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‘ Framework of the Indicative Industrial Plan
for the Egyptian Private Sector
Through the Year 2000

Preiace

The current economic liberalization and reform policy is envisaged to enhance
the role of the private sector in the social and economic development in Egypt.
Liberalization of the economy - in turn - requires planning and scenarios for the
path of development that shall be pursued by the private sector, in such a
manner that coincides with the economic interests of that sector.

Indicative planning scenarios shall be based on tools that are totally different
from thcse adopted in the context of the central planning which has been
phased out worldwide. In specific terms, economic liberalization and market
mechanisms represent the determinants of the development vehicle, identify its
pace and draw up its future trends. Such determinants are essential for the plan
to become a realistic one.

Since the industrial Sector is the leading sector and the vehicle of development,
the indicative planning process for this sector shall be of a paramcount
importance in the context of the national planning.

Indicative plans, programs and projects provide data and information which
shall guide the private sector when making investment decision. Thus, they
represent a support for the private sector in the course of social and economic
planning in Egypt.

The General Organization for Industrialization plays a major role in the planning
and development endewvors including the formulation of policies and strategies
for the private sector ‘n the course of the different development stages.

Amongst the basic characteristics of the open-door policy- adopted by Egypt
since mid 70’s - is the encouragement of the private sector and the incentives
provided therefore to penetrate the different fields of the economic activity. By
the private secter we mean local, arab and foreign capital. The fields of activity
penetrated by the private sector include the small, medium - scale and micro
enterprises, along with extracting ‘ndustries.

-1-
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The indicative plan drawn-up in this document focuses on the small and
medium scale industries which include all industrial enterprises with ten {10)
and more workers, and with investments of about L.E. 100,000 - L.E.
3.000,000.

Historical Background of the Manufacturing Sector in Egypt ancu the Rationale
of the Plan:

Uptill 1950, the Egyptian manufacturing sector did not exceed 10-12% of the
Gross National Product (GNP). Structurally, the sector represented a mix of
simple consumrer industries which developed because of the availability of their
basic requisites, especially the agricultural raw materials. In addition, the
industrial entrepreneurs preferred to produce the types of goods which required
small investments, and those which did not account for significant
transportation and energy costs, nor those which implied complicated
technological processes.

Major industries during this period included: cotton ginning (the production of
which grew from 868,000 Kentar in 1940 to 1,400,000 Kentar in 1950),
spinning, rice husking, and soap.

The decade of fifties was characterized by attempts to encourage the industrial
sector and help it diversify and expand activities.

Amongst the major endeavors in this respect was the establishment of the
national development councils, the amendment of the joint stock companies
law, the reduction of tax, the increase in tariff protection, the reduction of tariff
on production supplies, the exemption of companies from corporate taxes for
varying periods which reached 7 years, the exemption of new stncks from
corporate taxes ror 5 years, and the exemption of non-distributed profits from
50% of the industrial corporate tax.

Nevertheless, the national and foreign private capital remained limited, a
manner which forced the government involvement in the establishment of
projects in some industrial sub-sectors to help promote such investments. The
government role, however, was confined t» some heavy and basic industries,
such as: iron and steel, chemicals, cement, electric cables, and tyres. The
second half of the fifties witnessed the first 5-year government industrial plan,
which comprised 150 projects, with an investment cost of L.E. 500 million.
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This plan represented the first step in the course of the government and the
public sector control over the industrial sector, whereby the private sector was
permitted to be engaged in industrial activities under the supervision and
control of the public organizations. Such a situation resuited in a siow-down of
the private industrial sector, the share of which did not exceed 20% of the total
industrial production in Egypt, which amounted tc about L.E. 1320 million in
1970.

As result, significant bottienecks took place in respect of many manufactured
goods and accordingly, it became evident that private capital, both national and
foreign, shall be attracted to the industrial field. Law No. 65 was issued in
1971, granting privileges and guarantees to the local and foreign capital.

However, the effectiveness of this law was weakened by the circumstances
undergone by the Egyptian economy at that time, including the preparation for
war and hence, the fear of entrepreneurs to be involved in business activities.

In spite of such adverse circumstances, the output of the industrial private
sector has increased by virtue of this law, from L.E. 330 million in 1970 to L.E.
475 million in 1974. Such an increase represented an incentive for the
governrnent to proceed further with the encouragement of the private sector,
in general, and the industrial private sector, in particular. l.aw 43/1974 was
issued (amended by Law 32/1977) to enhance the privileges provided te the
private investors. Specifically, the Law provided additional privileges, including:

= Facilitation of the provision of local inputs - produced by the public
sector - for the private sector, at cost lower than the imported ones.

] Streamlining of the importation of production supplies, and allocating
part of the foreign loans for the private sector.

] Establishing the Industrial Development Bank to facilitate the importation
of equipment by means of soft loans.
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Major Aspects of the Plan:

The Plan has a multitude cf aspects, including:

1.

Set-up of a data base for the industrial sector, covering:
Industrial production and factors of production.
Employment, wages, and working hours.

Capital assets.

Financial indicators.

Economic indicators.

Population.

Micro and Small industries.

Foreign trade.

Development, in quantity terms, of the industrial output.
Development, in quantity termé, of the industrial consumption.
Commodity balances.

Macro economic indicators.

Input-output tables and national accounts.

Draw-up of a package of computer programs to operate and update the
data base, as well as formulate the different industrial plans.

Provision of the appropriate methodology for industrial pianning.

Provision of commodity balances.
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Limitations of the Plan:

1. Historical data: 1970 - 1988.

2. The Plan is drawn-up on the levels of activity, product, and project.

3. The Plan deals with the regional aspects globally, excluding the mining
industries.

4, The number of industrial activities ranges between 3 and 27 activities.

5. Data cover industrial establishments wit:i 10 workers and over. Certain
data about micro enterprises are also provided.

6. The indicative industrial plan is drawn-up in the framework of the
national economy.

Objectives:

1. Set-up of an indicative 5-year industrial plan for the private sector in
Egypt, in the framework of a 10-year plan and of the Egyptian economy,
in general.

2. Formulation of an appropriate methodology for the plan, to be taken as
guidelines in the future.

3. Build-up of an integrated information - and data - base apt for expansion
and updating in the future.

q, Draw-up of a package of policies and procedures, capable of encouraging
the private sector t¢ put the indicative plan into effect.

5. Concluding a list of industrial projects, which meet the requirements of
technical and economic feasibility, in order to be carried out by private
investors.

6. Froviding advice and building-up expertise by means of on-the-job

training for GOFI staff, in order to enable them to carry out the planning
tasks in the future, based on the outcome of the economic liberalization
and reform policies.
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. 5- Components and Sources of the Data Base:
Components :

1.

Statistics of the industrial production and factors of production {2+ 3
digits):

= Factors of production, by industrial activity and subsector,
including: output, supplies, manpower and wages.

n Factors of production, classified by governorate and numbers of
workers.
n Capital formation.

Financial indicators, including basic indicators, by activity and sub-sector
(2 + 3 digits):

= End-of-year accounts.
= Final accounts.
L Sources gnd applications of funds.

Economic indicators, by activit\/ and sub-sector (2 + 3 digits).

Employment statistics, by activity, governorate and sub-sector (2+ 3
digits):

. Statistics of employment, wages and working hours.

a Statistics of population and manpower.

National accounts, by activity and sub-sector (2 + 3 digits):

u Tables of output, consumption expenditure and capital formation.
= Tables of income, expenditure and capital financing.
-6-
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10.

11.

Statistics of population, according to the different distributions and
projections through the year 2000.

Household budget, distributed among product groups, and according to
the income brackets in urban and rural Egypt.

Foreign trade statistics, on product basis {2, 6 digits):

- Exports, quantity and value.
= Imports, quantity and value.
L] Prices of exports and imports.
= Trade balance.

Consumption of goods in Egypt, including total and per capita
consumption.

Prices of industrial inputs and products on the basis of:

[ Factory price.
= Consumer price.
. Wholesale price.

Industrial output, including:

. Quantities and values of production of the items manufactured by
the public and private sectors (37 industrial sub-sector).

= Quantities of manufactured goods in the public and private
sectors.
. Quantities of goods transferred for manufacturing in the public

and private sectors.

» Value of manufacturing processes undertaken by the different
institutions for the account of others.

-7-
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12.

13.

14.

15.

Inter-sectoral tables:

L National accounts tables and input-output tables.
= Manpower matrices.

s Imports matrices.

e Exports matrices.

Statistics of financing sources, including:

s Banks financial positions.
= Liquidity.

. Deposits, local and foreign.
L Credit, local and foreign.

Statistics of micro enterprises, including:
n Numbers of workshops, bv district, city and activity.
. Numbers of workers, by workshop and activity.

Statistics and data required for the analysis of the propose< projects’
feasibility.

Sources of Information:

1.

2.

Central Agency for Public Mobilization and Statistics (CAPMAS).
Ministry ot Planning.
Federation of Egyptian Industries.

Handicrafts Federation and Local Units.
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Ministry of Manpower.
The Banking System.
International Statistics.

Fizld data collected from production units and distribution outlets.

Period covered: Time series for the period 1960 - 1990.

Planning Methodology and Analytical Techniques:

A-

1.

Analytical Studies:

Statistical and economic analytical studies:

L] Developments of the industrial structure.
. Structure of imports and exports.

] Wages and productivity.

= Human resources.

Maijor tools:

= Production functions.

. Human resources functions.

n Statistical measures and parameters.
s Inter-sectoral models.

» Cost/benefit analysis.
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Financial studies:

n Applications of financial analysis, by activity and sector, based on
the statistics of the financial and economic indicators.

Utilization of the inter-sectoral models for the analysis of the structure
of the manufacturing sector and the determination of the ieading sector.

Commodity balances for the manufacturing sector:
- Developments of commodity usages.

L] Developments of commodity and resources.

Planning studies (Indicative Plan through the year 2000):

Macro-level model:

n Sectoral production and income.
a Capital formation and financing.
. Consumption expenditure.

Sectoral model, and alternative development scenarios and industrial
plans.

Commodity-level studies and projections for the year 2000:

n Industrial production.

s Industrial exports and imports.

. Apparent consumption of industrial goods.

L Demand functions for industrial goods.

. Derivation of supply/demand gaps tor industrial goods.
-10-
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4. Project Financing (banking system financing).

5. Utilization of the cost/benefit analysis technigque, with computer
applications.

C- Computer packages used:

1. Quattro pro.

2. SPSS.

3. D Base |l and IV.

4. COMFAR.

Study’s Users:

1. Senior management of the manufacturing sector:
» Reporting system.
s Rapid decisicn making due te the automation of the planning
process.
2. Private industrial investor:
a Data and information required for the establishment of a new

project or for the management and operation of an existing one:
. A listing of projects for selection and implementation.

3. Middle level management in GOFI and the manufacturing sector:
GOFI’s role has developed to be a planning rather than an administrative
one. The planning process - in turn - requires modern technique and
automation. This project provides the middle level and executive

management with information and techniques about the planning process
in the future.

-11-
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Proposed Project Profiles:

Project profiles are drawn-up on the basis of the following factors:

- Market needs, arialysis of supply, demand and gaps through the year
2000.

. Sources of finance availab'e for the concerned projects in the banking
sector.

a Vertical and horizontal integration of the plan and the proposed projects.

= Technical, financial and economic feasibility.

The plan concluded 150 project profiles, distributed among the different
industrial activities.

These proposals are directed to the following groups:

a Egyptian businessmen.

L Arab and foreigr investors.

L Financing institutions. i

s Federation of Egyptian Industries.
. Planners at the different levels.

-12-
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' 10- Components of the Study Plan:

1.

Relative importance of the manufacturing industry and the private
manufacturing sector in the Egyptian economy.

Data base, and basic economic indicators of the private manufacturing
sector.

A future outlook for the industrial private sector.

Policies and procedures which ensure the encouragement of the private
sector to carry out the indicative plan.

The plan components have been deait with through two
phases, namely:

Phase |

Relative importance of the manufacturing sector and the private
enterprises.

Data bases and the structural and quantitative analysis.

Past, present and future commodity balances.

Phase Il
Future plans for the industrial private sector.

Policies and procedures necessary for encouraging the private sector to
implement the indicative plan.

The following chart indicates the phases of the Plan:

-13-
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First Phase

Indicative Plan Preparatory Phases
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Chapter One
The Relative Importance of Manufacturing
Industries & Industrial Private
Sector in the Egyptian Economy
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1.1

Industrial Growth and Stiuctural Change Phases in the Egyptian
Economy:

1- Industrial Growth and Structural Change:

Tables in the statistical appendix highlight the pattern of growth and structural
change of the private industrial sector and contrast it with that of the public
sector and the economy as a whole. There are two sources of data related to
the industrial sector whose coverage are different. Figures obtained from the
national accounts combine the manufacturing and mining sectors excluding oil.

However, since the mining sector other than oil is insubstantial, the figures
given there provide a good indicator for growth in the manufacturing sector.
Besides, they have the advantage of covering all manufacturing activities
including small scale enterprises and the informal sector.

On the other hand, the detailed data regarding the manufacturing sector at a
two-digit level of disaggregation by <ub-activity are obtained from the industrial
census conducted by CAPMAS. The census covers only enterprises employing
more than 10 workers and/or capital of more than L.E. 5,000. The aggregate
national account figures and the desegregated census are beyond comparison,
they complement each other. There seems to be no inconsistencies between
the two sets of data as far as the main trends of industrial growth is
concerned.

The period covered (1975-1990 ) could be divided into three d:stinct sub-
periods as far as the growth cycle is concerned: 1975-81/82, 81/82-84/85,
84/85-89/90. Growth in real aggregate GDP peaked during the first period (9%
P.a.), then decelerated afterwards to 6.3% over the two subsequent periods.
This could be explained by the massive inflow of external resource inflow from
many sources and its tapering off following the s<cond ocil price shock after
1981.

The pattern of growth of total manufacturing followed a similar cycle, but with
some lag in the first period and a lead in the third. It grew at 6.9% in the first
period in contrast with 9% for aggregate GDP, and at 4.7% during the third
period, thus exceeding that of the GDP (3.9%) The outcome was an initial
decline in the share of the manufacturing sector in GDP. The leading growth
sectors then were oil and other staple windfall incomes.
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But with the decline of overall growth since the beginning of the 1980s,
industrial growth seems to have picked up momentum as well as autonomy.
This is more evident from the data related to the formal organized
manufacturing sector, both public and private, but particularly the latter.

The rates of growth of th2 public manufacturing sector during the three
successive periods were: 2.0%, 4.3%, and 9.8% consecutively. Its slow
growth during the first period (only 2%) could be explained through the impact
of the so-called "Dutch Disease” that normally accompanies a sharp rise in
windfall foreign exchange resources. However, growth not only continued in
the 1980s but even accelerated, reaching a rate of circa 10% towards the end
of the decade.

The rate of growth of the private (organized) manufacturing sector was
substantially higher and was sustained throughout the whole decade and a half
(1975-90) with a short-lived miid lull in the first half of the 1980s. It grew at
15.9%, 12.3% and 15.9% during the three period. Accordingly, its share in
total GDP almost doubled form 25% in 1975 to over 40% in 1990. The private
manufacturing sector has started to become significant and capable of acting
as an engine of industrial growth if its potential is appropriately utilized and its
organizational constraints alleviated.

The accelerated growth of the manufacturing sector’s output in the second half
of the 1980s, in spite of an overall recessionary trend in the economic, could
be explained mainly in terms of recent macro-economic policy reforms. The
steady decline in foreign exchange resource inflows and capacity for external
borrowing, particularly since mid-1980s, imposed stringent stabilization policies
aiming at contracting domestic aggregate demand and absorption.

Consequently, the rate of growth of real aggregate consumption, which
reached a level of circa 7% in the second half of the 1970s, declined to less
than half that level (2.6%) in the second half of the 1980s. The decline in
public consumption was even sharper reduced as it was from 7.2% in the first
half of the 1980s to 1.9% in the second half.

Real gross fixed investment followed the same pattern. After having increased
at 16.8% in the first (1975-81/82), it declined to 1.5% and 0.0% in the two
successive periods. Public investment declined at an annual rate of 1.9% during
the last period. The resuit was that domestic demand and markets contracted
during most of the 1980s.

-16-
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. Accordingly, the accelerated growth of industriai output (manufacturing) in the
face of an overall of contraction of domestic markets and demand means that
growth sources of demand turned markedly towards impert substitution,
exports, and some local production sectors which meet the needs of high-
income groups. The latter income group’s demand has not been affected by the
overall contractionary trend in the economy.

According to Ministry of Planning data related to the growth in the industrial
sector’s intermediate import requirements, it declined from 21% to 10% of
total industrial production (i.e. it was less than the half) over the period 81/82-
86/87. Likewise, the industrial sector’s balance of trade deficit was reduced
from 16% to 7%.

Such figures indicate substantial intensification of import-substitution
industrialization which is a major goal of publicly announced policies.
Meanwhile, the share of industrial exports declined from 5% to 3%.

Total industrial exports in current L.E. increased form L.E 200 mitlion in 1976
to L.E 7.6 billion in 1986-87. Its growth accelerated, particularly since the mid
1980s, and more than doubled by the end of the decade. Private industrial
imports increased from L.E. 69 million in 1983-84 to L.E 126 million in 1986-
87 (i.e. doubling over a period of three years). Nevertheless, it still accounts for

. only 14% of total industrial exports as compared o a share of cver 40% in
output.

Growth in private manufacturing activities has been predominantly an inward
oriented, derived one. It is only in recent years, with domestic demand
contracting, that it began to seek expansion and/or higher level import
substitution. On the whole the overall export orientation of Egypt’'s industrial
sector remains very modest amounting to $800 miilion only in 1986-87.

Recent macro-economic policy and the modest regulatory reforms contributed
to the above described pattern of industrial growth and its still predominately
inward-orientation. Aside form the above mentioned stabilization policies aiming
at reducing aggregate absorption, the exchange rate and price policies need to
be single but for their substantial macro and structural impacts on industrial
growth.

-17-
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The average annual rate of devaluation of the Egyptian pound’s exchange rate
was 8% during the period 1975-1980. This rate has, since then, accelerated
to 15%. This naturally provided an additional margin of protection for domestic
industries over and above the already quiie elevated rate af effective nominal
protection ranging between 100% to 300%.

Such a high level of total protection, coupled with declining foreign-exchange
supply and accordingly import capacity, provided a substantial incentive for
import-substituting industrial growth, both public and private. Further incentives
were provided through regulatory reforms such as price liberalization and
deregulation, extension of incentives of foreign investment laws to private
investors, easier defects licensing and other regulation related to investment,
etc. These added to the profit margins and incentives for industrial expansion.

To the extent that these reforms contributed to industrial growth, they are
commendable. However, they have a serious negative long-term side effect.
Whatever industrial growth has been realized, it was achieved under Lighly
protective conditions and is therefore non-competitive in export markets.

Studies of the domestic resource cost of public enterprises in the 1970s
indicated a ratio of more than one for most of these projects which make them
non- competitive internationally. The same criteria is likely to apply to more
recent industrial growth and its cost efficiency, including that cf the grivate
sector.

Now that domestic markets are contracting and given the fact that industrial
growth can only be sustained if the marginal rate of industrial exports exceeds
that of output, a predominant import-substitution growth would be harmful in
the long-run and would reduce the industrial sector’s competitive edge and thus
reduce the marginal rate of growth of industrial exports rather than uplift it. The
crux of the matter, then is that industrial growth, whatever its pattern of
allocation amongst type of demand, must take place under competitive internal
market conditions.

Lastly, another factor encouraging inward-oriented industrial growth relates to
monetary polices. Low nominal interest rates and an easy credit policy led to
rapid expansion of credit offered to inJustrial manufacturing sector increased
to finance industrial investment at negative interest rates. This applied to both
public and private sectors.

18-
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‘ Accumulated commercial banks credit to the organized private sector amounted
to L.E. 651 million in 1975 (409 million for the public business sector). In
1982, it had risen to L.E. 3.9 and 2.9 billion for the private and public sectors
respectively. In 1989, the figures were L.E. 17.3 billion for the private sector
and 9.0 billion for the public one. Bank credit from L.E 4 billion in 1987 to L.E.
14.4 billion, an almost fourfold increase over a period of only three years.

Such a high level of financial leverage and growth in the industrial sector bank
borrowing contributed the macro-economic to the imbalances of firancing
structures and costs as well as on level to growth in domestic credit, money
supply and inflation.

Such a credit extravagance is not sustainable, and the interest rate has already
raised sharply. Industrial growth in the 1980s was not based on solid economic
foundation and need *t0 be revised and rationalized if it is to continue and
accelerate in the 1990s.

So far we have highlighted the pattern of growth in industrial output and its
linkages with the rest of the economy. We have also assessed briefly sources
of growth in d.mand particularly in the light of contracting domestic absorption.
Below we discuss briefly the sources of growth from the supply side.

‘ The neoclassical approach te assessing the scurces of growth in supply flows
depends on the production function. Thus output growth is made a function of
its inputs growth mainly: labor and capital.

Since empirical evidences indicated that growth in output can substantially
exceed the growth in factor input, the remaining residual is attributed to growth
in total factor productivity which ic 8 composite of many other factors such as
efficiency, factor utilization, economies of scale, externalities etc.

However, the Egyptian economy departs substantially from some of the
assumptions underlying the above methodology. Firstly, factor and product
markets are segmented and, therefore, prices and rates of return are not
equated at the margin. Secondly, the commodity composition of output and
factor mix are changing rapidly. Therefore the pattern of growth and structural
change and its consequential changes in factor allocation constitute a major
source of growth other than growth in factor inputs and levels of efficiency.
This additional source of growth must therefore be taken into consideration in
trying to account for growth in industrial output in Egypt.
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With regard to growth in capital formation, total gross fixed investment
increased rapidly after the Infitah (16.8% during 1975-81/82) then completely
stagnated throughout the 1980s. The average annual rate of growth over the
whole period was just about the sa.ne rate of growth as GDP. As for the
manufacturing sector, the rate of growth of real gross fixed investment
exceeded that of real GDP. For the formal industrial private sector the
respective rates of growth were 15.5% and 11.7% respectively.

The available evid~~ce then indicates capital deepening in manufacturing and
arice in the capital/output ratio. On the other hand, the overall average growth
rate of employment in the manufacturing sector over the whole period was
3.3%, almost all of it emanating from growth in private sector employment
(5.8% p.a). Private industrial employment accelerated, particularly in the
second half of the 1980s, reaching a high level of 12.4%. One can safely
conclude form these figures that the capital/labor ration of manufacturing in
general and of the private sector in particular has increased.

Growth in factor inputs constituted a major source of industrial growth over the
period 1975-90. However, its contribution fluctuated with capacity utilization.
During periods of expansion, factor productivity would rise, and the opposite
would happen during periods of slow growth.

Part of the growth cycle is related to foreign exchange availability which is &
major constrain on industrial growth given its overall high imports intensity of
over 25%, if we account not only for intermediate inputs ( referred to earlier)
but also for raw materials and capital goods. The external resource inflow cycle
and its correlation with levels of capacity utilization also explains a major
portion of the estimated fluctuations in TFP changes in efficiency, economies
of scale, etc. are unlikely to have been a major source of change in TFP over
this period.

The patiern of structural change in industry contributed not only to growth in
output but it has also affected average factor productivity. A shift in the
industrial sector’s commodity composition from raw material processing labor-
intensive technologies to higher value-added capital intensive ones must have
been a factor in the estimated rise in the ICOR to levels approaching 10.
Another contributing factor to the high capital intensity and low productivity is
the cheap cost of capital relative to labor, particularly if we take not only the
direct but also the indirect cost of labor, pecuniary and nonpecuniary, into
consideration.
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The pattern of structural change has been quite substantial. Over the period
1975-89 the share of traditional raw material processing consumer goods
industries declined from over 50% of total output to circa 40%. At the same
time, that of higher capital-as well as import- such as metal products,
machinery and transport equipment almost doubled, accounting for circa one
third of the total industrial activities. It is also to be noted here that structural
changes took place w .nin each of the 2-digit industrial activities. Also, the
period witnessed a great deal of internal substitution, with formal industries
substituting for previously informal ones. These structural changes affected
both factory mix and their productivity.

In conclusion, it must be pointed out that while the period since the Infitah has
witnessed a significant growth in industrial output and capital formation,
particularly by the private sector, its present level is still extremely modest in
comparison to both the country’s potential and need. Since 1973, Egypt’s civil
society (keeping governmerit aside) accumulated large sums of financial wealth.
A major portion of these resources 'vere invested not in productive activities,
including industry, but in financial assets, including foreign exchange, real
estate speculation, housing and durable consumer ¢nods. The reason has been
the lack of viable, accessible and profitable investments, especially in industry
for which there is a great need. The reason is mainly the stifling regulatory
framework, inappropriaie macro-economic policies and negative rational
expectations,




MIDDLE EAST ADVISORY GROUP doun gl @ puiadl Qi )\diand] A paarl!

. 2- Stages of Industrial and Economic Growth:

Long term industrial growth in Egypt in the past Second World War passed
through three analytically distinct phases. Inter-phase years are often marked
by slowing down of growth and efforts to achieve structural adjustment. The
shift from one phase to another has occurred due to the exhaustion of growth
sources of the old phase and the emergence of major imbalances in the
economy at both macro and sectoral levels. The external sector has played a
predominant role in this regard.

The first phase came right after the war and was triggered basically by primary
commodity exports and the resulting increase in income and domestic demand
for industrial products. This was fcllowed by import substitution growth which
took place in the Iate fifties and first half of the sixties. The third phase began
in the mid seventies and was domestic demand led. It lasted for nearly a
decade before beginning to decelerate coming to a halt towards the end of the
1980s.

The industrial sector is presently in transition towards a new fourth phase.
Future growth is planned to be more outward-oriented. Such an orientation,
however, is not likely to exclude higher level import substitution. The main
difference between this latter import substitution is that it is planned to take

' place through liberalised and mere competitive demestic markets rather than
taking place behind high protective walls. One can therefore predict the coming
phase of industrial growth as likely being led by growth in tradeable products
within competitive market structures.

A. Primary Exports and Derived Industrial Growth:

Modern economic growth in Egypt was associated with growth in cotton
production and trade. While the expansionary phase of this growth reached its
peak level at the beginning of the century with the cotton area reaching its
peak level, it continued afterwards via vertical expansion albeit at a siower rate.
Growth in national income fluctua*ted mainly with fiuctuations in cotton prices.

The World depression of the 1930s and the Second World War acted as natural
barriers to industrial imports in Egypt. On the other hand population growth and
the emergence of a labor surplus, rise of nationalism, and industrial demand of
allied forces during the war prompted growth in industrial investment and
production capacity. The process continued after the war with pent-up
domestic demand for industrial goods. Expansion in cotton production and
trade, partly from war accumulated stocks, helped financing industrial growth.
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This initial phase of modern industrial growth in Egypt came to an end with the
turn of the fifties. The sharp decline in cotton prices after the Korean war led
to a drop in income and economic activity in general. Cotton could no longer
play the role of engine of growth. Industrial growth declined with contraction
in domestic demand.

The main characteristics of the industrial sector were as follows:

Industrial value-added in 1952 had aiready reached a level of L.E. 124 million
constituting 14% of GDP. However, industrial production catered mainly for
domestic demand. Industrial exports amounted to only L.E. 11 million i.e. less
than 10% of the sectors value-added. It should also be noted that the sector
was completely private with foreign private enterprises accounting for a
substantial share of the sectors output.

B. Industrial Growth Related to Import Substitution:

Industrialization was amongst the major national objectives of the political
regime which came to power after 1952. The achievement of this goal was
first thought via encouraging private investment both domestic and foreign.
However, given the political and social conflict between the new forces coming
to power and their aims at political and social change, and the established
order, aoverturne tg private scctor did net beer fruit.

The political and social environment, its change orientation and the risks they
entailed were not conducive for private investment. This internal situation
coupled with an external situation dominated by the Arab-Israeli conflict and
security concerns led ultimately to the government adopting a socialist road to
industrialization and central planning of development in general.

The process of socialization and rise of the public industry started first with
foreign enterprises being sequestrated then Egyptianised. A Five-Year Industrial
Plan was promulgated and the Five-Year Organisation for Industrialization (at
present GOFI) was established and charged with its implementation. With the
adoption of the socialization law at the beginning of the sixties the industrial
Plan was integrated in the first comprehensive Five-Year plan {1960-1965).

Accordingly, with the turn of the sixties the industrial sector had become
completely under government ownership and control with the exception of
some small enterprises. Even the latter were controlled indirectly via a number
of supervisory institutions and reguiations. Industrial growth during this phase
was, therefore public sector-led.
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The country’s industrial strategy was basically an inward-oriented import
substitution one. The initially established import substituting industry focused
mainly on consumer goods sectors ard their requisite of intermediate inputs.
The capital goods sectors were relegated to a future second Five-Year Plan.

The consumer goods orientation of the plan was dictated by market conditions
as well as political and social considerations. Consumer demand for industrial
products, satisfied mainly through imports constituted the bulk of domestic
demand and markets. The market for capital goods was still limited.

The country dlso lacked the necessary inputs for such industries including the
requisite capital. The political and social rationale for such a strategy, on the
other hand, was based on the fact that emphasis on capital goods would
require parallel changes in aggregate demand towards greater saving and
investment and less consumption which was felt to be inopportune at this
stage after many years of deprivation and high popular expectations.

The strategy brought about a substantial acceleration in the rate of industrial
grovh which nevertheless was not sustained for any prolonged period.
Industrial growth reached its peak in the mid-years of the Five-Year Plan, but
began to decelerate in its latter years. Rising macro-economic imbaiances as
well as exogenous shock (the Arab-israeli War in 1967) brought this phase of
industrial growth to its end. There was no second Five-Year Plan on
accordingly no shift to productive commodities sector’s development.

The statistical indications of this phase of industrial growth are represented as
follows. The real rate of growth of industrial output (value added) increased
from an average rate of 4% in the second half of the fifties to 6.5% in the first
half of the sixties. It thereafter declined to less than 4% in the second half of
the sixties. With GDP growing at annual rate of 6% over the period 1960-65,
the share of industriai output in GDP increased by over 4 percentages of its
level in the mid fifties reaching a level of nearly 19%. During this period
industry served as Egypt’s engine of growth.

The main source of industrial growth was capital formation. The average share
of industrial investment to GDP during the period of the first Five-Year Plan was
over 22% which was significantly higher than the national rate (18%). At the
same time industrial employment increased at an even higher rate indicating a
possible decline in average real output per worker in some industrial activities.
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. Industrial employment incomes and price policies led to a rise in the share of
wages in value added from less than 40% at the beginning of the fifties to
50% or more in the mid sixties. This was naturally at the expense of the
industrial sector’s surplus and profitability. But the policy was intended as a
means of achieving social and income distribution goals.

The impact of industrial growth on the internal trade balance was, however,
negative. The growth elasticity of the demand for imports in general and
industrial imports in particular was substantially higher than that of exports.
Industrial imports increased at current prices increased from L.E. 100 million in
1952 to L.E. 160 (1959/60), L.E. 265 {(1964/65), then declined to L.E. 250
million by the end of the 1960s. In the meantime industrial exports increased
over the same period from L.E. 11 million {1952) to L.E. 26 (1959/60), L.E. 70
(1964/65) and L.E. 100 {1969/70). The industrial balance of trade showed a
deficit of L.E. 200 million by the end of the first Five-Year Plan (1960-1965).

Another major outcome of industrial growth during this phase was the change
in the commodity composition of imports. The share of industria! consumer
goods in total industrial imports declined, while these of intermediate and
capital goods increased. This was due to the rapid growth of fixed investment
specially in industry.

' The slowing down of industrial growth since the mid-sixties marked the end of
import substitution growth. The external and internal macro-economic
imbalances forced a stringent control over imports. Since imports had come to
consist mainly of food and industrial producer goods, their decline led to a
parallel decline in fixed investment and major capacity under utilisation in
industrial activity. Both industrial and economic growth in general subsided.
Stagnation in the economy continued until 1974 and the take-off of the "Open
Door” policy.

C. The "Open Door” Policy and Industrial Growth:

A new development strategy was launched in the aftermath of the October War
of 1973. A new investment law was promulgated in 1974 (Law 43)
encouraging foreign and Arab investment. A more liberal development policy
in general has been followed since then. It aims at greater participation of the
private sector in economic activities, a lessening of public control and
regulations in areas such as pricing, trade etc.

The wholemark of ecanomic growth during this phase, aside from gradual
liberalistion, was the massive inflow of foreign resources via a number of
channels.
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First, the reopening of the Suez Canal, and the redemption of the oil fields in
Sinai brought about a sharp rise in foreign exchange earnings. The rise in oil
prices after the October War led to the multiplication of foreign-exchange
receipts from oil exports. The outflux of iabor in response to growing demand
tn the labor deficit oil-rich gulf countries brought an additional inflow of foreign
exchange in the from of workers’ remittances.

Over and above these sources, there was a rapid growth in direct investment,
long-term capital, foreign aid etc.

Tables in statistical appendices highlight the abave-mentioned financial flows
from abroad. Their total sum increased from $69 million in 1971 to $16331
miilion in 1985. Since then, these extraordinary resource inflows followed a
downward trend for the rest of the 1980s. The external situation changed once
more with the turn of the 1990s. The level of inflows once again soared to
$15721 million.

Such massive foreign exchange receipts were mainly due to exogenous factors
and were hardly related to the efficiency, competitiveness and general
performance of the domestic economy. They naturally had a marked effect on
the overall pattern of growth and structural change.

The share of these exogenous sources of income, due mainly to external
factors and stocks, in GDP lin L.E.) soared from an initia! leve! of 2% in 1971
to over 50% by the end of the 1980s. They come to constitute not only the
main source of income growth but also the engine of growth of the economy
as a whole.

These income inflows having emanated from exogenous external factor, with
a large portion of them consisting of earnings in the form of rent, affected
behavioral patterns and attitudes of government, business and households. The
main trend was towards consumerism, declining factor productivity and
efficiency as well as rising cost and prices.

The rapid growth in income from endogenous and exogenous sources brought
about a rapid growth in aggregate domestic demand. Private and public current
consumption as well as capital expenditures increased simultaneously. Overali
dornestic absorption (consumption plus investment) increased from L.E. 3062
million in 1970 to L.E. 5897 (1975) to L.E. 64003 millions (1988). In spit of
the slowing down of growth in real output, domestic absorption (expenditure)
continued to grow, reaching a level of L.E. 147043 in 1990/91.
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. The rate and pattern of nominal expenditure growth contrasts sharpiy with
those of real GDP over the same period while expenditure increased nearly
eleven fold between 1975 and 1988, real GDP increased by a multiple of 2.1
only (i.e. from L.E. 10695 millions to L.E. 22443 millions). Since 1988 there
has been no growth in real GDP.

The gap between the rate of growth of nominal expenditure and real GDP was
filled up through a sharp rise in net imports i.e. widening deficit in the external
balance of trade. The remaining deficit between expenditure and output was
made up for via inflation. The average rate of inflatien, both open and
suppressed, must have exceeded 20% p.a. Official statistics indicate an
average rate of open inflation of circa 20% p.a.
4

The period was also characterised by rapid expansion of monetary aggregates.
Domestic bank lending to the public (government and pubilic enterprises) sector
increased from L.E. 2634 millions in 1975 to L.E. 55249 in 199C. Likewise
lending to the private sector increased from L.E. 881 millions to L.E. 20428
over the same period. Money supply (M2) increased 32 times between 1975
and 1990/91. This credit expansion was provided at a negative interest rate of
around -10% p.a. or less.

The impact of the "Open Door” policy and its accompanying exogenous

. resource inflows and macro-econemic environment cn ingustrial Growih was
mixed. On the one hand, the period 1975-85 witnessed a fairly rapid industrial
growth, particularly of the private sector. The rapid growth in domestic demand
led to the continuation of a predominantly inward-oriented pattern of industrial
growth. This orientation was also fostered by the declining levels of industrial
efficiency and competitiveness.

Rapid growth in domestic expenditure with highly inelastic supply due to
regulatory, institutional and policy factors meant that the bulk of it was
satisfied through imports and rising prices. Moreover, capacity bottlenecks in
such domestic products as construction led t0 an even sharper rise in
construction cost. With construction constituting around half of aggregate
gross domestic investment, capital cost soared at an exponential rates.

Further more, rapid growth in foreign exchange, combined with a3 macro-
economic policy maintaining an overvalued exchange rate for the Egyptian
pound, facilitated the rapid growth in imports including industrial goods.
Gradual liberalisation and availability of imported industrial goods with better
quality and at a competitive cost in domestic markets exposed domestic
industries to greater competition.




MIDDLE EAST ADVISORY GROUP

laayd 9 puil] & Jliiandl Rnpaad!

Many enterprises could not adjust to such changes in marke: conditions, and
were forced to curtail sales, accumulate inventories and produce at below
capacity.

Therefore, in spite of an initial acceleration of industrial growth, the industrial
sector, both public and private, accumulated a highly distorted financia! and
cost structure constituting a major liability on their ability to compete in
international markets as well as in more liberalised and less protected domestic
markets.

Consequently overall industrial growth started to decelerate since the second
half of the 1980s. According to official figures, industrial growth which had
declined to an average annual rate of iess than 5% in the transition period
1965-73, accelerated to 7% in 1973-80 then declined to 3% in the first half
of the 1980s.

Since then, it has decelerated further such that for the period 1986/87-
1990/91 the rate of growth was only 2% . Consequently the share of industry
in GDP has fallen to below 13% since the turn of the 1990s.

The above pattern of growth applied to both public and private enterprises,
particularly the former. However, private enterprises benefited from an overall
orientation towards the preoducticn of industrizl gocds for which domesiic
demand is inelastic. Moreover, they_have greater flexibility in adjusting to
changing market conditions.

The share of the private sector has increased substantially since the adoption
of the "Open Door" policy and subsequent efforts to encourage private
investment, particularly Arab and foreign ones. In recent years, these efforts
and the incentives they provided were partially extended to national investors.

Consequently, the share of the private sector in total industrial investment
reached 27% in 1986/87 in comparison to its negligible level in the 1960s. In
1991/92 private investment in industry was at a par 'svel with its public
counterpart {50%).

The same trend applied to the two sectors’ relative shares in value-added. At
the beginning of the 1980s, private industrial value-added was less than haif
of the public sector’s. By the mid-1980s, they had become nearly equal. In
1991/92 the private sector output exceeded that of the public sector by a
multiple of 1.3.
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. However, as mentioned earlier, industrial growth was predominantly inward-
oriented for most of the period. It is only recently, with contraction in domestic
demand, that greater efforts are being exerted to seek international markets as
an alternative to the shrinking domestic ones. The 1991 devaluation of the
Egyptian pound gave these efforts a forward push.

Total industrial exports, which reached a level of over L.E. 200 millions in
1975, increased to one billion in 1986/89 and nearly L.E. 7 bilions in 1991/92.
A major portion of this increase, however, was due to the sustained and
accelerating decline in the exchange rate of the Egyptian pound since tne mid-
1970s. Rising export prices also contributed inflating the value of industrial
exports. In real terms, industrial export growth was more modest than is
indicated by its nominal values.

Moreover. while private sector industrial investment and output exceeded these
of the public sector in 1991/92, this did not apply to exports. In the same year,
private industrial exports were nearly one third its public counterpart.
Furthermore, the bulk of private industrial exports went to bilateral account
countries with only a negligible amount going to convertible currency areas
(L.E. 51 million in 1986/87).

' 3- Structural Adjustment and Industrial Growth:

The widening gap between aggregate domestic current and capital expenditure
(absorption) and real domestic output (aggregate domestic supply) could not be
sustained. It led to major macro-economic imbalances. As mentioned earlier,
the gap was filled up by a pari passu growth in net imports and a rise in ths
rate of inflation.

By the mid 1980s, the balance of trade deficit had exceeded $6 billions. The
growing external deficit was plugged through a positive net factor payments
from abroad, current transfers (mainly remittances) and capital inflows (mainly
borrowing and foreign aid).

The massive growth in foreign exchange receipts represented in oil exports,
Suez Canal revenues, tourism, workers’ remittances, foreign grants and direct
foreign investment, were still not adequate to fi!l up the widening external gap.
The remainder was financed through foreign borrowing.

By the mid 1980s, the external debt had reached a level of $40 billions.

Afterwards, it continued its growth path reaching $50 billions by the end of

the 1980s. The interest payment on the long-term debt amounted to nearly $2

billions in 1990. Ciearly, the external debt had reached a ceiling and its
‘ servicing became a major hurdle.
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. Accordingly, external financing of the debt became successively more difficult.
The country was forced to graduaily reduce the external gap, mainrly through
entailing imports. Long-term capital inflows, which had reached a level of $2.4
billions in 1985, declined to $500 millions in 1990.

Like wise, the internal gap between output and expenditure brought about an
accelerating rate of output inflation of over 20% p.a. Asset inflation was much
higher than that. This led to major distorticns in private investment allocation.
A major share of national saving was invested in real estate as well as other
physical and financial assets- including capital formation.

The Guif war (1991) constituted a turning point. The wavering of a major
portion of a major portion of Egypt’s external debt and the rise 2gain in external
capital flows and transfers in the aftermath of the war provided the country
with breathing time to undertake the requisite economic reforms it had
contemplated earlier.

In 1991 the Egyptian government negotiated and signed stabilisation and
structural adjustment agreements with the IMF and World bank. This cleared
the way for other aid donors to provide financial assistance. The reform
program started with policies aiming at macro-economic stabilisation.

‘ The Egyptian pound was devalued and the fercign cxchange market became
more liberalised. Similarly, interest rates were raised and deregulated. Efforts
were also made to curtail the rate of growth of money supply and reduce the
excess liquidity in the economy through the sale of government treasury bills.

This combination of macro-economic policies led to a gradual contraction in the
growth of dcmestic aggregate demand. Inflationary pressures were produced.
Both the real exchange and interest rates moved from negative for positive. The
widening differeritial between international and domestic interest rates brought
about large capital inflows leading to a surplus overall balance of payments.

This latter outcome was aided by the recessionary condition in the domestic
economy and the iow interest rate on the US dollar.

Stabilistion policy, according to the reform program, is to go hand-in-hand with
structural reforms.

Stabilisation policy reforms aim at demand management, macro-economic
balance and a stable environment. The structural adjustment policy reform
component aims at improving the responses capacity and eliminating the
structural inflexibilities hindering domestic output growth (supply).
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. The latter reforms range from privatization of a large portion of public
enterprises in activities which could be undertaken by the private sector to
institutional and market reforms aiming at deregulation and greater internal and
external competition in domestic markets. This include price deregulation, trade
liberalisation as well as the building up of competitive market structures anag the
requisite supervisory institutions and regulatory frameworks.

The implementation of these late structural adjustment reforms have made only
modest progress. This is due to economic as ‘well as socio-political factors. On
the economic side, the main hurdle has been the stagnationary state of the
economy.

Stagnating or declining output growth has been accompanied by sharp rises in
prices. This is in spite of the impact of stabilistion policies. One reasaon for this
outcome is the substantial devaluation in the Egyptian pound in 1991. Another
reason is the reduction in subsidies, open or hidden, including users, fees of
public services and, possibly, the recently instated sales tax. One can also add
the effect of monopolistic market structures, particularly in such sectors as
trade. Public enterprises, under pressure to show net profits, have also raised
their prices.

. Stagnation, coupled with rising unemployment and overall redundant !abor in

reforms.

This delay, however, is in its turn hindering more dynamic reforms of
enterprises, banks and markets (factor, product and financial). In essence, it is
an excuse for delaying output growth.

The above described situation constitutes the institutional and regulatory
framework, macro-economic environment and market conditions affecting
industrial growth in the 1990s. They signal the end of public expenditure-led
inward-oriented growth. Future industrial growth has to be more of an export
led one.

This in itself is a prerequisite for growth, it has to take place under liberalized
and more competitive domestic markets. Growth in industrial production via
exports or import substitutions requires 3 major restructuring of the cost and
financial structures of industrial enterprises. This, in turn, requires appropriate
structural adjustment reforms and changes in market structures towards greater
sectoral integration and competitiveness.
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The industrialization policy of Egypt envisages to change the structure of the
manufacturing industry, as well as shift the relative importance away from the
agricultural sector towards agricultural processing. Due consideration is given
to the coordination between heavy and light industries and aiso between the
public and the private sectors.

In 1987, the structure of the manufacturing sector was the following:

Output Percentage
(L.E. million)
Consumer industries 9365 45
Intermediate industries 6257 30
Capital industries 5421 25
Total 21043 100

Accordingly the ratios of the three categories are as follows:
Consumer industries : !ntermediate industries - Capital industries
1.8 1.2 1

The above ratios indicate that, according to Hoffman criterion, the Egyptian
manufacturing sector has not -so far- reached an advanced stage.
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1.2 Development of the Major Parameters of the Manufacturing
o Sector:"”

The growth rate of GDP of the manufacturing sector amounted 10 7.2% during
the period 1974 - 1980/81, and 9% during the period 1981/82 - 1986/87.
Table (1) indicates the growth rates of the manufacturing sector’'s GDP,
compared with other sectors during the period 1974 - 1986/87. Data of the
table reveal the following facts:

1- The growth rate of the manufacturing industries during the period 1974 -
1980/81 exceeded the corresponding growth rates of the agricultural
and services sectors. The mining and petroleum sector was characterized
by the highest growth rates during the same period, amounting to four
times the manufacturing growth rates.

2- The growth rates of the manufacturing sector were higher than those of
the other sectors during the period 1981/82 - 1986/87.

(1) The Manufacturing sector covers all manufacturing activities, being under the auspices of the
Ministry of Industry or other Ministries.

(2) Based on the statistics of industrial production published by CAPMAS.
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. Table (2) shows other figures - published by CAPMAS - about the production
of the manufacturing sector throughout the period 1952 - 1989/90, and th