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Preface.

= The present study was originally meant as an_introduction to a -
report on tourism and the role 1t can play in assisting to solve the :
-foreign exchange problem. The idea was to establish the principle of

'chonsidering a given policy recommendation within:a general outlook - fer

' the economic condition and the 1ntegratEd set of policies, It became -

;;apparent that such 1ntroductory remarks - soon grew into an essay on polic-
:;cies re1ated to the planning of the fereign sectere- 1 have therefore gfﬂj.. i
| ;decfded to produce it. separately, without claining that it would turn into

- & thorough study of a subject that received the ettention of eronomists for

:‘tﬂa long time. and st111 1s.

- .Some of the 1deas incorporated here had been treated at lenqth 1n
' previous Memos. of the LN, P. I have therefore closen to-follow the same

“path, and 1 feel happy that the present Memo. 1s produced shortly after. y.

:'3’return to join the Institute s staff.- It may be claimed that. little is. being

added but I do not think that 1t is not customary in economic Titerature that |
an adviser may find it necessary to stfck to his previous set of ideas.

.Twenty years ago, Harrod in his "Policy against Inflation" (p, vii) quoted .
| Keynes remarking I seem to see the elder parrots sitting round and saying:
- "You can rely .on us.- Every day for 30 years. regardless of the weather. we

‘have said 'what a loveTy morningi' But this is a bad bird. He says one thing .f

'f ; one day, and something else the next" It fs not my intention -to aveid the
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C ;_-.-’uama (ibid.. p. 125) 'ln saying

l‘ﬁlﬁjileado to another fundamental issue.

i '3bhfuh1ch we regard as a myth. hence the title of the essay. fffV

_ccusation of being a bad bird by turning 1nto a parrot. 1 uould'rather'Join‘

"! have inveighed many times since. 1949 against
.xﬁjjfthe devoluation of sterling in that year.r

So much so, that I have been charged
fin reviewewith having a bee_in-my‘bonne

But ] propositfon may be stale. yet i
ftrue.i For. whatever may be said'in‘defence of the devaluation. 1t cannot bellﬁldk -
?hegarded as a policy against 1nf1ation-

;tion.“ f‘ B

It 1a a common knowledge from textbooks that whila devaluation may work
infa atate of dapnaaaion (what we sha!l ca11 case. of deficient damand) 1t 13 |
rathar inaffaotive in a atata of ianation (exoessiVe demand).
w\raievant to touriam 1n ao
;orefgn exchange oremium.
oaralle1 market"

Tha point 1 -
far aa 1t was one of the maJor areas of atanting the

later extended to an ever growing so-calied

0“ thﬂ other hand. 2 presumany foreign-axchange earning
;{aector 13 tﬁ be Judged within the framework of the foreign sectora f“““»'hj'e“ 7
: “.port-fj“:
"import-saving " a claim'i;

name]y the export-oriented -oe. the
’f“-substituting approaches. The Iatter s considered as

Thus, the arguments have a bearing on current 1ssues- but they are no=_jfﬁtt§

;;};fmeant to be a square treatment handling data and actualities. At the same | fﬁﬁ

rather 1t was an act of poIicy fbr 1nf1a-* L
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"1 o

o ff::policies.: Neediess to say. the ideas berein expressed are purely persoﬂﬂT:
" and do not reflect any official View, - It 1s hoped that they would provoke

‘T-*ffenough discussion to provide the decision«maker with sufficient insight in
‘“ffthe impiications of alternative policies. o REE
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N B lntroductton

e

Mcst daveloptng countrfes suffar from parsistent dffficultles in tha

TJ'bﬁ‘ﬂﬂce of Pavments which hamper thelr efforts to reallze naasonahla.

i .rates of growth._ The prob!om has beais recantly acc@ntuatad as a

: :result of world staq*lnfiat!an, and due to adverse chanqes in terms c
‘5fgof trade. I't has become one of the most fundamental lssuas of current.

';'“discusslons on the New Norld (Socio«) Economic Order."

P

“_‘This paper does ot c!aim to add to the studuag related to. the Iatter

tOPlC. Our objective is much more modest. We want to examine in

:,some detall the arguments made in connection with the plannlng of the

~.external sector. Some economists call For promotlon of exportlng fn-

":i'dustr:es. Others call For an rmportwsaving strategy. Whenever fonelgn

e

: capltal is lnvsted Foreign investors ‘seem to prefer particlpatfon in

‘ﬁlmport-substitutfnq activtt:es. This Is & common Feature of the

ma;ority of prcposals made to Egypt fo?lowing the launching of the open-_

*dqor po]icv. As is hmll—known, Egyptian plans durfng the past two
‘ _decades have claimed to be Import-saving. The outcome seems to- he

‘exactly the opposite. This raises the questlon as to where the error

lies: Is it in the principle Ftse!f or ln Its appllcatlon.



o 3- Q“'“ °"0lh H‘ even’ ln Emt at preseat. nllcln an pmnd-
._1 3:"""“ are "ﬂ"'tlnoouuiv lnport-savlns and --port-erlontoa. This

: ';__,j'.t-;_".;'.lmllelﬂv aswms glvlng lmr prlorlty (lf any) to ntlvltlu |

‘ \"“"'ﬂ.{-';"whlch are mlthor. " -o. we should botm sun u m oumet by}‘ -

o ‘-a-___‘;‘elnllfvlng oemnlc cetlvltlu nan ouhaultln !ln to daumlno ;

ffhwhat we uou!d ba talklng ahout. Dt

A. | 'It l| eleor that m bulc e‘assezs hwa o bo d"hr ontllud ll ﬂn

outut. Tho erlterton !s not new. slnn f hos been alnady mod lw
f:“”;fJ. Tinkeegen In his scata'apuz-outpuc approaeu; naullv the ccudaslllcv
  §}09 outputl :ﬁ‘:!. ;H;.g%ff*"j-* '“_ | ' ‘, - f‘”‘ | “‘
S -n) Nonwtradabh uetorl. which Inc%uda nmt lnfra—struetuul ond ur-
| vleas actlvttles. md soms cmdttv sectors of a prlnltlva mture
 ora purelv Yocal quallty. Construetlm and domsstlc inmhm “

| fhll within this elnss _  | 1 o ’ j‘
i | :-b) Tradabh seetors. uhou products possess 8 neogula&lc mu ul’l«t._f _
o B or can = under eertaln condltlons - cnm tha uport . lm ludc

e of tho emtw. . g

N ln thls lattar group four Sub-categories ¢an h d"hmtlluda e
i _ l) Pmduets whleh are currentlv export-orlantcd. g o L :

H) Pndncts whleh. accordlng to present mdltlons. an nt ehnudo

'mo.’tlt'oﬂo : .



5.

'ﬂ_;;means putt!ng emphasis on categorles (b I) and/or (b-li) It may be <"}f

- Ical to subdue the other categorles {b-lii) and (b—lv) in-some cases, -

lil) Goods and servlces whlch are so far satisfled by means of domestlc

productIon that could: stlll be expanded If demand were sufflclently ‘

~

stlmu!ated.

-(v)__Goods and servlces whlch do not racalve slgnlficant demand at

. present, but may be'entered dellberatelv'tn the Ilst of demand.f_f’r

‘*(For example. by reduc!ng the relative price of bottied gas. _q_i"*

"markat for gas ovens was created. thus justffylng thelr phoduetlon).

e ls clear that these categorles are not sharply mutually -i‘f:
'3*"“5'V°- HOWBVBF. dlfferent produgts may be classlfled under any

ilone of them accordlnq to the relatlve importance of their major e

Hlflows..

Thus a trade-oriented strategy (lmport saving. and/or export»promoting)

, fhoweVer. trade and price pollcles may help to move greater VOlumes of
'1goods Into them, call!ng for !ncreased Imports to the extent that they

f.quickly move to category (b-li) On the other hand, if the pollcies o

~adopted do Injustice to class (a). they may be eventually frustrated

”auorking of'input-output relatlonshfps.‘ This ‘may lead to the creatlon of
i~a state of . affairs where the slackenlng of non-tradable sectors Ilmlts

the effectiveness.of_the‘tradable ones.mrAsuthis_sltuatlon becomes more

Vo

true that at tImes of acute foreign exchange shortage, lt would be loqvf*'

fdue to imbalances-created.through therbottlenecks Interferlng with the -



: 90\'0'0?'09 mtrles. characterlzed by llnltedurkets_ an

.‘j?l°' sources °' ""'"'m- Ve shall dmmmm nm o m'”
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The Case of Deflclent Demand'

7. This case hes recfeved much ettentfon slnce the Great Depresslon of

'nthe thlrtles. !t ar!ses as a result of the drop in (induced) effect-_

*rlve demand below the Ieval necessarv to ensure full emp!oyment of all7ﬁ

_?exlstlng productlon capac?tles. Thls state is self-perpetuatlnq lf

"the preValIlng demand condltlons are projected ln the future. slnce '];a

:’It Frustrates new anestments.? This restrlcts present demand and

‘»dlmlnlshes ‘the rate of growth of fncume hence Future demand,_ iﬁtr e

.-_SPIte of the existence of unutlllzed capacittes, a forelgn balance

. deficlt may coinclde. Thls may be due to a decllne In the demand for ‘

,f'exports whlch dlrectly affects the balance._ But the differences bet-

" ween the structures of domestic demand (lowwas it Is) and domestic _[7,f

f3productlon may lead to lncreased |mports while. there exlst idle capa- _

cities in production.

‘ Such a state of affa!rs may arise.as a result of a varfety of reasons?

E a) A chanqe |n conditions governlng one.or more oF types of domestic

demand especially in conditions that are not directlv affected by

the curnent level of income.

b) A contractlon of foreign demand on the country ] exports.

c) Changes in relative prices between domestic and fore!gn markets.
This may be due to a general fall in world prices, or to a rrse in

domestlc costs. hence prices relatiVe to worid praces. A
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d) Past errnneous anestment declslons leading to productlon capacft,es i

ln excess of what ls warrented by actual determinants of: demand at

the prices reflectlng tha current cost structure. '

Ee) Fall ln induced demand followlng one of the prevlous causes due to .=f5i

°ff_ the multlpller effect.. Thls applles ln partlcular to household

consumptlon whlch ls malnly determined by lncomea

:The loqlcal solutuon out of such a sltuatlon is to dellberately manipulate

"demand. In fact most policy recommendatlonSemphasize demand adjustments E

'j'up and down as the most powerful tool For achlevlnq deslred chanqes n L

the level of economlc actlvlty.' Four condltions have to he fulfilled :nwﬁﬁ

‘order to ensure effectlveness~

»

'ca) The lnltlal lmpulse should be the least posslble. _Thls;assumes_cholcexgi

| of areas with maximum multlpller effects. | .

: b}_lt has' also to he Financed out of resources whlch are not cut out of

_ other uses, S0 as’ to avold neutrallzlng eFfects. This is usually con=

svdered as a. justlflcatlon for "deflclt flnanclnq" pollcles. .

.c);Further it should be directed towards products which are capable of

belng produced by means oF exrstlng under-utlllred capacltles. Other-
.WISE it may lead to dlverslon of products From other utlllzatlons,
leadlng malnly to prlce lncreases for such products, and looslng most

of lts stimulating effects.

.l d) For the lnltlal and derived waves of demand, leakages should be the

:least. At the agqreqate Tevel thls means watching for the foreign

trade multlpller components. However, a frore detailed analysls-shoulo
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Cbe carried out to moke gppropriats cho!ces of the sequence of demaps which

minimize totat ;mpnrt_?eakageag

The most obvious fine of ae?ion is thrcugh pub!ic ﬁur?ent_expend?turee

Three types may be distfngua%ﬁed*

o gF

a) Creation of a éiesedscichEEVQﬁtivi*y Faé.srﬁf a class of production
activities undertakan by the publie adminfsﬁrat§ﬁﬁ to satisfy nesds sime
ultanaous!y created h? ft. Dafmﬁhs eﬁpnnditures and some types of zepl-
vitles reluted to pub#?c works beiong to this qupp?yndemawd group. The
Tricomes thug croated, azd the ensuing demand for domest?r dnpuis, hence
?nrther Incomas wou?d gEVﬁ the neces &ry impetusm The seleetion has +o
sbsevrve the aﬁav&wm&n%?cngd coﬁdEtions° tnputs should come mainiy ocut of
those sactorﬁ wh?ch suffer from under“util?zation 6f'capé¢§tfes; new fne
Cofes Jhou!d GO t0 recea?@nts whm diract them ﬁa domestic ﬁrnductarwather
than to imports; wk€ie Finanes of expewdutures should not divert resources
from other types of expenditure.

B} Provision of certaln types of services at nominal cost or free. Consumers
wourd be jefs wﬁéhlthe équfva?ent QF values of such sefvices,'hence
bocame able ﬁa'inﬁreage.theﬁr demand_?nr.other products.  The affec%éﬁ
fneoms: clgssas shiould pcséass a low prnpens?ty'ta CONS ume impcr%ad goods ,
in order to aveld iéakages, However, this MBthbd‘iﬁ fees flakibie, ='nee
demand For such servfces lles outside public admlnistration, and ¢ would be

€?f 41t to curtaldl such actfvities whenever caﬁditfans call ?or that.

ﬂr%w?nufiy, the most fmportant types of such services (e. 8., educat ?0ﬂ a?d

b
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health) should be treated on the basis of fundamen ¢z} secial consider-
at?nnﬁilrather thén temporary econumic events,

Adontion of a vigo%aus subsﬁ&fzatfcn policy.  Subsidies may go o con-
sumai'g either.in the Form'qf direct tranéfers, tax exemptions, or suhe

sidies to certaln consumers’ goads, This would help o add to disposabie

income directed for other types of goods. In the s
demand for subsidized goaia fs liable to in;reasg by an.amount determined
by price a! sticity, As a corrective meésu?&, they should Jead to Ineres-
sed demand on domestic goods whose present or exbgcte& conswEn t §an ?9 o me
inishing. ‘ﬁnﬁreased imports should be évciﬁed; unlasy St?ﬁﬁﬁ‘ﬁﬂﬁ?ag
considerations call for subsidizing them. _Subsiééﬁs should thap be deter-
mined so as to keep thel v relative prices.at a level which doss pot lead
o unwarranted increases_!n their consumption. On the other hand {7 sub-
sidies are meant to readjust cost structures, they may be directed to cer-
tain producers to stimulate falling demand on thelr products, malinag them

N

available to other producers at reascnable prices,

-

As mentioned before, the choice of the most appropriate pnollcy or combinat-
fon of policies from the above 1ist, should be coupled with an ussessment
of thres conditions '

Sécur?né sources of financg which do not lead te contrscilon of sther Eypes
of expenditure, If deficit is Incurred, 1t is undar -,5 that future e

pansion of economic activity would help to increase goverament revenues,

thus helping it to cover its deficit,



':*,;b) Stlmulated demandsare of tYpes that can be immed!ately satlsfled by

-4:‘existfng productlon capacltles. This assumes a certaln degree of
'”,; ‘. elasticfty fn productlon ln the short run, whlch Is ensured_by,thej'

o bas!c assumptions of the present case.'t ;H

iy f"c}_Tﬁere'ekiste.a Foreseen-point inftﬁe'future et'whfch policies adopted . -

o momentum. Under condftions of comprehen fve pianning thls means that
planners are not obl!qed to continue using such instruments for the
sole Purpose of mafntalnfng the required ieve! of income.ﬂf_ )

SR " LR o S
!2 An alternatfve pollcy wou!d be to stnmuiete demand through increased in- RS

vestment expendlture.- Under conditfons of stagnated demand the ca!cula-_'
tions oF prfvete fnvestors fail to take the lead, The planner has to rely

more on public |nvestment, ra{sing it by amoun ts necessary to maintafn the

‘The initial Investment need not be used as a means of activéting idle ‘capa~ ;_'

cftles, except in so far as it restores total investment. It !s lts multli-
plier effect which counts; and the value.of the short*run mult!plier would |
- be sufftcuently hlgh if induced consumptfon expenditures brings more Idle

i capacittes into employment, and has a minimum impact on induced fmports._-

‘Here again itis the hIgh shortﬂrun production elastfcfty that counts._ Thfée;.

presupposes that the available structure of production capacitles conforms _

‘as much as possib]e with the structure oF induced demand.
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. targets, elther prlvete or pubile. For economles whlch depend melnly on'r~

'_'materlal resources to cover the creation of new Incomes, the programme should o

e

= 10 «

The maln Issue would be the proper cholce of Investments used as & stimus

" lant. The fact that such Investments are Justifled by‘reesons whlch-ere REE

not lmmedlately related to prevlously planned publlc lnvestment programne,

' ,tends to orlent them towards channels non-competlng wlth Further lnvestment _.

'the prlvate sector. thls means that the government keeps at hand a programme

of publle works whlch is continuously adjusted accordlnq to the state of -

demand In order to safeguard such a programme from belfng a mere waste of.

have a bearlng to the developmental activities.

tn most deVeloplng countrles, publlc InVestment plays a more fundamental role.

':'lts plannlng should serve the growth process rather than act as a mere

adjustment of future market conditlons. 1ts activation and fntensification .

.may be considered in a coordlnated form.

The main consuderation that has to be observed ls the resultlng lmport

_content to avoid addrng to- balance=of=payment problems. In general. const-

ruction activities satisfy this condition.  Further they are the main comp-

onent of many non-tradable sectors, falling naturally within thefsphere of

public Investments, 'Tney further have;the advantage of Improving the calc~ -

E ulations of other investement opportunities. This justifies the creation’

‘of new capacities as a means of activitating the utllizatlon_of'exleglng_

~idle ones,



. e

“As subsfdfary-Instromeots, mopetary polfcles7may-bepconstdered;‘rA"

: lowering of the rate of lnterest ‘can serve a variety of purposes all e

- worklng In. the same dfrectfon'

o a) i¢ stlmulates the (prlvate) !nvestment drlve.

'“-rdb) lt encourages consumers' oredlt hence ffnal demand._‘

e} 1t reduces the cost of publfc borrowlng.u' jﬁdbﬁt-f R

“f”d) it mav also help to rafse the propenslty to consume through I{mltlng;fff'

the flow of savlngs.

.fThe'net result;here is not llkeiy to be high °n~the other‘f""”"'

“ hand tax-wage-prfoe policies have to be coordlnated The effects here

| should be’ assessed since the same set of pollcies may have a comp!ex of

= ;posittve and negat!ve effects. They may help to reduce costs and prices}-

‘3:athus stimulatlng demand But at the’same time they may adversely affect

6.

the flow of money fncomes' Prfce and fncome effects have to be.welghedr-ij

against each other.

The other category whlch can be manfpulated, is exports, T.e., forelgn

'demand This means that more. products of (tradable) sectors Suffering

1_ from sleckenlng of. (domestic and/ér foreign) demand would be directed

_'to exportation. Stnce condltions of demand are-not under dfrect control

‘t of the planner, other means haVe to be used ln ‘the case of exlstlng

- capacitlies, llm!ted freedom exlsts in the adaptatlon of products to the :

“needs of forelgn markets. The most signfffcant meens avai lable are

through prfce adjustments. Several cases can be. dfstingulshed The l S
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ffffrét-is'thé:casa whare domestic demand has fallen, thus leaving horeﬁ-:w_" -
5Vronm fuf:expéftation;‘ It may be nacassafy'tb constder the costs of

f?'adtptlnq prnduatlon conditlens 10 faralgn markat neads, and to restudv

.'j;f;ﬁagrges of_compa:ltlyaness. This may even. call for some addltlonal ln- v
; Qestménts.- Tﬁaré may arise a case for axpert subaldias. The total costs'f ?:
;fhus ineurred should be compared with the beﬂe?its'ohtafned from ?estoer_ﬁ@

~ demand volumes. More wifl he said jater about the ful) lmpacﬁ nf axpan-Lff. -'

'lldn'nf'axpo?t'orlentad activitios.

l7.-Tha troubla may have mriginatﬁd In some axpartworlent@d sactorg. as a
resutt of changas tn wer!d demand rnndiiimn&, This may he due toa
"'l) Prtce factora; e.gs, & fall in world ppim@a r@1atlve to domestlc prleen.} :
:Wa have to dlffergnglata hetwaen temparary changos andlexpaeted long=
term trands. tn the ffrst éése‘a &taakﬁpfllng pa!lcy man be recdmménded:-}
Gwon the bas!s oF temporarlly subatltuting thls type of demand for Imrne:d-'=
Iate expurtatlon, on tha hope that drawlng from stocks at a Iater date -
- would be possfble at a reascnable prlce whfch would cover extra costs=‘ ;
f lnvolved and does not lead to. lncrements in supply that ‘would adversely f
. j affect prices.. in the second, a revision 0F productIOn condltions -

shculd be made and reduction of costs and/or shifts in product mlxes _:}f

; examlned. Subsidies ‘may not be recommendabﬂe unless- they are meant toz:j ‘ o

- cover a Ilmited period oF adaptat?onv A shift tcwards domestfc marketsf'f
~may solve the income probtem in the sholt run, but it may at’ the same o

';Etime help to maintain the adverse ba?ancewoprayments situatlon.'~
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ffb)=Demano féctors: 8.9., the emerqenee eF cheaper substftutes. especleliy |

as a resu!t of technologlcal rusearch, or the tncneased competlng
'_supplles as a result of new lnvestments in other parts of the world.
_The prfce aspect appeers lndlrectly end the prevlous arguments would

stifl ho%d.-

:':hftj Generai Factors; Iargely a broblem of the rate of e2chenge._ Thus either :

S..as a result oF an increasing level of domestic costs and prices, or of

18

a general fa!i fn the ievels oF world prlcesP a contraction of demand on
'domestic products may Folfow. Fxports wou!d fall sfnce they become more *“'

expensive hence Iess competitive, whfle competutive fmports would ln- R

";.crease since they become relatively cheaper than domestfc products. _ln

5h_both cases under-utfllzation of capacities would fol!ow aFfectfng a fnf

'-wlde range of domestlc sectors. !n such conditions develuatIOn may be '
j the most recommendabie measure, slnce it woulid restore the prevlous
relationships between domestic and wor!d prices, thus reactlvatlng

sectors workung in exportation ay Weii as in import-competlng areas.

It is important to assess the worthiness of a devaluatlon po!icy, sfnce'itr'

”is fquuently recommended whenever balance-of~payments appear, irrespectfve:
' '=.rof the underlying causes and of the spec?ffc condltions oF the given econoe_
-mles. The policy may be effectfve if there exists a high degnee of e!ast*i;

,?fcity ln supply of domest!c products ln the short run, - This presupposes,hn:

V‘the ex:stence of idle capaclt:es in both exportfng and ?mport-substituting_'

ﬂi‘sectors. 1t further assumes’ reasonabie reSponses to prices both at home
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fand abroad. which would be the case If underutilization of capaclties was
fcaused by & ¢hange In prlce retationships, Hawever, it should be notlced
 that a change In the exchange rate would affect all sectars und!scrlmlnately.
}Tha condttfons stated above may not be fu!lf!lled and a general rise in
fdomastlc pricas may Foliow&%) In fact aggregatlve analys?s falls to dlstlng-'
ﬂutsh dlffarent categarlas of praducts. and at many points seama to assume |
5completa substltutabllfry hatween domestic pra:uvfiﬂn. expmrts and . lmpmrts.
“As msntloned before nonmtradable sectors have 0 be traatad dlffarently. |
For some tradabla prbdu¢ts, the absence of dam@sttc ¢apac!tfes (or full utl-
fllzatlon of what exists) makes thelr Imports non=compet!tive for -the shart
 run.‘ Even fF capacltles could be created, the gestation pariod has to he
5takun lnto account. and It wlll reprasent 8 per?md of zero prnductlon alast*I
-{Iclty. A aoon as davaluatlnn takas p!aca. all non=compet!tive lmparts |
'tncreaae In cost. _lt may be poss!hle to cut thafr fmpnrtatlon accordlng to
'prlce elaqtlcltles, especlally ln so far as flna! consumptlon !s concerned.
'But It would be dIfflcult to produce a similar ;esult with respect to capftal
and Intermediate goods. This efther enforces a rise In costs and prfces, or
8 contractlon of the slze of actlvlty of sectars ‘using them as lnputs. With
"the same money lncomes, the total votuma of consumers' demand has to go down‘
_far all types of goods and‘services. If consume rs manage to secure rises iIn

their many income rates, another source of domestic prices ri$e will be added.

',The result ls that more domestic capacitles wnll be put out of use, while

69 See M. M. El-Imam: Devaluation and Domestic Prices. §.N.P., Memo,
) l|57, August 1957 —
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I9. The poltcy of dreatlng new capacltfes.es a means of actlvat!ng exlstrng
. id!e ones, may lead to a!locatlon of eddltfonal !nvestments to exportlng
sectors. Thls means that lnltlai demand ls created through lnvestment. e
Later on.‘sustalned lncreases in income are achfevedﬁhmmghime working of
forelgn demand and the effects of thn export muitlp!!er. Thls would help
to brlng ava:!able capacitles to. Full emplovment, and to improve the .
| economies of new capacltiee,r In other words exporthoriented sectors wouidplay‘

the rok;ofleading sectors wlth respect to the process of growth.- The polnt ?”a?o

wlll be elaborated upon below. ; ﬂ?"‘t”"'

Vlll.:The Cese‘of‘Ekcee§IVe.Demahd‘:'“-

:2f:20 A number of developlng econoﬁles suffer From the failure of domestic capa-;
= e citles to satisfy the !eveIS*of demand at the correspondinq fncome level
'Iow as it fs. " The pressure on the fonelgn balance perslsts and reflectS'
@ state of excessive demand 1f we try the prevlous I!ne of thinkfng, It
- would seem that a poss;ble solutlon is to menipu!ete a reductlon In |
'aggregate demand.. This may be feasible in a re!atively advanced economy.
eln a developing economy the eituation is more complex, - in nefther case'”
however, the !nitial cut 3n demand could be recommended to occur in the -
jexporting sectors, sfnce thls would aggravete the foreign deflcit.- A more

:logfcal solution would ba to attempt a reduetron in imports, This leads to
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a_cdnsiderétion of ﬁypes of domestfc demand(dn lmpbrts. :

Let us start again by current government expendfture. Generally speaklnq ltf”

. is difficult to rea!lze a slgnlficant reducthn ln this expendfture withoutf{:

Lﬁ'adverse soclO“POI'tfca' effectS'-

" a) Past commfttments keep the waqe~bll|, slnce lt Is not poss!ble to reduce

"empioyment or waqe rates. Thg asga@atign of full capaclty utl\fzatfon '

,_often impiles a fast rate of growth oF that b!ii to permit replenlshment'

of job opportun:ties.

'b) Defence expenditures are also difflcult to curtall on purely economic

‘.grqunds. o
¢) Subsidies may sound more logical tb curtail; espacially as this helps to
reduce the volume of household expenditures, The trouble about this
.pnliqy s that it implies a rise in prices at times when excessive demand
js most 1ikely to be accompanted by prica rises (the 1nf_1atfonary sta‘le.
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1.

pFoiiing,e stgnificant reduction 1n current expendi ture, the government

moy attempt diverting a part o? money . lncome aut of eirculation, This

."_‘con be achieved hy means of chonges in tax poiiey. One . possibility 1s j.. l
"'to adopt a more restrictive customs poiioy. This would help to deceease '

._ji.the size of imports and improve the ioreign balanca, *In order to avoid -
,' .“infletionany price effects, higher customs duties should be directed
towards goods that neither form an essential part of ntermediate demand.

nor offect woqe-goods. Normally, such Yot beiong to the Tuxury consumers

‘goods cutegony. hence possess reletiveiy high e?asticities. For inter-

o mediate income closses this may be quite true. but 1t may beoome less

T _evident for those with higher Oexcessive) incomes. This meons that the

.extra revenues will be. of the right source but of a iimited volume. Never-

- theless the temptation of realizing iarger revenues through imposing

L customs (and ‘may be also excise) duties on more essential goods may deepen fg~

"_income disparities. and produce cost: and price effects that should be

-.avoided as mentioned above. It seems that 1t would be preferabie that the o

_excess purchaSing power is- absorped through more direct. means, i.e.. through

@ more egaTitarian direct tax policy, The main feature of such excessive f'

‘ demand situation is the fact that even when initial doses of income in- _"_“

| creases occur in wage incomes (e.g.,through inflexibie peblic expenditure}

| *1 thé final outcome is a profit infiation (e. gt, the perosite or new income

sources) This eventuaiiy adds to fncome dispauities, and principies of
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-sociaI peace would call for a direct treatment of this situation that has

,further the given undesirabie consequenceeln so far as such direct measures _

_-stiil leave excessive incomes, the above economic measures have to be used.

However. in developing countries,‘and due to income-disparities. the direct- :
taxation machinery is usually incapable of efficiently impiementing such |

economic measures. A carefuT anaiysis of the glven case is needed before any f

~ group of measures is recommended,

23
“last category of domestic demand The first instrument 1s a deliberate curn

A stiil less convincing policy 1s curtailment of investment, which is: the

_tai]ment of public investments. Another instrument is the raising of the .

rate of interest. These measures may have a quick effect. on both excess

demand and on imports, especiaily as the import content of investments is

“usuaiiy much higher than other types of final demand. But such short-term

jeffects soon vanish since a lower rete of investment means a slower increase'f

in domestic capacities. On ‘the other hand a reduction of the rate of public

‘investment requires a change in the order of priorities. This usuaiiy means :

continuation of expenditure on repiacements and on basic infrastructural
activities and other non-tradable sectors. This means ‘that the mest seriousiy ]d_
affected sectors would be the tradable sectors which ave more cepabie of adding:

to domestic capacities and contributing to foreign trade, Further, if the cut

ain investment expenditures impiies thinner aiiocat1on over the same set of
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rbhgbing-prajécts, it would actua11y mesn an @?wwga Jﬁﬁ ot gesnatimn ﬂﬁ#iﬂdﬁw ,;
”Jand retardation of capacity startingsw ' '

| H;‘The interest rate argument is mere comp?exo- A rise 1n the rate of ?ﬂtereSt

”‘3;.need not ensure & iarger fTaw frum active to 3d1e baiances,_ or” . & ?arger ;f
i;rate of savings.: It may succeed in reshaping the Flows of the fatter. and;gﬁ'
’iin creatfng 8 state of mind am@ng entwepreneurs affecting their expectations.
fThe higher wate of int@west may he?p to e?imfwate v@ﬁiur@s with yie?d tiaser

‘to mhe margin, and divert cnrreupundﬁag ,w%0urm?“ 0 bank depositsn whi!e |
this may seem ‘iegitimatea it doos nnt help wea?ient é€h£§$ baiances fram '
”speculative to mare productive Ghdﬁhtfso The mu?ﬁ f%atuwe of the excessive o
ademand case accompanied by profit inflation is the tendenqy to move into quick f
;high-yielding activities,. Expectations of asaendsng p?ices encourage specu1a~_]}
;tfon especially in reai estate, and ﬁrﬁtt%ﬁéigy &iﬁfﬂ?iZ@ﬁ any rises in the __:
;rate of 1nterest, The sharp ?isas in th@ capital values ef r@aﬁ estata are a

fc!ear 1nd1cator df the dfstortion in the fiaw of resaurces from prnductive

fcapacityan—increasing 0pportunities either directiy or indirect!y through

ffnvesting in interest—earwing assets, At the same t*ame9 the. higher (Iong-term}fQ
.iinterest rates fovce up cests of finance of b@th capita? uthizations and _:.' B
?productﬂon needs. inc]uding the cost to the government and pub?ic busfness Qﬁi"
i:secfers9 thus adding an additf@na? buwdeﬂ withuut naae&&ari?y producing a

ffpositive effect‘ This adds ﬁo ﬁrice r?sesg aﬂd penavizmﬁ basic pubiic services,
'i\Jith a reIativeiy hig pubiic SGCEOP9 the neﬁ @utc@me fs move Bﬁkeiy ta be a '  _

fhigher rate of borrowingﬁ
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_1ncome. which ensures the adjustment of foial demand to avaiiable ﬁépaw

Unab1é to génevate the acceptsble rate of saving out of the given {fow)

cities, the economy Ty resort 1o fmpovtation of forelgn capita!. We

| have a1ready treated e?sawhere*) the caaes af %@ans and equﬂty capita1.g

“Both studies have indicated the 11 ke?ihood_af negat%ve Tong-term efF@CtSw

| Any positive gaihs reaulre as a hasic condition. o staniflcant vize in the

margihaI rate af'émvingﬁ which Jeade us bask to the origin of thp‘pmb'iemo

‘This becoies. more ‘relevant whenever public savings (ov dfssavings) play a

-'dominaht roTbm There may ﬁWim¢ vetaring Teelings due to the abi1ity of

“solving the shortmterm prcblemsg thus puiting ?mwer premiums on strnng

“measures to raise savings.. We shall inwestxgatf the 1mp11cat10nr of fcreign

capita1 with respect. to the expansion of tradable suctors tater in this

‘ studye_f e
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In conc1usinn, the case’ of aXLQS$1Vﬂ demaﬂdg accompaﬁﬁed by a perSTStent :

--defic1t in the foreign current deaﬂCa doea ﬁﬁt ea%ilv yield itself to |

” econemic measures adapted from those cansidernd effective in the deffcient

demand case. The case may be even arﬁnmpaﬂzeﬁ by instances of undE?ut1§izau

tion of certain dvnesizc cﬁp@rifﬁess In attempts to adiust demand, theve
is no guarantee that demand cubs will be accompanied by equivalent cuts in

1mports. for a deveﬁcping country this Wvuia R 4% ﬂ Tower !@V@i of

‘income, more idie capacities with iittie EmﬁW@?mm@HL& i the ba?anc@ of tradeq'-

‘*) MM, El-Imam: Foreign loans and Economic ﬂvwwﬁdeP.i Meumo, 779 (4 parts},

I.M.P. 1967
MM, El=Imam: The Roie of Foreign Lawit&i in §@W§Wbﬁrm ﬂev&%mpment. Mumoo

i?an, I, N P. August 1976,
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‘The dfscrepancy between the strueturp of pqneﬁ declines 1n sources and uses |
fmeans that the mecro analysis is 1ncapebte of cepturing aIl the relevant Ij
faspects of the adjustment process, For exemp}e an appreciable cut 1n govern-jh

.'ment expend1ture need not be ref!ected on the neTence of goods and services

li n71ts entirety._ The part which does not go dfrect?y to reduction of fmports
.for to availing more goods for exports, car do $0 indirectly only 1f domestic
ifcapacities are put out of use. In eps ?e“‘ee ec“‘s the 1nd1rect effect on"
pimports is only a fraction of the fa?? in eutonomon= domand hence in income.‘
“This means that the rea]tzet1nt of thd forevgn hﬁ?ence objective can on]y be |
_fapproached through 2 severe cut in domestic preduction. In other words the iﬁ
“actua)- price of the adJustment process is a recesn?on which would throw its iﬁf
fshadows on the future, and add to the contrentton of the a]ready Tow income.';
.and its potentfaT growth rate._ In attemptlng to avoid such untenable results.'
'a shift in the deficit from the current balance oF goods and services to the o
capital account throuqh 1nvitation of foreign cepvta] may be recommended i
'This eventually means iarger forewgn partrcxpet1on in fixed capital formation,:
Jwith possibly pianning a higher, rather then a Tower rate of investment. This
jrequires an analysfs of the full impact ot projects having a bearing on forefgn
' trade through seving imports or raiseng esnortsg wntch will be taken up in
."fo]lowing sections. Even if we can achieve posftave results with respect to he
:;the baiance of- goods and services, care snoan be - te en of the impect on the
;balance of factor payments hence nationai income. ﬂt the same time, needs to?

;raise a surplus on the current aceennt to face the e@nﬁms of foreigners on- the.-
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capital account have to be taken into account, As will be shown Iatefa.--n
the net impact on the current baiahce 1s-genera11y qyite marginal if not

- _negat1ve, This.cd]l#-for_seekjng other measures,

‘57- As an 111ustrétion pf the“recessidnary effecié of demand cuts originéily_ |
-meant to reduce imports, lét ds consider a reduction'of pubiic investment
by L.E. 300 m11116n€*17_ Aﬁerage input-output relations and propensities
-are used ffcrt'il'lust,r;at-ive-purpbsesP Thug asﬁﬁming that the foreign'cdmponent?ZYI
in the above volume is 44,07%, we éan summarize the direct and fndirect ,q‘fii

effects as in Table (1) = = | . o

- Table (1) Direct and Indirect Effects of Investment

Initial . Direct Inputs Indirect

stage: Constru= Othet™ Inputs -~ thal\ .
~ Investment ction - Inputs S '
Imports: Investﬁent‘ﬁpods | ]01,1 ' o - - 101.7
Intermediate Good - 8.1 - 4.7 13,9 . 26,7
Services. = - 6,9 1.20 0 0.7 2.2 . - 11.0 :
' Total 108.6 9.3 5.4 - 16,1 139.4
Customs Duties =~ - 23.6 1.2 0.6 2.2 - 27.6
Value Added - 47,5 21.5 64,0 133,
_Domgstic-lnputs, 7 . 187.8 55.5 26.8 48,9 - 299.0
3 13L.2 599,0

Total Qutput =~~~ 300,0 1135 54

*)} The example is drawn from an internal memo, (in Arabic) by the author
- 1in connection, with discussions of the 1977 budget: Ministry of Planning,
- Catro, Memo. 34,12 December 1976, A simitar analysis is given there of the
effects of a cut in consumers' subsidies, : -



o ‘The first column shows the breakdown of investment to its basic components.
- The domestic component is assumed to be eomposed of 113 5 aonstruotion and

’*ni su;s‘othen domestic goods. Both are broken down eueonding to their pnoduot- :

" {on pneeeesee. giving funthen inputn Cdomeetia and imponted) and value added.

’“7‘The pnocess of bneaking down the new set of domestic inputs (55 § + 26 a=82 3)

;"5?givee a eenie- totelling 131 2, und itn component totall ane shown in uolumn 3fﬁ

lif(ﬂ).f Adding the foun ‘eolumns, we obtain the total direct and indinaot effects.'
I.”which mey be also obtained by meane of the invenae matnix ef technical eoeff-g'

=‘”-"-i'-f‘-:‘:I.oien-t:a us known in input output analylie. Evidently, thia will decompose the'f

\

'ﬁﬁﬁ original investment into itsnprimany fantore- imponte Of goode and services

and value added at manket prides (including customns duties) Thil involves a
senies of domestic inpute amounting to 299 0 beeidee the. investment itself.

"gﬂ Now, the identity.‘ o

S | Investment éavlngs + Imports ; Exports RN : »
‘dxgbows that changes Ane both s;des should be equal Substituting from the above f
t.vaers, this means that effects would stop at thls level 1f the whole reductlonf
f lof value added at market prlcee is cut out of domestic savings.- We have to

| '-trace the compositlon of that reductlon Agaln uslng average distribution

-factors we. find that'}': | | o |

- 275 * Ccustoms duties L
“iﬁ?s jlﬁxcise'dutiesf(leestsubeidies)“

'19;h;:jD1rect Taxes plus net transfers [‘

51;5;?;Total reduction in government revenue




‘The remainder. 109 l are factor shares-
_60 7 Hage 1ncomes. less net taxes

18. 2;' Distrfbuted non-wage incomes, net of taxes
78,9 Factor shares directed to consumption-
30. 2 Retained gross incomes. net of taxes.

Thus this latter amount represents a reduction in gross savings. Since
government current expenditure 1s essumed to remain unletered. the reduetioo-f3 |
in government revenue represents dissaving also, Hence, we have to trace the :

_distributed shares. assumed to have all of them gone to final consumption, |
The mu1t1p11er effect takes over now. and.the_serfes*of_effeots«may be traoedti
‘1n the same manner._"’ RO S

Table (z) - Divect and Indfrect Effects of_Initial -
MWWdMMminmmmmMn~‘H L

CInitial Inputs to Consumpti0n~\f‘_rdfaj |

Induced e o
_ | | Consurption . Direct Indirect Effects -
Imports: Consumers’Goods 2,6 e . 2.6
Intermadiate Goods SESEEERE B R Y 130T
Services L ‘_"__0 09 0.6 - . 'fﬁ;
- _Total . 256 g6 g0 1.2
‘Customs Duttes o 0.4 1.4 1.0 2.8
Value Added L 34.6 243 58,9
33 2200 129.2

~ Domestic Imputs =~ 75.9

Total Output . '_'iu 8.9 - 7579e "5323; ; . .208'1‘. i
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The total effects add a further reduction in imports amounting to 17,2;
‘1but this involves at the semettme another set of reductions in domestio”?
1production and G, D P. at. market prices (uz 8 + 58. = 6! 7). This latter
‘reduction calls for another drop in final consumption estimated as 34,9, @
.The process is then repented end it can be fbund thet the resulting geomee -
‘_tric series gives a multiplier velue of 1 795. : Applying this multiplier to g
JTable (2), We' obtain the direct and indireci ehenges in consumption. and
ltheir total efiects. The results are summnrized in Table {3) together with
ftnose of Investment: )
; Table (3) Totol Effects of Initiel and Induced

o and Change L

SRR Final Demand Intermediate Demand L

Thvest- Eonsump- 16 ei Thvest- Consump-‘.-Totalgf

_ ment tion _ _.ent tion — e
'Imports- - SRR e f IR S s
. Investment GOOdS- “101.7 - 101.7 - - 1017
Consumers® Goods = 4,6 4.6 - ~ . 4,6
Intermediate Goods - . B 26.7 23,5 50,2
Services | : 26,9 S0 70 4.1 '\:2.7_) o 13.8 :
Total Imports 08,6 4.5 3.3 0.8 2.2 .3
Customs Duties - 23.6 0.7 24,3 4.0 4.3 32.6 -
Vatue Added ' L - - = - 133.0 105.7 . 238.7
Domestic Inputs _167.8 136.2 304,0 © 131.2 . 957, - 530.9
Total Output 300,0 ini,s ‘;:'441.5' 299;o_>,23l;é j;fg 972 557

-The’ final consumption drop 1s 141,68 (ﬂ 78.9Xl 795), which reflects the low
-‘multiplier effect due to the relatively high values assumed for the shares '

Hof retained nonwage incomes and government direct revenues, giving'theirather{l .
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elow value, 0 59 of the marginal propens1ty to consume::

the maln effect.w1ll fall on domestlc productlon, probably{a

=26 -

Together with:the

éhlgh lmport.content of 1nvestment, thle accounts for the limited drop in

fG D P, Nevertheless the original cut of 300 0 millions in 1nvestment%_ed

Fto an overall drop of about 57% or 170 3 mllllons in impo;;s,;whilemdomestiq

fproducts suffer a drop of 530 9 millions, which ie 3 16 times the reduotion
rof 167.8 due to 1nvestment.- This leads to a fall of uul 6 in final demand,,,
f&? 2% more,due to induced cuts in final consumption.. Assuming that none of .
fthe products released from domestic demand is shifted to exports, we find
‘from the last column of Table (3) that the eources—uses 1dent1ty holde._n:nj
.G D.P. # Imports = Flnal Consumption + Investment + Exports | .'

LNOtlclng that the flows represent changee measured at market pn;cee, whepéﬁﬁ;;

G D. P. = 32 6 + 238 7 = 271 3, then.‘:'

271 3 + 170 3 l 441 6 + 300 0 + G

_If we aleo add to both sides 1ntermed1ate demand which ‘1s 299 0 + 231 9 530 9,

We can replace G.D. P by value of produotlon at market prlces 271 3 + 530 9 =

803 2, g1v1ng total sources and uses as 972 5, as seen from the last column of

‘ Table (3)

If the initial cut of expendlture occurs in an utlllzatlon which is of a low

 import content the decllne in G.D.P. w1ll be larger, espeolally 1f a hlgher

propen51ty to consume is assumed For example, 1f the 1n1t1a1 300 m. were cut ’

out of sub31d1es, no dlrect 1mports would be involved. Usually subsidlee are

adopted in case of necessities w1th low demand elastloltleo, If sub51dlzed

_goods are 1mported, the decllne in volume (1 e,, value . i. f ) is llmited, bnt;?"'



| ‘h?more pronounced degree than in the previous case. ) The main difference is
Lthat the: effect on future growth uiii be indirect and significantly smalier.rf
fHowever, if the products thus reiea ed are rechanneled for exportation. the
ifaii in production. hence income wiii be much: 1ess. But some or all of. the ;g-

fsaving in intermediate goods wouid not take piace._ Hith a low substitution 2

rate betNeen domestic and imported goods. little can be, done about’ read.iust—fi?'f
ément in the short run. even if. direct controls are used The pianner may : ;
‘;find it necessary to iive aiong uith the deficit for 2 whiia. ttyfﬂg 1" theﬁ;
lizi‘meantime to read.iust the structure of production. “The question 15 '1°W best |
fcan this be achieved- through impori-saving activities. or export-promoting

_sones. To this probiem we now turn. g

1 - Import-&aving Activities- -

?ﬁtfég- The pianner usuaily finds in substitutes for imports an attraction' fig
isThey seem to heip in coping with the foreign deficit probiem, whiie they;
.provide enough information for estimating demand and have a reiativeiy

: sure market with room for controi whenesvci~ necessary Most proJect _
"promoters tend to exaggeratethe foreign exchange saving effects of projects
ﬁbeionging to this category. It is cTaimed that the saving is equai to the
'totai value of production iess the foreign component of costs of production.
I“Foreign investors argme that they shouid have a ciaim on the country s
'earnings of foreign exchange to pay their dividends, since the country
dwould have been obliged to aiiocate foreign exchange equai to the total
fvaiue of production. and not oniy the fraction representing their share in

value added This argument 1s:quite fai]acious, and the faliacy can‘be

‘_°proved as foliows.
ik




fﬁp;:Let?uSStort”?rom the'sourceseuses"tdentity- Domestfc'production‘+ |
Imports = Final consumption + Investment + Exports + Intermed1ate
consumption. o B |
The 1ncrease 1n production due to a given’ project 1s assumed to be -
equaT to ‘the decrease in imports, so the left-hand side wou]d remain
:constant. However. 1ntenned1ate consumption would rise by the valtue
‘of production requirements of the project. Other types of demand are
‘assumed to remain the same, with new produote ron1ac1nq old imports, To
allow for that 1ncrease in uses. "3 have to raise domestic produotion by
tthe value of domestfc 1nputs, and 1mportf by the ve1ue of foreign inputs.
;This restores the equality of the two sides. with 1mports decreased by . |
tthe fu11 value of production. and increased. by the fraction of it represent-g |
ing foreign 1nputs. This means a net gain on the halance of goods and -
'services.‘ The samelgain uould of course appear on the_baIance of'current.‘
transactions; 'But'horeawe may have to allow for the transfer of the share
of'foreignrfactors{ e.9.s foreign capital.. This is a frection ofvgross -
value added. Thus, the debit side fs a fraction of the credit side, and
thd country is Ieft with a positive balance equa] to domestic 1nputs plus
| the shares of domestic factors, mainly wage-income and revenues of domestic
non-waqe—earners. We may even impose another cTaim on the current balance,
namely the foreign share on capita1 which requires a surpTus on current
account to fece thetdeficit on capital.account which wou1d occur when
"foreigners'wfthdrau-their capital (presumably at the en of the 1ife-time
of the project). This may be ca]cuTated bu rules similar to those of
depreciation allowances, based on the book-value principles. This;agatn'is

"a.frection of value added; As a matter of fact, we may apply'thejsamﬁ
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_iprinciple to the foreign component of investment, even {f the whoie proJect
*iwere financed out of national sources. The treatment wouid be similar to
_fthe case ‘Where the foreign component is financed by. means of a loan, earning
fthe long~term rate of interest and repaid in fixed instaiments, over a

f:Period equai to the Tifetime of the project starting after gestation. ,-‘f.

f;This is the common argument, based on the baiancing attribute of the sources-‘

:'ﬁffuses identity., But from a nationai point of uiew this is not an equilibrium

| situation. First of aii it does not" show how domestic inputs couid be iﬂ,, ot
tproduced without any inputs to their production, whether domestic or imported :
‘Second, the vaiue of production implies the creation of new incomes. Such |
‘.incomes induce additiona] amounts of demand, In s0 far as they are thus spent
*_(on fina] consumption), they raise uses above sources. Unless new investmentsf
,.are put’ to expand production, or unutiiized capacities exist, the extra demand f
'{is to be met by importation. In S0 far as extra incomes are saved the right- B
hand side wi]] not increase by the fuii amount of production._ Indeed savings
:_may be put into new investments but such would be an autonomous decision,
| not necessariiy induced by the progect Hence whether idle capac1ties existor
not,the final induced foreign -exchange saving would be equal only to the savings
: out of the incomes created through the project. It is one thing to say that |
the project 1n 1tse1f has a given positive effect, ‘and it is another thing to .
say that the. economy can reaiize that effect without having to bear several
?losses of foreign exchange. This is the reason why economies over history wit-
nessed parallel} changes in exports and imports W1th baiances fiuctuating around
zero, If the proaect promoters claims were true, one couid eiiminate importa- g,

“tion by introducing more and more import—substituting proaects, each of them
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"ﬂo case for negative net effect, even with positive savings. This arises -

“ .in cases where the availability of domestic products puts a pressure on the

':markets to consume more of the product than what would have been imported,

' which 1s in fact the general case.,

The above argument may be 11lustrated by a simple example. Consider a proJect |

a ;whose basic . figures are as follows (in thousands of pounds)

400 Capital composed of: .
250 Domestic component
150 Foreign Component.,

250 Annual production, requiring
105 Domestic inputs
45 Foreign inputs
- 40 Wage incomes
60 Non-wage incomes, 1nc1udinq
15 Depreciation of demestic component
-10 Depreciation of foreign compunent

1f a foreign investor contwibutes the equivaﬁent of the foreign component,

. this means an inflow of foretgn exchange which has to be paid back later,

.'d= For'exampie‘if a fund is constituted for 15 yeors at 7%, this would mean
o ‘puttihg'aside 4% annua11y f.e.y 6. The two flowg should be equivalent, hence .

" we can drop them from our calculations. But we have_to take account of foreign

'3f %nvestors' share in profits (net of taxes), say 10% or 15. To pay these

"5f'div1dends, the country has to allocate enough amounts out of {ts foreign exchange

-~ earnings for this purpose, This may be considered as induced final demand

(exports) arrising from the project. “Thus the direct effects of the project are

45410 + 15 = 70. Deducted from the saving of 250, this means that the direct .

| gain in fore1gn exchange is 180, This mey be reduced by any incréase in domes-

tic demand on the project's products, over what could be demanded in case of;“”-3
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_importation;

- To'e estimate the full effects of the proJect. ne have to consider the sourcosfif*

“of supplying the needs of induced demand. as well as domestic 1nputs. This ﬁ;ﬂﬁs

;colls for an enalysis of disposal of incomes. First.

direct taxes (net) mqyf,whﬂ
be estimated at 17 The share of foreign investors ha

d been seen to raiSe ?_ﬁ;f“
‘induced exports to 15, Besides

depreciation allowances we assume other

savings =3, giving gross savings as 28 Since depreciation of foreign component

-fhes to be provided for, we consider 1t as being utilized to finance en equivaient

ffamount of exports. The remaining pert of income goes to 1ncrease final consump-

. . tion, Thus income i disposed of as follows:

58 Finaivconsumption

10 Exports facing depreciation of foreign component

18 Other gross savings

?7 Net direct taxes.

,_;g;j'If profits are transfered to fbreign investors. they would be deducted from

i“ffdisposable income, thus. reducing consumption, but tncreasing export committments.

”1f”This means, that induced final demand amounts to 65 in both _cases., The remain~

*'1,1ng gross. savings may be currently utilized to finance other investments but

'l:‘_such a. decisson is5 not induced and we need not consider its use as reducing the

's_-gains arising from the proaect Un the other hand the change in government
'o“revenue requtres further analysis Imports substituted for through the project |
‘ifmay hove been pdying customs dutiesc. Mos ¢ Iikeiy the proaect products wouid not
ffbe yieiding an equivalent amount of 1ndirect taxes, they mzy even receive sub~
-sidies. If this happens the increase in government revenue due to direct taxes,

ff:'_may be reduced by any loss of indirect taxes.- If, for simp]icity. we cons lar.
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f;that the estimate. 17, represents net gain n government revenue, we have

“"to ciassify the disposal of that amount. Government may use it to increase : f

I.““iits current and/or investment expenditure. Both may be treated as autOnomous
”lhence need. not be debited to the project itseif The first coiumn of Tabie
i:?(4) summarizes the initial effects of the project, nameiy the effects on
ﬂﬁcproduction. corresponding imports and induced demand, both intermediate and

ffinal The results Show that there will be an excess of uses over sources

fwhich has to be accounted for either from domestic production or imports *)
‘ he first case is one of no idle capacities. Two aiternatives are availabie. :
"°The first is to draw domestic inputs from alternative uses. This wiii'have :

"'fj:’j_a negative effect which is the least 1f such uses are exports, - For example jf"

?inputs were rechanneled from other production processes the loss is much
E :’igreater. since this will stop & multiple of those inputS. depeﬂd1ﬂ9 on their v o
::ijzratio to the vaiues of products reduced accordingly. To let other uses 'a"h'
'J'ﬁ:mcontinue. we have to let them import requirements acquisitionEd'bY the Prbjectt
_‘:'In the case of loss of exports ue may consider this as equivaient to increase
.i'-:in imports. Thus assuming no idle capacities, the total of induced demand. :

“:':f.whether domestic or forefgn intermediate goods, or final demand, have to be

fmore inputs of raw cotton mean Iess exports by the same amount.‘ If, however. H“‘*°H

1mported. This s shown in the second, corrective. column of Table (4) The L

'-_7ensures baiance between sources and uses.

rﬁ*) TnTETally, avaiTabTe stocks way be used, thus raising induced demand.
- This has to be met out of domestic or import sources,

*,sum of the two columns given in the last column gives the final resuit which _e*ﬁiiﬂf




;;'Table.(q)'Project Effects;'Nciidie_Capacities'_i‘“-ii'A

&"}30urces'and.uses © Initdal o COrrective CTotal Lo
» e EEfECLS *-~Eﬁkcu ‘“““1thcm.ffht‘
‘Domestic Production.'. o+ 250 Ce 42800 »
Imports - =280 4 A5 .3 EEER

TotaI Sources ;nf 0 4215 w215

R COrresponding Value ~ . .l
E . Added. 4 V0O o T 00

o Intermediate demand: R _ L o L
~~Domestic Inputs . . -+ 106 . e 4 105ft}5£¥i*
... = Foreign Inputs =~ "+ 45 . e TN T4 4R T
‘. Fina) Demand . o 4 65 e 4 65

o Total Uses  +as - vas

”';i_Excess Uses Over Sources  +215 . =215 . 0

3“— Let us reiax the above assumption a little and assume that direct domestic |
L _inputs could be produced. This may be done by means of avaiiable 1d1e e
. capacities, or through investing in- the creation of such capacities. Such
additional capacities are in fact of the same- nature. i.e.. import sub- : t
stitutfng, and may be created simultaneously with the proJect. Othenuise :
'_ the need for them would make itself eVident after the frustration of hopes N
. to curtail fmports according to the arguments put fbrward in justifying the
- project.'_Ncw'the production of domestic inputs will mean.further dcmestict"
”.ii'producticn actiuities 1eading‘to new,induced demand.'as'shbuntin the second

':': column of-Table'(S);, There still remains a discrepancy between.sburces-and :
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;j:_uses. and 1f no further capac1t1es exist, correction has to be made out
"e_of 1mports. It is evident from the last caiumn ‘that the actual reduct1on '

:3'1n 1mports would be equal to the sum of savings in both stages of produc~ =

tion,

3 TabIe.(s)ﬂ_Project_Effects} Avai]ab]e'nireét InpUtst

Initial Direct  Corrective Total

- SOU"CES an.d_ Uses | _Effects_ I_flpUtS_ Effects  Effects 1;:.:_3:- ::._:_"_ ‘

- Domestic Production ‘, o+ 250 +05 . t'355

'-Imports R =250+ 45 +163 . a2
s Total Sources - : -0 + 150 4+_163. + 313
f‘_:_Value Added_ ) y ‘i;"l' +.]00‘: 47 . v S
- Intermediete: o S R
Domestic = - + 105 + 45 - S+ 150
oo Foreign . .4 g5 + 13 - + 658
‘Fina1 Demand . - = *  + 65 + 40 - + 105 R
. Total Uses 4715 N
Excess of Uses "+'215 52- -163 0

‘_fThe production of direct 1nputs yieids additional value added 47. out of
which 15% or about 7 is saved, This is added to the origina] 35 to account

- for the difference between total dbmestic production and total induced uses

' for between total value added and 1nduced final demand. A more realistic

esituation may be somewhere between the two cases.. Some domestic 1nputs have
to be produced because they belong to the nontradabie category (e Gos electri-

_.city, trade and transport) But the main_cong]usion remains true: savings



| ccordingly:réduced. ahdﬂmay even become ﬁegative
'wfl]ldepend'on'theiability to raise the

- burden wposed by foreign capita1,

o AL

and on the additisna?

rate of saving,

1lewglhgy;Ebntfnug[tracjngithe_productiongﬁeéds,
>indiréct,inpqts,fassumihb'again availabiTity
'Sﬁiljfméfﬁtain“the

by estimating the serfes of e

of sufficientcapatities,_ But?ﬁeifif'_ .
assumption of absence of capacities required for ijg
demand, He keep the first two columns a

éijfﬁndifecgwinputs as 1n Tab

uce&: ﬁ" " |
s_in Tab1g.(5).but add a new.co]umn'for' ._ f
le (3)'fbr;ekampie;

| This COTumnindicatesthe RS
ﬁiﬁgﬁrﬁﬁfoddétion needed to put on the market the direct input§;'45,'$hd théuff L. _
f[':sﬁmtﬁfa;kof iheir direct and indirect inputs, Further it records‘the impoft§fj ‘.. -
'3 ;10f’fOfe19n;f1rect inputs, 13,.and'theTfOTIbW1ng series of'impohtgd 1"p“t?fj;Thef;]fi s
series of'ﬁédﬂuctibn of_inputs{rajsesaddiﬁioné] VQJué.édded,?_37;'whfch.1sf§hevzﬁfi3 

1qifferen§e‘bg§ween_direct domesf1c fﬁputS; #5;1and'thgjndirect'impqrtedfinputs,“-?*7';

S 8-'Indﬁ¢edf1naldemahd;js[then'ihchéasédlby a'ffaCtiéh;-sr,say;'of the_addiLigra"fV}'“'
. This 15 suppied through fmports

ourth. columm, Table (5).

© . tional ‘value added,

» given within thecorrect“
< ve Ttem of R bt




Table (6) Project Effects; Avatlable Direct

and Indirect Inputs

Initial

Mrect

Total

Excess of Uses

I | Indirect Corrective :

- Sources and Uses Effects Inputs Inputs Effects Effects

" Domestic Production  + 250  +105  + B4 . + 429
Imports - 280 + 45 + 21 + 136 -~ 48

Total Sources D 418 4105 + 138 + 301
" Value Added $I00 0 + 47+ 37 . + 184
“Intermediates N -
-« Domestic +105 ¢+ 45 4 39 - + 189
- = Foreign 4+ 45+ 13+ B - + 66
Final Demand + 65+ 40 4 3] - +136

Total Uses +2I5 4+ 98+ 78 - + 391

+ 215 - 52 - 27 - 136 0

The meaning of the last column is as follows;

a) The saVing of 250 of imports has first to be reduced by (45 + 21 = 66)

as direct and indirect imported inputs, giving.lac.

b) This 1gaveslthe-economy with thie same amount as value added (direct and

indirect). o
c) Account has to be made of depreciation of foreign component (direct and -~ =

-:_'f 1ndiréét) as.weIT as of net dividends to fgreign investors,
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;ﬂoAiAddfng to the 1atter item 1nduced consumption,'we obtain fina!
;fdemand 1nduced by the project. 136 Since we have al1owed capa- .
| if‘Cities on]y for all types of 1ntermediate demand, we have to -
:@75'”:' account for fina! demand through further imports. This is the
53;}va1ue of - the corrective item In this case. o

'i:hTotal 1nduced demand Teaves a saving of 48 which represents the

R - final saving of fore1gn exchange induced by the proJeot. It has rzr_iru
= '~ been shown that this should be reduced 1f savings (ESPEC1a11y of :
~ public administration) were lower, and Jor demand for project's

. products higher than substituted :imports.

B This casts a good deal of doubt on the 1mport-sav1ng nature of 1mport—

*-f‘substitution proJects.

T e g;port”- Promoting Acttv1t1es£

o 36- The previous calcu1ations apply with some modification to export- -
| oriented projects. It may be noticed, however. that whereas comparison‘
" of production and imports may be made at the level of producers’ prices,
"here we have to base calcu1ations on users prices. Products-directed
" towards exportation have to pass throggh trading channels (including =~
: hanking ahd-internal and external transport)., For example, if trade
margins here.loz, the production of the oroject itself would be around

.. 225, the '.remaini'ng-25_wo,u'1_d'b'e produced within the distribution sectors, -
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P The induced inputs and final demand may be calculated as in the first =

%ﬂ:_TCoiumns'of Tables (4) - (6). However, there will be another increase in

final demand, namely the exports due to the project, 250. This means tnat '

both sources and uses would be higher than before by 250, which means that

7 the excess of uses over sources will remain as before.' Hence further adjust-f_r

o ments fo]low the same pattern and lead to the same results._

| _Table (7) Project Effects;'ud 1d1eJCapacit1es_:

Initial  Secondary  Corrective  Total =

_ Effects  Effects Effects  Effects
_ Domestic Production L w25 25 . 4o
S Imports : - =+ 15
i*jjTotoI‘Sources S 255 o+ 25+ 215 +465
" Valueadded 4+ 8  + 18 - %00
' Intermediate‘ | . , o o .
=~ Domestic . 4100 o+ 5 2 4108
= Foreign E T 2 + 45
“Final Demand T | S . S
= New Exports = +250 0 - . +250
- Induced R S | B -+ 65
~Total Uses . +197 +268 IETRY T
Excess of Uses * - 28 +283 215 0

;3This table compares with table (4) with the second column added to separate ;j;%f'f;]*if

- trade margins from the production process. The totals of components were

, assumed to be as before to avoid differences between project structures,
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‘ The foreign exchange savings is the difference between new exports and 5
total additional import5° 250-215 - 35 as before.‘ Similarly for other .ﬁjf]

C&SES .

37' The above ﬂrgument means that the two types of projects c0uld be identicalit' :

?‘ﬁ‘ in their effects. Differences can arise as a result of differences in

. ff project structures._ He have to 100k for features that make one type ;7f1f—--~
‘ generally more beneficial than the ether: o |

‘il:a) The market-stimulation effect is pronounced in import-replacing proJect.iQ'j'

%fdjwhile it may be completely absent in export-oriented ones. This would

‘hif g;help maintain a higher savings ratio in the latter case. This is clearf;,

.'rfiflin ruralnurban cases, where cash crops are exported" from rural areas ?;f_f{
;f"fi without affecting demand except in the secondary stage of income utiliza-.fj;;
tion.. ' N , | _ _ ,7 ﬂ_
fb) Import—substituting projects have to be fitted to the size of the domestic ;
- market which. is generally quite limited In general exports have a wider |
market. and projects can easily be constructed according to economic
B considerations. N R R
: :'c):The import-substitution process implies the extension of activities over
fa variety of products, leaving smaller chances to gain and improve |
. technological knowledge so long as domestic markets are limited. In the
t case of exports,concentration of. activities makes it more economical to
"allocate relatively smaller resources for quality improvements, i.es. afzi:dr-'

| 15proportionately less expenditure on this type of overheads. For example.ef
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1;ent resources to quality improvement._ v _Q AU

'“iThe last argument is an item within the general category of economies of
Qscale._ This has great implications with respect to a variety of related

ﬁactivities (external economies) including specialization in trade activities.

“ ﬁ;_.w;

iR tne mass production of cotton made it possible for Egypt to allocate suffici-g‘;” .

,,”economies of education and training, steadiness of employment, power genera-ztli_

Generally'speaking exporteoriented activities'are more resource-based'than":,ur?'

Hf:demand-based This gives the planner a larger opportunity to ensure higher

iﬁ“fyefficiency of resource utilization. In the demand-oriented activities, the .
L choices are between alternative technologies and comparative benefits Judged
o .‘cin relation to resource availabilities. This may ensure the economy of using -
:1siffnresources in the given activities, but need not ensure the best utilization _"

”1of resources in the large. For example, with the expansion of demand on.

'575_*1 popu]ar types of textiles, more high.quality cotton had to be consumed in the ffi:

: *i; import-saving textiles industry. An alternative process, recently introduced :ff

c 0

is to direct that cotton to a more economic use, namely exports, and import

m”:-'more appropriate, hence cheaper, qualities.

Proaects designed to replace imports, initially go for final consumption needs."_;;__y
- While the final consumer is the least knowledgable about the technological '
j specifications, he is at the same time the ledast stable in demand. With the l-‘* s

flrapid changes in a consumptionu-'minded culture dominated by technological
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‘fsyfwould have raised imports of new types. of intermediate and capital goods

e dlk:-

'1'JT;_races in affluent economies, stability of markets is always- diminishing.
| nynless strong measures. costly to the developing economy (customs barriers, f.

’fsub51d1es etc,) are taken, home produced goods may suffer greatly. and social

3ff:ipdissatisfaction may cumulate. ;1LQ§HJ.T“-]-‘* e

In secondary stages, as shown before, initial demandnoriented activities ._;p.;.,

"'“'categories. Derived demands will be fractional but cover wide ranges of goods..e
- .This raises difficulties in discovering new’ areas giving enough justification for

'E_pnew 1mport-substituting projects with sufficient markets to make them economic

8 . The specialization made possible (though not necessary) by export-oriented

h)

f-faf‘activity can. create enough markets for feeding industries.f Specialization in
:F}se'these latter may even make it possible to direct a part of their OUtPUt to

o 'exportation (e g., the case of Netherlands)

COmpetition in the world economy usually forces domestic activities to watch

efficiency requirements.. This condition can be easily relaxed in activities

: directed to the local markets, thus leading to significant waste of resources

)

:.and to persistence of low productivity hence wage rates.

However, since the planner possesses a smaller degree of control on demand for
exports, economic activity may not be able to escape the short-term and secular

changes 1n world markets. .;.B _ this applies also to imported goods, the

: ffdemand for which becomes less elastic when they shi’t from final to intenmediate

"'uses.‘ The problem calls for ‘a careful analysis of patterns of terms of ‘trade.
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In this respect 1t may be noticed that export-oriented ectivities may

“'“q awoccur at any degree of manufacturingw This enables the choice of degrees

"**a_ :su1ﬁab1e for stabilization of markets., For exampYe oi?-producing countries

- ”fnfmay export raw oil But they may also go in refining and petrochemical

M 5f@;”products and export semi-manufactured goods or’ fina? products.. It is true Ee;

 ff’}~_that advanced manufacturing stages yield more 1ﬂc0me. But they way - L
L bevom inflexible, Thus if a fair price of crude ofl could be 0btained. it |

s may be preferabie to oi]-prbd"¢t5° By a fajr pr@ce is: neant the ‘share whieh f

”"leaves ‘the later stages with a margin covering cost including nonmai proffts,

'”"‘*nIf market conditions change, the flow of crude ni% could be adJusted.._fg*ﬂ

_7‘For oilnproducts such adJustments beceme ess contrﬂi]ab1e.

KT
o ”ﬂdemand and its expected evolution in the near future, To ensure a fairly
"rapid growth of activities selected accnrding to this principle, the pianner_‘

The import-substitution principle usua?ly accepts &he present structure of

mey find it necessany to give priority to prcducts with a high potentiai of
expansion of demands This may actua?ly tend to favcur thnse products which |

possess higher income eTasticities which arg ?uxurious or semi—?uxurious.

‘The production of essentials may be needed, but 1t will be difficult through

"them to achieve higher rates of growth This may be onz of the major factors

giving industrial1zat1on more glamour overs e.g., agricu?tun&? deveiapment. B

- The result would be, however, the deepening of elements and causes ofhna!-,:

‘distr1bution of - income, and d1stroiﬁng the structures and patterns ef the o

o .leveis of 11ving.
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':‘*Conclugions; N O

-“This essay was congerned. with the assessment of economic po11c1es =

o gontemplated in developing economies, The cases treated assume an “F”f "

Iff?'econamy with low 1ncome and difficuities 1n the balqnce of paymants. :;.H

;,The low Ieve] of {ncome could, nevartheless. be accomPGN1ed b5ﬁ
| ;:_,diffarent levels of effective demand. Rather than ca111ng them the {.LF;1
"”-*,g;;,daflationany and 1nf1at1onany caseS. we simply ca11ed them"he state

a)-adjusting demand, or, G
b) adjust1ng production

_sults in_she shorfer runs. They have recefved great attention n.

fraﬁkly cIaimed that 1n the IQng run we are al] deado_ Bus d@vai' iug
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. economies have to face squarely the prohiems of the 1onger ?Uﬂo, .
especial]y changes in production structures. It is here, and as a
o .,_result of the attention paid to the foreign sector, that exportworiented ‘

'and import-repiacing strategies have to be evaiueted.=

;'igg-hStarting with the demand adJustment approach, we censidered instruments of
iﬁiiiiaffecting various categories of demend and their impiscetions w1th respect )
”lrffdto "induced" types of demand basica]iy private coesumptioe. The ditferentn_fc;"
| ‘iation hetween the originai Ievols of demehd {deficient or excessive) en~e*?V9ri”*w |
o ab1ed us to see that the issue is not autometicaiiy solved by reversing 1
| directions of instruments. It has been a]so found out that the case of ex- f'
't. ce551ve demand (which characterizes the current situation of suppressed uhd
hifﬂ;fopen inflations) raises more difficultiesa Foy exempie, the effects of the |
""filchanges in the rate of interest become more compiex,' The curtailment of

"'3f,”5tpublic current expenditure is. difficuit to achieve, while the decrease in

”ﬂe',finvestment demand has iong-run damaging effect Beveiuation, wh1ch isf2?77144f

R _generally considered as a too] for oiosing the toreign gap, was found to haveft,*hf;t-'

‘:-%'fa possibiiity of success 1n the deficient demand case,- In the excessive

e .l;demand case. the policy has long been shown to be se]fndefeating;'gWe refer;g _:‘“-'”

here to the quotation given in the preface from Harrodo

%lc'The most- important feature 15 the depressing effect on domestic production of ffh
o ]_policies designed to correct the foreign be ance situatien. Even wten uoder~i' - e\;

uti;ized capacities exist, there is no guarantee that ther ere going te be -

l f; yut back to use through such poiicies. Ferther, ettempts te cur aii excessive ‘:

i
< ad
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‘,ldemand are more iikely to have a larger effect on domestic production rather

'V"“fthan tmports, ‘Thus 1t is found that a given reduction of 1nvestment | would

‘f.cut down imports by about 57% of its value. but the drop 1n home production .

is about 267%, invoiving a 90% drop 1n G,D, P. A simiiar argument- could be
developed for a reduction in subsidies, even if they were responsible for ex=
panded importation. being imposed on imported essentials. Dangers of recesse S

ionary effects are real. and call for reconsidering the demand structure'_

‘ rather than the totai demand level. This means that what s needed 15 not a

" mere curtaiiment in- some accessible demand items, but rather a treatment of

fu the reasons which heiped to create excessiveness in demand that was manifested

in expanded imports.

This invites oonsideration of policies intending to. restructure production.

- essentia]]y through the pattern of investment. No attempt is made to analyze

‘aiternative strategies in general, Two strategies relating to the foreign

sector were considered namely import-substitution and export-promotion.

Many economists express their worries about the latter, and the possibilities |

it creates of subjecting national decisions to external forces governing fOreign ]

a demand and world prices. They beiieve that an import-repiacing can create a

a more stab]e market and accept more direct controis. Before going into this,

we had to see the amount of truth of arguments made at the project level, %

. namely that the saving in foreign exchange is equal to the project's output

discounted by an amount equal to direct import contents.' Even when indirect

:importation is aITOWed for, we. have found out that the statement is erroneous,

| Since it is based on a formal balance rather than a more basic equilibrium.
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‘7if0ur ana1y51s and numerical examples point to the same conclusion'i*fa:"'ﬁﬂ"”‘W

'ﬁff The actua1 saving 1n foreign exchange is equal to the amount being saved

out of the 1ncomes generated, directly and indirectly; as a result of

the project itself and of the series of induced demands created consequen-‘

'“5]3 t]y. The same resu]t s reached for both types of projects; hence the

.hhti1le "1mport - sav1ng myth" Some dozen considerations were given to :
fhf_support the export - promotion sthategy} It was also evident that the
‘_'1mpoht~sub3tftutidn poiicylis more Tikely than not to produce a negative
"Tséving effect, in other wofds, it feeds ratheflthan subdues the excessive
g_,demand situation; and fails to solve the balance - of - payments deficit
,over'the lbngér hun. If it were true, one country, at 1east. in the wor1d

:could have done away with 1mports altogether '}



B
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