negative protection in 1961 (-0.4
percent), and domestic resource costs were at the level of the official exchange
rate. We thus reach the interesting conclusion, already mentioncd, that there
:eems to have been no need in agriculture for protection or devaluation in
1961. From the point of view of resource allocation, the average ERP (close
to zero) is, of course, deceptive. Behind the innocent-looking average there is

TABLE 7-1
Effective Rates of Protection (ERPs) and Dornestc Resource
Costs (DRCs)
for Major Field Crops, 1961, 1963, and 1964
DRC (piasters per U.S.$)
1963

1961
ERP
(percent)

Sum raer crops
Cotton (lint and seeds)
Rice
Corn

Millet
Peanuts
Sesame
Autumn crops
Corn
Winter crops
Wheat
Barley
Beans
Lentils
Onions
Chick-peas

1961

1963

1964

-7
-26

-21
-48

-22
-54

1964

Excl.
Trade
and
Transport

Incl.
Trade and
Transport

Excl.
Trade
and
Transport

Incl.
Trade
and
Transport

Excl.
Trade
and
Transport

Margins

Margins

Margins

Margins

Margins

29
24

32
29

32
21

36
26

27
24

Incl.
Trade and
Transport
Margins
32
29

18

1

- 14a

0
-50
35

35

-2
-52
10

16
n.a.
n.a.

39

40

36
18
35

40
22
39

45

48a

49
17
39

55
21
44

68
n.a.
n.a.

75
n.a.
n.a.

16

0

-14

48

52

56

62

48

53

16
-6
62
-5
-31
45

-13
-2
51
4
-47
56

-10
-3
51
n.a.
-56
n.a.

45
34
64
29
14
27

50
38
69
33
18
31

44
41
60
38
11
50

49
46
65
43
16
55

46
43
54
n.a.
11
n.a.

51
47
59
n.a.
16
n.a.

53 a

Perennial crops
Sugar, incl. refined
Weighted average
All 14 crops
10 crops

Official
(piastersexchange
per U.S.$)rate

46

-0.4
-

-69

-25.1
-25.2

-47

n.a.
-24.4

53

53

22

22

30

30

32.9

36.4

-

-

32.3
32.5

36.6
36.7

n.a.
32.7

n.a.
36.9

35.2

43.5

43.5

NOTE: ERP is calculated as domestic value
added at domestic prices minus domestic value
added at international prices (in domestic cur
rency) divided by the latter. DRC is calculated as
current market wages plus

imputed current market rental of land plus "normal"
market return
to capital and management per U.S. dollar of net
foreign currency earnings.
SOURCE: B. Hansen and K. Nashashibi, "Protection
and Competitiveness in Egyptian Agriculture and
Industry," NBER Working Paper
48, New York, 1975, Tables 2 to 10.
a. Average of autumn and sunmer corn, the latter
of rapidly increasing importance.
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a wide dispersion of effective rates of protection, presumably with an impact
on allocation.
From 1961 to 1963 there was a sharp drop in the effective rate of protec
tion at largely unchanged domestic resource costs, and after the devaluation of
1962, agriculture continued to remain competitive at the old official exchange
rate. The fall in the effective rate of protection is riainly the result of the fact
that devaluation was not reflected in domestic agricultural prices. Its magni
tude is exaggerated for the reason mentioned before-the ERPs of 1961 are at
the official exchange rate and disregard the foreign exchange premiums occa
sionally applied during that year. Partly, however, the decline in the ERPs is
due to improved terms of trade; prices for cotton, rice, and sugar improved
substantially on international markets. Thus, the strong shift in the ERP posi
tion of sugar from 46 percent to -69 percent was largely due to the very high
international sugar price in 1963, which was not reflected in domestic sugar
prices.
Despite the devaluation and some domestic inflation of factor prices,
there was on average little change in the DRCs. This was possible because
yields increased substantially from 1961 to 1963 (and 1964)," while foreign
prices for some outputs increased. In 1964, average DRCs were almost the
same as in 1961. We note the very strong decline in the DRC for sugar: with a
DRC well above the official exchange rate in 1961, sugar became highly com
petitive in 1963 due to the international price increase, even at the old ex
change rate. The case is interesting because it shows how difficult it can be
on the basis of information for a single year-to judge which commodities
should be produced in the longer run. We shall return to the problem in
Chapter 8.
In addition to the weighted averages of DRC calculated in Table 7-1 for
all crops (fourteen in 1961 and 1963, ten in 1963 and 1964), Table 7-2
shows DRC calculated for a full three-year rotation, including all the big crops,
cotton, rice, corn, wheat, and beans, as well as clover. It was not possible,
however, to calculate either international value added or domestic resource
costs for clover, which is a nontraded commodity (even within the country
trade with clover is limited, and an imputed price, based on the value of animal
output, would have to be applied). Since, moreover, it is complementary with
cotton, it presents great difficulties in estimating "value added." Thus, clover is
not really included in the estimate. The DRCs obtained for the rotation as a
whole for 1961 and 1963 were slightly above the weighted average calculated
for all crops in Table 7-1.
To get an impression of the changes in the protective position of agricul
ture from 1964 onwards, we calculated a proxy for the ERPs from 1961 to
1968, shown in Table 7-3. On the basis of domestic ex farm prices and inter
national prices converted at the official exchange rate, we have calculated the
nominal, de facto rate of protection, that is, the implicit rate of tariff defined
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TABLE 7-2
Example of Domestic Resource Costs for Full Three-Year Rotation
(JCE per feddan)
1961
Net Foreign
Exchange
Earningsa

1963
Net Foreign
Exchange
Earningse

DRCs

DRCsb

First year
Clover (1 cut)

.

Cotton

71

64

90

74

Second year
Wheat
Corn (autumn)

18
19

26
28

30
20

34
29

Third year
Beans
Rice

13
14

25
36

20
70

29
41

All years

165

179

230

DRC, full
rotationed
Official exchange
rated

-

-

207

38

39

35.2

43.5

SOURCE: B. Hansen and K. Nashashibi, NBER Working Paper
48, New York, 1975,
Tables 2, 3, 5, 6, 8, and 9.
a. Converted to LE at official exchange rate.
b. Including domestic trade and transport margins.
c. Obtained by dividing net foreign exchange earnings expressed in U.S. dollars
into
DRCs expressed in Egyptian pounds.
d. In piasters per U.S. dollar.

as the difference between domestic and international prices divided
by the
international price. A weighted average was calculated as the difference
be
tween the total value of all crops at domestic and at international
prices
divided by the total value at international prices. The nominal rate
of protec
tion, thus defined, differs from the ERP in two regards: there is no
dduction
for traded and nontraded produced inputs; and nontraded outputs
(straw and
stalks) are not considered. Moreover, the calculation does not include
some
small crops.
A comparison between the ERPs in Table 7-1 and the nominal rates
in
Table 7-3 for the years 1961, 1963, and 1964 shows that the difference
be

TABLE 7-3
Nominal de facto Protection (+) or Taxation (-), Nine Major Field Crops,
1961-1969
(percent)
Crop
Cotton
Lint
Seed
Total
Rice
Corn
Millet
Wheat
Barley
Beans
Onions
Cane
All crops, weighted
average
All crops, weighted
index of distortion

1961
6.0*
-81.5*
-12.8
-22.9
20.0
9.2
39.7
-3.3
78.3
-22.0
41.0

-0.5

17.6

1962a

1963

1964

1965

1966

1967

1968

1969

-

-10.6
-83.7
-23.1
-46.3
4.1
3.0
-1.8
-0.6
45.2
-45.8
-50.9

-12.7
-85.0
-27.0
-52.2
-7.0
16.0
-12.5
0.0
56.5
-52.3
-28.7

-1.4
-85.7
-20.5
-48.4
-8.6
18.1
7.7
-18.3
38.1
-41.1
130.3

-17.0
-85.6
-30.5
-36.4
20.0
30.1
20.1
-12.4
28.3
-49.2
162.6

-23.6
-84.6
-33.7
-36.3
34.4
37.7
35.2
4.2
66.0
-69.9
157.0

-28.8
-84.1
-37.2
-41.9
13.5
11.1
30.7
-10.4
4.0
-65.2
158.8

35.2
-83.5
41.2
-37.5
23.3
8.7
35.8
-9.2
-16.4
-69.2
50.5

-

-22.6

-24.5

-16.6

-12.4

-15.2

-22.5

-25.3


-

-

28.9

28.7

25.2

31.1

38.4

35.3

36.8
Our calculations; see B. Hansen and K. Nashashibi, NBER Working
Paper 48, New York, 1975, Tables
2 to 10, 16, and 18.
a. Exchange rate was changed in May 1962.
SOURCES:
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tween these two measures is small in most cases, wheat (with a high value for
straw) being the major exception. The weighted averages are also quite similar.
These findings should cause no surprise; after all, in Egyptian agriculture
traded produced inputs are small compared with outputs, and rates of protec
tion for such inputs are small, too. It appears that we can use the nominal
rates as a reasonably good proxy for ERPs, at least as far as the weighted
averages are concerned.
Four facts then stand out as characteristic of agricultural price policies
during the 1960s:
1. The increase in the average negative rate of protection-that is, the
rate of "taxation" of agricultural production-that took place from 1961 to
1963 in conjunctioa with the devaluation of 1962 turns out to have been a
permanent increase of "taxation." After a certain decline in 1965 and 1966,
the weighted average rate of "taxation" increased to 22 percent in 1968, and
to one quarter in 1969. Since 1963, agricultural production has thus been
heavily taxed as compared with a state of free trade.
2. This rise in taxation was mainly the result of a widening difference be
tween international prices and domestic ex-farm prices for cotton, rice, and
onions, in other words, for the export crops. The taxation of cotton increased
steadily from 1963 to 1969, when it reached a peak cf 41 percent, with
cotton valued at international prices; with cotton valued at domestic prices,
the tax rate was more than 50 percent. Rice was taxed at about 43 percent
during the years 1963 to 1969. Thus, the policy of the fifties to lower and
abolish export taxes was reversed, not through formal export taxes but through
the government agencies' buying and selling prices. In itself, this price policy
must have been detrimental to exports and generally must have affected alloca
tion in agriculture. Increased land taxes would have been a feasible alternative
insofar as government revenues are concerned, but the wider distributional
problem of keeping the cost of living low and distribution within agriculture
equitable would then have remained to be solved (see below). As we shall
try to show in the following section, the price policy is not the whole story,
however, because direct intervention in production overlaps with the allocative
effects of pricing between crops. But the overall effect of discrimination against
agriculture remains. Also, there must have been effects on allocation within
agriculture.
3. The two big domestic food crops, wheat and corn, show a develop
ment entirely different from that of the export crops. Wheat and corn are
important import substitutes. From a high level in 1961, 39.7 and 20.0 per
cent, respectively, protection gradually fell until 1964, when it was negative
for both wheat and corn. In 1965 it fell further for corn but increased some
what for wheat. After 1965 the rate of protection rose again, and levels of
about one-third were reached in 1967. This development is closely geared to
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the rise and fall of PL480 deliveries of grain. We recall
that PL480 deliveries,
beginning at the end of the 1950s, increased rapidly
during the first half of
the 1960s and were abrogated in 1965. The development
of domestic pro
ducer prices was not the outcome of deliberate government
pricing. For wheat
the government's official purchasing price remained constant
during the 1960s;
for corn it remained constant until 1965, when it was increased
slightly. What
probably happened was a drop in the free market prices
(the farmers had the
right to sell surplus production in the free market) during
the PL480 years of
abundant supplies, followed by a rise when supplies
became scarcer. (For
wheat, however, see below, pp. 179 ff.)
PL480 deliveries thus had an impact upon the domestic
prices of wheat
and corn. For both crops the acreage fell substantially
until 1965. While
PL480 aid has often been accused of "distorting" agricultural
production in
the receiving countries in this fashion therefore harming
the development of
agriculture, this is just not the case for Egypt. Aside from
the fact that acreage
restrictions, indirectly, appear to have been more dominant
production, the fact is that these crops had been highly in affecting corn
protected before
PL480 deliveries began pouring in. Protection then disappeared
with the in
flow of PL480 deliveries, and reappeared when PL480
was abrogated. Thus
PL480 actually tended to remove (if only temporarily),
rather than cause,
distortion in agricultural production. 7
Cane shows a development in the rate of protection similar
to that for
wheat and corn, albeit for quite different reasons. After
the strong international
price increase for sugar in 1963, the rate of protection
became negative in
1963 and 1964 because domestic producer prices were
kept unchanged by the
government. When international prices fell to a low level
in 1965, it became
positive once more and very high. However, toward
the end of the 1960s,
cane once again moved toward a competitive position.
For the small crops, finally, development has depended
on domestic
demand and supply conditions, with relatively little domestic
government in
ter ,ntion.
4. The degree of output price distortion within agriculture-as
compared
with conditions of free trade-increased substantially from
1961 to 1963, with
a further substantial rise in 1967. In Table 7-3 (bottom
row) we show a dis
persion measure of price distortion. It is defined as the
sum of all absolute
differences (without regard to sign) between crop values
at domestic prices
and at international prices, expressed as a percentage of
the total crop value at
international prices. This measure of price distortion has,
of course, a close
affinity to the primitive aggregate distortion measure
we suggested in Chap
ter 3 (p. 54).
Our price distortion measure .rose from 18 percent in 1961
to 29 percent
in 1963, and remained at this level until 1966. In 1967
it jumped further to
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38 percent. The growth of price distortion within agriculture was mainly the
consequence of the government's failure to pass on to the farmers the full
increase in the international prices of cotton and rice that took place during
the sixties.
We conclude that it was not only general price discrimination against
agriculture as a sector that increased sharply from 1961 to 1969 (with a tem
porary reversal in 1964 and 1965)-price distortion within agriculture did,
too. In both regards, price distortion probably diminished somewhat again in
1970 when the international prices of cotton and rice declined.
It is one thing, however, to calculate ERPs and DRCs oa the standard
definitions, as well as indices of price distortion; it is quite another to interpret
the numbers that emerge from such calculations. On the assumption of in
creasing costs (realistic in agriculture), it is usually held that (a) the ERP
tells us whether at existing prices an industry (commodity) should expand or
contract if protection were removed and general equilibrium prevailed, and
(b), ceteris paribus, the larger the ERP (numerically), the larger the expan
sion (contraction) to be expected. But that does not follow.,
The DRCs do inform us in principle whether production in particular
industries should be expanded or contracted in general equilibrium without
protection, because DRCs are supposed to be measured at shadow prices for
domestic resources under :onditions of nonprotected general equilibrium, and
should be compared with the equiibrium shadow exchange rate. Note, how
ever, that even if we limit ourselves to ranking industries, we now have to
know the shadow factor prices. The crux of the matter is, of course, that we
do not really know these shadow prices. As a matter of fact, what we have
used in the calculations leading to the DRCs in Table 7-1 are the (actual or
imputed) market prices of labor, land, and capital (and nontradables) in
Egypt for 1961, 1963, and 1964, respectively.
Since the questions that the ERPs and DRCs attempt to answer are im
portant, indeed, for appraising current economic policies and production and
development potentialities, and since neither measure is satisfactory as to
either th(eretical soundness or computational accuracy, we try a different ap
proach to ihese questions in the following section. Finally, the results of these
three approaches to an evaluation of Egypt's agricultural policies will be
compared.
AN ATTEMPT TO QUANTIFY THE SUBOPTIMALITY
OF CROP POLICIES, 1962-1968
During the last decade, the Egyptian government has had, as we know,
the power and machinery to interfere systematically with both agriculturai
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prices and cropping patterns. Certainly, domestic prices differed from inter
national prices, and acreages cou!d differ from what cultivators would hav
chosen them to be at the given domestic prices.
From an efficiency point of view, the basic question is whether actua
crop areas differed from the optimal level at the given international prices
After all, the government might just conceivably have interfered with cro
areas t.) obtain an optimal pattern, even though domestic prices were no
aligned with international prices. And it might be perfectly rational to allocat(
resources via direct command and to use prices exclusively for solving target!
of income distribution. The problem is only to do it well! Since the Egyptiar
government has to some extent favored this kind of policy, it should not bc
assumed a priori that allocations of land by crop must have been suboptimal
just because ERPs and DRCs point in that direction at actual government.
determined ex-farm prices. Even less can we infer, under these circumstances,
the degree of misallocation of resources, the losses from inefficiency, and sc
forth from the size of ERPs and DRCs. In addition we have the general
problem that even at market-clearing prices, the ERPs and DRCs do nol
accurately indicate the allocational effects of intervention with inputs. The
actual outcome of price distortions must be studied together with direct inter
ference as compared with an optimal allocation before concluding whethel
government direct intef'vention has led toward or away from the optimum.
To calculate an optimal cropping pattern at given international prices
would be a formidable exercise in operations analysis, and the information
needed would probably not be available." Hence, we have chosen a simpler,
indirect method which, if the underlying assumptions are correct, may permit
us to quantify the degree of suboptimality of the actual cropping pattern and
calculate the loss from such suboptimality. (For a detailed discussion of
,ncthodology and estimates, see Appendix A.)
Methodology.
Assume that we know what the area response functions are for individual
crops in the complete absence of direct government intervention with areas.
Such response functions would tell us how cultivators actually reacted in the
past to changes in prices and other relevant circumstances, such as yields,
available area, labor, water supply, and so forth. Let the response functions
be of the Nerlove type. We can then predict crop areas for a period with
government controls on the assumption of (1) actual domestic prices and
actual (short-term) response functions; (2) actual international prices and
actual (short-term) r..sponse functions; and (3) actual international prices
and hypothetical instantaneous long-term adjustment.
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A comparison between prediction I and actual crop areas will yield an
estimate of the extent to which the government's interference has forced culti
vators to deviate from the cropping pattern they would have chosen at the
given domestic prices without government area interference.
A comparison between prediction 2 and actual crop areas will tell us
whether or not government area interference has forced cultivators to adopt a
crop pattern similar to what they would have chosen themselves had the
domestic prices been equal to international prices. Should this happen to be
the case, the government has performed as well as the market forces would
have done at the given international prices without area controls.
A comparison between predictions 2 and I will show the difference be
tween the result of private market forces at actual domestic prices and at
perfectly free trade and thus illustrate the effects of price distortion.
A comparison between prediction 3 and actual crop area will indicate the
distance of the actual pattern from the optimal crop pattern-assuming that
the cultivators' long-term response is optimal. If the government could in
stantly accomplish a cropping pattern according to this prediction, area alloca
tion would be optimal and perhaps better than what the cultivators could ac
complish under free trade. It should be understood that such perfect planning
would require that there be no extra (social) costs involved in instantaneous
adjustment, and that the government be capable of making perfect forecasts of
both prices and yields for the crops to be sown. We assume that these condi
tions are fulfilled.
As Appendix A shows in detail, straightforward application of the con
ventional neoclassical trade model at given resources and Hicks-neutral tech
nical progress, linearization, and the introduction of a special variable, K (to
account for past government restrictions on cotton acreage) lead directly to
the following (reduced form) area response function of the Nerlove type:
A, = all + a21(F,-I + a 3 lA
+

a7

1

+

a 41A_..,

+ ao,1L + allIL.-

(1)

W1 + a 1 W-i + a01K + al,,n(Ai) -1,

where the a's are coefficients, A1 denotes area of crop i, A, total crop area, L,
total labor input in agriculture, W, total water supply (discharge of Nile at
Aswan), and K expresses government restrictions or, the cotton acreage. The
variable F expresses relative profitability of crop i and is defined as the ratio of
output value per feddan of crop i to a weighted average of output values per
feddan for all crops. F, is influenced by both relative prices and relative yields.
These response functions were estimated on the basis of data for the
years 1913 to 1961. The estimates-with K = 0-were then used for predic
tions I and 2 for the years 1962 to 1968. For prediction 3, the "optimal
area," we used the stationary form, deleting K,
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In both equations (1) and (2), the index r, attached to water, refers to
the months May-June for summtr and autumn crops and to September of the
preceding year for winter and perennial crops.
The results of the predictions are given in Appendix A, Table A-3, and
depicted in Charts 7-1 to 7-11. Three estimates were made of all response
functions, a least squares estimate (denoted L.S.), and instrumental variables
estimates, Step I (I.V.1) and Step 2 (I.V.2). Since the L.S. is biased and
I.V.2 has theoretical advantages over IN.A, we have used the I.V.2 estimate
wherever possible. However, in some cases this estimate had to be given up
for computational reasons, or it led to unstable response functions. In such
cases I.V. I was chosen. In one case I.V. I led to an unstable response function
and the L.S. had to be used. The charts indicate which estimate is uscd.
The Predictions for 1962-1968.
Our area response functions are estimated on the basis of data for tile
period 1913-1961. In applying the response functions to the years 1962 to
1968, the conventional procedure would be to compare predictions with actual
developments during these years to test the predictive power of our estimated
functions. We are prevented from proceeding like this because we know that
our functions are not well-specified for these years: government intervention
was much more extensive and took on other forms than during the estimation
period. Indeed, we want to use the deviation of actual from predicted acreage
as a measure of the impact of government intervention. This ieaves us in the
awkward position of having to accept our estimated response functions as
articles of faith for the period 1962-1968, although it is clear that, even if
the functions should happen to be correctly specified for 1913-1961, thaz may
not be the case for 19 6 2 -1968--quite apart from the problem of the nature
and extension of controls (for example, the effects of the radical change ir. the
water supply after 1964 may :iot be correctly described by the water variable
in the response functions).
A simple zest of the predictive power of our model could, nonetheless,
be made for 1962 because that year was relatively free from direct interven
tion in acreages: a comparison was made between the errors of prediction 1
and the errors of two "primitive" predictions. Prediction I was clearly superior
to both kinds of primitive prediction. This test offers us little comfort, how
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ever, because ours is the much more ambitious task of forecasting recursively
all the years from 1962 to 1968.
Moreover, it is very disturbing for an analysis of the predictions that
theoretical confidence limits for our kind of problem have not been established
to the best of our knowledge. A related problem is that, while the coefficient
of lagged relative output-value, F,, in all cases (except corn, millet, and
wheat, where the coefficient is very close to zero in any case) and the coeffi
cient for the lagged acreage (in most cases) are significantly different from
zero, the coefficients for the other determinants -total acreage, labor, and
water-more often than not are insignificant in regard to sign. This latter cir
cumstance is not without importance for total acreage and labor, although
these did not change much from 1962 to 1968; in relation to water it takes on
primary importance because water supply changed so much beginning with
1965, far beyond anything experienced during the period of estimation. All
we can do about this problem is to throw in whatever a priori knowledbe we
have about the influence of water on the individual crops.
We shall keLp these problems in mind in interpreting the predictions, and
consider for each particular crop whether other systematic factors beside con
trols may have caused actual developments to deviate from predictions or
whether some coefficients determined with great uncertainty are leading us
astray. But generally we are disregarding stochastic disturbances and treat our
estimated response functions as if they exactly and correctly explained the
development of crop acreages in the absence of controls-unless we have posi
tive reasons for not doing so.
COTTON

We know that cotton acreage has been subject to government interfer
ence and that 1965 was the year when the government's administrative capa
bility for controlling the cotton acreage was greatly enhanced through the
cooperative system.
A glance at Chart 7-1 immediately reveals that something dramatic hap
pened between 1964 and 1965. From 1962 through 1964, actual cotton acre
ages had been very close to the acreages predicted on the basis of actual
ex-farm prices, assuming no controls (prediction 1). In 1965, the actual acre
age jumped up by about 20 percent, while prediction I shows almost no
change for acreage. From 1965 onwards there are declines in both actual and
predicted area, with actual area running 200,000 to 300,000 feddan above the
forecast until 1968, when the gap shrinks to about 75,000 feddan.
There is little doubt that the upward shift in actual acreage in 1965 can
be ascribed to g(,vernment intervention. The acreage allotments to cofton were
1.8 million feddan for 1961 and 1962, but were lowered to 1.6 million fcddan
for 1963 and 1964. In 1964, the allotment was only slightly larger than actual
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Legend to Chart 7-1 to 7-11
Line I

represents area prediction I: farmers' response to actual domestic prices
Line2 represents area prediction 2: farmers' response to hypothetical domestic
prices = current international prices
Line3 represents area prediction ?: "optimal area," i.e., instantaneous long-term
adjustment to current international prices
Vertical line represents standard error of regression (SER)
Circles represent official acreage allotments (plans)
Individual years arc agricultural years: previous November I to current October 31
Sources: Actual area: NBER Worxing Paper 48, New York, 1975; predictions 1, 2,
and 3" Table A-3; SER: Table A-2; official acreage allotments: Ministry of Planning,
Cairo. We have assumed that the Ministry's "year" is the budget year and that the tops
r
are included in the budget year in which they are harvested-the only solution for making
the Ministry of Planning data consistent with those of the Ministry of Agriculture.
CHART 7-1
Cotton: Actual versus Predicted Crop Areas
Thousand feddan
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acreage.' ° With little administrative power behind them, the allotments for
those ycars were probably little more than passive predictions. For 1965, how
ever, the allotment was inc.-eased to 1.95 million feddan.' The upward shift
in actual acreage by 0.3 million feddan in 1965 reflects both the increased
allotment and the strengthened arn of the government.
The change in water supply in 1965 stemming from the High Dam at
Aswan can easily be dismissed as a possible cxplanation of the upward shift
in actual acreage. Taking our response function at face value, the increased
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water supply that year should have led to a fall in th: cotton acreage; both in
the short and the long run, water is estimated to have a negative (albeit insig
nificant at the 5 percent level) impact on cotton acreage (ree Appendix A,
Table A-2). It might be argued, however, that the response function does not
correctively identify the impact of water supply on cotton acreage. While un
doubtedly in the short term greater water supply leads to more rice cultivation
at the expense of other summer crops, including cotton, in the long term in
creased summer water supply has historically gone together with an increase in
perennial irrigation and in total summer crop acreage-and therefore in cotton
cultivation. Our response function includes both total crop acreage and water
supply as explanatory variables, and due to the long-term correlation between
these two, our estimates may not correctly distribute their roles.' 2 At any rate,
the positive long-term effect of water supply on the cotton acreage should
work through an expansion of perennial irrigation, and we know that conver
sion in Upper Egypt from basin to perennial irriation, which should be one
of the majoi benefits of the High Dam, did not take place immediately after
the closure of the Dam and had made only partial progress by the end of the
sixties.
But the possibility should not be excluded that part of the downward
trend in all three predictions from 1965 on is due to mis-specification in this
regard. Also, note the low significance of the negative sign of the coefficients
for water. Disregarding the change in water supply as of 1964, prediction 3
("optimal acreage") would show only a slight decline in 1965 and 1964; and
1968 would again be about the same as in 1964. Since relative output value
at domestic prices, Fott.o, fell sharply iu 1965 and 1966, predictions 1 and 2
would show a decline in 1966 and 1967, even apart from water.
Why, then, did the authorities push cotton acreage so strongly in 1965?
It is clear that export considerations were responsible, but not nearly as clear
how the authorities reacled their decision. Having ro information about the
government's internal deliberations, we hw',e to infer our answers from cir
cumstantial evidence. The strong fall in "optimal acreage," as just pointed
out, may not be significant, but there is nothing to indicate that the true opti
mum should be larger than for 1964; on the contrary, the relative output-value
of cotton was lower in 1965 than in 1964. It is true that prediction 2, show
ing farmers' hypothetical short-term response to international prices did point
to a substantially larger acreage in 1964 than the actual one (almost 0.2 mil
lion feddan), and to a continued high level for 1965. The acreage increase
in 1965 could thus be interpreted as a delayed government overreaction to
international prices, as if the authorities had reacted to international prices in
much the same way as the farmers had done in the past. It appears, however,
that the reactions of the authorities were based, rather, on some kind of "com
modity balance" thinking. When export sales were brisk and stocks depleted
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TABLE 7-4
Cotton Acreage, Export Volume, and International Prices,
1962-63 to 1968-69

Acreage
(000 feddan)
Actual
Allotted

Export Volume
(000 MK)'

Relative Output
Value at
International
Prices
(F,,tto)h
(Index)

International
Cotton

Price
(XE per MT)

1962-63

1,627

1963-64
1964-65

1,627
1,611

1,850
1,630

2.06
1.97

303
311

1965-66
1966-67
1967-68

5,835
6,843

1,900
1,859
1,626

2.11

1,950
1,900
n.a.

353

1968-69

6,848
6,043
5,194

1,464

1,600

1.84
1.86
2.04

4,783

345
365
416

2.20

457

6,061

NOTE: The year is the cotton year September I-August
31. The acreage is for the crop har
vested at the beginning of the cotton year and sown at the middle
of the preceding cotton year;
the figures are for acreage sown.
SOURCES: Acreage: B. Hansen and K. Nashashibi, NBER
Working Paper No. 48, New York,
1975; F-0 0,, : Table A-4; international cotton price: B.
Hansen and K. Nashashibi, ibid., Table
17; export
volume: Economic Bullctin, N.B.E.,

a. MK = metric kantars (= 50 kg).
b. See Table A-4.

1969.

in 1964, the government reacted by expanding the cotton acreage,
and a sort
of "cobweb cycle" was generated during these years, with acreage
lagging one
year behind the export volume. Table 7-4 gives figures for
acreage,
volume, relative output-value of cotton in terms of international export
prices

(F,,,,,, and the international cotton price itself.
While export volume, relative output value in terms
of international
prices, as well as the international cotton price, all could
explain the acreage
expansion from 1964 to 1965, only the (lagged) export
volume can explain
the subsequent development: a continued large allotment
and cotton acreage
in 1966, followed by a fall in acreage in 1967 and 1968.
(We are assuming

that the actual acreage in 1967-68 roughly reflect the allotments.)
The allot
ment for cotton was cut down from the 1967 level to about
1.6 million

feddan
in 1968.13 The export volume in a particular year is, in turn,
determined by
foreign demand, Egyptian acreage, yield, and surplus stocks.
Since the Egyp
tian authorities are known to think in terms of commodity balances,
it seems
ciear that we have here the basic explanation of the cotton
acreage policy.
More appropriate forecasting methods would clearly have
led to a different
acreage policy.
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How suboptimal was the cotton acreage policy?
of the optimal area (prediction 3) at face value, it wouldTaking our prediction
seem that, after hav
ing been somewhat below optimal from 1962 through
1964, the actual area
was about 0.4 million feddan too large in 1965 and
1966. This amounts to a
misallocation of about 4 percent of the total crop
area in the country. The
downtrend in the predicted optimal area from 1965
on is due exclusively to
the enlarged water supply. As already pointed out,
our estimated response
function may exaggerate the negative effects of water
on the cotton acreage.
The relative output-value of cotton-Fcott,,l-was about
the same in 1967 as
in 1962, and the same in 1968 as in 1964. We cannot
exclude the possibility
that the cotton acreage was again about optimal already
in 1967 and that it
even may have been suboptimal in 1968. All we can
say with some confidence,
therefore, is that the cotton acreage in 1965 and
1966 was significantly
higher-perhaps more than 25 percent-than the true
optimum, whereas for
the other years it may not have been very different from
the optimum.
RICE

Rice is the second big export crop the government was
much concerned
about during the sixties. Here, too, it is immediately
clear from Chart 7-2
CHART 7-2
Rice: Actual versus Predicted Crop Areas
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that something dramatic happened around 1965; while prediction 1
(farmers'
response at actual ex-farm prices without controls) prints to a strong
increase
that year, actual acreage fell substantially. Clearly this was an inevitable
result
of the increase in cotton acreage. The government could not push up
the cot
ton acreage by 300,000 feddan without causing the acreage for other
summer
crops (rice and maize) to fall.
The picture is complicated by the fact that prediction 1, based on actual
ex-farm prices, indicates a much lower rice acreage than the actual
one from
1962 through 1964. Most probably it is again the water supply variable
that
causes problems. We note first (Appendix A, Table A-2) that the
unlagged
water coefficient in the estimated response function for rice is large,
highly
significant, and positive, as should be expected, while the lagged
coefficient
is small and insignificant. It should also be recalled that, as an indicator
of
water supply, we have used the monthly discharge of the Nile at
Aswan in
May-June. The discharge at Aswan at a given point of time may
be a rela
tively poor indicator for the simultaneous water supply to the fields
Delta, where most of the rice is grown (see Chapter 6, p. 146). Since in the
the need
for boosting exports began to be felt strongly already in 1961, when
both the
cotton and rice crops failed and exchange reserves were exhausted, the
authori
ties were apparently able to shift the irrigation patterns to the advantage
of
rice cultivation-hence the high level of actual rice acreage from
1962 to
1964.14 Note that the actual acreages in 1962 and 1963 correspond
to
plans. For 1964 the plan was unrealistically high, but acreage continued the
to
increase.1"
All this, however, does not imply that rice cultivation should have dimin
ished when summer water supply increased in 1965. Plan figures
for 1965
are not available, but in this year the authorities must have deliberately
sacri
ficed rice acreage to expand cotton acreage. They may have been
influenced
by the fact that the relative output-value of rice-Fr,.,.-in terms of
interna
tional prices fell by about 8 percent from 1963 to 1964. Also, in
1966, for
which the plan is again available, rice acreage was kept down despite
a strong
fall in the relative international output-value of cotton and an almost
equally
sharp rise in that of rice. Only when the cotton acreage was allowed
to decline
in 1967 and 1968 did the rice acreage increase. Thus, both cotton
and rice
(as well as corn, see below) acreages seem to have been controlled
largely in
response to the exports of cotton, with a one year lag. This is not an
optimal
system of control-unless, of course, the Egyptian acreage policies were
linked
to the bilateral trade agreements with and the demands from the Soviet
Union.
In fact, the fluctuations in cotton exports seem to have been geared
to the
yield of long staple cotton in the Soviet Union, and to some extent
Egyp'ian
agriculture thus may have served as a buffer for unexpected cotton
crop
fluctuations in the Soviet Union.
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How far, then, was the actual rice acreage off
the optimum? If we admit
that our water specification may be deficient
by
ignoring
the storage possibili
ties in the Delta' O and by exaggerating the
impact of water from 1965 on,' 7
there is little we can say except that the rice
tially below the optimum level in 1965 and acreage must have been substan
1966, and perhaps also in 1967
and 1968.
CORN

Corn is the third big summer-autumn crop
to be influenced by the policy
changes in 1965. We find that prediction
1, based on actual ex-farm prices,
explains the actual acreage fairly well until
1964, although the direction of
change is wrong. In 1965, contrary to the
forecast of a continued increase,
there is a substantial drop in the corn acreage,
as should be expected consider
ing the expansion in cotton acreage. It should
be recalled that the authorities
had good reasons for planning a decline in
the production of cereals for do
mestic consumption from 1962 to i965 (and
perhaps even 1966). The inflow
of PL480 aid reached a high level during this
period, and, although American
corn is not a good substitute for Egyptian "durra"
as a food grain, one should
certainly expect some impact on domestic production.
In fact, the government
planned for a Gharp contraction in corn acreage
already in 1964, probably
related to the excessive expansion planned
for rice.
The forecasts for the (total) corn acreage
autumn (short season) to summer (full season) hide the strong shift from
corn that took place mainly
after 1964, partly made possible by the increase
in water supply during the
spring. The yield of summer corn is about
50 percent higher than that of
CHART 7-3

Corn: Actual versus Predicted Crop Areas
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autumn corn. Our estimates for the period 1913-1961 show a negative, albeit
small, impact of the greater water supply on total corn acreage, but our model
does not distinguish between summer and autumn corn. Since an increase in
water supply, however, raises average yield through the relative increase of
summer corn,'it also raises output value per feddan and thereby the F-variable.
For corn, the water and the F-variable tend to be correlated, and possibly our
estimate may not distribute the roles played by water supply and relative
profitability correctly.
We note, nonetheless, that prediction 3 (the optimal acreage) predicts
the movements of the actual acreage during the whole period fairly well,
though with a slight upward drift, suggesting that government interference
may have brought the acreage closer to optimum than the price mechanisms
under free trade might have done.
MILLET

This subsistence food grain is mainly grown in Upper Egypt, and we
should not expect cotton controls to have significant repercussions on its acre
age. Atual acreage has bcen expanding slowly (together with labor), whereas
the forecast at actual ex-farm orices first shows a slow decrease until 1965
and then a rapid increase. Th ; actual development follows planned acreage
fairly accurately and it would seem that here government interference could
be the proper explanation for the increase in acreage.
CHART 7-4
Millet: Actual versus Predicted Crop Areas
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WHEAT

One would be inclined to expect that during the years of the PL480
wheat inflow government efforts were directed at limiting the wheat area and
that, once PL480 aid was cut off and wheat supply suddenly became a serious
problem, planning aimed at increasing the wheat area. Actually, availLble
acreage plan figures show almost the opposite development (see Chart 7-5).
Through 1963 the planned area was kept constant at 1.475 million feddhn.
It was increased to 1.575 million feddan for 1964-before there was aiy
doubt about the continuation of PL480 aid. The uptrend continued to !.672
million feddan for 1965, but here we might see the influence of deteriorating
relations with the United States, although the wheat shipment agreement did
not lapse until July 1965 and a six-month extension was then obtained. The
plan figure for 1966 is, unfortunately, not available, but for 1967 (that is, for
the wheat crop sown in November-December 1966) the planned area was
cut down to 1.338 million feddan.
These developments in the planned wheat area are hard to understand,
unless the Egyptian requests for PL480 shipments are seen as stemming from
the shortfalls of the actual areas as compared with the planned ones and,
hence, of actual as compared with planned production. But then we have to
explain why the actual wheat acreage fell so sharF'y until 1965 and then
started increasing again, thus moving opposite lo the plan figures. Our model
does not help us to understand this discrepancy; prediction 1 (at actual exCHART 7-5

Wheat: Actual versus Predicted Crop Areas
Thousand feddan
1,700"

0-

1,600-

o

S

1,500(,
1,4=

1,200-

2

,,

Actual0

1,30019

-

1,100

0

1961

'62

'63

'64

'65

'66

'67

'68

180

PROTECTION, CONTROLS, AND COMPETITIVENESS IN AGRICULTURE

farm prices) points to a steady increase in the wheat area over the whole
period from 1962 to 1968.
This is a situation where a general economist would see no problems. A
glance at the relative wheat price, or, better still, the relative profitability indi
cator, F, in Appendix A (Table A-4) seems to explain everything fairly well.
For wheat, F, calculated at ex-farm prices, fell by 25 percent from 1961 to
1964 and rose by 8 percent from 1964 to 1967. From 1962 to 1965 the acre
age fell by 20 percent, and, at a short-term price elasticity of 0.8, the drop
would be explained (assuming a one-year lag) by relative profitability. Profit
ability explains less of the increase from 1964 to 1967, unless we assume a
somewhat higher short-term elasticity. A priori, such elasticities would look
a bit high, but not impossible. The problem is that our econometric estimates
for 1913-1961 yield a very low short-term F elasticity for wheat-0.03. It is
true that the estimate for the coefficient of F is very imprecise, but even if
we assume the coefficient's value to be equal to the estimate plus three stan
dard deviations, the elasticity would still reach only 0.15.
This raises the question whether :he elasticity of the wheat acreage with
respect to F may have increased drastically from the 1913-1961 period to the
predictioz period. It stands to !eason that over time wheat has become less
and less of a subsistence crop; this in itself tends to increase elasticity. An
important contributing factor might also be the compulsory delivery of wheat.
During the period of prediction, farmers were obligated to deliver a certain
proportion of their wheat crop to the government at relatively low fixed pro
ducer's prices. The average ex-farm price actually obtained by the farmers
should reflect this arrangement for farmers who normally sold the wheat crop.
But for subsistence croppers it may h.,ve also meant forced sales beyond what
they would normally have contemplated. If wheat was suddenly forcibly trans
formed this way into a (low-priced) cash crop, it made sense for farmers to
shift to a more profitable cash crop or to a subsistence crop without compul
sory deliveries-hence the higher response elasticity during the period of
prediction.
We note that from 1963 onward actual acreage was below the optimal
level. The sudden growth in optimal acreage from 1965 to 1966 is related to
the diminution in the September flow of water at Aswan. Our response func
tions show wheat as negatively dependent upon water supply, but the rela
tively large coefficients are not significantly different from zero even at the 5
percent level, and a priori there seems to be no reason for such a strong nega
tive relationship. With a price elasticity close to zero, the tne optimal area
may therefore have been of the same order of magnitude in 196. as in 1962,
and by 1968 the actual area could have become approximately optimal again.
Thus, it would seem that the actual wheat area was substantially below the
true optimum from 1963 to 1967. This result is of some interest because it is
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frequently contended by specialists that wheat is an inferior crop that should
not be grown in Egypt to any significant extent. '
The conclusion would thus appear to be that the reduction in the actual
wheat acreage and its suboptimality were, indeed, a consequence of govern
ment intervention, albeit not via acreage but via compulsory deliveries at low
prices. The latter, obviously intended to increase urban supply, was thus
counterproductive in regard to area cultivated. The efforts to bolster wheat
acreage and, at the same time, enforce deliveries at low prices were incon
sistent measures, with the latter taking the upper hand in affecting actual
acreage.
BARLEY

Barley is the crop for which the deficiencies of specification in the acreage
response function may be most serious. To the extent that it grows on the
coastal strip, it depends on rainfall rather than on Nile water. It is not gen
erally part of the standard rotations and does not compete with other crops.
Nonetheless, there is a partly significant, strongly negative influence from the
CHART 7-6
Barley: Actual versus Predicted Crop Areas
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water variable. The barley acreage diminished strongly from 1913 to 1961,
together with the expansion of cotton in the northern part of the Delta along
side the increase in water supply; but this historical relation does not exist any
longer. Prediction I explains the actual acreage fairly well, although it is per
sistently running at a slightly higher level. This may be due to government
interference-beginning with 1963, barley was banned in certain regions in
the northern part of the Delta. According to prediction 3, barley should not
have been grown at all in 1962 and 1965, the optimal acreage being negative
for these years. From 1965 to 1966, the optimal acreage shoots up to 10 times
the actual acreage. This enormous increase is exclusively related to the fall in
the September flood discharge at Aswan from 1965 on. It might have been
better to forecast without using the water variable after that time, in which
case the optimal acreage would have become negative for all three years from
1965 to 1968. This prediction for the optimum for 1962-1968 probably cor
rectly reflects the fate of barley in the standard rotation but cannot be true for
the coastal strip, where nothing else can be grown.
WINTER ONIONS

Although onions arc a secondary, albeit potentially important, export
crop, the government has always been interested in promoting their cultiva
tion. The actual acreage from 1963 to 1968 was somewhat larger than pre
diction 1, the difference probably indicating government interference. Plan
figures are available but appear to be simple, passive forecasts. It is note
worthy that prediction 2 (farmers' hypothetical response at international
prices) predicts the actual area with great precision. The optimal acreage,
CHART 7-7
Onions (Winter): Actual versus Predicted Crop Areas
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according to prediction 3, in 1962 was somewhat higher
than the actual area,
but then runs somewhat below it until 1965, when it
drops substantially. This
drop is related to the change in water supply. and once
more the possibility of
mis-specification has to be considered.
The estimate of the response function shows positive
but insignificant
coefficients for the water variable. These may be
expected to have positive
signs, onions being highly dependent upon water supply.
They are sensitive,
however, to overwatering, so that a linear specification
may be wrong, and
the sharp reduction in the September 1965 discharge
need not necessarily
imply that winter onions on land with perennial irrigation
got less water than
before. The decisive factor after 1965 is, rather, that
basin
irrigation dimin
ished and perennial irrigation expanded, and this should
have a positive effect
on the onion acreage. Prediction 3 should probably
be disregarded altogether
for the years 1966, 1967, and 1968, when the true optimal
acreage may have
been increasing.
BEANS

Here is a crop with an almost perfect explanation by
prediction I (farm
ers' response to actual ex-farm prices) of the actual
area. This could be taken
to mean that direct government intervention with the
acreage has been negli
gible or totally unsuccessful.19 Plan figures are available;
they tend to be at the
level of the actual figures, and are probably passive forecasts.
CHART 7-8
Beans: Actual versus Predicted Crop Areas
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CHART 7-9
Lentils: Actual verms P.vdicted Crop Arm
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The optimal acreage, according to prediction 3, is much lower than actual
acreage. Note that the estimated coefficients for the influence of water supply
are very small. Thus, the predictions are little influenced by the changes
in
water supply.
The picture corroborates our previous findings that beans are the
most

strongly protected crop in Egypt.
LENTILS

The situation is much the same here as with beans; actual ex-farm prices
(prediction 1)explain the actual acreage very well from 1962 to 1968, par
ticularly the steep decline from 1965 to 1968.
The optimal acreage of prediction 3 is running substantially beluw actual
acreage through 1967. The influence of water is considerable, but it is
not
clear whether there is any mis-specification here. The negative lagged effect
of water is highly significant.
HELBA (feiugreek)
International prices were not available, and only prediction 1 could be
used. Controls have probably been of little consequence for this small crop.
CANE

The major part of the areage isgrown under contract with the state
owned sugar factories, and the government is always able to fix upper limits

THE IMPACT OF PROTECTION AND CONTROLS ONl
AGRICULTURE

185

CHART 7-10

Helba: Actual vensur Predicted Crop Areas
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to the area cultivated. After the introduction of cooperatives,
it has probably
also been capable of exerting downward control over
the contractual acreage,
imposing upon the farmers the acreage allotted to caae
in the annual plan.

Actual cx-farm prices (prediction I1)point to a declining acreage
1962 to 1966 and to a slight rise thereafter, increasingly below the levelfromn
of

actual acreage. There is little doubt that the government exerts a decisive
influ
ence on acreage here.
The optimal acreage under prediction 3 reflects the violent fluctuations
in the world price of sugar. At the peak of the world price in 1963,
the actual
area seems to have been about optimal. When world market prices,
beginning
in 1965, became more normal, the optimum seems to have been
only some
30 to 40 thousand feddan, about one-quarter of the actual acreage.
The co
efficients of the water variable in the estimated response function are
relatively
small and there is nothing to indicate serious mis-specification for
this crop.
It should be emphasized that the international prices used for
cane in
predictions 2 and 3 are f.o.b.-based, imputed cane prices. Had
c.i.f.-based
prices been used (as in the case of the ERP and DRC estimates
for sugar),
the optimal cane acreage would have been 10-15 percent higher
(see, further,
Chapter 8, p. 239).
Problems of Measuring the Loss from Misallocation.
The concepts of ERP and DRC were originally established to
indicate
misallocation of resources via price distortions for commodities,
or the loss
from misallocation. It is easy to set up a formula for the total loss
assuming
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CHART 7-11
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our model to be a correct specification (excluding, among other things, pro
duced inputs).
Let f as superscript denote foreign and d domestic. The
loss is then
measured by

I pi qi- Ip, q,

(3)

where q, and q are the quantities produced when producer
prices equal for
eign and domestic prices, respectively, and producers in
both cases are as.
sumed to maximize the total crop value at actual producer
prices. Note t
difference between equation (3) and the ERP, which
is based on the ex
pression

7,#q,'-,,plq ,.
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With a well-behaved community inO'fference map, expression (3) will measure
(at least ordinally) the potential welfare loss from price dist'tion.2 (We
could normalize (3) through dividing by pf q1, but it is immaterial for what
follows.)
Considering the infinitesimal case where actual domestic prices deviate
from international prices by dpi, the loss is
:iptdq,

(4)
which by assumption is nonpositive, and negative if any dq, -A0.
In our model the production functions are (see Appendix A, equation 1):
qj = y,(A , L 1, W1) = q1(yi, A,,L 1, Wj)

where in optimum A, = Al(F A, L, W), Li = L,(Fi, A, L, W) and
Wi = W, (Fi, A, L, W). We have thus
dqi = [q'a( A'r,

q'.,, L'+ ,+ q'nri W'pl] , dFi,

(5)

assuming yl, A, L, and W to be constant. Recalling the definition of Fj (see
Appendix A), insertion of (5) into (4) leads, after some rearrangement, to
the following expression for the loss:
,t
1[e',e AjA'
+F'e.' el.' F,+ e'I We' p[ q [dPi :wiy'dP]
kJ
Lpi lwyop-

(6)

where the es are partial (long-term) elasticities of the superscript with respect
to the subscript. Replacing the first square bracket by Ell',
, the total elasticity
of output with respect to relative output-value, (6) reduces to

rFqi..p{Il . . - Y.w'y'dp'l
Apq(. LEP[i

iwiylpf T

(6')

We, thus, find the total loss by multiplying for each crop the total crop
value, p! qi (at optimum at international prices), by the (total long-term)
supply elasticity, E', with respect to relative output-value, and by the dif
ference between the nominal rate of protection for the crop itself and the
(weighted) average nominal rate of protecti n for all crops. Note that the
loss becomes zero when all crops enjoy the same rate of protection. An im
portant implication is that if the only protection (negative or positive) is a
general over- or undervaluation of the cu rrency, there will be no loss from
price distortion. This result is closely related to the fact that our model assumes
completcly flexible factor prices.
Equation (6') lends itself to quantification, but requires estimation of all
supply functions; we have made no attempt to estimate supply functions and
would, in any case, miss one of the more important ones, that for clover. If
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supply functions are not available, we could work on the basis
of equation
(6). The latter, however, requires estimation of both production
for all crops and response functions for all primary inputs--land, functions
labor, and
water-which is not feasible because information about inputs
by crop is
available only for land.
It might be thought that total loss from acreage misallocation
could be
obtained as the sum of the differences between optimal area
(prediction 3)
and actual area multiplied by domestic values added (DVA)
per feddan at
international prices, assuming that the difference between total
total optimal area would be cultivated by clover. A crude calculationactual and
for 1963
made on this basis shows a total loss of about £E9 million,
or about 2
percent of total domestic value added at international prices
for the crops
covered. Such a calculation is, however, entirely unreliable since
it is based on
average DVA per feddan calculated at international prices, given
the actual
distortion. There were large differences between average DVA
per feddan at
international prices in 1963, and it is easy to visualize a deviation
optimal crop pattern which, with this method of calculation, would from the
even show
a total gain. A correct method of calculation would be to take
the difference
between (a) the sum of optimal areas multiplied by DVA per
feddan at in
ternational prices and at optimal cropping and (b) the sum
of actual areas
multiplied by actual DVA per feddan at international prices. We
do not know,
however, the DVA per feddan that would prevail at optimal cropping.
Hence
we have to abstain from quantifying the total loss.
Ranking According to ERP, DRC, and Optimal Acreage.
As a basis for ranking crops according to effect of protection
on pro
duction we might use the quantity distortion
dq i -

E '

[dpi

_

w ydp j

(7)

On our assumptions here (no imported inputs), the ERP for
crop i is simply
dpt/pi. Hence, ranking is bound to be different on the two criteria,
unless the
supply elasticities, EA, are very similar for all crops.

Since we do not know the supply elasticities, we limit ourselves to study
ing the misallocation of land on the basis of our analysis of area
responses.
We can proceed in various ways. For example, we can compare the
optimal
acreage, prediction 3, with actual acreage and use the difference (divided
by
tha optimal acreage) as a measure of misallocation. This would yield
a
mea
sue of the combined effect of price distortion and direct government
inter
ference with acreage (disregarding random errors): A in Table 7-5.
We can also compare optimal acreage, prediction 3, with farmers'
re
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sponse to actual ex-farm prices, prediction 1, and use the
difference (divided
by optimal acreage) as a measure of the misallocation related
to price dis
tortions and market imperfections: B in Table 7-5.
Finally, we can compare farmers' response to actual ex
farm prices,
prediction 1, with farmers' response to international prices,
prediction 2, and
use the difference (divided by the latter acreage) as a measure
of the short
term misallocation related to price distortions: Cin Table 7-5.
The ranking of misallocation according to each one of
sures will be compared with the ranking according to ERP these three mea
and DRC.21 This
will throw light upon the latter two as measures of misallocation.
The only
year for which we can make this comparison is 1963, and
it is possible only
for the ten crops lifted in Table 7-5.
We note first why there is no perfect rank correlation between
ERP and
DRC: nontradea outputs and inputs are included, and the DRCs
are calculated
TABLE 7-5
Ranking of Crops in 1963 According to ERP, DRC,
and Alternative Measures of Acreage Misallocation
Rank in Decreasing Order
A
Crop

Cotton
Rice
Corn

Millet
Wheat
Barley
Onions
Beans
Lentils
Cane

ERPa

7
9

3
4-5
6
4-5
8
1
2
10

B

C

DRCa.b

(Actuai Arc Prediction 3)/
Prediction 3

(Prediction I Prediction 3)/
Prediction 3

(Prediction I Prediction 2)/
Prediction 2

7
8
5

9
8
7

6
10
5

8
10
7

2

5

3
4
10
1
6
9

8

10
4
2
1
3
6

6

4
3
7
1
2
9

5
4
9
I
2
3

NOTE: Spearman's rank correlation coefficient works out as
follows, with critical
levels at I percent and 5 percent probability at 0.76 and 0.56,
respectively:
ERP-DRC
0.75
ERP-C
0.57
ERP-A

0.45

DRC-A

DRC-C

0.10

ERP-B
DRC-B

A-B

0.84
0.59

0.41

B-C
A-C

0.67
0.45

a. According to Table 7-1.

b. DRC includes trade and transport margin.

0.50
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on the basis of imputed factor prices to adjust for
government controls over
land rentals and to allow for normal profits on capital.
It is also recalled that
what disturbs !he rank correlation between A, on
the one hand, and B and C,
on the other, is direct government interference with
acreages, as well r3 ran
dom disturbances, while the lack of perfect correlation
between B and C ex
presses differences between short- and long-term
misallocation of land.
As is to be expected, neither ERP nor DRC can be
used as an indicator
of the long-term misallocations related to both price
distortion and direct acre
age interference (including random disturbances).
The correlation coefficients
ERP-A and DRC-A are insignificant and very low
in the latter case.
The ERP could, however, be taken as a relatively
reliable indicator of
long-term and a weak indicator of short-term misallocation
resulting from
price distortions alone. The correlation coefficient
ERP-B is significant at the
1 percent level, and that of ERP-C, at the 5 percent
level.
The DRC, finally, can be used as a weak indicator
of long-term misalloca
tion stemming from price distortion, with the correlation
coefficient DRC-B
significant at the 5 percent level.
Needless to say, these results do not lend themselves
to generalizations
about the relative merits of different measures of
distortion. As it happens,
in this case the ERPs do, in fact, give a good indication
of the relative extent
to which acreages are off the optimum due to price
distortion. This may be
because the response elasticities with respect to price
arw quite similar here,
but it may also be related to the fact that the share
of purchased produced
inputs in Egyptian agriculture is so low that substitution
effects are negligible;
in that case the ERPs should, indeed, be correct indicators.
Conclusions.
In the preceding discussions it may not have been
easy to see the woods
for all the trees: there are many crops and many
years. We have, therefore,
tried to summarize our findings in regard to misallocation
of land in Table 7-6.
The table works with averages of the 1962-1968
prediction period presenting,
for each individual crop (except barley, for which
there are serious specifica
tion problems, and helba, for which international
prices are not available),
as well as for all crops taken together, averages of
the absolute deviations of
actual from optimal crop areas measured as a
percentage of the average
optimal area ("optimal" as defined by our model
and as measured by predic
tion 3). In proceeding like this, we have obviously
assumed that upward and
downwaid deviations are equally bad, and that
a deviation of two acres is
twice as bad as a deviation of one acre. 22 Our model
contains three factors
that contribute to making actual and optimal acreages
deviate, and Table 7-6
shows a breakdown of the deviations on this basis.
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TABLE 7-6
MIhhaloan ef Land, Average 1962-1968
(percent of optimal acreage)

Cotton
Rice
Corn
Millet
Wheat
Beans
Onions
Lentils
Cane
Total

Total
12.1
21.8
5.3
,.9
16.4
78.3
29.5
10.3
93.8
7.9

Deviation from Optimal Acreage
Due to
Imperfect
Due to Government Interference
Market
Price
Other
Forces
Total
Distortion Intervention
5.4
6.7
2.3
4.4
4.7
17.1
8.6
8.5
6.1
-0.8
-2.1
1.3
14.C
-5.1
-2.2
-2.9
2.1
14.3
0.9
13.4
37.4
40.9
36.3
4.6
25.7
3.8
-12.5
16.3
11.3
-1.0
2.2
-3.2
42.5
51.3
0.0
51.3
3.5

4.4

1.2

3.2

SouRCE: Our calcul.ations.
1. The market forces are imperfect. Farmers'
responses lead assymptoti
cally at best to the optimum in the long run, and
it may take considerable time
for actual acreage to reach the vicinity of the
optimum. If prices and other
conditions change continuously-and they do-farmers
will tend to be perma
nently off the optimum. We measure the impact
due to this factor as the
average of the absolute differences between predictions
2 and 3 (as percentages
of the average optimal area). Note that we
are here comparing the optimal
pattern with another hypothetical situation:
prediction 2 estimates what the
areas would have been had intriiati ;.al prices
prevailed in Egypt.
2. Government intervention in prices, however,
makes ex-farm prices
differ from free trade prices. The difference is
the price distortion, and we are
particularly interested in its impact on land
allocation.23 We measure the
impact of price distortion as the average of
the absolute differences between
predictions I and 2 (as a percentage of optimal
acreage), prediction 2 being
equal to prediction 3 minus the impact due to
imperfection of market forces
defined under 1. above.
3. After the impacts defined under 1. and
2.
account, a residual remains (the difference between have been taken into
prediction I and actual
area) that we ascribe to other kinds of government
intervention (like the
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cooperatives and the irrigation system). This residual is presented as "other
intervention" in Table 7-6. It should be recalled that it includes stochastic
disturbances, for which we have no measure. We hope that these may tend to
cancel each other out, but with averages based on only seven years we cannot
be sure of that.
Finally, a few remarks are in order to explain the total figures in the last
row. These were calculated by adding up the absolute average deviations
for the individual crops and relating them to the sum of all optimal acreages.
A positive deviation from the optimal acreage for one crop must, however,
have a tendency to be balanced by negative deviations for other crops (given
total acreage). Since this method of calculation accordingly involves double
counting, the resulting percentages were divided by two to obtain the figures in
the table.
Looking first at our estimates of the total deviation from optimal acreage
(first column), we find that it varies between 5 and 94 percent for individual
crops and approaches 8 percent for the total area. In other words, at least 8
percent of the total crop area was planted with the wrong crops.24 Almost half
of this (3.5 percent) can be ascribed to imperfections of the market forces; the
rest is due to government interference. Thus, the imperfections of the farmer
and the imperfections of government seem to have been on the same order of
magnitude. The trouble is that they have, on balance, been cumulative. Far
from improving upon the play of market forces, the government has just made
things worse in regard to land allocation. The picture is not a uniform one,
however. For three crops-corn, millet, and lentils-government interference
appears to have improved land allocation. But this must be fortuitous; the
government paid little attention to these crops in its allocation policies.
Price distortions account for a minor part of the misallocations ascribed
to government interference, only 1.2 percent out of 4.4 percent for the total
area. This result is not unexpected in view of the very lov price elasticities
found in this study. For the individual crops, the effects of price distortion are
generally small (rice, beans, and onions being the exceptions). For three
crops (corn, millet, and onions) the price distortions appear to have improved
the allocation of land, but, once again, this result was probably fortuitous.
The impact of "other (government) intervention," as measured here,
varied much from crop to crop and appears to have improved land allocation
for two crops, millet and lentils. In a previous section the question was raised
whether direct acreage controls could have been used by the government
for neutralizing allocational effects of price distortions made for income
distributional purposes. Effects of price distortions and other kinds of govern
ment intervention appear, indeed, to have tended to cancel e:ach other out for
three crops-corn, onions, and lentils. For two of these, however, the effects
of price distortions were such as to improve land allocation, and we have no
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reason for supposing that the government reasoned that out in advance. Again,
what happened was probably fortuitous. The important thing in this connec
tion is, of course, that for the big export crops, together with wheat and corn,
towards which the government's efforts were largely directed, "other interven
tion" served only to reinforce the misallocation due to price distortion.
Returning to the problem of the total loss incurred by misallocation of
land (already discussed on pp. 185-188), the 8 percent misallocation of the
total acreage might be taken as a starting point for cunjcctures about the total
loss. If nothing of value had been grown on this 8 percent, the total loss wou' '
have been about 8 percent of total output (given certain assumptions of
homogeneity of land), and this figure may serve as an upper limit to the
possible loss. But something of value, even at international prices, was, of
course, grown upon the misallocated land. Assuming, for example, that the
value of what was actually grown was about half the value of what should
optimally have been grown, the total loss would amount to about 4 percent
of the total crop, and about half of this, 2 percent, would be due to govern
ment inteiference. These losses are big enough to cause serious concern for a
poor country. On the national level, the equivalent of the loss, invested wisely,
could have increased the growth rate of per capita income by 1 or 2 percent,
or, at a given growth rate, could have served to make Egypt self-financing
during the sixties-free from those foreign exchange and balance of payments
problems that, to some extent, were the very excuse for intrc;ducing the
controls.
A final caveat: the results obtained from this econometric exercise are,
of course, no better than the model and the statistical estimates upon which
it is based. In the light of all the objections we ours.lves have raised against
the model, the whole exercise should perhaps be viewed mainly as an illustra
tion of a methodology for studying suboptimalities arising from price distortion
and direct interference with agricultural production. Here we shall only repeat
one crucial assumption, previously emphasized: that instantaneous adjustment
to the long-terr state at any moment would be cost-free. Hence, our identifi
cation of long-term response and optimum.
The delayed response of farmers is partly related to adjustments of price
and yield expectations, partly to possible costs inherent in changing rotations
suddenly. We have assumed that expectational adjustments are the dominant
factor, and that ideally correct forecasts could be obtained at negligible costs.
Of course, it could have been the costs of changing rotations that were the
decisive factor, although we do not think so. In that case we could have,
as
another extreme assumption, identified the optimum with prediction 2, farmeis'
hypothetical short-term response at international prices. Then there would be
no loss from the imperfection of market forces-indeed, the assumption would
be that market forces are perfect-and there would be no room ior improving
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land allocation through direct government intervention with acreage. It is
clear that we would once again find price distortions to have been a minor
factor in creating misallocation of land as compared with direct government
intervention.
The truth probably lies, as usual, between the extremes---closer, in our
view, to the first extreme than to the second. It would certainly be ridiculous
to assume that peasants are perfect price forecasters; the costs involved in
sudden changes of cropping patterns are more difficult to ascertain.
AGRICULTURAL PRICING AND INCOME
DISTRIBUTION
Apart from the inevitable intervention through the management of the irriga
tion system, direct interference with crop rotations and acreages was largely
absent in 1961, at least outside the land reform estates (about 10 percent of
the cultivated area at that time). Since prices had been fairly stable for some
years, it can probably be assumed that the composition of crops was roughly
in equilibrium at the existing domestic prices. Thus, 1961 is a convenient year
for examining the income-distributional effects of the government's agricultural
pricing policies. Adjustment must be made, however, for the cotton crop failure
that year.
We have already seen that, in applying an elaborate crop rotation sys
tem, most Egyptian farmers are multicroppers (cane and fruit growers being
the major exceptions), but it is still possible to classify them by major crop.
For example, farmers on a two-year rotation with cotton and no rice are
particularly dependent upon cotton prices, while in the North farmers may
grow rice every year with no cotton and are thus mainly dependent upon the
ricT price. To equalize agricultural income, therefore, it was a natural step for
the government--on top of the land reforms---to attempt equalizing farmers'
income from various crops.
The income position of the farmers, however, depends critically on
whether they are owner-cultivators or tenants (sharecroppers), and on the
extent to which they employ hired labor (small farmers hire less labor per
feddan than big farmers). Table 7-7 shows income per feddan for owner
cultivators and tenants, with all or no labor hired, calculated on the basis of
actual domestic and international prices, respectively. Income for an owner
cultivator who hires all labor is defined as the (maximum) land rental plus
actual (residual) surplus to capital and management. For an owner-cultivator
with no hired labor, income consists of land rental, imputed payment for the
cultivator and his family's labor, plus actual (residual) surplus to capital and
management. Income of a tenant is the same as that of an owner-cultivator

TABLE 7-7

Income In Agriculture, 1961
(ZE per feddan)

Income at Actual Prices
Owner-Cultivated
Crop
Cottonb
Rice
Millet
Sesame
Peanuts
Corn (summer)
Corn (autumn)
Wheat
Barley
Beans
Lentils
Onions (winter)
Chick-peas
Sugar cane

All Labor No Labor
Hired
Hired
45.580
18.554
21.163
22.001
19.775
20.413
11.859
23.398
18.168
21.657
27.434
58.899
54.274
48.912

56.660
26.504
27.283
26.151
28.375
24.733
16.178
26.678
20.768
24.317
30.364
66.589
57.394
58.642

Tenant

Income at International, Imputed Pricesu

Owner-Cultivated

Tenant
All Labor No Labor

All Labor
Hired

No Labor
Hired

All Labor

No Labor

Hired

Hired

Hired

Hired

24.230
6.660
13.023
15.031
10.155
11.793
3.239
4.795
5.262
9.827
13.274
43.379
40.134
24.632

35.310
14.610
19.143
19.081
18.755
16.113
7.559
8.075
7.862
12.487
16.184
51.069
43.254
34.362

44.258
25.02*
14.317
12.008
47.580
12.887
6.558
16.707
17.306
9.647
25.862
78.577
31.333

55.338
32.971
20.437
16.158
56.180
17.207
10.874
19.987
19.906
12.407
28.772
86.267
34.453

15.435
13.127
3.328
2.998
34.593
1.250
-5.083
-1.896
4.400
-6.223
6.719
57.625
12.244

26.515
21.077
9.448
6.748
43.193
5.570
-0.763
1.384
7.000
-3.563
9.629
65.315
15.364

-

-

-

-

NomE: It is difficult to give figures for income from sugar
cane at international prices. Results depend upon the extent
the loss or gain for the integrated industry is passed on to
the sugar cane cultivators.
SOURCE: Hansen and Nashashibi, NBER Working Paper
No. 48. New York, 1975, Tables 2 and 5.
a. With deduction of 10 percent trade and transport margin.
b. Calculated at normal yields of lint and seeds.
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after deduction of land rental. It should be recalled that in 1961 the maximum
rentals were considerably lower than hypothetical market rentals; the residual
surplus to capital and management thus includes part of the true rent of land
for both owner-cultivator and tenant (unless he pays black market rentals).
The maximum-rental policy (with a ban on short-term tenure and other
measures to give the tenant a more secure position) was designed to resolve
the special income-distributional problems between tenants and owners.
All Egyptian farmers, even the smallest peasants, hire labor, but for very
small peasants, whether owner-cultivators or tenants, income calculated on
the assumption of no hired labor may be fairly representative. In its price
policies the government certainly had the small peasants in mind; it is more
difficult to know whether it was concerned with small owner-cultivators, small
tenants, or both. The special measures taken to regulate the tenant-owner
problem suggest that the government mainly looked to the small owner
cultivator in its price policy.
Table 7-7 shows a remarkable similarity in the income per feddan for
all crops of owner-cultivators with no hired labor. Rice, millet, sesame, pea
nuts, summer corn, wheat, barley, beans, and lentils are all within the range
of £E20-30. Cotton income was much higher, almost £E57 per feddan.
Cotton, however, should be evaluated together with a one-cut crop of clover
(berseem), and it should be taken into account that cotton plus a one-cut
clover crop occupy the field for twelve months, while the crops listed above
are in the fields for only about six months. On a six-month basis, cotton plus
clover would not yield much more than £E30 per feddan. A similar argument
applies to cane, which is in the fields twelve months per year; calculated on a
half-yearly basis, the income from cane is £E29 per feddan. The only crops
with income per feddan on a half-yearly basis that deviate substantially from
the £E20-30 per feddan level are winter onions and chick-peas, occupying
the fields seven to eight months and yielding an income of more than £E40
on a half-yearly basis; but these are minor crops. For tenants with no hired
labor, the differences in income from various crops are more pronounced.
At international prices, incomes of owner-cultivators (and even more so,
of tenants with no hired labor) would have differed substantially and a pro
nounced income inequality among the various types of growers (classified by
crop) would have arisen. Rice farmers, in particular, would have gained much,
but cane growers would have lost. And beans would have become a rather
poor crop. Cane would have been grown (voluntarily) only on a small area
at the international prices in 1961, and for tenants both beans and autumn
corn would have caused losses, although these two crops might have been
grown for subsistence consumption.
Thus, the introduction of international prices for efficiency reasons would
have had serious consequences for income distribution among farmers. The
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government woud probably not have been able
any other means (direct subsidies, for instance). to handle this problem by
It is in the light of these
circumstances, together with the low response
elasticities for most crops, that
we should appraise the government's policies
in regard to relative domestic
agricultural prices. Also, its additional measures
of direct and indirect inter
ference with acreage were probably less taken
with a view to efficiency than
as an emergency response to compelling demands
for an expansion of exports.
FINAL REMARKS
The discussion in this chapter has been concerned
mainly with the relative
prices of agricultural output, although costs
have, to some extent, been
brought into the picture as well. The emphasis
has been on the effects on the
allocation of land among crops. There remains
the problem of the absolute
level of profitability in agriculture and its implications
for income distribution
between rural and urban populations and for
progress in agriculture. As
indicated in the beginning of this chapter, the
absolute level of private profita
bility in agriculture declined somewhat until
1964-65. From then on, the
intersectoral terms of trade between agricultural
and manufactured products
moved definitely in favor of agriculture, yet
profitability seems to have re
mained poor to the end of the sixties. The consequences
for income distribu
tion of this development are obvious.
It is less clear how this may have affected
investment and growth in
agriculture. With the present institutional setup,
initiative in regard to both
innovation and investment is divided between
the
coo'.,eratives, and the government. The individual individual farmers, the
farmers probably tend to
react to profitability as in any other institutional
setting, but with initiative
limited by the powers given to cooperatives nd
government. The taxation of
agriculture, typical of the price policies during
most of the sixties, must have
deterred both innovation and investment on the
individual level. On the other
hand, the government might well have had a
full understanding of the higher
level of profitability at international prices and,
hence,
and carried out investments to increase agricultural promoted innovation
production. Such has,
indeed, been the policy of the government:
the Aswan High Dam and the
piped drainage project are the most conspicuous
examples, and the introduc
tion of new varieties of cotton, corn, aad wheat
could also be. mentioned.
Yet, it is uncertain to what extent government
initiative has replaced the
circumscribed iniativc of individual farmers.
About the activities of the
cooperatives little systematic information is
available. Altogether, since the
country has been involved in war during most
of the period under review,
with general detrimental effects on all development
efforts, it is probably
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impossible to single out the effects on agricultural development of
price, trade,
and production regulations.

NOTES
I. Data are available for before 1961 and after 1964, but on the
cost side only with
classification by operation. For our purpose, classification
by input category (labor,
commodity, etc.) is needed, and this classification has only been
published for the years
1961-1964.
2. See B. Hansen and K. Nashashibi, "Protection and Competitiveness
in Egyptian
Agriculture and Industry," NBER Working Paper No. 48, New
York, 1975.
3. Small quantities of cane for direct consumption are, of
course, traded interna
tionally; but the price of such cane can hardly be Considered significant
for the crop -s a
whole.
4. Since we are dealing with many small producers, we can
generally assume that
ERPs express degrees of protection, with cotton at the alleged
upper limit as possibly the
only exception.
5. 1961 was a year with an exceptional cotton crop failure. Our
calculations assume
that cotton yields of lint and seed were normal in 1961.
6. We put the word taxation between quotation marks
because the difference
between average domestic and international prices has
rot been fully collected as
revenue for the government; part of it has gone directly to consumers.
7. Something similar must hold true for all countries that
normally protect food
grain production.
8. This circumstance is now generally recognized in
protection. See, for instance, J. Bhagwati and T. N. Srinivasan,the literature on effective
"The Theory of Effective
Protection and Resource Allocation," working paper, Department
of Economics, M.I.T.,
January 1971.
9. See, for instance, E. 0. Heady, N. S. Rardhawa, and M.
D. Skold, "Program
ming Models for the Planning of the Agricultural Sector,"
in i. Adelman and E.
Thorbecke. The Theory and Design of Economic Development,
Johns Hopkins University
Press, Baltimore, 1966.
10. Economic Bulletin, National Bank of Egypt, Vol. 15,
No. 4, 1962, p. 267;
Economic Review, Central Bank of Egypt, Vol. 3, No. 4, 1963,
p. 410.
11. Economic Bulletin, National Bank of Egypt, Vol. 18, 1965.
12. To account for the positive long-term effect, we would expect
the lagged water
supply to have a substantial positive coefficient, whereas, in
fact it has a small negative
coefficient (see Appendix Table A-2).
13. There were complaints at this time that the government had
difficulties in getting
farmers to plant the full cotton allotment. Prediction I for 1968
points to an acreage of
1.4 million feddan. The allotment was about 1., million, with
actual acreage ct'se to 1.5
million feddan. This fact could be taken a; an indirect
test of the reliability of
prediction 1.
14. One might wonder to what extent the relatively high short-term
price elasticity
for rice acreage reflects the irrigation authorities' response to
rice prices back in time
rather than the farmers' response. But if that were the case,
prediction I should not
have gone wrong in 1962-1964. If, however, the authorities
reacted to international
prices from 1961 on, which (considering the looming foreign
exchange crisis) is quite
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plausible, we should, perhaps, look at prediction 2 instead, which
explains actual
acreage perfectly from 1962 to 1964.
15. As mentioned earlier, a system of contractual rice growing with predetermined
prices was introduced in the sixties. It should tend to change the lag
structure of the
model, but since we do not know to what extent rice has been grown on
such contracts
we have not been able to take it into account.
16. This possible mis-specification concerns all crops, of course, but
takes on
primary importance only in regard to rice.
17. The linearity of our response functions is suspect at this point.
18. W. F. Owen, "Land and Water Use in the Egyptian High Dam
Era," Land
Economics, August 1964. Note that if straw had been included in the
calculation of
relative output value, F.h,.,, wheat would stand out as an even better crop.
19. Intervention with beans has mainly taken the form of legal specifications
as to
which varieties are to be grown in the various regions.
20. J.Bhagwati and B. Hansen, "Should Growth Rates be Evaluated at
International
Prices," in Development and Planning, Essays in Honor of Paul Rosenstein-Rodan,
J.Bhagwati and R. S. Eckhaus, eds., London, 1972, pp. 5:-68.
21. Equation (7) disregards costs and nontraded :outputs and is
based upon
nominal rates of protection; this is the case also with our predictions. The
estimates of
ERP in Table 7-1 do take these circumstances into account. This fact
is of little con
sequence for our comparisons, however, because the ranking of nominal
rates of pro
tection in 1963 according to Table 7-3 is identical with the ranking
of ERP in 1963
according to Table 7-1, the only difference being that rice and cane are
interchanged at
the bottom. The rank correlation coefficient between nominal and effective
rates of
protection in 1963 is 0.994.
22. There are well-known objections lo social welfare functions with such
properties.
Our assumptions, however, present a proxy description of the conditions
of production
in agriculture and not of any social v -Ifare function. Around the optimum
our assump
tions are very reasonable.
23. See pp. 188-189 of this volume.
24. Strictly speaking we measure only the difference between totals of
optimal and
actual acreages. But the government might, of course, conceivably impose
the correct
total acreage but impose it on the wrong lands. This kind of misallocation
we cannot
observe by our method.

Part Three

Protection,
Controls, and
Competitiveness in
Egyptian Industry

Chapter8

The Traditional Industries

Part Three presents detailed studies of the competitiveness
of Egypt's
major modem manufacturing industries in the fifties and sixties,
particularly
during the years around the devaluation of 1962. Evaluation is
based primarily
on estimates of effective rates of protection (ERPs) and domestic
resource
costs (DRCs) for each individual industry.
The details of the estimates have been published elsewhere.'
Here we
shall only point out that they are based upon detailed output
and c'st infor
mation for the individual industries and not upon input-output
tO'bles and input
coefficients implied by such tables. Jnput-output tables for
less developed
countries are usually quite unreliable and may not always utilize
all available
data; moreover, in the case of Egypt, no adequate up to date
input-output
table has been available to the authors. Hence, only those industries
for which
sufficient information about inputs and outputs could be obtained
are included
here. They include ten manufacturing industries, of which four
are traditional
and six are new. Measured by value added, they cover 26.2 percent
of manu
facturing industry with o/er ten workers per establishment and
22.8 percent
of all establishments (see Table 8-1 ). Measured by wages and
salaries paid,
the coverage is 29.3 percent, and by employment, 28.1 percent
(in both cases
for establishments of over ten workers). While the coverage
of modern manu
facturing is certainly higher, we clearly cannot claim that our
sample is repre
sentative. In addition, the estimates of ERPs and DRCs are of
widely differing
quality, indicating, for some industri:s, orders of magnitude
at best.
The years taken for study depend entirely upon availability of
data. For
seven industries, years before as well as after the devaluation
of 1962 could
203

TABLE 8-1
Employment, Wages and Salaries, and Value Added In Manufacturing Industry,
1966-67
Employment
(thous.)
Code
20
207
21
22
23
231
24
25
26
27
271
28
29
30
31
311
32
33
334

Industry
Food
Sugars
Beverages
Tobacco
Textiles
Spinning and weaving,
dyeing and finishingb
Footwear and apparel
Wood cork
Furniture
Paper
Paper and paper pulpe
Printing and publishing
Leather
Rubber products
Chemicals
Industrial chemicals and
fertilizerse
Petroleum products
Nonmetallic minerals
Cement

Total
78.8

Incl. in
This Study

Wages and Salaries
(mill. LE)
Total
12.9

20.8
5.7
12.3
247.6
113.7

0.5d

0.7
5.6
1.0
2.6
32.0

1.6
3.3
5.6

5.0

46.8
3.6
0.9
2.4
7.3

0.3
3.5
0.5
1.5
10.9

7.3
10.2
32.6

4.7

22.9

1.4

Incl. in
This Study

3.4
13.0
107.6

1.7
0.6
1.5
2.4

1.6d

Total
36.5

4.1
1.3
3.0
47.4

9.9
3.6
8.9
13.5
13.5
2.9
4.1
46.1

Incl. in
This Study

Net Value Added
(mill. LE)

2.3d
9.1

10.3
10.7
1.3

3.7

34
341
35
36
37
38
383
39

Basic metals
Iron and steel
Metal products
Nonelectrical machinery
Electri-al machinery
Transport equipment
Automobiles
Miscellaneous
All establishments with 10
or more workers
All establishments with
fewer than 10 workers
TOTAL

5.3

163.9

2.4

1.
3.2

1.2

6.7

285.1
869.4

8.8
2.9
8.8
4.9

4.5
2.3
2.7
4.5

25.5
7.0
11.2
19.1

2.5

2.5

8.8

584.3

9.6

6.6

23.0

117.3
n.a.
n.a.

34.4

275.1

72.2

56.4f
n.a.

SOURCES: IndustrialCensus (ten workers and over), and Industrial Census for Sinall Enterprise, 1967, Central Agency
for General Mobilization and Statistics (CAGMS). Cairo. April 1971.
a. Average 1960 and 1969-70.
b. Cotton spinning: average 1960 and 1969-70; weaving: 1965-66.
c. 1962-63.
d. 1963-64.
!. 1964-65.
f. Gross value addz-2.
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be studied; for three industries, data were available for only one year after the
devaluation. Comparability is, thus, quite limited for several reasons.
In regard to interpretation, we emphasize that the industries were subject
to several kinds of government intervention during the fifties and sixties, of
which fo'eign exchange control is only one (and perhaps not even the most
important one). All large industries were nationalized in 1961 or 1963, and
have been exposed to both price and trade controls. Their investment programs
have been designed by the government, and interference with their production
programs through allocation of foreign exchange, specification of the type and
source of inputs to be used, as well as the direction of output has been fre
quent. In addition, they were forced to increase both employment and wages
in 1961 and 1962. To separate the impact of these various forces is exceed
ingly difficult, if not impossible.
This chapter is devoted to the traditional industries-cotton textiles
(spinning and weaving), sugar, ,nd cement.-which (except sugar) were
established in the early days of the country's industrialization around the turn
of the century. When free trade was the prevailing dogma, particularly under
British rule, they all had to struggle-and survive-with little protection, even,
at times, with negative protection. Partly because of their early strength and
partly because of government support, they have grown to become the largest
employers and foreign exchange earners in the modern manufacturing sector.
The position of some important new industries, lar,-Iy established after
World War 11, will be examined in Chapter 9. They represent an attempt to
broaden the industrial structure toward the manufacture of basic intermediate
products for which a large domestic market exists. The industries in this group
arc: phosphate fertilizers, nitrate fertilizers, paper, rubber tires, iron and steel,
and automobiles.
The results obtained in the individual industry studies will be used in
Chapter 10 for a general evaluation of resource use in manufacturing.
THE COTTON SPINNING AND WEAVING
INDUSTRY
Historical Development.
Modern cotton textile manufacture in Egypt dates back to the first
decades of the nineteenth century, when Mohammed Ali monopolized weaving
and trading in cotton textiles and introduced large-scale cotton spinning.2
Between 1818 and 1820 a number of cotton spinning mills were set up with
European machines, together with bleaching and dyeing establishments. They
were not successful, but the introduction of long staple cotton cultivation gave
further stimulus to government investmeat in the industry. By 1833 thirty
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factories were in operation; at the peak of their activity in the late 1820s,
they employed about 30,000 workers. Power was mostly provided by tread
mills propelled by mules and buffaloes, although in some cases steam engines
were imported. Jennies and looms were largely manufactured domestically,
by Egyptian carpenters working under the direction of French technicians.
Appraisals of Mohammed Ali's industrialization ventures differ widely.
There are reports of gross inefficiency, to which the centralized administration
of the cotton mills probably contributcd, but it seems that the industry wa
able to hold its own in the production of coarse cloth. Nominal protection
was virtually nil and imports were, in principle, free (from 1820), but the
armed forces provided an assured market and Mohammed Ali had the power
to interfere with the importation of goods and to force his subjects to purchase
domestic products. Substantial exports of yarn to Europe and of fabrics to
Arab areas took place, and Indian muslins were gradually replaced by domes
tic products.a Toward the end of Mohammed Ali's reign, the industry declined.
After various military defeats and the treaty of 1838 between the Powers and
the Sublime Porte, which effectively removed all trade obstacles (apart from
low import and export taxes) by abolishing monopolies, he was no longer able
to finance the fact(
(which were operating at big losses). A large increase
in cotton goods ir
s-mostly of yarn and fine cloth-ensued, and weaving
and dyeing of coarsc cloth adapted to domestic tastes survived only at the
handicraft level, particularly in Upper Egypt.
A second attempt to establish a modern textile industry was made toward
the end of the century. A spinning mill with 20,000 spindles was built in Cairo
by the Egyptian Cotton Mills Company (founded in 1899), while an inte
grated mill, the Anglo-Egyptian Spinning and Weaving Company, was built
at Alexandria.' Both mills had some prospects for success since they oriented
their operations toward a large domestic demand for coarse yarns spun from
ordinary domestic cotton from Upper Egypt, which was replaced by low
grade Indian and Syrian cotton whenever the former was considered too
expensive. Moreover, the mills were protected by relatively high transporta
tion costs and by the 8 percent customs duty applied to all imports. But no
sooner had the first factory started operations in 1901 when a countervailing
excise tax of 8 percent was imposed, nullifying the external tariff. The excise
tax was pushed by Lord Cromer personally in the name of free trade, but
probably also under pressure from the Lancashire industry. The fact that the
excise tax was not imposed across the board on all import-competing indus
tries (cement, for example) lends force to this argument.-, Since the cotton
mills had to pay duty on all imports-raw cotton as well as coal, dyes, and
machinery-they suffered, in effect, a negative "protection." The two compa
nies had great difficulties to show profits and in 1907 the Egyptian Cotton
Mills Company had to close down. The Anglo-Egyptian survived somewhat
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longer, benefiting from a five-year suspension of the excise tax granted
by
Cromer's successor. Nonetheless, it had to be reorganized by a German group
in 1912 as the Filature Nationale d'Egypte. Contemporary observers hint
at
taxation as the basic difficulty of the industry. But Egypt's cottage industry,
too, had difficulties in surviving. A 1909 survey of the weaving industry
in
Assiout notes that all the cotton yarn used there came from Europe and,
in
particular, from Lancashire. 7 Cotton spinning seems to have been virtually
nonexistent outside the two modern mills. Moreover, hand-weaving "was
declining on account of the competition from Europe. The town had only
70
looms while a few years ago it had 300."8 It is significant that the small town
of Akhmin in Upper Egypt was considered to be "the cotton center" because
it provided yarn to the surrounding villages for weaving and was the recipient
of their cloth."
The industry prospered temporarily when trade was disrupted during
World War 1,10 but stagnation returned in the early 1920s (Table 8-?). Thus,
the industrial census of 1927 lists only 27,184 people as occupied in
the
textile industry as a whole, and mostly in fibers other than cotton. Only sixty
four establishments in cotton spinning and weaving had more than
ten
employees and only two werz considered modern. 1 A compilation of factories
founded from 1884 to 1951 does not indicate the opening of a single new
textile factory during the two decades between 1907 and 1927.12
In addition to taxation of the industry, a law was passed in 1916 pro
hibiting the importation of foreign raw cotton for domestic consumption,

TABLE 8-2

Cotton Consumption by Domestic Spinning Mills

and Yarn Imports
(five-year averages)
Period

Cotton Consumption
(000 kantars)

Yarn Imports
(tons)

1900-04
1905-09
1910-14

20.4
25.8
26.8

1915-19

690

54.4

1920-24
1925-29
1930-34
1935-39

55.8
55.8
176.8

720
600

513.4
868.0
1171.0

480

1940-44
1945-49

SoURcE: Economic Bulletin, National Bank of Egypt, 1951, No. 2.
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allegedly to protect domestic cotton from foreign plant diseases. Whether
this
motivation was only a pretext for a protectionist measure or not,
it certainly
served the interests of the big landlords-the major cotton growers-very
well.
On the other hand, it dealt a severe blow to the textile industry,
the
main
natural advantage of which lay in satisfying the mass demand for
cheap cloth,
for which domestic cotton was of too high a quality and hence too
expensive.
As far back as 1898, Egyptian spinning mills had been importing Indian
short
staple cotton to produce coarse cloth at competitive prices. The impact
of
the
'.,16 measure was fully realized in 1925, when the excise tax on
Egyptian
cotton manufactures was finally abolished. Unable to compete in
the foreign
market for coarse products Iecause of high raw material costs, the
industry
thus became restricted to a protected market, sheltered at first by
the general
8 percent tariff and eventually by higher rates when Egypt obtained
tariff
autonomy in 1930. In the expectation of higher tariffs, the Bank Misr
founded
a small factory in 1927 that later grew into a giant, with over a quarter
of a
million spindles: the Misr Spinning and Weaving Company at
Mahalla El
Kubra. More spectacular at the time, however, was the expansion
of the
Filature Nationale from 20,000 spindles in 1917 to 60,000 spindles
in 1931.
When tariff autonomy was obtained in 1930, Egypt immediately
raised
the tariff on yarn and cloth from 8 to 12 percent. It was raised
again on
several occasions, uatil it reached LEI0 per 100 kg. on yam of lower
counts,
that is, roughly 30 percent of the import price in 1949. As a result
of the
tariff measures, production trebled and imports declined (Table
8-2). Value
added data do not extend back to the 1930s, but the 1937 census reveals
that,
second only to the tobacco industry, the textile industry as a whole
surpassed
all other manufacturing sectors (including food) in terms of value
of assets.,:
Bearing in mind differences in capital intensity, it may very well
have been
the leading manufacturing activity in terms of value added (at the
two-digit
level) in 1937.
World War If led to a further expansion of the industry, together with
an
enormous improvement in its financial position. Most companies were
able to
write off their equipment within a short period of time (six years
;n the case
of the Misr Spinning and Weaving Company), to accumulate large
stocks of
raw materials and manufactured goods, and to build up their financial
reserves
substantially." Consequently, the industry was able not only to replace
its old
equipment completely after the war but also to finance further
new
invest
ments. 15 Thus, imports of textile machinery rose from 1,100 tons
in 1940 to
an annual average of 11,500 tons during the period 1946-1950.'6
Toward thu end of (he 1940s a number of smaller mills had difficulties
in marketing their productr, particularly coarse materials. The main
reason
given was the excessive cost of dtimestic cotton in the production
of
coarse
yarns.' 7 And as the demand from the Allied Forces in Egypt petered
out after
the war, the industry found itself saddled with excess capacity,
protected by
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relatively high tariffs, but unable to export. The problem raised by the high
cost of producing coarse cloth on the basis of high quality domestic cotton
was tackled by imposing or export tax in 1948 on all varieties of cotton. In
addition, a subsidy was granted in 1949 to help local mills export their surplus
production."'
To satisfy domestic demand for cheap cotton cloth, large spinning and
weaving mills were, in additio,;, subjected to a system of government-fixed
prices on low-grade cloth in 1950."1' This measure, which became a permanent
feature of the Egyptian economy, was one of the first direct, large-scale govern
ment interventions in the price mechanism for manufactured products after
the war. The subsidy system was suspended in April 1950 on the assumption
that the high export tax on raw cotton would provide sufficient protection.
Textile exports fell, however, until August, but started rising again under the
stimulus of the increasing world demand related to the Korean War. -",
After the Korean boom, textile exports fell nearly to half the level
reached in 1951 and concern was voiced again about the need to stimulate
demand for the industry's output. In 1953 two protective measures were
taken: customs duties on cotton textiles were increased, and a fund for the
"consolidation of the spinning and weaving industry" was created. The fund,
financed by export taxes on cotton, was aimed primarily at promoting exports
by coordinating the marketing effort abroad, by reorienting production toward
the specifications of foreign demand, and by granting subsidies to cotton
textile exporters. -' After the elimination of the export tax on raw cotton at
the end of the fifties, the export subsidies for textiles were financed by an
excise tax of 2.5 to 5 percent, later increased to 6 percent, on the value of
the raw cotton consumed by the spinning mills.
Significantly, voices were now raised once again to the effect that any
long-run solution to the problems of the Egyptian cotton textiles industry had
to be based on permitting imports of cheap short staple cotton. 22 Although
moves in this direction were taken after 1965, as we shall see below, this issue
has never been squarely faced by the government. The catastrophic conse
quences of this on the competitiveness of the industry will be discussed in the
next two sections.
Cotton Yam and Cloth: Prouuction and Trade.
The production of cotton yarn experienced rapid growth between 1950
and 1971, with an average annual rate of 5.5 percent (Chart 8-1 ). Per capita
apparent consumption (production plus imports minus exports) of textiles
(cotton, wool, and synthetic fibers) increased by only 0.85 or 1.9 pxrcent
annually, depending on whether the prosperous post-World-War 1Iperiod or
the recession years 1952-1953 are taken as a base.zI Exports of cotton fabrics,
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which, supported by subsidies, began in 1948 after half a century of import
substitution, provided the major stimulus for the growth in production,
although the income redistribution that took place in the 1960-1971 period
may have also played a role.24
The growth of cotton textile exports, particularly of yarn, was mainly due
to the opening of a large market in Eastern Europe (Table 8-3). Yarns were
exported to Romania as early as 1954, and large exports of fabrics to Eastern
European countries began in 1964. Of the roughly 30,000-ton increase in
yarn exports from 1957 to 1966, almost 24,000 tons went to bilateral trade
CHART 8-1

Cotton Textiles. Production and Exports, 1948-1971
Thousand tons
180

Domestic fabric consumption
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140
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Fabric output
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20-

....
export

0
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::....:i''...:*.-i-*.-i..
'53

'55

Fabric export
'57

'59

'61

'63

65
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'69

'71

TABLE 8-3
Cotton Textile Exports
Yarn
Tonnage Exported
(000 tons)
Convertible
Currencies

Cloth

Unit Value
(R£E per ton, f.o.b.)
OECD
Eastern
Countriesa
Europe

Year

Total

1949

4.7

4.7

1950

5.3

5.3



1951
1952
1953

-

9.8
6.6
5.4

9.8
6.6
5.4

-

-



-

1954
1955

11.2
10.5

8.3
5.4

1956
1957
1958

11.2
10.7
14.2

4.3
6.6
3.9

1959

13.4

5.3

Tonnage Exported
(000 tons)
Total

Conertible
Currencies

Unit Value
(R-E per ton,f.o.b.)
OECD
Eastern
Countriesa
Europe



-

-

457.4
443.5


-





-

-

463.0

-0.1

-





0.1
0.5
0.6

0.1
0.5
0.6


837.0

1.8
2.5

1.8
2.5

1,005.0
1,429.0

3.6
3.7
5.1

3.6
3.5
3.3

994.0
954.0
863.0

7.0

6.6

747.0

-

-

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971

21.0
18.1
20.8
28.7
27.6
41.1
40.7
38.0
39.3
47.7
43.4
42.1

14.1
12.4
15.8
15.3
14.1
15.5
12.8
11.1
14. ;
23.3
17.5
16.7

472.0
474.0

-

-


464.7
469.2
482.2
473.9
468.1
511.5
542.6
-

-

-

840.0


914.5
925.1
946.4
1,014.9
1,009.2
1,015.8

13.5
11.5
13.7
14.7
13.3
14.5
14.6
16.9
20.2
22.0
22.7
22.4

13.2
11.4
13.7
14.5
10.6
11.0
10.9
11.4
14.2
16.0
16.2
17.0

659.0
637.0
551.0


467.2
499.6
536.0
496.4
509.8
530.2
543.4
-

1,018.0
1,110.0
1,015.0
1,117.0
1,130.0
-

SOURCES: Monthly Bulletin of Foreign Trade. CAGMS,
Cairo, various issues. For c.i.f. unit values, Supple
ment to the World Trade Annual, Statistical Office of
the United Nations, New York, 1968 to 1970 issues.
a. Beginning 1964, c.i.f. for OECD countries.
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partners, who accounted for about 48 percent of Egypt's total exports of
cotton yarn and fabrics in 1970-71. Moreover, Egypt was also able to double
its exports to multilateral partners between 1957 and 1967. The growth rate
of exports slackened somewhat after 1965, although a number of new markets,
particularly among developing countries, were opened. From 1965 to 1971,
exports to multilateral markets fluctuated strongly in response to the business
cycles in the developed market economies.
While the volume of textile exports was steadily growing, unit values
were at best stagnant, if not falling. In this regard, however, it is essential to
distinguish between exports to multilateral and those to bilateral markets. In
1955, the unit values obtained in the two markets were virtually the same,
bu. gradually a relative increase in prices of yarn and cloth exported to bi
lateral (mainly Eastern European) partners took place, particularly after the
Soviet Union became a large-scale importer of Egyptian textiles in the early
1960s. Table 8-3 shows that during the period 1964 to 1970 prices obtained
in the Eastern European markets for cotton yarn were almost double those in
Western markets. The explanation nay be quality differences. Unfortunately,
we do not have a country-by-country distribution of yarn exports by count.
It is reasonable to assume, however, that the Soviet Union, a major short
staple cotton producer, would want to supplement its own coarse yarn produc
tion by finer yams from Egypt, particularly because its lagging production of
synthetic fibers compels it to use a relatively large proportion of long staple
cotton in its textile industry. Granted that exports to the Eastern European
countries are heavily weighted toward high count yarns, the tade statistics
still point to artificially high prices for such imports. It seems likely that the
bilateral trading arrangements have hiked the nominal Egyptian export prices,
and that the real prices obtained are elusive because they depend upon the
commodities (including weapons) received in exchange.2 .
Consequently, we shall take the unit values for multilateral yarn exports
as representative of world prices. Table 8-3 illustrates that, while average
export unit values of yarn in Egyptian currency were stagnant (or rose
slightly) from the mid-1950s to 1969-with due adjustment for the 1962
devaluation and the gradual increase in quality 20-world prices actually fell.
This decline in world prices of cotton yarn is consistent with the virtual con
stancy of the price of short staple cotton-thc usual raw material base for
coarse yarns-between 1955-56 and 1970-71. with the large productivity
increases achieved in major producing countries over the period and the
competition from synthetic fibers. Hence, over t1me, Egypt has been receiving
less and less per standardized unit of yarn exported.
We may note that the margin between the value of a ton of Ashmouni
cotton (the main raw material used in spinning) and a ton of yarn at inter
national prices is quite narrow, ranging between $250 and $300.27 When the
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yam price is adjusted for cotton wasted in the process of spinning, 28 even this
narrow margin vanishes. Thus, the unit values received for cotton exported in
the form of yam (deducting 17 percent for waste) during the years 1964 to
1970 were approximately the same as the unit value obtained for direct exports
of the raw cotton (Ashmouni) (see Chart 8-2).29 In this sense, value added
in yarn production, evaluated at international prices, appears to be quite
small. This unfortunate circumstance, however, has much to do with the use of
medium-long staple cotton, such as Ashmouni, in the producti n of coarse
yarns. We shall return to this problem when the DRCs of the textile industry
are discussed.
CHART 8-2

Exports of Raw Cotton and Cotton Textiles, 1950-1972
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CHART 8-3
Cotton Prices, 1948-1972
U.S. cents per pound
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It is not possible to pursue a similar analysis of volume and unit value for
fabrics because of the large price differences between various degrees of finish
(gray cloth, bleached, dyed, and printed fabrics) and quality. Suffice it to
mcntion that Egyptian exports of cotton cloth in the mid-I950s were mainly in
the form of printed fabrics destined for Arab countries, where they benefited
from a taste preference. Hence, they fetched a relatively high price-about
$2,500 per ton. Broadening of the market with a shift toward semifinished
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cloth resulted in a gradual decline in unit values to an average of $1,658 in
1968-69: $1,850 in Arab countries, $2,200 in Eastern Europe, and $1,150
in other countries. Note that for fabrics, too, the price obtaiined in trade with
East.rn Europe is remarkably high.
Since 1966 exports of cloth to bilateral trade partners has been stabilized
at about 5,500 tons annually; all growth has been in the direction of other
trading partners, particularly the Arab countries, North America, and mem
bers of the EFTA. But in all these markets, Egyptian textiles face stiff compe
tition, and inability to meet specifications-however temporary-in a rapidly
changing pattern of demand easily results in loss of markets. The EEC coun
tries and African countries can be cited as examples.
Within the framework of the GATT l.ong-Term Agreement on Textiles,
a quota of 3,600 tons for cotton cloth exports to tie EEC countries in
1970-71 was set for Egypt. A quota set a few years earlier had been increas
ing by 4 percent annuaPy. By 1969 only two-thirds of the quota was used,
and during tle followi.g two years Egyptian exports to the EEC region were
falling slightly.3 0 In the markets opened by the GATT agreement (within the
quota limits), lack of competitiveness must have played a part in the Egyptian
lag. Also, Egypt has been unable to use up its quota in the United States, but
it is not clear to what extent this may be relited to the somewhat strained
relations between the two countries. In any case, the GAIT agreement has
nut served effectively as a brake on Egyptian textile exports. In this regard
Fgypt is in a position similar to that of India: lack of competitiveness is tne
basic obstacle. In Africa, which accounted for most of the exports to nonArab developing countries, competing printed fabrics with "African" designs
from Eastern Europe reduced the Egyptian share of the market substantially
in such countrici as Nigeria, Niger, Dahomey, and the Ivory Coast.'"
Costs and Revenues, 1956 to 1969-70.
Evaluation of the competitiveness of the textile industry is always fraught
with difficulti-'s related to the diversity of both outputs and material inputs.
The increasing integration of spinning and weaving activities makes inde
pendent evaluations of these activities more and more problematic, and, finally,
the export mix may differ substantially from the general product mix. In Egypt
the problems are compounded by the aggregation of cost and revenue data for
all plants employing more th;,n ten workers. At best we can obtain a picture
of the average performance in the industry, but wide differences among estab
lishments are knowa to exist in respect to productivity and efficiency; we have
not been able to evaluate separately the profitability and competitiveness of
those technologically advanced enterprises that specialize in exports and would
therefore be particularly interesting from our point of view.
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The available data permit us to estimate ERPs and DRCs
for the joint
production of yarn and cloth in 1956 and 1960, for the
production of cloth
in 1965-66, and for that of yarn in 1969-70. The 1956 and
1960 data are
comparable. Included are establishments with more than
fifty workers, pri
marily engaged in the production of yam. The establishments
processed about
half their production of yarn into cloth in 1956 and 44 percent
in 1960. For
1969-70, the same types of establishments were studied,
but their number
was reduced to sixteen through mergers and liquidation, and
they all belonged
to the public sector. The cost data published for 1969-70
claim to pertain to
spinning only, and this, indeed, seems to be the case for the
material inputs
costs, but not for labor and capital costs. Estimating that 30
percent of labor
had been occupied in weaving and other activities related
to the production of
fabrics, we reduced both wage and capital costs on that
crude basis by 30
2
percent.3 It follows that the estimates of ERPs and DRCs
for 1969-70 are
not fully comparable to those for 1956 and 1960, and that
the estimates for
the 1969-70 year are more ;haky than those for the earlier
two years.
For 1965-66, thu data cover weaving establishments only.
They include
eighteen large establishments in the public sector and 223
private establish
ments, most of the latter having fewer than fifty workers.
On the revenue side, the main problem was to find export
corresponded to the product mix for the establishments included prices that
in the four
years. Exported yarns do not differ significantly from those
for domestic con
sumption in regard to degree of finish but usually have
higher counts. As
already mentioned, f.o.b. unit valves for yarn exported to multilateral
markets
have been used as international prices for yarn, but they had
to be adjusted
for differences in average counts. Fabric prices vary widcly
according to
degree of finish and quaLy, and the product mix sold for domestic
tion differs substantially from the export mix. Domestic consumptionconsump
consists
mainly of dyed and printed fabrics, while exports include
large quantities of
gray cloth in bulk. Exports to Arab countries, however,
consist largely of
finished fabrics similar to those marketed domestically. Hence,
unit values for
fabrics sold in the Arab cot'ntries may be used as an approximation
for the
prices that domestically marketed fabrics could obtain in multilateral
exports.
It should be emphasized, therefore, that the available data
do not permit
accurate calculations of ERPs and DRCs; the results presented
in Table 8-4
at best indicate broad orders of magnitude. The calculations
for this industry
are less reliable than those for the industries discussed later.
The Competitiveness of the Cotton Textile Industry.
The immediate impression from Table 8-4 is that of an industry
with a
low and declining competitiveness. We shall argue, however,
that this im

TABLE 8-4
Rates of Return, ERPs, and DRCs in the Cotton Textile Industry

Textile Industry
Primarily Yarn
with Some Fabric Fabrics

Yarn

Cotton Cultivation

Cotton

and Spinning as
an Integrated
Activity

Cultivation
as a Separate
Activity

1956

1960

Rate of return, percent Iat actual vmestic prices
,ai international prices

12.6
4.9

9.0
0.9

13.0
-15.0

20.3
-10.2

-

Effective rate of protection, ERP, percent

31

62

68

213

38.8

46.9

64.5

46.8

55.9

69.7

54.8

63.9

35.5

37.8

1965-66

1969-70

1960

1969-70

1960

1969-70

Actual Domestic Raw Cotton Basis:

Dome-t,: resource costs, DRC, piasters per
U.S. $, at rate of return: 5 percent
10 percent
15 percent
Hypothetical Foreign Raw Cotton Basis:
Domestic resource costs. DRC, piasters per
U.S. S, at rate of return: 10 percent

-

-

-

-

-

-

-

70.7

34.2

50.5

-

-

85.9

36.6

75.0

55.5

101.0

-

-

39.0

58.1

-

-

-

54.4

-

-

-

-

-

26.7

35.5

....

Direct Export of Raw Cotton:
Domestic resource costs, DRC, in cultivation,
"normal" returns, piasters per U.S. S:
a) average for varieties exported

b) average for varieties consumed by
textile mills

Official exchange rate, piasters per U.S. S

-

-

-

-

-

-

30.8

45.0

35.2

35.2

43.5

43.5

35.2

43.5

35.2

43.5

SoURcE: B. Hansen and K. Nashashibi. "Protection and Competitiveness
in Egyptian Agriculture and Industry," NBER Working Paper
No. 48, New York. 1975. Table 18.
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pression may be misleading as a guide to the future-provided the government
is prepared to permit imports of short staple cotton.
The effective rate of protection was 31 percent in 1956 and increased to
62 percent before the devaluation uf 1962 .3 In 1965-66 ERP was 68 percent
for fabrics and in 1969-70 213 percent for yarn. Since changes in foreign
prices and productivity were relatively small between these two years, it seems
clear that effective protection was much higher for yarn than for fabrics, a
phenomenon that is closely related to the relatively high prices obtained for
Egyptian fabrics in Arab countries. It also seems clear that a product mix
similar to that underlying the ERPs for 1956 and 1960 must have enjoyed
a much higher degree of effective protection after the devaluation than
before.
Domestic resource costs show a similar picture. At 10 percent return to
capital, DRC in 1956 was already considerably higher than the official ex
change rate, 46.8 piasters for the U.S. dollar against 35.2 piasters, and in
1960 it increased to 55.9 piasters (but see footnote 33). The DRC for fabrics
in 1965-66 was 69.7 piasters, and for yarn in 1969-70, 85.9 piasters. For a
comparable product mix it would seem that the DRC had increased from
about 55 piasters before the devaluation of 1962 to.around 80 piasters in the
mid-sixties. While the official devaluation in 1962 amounted to 24 percent
and the effective devaluation was lower, DRC increased by 40 to 50 percent.
The industry was, thus, far from competitive, even at the "realistic" rate of
61 piasters, suggested by the IMF in 1966, and its competitiveness shows
deterioration.
This gloomy picture of the leading Egyptian manufacturing industry rests,
of course, on the assumption that the raw material basis of the industry is
domestic cotton. We have already pointed out that the competitiveness of the
industry is impaired by the ban on cotton imports: the industry is forced to
use expensive, high-quality cotton for producing coarse qualities of yarn and
fabrics that could equally well be made with cheaper, low-quality cotton such
as American Middling 15/16 or Indian cotton. To quantify the impact of this
trade restriction, we include in Table 8-4 DRCs calculated on the assumption
of a shift in the raw material base to foreign cotton purchased at international
prices about 20 percent below those of the Egyptian varieties actually used.
The improvement in the competitive position is striking: DRC in 1956 would
have been about the saine as the official exchange rate at that time, and only
slightly higher in 1960. In1969-70, DRC for yarn would have been con
siderably higher than the cfficial exchange rate (54.4 piasters against 43.5)
but considerably lower than the "realistic' rate of 61 piasters.
We note that not only would the level of the DRCs be much lower if
production were based on imported cotton, but also their increase during the
sixties would have been lower-44 percent against the actual increase of 54
percent. This is related to the fact that long-staple prices increased in relation
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to short-staple prices during the sixties, which by itself makes the substitution
of short for long-staple cotton as an input more attractive. But this price trend
may be reversed in the future.
It should be added that our calculations at this point are particularly
crude and that they do not take into account the possible external costs that
originally were the motivation (or pretext) for the ban on foreign cotton, i.e.,
the risk of importing new plant diseases. We are not in a position to judge how
serious that risk really is, and we do not want to belittle the problem. How
ever, the fact that the government has permitted some importation of cheap
Indian and Chinese cotton as well as low-grade yarn in recent years shows a
growing awareness of the possible gains from such a policy and perhaps also
indicates that the risks may have been exaggerated.
If the textile industry were to base its production on foreign cotton, the
domestic cotton now consumed by the industry at home would have to be ex
ported. On that basis, in 1960 the industry would have been producing at a
DRC of 37.8 piasters, with the replaced cotton produced at a DRC of 30.8
piasters (Table 8-4, col. 7); a devaluation of less than 10 percent would
have sufficed to make the textile industry competitive. For 1969-70 the cor
responding DRCs were 54.4 and 45.0 piasters. Even the replaced cotton
would here require a slight devaluation (beyond that of 1962) to be com
petitive, but both textiles and replaced cotton would be highly competitive at
the realistic rate of 61 piasters.
Table 8-4, finally, contains an estima.e of the DRCs for cotton cultiva
tion and spinning considered as an integrated activity. One reason for making
this calculation is that there are great difficulties in gauging the international
price for the low grade, medium staple varieties actually consumed by the
textile industry. Were Egypt faced with a downward-sloping foreign demand
curve for cotton lint, an attempt to export the cotton now used by the textile
mills would result in a marginal revenue correspondingly lower than its current
export price. In that case there might be an advantage in selling it in the form
of textiles, if demand is more elastic for the latter than for the former. In
treating cultivation and spinning as an integrated activity, we sidestep the
problem of the international price of cotton. The DRCs thus obtained fall,
as they should, in between the DRCs for t1 c industry and cotton cultivation
considered as separate activities. For 1960 (at a 10 percent return), the DRC
was 36.6 piasters foc the integrated activity and 55.9 and 30.8 piasters, respec
tively, for the independent activities. Hence, the integrated activity was almost
competitive at the official rate.
In Table 8-5 we present the implicit tariff rates for cotton yarn, dyed
and printed fabrics, and rayon yarn, calculated as the percentage difference
between actual domestic and international prices. They show the nominal pro
tection and, at the same time, give an impression of the government's domestic
price policy for textiles.
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TABLE 8-5

Implict Tariff Rates for Textiles
(percent)
Commodity
Cotton yarn

1956

1960

1965-66

Dyed and printed cotton fabrics

7.5

20.6

39.3

12.2

Rayon yarn

48.5

18.2

13.0
19.8

80.2

SouRcF: Hansen and Nashashibi, NBER Working Paper No. 48. New York, 1975.

In 1956 the implicit tariff rates were quite low; at that time protection was
largely provided through the export taxes on cotton. By 1960 the levcl of
implicit tariff rates was on the rise, despite the abolition or reduction of export
taxes on various varieties of cotton. By 1965-66 a very substantial increase
in nominal protection had taken place, the implicit tariff rate having doubled
for yarn, more than trebled for fabriis, and quadrupled for rayon yarn. This
development is also reflected in the offioial wholesale price index, which shows
a rise in the textiles subindex of 4 percenot from 1955 to 1960 and of another
24 percent from 1960 to 1965. The domestic price rise was strong enough to
permit an increase in the actual rate of return on capital for the industry from
12.6 percent in 1956 to 13.0 percent in 1965-66 and 20.3 percent in 1969-70
(Table 8-4).
Productivity Developments.
A look at productivity trends may throw some light on the causes which
may have led to the declining competitiveness of Egypt's cotton textile industry.
During the last two decades, productivity in textile manufacturing has in
creased rapidly throughout the world. Apart from technological developments,
which have heightened the speed of ring spinning frames and looms and inte
grated a number of functions, "4 productivity has increased in many countries
as a result of rationalizing the industry by scrapping old plants and replacing
them with modern ones. Moreover, the high capital intensity associated with
the new technology has meant a much higher rate of plant utilization and
hence a shorter lifetime. ' Consequently, technical innovations embodied in
new equipment have been disseminated rapidly in developed Western coun
tries and Japan, with per capita output more than doubled in the last fifteen
years and operating costs drastically rcduced.' 0 The labor-saving innovations
(such as the shuttle-less loom) may not have been to the advantage of develop
ing countries, but they certainly improved the competitiveness of the developed
countries.
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In Table 8-6 we have attempted to illuminate productivity developments
for labor and capital iii the cotton spinning and weaving industries of Egypt.
Ideally, capital productivity should be measured by output per hour of operat
ing machines (rings). This information is not available, and since output per
spindle-hour is available only as the product of capacity utilization and nuin
ber of spindles installed, we prefer to simply reproduce these %cries.Capacity
utilization in spinning has been quite high and, if the data arc reliable, it ex
ceeds that of most countries surveyed by GATT.3 7 During the 1950s capacity
expanded steadily, with the number of spindles doubling from 1953 to 1960
at a high rate of utilization. During the first fie-year plan (1960-61 to 1964
65) and up to 1967, the industry seems to have been somewhat neglected.
Capacity utilization rose to the upper limits of feasibility-in 1967 it must
have actually hit the ceiling. This very high degree of capacity utilization was
detrimental to efficiency, partly because obsolcte machinery had to be put into
operation. After 1967 a large increase in the number of spindles helped to im
prove the situation.
A comparison of capacity utilization and output per spindle installed in
dicates the impact of the introduction of new high-speed machinery. From
1966 to 1969-70, capacity utilization fell by 7 percent while output per
spindle installed -ose by 5 percent. This development is consistent with the
increase in capital per employee. :
Such a development, however, implies that the industry has failed to
adjust its labor requirement to the new level of machinery performance.
Actually, there is evidence of substantial overstaffing, particularly during the
1960s. While labor producti,'ity rose rapidly from 1956 to 1960, the increase
seems to have been quite slow from 1960 to 1969-70. Shortcomings in the
data may be partly responsible for these results, but generally the situation is
similar to that in other industries with respect to overstatling. In leasuring
labor productivity, the long-term trend toward [roduction of liner yarn has
not beer taken into account, a circumstance that might explain the apparent
slowdown of productivity growth. :'' However, in an interview with one of the
authors, a high official in the Ministry of the Economy affirmed that tile in
dustry had an excess of workers amounting to 20 percent of its labor force,
a situation that could not be remedied because of the resulting unemployment
with all its related problems. It has been suggested publicly that wages and
salaries of excess workers be shown separately in the accounts of an enter
prise to reveal its true performance and possibly entitle it to compensation.
With respect to weaving, productivity trends are much more difficult to
measure because of the large variety of products with different degrees of
finish and quality. Measured simply as output in tons per loom installed, pro
ductivity growth has been rapid, well above that in spinning. To sonic extent
the increase in output per loom installed was due to higher capacity utilization.

TABLE 8-6
Productivity Indicators in Egyptian Cotton Spinning
and Weaving

'.'ear

Spindles
Installed
(000)

Capacity
Utilization
(%)a

Output
per
Spindle
Installed
(kgs.)

Output
per
Man-Hour
(kgs.)b

Capital per
Employee
(ZE)b

Average
Yarn Count

-

17.7

(English)

Spinning
1953
1956
1958
1960
1964
1965

1966
1967
1968-69
1969-70
1971

593
768
1,054
1,185
1,366
1,416
1,477
1,484
1,545
1,614
1,762

80.8
-

83.1
90.1
96.5
97.0
99.8
96.9
90.3
-

100.1
97.6
82.6
86.1
93.3
96.4
95.0
104.9
102.0
100.6
97.0

-

0.722
0.754
0.820

223.3
195.7
202.0

18.8
21.2
21.2

-

-

23.3

-

0.841
0.862
-

289.2
313.5

23.7
23.7
24.2
24.6
24.9

-

25.1

TABLE 8-6 (concluded)

Year

Looms Installed
(000)

Capacity
Utilization
(%)a

Output per
Loom Installed
(tons)

Output
per --.nployee
(000 meters)b

Capital per
Employee (-E)b

Weaving
1953

13.7

1956
1958
1960
1964
1965
1966
1967

17.2
19.5
21.7
22.8
24.8
25.2
25.5

1968-69
1969-70
1971

25.6
27.2
29.1c



-

70.0
82.0
79.5
81.1
87.6




1.99

2.93
3.20
2.96
3.85
3.58
3.85
3.63
4.06
3.97
3.90

6.49
8.97
9.12

104.4
113.0

12.30

231.4

-

SouRcEs: Rows 1. 3, 6. 7. 8, and 9: Federation of Industries.
Yearbook, several issues, and GATT COT/W/I15,
Add. 1. Table III-1; rows 4 and 5: The Cotton Spinning
Industry, CAGMS, March 1970; rows 10 and IV:
The Cotton
Weaving Industry. CAGMS, March 1968.
a. Defined as actual weight of yarn and cloth, respectively,
produced in 24 hours compared to
weight of yarn and cloth which could be produced.
For yarn this maximum appears to be on the order the maximum
of 7890 hours
per spindle per year.
b. Capital is defined as the machinery in operation
evaluated at historical costs.
c. In addition, there are some 22,242 hand looms
spread over villages and %
,orkshops.
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This certainly was the case between 1960 and
1967. But, the rise in the
proportion of automatic looms (from 53 percent
in 1960 to 59 percent in
1967) must also have contributed to raising output
per employee and output
per loom. The higher level of mechanization is evidenced
by the sharp increase
in the capital-labor ratio.
Public versus Private Sector.

For the weaving industry sonic interesting information
may throw sonic light on the retardation of productivity is available that
acterized the 1960s. Data on the structure of ownership growth that char
show that about 30
percent of all mechanical looms (automatic and nonautomatic)
in 1971 were
owned privately, mostly by 177 smaller establishments
with fewer than fifty
workers. At the same time, some of those with over
fifty workers-represent
ing slightly less than one-fourth of the private firms-are
quite large. To be
sure, the larger private establishments are tied to the
public firms by permanent
contracts and operate under tight supervision and
with fixed prices. Compara
tive data for public and private enterprises have
been published on the dis
tribution of equipment, labor, and inventories in
the weaving industry for the
year 1965-66. Unfortunately, no information is
available on the distribution
of output and value of production in the two sectors.
Nevertheless, the data
shown in Table 8-7 suffice to reveal interesting differences
between the two
sectors and to give sonic insight into the operations
of the public firms. The
distribution of equipment is included mainly for
descriptive purposes; we
have no way of knowing which technique is optimal,
given the type of cloth
to be produced, levels of wages and skills, and capital
costs. If the prevailing
institutional constraints mean constant overstaffing
in the public sector, then,
it could be argued, the lower the proportion of automatic
looms the better!
The breakdown of employees shows a much higher
proportion of opera
tives in the private firms than in the public sector,
which seems to be saddled
with an army of administrators and service employees.
Although the higher
degree of mechanization in the public sector, with
a higher proportion of
automatic looms, may require mor maintenance
work, this still does not
account for the large difference observed.
Finally, average monthly wages in the public sector
are double those in
the private sector, where the average yearly man-hours
are greater. This may
be justified, to some extent, by the greater skills necessary
for the technological
sophistication of the public sector but, again, the
large difference between the
two suggests higher compensation of labor in the
public sector.
Inventories in the public sector were enormous: finished
and semifinished
goods accounted for 30 percent of total annual
output in the industry. This

THE TRADITIONAL INDUSTRIES

227

TABLE 8-7
Public versus Private Sectors in the Cotton Weaving Industry, 1965-66
Public

Private

22
3,143

4,930
4,550

Structure of Equipment
Hand looms
Mechanical looms
Automatic looms
Total
Labor
Number of employees
Percentage of employees
Operatives

13,157

1,153

16,322

10.633

36,038

10,813

62.1

80.7

27.5 1 37.0

14.1I 16.5

Service empioyecs
(maintenance)
Administrators
Owners, directors, and experts
Average man-hour per employee per year
Average monthly wage (Z E)
Fringe benefits ( Z E)
Inventories (000 LE)
Finished goods
Semifinished goods
Raw materials
Total
As percentage of total fixed assets

9

.5j
0.8
1,842
20.79
0.98
15.529.6
12.861.1
7.586.8
35,977.4
67.3

2.4J
2.8
2,170
9.07
0.14
117.9
4.4
134.9
257.2
14.5

SOURCE: The Cotton Weaving Industry, CAGMS, March 1968.

fact is consistcnt with the general inventory growth in public firms noted for
1965-66 in the follow-up and appraisal of the first five-year plan. It is true
that for weaving this occurred in a period of slack demand (see Chapter 5),

and private subcontractors simply had to execute orders and deliver goods

to the public sector without bearing any responsibility for the marketing. Never
theless, it reflects a failure in adjusting supply to demand: it should not be for
gotten that demand was cut back deliberately to, stop overheating the economy
and the pressures on the balance of payments, and, under snch circumstances,
public enterprises should not keep production going at all cost.
To sum up, in the weaving industry, the effects of nationalization have
not been beneficial, and have probably been detrimental, to productivity and
general efficiency.
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THE SUGAR INDUSTRY
The modern sugar industry ii. Egypt dates back to the last century. The col
lapse of cotton prices after th, cotton famine of the 1860s prompted the
Khedive Ismail to look frr other commercial crops for the khedival domains.
Cane cultivation appeLred to be an appropriate alternative, since it was
particularly well suited to the soil and irrigation of Upper Egypt. Under the
basin irrigation system prevalent there at that time, only one (winter) crop
could be planted, and where perennial irrigation existed, cotton yields were
generally lower than in the North, all of which made cane cultivation attractive.
However, winter temperatures in Upper Egypt are too low for the use of com
mon high-yielding cane varieties. Hence, the sugar yield in Egypt is uisually
lower than that in the major growing countries." ' Directed and financed (via
foreign loans) by the Khedive, cane cultivation was expanded and a number
of sugar factories were established in Upper Egypt. It was a very large invest
ment at the time-LE6 million. When the Khedive went bankrupt and was
deposed, the factories were taken over by Egyptian and French capitalists. 41
Up to 1880 only raw or brown sugar was produced locally, and it had to
be exported to Marseilles for refining. In 1881 a Franco-Belgian company
built a refinery at Hawamdieh, near Cairo-the largest of its kind in the world
at that time-the capacity of which exceeded local production of raw sugar
and thus required imports from abroad. In 1892 it merged with the company
that had taken over the sugar factories originally built by the Khedive, and
in this form maintained a private monopoly en sugar production until 1961.
In 1905 the sugar company went bankrupt as a result of low prices and
the absence of any kind of protection. The industry was reorganized oil a
smaller scale to be able to compete with imports of refined sugar; by 1910
cane acreage was reduced to 40,000 feddan from a maximum of 88,000 fed
dan in 1901-1902. During World War 1,with sugar imports difficult to secure,
the industry was revitalized, but it was threatened again during t" Depression,
when prices of sugar from Cuba and Java reached a low point. Consequently,
the government intervened in February 1931, imposing (variable) import
duties on sugar at a level sufficient to shelter domestic production. The govern
ment was also authorized to fix the sugar cane acreage, the prices to be paid
by the company to cultivators, the quota of raw sugar to be imported for re
fining, the quantity to be exported, and, finally, the price at which the refined
sugar was to be sold to consumers. "The price was to be such that after making
allowance for reserves and exci.e duty a minimum dividend of 5 percent was
guaranteed to shareholders and bondholders. Any surplus profits were to re
vert in part to the government on a progressive scale.14 2 Ever since that time,
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the government has maintained its support of and close
control over the sugar
industry. In 1956 it was "Egyptianized" and in
1961, of course, it was
nationalized.
Within the framework of the first five-year plan (1959-60
to 1964-65)
and the projected expansion of cane cultivation related
to the construction
of the Aswan High Dam, a new govcrnment-owned sugar
company was formed
to undertake the construction of a factory at Edfu.
Four more factories were
constructed later and the old refinery at Hawamdich
was expanded. The in
dustry branched into the production of cane and
sugar derivatives-paper
pulp, grain board, vinegar, acetic acid, dry yeast, and
cosmetics. Atogether,
£E48 million were invested in the sugar-based industry
during the 1960s.
Sugar Production and Trade.
The development of raw sugar production from 1939
to 1971 is depicted
in Chart 8-4. Its fluctuations depend essentially on
cane area planted and
yield per acre." The area planted is constrained
by the water
requires three times more water per acre than such alternative supply; cane
crops as cotton
or wheat. The sugar output series (with a one-year
lag) is correlated with the
annual discharge of the Nile at Aswan."
For almost four decades, from 1931, when sugL: began
receiving protec
tion, until 1968, the sugar cane area remained roughly
constant, fluctuating
between 80,000 and 100,000 feddan. The goveinment
attempted to maintain
the area within this range via the price mechanisms,
increasing the price of
cane as costs of production rose.
A significant expansion of output occurred between 1952
and 1055, which
requires some explanation. Until the fall of 1952,
sugar was rationed both
for consumer and industrial use. The governinent maintained
a foreign trade
monopoly by imposing virtually prohibitive tariffs and
taxes (exceeding 200
percent) on privately imported sugar.4.5 In September
1952 it liberalized the
consumption of sugar, setting a free market price that
excecdeci that of rationed
sugar by some 50 percent. There was no inceative for
domestic supply to meet
the increase in demand, with prices remaining unchanged.
Alarmed by the
sharp rise in imports, the government increased producer
prices in 1953, and
the cane area was expanded by 12 percent. 4
More significant, however, was an increase in yield
by 20 percent. This
was partly due to the application of more labor and
greater care for the crop
made possible by the higher prices. Over the whole
period from 1952 onward,
most progress was realized after the cane was cut; greater
efficiency in sugar
extraction in the factories and a shorter time span
between harvesting and
cane crushing had much to do with this phenomenon.
A more accurate assess
ment of cane maitrity and the treatment of cane seeds
with hot water, increas
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CHART 8-4
Sugar. Production and Consumption, 1939-1971
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ing resistance against viruses, also contributed to increasing the average
sug'ir

content of cane from 9.29 percent in 1954 to 10.18 percent in
!950 and ! 1.31
percent in 1969. The completion of the Aswan Dam enabled
the sugar care¢
area to expand in 1969 and 1970 to almost 130,000 feddan
without a fill
inyield.
The government's foreign trade policy in regard to sugar
served two
purposes: it stabilized consumption and occasionally earned foreign
exchan.,,.
Fluctuations in the production of refined sugar were offset by
imports of rd'v
sugar in case of a shortfall in domestic output or by exports
of refined sugar
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in case of overproduction. In general, imports and exports
occurred at the
same time, with imports consisting in raw sugar and exports,
in refined sugar.
The latter was sold at a premium abroad, particularly to other
Arab countries,
where it is in strong demard because of its higher level of
sweetness than that
of other sugar varieties available in tile world market. This
fact also explains
the normally higher unit values for exports than for imports
of refined sugar
(Table 8-8).11 Imported sugar was mixed (after refining)
with domestic
varieties and used for local consumption.
Because of the water constraint on supply and a rising population
and
consumption, Egypt gradually shifted its position during the
fifties and sixties
from net exporter of sugar to that of net importer (Chart
8-4). 1y 1966 net
imports had reached 137,000 tons, or 24 percent of domestic
consumption.
However, with water supply increased as a consequence
of the High Dam,
sugar production rosc 73 percent from 1966 to 1971, utilizing
the new refining
capacity created since 1964 and once again turning Egypt
into a net exporter.
Sugar Prices and Costs of Production.
Prices in tie world sugar market are characterized by strong
fluctuations.
Unless some long-term price is defined, at least within a certain
range, profit
ability calculations, particularly for planning purposes, become
intractable.
Fortunately, the fluctuations shown in Table 8-8 seem to
follow a cyclical
pattern around a constant level. Starting in 1954, an upward
movement of raw
sugar prices can be discerned, with a peak in 1957. A trough
occurs in 1961,
with a new peak in 1963. and so on. The first to cycles are
roughly of a six
year duration, although the cycle beginning in 1967 seems
somewhat longer
with what appears to be a peak in 1973. '[he acrage price
was
cents per pound for 1955-1960, 4.03 U.S. cents for 1961-1966. 3.58 U.S.
anti 3.76
U.S. cents for the period 1967-1972. These averages are
quite similar and
enable us to define a long-te-in price over the past eighteen
years in the range
of 3.5 to 4.0 U.S. cents per pound.
For purposes of profitability calculations, we chose an average
of three
cycle averages-3.79 U.S. cents per pound-as the world price
to he measured
against domestic costs of sugar production for both 1960
and 1970, the two
years for which detailed information about domestic costs
in processing is
available. This price corresponds to £E36.73 and -CE45.87
per ton, c.i.f.
Alexandria, at the official rates prevailing before and after
the 1962 devalua
tion.Y' Adding an average refining margin of $18.03 per
ton.I' we obtain the
"long term" c.i.f. import prices for refined sugar of £ E42.19
and LE52.00,
respectively, before and after 1962. We also calculated "short
term" world
priccs-three-year averages-confronting the industry around
1960 and 1970.
These short-term world prices are £ E37.45 for 1960 and
£ E53.12 in 1970.

TABLE 8-8
Prke Series for Raw and Refined SuMr

Year

Price at
Caribbean Ports
(f.o.b.,
U.S. cents
per lb.)
(1)

1954

3.26

1955
1956

3.24
3.48

1957
1958

5.15
3.50

1959
1960

2.97
3.17

1961
1962
1963
1964

2.91
2.98
8.50
5.87
2.11
1.86

1965

1966

Raw Sugar
Hypothetical
Long-Term
Import
Import Price
Unit Value
(c.i.f.,
(c.i.f.,
L£E per ton),
LE per ton)
(2)
(3)
-C

4

Domestic
Unit Value
(L£E per tort)
(4)

Import
Unit Value
(c.i.f.,
L E per ton)
(6)

_d

-C
-C
38.78
38.8.3.7
33.97
33.31
26.85

28.95
31.31
30.76
30.75
31.95
32.63

29.89
25.26
88.56
80.20
79.86
42.69

32.21
-4
d
.d54.68

J44

r

Refined Sugar
Hypothetical
Long-Term
Import Price
(c.i.f.,
LE per ton)b
(5)

_d
-- A

Export
Unit Value
(f.o.b.,
LE per ton)
(7)

-C

r
4479

L

r

42.15
44.32
5640

39.20
39.19

41.09
-C
34.20

44.19
30.04
34.46

34.15
32.49
74.75
170.27
83.09
43.49

35.62
31.54
50.99
107.52
38.58
39.14

_d

1967
1968
1969
1970

1.99
1.98
3.37
3.71
190 .7

1971

4.49

1972

7.04

[
j

4428

J

]

26.25
38.55
-

..

-d
-d

-d

32.02
32.35

d

_..
37.06
-d7.0.1

-d

52.5

52

1

29.57
27.62
2

39.12
35.17
3.1
33.14
45.87
59.02

59.02

SOUuCES: Col. (I ): FAO, Production Yearbook. various
issues, and Monthly Bulletin of Agricultural Economics
and Statistics, various
issues; col. (3): Federation of Industries, YcarbooL. va.ious
issues; col. (4): CAGMS. The Sugar industry, May 1963
and. for 1969, Industrial
Statistics by Commodity, 1969: cols. (6) and (7): Federation
a. Average unit value over corresponding years in col. of Industries, Yearbook, various issues.
I plus freight margin at $18.90 per ton converted at official
rates of exchange.
b. Plus refining margins of $18.03 per ton.
c. No imports.
d. Not available.
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Unlike the long-term world price, which has shown no clear trend over
the cycles during this period, domestic costs of sugar production in Egypt
have tended to rise both for cane cultivation and for processing. Since cane
has no international price, we have treated the sugar industry as an integrated
activity from cane cultivation to sugar refining.
Cost of Land, Capital, and Depreciation.
The competitiveness of the integrated sugar industry, from cane cultiva
tion to refining, is gauged on the basis of effective rates of protection and do
mestic resource costs per U.S. dollar. In calculating the DRCs, certain prob
lems arise in connection with costs of land and capital services that are worth
noting.
To make comparisons among alternative uses of land, rents must be
evaluated as if they were not subject to control (see Chapter 7, p. 196). In
Chapter 7 the assumption was made that, without controls, rents would have
increased in proportion to output value since 1949. On that basis, the im
puted rent for cane in 1961 was calculated to be £E32.78 per feddan, com
pared with the official average maximum rent of £E24.28, and on the same
grounds the imputed rent should be about £E32.00 for 1960. In 1967, the
last year for which cost data are available, average official rent for cane land
was £E23.00, that is, slightly lower than in 1960, ' 11and, in line with the
policy of keeping land rentals unchanged, must have remained at about that
level till 1970, when actual (official) rent per feddan may be assumed to have
been £ E24.00. The assumption that market rents follow output value cannot
be upheld for such long periods, however, for in the long run rents do not fully
rise in proportion to agricultural value added. Total agricultural value added
increased by 85 percent from 1960-61 to 1969-70. Assuming the share of
rents to run along its historical trend,r' wc could expect an increase in rent by
about 60 percent over the same period in the absence of controls. On that
basis, we are working with an imputed rent of LE5 1.00 per feddan for 1970.
Summarizing, we thus assume:

Average actual (official) rent
per feddan ( £ E)
Imputed market rent per feddan ( £ E)

1960

1970

23.85
32.00

24.00
51.00

In regard to returns to management and capital, the problem is to choose
"normal" returns for both 1960 and 1970. In the processing stage we work
r-tcrnatively, as elsewhere, with 5, 10, and 15 percent on capital invested. For
1960 cultivation we use Chapter 7's assumption of a "normal" return of
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£E2.00 per feddan per year, and for 1970 we assume, somewhat arbi
trarily, a rise to £El 8.00 per feddan per year. It must be emphasized that
this assumption implies some double counting because plowing and other
operations are often carried out with the assistance of factory-owned equip
ment that is counted as capital in the processing stage.
The evaluation of the industry's fixed assets consists in adjusting the
highly understated investment at historical cost for 1960 and adding to it the
value of the fixed assets created between 1960 and 1970 (which actually went
into production), yielding capital figures of £E22.3 million and £E56.6
millien for 1960 and 1970, respectively. We suspect that these estimates under
state the value of the industry's capital at replacement cost and hence should
be viewed with caution.
Depreciation charges, also estimated for 1970 on the order of £ E5 mil
lion, substantially exceeded the actual capital replacement funds appropriated

by the Ministry of Industry to the sugar indust,-y. In this respect it is inter
esting to note that, while the Ministry of Industry was expanding the capacity
of the sugar industry by the addition of new plants in the second half of the
1960s, it was seriously neglecting the capital replacement and modernization
needs of the industry's older factories.
Appropriations actually disbursed by the Ministry of Industry to the
sugar sector (including paper pulp and all sugar derivative industries) for
capital replacement were as follows:
Domestic Currency

Foreign Currency

Total

(000 £E)

(000 £E)

(000 £E)

1967-68
1968-69
1969-70
1970-71

0
384
548
70

0
0
221
0

0
384
769
70

1971-72

150

322

473

50

381

431

1973

In none of the years shown did the actual allocation even approach our
estimated requirement. The 1967 war eliminated replacements altogether for
1967-68, and significant appropriation in foreign exchange only occurred
after 1969. Moreover, while roughly two-thirds of depreciation charges should
be allocated to imported replacement equipment (since the import content of
depreciation expenditures is equivalent to two-thirds) and hence requires for
eign exchange, only one-third of the appropriations was maL3c in foreign ex
change. The impression is clearly conveyed that capital replacement commands
a low priority in the Ministry of Industry's overall exchange allocations and
hence is subject to the vagaries of foreign exchange availability after the re

236

PROTECTION, CONTROLS, AND COMPETITIVENESS IN INDUSTRY

quirements for current production and new investments have been met. Com
parable information obtained on other sectors of production (see Chapter 10)
suggests that the treatment of capital replacement in the sugar industry may be
quite typical.
Tle Competitiveness of the Integrated Sugar Industry, 1960 and 1970.
Considering first the long-term position, Table 8-9 shows some negative
protection (-5 percent) for 1960, but positive protection (14 percent) for
1970. The ERPs estimated in Chapter 7, Table 7-1 on the basis of current
prices for the years 1961, 1963, and 1964 average out at - 19.6 percent.
At a 10 percent return to capital in the industry, the 1960 DRC was 34.1
piasters per U.S. dollar against the official exchange rate of 35.2. The average
for 1961, 1963, and 1964 (Table 7-1) was 40.0 piasters. Our calculations,
however, as already emphasized, may contain some double counting of re
source costs. Disregarding capital costs in cultivation completely (which, on
the other hand, means an underestimation of total capital costs), the DRC
in 1960 was considerably lower than the official exchange rate (at a 10 per
cent return), and may have been lower even at a 15 percent return. We can
conclude that the sugar industry was competitive in the long term at the official
exchange rate before the devaluation of 1962.
In 1970, at 10 percent return, the DRC had increased to 53.6 piasters
per U.S. dollar. The official rate was then 43.5, and thus sugar was no longer
competitive in the long term at the official rate, even when allowance is made
for some double counting of resource costs. It was the sharp rise in wage costs
that was largely responsible for the deterioration of the competitive position
of sugar. While both total (impeited) land rent and caFital costs increased by
130 percent from !960 to 1970, total wage costs rose by 217 percent. The
relatively strong wage increase is related to the rural location of the sugar
factories. Rural wages increased much more than urban industrial wages dur
ing the 1960s.
Thus, the industry was in good shape in 1960. From a long-term point of
view, it was competitive at the official exchange rate. Without the inflation
and wage increases, the heavy investments made in the industry during the
1960s wouid have been fully justified at 'he exchange rate in effect after the
devaluation of 1962. We note also that at the exchange rate of 61 piasters per
U.S. dollar the industry would, ceteris paribus, have been highly competitive
in the long term in 1970, despite the wage increases.
The position in the short term was different. On the basis of the three
year averages of the world prices for refined sugar, the ERP was 17.4 percent
in 1960 and slightly lower, at 12.2 percent, in 1970. In Chapter 7 we found
an ERP of 37 percent for 1961 (Table 7-1), when the international price

TABLE 8-9
ERPs and DRCs in the Integrated Sugar Industry

Year
1960
At long-term average
price of refined sugar
At three-year average
price of refined sugar
1970
At long-term average
price of refined sugar
At three-year average
price of refined sugar

ERP
(%)

-4.7

DRC

Official

At 5% Rate At 10% Rate At 15% Rate
of Return
of Return
of Return
(%)
(%)
(%)

Exchange Rate
(piasters per
U.S. S)

30.4

34.1

37.7

35.2

17.4

36.6

40.9

45.3

35.2

14.0

48.4

53.6

58.,

43.5

12.2

47.0

52.1

57.2

43.5

SotacE: Hansen and Nashashibi, NBER Working Paper No. 48, New York, 1975, Table 19.
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was somewhat lower. The DRC (at a 10 percent return) was 40.9 piasters

per U.S. dollar in 1960, and sugar was clearly noncompetitive at the actually
ruling exchange rate. In Chapter 7 (Table 7-1 ) the DRC for 1961 was found
to be 60 piasters. It should be emphasized, however, that the short-term non
competitiveness in 1960, according to this calculation, does not justify shifting
away from sugar, even from a short-term point of view. For in the short
term, the opportunity costs c. capital in processing are zero, and at a 0 percent
rate of return, the short-term DRC would have been much lower than the
official exchange rate. By 1970, despite a substantial increase in the short
term international price, the DRCs increase(, too, and a slight deterioration
occurred in the industry's competitive position (relative to the new exchange
rate) compared to 1960.
Domestic sugar prices lagged behind the uptrend in short-term interna
tional prices between 1960 and 1970. Most of the domestic price increase to
the consumer took the form of higher excise taxes. Consequently, the industry
incurred consecutive losses during that period, averaging £E2 million per
year. In 1970-71 the industry disbursed £E43.6 million to the Treasury in
various excise taxes. Since it also received a number of "compensation" pay
ments, its net contribution was somewhat lower. Hence the industry's consecu
tive losses should have little meaning as an allocative criteria. On the other
hand, by reducing the capital reserves available to it, they have certainly ham
percd the company's capital replacement program.52
Here again we run into the problem of centrally prescribed prices and
the distortive effects they have on the distribution of production and, indirectly,
of investments. To take the sugar industry as an example, the ex-factory price
has hardly been changed in twenty years, while the costs of all inputs have
naturally risen. In addition, the retail sale of sugar operates on two price
levels: a free market price and a lower price for rationed sugar. Consequently,
the sugar industry is paying four different excise taxes and sales taxes to the
Treasury and is receiving live kinds of subsidies."' The net result is that the
sugar industry is incurring losses on its sugar operations but making profits
on the sugar derivatives. A similar situation prevails in the case of steel, textiles,
and paper, among others,
In view of the important role of rising wage costs in the deterioration of
competitiveness, it would be important to evaluate labor productivity and its
development in the factories during this period, but attempts in this direction
have been frustrating. Scanty reliable information o,, employment is available
other than the total number of workers employed in 1960 and 1970, and
it is not clear what categories of seasonal labor are included. Moreover, it is
uncertain to what extent the shorter working hours in industry after 1961
were applied to this rural industry, with its 150-day working season. Assum
ing shorter hours worked and comparability of data for the two years involved,
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labor productivity measured by tons of sugar per man-year
(the number of
workers employed in a year) increased by 37 percent
from 1960 to 1970,
compared with an increase of only 17 percent with
an assumption of un
changed hours. In any case, the growth in productivity
was small relative to
the rise in wage rates.
Sugar versus Other Crops.
Even if it were competitive in the long run at the official
rate, sugar does
not necessarily have a comparative advantage vis-ii-vis
crops zhat could alter
natively be grown on the same land. Actually, these
might conceivably be
more competi:ave. This is the problem we are examining
in the following pages.
In Chapter 7 (see Chart 7-1 I) an ambitious attempt
was made to pre
dict the optimal cane acreage for the years 1962 to
1968. The optimum was
defined as the hypothetical long-term response of cane
cultivators to current
international f.o.b. prices, with fluctuations in the predicted
optimal area due
to fluctuations in international prices for sugar and other
crops. For the period
1962 to 1968, the average predicted optimum was about
70,0() feddan, but
the average international sugar price was 3.6 U.S.
cents per pound f.o.b.,
while the long-term f.o.b. price is here assumed to
be 3.8 cents, or 5.3 per
cent higher. At a 5 percent higher F-va&ie for sugar
(see Appendix A,Table
A-4), the optimal acreage would be about 73,000
feddan. In addition, we
have to allow for the difference between c.i.f. and
f.o.b. prices--on average
about 15 percent (see above). At c.i.t. prices, the optimal
acreage would be
about 82,000 feddan. This vcrage should be compared
with total actual cane
acreage, including land planted with cane for delivery
to private molasses pro
duction. The average total acreage was I15,000 feddan
for these years, and
the average optimum at the long-term price should
have been about 61 per
cent of the actual acreage. Carried over to the area
cultivated under contract
with the factories, this would imply an optimal area
of about 58,000 feddan,
as compared with an actual average of about 95,000
feddan. In terms of sugar"
production, this means a reduction to about two-thirds
of actual production.
The analysis in Chapter 7, however, was based on
and assumed that all crops competed equally 3gainst national aggregates
each other. This as
sumption conceals the fact that cane is grown almost
exclusively in the south
ernmost part of the valley, where cotton is less profitable
(yield is lower and
only lower-priced medium staple varieties can be
grown) than in the Delta
and the northern part of the valley, and where rice
is not grown at all. We
thus have to compare with a feasible alternative crop
rotation, and this com
parison will probably show sugar in a more favorable
light.
One of the most profitable rotations in Upper Egypt
(according to a spe
:ial survey made by the Ministry of Agriculture) is
shown in Table 8-10. It

TABLE 8-10
Full Three-Year Rotations: Sugar and Alternative
Rotation
(£ZE per feddan)
Alternative Rotation, 1961

income to
OwnerCultivator
without
Hired Labor,

at Domestic

Sugar, Three Years

Domestic

Income to
Owner-Cultivator

Value Added
at

DRC.

without Hired
Labor, 1961,

Cultivation
and Processing

International

Domestic Value Added,
at International Prices
Refined Sugar, 1960,
Based on
Three-Year

Prices
(2)

at Domestic

DRC
(3)

Prices
(4)

at 10% Return,

Prices
(5)

Long-Term

Year

Crop
(1)

1960
(6)

Average Price
(7)

I

Clover
Cotton'

n.a.
56.7

n.a.
65.2

n.a.
70.7

58.6

2

119.4

Wheat
Millet

!24.5

26.7
27.6

26.1
28.5

103.6

18.2
24.8

58.6

119.4

3

Onions
Millet

124.5

66.6
27.6

!03.6

53.7
28.5

103.3
24.8

58.6

119.4

124.5

103.6

205.2

202.0

241.8

175.8

358.2

373.5

310.8

Years 1-3.
Total

DRC
in piasters per U.S.

$b

29.4

34.1

Average Price
(1959-61)
(8)

40.9
SOURCES: Cols. (2) and (5). Table 7-1. All others,
B. Hansen and K. Nashashibi, NBER Working
Paper No. 48, New York. 1975.
a. Based on normal crop.
b.
by dividing DRC by domestic value added at
piasters Calculated
per U.S. dollar.
international prices and multiplying by the official
exchange rate of 35.2
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assumes perennial irrigation. In the third year of this rotation,
lentils or beans
might be substituted for onions, but while either of these
two crops may be
more profitable in terms of domestic prices, onions have
by far the lowest
DRC in terms of international prices, at least for the period
1961 to 1964
studied in Chapter 7 (see Table 7-1 ). Hence, we have
chosen to compare
sugar with a rotation that includes one crop of onions.
Columns 2 aad 5 compare income going to owner-cultivators
with no
hired labor and at actual domestic prices under the two systems.
Accordingly,
cane growing was almost as attractive as the alternative
rotation; indeed, the
government fixed domestic cane prices so as to achieve
competitiveness do
mestically. It is true that the alternative rotation shows
a somewhat higher
income than that from cane growing-L£E205.2 as against
£E175.8 over
three years-but this figure exaggerates income, despite
the exclusion of
clover, insofar as cotton yields a much lower income per
feddan in the south
ern parts of the valley than the national average on which
Table 8-10 is based.
Moreover, the calculation of income from cane does not
consider that, as
mentioned before, part of the costs of plowing and irrigation
is carried by the
factories. Finally, it should be recalled that the alternative
rotation in question
is the best possible one we could find. It can he concluded,
therefore,
domestic prices, cane and the alternative rotation were approximately that at
equally
attractive from the farmers' point of view.
The DRC for the alternative rotation in 1961 was 29.4 piasters
per U.S.
dollar, against the official rate of 35.2. At the long-term
average world price
for refined sugar, the DRC for sugar (at a 10 percent return)
including culti
vation was 34. I in 1960. But, in view of the double counting
of resource costs
for sugar (which brings the sugar DRC further down)
and the exaggeration
of income from cotton (which may bring the DRC for the
alternative rotatio,
further up), we have no clear answer to our question about
the comparative
advantage of sugar versus the alternative rotation. The
two may have been
about equal.
It should not be overlooked, either, that we are making
a comparison
between DRCs at an (allegedly) long-term international
price for sugar and
at Im actual international price for the alternative crops
in 1961; short-term
fluctuations in the latter could, of course, change the picture.
We have not
found it feasible, however, to calculate long-term prices
for the alternative
crops, but their international prices (in foreign currency)
generally did not
increase from 1962 to 1968. Finally, we should also take into
account that the
alternative rotation becomes more profitable the further north
the cultivation is located. It might therefore be argued that, in Upper Egypt
at best, it is only
in the southernmost parts of the valley, at Aswan and Qena,
that cane may
have a long-term comparative advantage over the alternative
rotation. Most
of the expansion in the 1960s did take place in Aswan
and Oena, but the
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government also built two new raw sugar factories further to the
north, in
ESolag, and it is doubtful whether this particular investment was justified.
If, therefore, we conclude that the major part of cane cultivation
was
economically justified in 1960 but that some of it shoulI have been
eliminated,
wc are quite in line with the predictions made in Chapter 7.
Eploy n.t and Odbr Aqcts.
An assessment of the sugar industry must lso take employment
effects
into account. All our calculations assume that opportunity costs for
labor are
equal to actual wages, with the implicit assumption that labor employed
in the
sugar industry could find alternative employment at these wages over
the
long
term. If this assumption is not substantiated, the DRC of sugar falls
in relation
to that of the alternative rotation, because sugar (including processing)
is
much more labor-intensive than the other rotation.
The sugar industry (processing) is the second largest industrial employer,
textiles being the iargest. It employs approximately 26,000 regular
workers
in its factories and refineries and a much larger working force
during the
short cane-crushing season, drawn mainly from rural areas and pvrtly
during
slack agricultural seasons (December to May). Thus it combines
a number
of advantages often emphasized in developmept strategies: a high rate
of labor
absorption per unit of capital invested and income created mainly
in rural
areas--even in the least !Ieveloped ones in Egypt-during slack seasons.
Another circumstan 7c is the inc. easing demand for the by.products
of
the ii.dustry, related to the development of manufacturing industry
in general
Products such as acetic acid, alcohol, carbon dioxide, and yeast can
be derived
from molasses. In addition, the cane residual, or bagasse, can be
used for
manufacturing grain board and paper pulp, where it has a large
potential if
other cellulosic raw materials become scarccr, unless oil becomes
dearer as a
substitute in the factory furnaces. Calculations of the maximum price
the paper
industry could pay for bagasse reveal a net gain to the sugar industry
over and
above its fuel opportunity cost of £EI.82 per ton of bagasse used
for paper
pulp. If 300,000 tons of bagasse were taken up by the paper industry
(roughly
representing its potential demand), it would reduce the sugar industry's
DRC
by approximately I piaster per U.S. dollar.54
THE CEMENT INDUSTRY
The manufacture of cement was started in Egypt in 1900, when
the Socit6
Anonyme des Ciments d"Egypte (a Belgian venture) built a factory
near
Cairo. Based on large deposits of raw materials in the vicinity of
the major
consuming center, the new industry was induced by the dciLand
!or cement
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from the first Aswan Dam. Up until World War I!,
"ts major source of energy
was imported Cardiff or German coal; World War II forced a shift to liquid
fuel.
During its fl'st two decades the cement industry had great difficulties to
survive. Up to World War I it had to compete with foreign cement without
special protection (apart from the high cost of transport, of course), and dur
ing the war fuel supplies were cut off. Although still without special protection
during the 1920s, the industry captured a significant share of the domesti2
market in competition w;th imported cement. At that time two of the four
cement companies in existence today were founded.- ' Yet, until the Great
Depression, the industry's share of the domestic m'.rket did not exceed 20
percent.
In 1930 a 15 percent import tariff wrs imposed on cement; it led to the
disappearance of cement imports during the thirties. At the outbreak of World
War ii, an excise tax of £EO.70 per ton (43 percent of the domestic cx
factory price) was impose] on cement. The excise tax remained in force after
the. war, but by that time the industry had obtained a definite comparative
advantage. Despite the fact that the excise tax-imposed only on domestic
production-exceeded the import .- riff and that the currency was probably
overvalued (see Chapter 3, pp. 67-68), the domestic ex-tactory price was low
enough to eliminate imports. With the exemption of exported cement from the
excise tax in 1952, erports rapidly increased and had already reached a level
of 500,000 tons by 1958.
The expanded capazity was not enough to meet both domestic and for
eign demand during the years of the first Five-Year Plan, 1960-61 to 1964-65,
when large construction projects (particularly the Aswan High Dam) tempo
rarily diverted exported cement to domestic consumption (see Chart 8-5 and
Tab!e 8-11) and cement imports became necessary. With the reduction of
invesunents after 1965 (see Chapter 5), the situation changed again and the
industry is noA an important foreign exchange earner, second only to cotton
textiles among manufactured exports. Its net foreign exchange earnings in
creased when two of its major imported inputs (fuel oil and paper) were
replaced by domestic products, increasing the proportion 'fAdomest;cally pro
duced inputs ini cement from 20 percent in 1954 to 88 percent in 1965-66.
At the same time, the industry diversified into ihe production of special varie
ties of cement, first as import substitutes and later, as in the case of white
cement, as exports.
Costs, Revenues, and Competitiveness, 1954 to 1965--66.
Data on the industry's revenue and cost structure have been compiled for
1954, 1957, 1960, and 1965-66 from the consolidat:d accounts of the exist
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CHART 8-5
Cement: Production and Trade, 1925-1970
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ing four cement companies.5 6 On the basis of these data, estimates of the
industry's effective rate of protection and resoucce costs per dollar were made
at current and constant international prices (see Table 8-12, where indices of
variable input costs and productivity of labor and capital are also shown).
We have chosen to use the average export prices f.o.b. in all revenue
estimates at international prices. As Table 8-11 indicates, the average export
price tended to fall as the quantity exported increased, while the unit value
obtained from neighboring countries, represented by Saudi Arabia, remained
roughly constant over the entire period. Since the increase in exports was
achieved most),! through expansion to more remote areas (such as West Afri
can countries), the f.o.b. price had to be lowered to absorb freight cosLs and
to assure competitiveness on a c.i.f. basis with alternative suppliers.

TABLE 8-11
Exports of Egyptian Cement: Tonnage and Prices
(three-year averages)
All Exprts, Unit Value
Quantity
(000 MT) (f.o.b., LE) (f.o.b., U.S. S)
1953
1957
1961
1964
1971

118
228
689
157
1,340

5.4
5.9
4.1
6.4
4.2

Exports to Saudi Arabia,
Unit Value
(f.o.b., U.S. S)

14.3
15.5
10.7
14.7
9.7

SOURCE: Federation of Industries, Yearbook, various issues.

14.2

12.2
11.8
13.4

Effective
Exchange Rate
(piasters per U.S. S)
36.5
38.2
38.3
43.5
43.5

246

PROTECTION, CONTROLS, AND COMPETITIVENESS IN INDUSTRY

TABLE 8-12
Cement Induitry: ERPs, RCs, Return to Capital, and
Performance Indicators

Rate of

DRC at Current

Return to Capital
At Actual At IntcrDomestic national
Ps ices
Prices
(%)
/%)

International Prices, f.o.b.
(piasters per U.S. $)

5% Rate
of
Return

ERP
(%)

10% Rate 15% Rate
of
of
Return
Return

1954
1957
1960

18.0
10.2
7.6

34.7
35.6
19.6

-30.8
-45.5
-34.6

16.4
17.3
22.2

19.8
20.7
27.7

23.2
24.2
33.2

1965-66

10.9

22.5

-27.6

26.5

31.3

36.2

Indexes o Performance
(954=

Labor Productivity
(per hour)
Value Added
Output
at Constant Inter- (tons of
natl. Prices
cement)
1954
1957
1960
1965-66

100
102
(122A)
138
117

100
104
137
114

100)

Capital Productivity
(per Z E of equipment)
Value Added
Output
at Constant Inter- (tons of
natl. Prices
cement)
!00
57
(680)
60
88

Output
(unit
value)

100
55

100
91

60
90

93
132

SouRc.: Hansen and Nashashibi, NBER Working Paper No. 48, New York, 1975,

and official statistics.
a.Adjusted to 90% capacity utilization.
b. The definition of maximum capacity assumes a certain numbei of days per year
set aside for repair and maintenance.

During the period under review here, the profitability of the cement in
dustry suffered from a gradual erosion through adverse price developments
for outputs and inputs. The unit value of total output at domesfic prices fell in
1957 and recovered "nly slightly by 1960. Quantifiable material input prices
remained constant, but other inputs, such as services and spare parts, probably
increased in price. The price squeeze was accentuated in 1962 because of the
devaluation, and ev(en more so during the period of price increases in 1965
and 1966. By 1966, ex-factory cement unit values had risen by only 16 per
cent over 1954, against a 40 percent increase in the prices of major inputs.
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TABLE 8-12 (concluded)

DRC at Constant
International Prices, f.o.b.
(piasters per U.S. $)
5%Rate 10% Rate 15% Rate
of
of
of
Return
Return
Return
16.4
19.0A
16.4
21.9

19.8
22.4u
20.7
26.8

Exchange Rates
(piasters per U.S. $)
Olicial
Capacity
Buying Effective Utilization
Rate
Rate
(%)

23.2
25.7,
25.2
31.9

34 9
34.9
34.9
43.5

36.5
38.3
38.3
43.5

89
75
91
107"

Hourly
Wages

Total
Output
Volume

Total
Number of
Employees

Total
Number
of Hours
Worked

Indexes ol Performance
(1954 = 100)

Material Input.,
(unit value)
at
at Current
Domestic
Internatl.
Prices
Prices
100
102

100
102

100
131

100
116

100
111

100
110

100
140

100
137

146
142

167
211

124
200

122
185

(The unit price of total output was, however, 32 percent higher than
in 1954.)
The price increase in inputs was particularly notable for limestone
and clay,
packing materials, and fuel oil. Hourly wages increased sharply from
1954 to
1960, but then, remarkably enough, seem to have fallen slightly between
1960
and 1966 (had we included pension and social insurance contributions,
a
slight increase in wages would have been found). The cement industry
thus
follows a pattern found in other Egyptian industries (see Chapter
4, p. 95):
the government's control over prices and its concern about keeping
domestic.
prices low despite rising input prices (particularly for imported
inputs) has
lowered profits.
The industry's net value added ev'duated at international prices
is much

higher than at actual domestic prices. Export prices exceed domestic
prices,
and tariff rates and premiums were gradually increased on imported materials
Ike spare parts and kraft paper bags. Two important traded inputs, fuel
oil
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and packing materials, were replaced by domestic substitutes during the period
under review. For packing material:, domestic prices exceeded import prices.
Domestic production of fuel oil was expanding rapidly, and what had been an
import item until 1960 became an export item by 1965-66; in our calculations
we had to shift from c.i.f. prices to f.o.b. prices for fuel oil. This circumstance
partly explains the drop in fuel oil costs at international prices, and was a
factor in preserving the competitiveness of the cement industry.
Profitability-net profit (before income taxes) as a percentage of cap
ital" 7-was also much higner when calculated at international prices during
the whole period. At actual domestic prices, profitability fell from 18.0 per
cent in 1954 to 7.6 percent in 1960, after which it recovered to 10.9 percent
in 1965-66 (13 percent, if interest and rent payments are included in net
profits). At current international prices, profitability was 34.3 percent in 1954,
fell to 19.6 percent in 1960, and rose again to 22.5 percent in 1965-66. We
must add that, when exports were vigorously expanded in 1969 at a consider
able decline in export prices due to longer transports, profitability at interna
tional prices still remained at 11.6 percent (and somewhat higher if interest
and rent payments were included in net profits). It would thus seem that the
industry during the whole period was socially profitable, although profitability
shows a downward trend.
The highly "taxed" position of the cement industry as compared with a
free trade situation is reflected in the negative ERPs shown in Table 8-12.
The ERPs fluctuated between -28 and -45 percent. Similarly, the DRCs
were much lower than both the official and the effective exchange rates, even
at an imputed rate of return to capital of 15 percent. After a more than 50
percent rise from 1954 to 1965-66, DRC still did not exceed the level of the
effective rate of exchange in 1954.
Thus, during the whole period, the industry was highly competitive (even
at an overvalued exchange rate) and it is one of the failings of Egyptian in
vestment policies during the first Five-Year Plan (1960-1965) to have per
mitted cement experts to slip back from almost 700,000 MT in 1961 to
slightly above 150,000 MT in 1964. Expansion of capacity could have antici
pated the High Dam requirements, and reduced domestic demand after the
Dam's completion would have been offset by larger exports. In fact, the level
of exports attained in 1971 was almost twice as high as the peak reached
in 1961.
Productivity.
To appraise productivity of factors, Table 8-12 shows index numbers
(1954 - 100) of physical output and net value added at constant 1954 inter
national prices, both per unit of factor input (labor and capital).
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Labor productivity increased slightly, from 100 to 102, between 1954
and 1957, when the industry was expanding its capacity. The capacity expan
sion was accompanied by a decline in capacity utilization and a sharp drop,
from 100 to 57, in productivity of capital by 1957. Note that, with value
added in 1957 adjusted to the level of capacity utilization prevailing in 1954
and 1960, labor productivity increases from 102 to 122 and capital produc
tivity, from 57 to 68. Between 1957 and 1960, labor productivity rose further
to 138 (in terms of value added), with capital productivity remaining at 60.
These opposite changes arc, of course, perfectly natural in an industry that
relies on a standard technology with little technical progress, it simply indi
cates that capital intensity has increased and has served to increase produc
tivity of labor. The increase in labor productivity (over 6 percent per year)
is noteworthy; it exceeded the average of 4 percent rate of increase achieved
for all industry during that period.-" Nonetheless, it was outstripped by an
even steeper rise in wages, which exceeded the average for all industry. The
cement industry seems to have experienced an improving quality of labor
through a relative increase of professional staff and qualified workers. The
proportion of employees holding academic degrees grew from 1.4 percent
in 1954 to 2.4 percent in 1960, that of middle management and technical staff,
from 2.3 percent to 4.2 percent, while that of unskilled workers fell over the
same period.
During the period 1960 to 1965-66, the trend was reversed. Labor pro
ductivity fell by 17 percent, while capital productivity rose by 50 percent.
In this connection, we must remember that after the nationalization of the
industry in 1961 a general employment drive took place, with increased em
ployment and reduced working hours per week. This employment drive did
not spare the cement industry, causing labor productivity to decline. While
output increased by over 26 percent from 1960 to 1965-66, the number of
employees increased by 64 percent and man-hours, by 52 percent. Alongside
the decline in labor productivity, an increase in capacity utilization beyond
its optimal theoretical maximum (the definition of maximum capacity assumes
a certain number of days per year set aside for repair and maintenance) con
tributed to the productivity growth of capital and may have negatively affected
labor productivity.
As labor productivity fell, wages per worker also declined. This fact is
difficult to explain, considering the general rise in wages and the improvement
in skill distribution during that period. It is possible that the industry was able
to reduce the avej age earnings of unskilled workers through a cut in overtime
work. There seem. to have been an attempt to bring the level of wages into
line with productivity, and with the increased capacity utilization the industry
succeeded in preventing the profit rate from shrinking further.
Clearly, the cement industry's performance during the period 1960 to
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1965-66 was inferior to that of the preceding period. It is not obvious how
much this had to do with the change from private to public ownership. The
cause was, rather, the misconceived employment policy imposed on all big
industries. Had the cement industry remained in private hands, it probably
would have had to conform to the employment policy. There is nothing to
indicate that the industry suffered from shortages related to foreign exchange
controls. Production did suffer (see Chart 8-5), but this can be explained by
the falling off in the cement requirements of the Aswan High Dam construc
tion, as well as the deflation that took place in 1965-66. (See Chapter 5,
pp.112-121).
In a more indirect way, thie industry seems to have been adversely af
fectcd by the centralization of investment decisions into the ministry and away
from company managers. Capacity seems to have been better geared to do
mestic and foreign demand during the 1950s than during the 1960s. Net
exports reached a peak in 1961 and declined thereafter until 1964. Central
planning failed, but it is not clear why. It is true that a decision to speed up
construction of the Aswan High Dam, and thus increase domestic demand,
was taken after the first Fi. e-Year Plan had been worked out, but there should
have been suflicient time to revise the investment plans for the cement industry
accordingly. Did the planners deliberately sacrifice exports? Or was the whole
problem simply ignored? With free trade, decentralized investment decisions,
and profit maximization, this would probably not have happened; it would
not have been overlooked that exports were more profitable than sales to the
domestic market. It would seem that the planners ignored, or were ignorant
of, this basic fact.
But when viewed over a longer term-the period between 1950 and
1971, for example-the overall performance of the industry is quite satis
factory. The increase in the DRCs between 1954 and 1965-66 at constant
prices was relatively small considering the organizational changes that took
place after 1961 and the labor policy adopted by the government. The pro
ductivity of capital increased rapidly between 1957 and 1965-66 (even after
adjustment for capacity utilization) and the industry remained highly com
petitive and profitable. Its major strength, as revealed by intercountry compari
sons of the relative cost components in this industry, derives from a higher
quality of labor available to it-for a given level of wages and capital stock
than to some of its competitors . ,"And while its competitiveness may have de
clined somewhat from 1960 to 1965, the tighter organizational controls that
followed the 1967 war and the greater cost-consciousness of the government
may have reversed the situation.
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Chapter 9

Efforts to Broaden
the Industrial Structure:
The New Industries

FERTILIZERS
In Chapter 6 we mentioned the change from basin to perennial irrigation that
took place in the second half of the nineteenth century and the increased need
for fertilizer inputs that accompanied it, further intensified in the 1960s by the
Aswan High Dam. As early as 1911, Egypt imported 60,000 tons of fertilizers,
and by 1960 her consumption of fertilizer per acre of cultivated land surpassed
all developing countries except Taiwan and South Korea.' Thus, there is a
very substantial domestic market for chemical fertilizers in Egypt. The de
mand is concentrated on phosphate and nitrogen fertilizers; potash is of sec
ondary importance.
Since phosphate and nitrogen fertilizers are produced by two distinct
industries in Egypt, they will be discussed separately.
The Phosphate Fertilizer I.tdustry.
The phosphate fertilizer industry had a relatively early stan in Egypt
the combined result of strong domestic demand and abundant domestic de
posits of phosphate rock. The demand for phosphate fertilizers arose from lhe
cultivation of beans and clover, in particular. Large deposits of relatively low
grade phosphate rock were discovered in the Red Sea area and near Esna, and
earlier some of the rock seems to have been used directly in areas with suffi
cient soil acidity. In the beginning, most of the phosphate rock was exported
to Japan. By 1936 total exports of phosphate rock had reached half a million
255
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tons. But it is obvious that Egypt had natural advantages in producing super
phosphates herself.
The first superphosphate factory was established in 1937 at Kafr-EI-Zayat
in the Nile Delta, with a small annual capacity of 25,000 tons. It was followed
by a second plant, with a capacity of 35,000 tons, at Abu Zaabal in 1948. Both
got their phosphate rock by rail fiom the Esna deposits some 506 miles away.
The location of the factories, combined with the seasonal nature of the de
mand, resulted in severe transportation problems. As capacity and scale of
production were expanded, the single-track, narrow-gauge rail line responsible
fMr part of the transportation became overburdened. Eventually this led to
di3ruption of production in the years 1961-1964 (see Chart 9-1 ). Recently,
a new plant with a 200,000-ton capacity wa. built at Assiout, nuch closer to

the phosphate rock deposits."
The sulphuric acid needed as a catalyst was originally derived from roast
ing pyrites imported from Cyprus. This technology is capital-intensive and was
CHART 9-I
Phosphate Fertilizers: Production and Trade, 1947-1971
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probably less economical than the one based on elemental sulphur, but may
have been justified at the time because of favorable special arrangements made
with the suppliers regaroing prices and quantities to be delivered. The Korean
boom and the growth in Egypt's pyrite requirements led to the abrogation of
these artingements, and the import price of pyrites rose from $8 per ton in
1950 to $15.50 per ton in 1953 and remaained at that level thereafter.
In the early 1950s Egyptian superphosphates emerged as a powerful im
port substitute, although the rate of protection against imported fertilizers did
not exceed 10 to 15 percent of the e.i.f. price. By 1954, domestic ptoduction
was sufficient to satisfy domestic demand, and a bin on imports was imposed.
In1960, however, when production fell short of demand, imports reappeared,
partly because of the transportation problems mentioned above. They fell again
drastically after 1964 and Egypt emerged as an exporter of superphosphates.
From 1965 to 1968 exports amounted to about 30,000 tons annually, going
mainly to Arab countries. In i970 a level of 93,00)0 tons was reached.
COST ANt) REVENUE DATA

Cost data on superpho.phates, cerived from the operations of the same
two factories, are available 'or 1954, 1957, and 1964-65.-1 While the corn
parabty of the results is enhanced by the homogeneity of the output, a change
in technology between 1957 and 1964-65 that substituted elemental sulphur
for pyrites in the production of sulphuric acid' posed some problems in inter
preting cost trends."
In the calculations for 1954, an hdjustment to 90 percent capacity titili
zation (the level of utilization actually prevailing in the other ycrs studied
here) was made. Domestic resource costs were calculated on the basis of
import prices c.i.f. (see Table 9-1). For 1964-65, however, we have com
puted resource costs also on the basis of two alternative f.o.b. export prices:
the export unit value actuaiiy realized in 1964-65 and the average export unit
value realized in 1969 and 1970. Comparison makes it possible for us to
assess the profitability of the industry, both as an import-substituting and as
an exporting activity.
THE COMPETITIVENESS OF EGYP1IAN SUPERPHOSPHATES

The industry initially looked like an inefficient attempt at import substi
tution: it was designed to operate at a low and uneconomical scale; it relied on
low-grade phosphate deposits with unreliable and expensive transportaticn to
the plant; and it resorted to the derivation of sulphuric acid via pyrites, nor
mally a relatively expensive method, based on a short-lived favorable price
arrangement. On the other hand, the industry benefited from cheap labor vnd
engineering skills and was, as an import substitute, naturally "protected" by a

TABLE 9-1
Phosphate Fertilizer Industry-ERPs, DRCs, and Performance Indicator
1954
At
Actual Plant
Utilization
of 53%
(at import
prices c.i.f.)

At
Full Capacity
Utilization
of 90%
(at import
prices c.i.f.)

1957
At
Actual Plant
Utilization
of 90%
at import
prices c.i.f.)

1964-65
At Actual Pant
Utilization of 90%
(at export
(at export
(at import
prices f.o.b. prices Lo.b.
prices c.i.f.)
of 1964-65) of 1969-70)

ERP (percent)

14.6

-

34.4

7.5

0.0

0.0

DRC at current internatl. prices
(piasters per U.S. $)
at rate of return of
5 percent
10 percent
15 percent

31.3
38.5
45.8

23.4
27.4
31.4

35.6
36.2
42.2

27.0
32.8
33.6

30.1
36.4
42.8

40.9
49.5
58.1

DRC at constant internatl. prices
(piasters per U.S. $)
at rate of return of
5 percent
10 percent
15 percent

29.7
36.7
43.5

22.2
26.1
29.8

27.7
32.5
37.3

24.3
29.7
35.1

-

-

Effective exchange rate
(piasters per U.S. $)

37.0

37.0

38.5

43.5

43.5

43.5

Rate of return to capital (percent)
at actual domestic prices
at internitl. prices

17.6
8.9

-

16.5
7.4

21.8
19.3

-



Physical labor productivitya
Physical capital productivityb
Hourly wages

100
100
100

-

Performanceindicators
(1954=100)
132
170
130
-

-

-

-

-

SOURCE: B. Hansen and K. Nashashibi, NBER Working Paper No. 48, New York, 1975, Tables 23 and 25.

a. Tons per man-hour.
b. Tons per unit of equipment vaiue.

190
190
214

-

-
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large freight margin-15 to 20 percent of the import price of the fit'l product
and 40 to 50 percent of the import price of phosphate rock.
By 1954, the industry had seventeen years of experience, including a diffi
cult period during World War II. With a domestic price 14 percent above the
average import price c.i.f., the industry's rate of return on capital was 17.6
percent at a capacity utilization of 53 percent. Evaluated at import prices, the
industry was competitive at a rate of return on capital of 8.9 percent, even at
this low utilization of capacity. At a 10 percent rate of return, the resource
costs were only slightly higher than the official exchange rate. Had the industry
operated at full capacity, it would have been competitive in exports as well.
Conditions were thus sufficiently favorable to offset the initial drawbacks and
to make the industry profitable and competitive.
In 1964-65, the industry was efficient both as an import substitute and
in exports. Its domestic resource cost, based on that year's export price and a
10 percent rate of return on capital, was 36.4 piasters, well below the official
exchange rate of 43.5 piasters per U.S. dollar. At the much iwer expori price
realized in the 1969-70 period, the resource cost per U.S. dollar earned in
1964-65 would have been 49.5 piasters, somewhat higher than the official
exchange rate but substantially lower than the exchange rate of 61 piasters per
U.S. dollar suggested by the IMF to the Egyptian government in 1966. The
latter exchange rate would make the industry as profitable in exports (and a
fortiori as an import substitute) in 1969-70 despite the international price
decline.
In discussing the development of the industry's efficiency and profitability,
our first focus is on the price developments in its output and input.
Over the last two decades, domestic prices for superphosphates, both at
factory gate and delivered to the farner, have remained relatively stable. Most
of the time the ex-factory price has stood at about £E10.0 per ton, with the
farmer paying about LEl1.5 per ton." During this twenty-year period,
the import unit values, albeit less stable, have fluctuated around an average of
ZE10.0 per ton.7 On the other hand, export unit values have been falling since
1964, possibly as a result of attempts to reach new markets and expand exports.
In contrast to the relative stability of the output prices, raw materials
prices rose, particularly those of rock phosphate and packing material. Over
the 1954-1957 period, however, this rise in cost was offset by a higher capacity
utilization, which prevented the rate of return from falling. Profitabi!ity,
measured at actual prices, was only slightly lower in 1957 than in I954. In
terms of international prices, it shows a similar development, falling from 8.9
percent in 1954 to 7.4 percent in 1957. The calculations at constant interna
tional prices and full capacity indicate that productive efficiency was higher in
1954 than in 1957. This decline in efficiency is also reflected in higher physical
input coefficients.
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Input prices continucd to increase between 1957 and 1964-65. At the
same time, wage increases exceeded the rate of productivity growth, the typical
pattern for manufacturing industry (Chapter 4). However, while in the cement
industry labor productivity fell, in the phosphate industry it increased sub
stantially. An improvement in the quality of labor may have contributed to this
development, but it is also a result of the "embodied" technical progress related
to the expansion of capacity described above. Productivity of capital increased,
although the value of the machinery and equipment installed doubled between
1957 and 1964-65. Evaluated at constant prices, domestic resource costs de
clined from 32.5 piasters to 29.7 piasters. On balance, the ,rowth in labor
productivity and a rise in the import price of phosphates more than offset the
rise in wages and material input prices, resulting in an improvement in the
competitive position of superphosphates in 1964-65 over 1957. Moreover,
there is no firm evidence that production was physically less efficient in
1964-65 than a decade earlier. A hypothetical computation of resource costs
at a 90 percent capacity utili2ation in 1954 yields a DRC of 26.1 agaiklst 29.7
in 1964-65 at a 10 percent rate of return and constant prices.
Once labor's share in value added has returned to the level prevailing
before 1961, as it appears to have done by all indications in the early 1970s,
the industry should be more efficient than it was in 1955 and should be highly
profitable as an export activity. A comparison of its 1964-65 cost shares (rela
tive to the international output price) to that of a Yugoslavian plant shows
that Egypt derives some advantage from its labor costs, although these repre
sent only a small share of the total. More important is the marked advantage
it reaps from low raw materials costs.8 The recent discovery of new deposits of
phosphates should further strengthen the competitiveness of the industry.
The Nitrogen Fertilizer Industry.
Nitrogen fertilizer production began in 1951. The product was calcium
nitrate (15.5 nitrogen) based on gases emerging as a by-product of the two
petroleum refineries in Suez. Until 1961 calcium nitrate was the only nitro
genous fertilizer produced in Egypt. It was well suited to the high acidity of
Egyptian soils but had a low nitrogen content and required large amounts of
inert matter; transportation costs were therefore high and it was highly subject
to leaching.
Imports of calcium ammonium nitrates increased rapidly during the fifties,
and in 1954 it was decided to produce ammonium nitrates domestically. This
type of nitrogen fertilizer is particularly appropriate for Egyptian soil: it allows
for a much higher nitrogen concentration and is resistant to leaching. Moreover,
the domestic demand for this type of fertilizer was sufficient to justify produc
tion on a scale large enough to attain productive efficiency. The location of the
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plant, however, posed certain problems. The Suez refineries supplied all their
gases to the existing calcium nitrate plant and could not accommodate a
greater capacity. Appreciable reserves of natural gas had not yet been dis
covered, and oil production satisfied only two-thirds of domestic demand. It
was therefore decided to carry out an old plan elaborated after the second
raising of the old Aswan Dam in 1934 for electrifying the dam and using an
,lectrolytic process to obtain the required hydrogen.9 The weaknesses of the
original plan at the time were the relatively low economies of scale associated
with the technology, the lack of demand for the oxygen by-product, and the
high costs of transporting the fertilizer to the Delta, which consumes a large
share of the output. The production cost of the fertilizers depended critically,
of course, on the pricing of electricity. On the face of it, the price paid by the
fertilizer plant for electricity seemed quite low (at 1.178 milliemes per kwh)
only one-sixth of the next lowest price paid by an industrial undertaking
(cement). However, information on the costs of electrifying the dam indicate
that the pricing of electricity to the fertilizer plant did assure a normal return
(8 to 10 percent) on the electrification investment and hence did not conceal
a subsidy for the fertilizer industry.10 Given the large difference in the social
costs of producing electricity at Aswan and in lower Egypt, the increasing
demand for fertilizer in upper Egypt, with its conversion to perennial irriga
tion, and the rise in fuel and gas costs at the end of the 1960s, the decision to
use an electrolytic process seems to have been correct. The Aswan plant,
KIMA, the construction of which was well coordinated with the electrification
of the dam, began production in 1961 and reached an annual output of 600,000
tons of ammonium nitrate fertilizers (20.5 percent N) by 1964.
In addition to the demand for ammonium nitrates, the government an
ticipated a strong increase in the demand for ammonium sulphates as a conse
quence of the construction of the Aswan High Dam. The two large consumers
of this fertilizer are rice and sugar cane, which were to be the main beneficiaries
of the increased water supply. The government decided, therefore, to build a
100,000-ton uni. adjacent to the Suez plant, based on sulphur and gases from
the expanded Suez refineries. This unit started production in 1963, and Suez
was now developing into a petrochemical complex where all the by-products
of oil refining were being gradually put to use.
The KIMA factory at Aswan suffered from the same kind of transporta
tion difficulties that faced the phosphate industry on the long haul between
Aswan and the Lower Egypt consuming areas-.long shipping delays, accumu
lation of inventories, and spoilage of the fertilizer through moisture absorp
tion."1 It did not, on the other hand, depend upon long shipments of bulky
raw materials. Thus, while the consumers felt the inconvenience of the trans
portation problems, the production process itself did not suffer from the serious
interruptions that plagued the phosphate industry; this explains much of the
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difference between the growth performance of the two industries
during the
1960-1963 period (Charts 9.1 and 9.2).
Moreover, transportation costs per unit of nutrient diminished through
the
output's increasing nitrogen content. In 1964 the production of the
20.5 per
cent nitrogen variety was abandoned in favor of a 26 percent variety,
and in
1968 the latter was discontinued in favor of a 31 percent variety. 2
Apart from
achieving economies in transportation costs, the higher nitrogen concentration
also reduces the costs of other materials, such as limestone.

CHART 9-2

Nitrogenous Fertilizers: Production and Imports, 1950-1971
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TABLE 9-2
Nit-ogenous Fertilizer Prices, 1951-1968
(- E per ton of equivalent nutrient)

Calcium nitrate

1951

1953

1955

1957

1960

1963

1965

31.0 a

28.5a

26.8a

28.5a

21.Ob

20.Ob

22.6a

-

14.2b

25.0 a
19.1b

23.0*

-

16.8b

19.7b

-

Ammonium sulphates
.
.

.
.

.
.

.
.

27.5 a
20.2b

27.5a
14.5b

27.5a

.
.

.
.

.
..-

.

25.3a

25.2a
18.6c

-

.
..

.-..

31.3a

31.3a
22.8e

Calcium ammonium
-

Calcium ammonium
nitrates 26.0

SOURCE: Federation of Industries, Yearbook, various issues.
a. Domestic price, ex-factory.

b. Import rrice, c.i.f
c. Export price, f.o.b.

...

1968
21.3a
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19.9b
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15.7b
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The high rate of investments in the industry together with the large do
mestic market explain the steepness of the production curve in the 1951-61
period (Chart 9.2). The potential demand for fertilizers in Egypt at low
prices and the allocation of investment funds to the expansion of the industry
could undoubtedly have maintained this rate of growth for a number of years.
The 1967 War, however, resulted in the destruction of both the Suez petroleum
refineries and the adjacent fertilizer plants. By 1970 the production of calcium
nitrates and ammonium sulphates had completely ceased, reducing output of
nitrogenous fertilizer by 30 percent.'8 Nevertheless, in spite of these setbacks,
the industry should resume its growth with the inauguration in 1971 of a
fertilizer plant in the Cairo area. It feeds upon the gases of the coking plant
that serves the requirements of the Helwan steel mill, and its capacity is
planned to reach 800,000 tons per year from the present total of 400,000 tons
by 1975. The government has shown a strong and sustained commitment to
both fertilizer industries to expand capacity well beyond projected consump
tion in the expectation of exploiting a growing export market.
COSTS AND REVENUES

Cost data are available for 1954, 1957 and 1964-65. However, it should
be clear from our historical introduction that the data are strictly comparable
only for 1954 and 1957; in these two years they pertain to the same product
and production unit. By 1964-65 the industry had expanded into additional
products and production units, and the cost data include all plants. Neverthe
less, the final output may be considered the same, namely, nitrogen nutrients.
The changes in nutrient concentrations, the introduction of new techniques
with different inputs and by-products may all be coiasidered technological in
novations that aim at improving the performance of the industry. What matters
is the competitiveness of the output-mix produced in 1964-65 as compared
with the output-mix (in our case a single product) produced in the years 1954
and 1957. It can be determined by estimating the resource cost of the domestic
fertilizer-mix in terms of import prices of equivalent fertilizer varieties.
In Table 9-3 we have estimated effective rates of protection and domestic
resource costs in both current and constant internatiopal prices. As the in
dlustry was operating at various levels of capacity in the three years, we have
also calculated resource costs at 90 percent "full capacity" utilization.
The choice of international prices causes some problems in this industry.
Although Egypt has both exported and imported fertilizers, it was decided to
use c.i.f. import prices. Therefore, c.i.f. prices for fertilizers with equivalent
oncentrations had to be found. These were readily available for calcium
nitrates and ammenium sulphates because concentrations here are standard
ized. However, ammonium nitrates were imported in mixed concentrations
luring the early 1960s and this precluded the derivation of import prices by

TABLE 9-3
Nilrogenous Fertilizer Industry: ERPs, DRCs, and Performance Indicators
Actual Plant
Utilization
(64%)

1954
Full Capacity
Utilization
(90%)

1957
Actual Plant Full Capacity
Utilization
Utilization
(83%)
(90%)

1964-65
Actual Plant Full Capacity
Utilization
Utilization
(80%)
(90%)

ERP (percent)

24.7

-

48.3

-

12.4



DRC (piasters per U.S. dollar)
At current international prices, c.i.f.
5% rate of return
10% rate of return
15% rate of return

43.3
52.4
61.5

34.4
40.4
46.3

51.7
61.1
70.6

49.1
57.6
66.2

43.3
52.3
61.3

39.2
47.1
55.0

DRC, at constant international
prices, c.i.f.
(piasters per U.S. dollar)
5% rate of return
10% rate of return
15% rate of return

40.7
49.8
58.5

34.8
40.8
46.7

38.0
45.4
52.8

36.3
43.0
49.7

32.3
39.3
46.4

30.5
36.7
42.8

Effective exci-nge rate

37.0

37.0

38.5

38.5

43.5

43.5

9.4

-

14.6

-

13.5

Rate of return to capital (percent)
at actual domestic prices

at international prices

1.5

-

-2.0

-

5.5



PerformanceIndicators
(1954 = 100)
Labor productivity per man-hour
Output (in terms of pure nitrogen
nutrient)
Value added at domestic prices
Value added at international prices

118
143
103

-

100

-

-

176
147
174

Physical capital productivity (in terms
of pure nitrogen nutrient per unit
value of machinery and equipment)

100

-

125

-

185

Hourly wages

100

-

132

-

193

100

100

SouitcE: B. Hansen and K. Nashashibi, NBER Working Paper No. 48, New Yor:, 1975, Tables 24 and 25.
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variety. Fortunately, both of the Egyptian varieties were exported, and through
the addition of a freight margin, hypothetical import prices were calculated.
Domestic and foreign prices are set out in Table 9-2.
THE COMPETITIVENESS OF THE NITROGEN FERTILIZER INDUSTRY,

1954 TO 1964-65
In its first year of production (1951) the fertilizer industry priced its
calcium nitrates at X£E31 per ton. The equivalent import price was £ E21.0.
The price difference amounted to a nominal rate of protection of 48 percent.
The domestic price was then gradually reduced, with temporary increases in
1957 and 1958, to £E21.3 in 1968. The import price also declined, albeit
more moderately, with the result that the nominal rate of protection was re
duced to 15 percent in 1965 and perhaps to less in 1968. The degree of pro
tection of those nitrogen fertilizers that were introduced in the 1960s was sub
stantially higher. With each weighted by its nitrogen content, the average
degree of protection in 1964-65 amounted to 29 percent. Nevertheless, small
quantities of ammonium nitrates were exported in 1965 and 1966, and the
intention behind the additional investments, allocated to the industry, was to
create a substantial export surplus and to transform the industry into a foreign
exchange earner.
Of course, it is entirely possible for an industry to be both protected in
the sense that the domestic price is higher than the c.i.f. import price and to be
an efficient foreign exchange earner. The necessary conditions are a domestic
monopoly (the condition is fulfilled when production as well as trade are
nationalized) and costs of production falling short of the c.i.f. import price
by a sufficient margin to absorb freight and yielding a marginal revenue on
exports equal to or larger than marginal costs. 14 We shall investigate whether
these conditions were fulfilled by the Egyptian nitrogenous fertilizer industry.
Let us first look at the data for 1954 and 1957 as given in Table 9-3.
In terms of domestic prices, the rate c. return increased from 9.4 percent in
1954 to 14.6 percent in 1957. The general price increase that occurred after
1956 (see Chapter 3) included fertilizers.' This price increase helped to
secure higher profitability in terms of domestic prices despite a general increase
in input prices, particularly for fuel oil and refinery gases. In terms of interna
tional prices, profitability declined, however, from 1.5 to -2.0 percent, be
cause the c.i.f. price of calcium nitrates fell. As a result, resource costs (at 10
percent rate of return) increased from 52.4 piasters in 1954 to 61.1 piasters in
1957, in spite of higher capacity utilization. At hypothetical full capacity
utilization, the competitive position of the industry in 1954 and 1957 was
better, of course, but the decline of competitiveness was enhanced. The ERP
increased from 24.7 percent to 48.3 percent. Thus, after several ycars of op
eration, in 1957 the nitrogen fertilizer industry was in greater need of protec
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tion than in its earlier years. Prices of fertilizers abroad fell, while the domestic
industry, with the given scale and technique of production, was faced with
rising input prices and costs.
In terms of constant prices, the industry shows a lower resource cost in
1957 than in 1954, but this is attributable to the higher capacity utilization.
At hypothetical full capacity utilization, the resource costs are virtua" 7at the
same level, some 20 percent above the official exchange rate.
Wage developments are not of much direct importance for the industry;
wages do not exceed 10 percent of the total cost of production (at intcrna
tional prices). The bulk of production costs consists of payments for three
inputs: fuel, refinery gases, and packing. Any substantial improvement in the
industry's competitiveness depends upon cost reduction for these inputs, or on
major changes in production techniques. Substantial fuel cost reductions were,
indeed, achieved (in terms of international prices) through the falling oil prices
during the 1960s and the shift in Egypt's position from a net importer to a net
exporter of oil, with the resulting change of opportunity cost of oil from a c.i.f.
basis to an f.o.b. basis. The introducticn of a new packing material promised
cost savings. At the end of the 1960s the industry introduced the use of plastic
bags-a by-product of the domestic petroleum industry-in lieu of paper or
jute bags. In addition to the advantages of lower costs and a low import con
tent, plastic bags also protect the fertilizer from moisture. Finally, refinery
gases became relatively cheaper. In the late 1940s the gases-mainly butane
and methane-were wasted. Eventually, butane was marketed on a large scale
for household use. This may explain a sharp price increase between 1954 and
1957. Later, however, the expansion of refining capacity and the discovery of
commercial quantities of natural gas exerted a downward pressure on the price.
These favorable developments in input prices during the sixties improved
the competitiveness of the Suez plant, particularly after the ammonium sul
phate unit was added to the basic facilities, resulting in lower capital charges
per unit of output.' However, the major reductions in costs were related to
new techniques of production and new output mixes. Moreover, since capital
invested usually increases with capacity expansion by a factor of only 0.71,17
the large scale of production at the KIMA plant and the increased scale at the
Suez plant led to more economical levels of operations.
The beneficial effects of these changes are reflected in lower resource
costs, even though the average import price of nitrogen nutrients fell by 20
percent between 1957 and 1964,18 and the industry suffered from the infla
tionary developments afflicting all manufacturing industry (see Chapter 4). At
current international prices and actual capacity utilization, resource costs fell
from 61.1 piasters in 1957 to 52.3 piasters in 1964-65 at a 10 percent rate of
return, while the official exchange rate increased from 35 piasters to 43.5
piasters. Had the industry in 1964-65 been operating at full capacity (90
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percent), it would almost have been competitive as az import substitute at the
official exchange rate and a 10 percent rate of return. With a freight miargin of
4EI.20 per ton to allow for exports, resource costs in production for export
in 1964-65 would have been 56.9 piasters at actual capacity and 52.0 piasters
at hypothetical full capacity utilization. This is somewhat above the official
':xchange rate but well below the rate of 61 piasters suggested by the IMF in
1966. At this latter rate the industry would seem to be competitive in exports
to neighboring Middle Eastern and African markets, where Egypt has a freight
advantage over alternative suppliers.
In 1964-65 the nitrogenous fertilizer industry had thus almost reached
trade efficiency as an import-substitute industry at the existing official ex
change rate and as an export industry at a "realistic" exchange rate of 61
piasters per U.S. dollar, provided only that it worked at full capacity. As men
tioned earlier, however, the weighted average ex-factory price that year implied
a nominal rate of protection of 29 percent. The industry was really no longer
in need of this protection. Indeed, at the "realistic" exchange rate and at full
capacity utilization, the rate of return to capital would have exc-eded 20 per
cent. It is clear, 1herefore, that the current capacity expansion aiming at export
markets is correct despite the somewhat lower prices that this would bring.
Also, nitrogenous fertilizers are overpriced domestically, and it is noteworthy
that even at the relatively high domestic prices, optimal requirements are be
lieved to be much higher than actual consumption. At current prices, nitrogen
requirements of agriculture have been estimated at 737,000 ons, while total
consumption in 1966 reached only 262,000 tons. 19 Thus, both external and
internal reasons would argue in favor of expa-.nding the nitrogenous fertilizer
industry.
DETERMINANTS OF THE INDUSTRY'S COMPETITIVENESS

The transition from a heavily protected industry to an almost efficient
import substitute and-at a "realistic" exchange rate-posibly even to 1,
profitable export industry is the result of a number of factors. Of prime im
portance is the shift to a higher concentration of nitrogen and the exploitation
of economies of scale.
Table 9-3 shows a strong increase in capital productivity. Between 1954
and 1957 it was essentially due to higher capacity utilization, hi 1964-65
capacity utilization was at about the same level (80 percent) as in 1957, yet
capital productivity increased by nearly 50 percent-the consequence of the
adoption of more efficient production tecimiques. 'hysical labor productivity
rose by almost the same percentage as capital productivity. And-for the first
time among the iadustries reviewed so far-we find a growth in labor pro
ductivity (both physical and in terms of value added) that exceeds wage in
creases during the sixties.
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The improvement in the industry's competitiveness was also related to the
fact that it became relatively more labor-intensive (with a greater share of
wages in total costs of production) and less capital-intensive. It should be
emphasized that this technologically sophisticated industry could draw upon
a large pool of domestic engineering skills, without which it could not have
achieved the growth rate it did or succeeded in the adaptation and learning
processes that transformed it into a viable undertaking.
Conclusions.
Both phosphate and nitrate fertilizer industries appear to have attained
productive efficiency and were on their wry to becoming profitable export
ventures in 1964-65. The phosphate fertilizer industry was profitable from the
outset because it could draw on a large natural resource base and needed only
to operate at optimum capacity and to solve its transport problems. The nitrate
fertilizer industry, by contrast, went through a trial period characterized by
heavy protection and high costs of production. It finally succeeded in finding
the choice of technique, product-mix, and scale o production best suited to
its relative input costs. International cost comparisons for the two fertilizer
industries reveal that Egypt derived a comparative advantagt: mostly because
of the low cost of rock phosphate and electricity. Low labor costs and abun
dant availability of engincering skills also contributed to the competitiveness
of the industry.2 0
The initial protection thus seems to have been justified by later develop
ments, and here we have what looks like a case of a successful infant industry
policy. Investment allocation to the industry's ancillary services, particularly
in transportation, distribution, and storage should have been larger, but there
is no indication that foreign exchange controls have directly hampered the in
dustry. Finally, recent natural gas finds in Lower Egypt promise further de
velopment in even more competitive technologies.

THE RUBBER TIRE INDUSTRY
The development of the tire industry in Egypt originated in the early 1950s,
when private entrepreneurial interests, encouraged by the government's com
mitment to industrialization, obtained guarantees that a domestic tire industry
would be adequately protected from foreign competition. Fron the outset, the
project appeared as a purely import-substituting venture without much pros
pect for developing a comparative advantage and expanding its activities into
the export field.
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Demand for tires and tubes amounted to 4,000 tons in 1951 and, whik
it dec!ined because of the recession following the end of the Korean
boomi
(see Chapter 2), demand projections were encouraging. The size of
the exist
ing stock of motor vehicles, its rate of increase, the extension of the
road net
work, and plans pertaining to the establishment of an automobile
industry
were all cited in favor of the project. In 1953 the Transport and Engineering
Company presented the Permanent Production Council with a proposal
for the
construction of a 5,000-ton tire plant to be expanded to a capacity
of
10,000
tons within six years. 2 1 This is a small plant by world standards, but
economies
of scale in this industry are not very important over a broad range
of output.2
On the supply side, the situation appeared less favorable. Unlike
other
industries considered ii this chapter, the tire industry did not have
any do
mestic raw material base that might have given it a cost advantage
(equal to
freight). It had to rely almost entirely on imported raw materials. A
theoreti
cal possibility of domestic substitution for some of the inputs does
exist, such
as synthetic rubber and nylon cord from petroleum feedstock, and steel
beads
and wires from the domestic iron and steel industry. The first is
practically
excluded, however, because of the large size of the minimum efficient
plant
(27,000 tols as compared with a domestic demand of 2,000 tons for
synthetic
rubber in 1963-64),2-" and the latter is still only a remo.e possibility.
The cost
data for 1963-64 reveal that, after eight years of operation, 92 percent
of the
total material inputs (including services) were still imported.
In approving the project, the Permanent Production Council subscribed
to
25 percent of the original capital raised and recommended a number
of
pro
tective measures: 24 (a) waiving of customs duties on imported raw
materials
and machinery and the imposition of adequate duties on imported
tires, (b)
assuring the finn of sufficient foreign exchange for imported raw materials,
and
(c) a government guarantee to purchase its tire requirements from
the plant
for five years at a price equal to production costs plus a 10 percent
margin,
provided the price would not exceed the price paid by the U.S. government
for
its tire requirements plus freight and insurance costs.
Production and Trade.
The tariff recommendations were adopted in May 1954. Information
about their immediate impact on tire prices is not available, but tire
prices
went up by 21 percent from 1955 to 1957. The factory went into operation
in
1956, and production expanded smoothly (by 12.5 percent a year)
over
the
period from 1956 to 1970, hardly affected by raw material shortages
except,
for a brief period, as an aftermath of the 1967 War (Chart 9-3).
Imports declined steadily from 1957 to 1964, while exports increased
rapidly from 1959 on and surpassed imports by 1961. The continued
flow of
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CHART 9-3
Rubber Tires: Production and Trede, 1956-1970
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imports is partly due to the limited production program of the factory. In 1965
exports fell to almost nothing while imports soared from about 650 tons in
1964 to 7,000 tons in 1966, with a production of about 10,000 tons. In 1967
imports fell back to their earlier level, and in 1968 exports bcgar to recover.
In 1969 and 1970 the situation was quite similar to that ot the years 1963 and
1964, with production, imports, and exports all running at somewhat higher
levels. In the post-1967 period, net imports were restricted by a system of
domestic rationing.2We have no satisfactory explanation for the peculiar movements of trade
between 1965 and 1967. Inventories increased from 1964 to 1965, but that
can explain only a minor part of the apparent increase in consumption. Since
there was a simultaneous rise in imports and drop in exports, with the rise in
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imports greatly exceeding the fall in exports, it would be natural to look
for an
explanation in the development of domestic demand. Domestic production
problems can be ruled out as an explanation because production actually
in
creased substantially alongside the increase in tire imports. Government
de
mand is unknown, but ,it seems likely that an increased share of production
was absorbed by the army (possibly to satisfy replacement demand after
three
years in Yemen). A rapid growth in the stock of registered private automobiles
from 1961 to 1963 may also, with a lag, have led to a burst of replacement
demand in 1965 and 1966. But erratic import licensing should not
be ruled
out, either.
Cos& and Revenues, 1960-61 and 1963-64.
Cost and revenue data are available for the years 1960-61 and 1963-64.
This is a short interval for studying the development of competitiveness
and
physical productivity, but it conveniently straddles the 1962 devaluation
and
the nationalization of the industry.
The output of this industry is rather heterogeneous. It includes both tires
and tubes, of different sizes, and, in the case of tires, different number
of plies
and other characteristics. Thus, the choice of international prices to be
used in
the estimates of ERPs and DRCs gave rise to problems. C.i.f. prices
for indi
vidual tires and tubes were not available (in any case, it would not have
been
feasible to work on a completely disaggregated basis). C.i.f. values per
unit
had to be derived from trade statistics, but Egyptian import statistics could
not
be used for this purpose because imports in 1960-61 had become complemen
tary to domestic production and thus had a completely different composition.
Hence, trade data for Lebanon and Syria were used. Both countries
have
roughly the same truck-automobile ratio as Egypt, and both import
all their
tires and tubes, with approximately the same cost, insurance, and freight
as
Egypt when importing from the major European and Japanese suppliers.
Unit
values were almost constant for both Lebanon and Syria during these
years,
with the average c.i.f. unit value equal to U.S. $1.04 per kilogram.
We have
applied this c.i.f. price to Egyptian production for both 1960-61 and 1963-64.
In doing this, we ignore the fact that Egypt did not produce all of its consump
tion, but in 1960-61 imports amounted to only about 10 percent of total
con
sumption (by weight). The remaining imports consisted partly of automobile
tires for special purposes, but contained also motorcycle and bicycle tires.
It is
difficult to say, therefore, whether our choice of c.i.f. unit value exaggerates
or
underestimates the international value of Egyptian production. We also
call the
reader's attention to the possibility of quality differences between the
imports
of Lebanon and Syria and Egyptian output: most probably the
Egyptian
product's quality was lower than that of European tires. In regard
to f.o.b.
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prices, we had no choice but to use the unit value of Egyptian exports. It may
be too high for our purposes because all Egyptian exports were made under
bilateral agreements, and these may tend to inflate prices.
Conpeiiveness of the Industry, 1960-61 and 1963-64.
Table 9-4 summarizes the main results of our estimates. We note first
that the profitability of the industry at actual domestic prices and costs was
extraordinarily high. In 1960-61, the rate of net profit (before payment of
TABLE 9-4
Tire Industry: Rates of Return, ERPs, and DRCs

1960-61
(at c.i.f.
prices)
Rate of return (%)
at actual domestic prices
at internati. prices
actual effective rates
official rates

1963-64
(at constant
1960-61
c.i.f. prices
(at
and effective c.i.f.
rates)
prices)

71.5

69.9

59.8a

8.1
-0.1

6.3

2.5a

239.9
427.4

235.9

261.9 a

48.2
58.5
68.9

37.7
46.5
55.4

48.5
58.5
68.4

(at
fo.b.
prices)

ERP (%)
at actual effective rates
at official rates
DRC (piasters per U.S. $)
at 5% rate of return
at 10% rate of return
at 15% rate of return

Exchange rates (piasters per U.S. $)
official
effective (including premiums)
outputs
inputs

.1960-61

1963-64

35.2

43.5

41.9
38.7

41.9
38.7

51.7
62.2
72.8

SOURCE: B. Hansen and K. Nashashibi, NBER Working Paper No. 48, New York,
1975, Table 26.

a. At official rate.
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interests, rents, and taxes) on capital invested was 71.5 percent. In 1963-64,
after the devaluation, nationalization, and wage increases, profitability was
lower but remained as high as 59.8 percent (an attempt to calculate returns on
capital at replacement costs might lower this figure to about 50 percent). The
industry was given a virtual monopoly, and government price fixing did not
prevent the emergence of huge monopoly profits.
The decline in the net rate of return during the period under review was
partly the result of the shift from multiple to uniform exchange rates that
accompanied the 1962 devaluation. In 1960-61 a multiple rate system had
been in effect, with an exchange premium of 20 percent applied to imports of
tires and tubes. For imported raw materials the premium was only 10 percent
and for imported machinery and spare parts it was usually waived. The multi
ple rate system thus implied a subsidy to the industry. It disappear-!d with the
devaluation, which, on balance, was unfavorable to the industry.
The implicit nominal tariff protection for tires (expressed by the differ
ence between domestic output price and c.i.f. price at actually applied exchange
rates) was 67 percent in both years under study. The ERP in 1960-61, how
ever, was 239.9 percent at actual exchange rates (including premium) and
427.4 percent at the official exchange rate. These high ERPs are, of course,
related to the high import content of production and the low tariffs on
imported inputs.
At internaticnal priecs, the monopolistic profit would, of course, disap
pear, but it is interesting that there would still be a profit left in 1960-6 1,close
to "normal" (8.1 percent), at least at the actual multiple exchange rates. At
the official rate and international prices, however, the rate of return would
be about zero. The difference indicates the subsidy that the multiple exchange
rate system implies for this industry.
The DRC in 1960-61, at 10 percent return to capital, was 58.5 piasters
per U.S. dollar and was thus much higher than the official rate of 35.2, as
well as considerably higher than the exchange rates actually applied to the
industry-41.9 for outputs and 38.7 for inputs. The apparent contradiction
that the industry would be almost "normally" profitable with a rate of return
of 8.1 percent at international prices and actual exchange rates but that, none
theless, the resource costs at 10 percent return would be much higher than
the level of the actual rates-is related to the fact that the a..tual exchange
rate for output was higher than for inputs (see above).
In 1963-64 the official exchange rate applied to the industry was 43.5.
The ERP was now 261.9 percent, somewhat higher than at the actual rates
in 1960-61, but much lower than at the official rate that year. The DRC at
10 percent return to capital remained unchanged from 1960-61 at 58.5. Thus,
the industry continued to be noncompetitive, but the situation was clearly much
better than in 1960-61, and the industry would have been competitive at the
rate of 61 suggested by the IMF in 1966. For 1963-64 we have also calcu
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lated the DRC on the basis of f.o.b. prices for output. At 10 percent return
on capital, the DRC in export was 62.2, quite close to being competitive at the
rate of 61 just mentioned.
Since wage costs increased very considerably during the three-year period,
the unchanged DRC indicates that productive efficiency must have improved
substantially. To illuminate this aspect of the problem, we have calculated
the DRC for 1963-64 at constant 1960-6! prices and effective exchange
rates. At 10 percent return to capital, the DRC thus calculated was 46.5, com
pared with 58.5 for 1960-61. Productivity of primary factors thus increased
by about 20 percent over three years. This increase in productivity was partly
due to a shift from natural rubber to cheaper synthetic rubber as the basic raw
material. The major strength of the industry as revealed by a comparison of
its costs with those of other countries lies in its low labor costs. This, coin
bined with a relatively labor-intensive technology, allowed the industry to off
set to a large extent the high cost of its impoitcd raw materials. Despite
nationalization, the industry thus fared quite well during these years, and to
some extent began to prove itself a successful infant industry.
THE PULP AND PAPER INDUSTRY
This industry started in the early 1930s as a direct, private response to the
protective policy instituted by the tariff reform of 1930. The industry was
operating on a very small scale, almost on a handicraft basis: in 1951, seven
card
private firms were producing a total of about 20,000 tons of paper and
211 Their
million.
£E1.5
exceed
not
did
investment
board, and their aggregate
operations were limited to the most labor-intensive stages of production, such
as cutting the raw material (mostly paper waste) and reducing it to pulp.
More elaborate and technically demanding processes, such as bleaching and
glazing, were not attempted. Consequently, only crude packing paper and
crude varieties of cardboard were produced, while imports satisfied the demand
for finer qualities, particularly printing and writing paper. Both production
and imports increased rapidly during the 1950s as consumption expanded. The
demand for finer quality paper, used for direct consumption and as an input
in the printing industry, and for kraft packing paper, particularly by the cement
and fertilizer industries, became sufficiently large to encourage the establish
ment of modern integrated paper mills (Chart 9-4).
Technical Characteristics of the Modem Establishments.
As was the case with tires and steel (see below), the Production Council
also played a crucial role in the development of the modern paper industry.
In 1953 the Council made a survey of agricultural waste in Egypt to ascertain
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CHART 9-4
IPper. Production and Imports, 1950-1970
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its possible use as the raw material basis for various varieties of paper pulp
and sent missions abroad to solicit tenders for integrated paper plints in
Egypt.2 7 A pulp and paper mill was established in 1958 at Al.ixandria
(RAKTA) with a capacity of 24,000 tons,28 and in 1960 a kraft Taper mill
was established at Suez with a capacity of 20,000 tons. Production in the
two mills began in 1961 and 1963, respectively.
These plants were located near sources of bulky raw material. The pro
duction of writing and printing paper in the Alexandria plant was based on
rice straw from the northern part of the Delta. The kraft paper mill was divided
into two units: one, producing pulp from bagasse., was located near the sugar
factory at Edfu, while the other, the paper plant, was located at Suez next
door to the fertilizer factories that were to receive a large part of its output.
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The plants were quite satisfactory as regards linkage effects: they
vided a market for the r'"owing chemicals industry (using caustic soda pro
and
chlorine as inputs) and for by-products from sugar and rice production with
a very low opportunity cost. By 1970 the importation of inputs was limited
to some wood pulp and spare parts, whose share of total input value did not
exceed 30 percent. On the other hand, the capital intensity of these plants
ex
ceeded that of any other manufacturing industry in Egypt.
Despite large investment outlays-LE17.1 million-the scale of opera
tions seems to have been uneconomical. Paper production of acceptable quality
is subject to large economies of scale with respect to fixed capital. For
in
stance, a 500-ton-per-day paper mill would have required U.S. $120,000
in
equipment per ton of daily output, while a 250-ton-per-day plant would
require U.S. $180,000.21 Doubling of plant size would thus reduce capital costs
per unit of output by about one-third. The printing paper plant at Alexandria
was designed to produce only 66 tons of paper per day. At full capacity,
its
capital per ton of output at the official exchange rate amounted to U.S.
$740,260, with capital charges alone amounting to 24 percent of output value
(at full employment and 10 percent interest). The kraft paper plant required
similar capital investments. To be sure, additional lines of production can
always be added in tandem with existing facilities as the market expands. This
was done at the A"lexandria plant in 1965, when a cardboard unit was added,
and in 1968, when tJe printing paper capacity was expanded. But it is mainly
administrative labor that is saved by this piecemeal approach. Capital re
quirements are by and large the same, and generally there is no large-scale
advantage in regard to variable costs.
The planned small scale of production was not based on any accurate
forecast of demand. Within a few years, as we shall see, excess demand was
reflected in a general shortage of paper an(' rising imports.
Import Substitution.
Table 9-5 shows production, imports, and prices (domestic and inter
national) of paper over nearly two decades (1953-1970). During this period
domestic production increased at an annual average of 12 percent, reducing
the share of imports in total consumption, which incrcased at an annual
average of 4.7 percent (that is, roughly in line with GNP).
Reports from industries depending upon the output of the paper industry
make it abundantly clear, however, that supply did not always meet demand,
so that at times paper shortages emerged. Such shortages appeared for the
first time in the aftermath of the 1956 Suez War, when imports were dis
rupted.30 Together with the higher level of protection that the government
deliberately afforded to industry at that time (higher tariffs and tighter import

TABLE 9-5
Paper Industry: Production, Imports, and Prices

Year
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970

Domestic
Production
of Paper and
Cardboard
(O0dtons)
20.3
24.2
28.8
32.3
34.1
50.5
48.7
48.6
49.6
82.9
95.5
104.1
107.2
111.7
112.7
116.0
122.0
124.8

Domestic
Paper,
Production of
Domestic
Printing and
Wholesale
Writing Paper Price Index
(000 tons)
(1939= 100)
b
b
b

2.1
1.2
3.4
4.0
6.8
5.4
23.2
25.7
29.5
27.1
25.2
28.4
32.7
36.1
43.2

502
465
466
496
519
555
567
514
511
508
543
534
533
533
534
534
560
n.a.

Paper,
Export Price
f.o.b.
(U.S.$ per ton)'
140
144
149
156
150
145
145
145
143
138
137
141
145
152
152
146
153
167

Imports of
Paper and
Cardboard
(000 tons)
60.3
67.0
66.7
65.5
70.5
80.3
74.2
99.7
117.8
87.7
79.7
74.4
86.8
127.4
99.0
67.3
61.5
73.3

Souncrs: Federation of Industries. Yearbook, various issues; FAO, Production Yearbook,
various issues.
a. Finland, kraft paper, export unit value.
b. Insignificant quantities.

Imports of
Printing and
Writing Paper
(000 tons)
n.a.
25.0
26.2
25.0
30.9
21.9
23.7
34.1
39.6
16.3
5.4
1.4
8.9
28.8
13.2
4.8
3.5
2.3

Import
Unit Value of
Printing and
Writing Paper
(-E per ton)
n.a.
75.7
79.4
82.5
84.8
85.3
83.6
84.0
81.7
87.7
112.8
125.5
106.2
108.2
108.4
94.5
101.0
127.0
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controls, as explained in Chapter 2, the shortages contrbuted to a rise
average re
in prices which, in turn, induced an expansion of productic - I ":,
in 1954 to
:
pei
7
from
turn on'invested capital in the industry jumped
production
upon
embarke.i
22.6 percent in 1957,31 and one of the enterprises
full capa
at
tons
of printing and writing paper, albeit on a small scale (6,000
the price
But
city). Imports were subsequently increased and demand satisfied.
rises that had taken place caused concern on the part of both the government
and the printing industry (the latter being much more important than the
small paper industry). In 1960, therefore, the government stepped in; it
ordered price reductions by 15 percent on average for domestic paper and
32
limited profit margins for imported paper. The price cuts resulted in stag
nation of domestic production, and the authorities had to permit a sharp in
crease in imports. Doines:ic costs of production-suffering from both a prmi
tive technology and rising prices for produced inputs, domestic a. well as
imported--were rapidly moving out of line with the falling world market prices,
and increased protection was required if private industry was to maintain,
let alone increase, its share of domestic consumption.
The situation changed with the nationalizations of 1961, on the one hand,
and production starting, on the other, in the Alexandria and Suez plants in
1961 and 1963, respectively. Production expanded and profitability was no
longer a condition for increased domestic output. After four years of stagna
tion, production in 1962 was back on the growth path followed from 1950 to
1958. Imports were cut back somewhat but total supply had increased, and in
the aggregate, equilibrium between demand and supply was probably estab
lished for the moment, although shortages could still occur for particular
types of paper.
The 1962 devaluation did not lead to changes in the quotcd prices for
many varieties of paper, domestic as well as imported. This may be under
standable in some cases where the import premiums, replaced by the devalua
tion, had exceeded the devaluation. Input prices, on the other hand, rose by
about 10 percent as a result of the devaluation, and the general effect oi profits
was adverse:33 in this regard the paper industry shared the general fate of
manufacturing industry during these years (see Chapter 4). For the new pro
duction of printing and writing paper from the RAKTA mill, prices were
brought into line with the prevailing domestic prices for imported paper, or
some 50 percent above the c.i.f. prices, a level at which they remained until
1968. Considering the price cuts in 1960 and the price policies at the time of
the 1962 devaluation, the overall degree of pe'tection of domestic production
,nay not have increased from 1954 to 1969 despite rising domestic production
costs. Domestic wholesale prices for paper increased by 20 percent from 1954
to 1969, while world prices went up about 6 percent (Table 9-4) and the
official devaluation in 1962 amounted to 24 percent.
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In 1965 the RAKTA mill reached full capacity of production, but, with
imports of paper varieties similar to those produced at RAKTA prohibited,
shortages had again become serious and a black market emerged. The shortage
of paper in the market was estimated to be about 37,000 tons that year, or some
20 percent of actual supply, and was attributed to the low foreign exchange
quota allocated to the industry by the trade authorities. 3 In addition, repeated
complaints were voiced that the distribution of imports by paper variety did
not correspond to actual demand, and that domestic vtrieties more often than
not failed to meet minimum specifications in regard to quality."5 A sharp in
crease in imports in 1965 and 1966 alleviated these shortages, but supply was
disrupted again by the 1967 War. In that year a new line of cardboard produc
tion with a capacity of 15,000 tons was opened at the RAKTA mill. This ex
pansion was offset, however, by the partial destruction of the Suez kraft paper
plant by Israeli attacks. 36 New paper shortages appeared in the immediate after
math of the war as imports were disrupted. In the following year imports
remained inadequate and black markets in certain types of paper prevailed,
although prices were increased and productive capacity was further expanded
in 1969 by the addition of a new printing paper line in the RAKTA mill. 37
While paper impons were reduced to only one-third of domestic consump
tion, their absolute level remained virtually the same from 1950 to 1970; and
although their product-mix changed toward finer qualities, import substitution
was incomplete, particularly in the case of newsprint, which could not have
been produced solely on the basis of bagasse pulp. To judge from the increase
in demand, the Alexandria RAKTA plant could have been designed for a much
larger capacity of production, possibly twice the actual capacity. However,
there may have been some rational arguments for keeping the new industry
at a low scale of production despite high fixed costs: lack of skilled workers,
difficulties in mobilizing sufficient domestic raw materials, and, particularly,
the necessity of gaining experience before even larger capital outlays were sunk
in the industry.
Costs and Revenues: Competitiveness.
The large diversity of paper varieties produced in Egypt and the difficulty
of obtaining the corresponding import price data precludes an analysis of the
competitiveness of the industry as a whole. Fortunately, cost of production
data were available for the operations of an important modem segment of
the industry-the integrated paper and pulp RAKTA mill, which produces
printing and writing paper only. The data cover the fiscal year 1962-63, im
mediately following the devaluation. Note that at that time there were still
some starting-up expenses and capacity utilization was less than full; thus, we
are studying an industry in its infant stage. Prices ex-factory were fixed at
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£E151.5 and £E142.3 per ton for writing and printing paper, respectively,
well above the corresponding c.i.f. prices of £E96.0 and £E90.0 per ton for
allegedly equivalent varieties at the official exchange rate. 38 The price differ
ential corresponds to a de facto nominal protection of 58 percent, but does
not take into account the possibility that the quality of domestic paper may
have been inferior to that of imported paper.
Costs of production at domestic and international prices are shown
elsewherc. 3 As in the case of iron and steel (see below), at international
prices, costs of traded inputs are close to the value of output, while total
input costs (both traded and nontraded) even exceed output value. Thus,
at international prices we have negative value added, defined in terms of re
turn to primary factors of production. However, capacity utilization was only
78 percent, which, for a highly capital-intensive industry, is important. Since
full capacity utilization was actually reached a few years later, we have com
puted DRCs for 1962-63 both at actual and at hypothetical full capacity
utilization. The results are shown in Table 9-6 (see p. 284).
At a 10 percent rate of return, the DRC at actual capacity utilizatiun
exceeds 200 piasters per U.S. dollar, almost five tim:.; the official exchange
rate; adjusted to full capacity utilization, it falls to 141 piasters but is still
more than three times the official foreign exchange rate. The DRCs evaluated
at a 5 percent rate of return are very much lower because of the high capital
charges, but even at this low rate of return the industry would be far from
competitive. Cost comparisons with Indian, Mexicna, and European plants
show an extremely low labor productivity in Egypt for this industry, and even
though wage costs hardly exceed 15 percent of total costs in this industry,
unskilled labor may have increased overall costs through wastage of raw
materials and an output that failed to meet the required specifications. 40
The development of world prices since 1962-63 may have helped to in
crease the competitiveness of the industry. Stable until 1969, they rose some
20 percent in 1970 and 1971, and another 14 percent in 1973.41 On the do
mestic front, costs of production were relatively stable during the period from
1962 to 1967, but seem to have moved up from 1967 to 1971. Domestic prices
were raised from £E146 per ton for printing paper in 1967 to £E164 in
1970.42 Since the subsequent international price trends resulted in a substaa
tial increase in tha import price of paper relative to the rise in domestic costs,
it is likely that resource costs were favorably affected.
THE IRON AND STEEL INDUSTRY
As one of the big battlefronts of World War II, Egypt became a burial ground
for large quantities of military equipment, iron reinforcements, and shell frag
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TABLE 9-6

Paper Industry: Rswes of Return, ERPs, and DRCs, 1962-63
(percent)
Rate of return
at domestic prices
at international prices, c.i.f.

4.9
-3.8

ERP

239.6
(piasterv per U.S. dollar)

DRC, 5% rate of return
at actual capacity utilization
at full capacity utilization

148.4
101.9

DRC, 10% rate of return
at actual capacity utilization
at full capacity utilization

207.7
140.7

DRC, 15% rate of return
at actual capacity utilization
at full capacity utilization

266.9
179.5

Official exchange rate

43.5

NOTE: DRC at full capacity utilization evaluated on the assumption that no increase

in labor employed would take place. Other produced inputs and services were extra
polated on a pro rata basis.
SOURCE: Hansen and Nashashibi, NBER Working Paper No. 48, 1975, Table 27.

ments. These added to the domestic supply of iron scrap which had been
expoited before the war at a rate of 4,000 tons a year. The increased supply
prompted domestic entrepreneurs to push for the prohibition of scrap metal
exports and the establishment of a domestic iron and steel industry. At that
time the annual domestic steel consumption was only about 180,000 tons,
mostly beams for reinforced concrete, but consumption was expected to rise
rapidly with industrialization.43
With domestic scrap as their source of raw material, three steel plants
were established by competing firms in 1948-1949. 4 They were small, and
had electrical furnaces or open-hearth furnaces fired by fuel oil; the rolling
mills had an annual capacity of production of 30,000 tons each. These plants
seein to have been well-managed, and they benefited from low wage rates
and a price of steel scrap in line with the United Kingdom f.o.b. price. Excess
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demand for steel in Europe during the first postwar years contributed to the
enhancement of local competitiveness by inflating international steel prices.
Moreover, the major technological ir'iovations that later resulted in large
spurts in productivity and output in Europe and Japan had not yet been
generally adopted. Egyptian domestic prices were about the same as average
import unit values from 1952 to 1954 (Table 9-7), and could have been
even lower had the government abolished the tariffs on imported inputs (coke,
ferromanganese, and ferrosilicon) .4
The three steel mills were using up mire scrap than the economy was
currently generating, and the stock of scrap, estimated in 1953 at 200,000
tons, was being rapidly depleted. Thus, as early as 1951 the Industrial Cham
ber for the Iro,- and Steel Industry exerted f ecare upon the government to
provide the necessary proiection and guarantees for the creation of a fully
integrated, domestic steel plant on the basis of iron ore deposits discovered at
Aswan. 4' The iron content of the ore was mediocre (29 to 44 percent) and
the deposits would be depleted in thirty years, but they had the advantage of
being close to river and raii transportation. The much larger and richer
deposits (60 percent iron) known to exist in the Western Desert at the
Bahariya Oasis were left out of consideration, for they were located more
than 200 kilometers from the Nile Valley and thus required large investments
4 7

in transport.

In 1954 the Permanent Production Council approved the project of an
integrated steel plant at Helwan (a Cairo suburb) as presented by a con
sortium of major Egyptian firms (the Misr Group) and the German firm
Demag. The Egyptian Iron and Steel Co. was established with the government
and its various agencies as a major contributor to the initial capital issued and
the Misr Group as a minority participant. Demag limited its participation to
20 percent of the value of the machinery and equipment it supplied up to a
limit of £E2 million. Subsequent increments of capital were offered to the
public with a minimum return of 4 percent guaranteed by the government.4 8
The plant was to have an annual capacity of 300,000 tons of crude steel,
produced by Thomas and electrical converters. Demag undertook to deliver
and install the equipment and to operate the plant in association with Egyptian
managers appointed by the shareholders.4 1 Top management was composed
mostly of engineers. Price estimates for various steel products, submitted by
the company to the Production Council, were between 12 and 36 percent
below import prices, conveying the impression to the government that the
plant would be competitive and would have an export potential!' 0 It appears
that the Helwan Steel Plant was promoted by the small rolling mills, which
saw their scrap supplies dwindling and did not want to depend on imported
raw materials. An integrated iron and steel plant would guarantee them a
constant supply of steel ingots and scmifinished products.

TABLE 9-7
Domestic and Import Prices of Steel Products

Year

Domestic
Prices
( E per
ton)
(1)

1952
1953
1954
1955
1956
1957
1958
1959
1960
1961

44.0
42.0
34.2
47.0
50.0
54.0
57.8
57.9
57.9
58.0

Actual
Import
Unit
Values,
c.i.f.
(LEper
ton)
(2)
41.8
43.2
36.2
39.9
42.7
-

Merchant Bars
Hypothetical
Export Prices,
Import
f.o.b. Antwerp,
Prices,
4-year Moving
c.i.f.
Average
(ZE per
(U.S.$ per
ton)
ton)
(3)
(4)
57.9
43.6
39.0
46.3
46.1
46.1
37.9
41.7
43.2
42.4

-

Average
Nominal
Protection
(%)
(5)

Domestic
Prices
(XE per
ton)
(6)

Actual
Import
Unit
Values,
c.i.f.
(ZE per
ton)
(7)

-

-

-

.-

110
103
105
108
101
99
97

-1
14
22
31
35
37
38

-

-

49.9
77.6
81.5
81.5
81.5
89.4
89.4

-

Heavy Plates
HypoActual
thetical
Export Prices,
Import
f.o.b. Antwerp,
Prices,
4-year Moving
c.i.f.
Average
(.E per
(U.S.$ per
ton)
ton)
(8)
(9)
-

-

56.7
44.4
48.6
51.1
53.8
42.1
40.9
43.9
41.6

124
120
116
115
110
105
99

Average
Nominal
iro
tection
(%)
(10)
-

-0
55
65
67
74
98
113

1962
1963
1964
1965
1966
1967
1968
1969
1970
1971

-

-

-

-

-

-

64.3
64.3
64.3
65.0
66.2
82.9
87.5

45.6
44.0
44.2
44.5
69.4
62.2

47.7
39.7
44.5
43.6
41.4
39.2
38.8
51.1
56.7
50.0

97
93
90
88
87
87
84
87
96
103


-

47
56
57
60
55
60
78

89.9
89.4
89.4
89.4
-

94.4
94.4
114.3
114.3

-

59.3
59.2
60.6
61.4
83.8
69.9

46.3
42.3
51.4
44.5
42.7
42.7
42.3
66.7
66.0
61.5

98
96
97
96
94
94
89
101
115
125

107
97
94



110
94
110
93

NOTE: Cols. (1) and (6): 1952-1955, Federation of Industries, Yearbook; col. (1), 1955-1967 and
col. (6). 1955-1959, Domestic
Price Index; col. (6), 1960-1965, Egyptian Iron and Steel Company records; 1968-1969, Industrial Statistics
by Commodity, 1968-1969 and
Octobrr 1970; 1970-1971, Semi-Annual Bulletin for Pricesof Industrial Commodities, January 1971.
Cols. (2) and (7): Unit values from Trade Statistics in iederation of Industries, Yearbook. For col. (7)
more expensive sheets are com
bined with plates in the statistics, which raises the average price somewhat.
Cols. (3) and (8): European export prices from The Suropean Steel Market, United Nations
dellar vrices were converted at a rate of $2.60 per LE unil 1962, and at a rate of $2.30 thereafter. Economic Commission for Europe. U.S.
To convert prices to c.i.f., a freight margin
of $11.50 per ton was added on the basis of AMELITE Freight Conference of 1968.
Cols. (4) and (9): Four-year moving average of f.o.b. export prices from European Steel Market, United
Nations Economic Commissior
for Europe.
Cols. (5) and (10): Difference between domestic price and four-year moving ave.gc of c.i.f. import
price as percent of the latter.
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By the time the plant went into operation in the middle of 1958, £E19
million had been invested in ore extraction and production of steel. It was the
single largest investment in the 1950s, but it was not large enough: there
were substantial diseconomies of scale at that level of production and its
czipacity fell far short of actual and projected demand by the time it went into
full operation. Whether the investment should have been made at all is another
question, which we shall attempt to answer in the following section.
Steel Production, Trade, and Prices, 1951-1970.
Chart 9-5 shows production of steel and imports of finished products, as
well as apparent steel consumption, from 1952 to 1970. Exports are not
shown; they remained below 10,000 tons."' Apparent consumption equals the
sum of domestic production and imports; stock figures are riot available. In
addition, we have constructed domestic and import price series for merchant
bars, produced mainly by the three small plants, and for heavy plates, produced
by the Helwan plant (Table 9-7). Two import price series are shown: unit
values (from Egyptian foreign trade statistics) and export prices obtained at
Antwerp by European countries (as quoted by the European Steel and Coal
Community) to which we have added a c.i.f. margin.52 European export
prices are given as a four-year moving average to smooth the sharp short-run
fluctuations characteristic of steel products.
Up to 1956, the actual Egyptian c.i.f. unit value for merchant bars coin
cides roughly with the hypothetical c.i.f. series derived from the Antwerp f.o.b.
export prices. For the period 1965-1970, the hypothetical c.i.f. prices are
somewhat lower than the actual unit values (columns 3 and 2); the composi
tion of imports became complementary to domestic production, and hence
the import-mix became more expensive than the domestic output-mix. This
was particularly evident for plates and sheets, where price differences accord
ing to quality and size are much broader than for merchant bars. Finally, we
derived a series showing de facto protection defined as the difference between
domestic and average import prices as a percentage of average import prices.
The recession from 1952 to 1954 was marked by a stagnation in the
domestic demand for steel; investment in residential building fell, and industry
was saddled with excess capacity. At that time merchant bars, used mainly in
residential construction, accounted for 80 percent of total steel consumption.
The increasing dome;tic production of merchant bars by the three small mills
was rapidly replacing imports. Domestic prices were almost competitive with
c.i.f. import prices, and the actual degree of protection did not exceed 5
percent. In spite of their uneconomical scale of operations, the small steel
plants were able to compete with imports, while the integrated steel plant in
Helwan eventually proved to be highly inefficient. While this was partly due
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CHART 9-5
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to more efficient management of the small plants, perhaps a more important
reason is that the Helwan steel plant suffered much more from its relatively
small scale of operation than did the smaller plants. Economies of scale are
largest for blast furnaces producing the basic pig iron. The small plants dis
pensed with this stage of production altogether by using steel scrap and ingot.
Between 1954 and 1956 both production and imports rose in response
to a recovery in economic activity (Chapter 1, Table 1-10). Imports of steel
rose faster than production inputs, and the steel mills may have been close to
full capacity utilization. This caused domestic prices to rise above c.i.f. prices,
which remained steady; European f.o.b. prices were even declining slightly.
The 1956 Suez War disrupted steel importation and slowed down eco
nomic activity temporarily. It also marked the beginning of a period of invest
ment growth that lasted until the mid-sixties. Demand from both residential
and industrial construction rose sharply until 1962 and then more modestly
until 1966, after which it turned down slightly. The production upturn in 1958
reflects the start of the Helwan plant's operation. Imports increased slightly
until 1960. By that time, the Helwan plant was in full operation and the
expansion in output decelerated. Domestic demand, meanwhile, propelled by
the investments of the first Five-Year Plan and by the construction of the
Aswan High Dam, caused a rapid rise in imports, which equaled domestic
production in 1962. To be sure, growth in consumption slowed down some
what with the demand curbs of 1965-66 and the aftermath of the 1967 War,
but it resumed its tempo again in the early 1970s. At that time it became
evident that the capacity of the new steelworks was far below demand. While
import substitution in steel was only partial and failed to save much foreign
exchange, it served to raise the prices of finished steel products substantially.
The degree of nominal protection of merchant bars rose from an average
of 19 percent prior to the Suez War to 36 percent for the 1958-1961 period.
This was a protective measure in favor of the three small producers, who wer-e
facing rising scrap prices. World export prices of steel, on the other hand, had
been moving downward ever since the end of the Korean boom. Thus, domes
tic and world prices were now moving in opposite directions.
During the 1960s, the gap between domestic prices and import prices in
creased further, with the nominal level of protection reaching 50 percent for
merchant bars and more than 100 percent for plates. Costs of imported mate
rials rose after the 1962 devaluation, and prices were adjusted upwards. In
1970, unit values for imported steel increased sharply, and the Egyptian gov
eminent raised domestic prices on merchant bars and other products by 25
percent; it increased the degree of protection when world prices eased off
again in 1971. The protective position in that year vis-A-vis the hypothetical
average import prices was 70 percent on merchant bars and 93 percent on
plates. With respect to actual unit values, assuming the same quality and
specifications for imported as for domestic products, the protection would
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have been 40 percent and 63 percent, respectively, for bars and plates. Signifi
cantly, the degree of protection was much smaller for merchant bars produced
mainly by the small steel mills than for heavy plates produced exclusively by
the Helwan plant. With respect to light sections (merchant and reinforced
c6ncrete bars), the Helwan plant had to follow the prices of the smaller
plants. Protection for products not produced by the three steel mills was
tailored to the high costs of the Helwan plant-hence a somewhat distorted
structure of domestic prices.
The import substitution program for the steel industry brought Egypt
into the company of various other small and medium-sized developing coun
tries that attempted to create a national steel industry and c-ided up with high
levels of protection (Peru, 106 percent; Columbia, 74 percent; Chile, 68 per
cent; Mexico, 46 percent; and Venezuela, 37 percent).5' However, the result
might have been more favorable had the Helwan Steel Plant been differently
conceived, as we shall show in the following section.
Finally, as a supplier of inputs to other industries, including crude iron to
the small steel mills, the Helwan plant must have been a source of severe
disruption. Users of steel products (finished and semifinished) had difficulties
in obtaining import licenses for them because foreign exchange authoritie3
anticipated a greater domestic steel output. But the Helwan plant constantly
failed to achieve its output targets, with production even failing in 1964-65
and in 1965-66.
Costs and Revenues of the Helwan Plant: Competitiveness.
Cost and revenue data obtained for the steel industry refer exclusively to
the steelworks at Helwan for the year 1964-65. Unfortunately, no informa
tion is available for the three small, apparently much more efficient mills.
Nonetheless, we have here the records of the "modern" and integrated sector
of the industry that accounts for two-thirds of Egypt's output of steel products.
1964-65 was the sixth year of plant operations; it shows costs and productivity
at a time when initial difficulties should have been overcome. Complete data
are lacking for any earlier year, but data are available on output-mix and mate
rial inputs for 1959-60, so that a comparison of input coefficients would be
possible. A record of profits and losses for the firm is available for the whole
period.
Our ERP and DRC estimates, with some productivity indicators, are
presented in Table 9-8. The Helwan plant was operating at two-thirds capacity
in 1964-65. The data were not adjusted to full capacity utilization because
the shortfall in production did not result from lack of demand but from diffi
preventing the planned production and output.
culties in operating the plant,
5
.
achieved
being
mix from
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TABLE 9-8
Value Added, Profits, DRC, and ERP
at the Helwan Steel Plant, 1964-a

Net domestic value added
(ncl. nontraded inputs)
at domestic prices
at international prices

(000 LE)

5,103.8
851.5

Net value added
at domestic prices
at international prices

2,459.0
-2,091.0

Wages and salaries (incl. fringe benefits)

2,757.0

Net profits
at domestic prices
Lat international prices

-298.0
-4,848.3

Total capital
(historical costs)

40,000.0
(piastersper U.S. dollar)

DRC

5% rate of return

378.0

10% rate of return

480.0

15% rate of return

582.0

Official exchange rate

43.5
(percent)

ER?

599.4

SOURCE: Hansen and Nashashibi, NBER Working Paper No. 48, New York, 1975,
Table 28.

Table 9-8 reveals the industry subject to losses not only in terms of
international prices but also in terms of domestic prices, even though the
domestic, weighted average ex-factory price of its output-mix exceeded inter
national prices by 66 percent. It is also striking that domestic value added,
deflued as the value of output minus the value of traded inputs, was positive
at international prices (albeit with an ERP of almost 600 percent), but nega
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tive in terms of the conventional definition of value added (value of output
minus value of all material inputs and services). The high costs of nontraded
inputs (ore) are also reflected in the DRCs, which were about ten times the
official exchange rate (at 10 percent rate of return).
From Table 9-9 it is evident, moreover, that productivity in the Helwan
plant was very low compared with steel plants in other countries, be they
underdeveloped or highly developed, and that productivity deteriorated with
the passage of time, culminating in a particularly poor performance in
1964-65.
The first two years of operations were marked by losses (£.E1.7 mil
lion), followed by a short-lived period of recovery. In 1961-1962 the firm
even managed to break even. The devaluation of July 1962, however, raised
the prices of coke, imported ore, ferrosilicone, and spare parts-without im
mediate domestic output-price compensation. Furthermore, there was a sharp
increase in the coke coefficient (see Table 9-9). The result was a series of
losses and worsening of productivity indices. Production reached a peak in
1963-64, with 144,032 tons of steel products, and fell thereafter to 137,970
tons in 1964-65 and 121,270 tons in 1965-66, as input coefficients rose
abnormally, labor productivity declined, and a succession of breakdowns
occurred. By 1964-65, investment in the industry (fixed and circulating
capital) amounted to £E40 million, to which another LEI0 million could
be added in start-up expenses and accumulated losses over the 1959-1965
period. Between 1963 and 1965 the plant was absorbing more resources than
it was generating; there were hardly any savings in foreign exchange, with net
domestic value added at international prices at only £E851,000 in 1964-65,
and if an internatioral price had been attached to nontraded goods, there
would have been rather large foreign exchange losses.
Causes of the Helwan Plant's Inefficiency.
One of the major reasons usually offered for the deteriorating per
formance is the declining quality of the iron ore. The Aswan ore deposits,
estimated to be only about 25 million tons, are shallow, have a high silicone
content, and are spread over a large area with a low iron content ranging
between 29 and 44 percent. The richer ores were depleted first and a gradual
lowering of the iron content occurred, necessitating higher coke inputs. The
rate of coke consumption in 1959 was almost normal by international
standards; it rose to more than 1,200 kg by 1963-64 and within one more year
to 1,600 kg. No attempt was made to enrich the iron ore charge, which would
have reduced transportation costs and coke inputs considerably while increas
ing the productivity of the blast furnace. Moreover, the blast furnace charges
appeared to be quite heterogeneous, and eventually a sintering plant was in
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stalled to remedy the situation. Nevertheless, the performance did not improve
significantly.
The low and changing quality of the iron ore is at most only a partial
explanation. First, ore consumption per ton of steel did not increase much.
Moreover, European plants have been using ores with iron contents not
exceeding 40 percent for decades, yet they have not reached such high levels
of coke consumption. Table 9-9 shows that inputs of both iron ore and coke
were much lower in Western European countries than in Egypt.
A more general explanation might be the inexperience of Egyptian man
agement and labor in the operation of an integrated steel plant demanding a
high degree of coordination and skill. Unlike industries (such as cement or
fertilizers) that have constant output specifications and produce in a continu
ous flow (hence with a minimum of coordinating operations), steel shapes
have to be individually handled by labor, which ultimately bears a large share
of the responsibility for its quality. Moreover, tight coordination between
departments (blast furnace, converter, rolling mill) is essential for maintain
ing efficiency and depends largely on the ability of labor and the engineering
staff to maintain consistent and uniform rates of production in each department.
In the light of these requirements, the labor skill structure in the plant
was totally inadequate. A consulting firm, hired to diagnose the factory's ills
ascribed much of the difficulties to the structure of the labor force. 55 It found
that 35 percent of the workers were recruited from neighboring villages, had
never before worked in a factory, and continued to pursue their rural occupa
tions. A substantial 78 percent of the workers had no technical training in
metal industries. Moreover, although substantial overstaffing was reported in
1963, employment continued to increase until February, 1965, yet output was
falling-hence, the low labor productivity (see 'Fable 9-9) and the high labor
costs as compared with the United Kingdom and other Western European
countries.
Low labor skills and faulty installation of some production units resulted
in numerous breakdowns and work stoppages. The premature wearing-out of
the linings in one of the blast furnaces and in the Thomas converters as well
as numerous electrical power failures affecting the electrical converters may
serve as examples. 50 Continual repairs explain the large expenses for spare
parts, which amounted to £E4.5 million in 1963-1965, or 16 percent of
production costs.
In addition to the poor quality of the raw material and inexperience of
the labor force, serious criticism may be directed against the whole conception
of the project. For one thing, the location of the ore deposits and that of the
plant virtually nullified Egypt's initial advantage in having domestic ore
deposits. Given the location of the deposits 900 kilometers south of Cairo,
high transport costs would result whatever the location of the plant. Shipping

TABLE 9-9
Steel Industry: Costs and Performance Indicators in Egypt and Other Countries, Selected Years

Cost Distribution
(% output value
Performance Indicators
at internati. prices) Coke Consump- Ore Consump- Labor ProducRaw
Materials
and Fuel

Labor

Capacity

tion (per ton
of finished
steel)

tion (per ton
of finished
steel)

tivity (tons of
finished steel
per man-year)

Utilization
(%)

1.036
1.251
1.593

2.320
2.375
2.386

-

45
75
77

(0.723b
(0.881c

(0.824b
(1.633c
(1.510d

(45c
(90)
(156d

Profits
(000 L-E)

Egypt (Heiwan)
1959-60
1963-64
1964-65
Other Countries
1955

-

-

75.7

32.8

34.0 a

17.5 a

-

(0.9

1

5d

30
27

-852.9
-1,837.7
-1,472.2



-

SOURCES: Data for countries other than Egypt: Long-Term Trends and Problems of the European Steel industry, United
Nations Economic Commission for Europe, 1959, pp. 73, 80. Data for Egypt: for 1959, Yearbook, Federation of Industries, 1959
60; for 1963-64, Annual Report, Iron and Steel Company, as quoted in Mohamed Metwalli, Factors Affecting the Establishment of
the Iron and Steel Industry in the U.A.R.. 1964-65; for 1964-65, F. A. El Bahai, "The Economics of the Iron and Steel Industry:
the Egyptian Iron and Steel Company," Institute of National Planning, Cairo, 1966-67.
a. UK, 1950.
b. Japan. Ore consurmption includes sinter. Also, steel scrap may have been added directly to the blast furnaces.
c. India.

d. Average of nine western European countries. The ore figure includes an average of 772 kg. of sinter.
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the ore by rail to the Cairo area was very expensive and exceeded the existen
railroad capacity. Moreover, a new bridge across the Nile had to be built a
Helwan. Shipping the rre by barge on the Nile would have meant heav
investments in ports, barges, and tow boats, and, for deep-going barges
navigability is not always safe. To locate the plant at Aswan would havw
entailed shipping the finished product to the Delta region and coke fron
Alexandria to Aswan, or from a Red Sea port. In the latter case, heavy invest
ments in port and rail facilities would have been necessary. As a result of th
high domestic transportation costs, the Helwan plant was paying the sam
price--and often more-(per unit of iron content) for the Aswan ore as foi
imported ore (c.i.f). Hence it did not benefit from any natural advantages.
The plant also suffered from an inefficient scale of operations. It was
designed to produce 300,000 tons of steel products per year, and its two
blast furnaces (where economies of scale offer the greatest potential) had a
capacity of 400 tons per day. For that reason alone, compared with the mini
mum efficient plant size at the various stages of production, costs per ton of
steel would be 50 percent above those of an efficient European plant. 57 This
is a general problem that tends to make steel production uneconomical in
developing countries, where domestic demand is often well below the efficient
scale of operations.8
Whether Egypt could possibly have planned for a larger capacity when
the construction of the plant began back in 1956 is another question. In 1962,
when the plant had operated for two years, the country's apparent total con
sumption was about 550,000 tons. The production of the three small plants
(already existent in 1956) was about 90,000 tons. About 250,000 tons more
were of a specification and quality that could not be produced in Egypt. Thus,
the demand at that titne for products from the Helwan plant was about
200,000 tons, in contrast to planned production of 300,000 tons at full
capacity. When it reached its peak in 1966, apparent consumption was still
less than 650,000 tons, implying a demand for products from the Helwan
plant of less than 300,000 tons. Had developments been correctly foreseen up
to 1970, there would have been no need for building a larger capacity than
300,000 tons, unless the country had planned for steel exports. It could, of
course, be argued that, with more effective demand management and foreign
exchange policies-and disregarding the 1967 War-investment and steel
consumption could have continued their growth after 1966; in that case the
capacity of the Helwan plant would certainly have been too small by 1970.
Could actual developments have been foreseen at all in 1956? To some
extent, yes. A very substantial part of the investments undertaken during the
years 1958 to 1962, together with the Aswan High Dam project, were in fact
approved by the Production Council as early as 1954. To extrapolate a certain
growth of investment beyond 1962 would not have required too much imagi
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nation. However, investing for future demand means increased unutilized
capacity during the first years of operation; what is gained on the swings may
thus be lost on the roundabouts. Moreover, the risk of loss from technical
obsolescence would increase.
In fact, the Helwan plant did not benefit from various innovations intro
duced in some European plants during the 1950s. It did not use the LD
oxygen converters, in particular, which would have resulted in a much higher
quality of steel and a lower coke coefficient, nor did it adopt the continuous
casting process that reduces the capital-output ratio in the forge as well as
wage costs. And because of the low skill of labor, the use of automation to
ensure quality control and coordination among the various shops might have
enhanced productivity substantially despite the small scale of operations. To
be sure, it is not clear whether any of these innovations could have been
incorporated in the Egyptian steelworks in 1957-58. The most widely used
innovation in Europe at that time was the oxygen converter, but not until
1960 was it applied in developing countries; continuous casting and computer
controlled rolling mills did not spread until the 1960s.5 9 The Helwan plant was
constructed at a time of technological transition, and by 1960, when it went
into full operation, it was already obsolete. In this sense, it is a blessing that
it was planned with a relatively small capacity.
Aside from the government's heavy responsibility in the failure of the
project, one may also question the role of the German firm Demag. On the
face of it, as a participant in the investment, the firm may have miscalculated
the costs of production and subsequently incurred heavy losses. For instance,
it may have substantially overestimated the capacity of Egyptian labor and
management it. running the plant. But conditions of raw material supply,
quality, and location, as well as the size and technology of the plant, should
have been sufficient grounds for turning down the project. As for the firm's
participation in the financing, it could have easily been recouped through the
deliveries of plant and equipment. Even assuming that the firm did invest up to
the maximum agreed (see above), its financial commitment amounted to only
a small part of the value of plant and equipment supplied.c.0 A moderate over
pricing of its deliveries would have sufficed to recoup the capital invested-a
possibility which has suggested to some that this may be yet another instance
of questionable behavior on the part of foreign enterprises in the industrializa
tion of developing countries.
The new steel complex currently under construction with Soviet assistance
attempts to remedy the ills that afflicted the old plant. It will incorporate both
oxygen convrters and continuous casting, and will resort to the richer and
closer ore deposits of the Western Desert. Its major operations will be com
puterized, and it will be built at an efficient scale of operations (1.5 million
tons) based on exports to the Soviet Union, partly as repayment of loans,
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partly in exchange for steel types that cannot be produced in Egypt. It remains
to be seen whether the new plant will prove more economical.61
THE AUTOMOBILE INDUSTRY
After World War 1I, Egypt could not resist setting up an automobile industry.
In doing so it followed the example of other relatively industrialized develop
ing countries without avoiding the problems that characterize the industry in
such countries: diseconomies related to small-scale prod,,ction and a high
foreign exchange content. : Other consumer durables industries (refrigerators,
air-conditioning units, TV sets, et cete-a) set up in Egypt after World War 11
seem to suffer from the same problems as the automobile industry.
It is difficult to see why the automobile industry should be given a high
priority in Egypt. Th- relatively dense railroad system, particularly convenient
in a flat country, the large possibilities for water transportation, and the low
per capita income should tend to relegate road transportation to a secondary
level of priority. The allegedly egalitarian ideals of the regime speak strongly
against sacrificing resources for the higher income brackets' luxury goods.
Moreover, the continuous diminution in the share of exports in GNP until the
end of the 1960s would hardly warrant large expenditures in convertible cur
rencies to set up an automobile industry and keep it going. Finally, the rudi
mentary steel and engii,,ering industries could not sustain a rapid process of
import substitution in automobile components or secure a dissemination of
knowledge and skills to lower stages of production. The backward linkages
simply were not there.
Imports and Production of Automobilem,
While imports of private automobiles were licensed and restricted through
high cu3toms duties (66 percent) during most of the 1950s, trucks and buses
were imiorted relatively freely, ',ith only a 10 percent duty on chassis without
bodies. A case can be made for the domestic assembly of trucks and buses
because freight costs are much higher when they are imported assembled than
when they are imported in parts. It was on this basis that the Ford Motor
Company (the British subsidiary) set up an assembly plant for trucks in
Alexandria. It was a small enterprise with a capital of £E500,000 and 200
workers, based on importation of all parts. Output did not exceed 1,000 units
per year. The production of trucks was discontinued after the Suez War, when
the company was Egyptianized, but its predominant activity-the construction
of bodies for trucks and buses--co ,tinued, although the latter was discouraged
because the Cairo municipality insisted that bus line concessionaires import
complete buses.63
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In 1959 a new attempt was made to develop an automobile industry
that would gradually increase its use of domestic components; in this connec
tion agreements were reached between Egyptian firms and Deutz (Germany)
concerning production of trucks, and Fiat (Italy) and NSU (Germany), con
cerning production of passenger cars. Deutz and Fiat were to deliver all tools
and parts. The agreement with NSU was limited to the supply of small engines
and some parts for the production of a "popular" car-the Ramses-which
represented a genuine attempt to develop an indigenous, labor-intensive tech
nology for the production of a cheap, Jeep-like automobile with an engine
hardly exceeding the horsepower of a motorcycle.
All three firms received preferential customs treatment, which reduced
imports of other automobiles substantially. Customs duties on fully manufac
tured cars were raised to 70 percent, while duties on parts were lowered to
25 percent.'" Likewise, duties on assembled chassis of trucks and buses were
raised to 30 and 50 percent, respectively, while duties on components were
set at 15 percent..' The production capacity of these firms was small: 24,000
Fiat cars and 3,700 trucks and buses a year; the capacity of the Ramses plant
is not known to us, but it was a very small enterprise.
Table 9-10 shows the growth of automobile production together with
the total value of automobile imports, including all parts. Typically, the impor
tation of finished cars and trucks drops when domestic assembly takes place;
if imports of parts and tools were not included, the real foreign exchange
outlays on motor vehicle consumption would be disguised.
From 1953 to 1955, the annual demand for new passenger cars amounted
to about 5,000 units, and for trucks and buses, to about 1,000 to 1,200 units.
After the Suez War, imports of automobiles were restricted through both
quotas and high customs duties (the former being the effective limitation),
while imports of trucks and buses were allowed to grow. These measures
re
duced foreign expenditures for private automobiles and parts and stabilized
them for all vehicles and parts at around LE 10 million (roughly 5 percent
of total imports) between 1955 and 1961.
1960 saw the start of production of both the Ramses and the Dcutz
trucks, and in 1962 the first Fiat ("Nasr") automobiles were produced.
In
1962, over 2,500 vehicles were assembled, and the total import value
of
finished parts and vehicles immediately doubled to about X£E20 million. Part
of the increase can be ascribed to the devaluation, and some of it may have
been due to "eplenishment of stocks of materials and spare parts that were
in short supply during tho 1956-1960 period. A much larger amount o for
eign exchange, however, was clearly allocated to the importation of private
cars and parts, which can only be interpreted as a liberalization of the private
automobile policy as compared with the years from 1956 to 1960. This ten
dency was further strengthened in 1963 and 1964, when total import expendi
ture on motor vehicles and parts rose to £E30 million and the industry

TABLE 9-10
Automobile Industry: Production and Imports, 1954-171
Production
Passenger Cars

Output
(units)
Year

Ramses

1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971



Fiat (Nasr)

Trucks and Buses

Capacity
Utilization

Output

Capacity
Utilization

Unassembled
Vehicles and

(%)

(units)

(%)

Components

-

544a
n.a.
n.a.
454 a
913a
n.a.
867
1077
1549
1927
1045
1345
916b
712c
1232
1340
1533
1833

n.a.
n.a.
n.a.
n.a.
n.a.



-

-



-

-

-



-

-



-

-

240
211
144
209
449
264
192

863
3806
4527
4004
1615
108
758
2325
3590
5750

n.a.
n.a.
4.1
16.8
20.7
17.8
7.5
0.4
3.1
9.7
14.9
23.9


-

Imports (mill. LE)
Finished and

n.a.
23.4
29.1
41.8
52.1
44.4
36.6
24.7
19.2
33.3
36.2
41.4
49.5

5.0

11.5
10.5
5.9
10.3
13.2
10.7
10.1
19.8
30.4
31.5
22.4
26.4
13.8
15.0
18.3
20.8
31.7

of Which Finished
Passenger Trucks
Cars
1.6
3.3
2.0
1.0
0.9
1.4
1.4
1.9
0.9
3.4
2.1
2.3
7.0
0.9
1.3
2.3
6.9
11.1

and Buses
0.9
1.8
1.1
0.6
1.5
2.3
1.9
1.3
2.3
1.8
3.3
4.0
2.8
1.3
1.7
3.2
5.3
8.2

SOURCES: Output and capacity utilization: Federation of Industries, Yearbook,
and CAGMS, The Production of the Auto
mobile Industry, variols issues.
Imports: United Nations, Yearbook of International Tiade Statistics, various issues;
Federation of Industries, Yearbook, 1970
and 1971.
a. Assembly only in Ford Plant.
b. 1966-67.
c. 1967-68.
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reached the peak of its operations. Yet, capacity utilization did not exceed
one-fifth for passenger cars and one-half for trucks and buses. By then, how
ever, the government seems to have realized the implications for foreign ex
change expenditures of pushing the domestic car industry to full capacity.
Full capacity utilization of the three factories would have entailed foreign
exchange expenditures of at least £E60 million, amounting to one-fifth of
the total value of imports. In 1965, the foreign exchange crisis forced a cut
back in the operation of all the plants, and in 1966 the capacity utilization
of the automobile and truck plants fell to 8 and 25 percent, respectively. The
cutbacks were more severe for passenger cars than for trucks and buses: like
a number of other industries producing consumer durable, with high import
contents, the automobile industry became a buffer where cuts in foreign
exchange appropriations could be made without much consequence for
other producing sectors; alsa, employees were not laid off despite the fall
in production.
In the absence of information about the decisions that led to the estab
lishment of the domestic car and truck industry, one may speculate on the
causes for this total breakdown of planned performance. It does not seem
likely that the government would ever have planned to allocate £E60 mil
lion in foreign exchange to these enterprises under the illusion of export possi
bilities. It appears that it envisioned a rapid process of import substitution
whereby domestic components would be substituted for imported ones. Thus,
the Deutz Company submitted a time schedule according to which 27 percent
of the truck components would be of domestic origin by the fifth year and 44
percent, by the eighth year. ' ; The Five-Year Plan visualized an increase in
domestic production of means of transportation from £E14 3 million to
£E41.4 million, with an increase in imports from £E14.3 milion to only
ZE17.2 willionY7 As it turned out, the local components =used in the early
1960s included only upholstery, side windows, paint, brake iining, clutches,
batteries, and tires. Nor was there any realistic prospect that additional simple
onponents such as radiators and mufflers could be manufactured domestically,
sirply because no plants were planned for this purpose.
In a sense, the Ramses car came closest to being a domestic product, be
:ause it partly used domestically produced metal sheets. But the crudeness of
he result, the many technical difficulties surrounding it, its unconventional
lesign, and the emergence of the more glamorous Fiat project (making cars
with status value) resulted in a gradual neglect of the enterprise.
The scarcity of foreign exchange in 1966 and the war of June 1967 virtu
illy stopped production of passenger cars, while the production of trucks fell
o about one-third the peak reached in 1963. Finally, in 1968-69 it became
:lear to the government that the agreement with the Italian Fiat Company
ould not be continued, considering the very large convertible currency ex
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penditures involved. While alternatives were studied, cars were delivered only
to private persons who could finance the purchase through convertible cur
rency deposited to the account of the Egyptian company in Beirut. The solution
finally reached was to resume production on the basis of Fiat components
manufactured in Poland and delivered under barter arrangements against
Egyptian exports. To relieve the domestic demand pressure, the government
liberalized imports of finished cars purchased abroad by residents who could
manage to earn convertible currencies, albeit with an increase in the customs
duty to 100 percent.
The Coapetitiveness of the Automobile Industry.
Revenue and cost data of the industry for 1963-64 are published else
where. 8 In calculating the effective rate of protection, we have had to take
into account the fact that ex-factory prices of finished products were far below
domestic market prices. At the official ex-factory prices, the ERP is relatively
modest-82.7 percent. However, private cars could be obtained only after
long waiting periods, through favoritism, or from the black market. In the
latter case, the prices are known to have been roughly twice the official quota
tions; they were probably somewhat below what the cars would have fetched
at open auction. Note that black market profits accrued to purchasers who had
obtained the cars at the official prices, not to the factory. Trucks were de
livered to nationalized transport companies and industry at factory prices,
and it is not known what their open market prices might have been. On the
rough assumption that market prices of passenger cars were twice their official
quotations, and using the official truck prices, the ERP amounts to 283 per
cent (Table 9-11 )."', The ERP would probably be higher if market equilib
rium prices could be assigned to both trucks and pa.senger cars.
Fortunately, the domestic market price is immaterial in an evaluation
of the DRCs, which are also shown in Table 9-11. At a 10 percent rate of
return, the DRC is estimated at 113 piasters per U.S. dollar, and at the 5
percent rate of return level, at 83 piasters. Considering that the factories were
operating at only 21 and 44 percent capacity for cars and trucks, respectively,
that year, it is surprising that the production was not more inefficient. Indeed,
the DRC falls well below that found for the steel industry, and is also below
that for paper productior..
Here is a possible explanation. Unlike the steel and paper industries,
where large amounts of raw materials have to be shipped, handled, and trans
formed into final products, there are no "raw" materials in the automobile
industry. With the exception f the few domestic inputs already mentioned,
all of the produced inputs are imported components that fulfill required speci
fications and simply have to be assembled. This circumstance virtually x
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TABLE 9-1

Automobile Industry: Rates of Return, ERPs, and DRCs, 1963-64
(percent)
Rate of return
At actual, official domestic prices
At international prices

3.4
-0.9

ERP
At official prices
At black market prices for passenger cars

64.0
23.0

(piastersper U.S. dollar)

DRC
5% rate of return
10% rate of return
15% rate of return

82.7
113.1
144.3

Official exchange rate

43.5

SOURCE:

Hansen and Nashashibi, NBER Working Paper No. 48, New York, 1975,

Table 29.

cludes raw materials waste (not even the metal sheets were tooled domesti
cally) and does not allow for the breakdown of expensive equipment. To be
sure, serious inefficiency in workmanship was reported at the welding stages
reflecting Egyptian labor's lack of experience with mechanical industries
and slowdowns in production were also encountered due to erratic (domestic)
supplies of tires and batteries. 70 But domestic resource input, including labor,
is low, and small defects in workmanship and domestic parts arc not reflected
in prices or costs but are borne by the consumer. Interestingly enough, develop
ing courtries with more advanced automobile industries than Egypt (in the
sense of a higher domestic value added content) suffer from far greater in
efficiency, mainly because their domestic supply of components often fails to
meet required specifications. 71 Another reason for the relatively low degree
of inefficiency in Egypt appears to be the low prices charged by the Italian
Fiat Company for the unassembled cars. The 1,000 cc model was quoted ex
factory in Egypt at ,£E700, or U.S. $1,510 at the official rate of exchange,
and while the import price of unassembled cars is not available to us, it seems
to have been around £.E600.72 This seems to be a low price by international
standards, and may be explained by the "bulk" nature of the agreement and
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by the fact that it concerned automobile components for models that were
being discontinued in Italy.
There is no doubt that the conception and the development of the auto
mobile industry, particularly the passenger car division, constituted a serious
misallocation of resources. It is a good example of bad "planning"; supply
linkages seem to have been completely left out of the picture, and foreign
exchange requirements were grossly underestimated. But the initial misalloca
tion did not cumulate because the regime was unwilling to devote further re
sources to save the industry-something which could have been done only at
the expense of other, economically sounder projects. Ironically, the very
underdeveloped state of the industry helped minimize the social losses through
the almost total reliance on foreign-made components. Given the capital in
vestment already sunk into the project, the resource cost of current operations
does not exceed 50 piasters per U.S. dollar. Thus, it is probably worthwhile
to pursue production until the existent fixed capital is worn out, as, indeed,
appears likely.:
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114,326

55. Coopers International, as quoted in F. A. El Baha'i, The
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59. The first LD installations in developing countries were in
Argentina, Brazil, and
India, all in 1960-61. See United Nations Economic Commission
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Chapter10

Evaluation of Resource Use
in Selected Manufacturing
Industries, 1954-1970

Our estimates of effective rates of protection and resource costs are summa
rized in Tables 10-1 and 10-2. The sample of industries is not small (see
Table 8-1) but biased-large, modern public industries are overrepresented,
while private enterprises are grossly 'inderrepresented (in fact, included solely
in the cotton textile industry). Discriminated against by the government in
regard to commodity input and credit and foreign exchange allocations, these
private enterprises have had, at the same time, more freedom (or, at least,
more possibilities of evasion) in pricing. By virtue of their labor-intensive
technology, they are often competitive at international prices and have suc
ceeded in exporting part of their production. Apart from the omission of such
firms, the estimates in the tables are also very uncertain for some of the in
dustries that are covered. Great caution should therefore be exercised in
generalizing on the basis of our findings.
We note first that, with the exception of cement, all industries have at
some time enjoyed protection to varying degrees. For some industries the effec
tive rates of protection have been very high: iron and steel and automobile
assembly are the extreme examples, but paper and yam (the latter in 1970)
had high effective rates of protection, too. In an institutional setup like that
of Egypt, particularly after 1961, high rates of protection in themselves do
not necessarily indicate either inefficiency and lack of competitiveness or re
source pull and misallocation of resources. Protection may have accompanied
the establishment of a domestic monopoly; in that case, a high measured rate
of protection would indicate not high costs but high monopoly profits, and
production could quite well be efficient and competitive in foreign markets
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TABLE 10-1
Effective Rates of Protection (ERPs) In Ten
Manufacturing Industries, Selected Years
(percent)

Cement

1962-63 io 1964-65 to
1963-64
1965-66 1969-70

1954

1957

1960

-31

-45

-35

-

-

-

-

-

Phosphates
Nitrates
Sugar

15
25
-

34
48
-

-5

-

Tires

-

-

240

262

-

-

-

31

62

-

-

-

..

-28

-

7
12
-

-

-

-

68
-

-

-

14

Cotton
Fabric
Yarn
Automobiles
Paper

Iron and steel
SOURCE:

-

-

-

305
240

-

-

599

213
-

-

Hansen and Nashashibi, NBER Working Paper No. 48, 1975.

(the scale of production may even be too small). The tire industry offers an
example of this kind of protection. In any case, since the beginning of the
sixties, and to some extent even earlier, resource allocation has been deter
mined by government decisions based on criteria other than private profit
ability. Hence, resource costs offer a better basis for discussing competitive
ness and resource allocation.
The DRCs indicate a rather mixed situation at the end of the fifties. Two
of the traditional industries-sugar and cement-were competitive or close
to being so, while the important cotton textile industry was definitely noncom
petitive at the then existing official exchange rate and given the ban on foreign
cotton. But our estimates also indicate that, if foreign short staple cotton had
been available as the raw material base, the production of yarn (and probably
also of cloth) would have been almost competitive at the beginning of the
sixties. If we add to these industries phosphate fertilizer, which was founded
as a private venture prior to the Second World War, it could be said that
all major industries estdblished under the "ancien r~gime" had developed and
maintained a comparative advantage and (with the above-mentioned qualifica
tion in regard to the cotton textile industry) were competitive at international
prices. As could be expected, these imdustries are intensive in abundantly
available domestic resources such as labor (sugar, textiles) or raw materials
(cement, phosphate). In the case of textiles it was the compulsory use of
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TABLE 10-2
Domestic Resource Coeb (DRCs) In Ten
Manu-curing Industries, Selected Years
(piasters per U.S. dollar)
1962-63 to
1963-64

1964-65 to
1965-66

1954

1957

1960

20

21

28

-

31

-

38

36

-

-

-

-

-

-

33
36


50

52

61

-

-

-

-

-

52
62

-

-

-

-

34

-

-

54

-

-

59
-

59
62

-

-

-

-

-

-

70

-

-

472

56

-

-

36'

38

-

-

54

Automobiles (c.i.f.)

-

-

-

113

-

-

Paper (c.i.f.)

-

-

-

208

-

Iron and steel (c.'.f.)

-

-

-

-

480

-

43.5

43.5

Cement (f.o.b.)

Phosphates
(c.i.f.)
(f.o.b)

1969-70

Nitrates
(c.i.f.)
(f.o.b.
Sugar, refined

-

Tires
(c.i.f.)
(f.o.b.)



Cotton textiles
Fabric (f.o.b.)
Yarn (f.o.b.)

86

Yarnb based on
foreign cotton

(f.o.b.)

Exchange rates
Official rate
"Realistic" rate
(suggested by
IMF, 1966)

35.2

-

35.2

-

35.2

-

43.5

-

61

SouRcE: Hansen and Nashashibi, NBER Working Paper No. 48, 1975.

a. 1956.
b. Hypothetical.

-
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domestic raw materials that made the industry noncompetitivw; the real
strength of the industry stems from its labor intensity.
After World War H, an attempt was made to go beyond the agriculture
based industries and manufacture basic intermediate products and consumer
durables as import substitutes: paper, tires, nitrates, iron ard steel, and auto
mobiles. Some of these are highly capital-intensive (nitrzte and paper) and
most have a rather high import content. These industries were al! founded
under a highly protective regime, first via tariffs, later via quantitative restric
tions. An evaluation of ihe DRCs of these industries during the 1960s shows
that none achieved competitiveness a! the then existing exchange rates, al
though both nitrates and rubber tires appear to be successful infant industries
that would become competitive with the currency devalued to the "realistic"
level advocated by the IMF.
It is also remarkable that a number of industries fared as well as they
actually did after the devaluation of 1962, despite the nationalizations, em
ployment drive, wage increase, and permanent foreign exchange crises. Phos
phates, nitrates, and tires showed falling or unchanged DRCs, and cement
continued to be competitive at the old exchange rate-albeit with a small
increase in its DRC. In the first two industries important technological in
novations were introduced at this time, and the latter two were able to im
prove their efficiency within the given technolog-1. The strong increase in the
DRC for phosphate in 1970 was due to a fall in the international price for
this commodity.
But other industries-probably the majority-fared less well. The two
big old industries which should have passed the infant industry stage a long
time ago-sugar processing and cotton textiles-suffered a serious setback
in competitiveness. These two are probably typical of manufacturing, apart
from the "good" industries mentioned above. And then there were the en
tirely unsuccessful new industries-the Helwan iron and steel plant, the auto
mobile assembly plant, and perhaps paper and pulp.
All industries of both relatively and absolutely deteriorating competitive
ness suffered, of course, from the cost inflation and other problems of the
period, particularly from falling or at best stagnant international prices. lraicr
national competition in basic intermediate commodities is quite keen and
technological innovations are rapid. The central administration has distorted
the pattern of imports and domestic production. Apart from the paper work in
volved in the administraton of these multiple price structures, production has
been shifted from the underpriced commodities (for example, construction steel
or popular types of textiles) toward more profitable products. This, in turn, has
brought shortages to black markets an,1 has distorted the pattern of imports.'
Certainly, if prices for certain commodities or labor are to be used for attaining
social targets, an alternative set of accounting prices should govern decisions of
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industrial firms as to production and use of resources. While resourco flows
have been diverted by the price stnicture, there are also instances where firms
have suffered a distortion in their capital costs: some firms have reported pay
ing higher prices than prevailing elsewhere for capital equipment imported from
Eastern Europe, others have complained of being forced to finance the con
struction of social overhead (such as roads, electricity, water) in their location.
But all this, along with the domestic inflation, affected the "good" industries
as well.
The difference between the "good" and "bad" industries seems to be a
matter of good or bad investment planning. For every one of the industries with
declining competitiveness, it can be shown that inadequate investment planning
by the authorities (i.e., the Ministry of Industry) was, if not the sole cause
of the decline of competitiveness, certainly an important contributing factor.
The cotton textile industry was largely ignored by the Egyptian planners
during a period when the developed countries and some underdeveloped ones
modernized and rationalized this branch of manufacturing. Indeed, no overall
modernization has taken place in the industry since the equipment replace
mert that occurred immediately after World War 1I. Moreover, the cre
ation of additional capacity lagged behind demand, resulting in shortages
and loss of exports. The sugar industry was expanded substantially during
the sixties, and the immediate cause of the sharp decline in its competitive
ness was the particularly strong increase of rural wages during the first half
of the sixties. If the relative increase of rural wages turns out to be a temporary
phenomenon that will be reversed once the armed forces are reduced again,
the decline of competitiveaess is also a temporary phenomenon. In that case,
from a longer-term point of view, the sugar industry could be included among
the "good" industries. But the prospect is different if the change in relative
wages proves to be a permanent feature of the economy, which is quite pos
sible since the gap between rural and urban wages usually diminishes during
the process of development. From that standpoint, either the industry should
not have been expanded at all, or a less labor-intensive technology should
have been chosen (if it exists). The competitiveness of both the sugar and
paper industries, incidentally, could have been somewhat improved had pulp
production on the basis of bagasse bee, cxpanded. This technical process is
relatively new, however, and it is nJL obvious thAt Egyptian planners lagged
much behind on this score. The paper and pulp industry was clearly planned
on a suboptimal scale, while the Helwan steel plant is ill-conceived in several
other respects besides its obsolete technology. It is not clear, however, that
steel production could not be a competitive activity if it were based on Western
Desert ores, worked on the basis of up-to-date technology, and with more
adequate planning in other respects. The new Soviet-built steel complex in
Helwan will eventually nave to deliver the proof.
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The investments in the old Helwan steel plant and the automobile assem
bly plant were largely a waste of money (at least if any external learning
effects are left out). They amounted to about one quarter of the investments
made in the industries considered in this chapter. Thus, the losses from in
adequate investment planning are very considerable. Apart from the auto
mobile undertaking, there is no evidence to suggest that public investments
were made in the wrong sectors. A better direction of the given volume of
investments, with a more appropriate choice of technology in some sectors,
could have probably saved the situation for those industries that actually suf
fered a loss of competitiveness. The wage increases would then have been
an adjustment to increased labor productivity and not at all a cost inflation.
In this indirect way, it may be argued that bad investment planning was the
root cause of manufacturing industry's problems during the sixties.
There is an aspect of investment planning, generally neglected by the
authorities, which has undoubtedly resulted in substantial losses in produc
tivity: capital replacement. It is not so much a question of inadequate capital
appropriations for replacement of equipment as reflected in the accounts
of individual enterprises; indeed, these seem to conform with standard de
preciation methods. Rather, itis the foreign exchange allocations and actual
deliveries of equipment for this purpose that have fallen far short of demand
from individual enterprises. The net profits realized in the fiscal year 1970-71
in industry by the public sector amounted to only 2.4 percent of the cstimated
value of invested capital.2 Even if this is interpreted as retained earnings (after
taxes, dividend payments, and debt servicing), it is much too low for self
financing and would place a heavy burden on the Treasury for financing
capacity expansion. To be sure, industrial firms have no discretionary power
over the disposal of their profits, which revert, in any case, to the state coffers.Moreover, the Treasury favors the more profitable firms when considering
requests for capacity expansion or replacement, which-given the distortion
introduced in the distribution of profits by the price structure-biases invest
ments away from enterprises that are socially "loaded." With a general foreign
exchange sbizage and pressure to start new projects as well as completing
ongoing projects with costs exceeding original estimates, capital replacements
tend to be ignored. We have already mentioned the example of cotton textiles,
where modernization and expansion as well as ordinary replacement were
postponed during the sixties. As a consequence, overutilization of partly
obsolete machinery and equipment became a serious problem already in 1965,
aggravated after the 1967 War. The share of gross investment in GDP was
steadily shrinking, reaching II percent in 1970-71, and much of it went into
new capacity, particularly the construction of the steel complex and the ex
pansion and relocation of the fertilizer industry. Sugar offers another striking
illustration of entirely inadequate replacement during the years from 1967 to
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1973. A survey of cotton ginning mills, railroads, and printing plants revealed
that much of the equipment in these industries was in an acute state of obsoles
cence, indeed, in many cases in a state of outright decay, causing severe declines
in productivity. The stepmotherly treatment of replacement needs is beyond a
reasonable doubt closely related to the monopolization of foreign exchange
resources and the concentration of decision making concerning industrial in
vestment in the hands of the Ministry of Industry. There is sufficient evidence
to conclude that a general worsening has taken place since 1965 ill the financial
position of industrial firms in the public sector, together with (what is even
more serious) a deterioration in the overall state of the country's capital stock
as a result of insufficient capital replacement.
Inadequate investment planning also affected the good industries in other
ways. Insufficient attention was given to linkages and to demand, particularly
export demand. Lags ii, capacity expansion were noteworthy in the case of
cement, but occurred also in the case of phosphate fertilizers, where failure to
develop the necessary transportation facilities hampered the growth of out
put in the early 1960s and caused imports to rise. The automobile industry
was left without reliable domestic sources of inputs (with the exception of
tires), and both cement and fertilizers had to use imported packing material
for a long time when it could have been supplied domestically.
But in regard to linkages the Egyptian authorities seem to have learned
from their past mistakes. After the first five-yeer plan and the foreign exchange
crisis, an increasing awareness seems to have grown out of the need to "ratio
nalize" investments by supporting them with the necessary infrastructure,
optimizing their location, and exploiting their potential linkages; the integra
tion of the new stecl complex with the chemicals and engineering industries
and the utilization of bagasse for kraft paper bags can be c*ted as examples.
Moreover, greater concern seems to be shown for exports. and a number of
recent investments, particularly in the fields of cement and fertilizers, are
expoi t-orici ted. In addition, a more favorable treatment is being afforded
small priva~e enterprises which have succeeded in exporting part of their pro
duction; they have been receiving increasing foreign exchange quotas and
their export procedures have been simplified.
On the other hand, in the particular industries under review we have
found little to indicate that the foreign exchange situation and the exchange
regimes per se either damaged competitiveness or seriously disrupted current
production. It is true that there have been instances of production disruptions
directly related ,.- raw maerials and other shortages, but they have been
mainly temporary, although the distortive effects of quantitative trade restric
tions may have had a permanent and cumulative impact on other sectors
through their normal linkages. Thus, we have shown how the 1916 ban on
foreign cotton increased the costs of the textile industry and limited textile

316

PROTECTION, CONTROLS, AND COMPETITIVENESS IN INDUSTRY

mills to using machinery adapted for long staple cotton, delaying the introduc

tion of artificial fibers as well as short staple cotton. Another series of re

strictions was necessary to ensure the textile mills of a sufficient supply of
domestic cotton, which distorted the pattern of raw cotton production and
exports. The ban on imports of phosphates in 1953, while increasing the
capacity utilization of the industry, resulted in domestic excess demand that
was satisfied neither by expansion of domestic capacity nor by imports. It
was only after the effects of this measure were badly felt in agriculture that
phosphate imports were resumed. In the post-1961 regime, with direct alloca
tion of foreign exchange to various ministries, a more erratic pattern of trade
developed, with wide fluctuations in the imports of certain commodities such
as tires and paper. But these, as well as some abnormal inventory accumula
tions during the years 1964 to 1966, may be attributed as much to inadequate
demand forecasting at the firm level as to inefficiency inherent in centralized
trade administration. In any event, central planning did not improve the ad
justment of supply to demand.
Finally, it is important to recall that the industries included in our study
are mainly large public enterprises favored at the expense of small private
enterprises. That the latter have suffered badly from shortages of raw materials,
spare parts, capital goods, and credit is clear. Small private enterprises in
industry and handicrafts, together with private consumers, were the main
victims of the exchange regimes, but we have no data that can serve to
measure, or even indicate, the loss of production in such enterprises or the
loss of consumer satisfaction.
NOTES
I. "Report of the Committee on the Revelation of Truths on the Subject of the
Rise in the Price of Steel and the Trade of Scrap Metal," and "The Public Sector...
Where to?" Al Talia, August 1973, pp. 11-24 and pp. 66-72, respectively.
2. In the publicly owned industrial enterprises net profits were £E40.8 million on
an estimated capital stock and circulating capital of £E1,700 million. It is not known
how this figure has been estimated. Ibid., p. 67.
3. This is perhaps the most urgent area of reform, since it seems to affect even the
smallest capital expenditures on technical progress. For example, the sugar industry
requested from the Treasury LEl million in foreign exchange to purchase equipment
which would allow it to rediice the proportion of sugar left in the discarded bagasse. By
its estimates such a measure would result in a net addition of 10,000 tons of sugar
annually. The request was rejected by the Treasury, which stated that the priorities in
foreign exchange allocation were determined by the Ministry of Industry. Ibid., pp. 56-57.

Appendix A

Acreage Response Functions
for Eleven Egyptian Field Crops

As a basis for appraising the impact of agricultural cooperatives and
govern
ment intervention in crop rotation and composition from around 1962-1963
onward, information about supply functions for major field crops was
needed.
For well-known reasons, our efforts were concentrated on estimating
acreage
response functions rather than supply functions. Misallocation is discussed
in
terms of factor input rather than in terms of output.
Reasonably good information about acreage, yields, and prices is avail
able from 1913 onward; it stands to reason that the data are more reliable
for
later years than earlier ones. On the basis of data for the period 1913 to
1961,
response functions are estimated showio 6 cultivators' behavior undisturbed
by
government intervention. These are then used for predicting acreages
for
1962-1968 at actual domestic and international prices. Comparison
between
predicted and actual acreages yields information on the impact of government
interference with acreages. (See Chapter 7 for such comparisons.)
A MODEL FOR CROP ACREAGE RESPONSE
The model to be applied is, indeed, nothing but the production side
of the
standard foreign trade model under competitive conditions.
Assume that land, A, labor, L, and water, W, are the only inputs
in
agriculture. For crop i the production function is assumed to be
qj

=

y,(t)h(A,, L, W), i = 1,. .... m

(1)
317

318

APPENDIX A

1
where q,is the quantity of crop i and yt(t) is a technical progress function.
Assume that the total supplies of land, labor, and water are given exogenously
and arc known. Thus we have:

m

(2)

L, 1--L

The distribution of the inputs by crops is unknown except for land (see, how
ever, [9, Tables 3.A, 3.B, and 3.C] on the list of references to Appendix A for
the years 1961, 1963, and 1964); thus it is not possible to estimate the pro
duction functions (1) individually. Since our problem is one of the optimality
of the individual crops we would get no help from an aggregate production
function. The lack of information about the distribution of inputs by crops
does not prevent us, however, from estimating individual supply functions or,
as we prefer, individual acreage response functions.
We shall assume that all agricultural output piices are given exogenously,
determined either from abroad or by the government. Both assumptions are
reasonably good approximations in the Egyptian context (except perhaps for
some of the small crops). Our model is then based on the maximization of
total agricultural income, 2 and we have Max 1piq subject to the constraints
(I) and (2).
With the inequality signs in (2) disregarded, maximization leads directly
to the necessary conditions, in easily understood notation,
Yip

_.I_

YwPm

IiA4

_ .i,,, ,
11,1

i= l,

,m1

(3)

I""v
1

which with (2) gives us 3m equations to determine AI, Li and W. The qjs
could then be determined from (1). The optimal inputs of land, A1*, are seen
to be functions of the ratios of output prices times the technical progress
function and of the total supplies of land, labor, and water, so that the acreage
response functions can be written
""'
l
(4)
, mm
1,f
....
JPJ A,L,W),
A,* = Aj* ( y,,=

and similarly for the optimal inputs of labor and water, which, however, we
are not interested in here.3
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All the arguments in (4) are directly observable and known, with
the
exception of the technical progress functions, yl. As a proxy for y(t)
we shall
use yield per acre of crop i. The optimal input of land for any crop
is thus a
function of all relative output values per acre and of the given total
inputs of
land, labor, and water; all the arguments are now observable and
known.
Yield per acre is, of course, influenced not only Zy technical progress
but also
by inputs of labor and water per acre and is, thus, strictly endogenous
to our
problem. It is clear, however, that for the individual crops in agriculture
we
cannot rely upon the conventional type of technical progress functions
y,(t) =
exp(pit), where p, is a constant rate of technical progress.4 For
individual
crops, yields will tend to move in jumps at the introduction of new
varictics,
over and above the effects of other types of technological progress.
For agri
culture as a whole it may perl aps be true that new varieties are introduced
in
a more or less continuous streLm (for underdeveloped countrics even
this as
sumption is certainly dubious), but for individual crops we cannot
make such
assumptions. Not only do new varieties only appear discretely, but
yields nmy
even fall between the appearance of new varieties because old varieties
may
degenerate. Thus, the yield of Egyptian cotton declined from about
1895 to
about 1920 due to degeneration of varieties, soil exhaustion, and an
increasing
underground water table (an unexpected consequence of the old Aswan
dam),
and increased again from 1920 to 1940 due to new varieties and
improved
fertilization and drainage [5, in particular, Fig. 101.
Since the number of crops and thus of relative output values per acre
is
substantial (eleven) and the number of observations limited (at most
forty.
eight), we felt that we had to bring down the number of explanatory
variables
in the acreage response functions. We shall do that through constructing
for
each crop a relative output-value-per-feddan index, Fi, that is defined
as

F,-

M
I,=IyJv

1
pjj

w=1,
J

(5)

where w1 is the weight given to crop ] and y is interpreted as crop
yield. As
weights we shall use the relative crop acreages, averages for the
period of
estimation." Fi may include all crops or only crops that are particularly
com
petitive in regard to land (see below).
The acreage response function for crop i may then be formulated linearly
as
A, = ali + a.., i1 + a:,iA + a41L + a.,,W
(6)
or as the corresponding log linear function. We used only the linear
form in
our estimates. 6

320

APPENDIX A

Note, however, that for any arbitrary crop, say crop m, we have
A.=A-

Ir At
4-I

n- a,

-L

41j-

1

I

arn-

A

as-

7

a2F

A

al-

7

so that, strictly speaking, (6) can apply to at most m - 1 crops. Our formula
tion of the acreage response functions thus implies an unpleasant lack of
symmetry in the functional forms.
The next step is to introduce appropriate lags in the functions. We need
a lag specification that will permit us to predict both short- and long-term
responses or, to put it another way, to come out with both short- and long
term elasticities of acreage response. Various possibilities are open, but before
we consider them a few comments upon the basic model may not be out
of place.
For our purposes the present model has the great advantage of permitting
us to predict acreages without having to consider rassible effects on domestic
factor prices; these are themselves endogenous to the problem. Thus, we caa
predict acreages on the basis of both domestic and international prices, inthe
short term as well as in the long term, without having to "solve the general
cquilibrium system," the usual headache in this problem. Identifying long-term
response with optimal acreage, our response equations help us, in other words,
to directly predict the optimum.
Strictly speaking, we have in fact solved that part of the general cqui
librium system that is necessary for our purpose. The point is that the standard
neoclassical trade model is dichotomized so that the supply (production) part
can be solved without considering the demand side. It is this dichotomization
we take advantage of. Its basic assumptions are perfect competit!c.n ,idthe
absence of nontraded outputs. There are problems with both of these assump
tions but we do not consider them important (except for wheat).7
Another basic assumption for obtaining this neat result is that total sup
plies of domestic resources are exogenously given. For land and water this
assumption is probably justified. The supply of cultivable land in the Nile
Valley and the Delta is highly- inelastic, and water supply is ultimately deter
mined by the water flow of the Nile. Efforts to increase water supply for indi
vidual crops through a better distribution over the year and to increase the
cultivated area have been governmental on the whole." Some private invest
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ment in irrigation, drainage, and land reclamation did, of course, take place,
particularly before the Great Depression, and the cultivated area did respond
(downward) to the low relative profitability of agriculture during the Great
Depression. By and large we feel, nonetheless, that it is justified to consider
land and water as exogenously determined resources in the Egyptian context.
For labor the assumption is less obvious. Until World War 11, when urbaniza
tion was still slow, the assumption may not be too much out of line with
reality. And during the sixties, the military draft may have been the most
important determinant. With the rapid urbanization during and after World
War II and the opportunities offered outside agriculture, however, labor supply
to agriculture may not have been inelastic with respect to urban wages. Little
evidence exists, unfortunately, as to the extent Egypt's agricultural labor
supply depended upon urban wages, which is what matters in the present
contextY The pull from the cities may have been of such a nature that urban
wages made little difference to the flow of migration out of agriculture.' 0 Lack
ing evidence to the contrary, we assume that the agricultural labor supply has
been highly inelastic with respect to urban wages during the whole period.
The following considerations should also be noted:
1. Data for the total resources A, L, and W are of widely aiffering
quality. Data for A are for acreage sown and are considered reliable, while
those for L are shaky, to put it mildly; as a proxy for L only an index based on
agricultural censuses of permanent labor taken every ten year,, with inter
polation on the basis of annual estimated rural population figures, is available.
For W we have data for the monthly discharge of the Nile at Aswan, which
may be fairly accurately measured itself but is at best a proxy for the use of
irrigation water on the fields. It does not consider water storage below Aswan
and this may be an important misspecification.
2. It is usual to divide Egyptian crops into three clearly distinguishable,
though somewhat overlapping, groups of competing crops, with limited com
petition between groups I and 2:
Group I
Summer (Autumn) Crops

Group 2
Winter Crops

Group 3
Perennial Crops

Cotton (lint and grain)
Rice
Corn
Millet

Wheat
Barley
Beans
Lentils
Onions (winter)
Helba

Sugar Cane

It is not obvious a priori whether for purposes of estimation we should
consider groups 1 and 3 together and 2 and 3 together and calculate Ft corre
spondingly. We experimented with this division, but ended up by considering
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all crops as competing, so that F is defined in the same way for all crops. This
may not be the best possible specification for crops like rice, barley, and cane.
3. Our model does not consider inputs of chemical fertilizers and this
may be another serious misspecification. If included in the model, relative
fertilizer price pf.,/y(t),
i = 1, . . . , m, would appear in equation (8).
We would then have eleven relative prices as arguments. Our relative output
value index would now be inadeoate because it is based on gross output
values and does not deduct importod inputs. If we knew the fertilizer input
per acre we could construct a net output value (i.e. value added) index for
each crop corresponding to F; however, no back figures about fertilizer input
per acre by crops are available. Another possibility would be to let the argu
ment PreF/Yip, appear in the rcsponso function for crop i. We do not have
comparable fertilizer prices from 1913 to 1961, and the functional form may
have changed over time (8]. In 1913 fertilizer input was negligible and over
time a learning process has accompanied the increasing input of fertilizer. We
have therefore not been able to include fertilizer prices as a determinant of
land inputs. Fortunately, however, we may catch most of the impact of ferti
lizers through identifying the productivity factor, yj, with yield.
4. Price information is not available for most of the years of the period
of estimation-1913 to 1961-for the largest (by acreage) of al! crops, clover
(berseem), so that no estimates of the response function could be made for
the area of clover. The interdependency of the area response functions ex
pressed by equation (7) is therefore disregarded, and it is assumed that clover
is a residual in this sense. This procedure is not very satisfactory, of course,
but no other course seems to be open. More serious, perhaps is that the
output value per acre for clover do-s not appear in the denominator of the
relative output-value index, F, for the other crops. We have had -. disregard
clover entirely. 1
5. No back data were available for output and prices of straw and
stalks, important for some crops (wheat, in particular). For cotton, of course,
both lint and seeds are included.
In regard to lag specification, we have chosen to follow the approach of
an exponentially distributed lag attached to relative output-value. We assume
that
A, = all + by(a.)' (F)_ + a3 A_ + a4,L -t anWT

(8)

General reference is made to Koyck's original contribution [12] and
Nerlove's contributions [15, 16, and 17], as v ell as Krishna's [14] and Behr
man's [3] modified versions of Nerlove's -. iel. Nerlove came out with prices,
exponentially lagged, and the pre'.',us year's total acreage as the only ex
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planatory variables. Krishna and later Behrman
added relative yield as an
independent explanatory variable (among other
things). Our derivation im
plied that crop acreage should be made dependent
upon relative output value,
that is (relative) price times yield. It might be argued
that expectations are
formed quite differently for prices and yields [3,
pp. 166-1681. A low price
last year and a bad crop last year may not affect
this year's sown acreage in
the same way. A single crop failure may not change
of what is the "normal" yield, and he may understandthe cultivator's notions
that crop failures are
erratic events, although, of course, the notion of
"normal" yield is subject to
change.12 At the time a new variety is introduced
it is natural that yield ex
pectations should shift upward autonomously; indeed,
this
introduction. Hence, a case can be made for separating is the reason for its
prices and yields in
the supply function or, at least, treating them differently
from an expectations
point of view. One way of handling this problem
would be to defiie the yield
variable in F, as, say, an average of the last fivc years
and limit the exponential
distribution to the price, although price and yield
enter in a multiplicative
way. Estimates were experimentally made on the
basis of this hyrothesis, but
the results did not improve and the experiment was
discarded.
The specification assumes that the present year's
prices (and yields, of
course) do not affect sown acreages. This is because
the prices used in the
estimates are those at which crops have actually
been sold. For the major
crops these tend to be the market prices ruling
at the time of sowing next
year's crop.
The total acreage, A, enters into (8) with a single
lag in line with Ner
love's assumptions (which we keep although it is
a bit difficult to see their
precise rationale). Labor is naturally assumed to
have its effects without lags,
while water appears with the time indicator r.
For summer crops (see the
list above) r is taken to be an average of the
months May and June, the
critical time for rice. The rationale of this choice
is that, whereas the other
summer crops (cotton, in particular) have always
got the water they require
at zero prices for water, rice has traditionally (at
least until the fifties) been
treated by the irrigation authorities as a residual crop.
For winter and peren
nial crops, r is taken to be September last year (the
peak of the flood), which
is decisive for water supply at the time winter crops
are sown (November and
December).
Equation (8) then leads directly to
A1 = a~:-+ ot.2 (FI) - + %.1 A -I + ciVA - + atsL
+ a lL.,
8

+ a 7 lWr + amWT- 1 + aw(A)_,.
0
(9)
In addition to the Nerlove specification, another one
using Almon poly
nominally distributed lags and a third one with a simple
two-lag structure were
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tried out. However, both t and R2 and-particularly important for our purpose
-standard errors o, estimated values for these two specifications were so poor
that the Nerlove model was preferred despite its inherent bias at ordinary
least squares estimation. For our main purpose, prediction, the bias is a
secondary consideration, but for the elasticity values, calculated as a by
product, it may be a serious matter, of course. To avoid the bias, estimation by
the instrumeital variable method was therefore applied (see below).
So much for the general specifications. One further problem had to be
tackled. The government has at timts imposed area restrictions for cotton,
sometimes accompanied by prescriptions to increase cereals (particularly
wheat) production. During the period studied here, cotton area restrictions
were imposed for the years 1915, 1918, 1921-1923, 1927-1929, 1931-1933,
1942-1947, and 1953-1960 [5, Table III. It would be natural simply to ex
clude these years from the estimates. However, the loss of observations is
serious; also, the area restrictions may have merely imposed what the culti
vators would have tended to do on their own; or, the restrictions may have
been evaded.
Two considerations usuaily guided successive governments in their area
restriction policies. In earlier years, it was always claimed by the Ministry of
Agriculture that peasants tended to cultivate more cotton than was socially
profit'ble in the long run (since cotton tends to exhaust the soil). Rightly or
wrongly, with this motivation the government has felt it necessary in years of
high profitability to hold back cotton cultivation, forcing peasants onto the
three-year rotation system. In other yearF, the government has ordered pro
duction to be cut down because the market abroad was considered to be
weak. This motivation was certainly behind the restrictions in 931-1933. It is
difficult to know a priori whether such restrictions led the cultivators to cut
down the area more than they would have done otherwise, but they clearly
did not work "against the market" in such years. For the 1942-1947 period
much the same could be said. With European markets cut off, prices would
obviously have fallen sharply had everything been left to the market forces,
and a steep decline in cotton acreage would probably also have occurred with
out area restrictions. But there was the additional consideration that, cut off
from nitrate fertilizer supplies from abroad during several years, the risk for
soil exhaustion was great, even at a very low cotton acreage. And on top of all
that there were, of course, the food requirements of the Allied armies operating
from Egypt.
The restrictions from 1953 to 1960 are more difficult to rationalize. In
1953 they certainly tended to work in the same direction as the market forces,
considering the collapse of the Korean boom. But relative profitability was by
no means low, even after the cotton price drop in 1952 and despite the heavy
cotton export taxes levied in these years (see Chart A-I ). The restrictions
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were eased somewhat in 1954, but evasion must have become widespread,
too; the cotton area increased despite a further decline in relative output value
until 1956. After 1956, evasion was massive (see Chapter 6, p. 151). The
increasing need for food grain imports, related to population growth, was one
reason why the government tried to keep down the cotton area during these
years; hence the simultaneous prescriptions for the wheat acreages from 1955
onward. It should be noticed, finally, that the optimum tariff argument has
always played a role in policy debate in Egypt although opinions about its
applicability have differed widely [4].
To keep the number of observations as large as possible (that is, forty
eight), an attempt was made to quantify the area restrictions rather than
delete all years with controls. In a sense that is a relatively simple matter
because the laws imposing the restrictions have always specified an upper
limit, expressed as a perccntage of his holdings, to the individual cultivator's
cotton acreage. The laws were published in the Journal Oijciel du Gouverne
men! Egyptien, from which the following details about the restrictions were
compiled.
Until the end of the twenties the restrictions were simple. In each of the
years 1915, 1918, 1921-1923, and 1927-1929, the upper limit was one-third,
applying to any cultivator of land. "
During the period from 1931 to 1933 things became a bit more compli
cated. In 1931 the restrictions were directed exclusively toward the then lead
ing long staple variety, Sakellarides. Prices on long staple cotton had fallen
particularly sharply and the government tried to make cultivators keep long
staple production below the private optimum. For that purpose a distinction
was made between a "Zone Nord" of the Delta, including most districts in the
governorates Behera, Gharbeya, and Daqhaleya, and the rest of the agricul
tural lands in the Delta and Upper Egypt. In the Zone Nord the upper limit for
Sakel was 40 percent; in the rest of the coultry it was simply forbidden. For
all other varieties there were no restrictions. The division between Zone Nord
and the rest is interesting because it was in the former that the large cotton
.states were situated. In 1932 restrictions were tightened. In Zone Nord the
apper limit was 30 percent for all varieties, including Sakel. In the rest of the
:ountry the limit was 25 percent, with Sakel forbidde. In 1933 restrictions
were relaxed again and limited to Sakel for Zone Nord, with an upper limit of
,0 percent; for the rest of the country there was a general maximum of 50
percent, with Sakel forbidden.
The next period of restrictions was caused by World War 11. For 1942
he upper limit in Zone Nord was 27 percent for all varieties; for the rest of
he lands it was 23 percent. Cotton cultivation was entirely forbidden on
)asin-irrigated lands unless colton had been grown there earlier. It was also
)rescribed that cotton must be preceded by clover, and that it was not per
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mitted for two consecutive years on the same land.
Certain long staple varie
ties (Zagora and Malaki) were forbidden or subject
to special limits. This
set of restrictions was in force for the years 1942,
1943, and 1944. For
1945 and 1946, the limits were unchanged at 27 percent
for Zone Nord, but
a further reduction to 18 percent was decreed for
the rest of the country. A
special limit of 14 percent was introduced for old
basin lands that had been
converted to summer irrigation and cotton cultivation
pletely in the Aswan governorate. We were not able was forbidden com
to find any law in the
Journal Officiel for 1946 .1nd 1947 applying to the
1947 crop or abrogating
earlier laws, so we have Assumed that the rigorous
limits of 1946 applied
here too (supported by [5,
Table 1111).
From the agricultural year 1942-43 (November-October)
to 1945-46,
there were area prescrptions for wheat and barley.
For 1942-43, Zone Nord
had a lower limit of 45 percent for wheat and barley
wheat) and twle rest of the lands, 60 percent (with at (with at least 20 percent
least 50 percent wheat).
These limits were applied also to 1944-45 and
continued through 1945-46
with a minor modificatior,
For 1953 the upper limit for cotton was 30 percent
for all cultivators and
varieties. From 1954 to 1958 the upper limit of 30
percent remained in force
for Zone Nord, but was increased to 37 percent for
the rest of the Delta and
Upper Egypt. For 1959 and 1960, finally, it was 33
percent for all cultivators
and varieties.
Note, in addition, that from 1955 to 1959 there
was a lower limit to
wheat identical with the upper limit to cotton.
Although there have been restrictions for cotton
also prescriptions for wheat and barley, we shall use and, for some years,
only a single variable to
express the impact of the controls on actual acreage.
The rationale of this
decision is mainly that the prescriptions for wheat have
been highly correlated
with those for cotton. We hope, therefore, that a variable
based on the cotton
acreage restrictions alone will capture the impact
of all the controls on all
the crops.
The question :s now how to translate the upper limits
for individual culti
vators into a constraint on the total cotton acreage.
What complicates matters
is, of course, that cotton is cultivated by faimers who
do not grow it exclusively
but as one crop in rotation with others.
As an extreme case, assume first that half the total
land in Egypt is on a
three-year rotation and the other half, on a two-year
rotation, and that all culti
vators apply a simultaneous-consecutive rotation system,
so that a cultivator
grows cotton each year on one rotating part of his
land. With a three-year
rotation, a cultivator would thus always have one
third of his land planted
with cotton; on a two-year rotation, half his land
would always be planted
with cotton.
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It is immediately clear that with this model an upper limit !50 percent
would imply no reduction at al! in thc total cotton acreage, for no cultivator
would at any time use more than 50 percent of his land for cotton.
At an upper limit "_50percent but ;-3313 percent, cultivators with a
two-year rotation would be forced to cut down their cotton acreage, but cuti
vators with a three-year rotation would be unaffected. It is easily seen tha'I in
this interval each percentage point for which the maximum is below 50 will
force a cultivator on a two-year rotation to limit his actual cotton acreage by
two percent of the acreage he would choose weie there no limitations. And
since half the land is assumed to be on two-year rotation, the reduction of the
total cotton acreage is simply 2 times 0.6 (because 60 percent of the cotton
land at no restrictions is in two-year rotation), or equal to 1.2 percent. The
total reduction caused by the maximum percent would thus be 50 minus the
maximum percent times 1.2. At a maximum of 331/3 percent, th':, reduction
would be 20 percent of the free acreage.
At an upper limit :-33 /A percent, cultivators with three-year rotation
will have to cut down their cotton acreages, too. A fall in the upper limit by
one percentage point will now force cultivators on ihree-year rotation to cut
down their cotton acreage by 3 percent of their cotton acreage at no restric
tions. Cultivators with two-year rotation will have to reduce their cotton
acreage, as before, by a further two perLent measured upon their acreage at
no restrictions. The combined effect is a reduction by 2.0 times 0.6 + 3.0
times 0.4, or by 2.4 percent of total cotton acreage without conteols.
The relation between upper limit for the individual cultivator and reduc
tion of total cotton acreage is thus nonlinear. It has v kink at 50 percent and
another one at 33 Vi percent. In the intbrvuls between 100 and 50, 50 and
33113, and 331/ and 0 it is linear as shown in Chart A-I (the broken line
OABC).
As another extreme model, we could imagine that all farmers, whether
on two- or three-year rotation, rotate consecutively so that at anN time they
have only one crop on all their land. In any particular year we should then
expect one third of the farmers on three.-year rotation and half the farmers
on two-year rotation to cultivate all their land with cotton and the remainder
to have no cotton at all that year. In this case the total cotton acreage would
simply be reduced to the upper limit and the area reduction would be repre
serted in Chart A-I by the 45' line through the origin, OC.
Our assumption that half the land of those who cultivate cotton at all is
on three-year rotation and half on two-year rotation may "ot be entirely un
realistic (see Chaptei 6, note 8)." Moreover, peasants usually follow the
patterns of the first model with simultaneous-consecutive rotation. But big
cultivators might, for reasons of large-scale economies, prefer the system with
consecutive, nonsimultaneous rotation. It stands to reason, therefore, that the
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CHART A-I
Limitsto and Reduction of Cotton Acreage
Reduction of cotton
ocreage, per cent

20-----

B

-----------

A

0

100

50

_

33.3

Upper
limit

0

aggregate relationship between individual maximum limit and total acreage
reduction is a nonlinear relationship similar to the curve in Figure A-I pass
ing through the origin and the point C (0, 100) and running between the 45*
line and the broken line OABC. Calling the rate of acreage reduction K, and the4
maximum limit (expressed as a ratio) x, a relationship such as K = (1 - X)
might be reasonable, considering the actual maximal ratios and the actual re
duction in cotton acreage in the years when limits are imposed. At x = 0.5, the
cotton acreage reduction would be about 6 percent; at x = 0.33, about 20 per
cent; and at x = 0.25, about 35 percent.
Finally, we have to consider the evasion of controls. A glance at upper
limits and actual cotton acreages (Chart A-I) reveals immediately what is
confilmed by all observers and certainly should be expected in Egypt-that
evasion at times has been considerable. It would appear that under "normal"
c.:aditions, restrictions are effective the first year after their introduction, but
Lilat thereafter, in a sequence of control years, evasion rapidly takes the upper
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hand. It may take the form of farmers with consecutive, nonsimultaneous
rotation shifting to simultaneous rotation. With a three-year rotation, an
upper limit of 331/3 percent would then cut the acreage in the first year but
have no effect whatever during the following year. This kini of evasion could
even be legal. The years of World War II seem to have been an exception to
this rule: not until the war was over did evasion become massive. We have
assumed that for 1922 and 1923, 1928 and 1929, 1946 and 1947, and 1955
to 1960 evasion was so general that these years can be considered as having
been without controls.
The construction of Table A-1 will now be readily understood. In col
umn I we have, on the basis of the information given above, gauged an aver
age figure for the individual cultivator's upper limit. For some years there was,
indeed, only a single limit, but for most years an average had to be calculated.
In doing so we tried particularly to gauge the importance of Zone Nord. The
values for the control variable to be applied in the regressions appear in col
umn 4. Needless to say, the table is based on a certain amount of subjective
judgment.
To equation (9) we can now add a new term, a 1K, where K is the area
reduction calculated in column (4) of Table A-i. We graft the controls vari
able K directly on (9) rather than on (8) because we have also considered
"adaptation," or evasion. But it is not clear whether this is the best method of
procedure. 5
We should expect a9 4 to be negative for cotton and positive for other
crops. Equation (9) then becomes
A, = a14 + a 2 1(F)-1 + a 3 A- + C4 1A_
+ an4L + a 6 L-, + auW7 + of84W_

2

(9')

+ agK + alolo(A)-i

where the coefficients are related as follows:
(i)
(ii)
(iii)

(iv)
(v)
(vi)
(vii)
(viii)
(ix)

ai = a,4 (1 - a2t)
a 2 = ba 2i
a 3l = a3 l
a 4f = a3 la2 i
ar,, = a 41
a 4 = -a 4 a2 l
a 7 = at
a81 = -a,,,a2.
a 0, = a.,j

(10)

Relations (iii) to (ix) may be used for testing the quality of the estimate.
For sources of data, see [7], [2], [1, [6], and Table A-1. The series used
are presented in [9].

TABLE A-i
The Impmct of Upper Lmi to Cotton Cuoiadon
Prescribed Rate
of Reduction of
Total Acreage

Average
Upper Limit
to Cultivator's

(I -x)

Control
Variable

4

K

Acreage,x(%)

1- x

Year

(1)

(2)

(3)

(4)

1915

33%

0.67

0.20

0.20

1918

(33 6)

0.67

0.20

0.20

3313

0.67

0.20

331/3

0.67

0.20

1921
1922m
1923a

1

1927

1

1928'

1929'

J

f
f

0.20
0
0
0.20
0

0

1931
1932
1933

45
25
45

0.55
0.75
0.55

0.09
0.32
0.09

0.09
0.32
0.09

1942
1943
1944
1945
1946 a
1947a

24
24
24
22
20
(20)

0.76
0.76
0.76
0.76
0.80
0.80

0.33
0.33
0.33
0.33
0.41
0.41

0.33
0.33
0.33
0.33
0
0

30
33
33
33
33
33
33
33

0.70
0.67
0.67
0.67
0.67
0.67
0.67
0.67

0.24
0.20
0.20
0.20
0.20
0.20
0.20
0.20

0.24
0.20
0
0
0
0
0
0

0

0

0

1953
1954
1955'
1956&
1957 a
1958'
1959a
1960'
All other
years

100

SouncEs: Journal Officiel du Gouvernement Egyptien, 1915. No. 85; 1921, Nos. 86
and 92; 1927, No. 5; 1931, Nos. 13 and 96, 1932, No. 100; 1941, No. 142; 1942, No.
174; 1942, No. 180; 1943, No. 92; 1944, No. 25; 1944, No. 107; 1946, No. 1; Economic
Bulletin, N.B.E., various issues; Brown, op. cit., and Hansen and Maizouk, op. cit., pp.
98-99.
a. Characterized by evasion of controls.
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METHOD OF ESTIMATION 16
Multiple least squares regression tends to yield biased estimates of mcdels
like ours. This lagged variables model may, however, be considered as belong
ing to the class of general "noisy" or "errors in variables" model. It is known
that the method of instrumental variables yields consistent estimates for gen
eral "noisy" models. This method has not found much application in econo
metrics because the approach has been to obtain the instrumental variables
from outside the model, an impractical method that yields estimates with
larger variances than those of least squares.
It can be shown, however, that instrumental variables may be obtained
from within the model, and that he c- ",m instrumental variables matrix
is the matrix of the noise-free variables ,. ;he model multiplied by the inverse
variance covariance matrix of the error (disturbance) vector 17 The term
"optimum" is here used in the sense of yielding consistent estimates with the
smallest variances. Thc latter can be shown to approach asymptotically those
of the least squares' estimates. These desired properties of unbiasedness and
least variances have been proven, theoretically, for the asymptotic case; yet, in
all finite sample problems studied so far, the optimum instrumental variables
method has, in fact, been always giving better results than least squares."
Mathematically, our model is
y1=

(ot + Z11 1 +

+ -

+ Y,-lJ

* 1-+'" "+ yt-d.+1 + it

and for T observations we can write
Y = X +,
where Y is a T vector, X is a T x (n + i + 1) matrix, /3is a (n + i + I) vec
tor, and ,is a T vector.

Given the model, the optimum instrumental variables are obtained by
adaptive, or recursive, estimation using the computer program ESTIMM as
follows. First, the program yields the ordinary least squares estimate (L.S.).
It then proceeds to obtain a so-called noise-free estimate of the endogenous
variables, yt. The noise-free estimate is obtained as the solution of the model
with the )',s
as unknowns, and using the values of the coefficients, 11, emerging
from the least squares estimate together with the actually observed values of
the exogenous variables, z. The lagged endogenous variables, y,_ to y,- , ap
pearing on the right hand side are, of course, unknown and obtained from the
solution (with the exception of those with an earlier dating than 0 for which
the actually observed values had to be used). The error term, i, that is the
"noise," is deleted (set equal to zero) to obtain a solution of yt, "free of
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noise." The noise-free estimate of the endogenous variables is then used
in the
instrumental variables nitrix to replace the "noisy," actually observed,
values
of the endogenous variables. For the other vaiables, the actually observed
values were used as instrumental variables in this case. On this basis a new
esti
mate of the model is made and this is the instrumental variable estimate,
step
1 (I.V.1).
On the basis of the coefficient values obtained in I.V. 1,the program then
calculates a new noise-free estimate of the endogenous variables to obtain
a
new instrumental variables matrix in the same way as was done after the
L.S.
Thereafter, the program checks for first-order correlation among the errors,
and estimates the inverse variance covariance matrix on the assumption
that
the errors follow a first-order autoregressive scheme. The inverse matrix
(if
obtained) is used with the new step 2 instrumental variables matrix to
yield
the instrumental variable estimate of the model, step 2 (I.V.2).
Summarizing, the least squares estimate (L.S.) is
flr..s. = (XTX)-IXTY.

The instrum.satal variable estimate, step 1 (I.V. 1) is
f1.V.1 = (X TX)-l IFY
where X,is the first noise-free estimate of X.
The instrumental variable estimate, step 2 (I.V.2) is
91V.2 = (X2' 0 -'X) -1X2V 0 -1y

where X2 is the second noise-free estimate of X and 0 is the variance covari
ance matrix of the errors.
For the present model some of the matrices to be inverted turned out to
be almost singular because they contained both unlagged and lagged values
of
exogenous variables that change very slowly over time. In such cases, normal
precision of the computer (IBM/360) was insufficient and double precision
had to be used. Some matrices were, however, so close to singularity that
even
double precision did not prevent instability. These cases have been labeled
"not applicable" in Table A-2.
In all estimates we used the standard formula for R2
R 2 = (.y, 2 -Ye 2 )/yyt2

where ej are the residuals. This formula applies strictly to the L.S. and
have, of course, 0 _-R2 ,< 1.Applying the same formula to the I.V., we we
can
only be sure, however, that R 2 < 1,so that the computations may yield
neg-,
ative values of R2 .
Durban-Watson statistics were not computed because the program cor
rects automatically for the presence of autocorrelated errors in I.V.2;
in the
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case of L.S., the Durban-Watson statistic
is uninteresting because L.S. of this
model yields biased estimates in any case.
It might have been useful, however,
to use them for I.V.I where I.V.2 failed.
RESULTS OF ESTIMATIONS
In most cases the three methods-L.S.,
I.V.I, and I.V.2-gave very similar
results implying that the bias involved in
L.S. cannot be very serious in this
particular case. For the lagged crop area
there is, however, a substantial dif
ference between the coefficients obtained
for some crops (onions, beans, len
tils); here the unbiased estimates give much
larger coefficients than L.S.
For theoretical reasons we prefer to use
the results of I.V.2 whenever
available. For several crops the I.V.2 had
to
be
abandoned,
however, for com
putational reasons or because the coefficient
of the lagged area variable was
> I, implying instability. In these cases I.V.I
was used. in one case I.V.l also
led to instability, and the L.S. results were
used.
The findings are shown in Table A-2. Acreages
are measured in thou
sands of feddans and water, in billions of
cubic meters; labor is expressed as
an index, with average labor force 1950-1955
_-_100; F is a pure number
defined by equation (5); and K is defined
in Table A-i. Figures in brackets
under the coefficient values are the corresponding
t values. R2 values and SER
values (standard error of estimate) are
given in columns 13 and 14, while
column 15 indicates which estimate has
been selected for calculating elastici
ties-shown in Table 5--3-and for the
area predictions. Although our main
interest is in the predictions, a few remarks
about the details of the estimates
are warranted. (We limit ourselve2s to the
estimates
selected for prediction.)
The R2 values differ considerably, from
0.95 for cane to 0.39 for lentils.
For five crops, R- exceeds 0.80. The
standard error of regression, SER, is
generally about 5-10 percent of the actual
acreage at the end of the period
of prediction; barley is an exception, with
more than 35 percent. Thus, the
fits cannot claim any high degree of accuracy,
but compared with similar
estimates for other countries they are not
too
bad.
Concerning coefficients, we note first that
that of t.-' control variable,
K, has the expected sign for all summer crops
and wheat-negative for cotton
and positive for rice. corn, millet, and
wheat-and is significantly different
rrom zero at the 1 percent level. For other
crops the sign of the coefficient
f K is erratic and insignificant, as should
be
expected.
The coefficient of the relative output-value
variable, F, has in all cases
i positive sign, except for corn. The sign
of the coefficient is significant at the
I percent level for cotton, barley, onions,
beans, lentils, and helba, and at the
; percent level, for rice and cane. For the
important food grains, corn, wheat,
nd millet, it is insignificant.
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TABLE A-2
Ri@@Wb of FKdlmak of Acrage Reqmm
Crop

Estimation

(i)
(I)

Method
(2)

F..,
(3)

L.S.

245.48
(3.24)
252.22
(3.39)
293.44
(4.02)

Fnctlonm

Coefficient of:

A
(4)

,
(5)

L
(6)

L-,
(7)

0.17
(1.08)
0.14
(0.89)
0.16
(1.08)

-0.02
(-0.12)
0.01
(0.08)
0.00
(0.00)

2.31
(0.85)
2.65
(0.96)
2.23
(1.15)

-2.22
(-0,83)
-2.54
(--0.95)
-2.13
(-].11)

177.92
0.12
(2.19)
(1.22)
174.99
0.10
(2.20)
(0.Q7)
Not applicable

-0.09
(-1.00)
-0.08
(-0.83)

-3.11
(-1.68)
-2.71
(-1.31)

3.37
(1.84)
2.96
(1.43)

-136.69
0.04
(-0.77)
(0.21)
-78.48
0.40
(-0.42)
(1.81)
Not applicable

0.19
(1.30)
0.13
(.09)

4.64
(1.70)
7.33
(2.31)

-4.96
(-1.82)
-7.97
(-2.46)

28.02
0.01
(0.40)
(0.17)
28.55
0.01
(0.40)
(0.18)
Not applicable

-0.05
(-0.69)
-0.05
(-0.67)

-2.92
C-2.22)
-2.93
(-2.94)

3.10
(2.39)
3.11
(2.17)

Cotton
I.V.1
I.V.2

Rice
L.S.
I.V. i
I.V.2

Corn
L.S.
I.V.I
I.V.2

Millet
L.S.

I.V.I
I.V.2
Wheat
L.S.
i.V. I
I.V.2.

75.44
(0.63)
78.80
(0.68)
83.24
(0.80)

0.09
(0.73)
0.05
(0.36)
0.05
(0.47)

-0.03
(-0.26)
-0.01
(-0.06)
0.01
(0.06)

1.92
(1.14)
2.18
(1.32)
1.31
(0.83)

-1.41
(-0.88)
-1.67
(-1.06)
-0.86
(-0.58)

112.38
(1.96)
114.96
(1.97)
144.97
(3.63)

-0.05
1-1.24)
-0.05
(-1.17)
-0.02
(-0.74)

0.03
(0.65)
0.03
(0.65)
0.02
(0.69)

1.08
(1.53)
0.85
(1.16)
-0.13
(-0.18)

-1.13
(-1.65)
-0.36
(-1.20)
0.10
(0.15)

Barley
L.S.
i.V.I
J.V.2

(continued)
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TABLE A-2 (continued)

Coefficient of:
W,
(8)

-73.11

W-_
(9)

Statistics

Selected
forthe

K

Ai.-

(10)

Constant

R'

(11)

SER

(12)

Predictions

(13)

(14)

(15)

0.86

138.86

0.86

139.54

0.85

142.00

(1.87

83.03

0.87

83.18

0.64

129.29

0.61

134.05

0.87

59.45

0.87

59.45

0.69

96.47

0.69

95.96

0.69

96.67

0.88

39.05

0.88

39.84

0.86

43.38

10.02 -1,901.50

0.27

(-1.71)
-73.22
(-1.70)
-67.29
(-1.87)

-37.00

(0.23)
(-9.21)
6.66 -1,947.16
(0.15)
(-9.42)
-4.37 -1,910.95
(-0.11)
(-10.01)

(3.67)
0.22
(2.78)
0.18
(2.41)

(-0.07)
-11.30
(-0.02)
-19.46
(-0.03)

169.37
(6.54)
167.87
(6.63)

8.11
(0.24)
-4.61
(-0.11)

318.18
(2.85)
327.14
(3.45)

0.08
(0.52)
0.16
(0.73)

-742.50
(-2.08)
-685.06
(-1.82)

-44.98
t-1.13)
-51.31
(-1.23)

34.72
(0.85)
22.00
(0.51)

658.69
(3.23)
933.82
(4.76)

0.29
(1.33)
-0.24
(-0.63)

77.00
(0.12)
-700.15
(-1.11)

21.58
(1.16)
21.64
(1.15)

1.18
(0.06)
1.34
(0.07)

398.73
(2.89)
390.20
(3.79)

0.43
(3.47)
0.43
(2.59)

217.97
(0.97)
217.01
(0.99)

-6.19
(-1.51)
-6.24
(-1.53)
-6.37
(-1.68)

-7.89
(-1.78)
-7.40
(-1.66)
-7.60
(-1.85)

576.43
(3.93)
556.91
(3.74)
529.94
(3.92)

0.14
(0.99)
0.23
(1.16)
0.25
(1.45)

593.00
(1.49)
599.24
(1.52)
534.38
(1.65)

-1.56
(-0.94)
-1.66
(-0.99)
-2.32
(-1.63)

-4.39
(-2.50)
-4.30
(-2.40)
-3.55
(-2.42)

12.87
(0.19)
-8.56
(-0.13)
-77.63
(-1.41)

0.74
(8.99)
0.86
(8.57)
0.95
(15.10)

328.31
(2.00)
248.28
(1.44)
102.14
(1.12)

(continued)

x

x

x

x

x
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TABLE A-2 (concluded)

Crop
(i)

(1)
Onions

Estima
lion
Method
(2)
L.S.
I.V.!
l.V.2

F,..,
(3)

(4)

Coefficient of:
._.
X.,
(5)

L
(6)

(7)

2.31
0.01
(1.89)
(1.80)
4.41
0.02
(3.12)
(1.99)
Not applicable

0.00
(0.44)
-0.01
(-0.93)

0.11
(0.85)
-0.08
(-0.45)

-0.12
(-1.00)
0.07
(0.38)

48.99
-0.03
(0.74) (-0.56)
109.00
-0.02
(1.57)
(-0.35)
Not applicable

0.05
(1.02)
0.03
(0.59)

1.01
(1.21)
0.57
(0.62)

-1.18
(-1.49)
-0.68
(-0.75)

13.26
-0.02
(1.29) (-1.64)
19.07
-0.02
(1.59) (--1.70)
Not applicable

0.02
(1.71)
0.02
(1.71)

0.39
(2.37)
0.35
(.75)

Beans
L.S.
I.V.1
L.V.2
Lentils

L.S.
,V.1
.V.2

Helba

L.S.
.V. 1
I.V.2

36.81
(3.10)
39.53
(3.25)
38.59
(3.97)

-0.04
(-3.16)
-0.04
(-2.92)
-0.04
(-2.76)

0.04
(3.00)
0.04
(3.08)
0.04
(3.95)

0.56
(2.13)
0.49
(1.43)
0.12
(0.28)

-0.37
(-2.33)
-0.34
(-1.87)

-0.56
(-2.26)
-0.49
(-1.55)
-0.15
(-0.39)

Cane
L.S.
LV.1
L.V.2

2.32
(1.59)
2.25
(1.53)
3.37
(2.71)

NoTE: #-values are in parentheses.

0.01
(1.25)
0.01
(0.97)
0.01
(1.40)

-0.00
(-0.88)
-0.00
(-0.78)
-.0.00
(-0.41)

-0.18
(-1.48)
-0.14
(-1.02)
-0.38
(-2.66)

0.18
(1.53)
0.14
(1.04)
0.37
(2.71)
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TABLE A-2 (concluded)

W,

W,-1

(8)

(9)

Coefficient of:
K
A,-,
(10)

(Il)

Statistics

for the

Constant

R1

(12)

(13)

(14)

(15)

0.69

6.76

x

0.52

8.42

0.60

47.11

0.57

49.14

0.43

8.76

0.39

9.01

0.70

11.74

0.70

11.80

0.66

12.51

0.95

5.13

0.95

5.5

0.95

5.36

0.69
(2.41)
0.69
(1.96)

0.34
(1.07)
0.26
(0.66)

-11.70
(-1.11)
4.32
(0.28)

0.47
(2.83)
1.12
(3.13)

-112.95
(-3.69)
-64.52
(-1.43)

1.26
(0.61)
2.07
(0.99)

-1.29
(-0.61)
-1.01
(-0.46)

83 01
(.00)
65.33
(0.75)

0.39
(2.46)
0.75
(2.49)

215.50
(1.05)
0.22
(0.00)

1.00
(2.68)
0.91
(2.19)

-0.42
(-1.00)
-0.63
(-1.00)

-4.87
(-0.36)
-5.85
(-0.42)

0.18
(1.06)
0.44
(0.73)

13.00
(0.38)
8.87
(0.25)

0.73
(1.48)
0.71
(1.42)
0.63
(1.31)

-0.37
(-0.67)
--0.47
(-0.80)
-0.63
(-1.15)

-12.97
(-0.73)
-16.10
(-1.03)
-21.87
(-1.' 6)

0.64
(4.83)
0.72
(3.05)
0.91
(4.05)

19.75
(0.38)
3.36
(0.05)
-39.73
(-0.87)

-0.10
(-0.46)
-0.14
(-0.61)
-0.06
(-0.30)

0.18
(0.75)
0.14
(0.59)
0.20
(0.84)

18.19
(2.49)
17.69
(2.42)
16.72
(2.72)

0.90
(14.02)
0.94
(12.55)
0.87
(13.90)

Selected

-14.30
(-0.64)
-9.25
(-0.43)
-28.64
(-1.92)

SER Predictions

x

x

x

x
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The coefficients for the lagj.- and unlagged primary inputs,
land, labor,
and water, are generally insigni nntly different from
zero. Only in the case
of water input in rice do we have definite expectations
a priori with respect
to sign, i.e., a positive sign for the unlagged w ,ter variable;
the sign is, in fact,
positive and highly significant. For the input coefficients
a test was indicated
on p. 329, according to which the product of the coeficient
variable and the coefficient of the lagged crop area should of the lagged
be equal to the
coefficient of the unlagged variable with opposite sign.
Since the coefficient of
the lagged variable in all cases is positive, except corn,
we should, as a miE
mum, require the lagged and the unlagged coefficients
to have opposite signs
(except for corn). According to this sign test, the estimates
are satisfactory
in 23 out of 33 cases.
The coefficient of the lagged crop area falls between
cases and is < I in all cases selected for predictions; orly 0 and 1 in most
in one case (corn)
is it negative. The significance of the sign of this coefficient
is generally high.
For seven crops it is significant at the 1 percent level, and
only for three (rice,
corn, and wheat) is it insignificant at the 5 percent level.
PREDICTIONS OF ACREAGES, 1962-1968
Three different predictions were made for the years 1962
to 1968.
Two were made on the basis of equation (9'), with estimated
coefficient
values inserted and K = 0.11 In prediction 1, actual domestic
ex-farm prices
were used for calculating F, the relative profitability
index; in prediction 2,
actual international prices (f.o.b. or c.i.f., depending upon
whether the com
modity is exported or imported) were used for F. These
sequential in the sense that the acreages forecast for one predictions were
year were used for
predicting acreages for the following year. Prediction 3,
finaliy, was made on
the basis of the stationary form of equation (9), with
K = 0 for all year,
and with actual international prices used for calculating
F.
The data used for the predictions are presented in
[9, tables], and
the calculated F-values arc shown in Table A-4. The
results of the predic
tions appear in Table A-3 and are depicted, with the
actual acreages, in
Charts 7-1 to 7-11.

TABLE A-3
Acreage PrItidom, 192-19"
(000 feddan)
Crop

(1)
Cotton'
Riceb

Prediction

(2)

1962

(3)

1963

(4)

1964

(5)

1965

(6)

1966

(7)

1967

(8)

(9)

1
2
3

1595
1677
1796

1637
1755
1740

1691
1792
1800

1693
1782
1539

1551
1626
1495

1388
1543
1485

1376
1585
1539

1
2
3

674
745
834

720
822
852

677
787
786

859
966
11!t

1126
1242
1314

1316
1408
1432

1458
1557
1549

I
2
3

1705
1719
1810

1725
1752
1765

1763
1821
1745

1783
1850
1607

1725
1783
1659

1662
1735
1613

1667
1755
1694

I
2
3

438
437
453

433
434
464

415
407
460

400
384
547

462
443
581

548
528
612

597
577
616

I
2
3

1462
1444
1410

1456
1444
1486

1506
1502
1109

1523
1526
1434

1588
1585
1694

1706
1696
1700

1757
1744
1715

I
2
3

148
156
(-108)

138
147
187

155
146
167

159
132
(-273,

154
135
1279

207
193
1089

257
233
961

1
2
3

385
352
320

404
335
231

399
312
218

422
312
237

388
277
248

376
268
87

332
223
217

I
2
3

53
55
70

50
57
54

47
56
49

50
61
55

48
59
36

40
52
42

39
60
36

1
2
3

87
90
78

89
81
73

87
79
70

89
87
78

72
73
71

04
68
63

58
59
71

1
2
3

66
(67)
(92)

68
(61)
(61)

68
(56)
(39)

73
(58)
(51)

61
(47)
(75)

61
(47)
(42)

57
(40)
(1)

1
2
3

107
105
88

102
98
133

94
97
89

82
86
52

79
79
46

82
79
35

86
80
44

Comb
Milletlb

1968

Wheat'

Barley'

Beansb

Onions'

Lentilsb

Helba

Cane'

NOTE: Prediction I: Short-term, based on actual ex-farm prices.
Prediction 2: Short-term, based on actual international prices.
Prediction 3: Long-term, basd on actual international prices and stationary
form.
For Helba, predictions 2 and 3 were made at actual ex-farm prices (for
Helba).
a. Estimation method: I.V.2.
b. Estimation method: I.V. 1.
c. Estimation method: L.S.
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TABLE A-4
Relatie Value of Output per Feddan, F1, 1961-196
(at actual ex-farm and international prices)
Type of
Price
(i)

1961 1962
(2) (3)

1963 1964
(4) (5)

1965 1966
(6) (7)

1967
(8)

1968
(9)

Ex-farm
Intcrntional

1.38
1.66

1.77
2.06

1.79
1.97

1.96
2.11

1.70
1.84

1.43
1.86

1.51
2.04

1.74
2.20

Ex-farm
International

1.13
1.53

1.03
1.48

0.93
1.42

0.75
1.25

0.82
1.38

0.93
1.34

1.03
1.46

1.11
1.54

Ex-farm
International

0.78
0.68

0.59
0.45

0.65
0.51

0.62
0.53

0.80
0.76

0.95
0.72

0.95
0.64

0.77
0.55

Ex-farm
International

0.98
0.94

0.66
0.65

0.72
0.57

0.71
0.49

0.78
0.58

0.85
0.60

0.90
0.59

0.78
0.57

Ex-farm

0.87

0.73

0.71

0.65

0.68

0.72

0.70

0.63

International

0.65

0.57

0.60

0.60

0.56

0.55

0.47

0.39

Ex-farmn
International

0.65
0.70

0.56
0.60

0.65
0.54

0.63
0.50

048
0.52

0.52
0.55

0.48
0.41

0.39
0.35

Ex-far

0.74

0.98

t).78

0.87

0.79

(.90

0.56

0.75

International

0.44

0.59

0.44

0.44

0.50

0.64

0.31

0.58

Onion%
Ex-farni
International

2.59
3.48

2.96
5.03

2.52
3.82

2.15
3.61

3.08
4.58

2.46
4.44

2.63
7.90

2.20
5.09

0.93
1.04

1.1 1
0.75

0.81
0.64

0.53
0.56

0.64
0.72

0.51
0.69

0.45
0.47

0.70
0.72

Crop
Cotton
Rice

Corn

Milct

Wheat

Barley

Beans

Lentils

Fx-farni
International
Helba
Ex-farm
International'

0.67
0.75
0.73 0.71
(.75
0.75
(0.70) (0.65) (0.60) (0.57) (M.'1 0,68

0.71
0.62
(0.64) (0.50)

Cane
Ex-farm
International

2.57
1.91

2.17
1.38

2.07
3.48

1.71
1.92

1.99
0.75

2.03
0.71

1.92
0.68

1.99
0.62

Sotypr: Our clculations. For definition of F,. %ce p. 319.
a. In -illcalculations involving relationships betcen Helba and other crops values
for Ifelba are at ex-farm prices. This. however, is of importance only for the "interna
tional" F,-valui

of helba itself.

CHART A-2
Response to Area Restrictions
Thousond feddan
2.20
2,000I
Rati cale-,

Acotton, cotton area

1.-001,2w -

L
G
L

G

G

Z
Fco,oO, relative value of output per feddan
800-

F
- 28
2.6
-2.4
2.2

600 -1.8
-1.6
-1.4
1913 '15

'20

G= General area restrictior

'25

Z
t#ciltr
on sceO'io Iart.es or4, rzon!e
L - Area Ololmenft

'30

'35

'40

'45

'50

'55

'60

'65

'70.2
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NOTES
i. With complementarities (externalities) between crops,
such as the important
externality between clover and cotton (wne Chapter 6), the
production function should be
written as y,(t),(A,.,L,, W,, A). This reformulation, important
for the determination
of land rentals, for instance, is of no consequence for our
problem because it does not
change the general form of the area response functions.
2. It would make no difference for our purpose if we assumed
that maximizvtion
took place at the individual farm level.
3. Paul A. Samuelson [20, p. 5f) has made a fundamental
point about models o: the
type applied here: With commodity prices determined exogenously,
with homogeneous
production functions, or long-term equilibrium (in the sense
that there is no surphis or
loss in any line of actual production when factors have
been paid according to -heir
marginal productivity), and with the number of commoditics
exceeding that of factors,
the number of commodities actually produced in equilibrium
(if it exists) cannot exceed
the number of factors. We work in principle with 12 commodities
(including clover) 'ad
3 factors; on Samuelson's specifications, 3 crops shou!d be
cultivated at most. But the 12
crops we are studying have, in fact, been cultivated during
the whole period.
From a purely theoretical point of view, in the case of agricultui.!,
Samue~son's poij t
is not terribly damaging. If we insist upon disaggegating
commoditics there is no god
reason why we should not disaggrcgute factors hs well.
A classification of land by
fertility and of labor by age and sex would supply us with
a large number of factolt.
land prices and rentals do in fact differ ack-ording to fertility,
and wages, according to agc
and sex. Indeed, going to the extreme anI consitdering each
person and each acre as 1,
special factor of production, we would end tip wih about 10
million factors-much more
than what even the finest actual market classification of f.ommodities
would produce (in
1961 cotton was marketed in 9 varieties and 13 grades,
making altogether 117 cotton
commodities). All this does not help u.e present model,
however, because we have
chosen to work with 12 actuially produced commodities and
3 factors.
Samuelson's point, nonetheless, does not apply to our setup-not
just because we
have not explicitly assumed either homogeneity of production
functions or long-term
equilibrium, but, rather, because in our case not all factors
are paid according to their
marginal productivity. Water is delivered free of charge
but is not generally available to
the point where its marginal productivity is zero. I this
sense agriculture is not in full
market equilirium and this circumstance saves us from Samuelson's
point. The optimum
that we ate defining does, however, assume the best possible
distribution of water; since
market forces do not take care of the distribution of water,
the assumption is :learly that
the authorities distribute water optimally, and that
is, of course, a rather bold
assumption.
4. Our specification, that technical progress is Hicks-neutral,
may, of course, be
misleading.
5. Estimates were fist made with variable weights, based
on previous years'
acreages. However, government restrictions on cotton acreages
led to violent fluctuations
in actual acreages which strongly affected the relative output
value index. To make the
index independent of such restrictions, constant weights
were chosen.
6. In specifying the area response functions as linear in F,
we have, in effect, made
them nonlinear in the (relative) prices. The nonlinearity
follows directly from the
definition of F,. With two crops we would, for instance, have
F, - wlyIp, p+ wIy.--

IYP

w, +1 wIyZp,/ylpl'
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If the coefficient of F, is positive, the area, A,, is an increasing function oi p,.
As

p, goes from 0 to +oo, F, goes from 0 to I/',, which means that A, goe from a
certain lower

value to an upper limit. The area response curve, depicting the area as a
function o' its "own crop price, is thus concave as seen from the price axis, which
is in
line with the tradit;."Il assumption of decreasing returns in agriculture. Furthermore,
the
existence of an ui.)er limit to the crop area is consistent with traditional notions
about
the conditions of cotton and rice cultivation in Egypt (see Chapter 6, pp. 145-146).
7. Strictly speaking, a further assumption is that domestic prices are independent of
whether commodities are exported or imported. Even without trade taxes, this assump
tion means disregarding the c.i.f.-f.o.b. gap, which, however, is relatively small for
most
agricultural products. The assumption is much more dubious in respect to trade
taxes,
since it implies that a given commodity is either taxed at import or subsidized
at export
at the same rate. It so happens that ii, onr case this assumption is fulfilled to some
extent
because the government has kept ex-farm pric-s independent of whether export
or
import takes place. (A case in point is rice.) In any case, we assume that we
know in
advance whether a commodity will be exported or imporaed.
8. The possibility cannot be excluded. however, t!-.t in distributing water over the
year, the government may actually have reacted to internation:,l prices; see Chapter
7, p.
176. Also, in its investment policies for agriculture the government may have taken
into
account private profitability.
9. If rural labor supply depends upon relative wage levels, we should replace
L
by the ratio between urban wage rate and agricultural output prices in our area
response
functions. The rural wage rate would be endogenous to ou, problem. Depending
upon
the nature of the labor supply function, other variables might have to be included
in the
response functions, such as time, prices of manufactured consumer goods, unemployment
risks, et cetera.
10. A special study made in connection with the ILO-I.N.P. Rural Employment
Survey did not single out wages as a particularly important motive for migration;
see 1191.
I1.Since clover is complementay to cotton, it should have a negative weight
in
F,,,,, and vice versa for cotton in F,..... Since we have itsid positive weights
for all
crops in all F, we have in fact assumed away all complernentaritief,. Here is another
possibie misspecification of the model.
12. An experiment was made with predicting the 1962 cotton area on the basis
of
the actual yield in 1961 (which was about % of the "normal") and a "normal"
yield.
The actual yield predicted more accurrately than the "nornal" yield.
13. The Journal Officiel is not available in any U.S. library for the years 1917 and
1918. We have assumed that for 1918 the limit was one-third, as it actually was in
all the
other restriction ycars until 1929.
14. Note: our assumption that half the land is oa two-year rotation and half on
three-year rotation is of importance only for the ordinate of the kink at 33'V. percent.
."t
a higher proportion of land on three-year rotation the kinked curve wouid run
a little
lower, between 50 and 0.
15. If there were no problem of evasion of controls, the K variable should un
doubtedly appear in equation (8) and thus appear in (9', both lagged and unlagged
like
the other variables. For, assume that K appears unlagged in (9'), as is tho case now,
ard
that area restrictions were introduced for one single year and then removed. With
(9')
there would then be a fall in the crc,' area in the period of control, as there should
be;
but there would also be a negative effec: (diminishing over time) on the area during
the
following periods from the lagged crops area, (A,)-,. The actual reactions of the farmers
might, infact, even be the cpposite: after a y-,ar of restriction they might tend to cultivate
rwore cotton that they otherwise would. A lagged K variable would take care of that.
To
that extent (9') is clearly misspecified.
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We are, however, alo confronted with the problem :f evasion.
We have "solved"
that problem simply by deciding a praori that in a series of control
years, evasion will be
complete in all or at least some of the later years in the series.
Itstands to reason that
evasion will increase gradually fror- year to year. The actual
specification does take care
of that problem: when we set the control variable at 0 despite
its continued existence, its
effects for the previous years will continue (at a diminishing
rate) through the lagged
crop area. Considering our assumptions about evasion years
in Table A-I, it will be
seen that the specification of (9') therefore makes sense for
the control periods 1921
1923, 1927-1929, 1942-1947, and 1953-1960, but h-ardly for
the single control years
1915, 1918, and the years 1931-1933. And there is always a
problem with the years
immediately following a series of control years.
For most o.the control years our specification may thus be defended,
but it is clearly
not fully satisfactory. With a more complicated lag structure for
the control variable the
specification could perhaps be improved.
16. This section was written by Rabab A. Kreidieh.
17. For details, see [131.
18. Ibid.
19. It was not possible to use the K variable for the period of
prediction because the
controls here took on other forms. For the period of estimation
the
cotton area restric
tion always fixed an upper limit to the acreage and left it to the
cultivators to decide the
area below this limit. During the period of prediction the government
imposed a certain
acreage upon the ciihivators.
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Appendix B

Definition of Concepts and
Delineation of Phases

DEFINITION OF CONCEPTS USED IN THE PROJECT
Exchange Rates.
1. Nominal exchange rate: The official parity for a transaction. For
countries maintaining a single exchange rate registered with the International
Monetary Fund, the nominal exchange rate is the registered rate.
2. Eflective exchange rate (EER): The number of units of local cur
rency actually paid or received for a one-dollar international transaction. Sur
charges, tariffs, the implicit interest forgone on guarantee deposits, and any
other charges against purchases of goods and services abroad are included, as
are rebates, the value of import replenishment rights, and other incentives to
earn foreign exchange for sales of goods and services abroad.
3. Price-level-deflated (PLD) nominal exchange rates: The nominal ex
change rate deflated in relation to some base period by the price level index
of the country.
4. Price-level-deflated EER (PLD-EER): The EER deflated by the
price level index of the country.
5. Purchasing-power-parity adjusted exchange rates: The relevant (nom
inal or eflective) exchange rate multiplied by the ratio of the foreign price
level to the domestic price level.
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Devahmd".
I. Gross devaluation: The change in the parity registered with the IMF
(or, synonymously in most cases, de jure devaluation).
2. Net devaluation: The weighted average of changes in EERs by
classes ,f transactions (or, syAonymously in most cases, de facto devalua
tion).
3. Real gross devaluation: The gross devaluation adjusted for the in
crease in the domestic price level over the relevant period.
4. Real net de.valuation: The net devaluation similarly adjusted.
ProTeclion Concepts.
I. Explicit tarif: The amourt of ta:iff charged against the import of a
good as a percentage of the import price (in local currency at the nominal
exchange rate) of the good.
2. Implicit tarifi (or, synonymously, tariff equivalent): The ratio of the
domestic price (net of normal distribution costs) minus the c.i.f. import
price
to the c.i.f. import price in local currency.
3. I're'niwn: The windfall profit accruing to the recipient of an import
license per dollar of imports. It is the difference between the domestic selling
price (net of normal distribution costs) and the landed cost of the item
(in
cluding tariffs and other charges). The premium is thus the difference between
the implicit and the explicit tariff (including other charges) multiplied by
the
nominal exchange rate.
4. Nominal tarif: The tariff---either explicit or implicit as specified
on a commodity.
5. Effective tarifl: The explicit or implicit tariff on value added as dis
tinct from the nominal tariff on a commodity. This concept is also expressed
as the effective rate of protection (ERP) or as the effective protective
rate
(EPR).
6. Domestic resource costs (DRC): The value of domestic resources
(evaluated at "shadow" or opportunity cost prices) employed in earning
saving a dollar of foreign exchange (in the value-added sense) when producor
ing domestic goods.
DELINEATION OF PHASES USED IN TRACING THE
EVOLUTION OF EXCHANGE CONTROL REGIMES
To achieve comparability of analysis among different countries, each author
of a country study was asked to identify the chronological development of
his

DEFINITION OF CONCEPTS AND DILINEATION OF
PHIASES
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country's paynents regime through the following phases. There
was no pre
sumption that a country would necessarily pass through all
the phases in
chronological sequence.
Phase 1: During this period, quantitative restrictions on international
transactions are imposed and then intensified. They generally
are initiated in
response to an unsustainable payments deficit and then, for a
period, are in
tensified. During the period when reliance upon quantitative restrictions
as a
means of controlling the balance of payments is incr, dsir.g, the
country is said
to be in Phase I.
Phase I/: During this phase. quantitative restrictions are still intense,
but
various price measures are taken to fTset some (f the undcsihed
results of the
system. Heightened tariffs, surcharges on imports, rebates for
tourist exchange rates, and other price interventions are used - -ports, special
in this phase.
However, primary reliance continues to he placed on quantitative
resitictions.
Phase III: This phase is characterized by an attempt to systematize
tie
changes which take place during Phase If. It generally starts
with a formal
exchange-rate change and may be accompanied by removal
of some of the
surcharges, etc., imposed during Phase Ii and by reduced reliance
upon quan
titative restrictions. Phase Ill may be little more than a tidying-up
operation
(in which case the likelihood is that the country will re-enter Phase
II), or it
may signal the beginning of withdrawal from reliance upon
quantitative re
strictions.
Phase IV: If the changes in Phase Ill result in adjustments
within the
count:y, so that liberalization can continue, the country is said
to enter Phase
IV. The necessary adjustments generally include increased foreign-exchange
earnings and gradual relaxation of quantitative restrictions. The
latter relaxa
tion may take the form of changes in the nature of quantitative
restrictions
or of i;.creased foreign-exchange allocations, and thus reduced
premiums, un
der the same administrative system.
Phase V: This is a period during which an exchange regime is
fully lib
eralized. There is full convertibility on current account, and
quantitative re
strictions are not employed as a means of regulating the ex ante
balance of
payments.
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