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(II=5) Investment And Foreign Trade

Change in

Total

Case GeDoFuCoFo o0 1o Investment Exports Imports
0 62 092 8 841 70 933 - 92 787 = 112 852
1 73 038 8 841 81 879 . 143 760 177 631
II 79 482 10 135 89 617 143 760 177 631
11X 83 887 10 g70 94 857 143 760 177 631
iv 101 299 13 986 115 285 143 760 177 631

Change
I L 1?:6 0 + 15.‘# + 5“‘-9 & 5?-4
I1 + 2840 + 146 4+ 26.3 + 54e9 + 57e4
111 + 3561 % 2“01 ¢ 53.7 & 54.9 + 57.1}»
iv ¢+ 63.1 + 58,2 4+ 625 + 5409 + 57.4

Typed bys

MeSe/A. Abd Elfattsh
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(II-3) Factor Shares And Consumption

Vages Honwagas Publie Household  Total Final

Cage And at Factor Consump- “Consump=  ° Consump=
sSalarise Cost tion ‘ tion . tion
283 125 269 413 173 645 400 997 . S7h 642
I 283 125 258 911 189 826 : 403 318 593 144
11 283 125 311379 196 138 4idy 303 BHO 4kl
111 283 125 349 442 201 538 474 005 675 543
Iv 44) 344 420 187 274 862 620 022 . 894 884
Change | |
I o -1399 : + 9.3 + 006 ik + 3.2
1I 0 < 15-6 ; K 13.0 i) "‘ 10.8 7. L 4 11.5
11X 0 +29.7 4 16.l + 18,2 + 17.6
Iv + 5569 560 .- D4 5Be3 * 3496 . e 55,7
(Ilek) Savings And Ddficit
Business Household Gross ‘
Governmant o
Case Savingé Savings & - Savings Dg::fz;: ' _ Peficit
0 - 6887 33 517 24 238 50 8&8 - 20 065
I w» 3062 32 334 . 18 743 © - 48 008 _"-' 33 871
il 20682 - 38 536 S JWa: 556 -33 871
111 . 28685 43 082 =10 781 60 986 33 871
Iv - 13850 92 272 42 992 - 81 414 33 871
3t - 55;4 = 3.5 ‘e 22.7 L 506 + 68,8
11 x + 15,0 " + 946 .. + 68.8
11X xS + 28.5 'x + 19,9 ¢ 68,8

IV + 201s1 4 560 + 7ok 4+ 6040 + 68,8
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Table (II): Macro Variables And Their Changes From Initial State

(I1=1) Government Revenues

f " Other " Total "~ Share in Direct

Case gu::oma Indirect Indirect Business Taxes -
AL Taxes Taxes Surplus Transfers
0 44 955 28 0o? 72 972 38 202 55 584
I 71 109 28 007 89 1le 36 853 50 788
II v 71 109 30 574 101 683 43 922 71 215
IIX 71 109 32 853 103 962 49 104 77 157
Iv 71 109 43 658 | 114 767 59 578 86 667
Change \
I + 58.1 0 + 3568 = 35 - 8.6
iI + 58.1 + 9:2 + 39.3 £ 15.0 + 28,1
III + 5891 e 1?-3 + 42}95 L 287?5 + 38.8
Iy + 58,1 + 55.9 + 57.3 + 5640 + 55.9
(II-2) G.DsP. and itg Distribution
Buginessg Household GoD.P. at Value of
Case SpverANanty: Riteiaed Disposabla HMarket Total
nooKS Incoms Ingome : Prices Production
166 758 33 517 425 235 625 510 - 1,000 000
I 186 957 32 334 « . 422061 ° e 152 1,000 €00
I 216 820 38 536 440 831 - 696 187 1,091 646
II1I 230 223 43 082 463 224 736 529 1,173 019
iv 261 012 52 272 663 014 976 298 1,558 830
Chenge A
3 § + 12.0 " w 35 3 - 0.7 % 2.5 0
II % 30.0 L3 1500 + 3.? I L 11,3 a L 4 901
111 + 38:1 + 28.5 + 8.9 + 17.7 + 173

Iy + 5645 + 560 + 55¢9 + 5601 + 55.9




Table (I)s Cost Structures of Initial Productions
(Total = 1,000,000)

Sé:tor Domsstie Imported : Wage ‘Honwage ‘_'1‘ obul
Inputs Inputs Incones Incomen -

ey 57 o4k 8 079 45 982 111933 223 038
2 2 59 1 183 2 465 12 847 19 089

3 36 290 1 1 440 3005 40 932

4 66 068 6 202 19 908 12 998 105 176

5 128 667 19 053 8 398 16 734 172 852

6 1933 20 130 891 2 845 25 799

7 6 320 i 818 5 453 3 792 20 383

8 2 911 1997 804 1 701 7 413

9 13 085 7 506 3 467 17 543 41 601

10 b4 420 1 704 3 127 2 237 11 488

: 1i 12 625 5 192 3 134 6 115 27 066
12 11 446 7 352 6 1% 6 476 31 443

13 1 718 1397 2 214 -7 965 13 294
14 24 198 . 3 968 14 125 9 965 52 256

5 12 398 6 955 20 335 10 349 50 037

16 10 674 7 239 29 061 25 381 72 355

17 11 022 5 739 23 483 45 534 85 778

TOTAL 403 413 108 711 190 456 1000 000

.7 .297 420




the purpose.

-

o« ;5 -

through controlss Howsver there should bs an explicit assessment

of such cases, and decisions should be taken case by case.

In other words whe' 'z needed is £o move in two najor steps g
The first is to redress the present system of controls, so0 az to minie
mize the existing siructural imbalancase An offective ghadow raté of
exchange may bo used among the basic indicaters. Indirect taxes and
jric; relations can be adjusted to reallocste resources in an equilib-
rating manner. The second step would witness the elimination of oxchangse
sontrols, The fluctuations in the exchange rate will be within Rarrow
limits, and their overall effects will have a kigher chance of equilib-_
rating the exchange market. However, f£iscal measures may be adopted to
redress sny undesirable sectorial differencens In any case fiscal mege
sures have o precede exchange measwres, since current expenditure is
the component getiing out of p&opoxtiong In the earlier stgges of devae
luation, the possible improvement in government ravenues might waaken the
pressure to get it back to normale The contraction of_suﬁh revenuss may

only occur if domestic demand and production slow down, which defeats



indicates also the need of combining the exchange rate policy with ap=-
propriate fiscal policies. ' On the o{har hend if the na; exchange rate

is accompanied by release of controls which previously existed and helpe&
to maintain formally the official rate, account has to be taken of sup=
pressed demands It is clear that 1f such demand mainfests itself in

some areas which were previously restricted, demand for imports may

rise sharply, thusthreatening the new exchange ratee Tha proposal of
gradual extension of this latter, may help to even out the dislocations

in the economys Eowevar, there will be gradual pressures to raise prices

and factor sharess The fact that the lew rate will still make it profi-

t¢able to deal in certain types of imports imply either one or more of

the Idllowing ]

1 ~ Demand could justify higher domestic pricese Import restrictlons
gcould be dropped and at the same time customs duties raised to bring

in equilibrium in each market.

2 - Imports are inputs to some monopolized domesti: productse There
will be a possbility of shifting higher costs to the consumers, as
for as: conditions of limited supply permits This again can be trea-

ted through customs duties, on a selective basise

3 = Imports may be used (by existing or new firms) as substitutes for
domestic products, with adverse effects on domestic production, at
least in the short run. This may be a desirable étap to force out

{nefficient firms which survived only under protection realized



cost of investment requirements, both domestic and imported, is greater

than the rises in other typese

If is cleor that furthor incresses in prices would be called fora
Such incraeases were consideved ag affecting nonwage ircomes first, As a
working hypothesis it was assumed that the new prices permit those incomes
to maintain the same ratio to the value of output which exisiad in the ine
itial states A4s shown in Table (10), this leads o & rise in prices nearly

equal to the ingreese bappening in the pravious two casss togethers 1In

spite of the rise in real memwags incomes (deflated by consumers pricas), |

household disposable incoms shows {Table 12) a further decline owing to
the large dsclinc_in ral wages. Government gains more in money and real
(detlatad by .publi- -sumption prices) incoume, enabling it to increase
real savingss Th- rise in real busines, real s.vings is offset by the
further decline in househoid real savingse Thus gross real savings ine
crease thau in the previous case but remain about 10 % below the initial

level. 7This gase may be considersd as an extension of the previous ORBe

Wage-sarners will put increasing pressure to raise wage rates,
A8 8 ultimate case, wages would rise by the general price level. This
practically brings all variables up by the full amount of devnluation,
Real incomes may gain a little, if the essentials are going to remain
maintained at the official exchange rates ‘hpert from this inflatiomary

aspect nothing is to bo gained out of the new oxchanga rate.

It may be mentioned that the above analysis could have eqnally
applied tc the case of a rise in some import pricos. The annlysis

whremap s

i
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sectors than import-substituting sectorse All these oleménts Het i

the direction of raising domestic'pricas;

If prices are adjusted to cover diroét and inﬁire&t effects of
the rise in intermediate inputs, this will  add’ 50 % to the original
increase in costs due to imports, Thé ralati;a advantage of exporting
sectors is reduced but is still therey They are therefore still tempted
to raise domestic prices and shif% more of their ‘output to foroignlmar-
ketss The rise in the cos® of living outpasses the increasg 1n'dispo§able
income, and household savings may become negaitive. This may lead to a
smaller consumers® demand; and since the share of wage-earners falls
relatively, the fall in demand may adversely affect home-produced goods
rather than imports. Any improvement in government and business savings
may therefore be elimiﬁatedg As ma; be seen from Table (12), the fall
in real wages brings about a fall of 6.4 in real disposable incoma,

The fall in real savings (savings deflated by investment price index)r

is s%ill appreciablee This is due to the fact that the rise in the

Table (12)3 Incqmes, Consumption and Savings in real termsé

Percentage changes from initial values

Case Case Case  Case

I 11 I1I Iy

Goverament Income . + 204 + 151 + 19,0 ~ ' = el
Household Income = 1.3 = 6.4 - ?38 + 0.8
Wage incomes - 0.6 - 9.7 - 154 + 0.8
Honwages (at F.Ce) e 445 + 4.3 + 9¢7 + 0.9

Savings =18¢2 = 13.3 - 10,3 « 145
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IX » SUMMARY AND CONCLUSIONS 3

We have tried to assess the effects of devaluation under certain
roétrictions of maintasining some transactions at the offiéial rates, while
others undergo partial devaluation owing to previous limited devaluation.
The_purposq was to find what motion is set into action owing to diffsren-

¢es in relative prices.

It was found that, while exporting secters rsalizé some gains,
other sectors suffer a loss unless they adjust their prices. Exporting
sectors may increase their sales, provided {hey can procure their extra
inputs {local as .well as imparted), and world demand responds to moderate
price reductione This .se assumes existence of idle capacities. For
other sectors, reduc?.on of profits may adverse! affect their activitieg.
If their products are import-compe@itive, thers will be a tendency touard;
faising domestic prices, taking advantage of the higher import. pricese
hgain this assumes underutilization of existing capacitiese Falling that;
new capacities have to be installed, which will take some time.  If cone
sumption is to be maintained, savings have to go down in money and real
terase bn the other hand, the cost of investment rises more than other |
types of demande Besides reducing the saving rate in real terms, and ine
ereasing the walue of the deficit, this has the further effect of increa-
sing operating costs, hence fulure prices.> Othexr effects, such the effect
on the rate of interest, have to be investigateds In the meantims, rew-

source allocation criteria will work sore in favour of the experting



In thig table, as in aimiiér ones given before, the first column should
check with the first rowe For the first column, each column of demand

is multiplied by prices pjg and the sum i8 equal to the product of the
golumn of domsstic production by pricess The second columr has been
already obtained in the process of chanéing import prioes, Wages are
multiplied by the overall price index; and this is assumed to apply to
all types of wages, including those arising in public consumptione For
nonwages, we again multiply the inltial values by sectorial pricess Their
naw value is found to bring up the total of the first row to the same

value of total production in columa (1).

In this case slsc, capital formation is higher in costs; both
domestic and imported, while housshold consumption is the least affacted,
The significence of these changes may be visutliliad by considering the

changes in macro-variables shosn in Table ("I) of the Annex,

It is clear that government stani:s to suffer more, and goes back
to dissaving at dﬁuhle the initial valuss The restricted increase in
some consumers prices enables the bousehold sector to.generate relatively
dlarger savingse In spite of this, thq rise in the nominal value of in-
yestment exceeds that of savings, leawing deficit at the high level ob-
tained'béfdre. Apart Irom the?e limited discrepancies, the present case
is a reproduction of the initial position inflated by about 56 %e In
ofhar ﬁbrds. the economy will be hack where it started, with a weaker
curfcncy, The justificatiocn ot(devaluation applies to the same exient;
and a sequence of devaluations is highly likely to continue; which is

the case in meny actual experiencese



rates. In generai., the lmport=substitution sectors face larger propore
tionate effects due to isport pricss, than exporting sectors,_. The over=
all rise in domestis prices absorbsthe gains due to.the change in export
earningse For some sectors, the net gain becomes negative, and they

lead to a net negative effect for the production sector as a whole.

For final demand, the effects are of the same arder of magnitudeg
as shown in Table (11), ‘

Table (11)s Effects of Devaluation, Case IV

Domestic Imports :Uagss Nouwages  Total

Values of Main Variables

Production 626 940 170 186 296 889 454 815 1558 830
Household Conse 608 097 11 925 - - 620 022
Public Conss 89 759 40 648 144 455 - 274 862
GeDeFoCols | .75 318 25 981 - - 101 299
Change of Stocks 13 986 @ w“ - 13 986
Exports 144 730 - - - 970 143 760
POTAL : : 1558 830 248 740 441 344 463 8A5 2712 759
Ratios to Initial Values ‘
Production 1,554 090 1,565 490 1.558 830 1,562 826 1.558 830
Honsshold Cons,  1e553.674k2M6blmmm= = 1,546 201
Public Conse 1,588 402 1,661 353 1,558 830 -  1.582 896
@eDeFoCoFe 1,600 569 1,728 007 - - 1631 434
"Change of Stooks 1,561 948 & = o = 1,581 948
Exports 1,559 809 - ' b 7w 1,549 355

TOTAL | 1,558 830 1,576 129 1,558 830 1,559 562 1,560 525




The pise in prices is.quite appreclable in this cases This wmay
be also seen from table (10) where the consecutive effects are expressed
as percentages of the overall change in each sector, For the economy as

a whole 11 % of change is due to the direct effect of the change in import

Table (10): Percentage breakdown of direct and indirect

?ffects

Sectop Direct Effects Indirect Effects due to
due to Fﬁp°f*5 Inputs Nonwages Wages
1 1.1 243 | 11.0 85.6
2 6.8 3.8 31l.2 582
3 0.6 4.0 11,2 i, 2
4 2ec 9.9 11.0 7149
5 1.8 5.0 11.4 8148
6 8006 152 ' 1le2 7.0
7 26,0 7.8 1440 5242
8 3065 6.5 18,7 L3
9 20.5 500 3247 40.8
10 1607 7?7 15,9 59.7
11 2066 13.5 2445 4lok
i2 254 10,9 19.2 blie 5
13 11.6 3.0 28,7 5647
14 8.6 Liel 14,8 6545
15 1604 - 508 11.6 6652
16 13.0 2.9 11.7 2.4
17 840 3,1 17.6 7103
TOTAL 11.0 . 5% 4.6 - 69.0

change in import prices, while 69 % is due to changes in wagese As can
be seen, the new sot of prices is quite close to the rise in import pri-

ces, evenr for sectors (1) and (5) whose inputs were largely kept at officie



e d
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Table (9)s Effects of changes in prices and factor

- 10558 830

shares.

' Indirect Effects Net Effects

Sector Prices, p .
Total Due to VWages of Exports
1 1,518 059  ¢512 619 o443 639 2001 147
2 1:601 857 4560 585 350 104 -.010 436
3 1.525 789 o522 584 okh2 713 =.012 603
4 1.575 369 - 533 970 o413 4kl 2007 550
5 1,466 673 o458 238 0381 856 2008 769
6 1,763 876 2148 449 <053 435 =000 054
2 1,605 136 o4h7 667 0315 946 +000 306

8 1,588 024,408 459 .260 219 -

9 1,637 261 4506 748 .259 897 2000 290
" 0 1,602 502 .502 057 4359 666 +000 519
-11 1,620 805 o492 966 ‘._.256 768 «000 225
i2 . 1,615 531 o459 327 o274 182 +000 699

13 1,604 482 4534 507 o342 984 -
34 10596 049 o545 079 +390 375 o
25 1,597 907 4499 986 .396 059 | 4000 329
“i:_s | 1,599 641,521 889 o434 252 " 4002 156
170 1500079 W5k 992 o420 978 =5001 427
e o497 355 4385 811 =002 529
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earners will be tholgroup that snffers‘mostqr If wo deflate wages by
consumeyr price ‘index, the drop in real uageé will exceed 15 %'aompared
to 10 % in case IIl. On the conirary, the real income of nonwage~earners
rises by 8+7 % in place of 3.8 % This would sventnally justify a call

1

for ralsing wage rates.

VIII = CASE IV s ADJUSTMENT OF PRICES AND FACTOR SHARES

In Section II we have shown that 1f all jppuis change proportioc-
nately with the value of output, then the change will ocour ait the same
rate as that of imports. Thisz needs no wgophistiicated analysis since it
follows directly from the definition of technigal coefficients, Let us
adjust the assumption in a more meaningful forme. Besides the changes in
prices and nonwages of Case III, we add the assump*ion that wages change
in all sectors at the séme ratej This is taken equal to the general

price level 3
p=pxl
Hultiplying this into the wage vector, we can replace (8) ty:

(10)

= -

pll-=gd+lxx+p

The product of the column vector x! into the row vector g is the matrix
(x* w), which is subtracted from'the matrix in (g) te get the solution 3

prai@-a-y-=2 wt (1)

Obtaining this inverse we multiply it and caleculste che set of prices

given in-columa 2 of Tabls (9) ¢



As before, these values p{ovidn a basis for calculating the new

set of macro-variables; which is given in Table (II) of the Annex.

This case shows points of similarity to cagse II. The increase
in domestic prices is practically double that of case II. Indirsct

-, effects are about 65 % of total effects, and 73 % of them are due to

' the adjustment of nonwage .incomes, The higher prices reduce the net

© gain out of exports. Further increases occur in government incomes
I£ the inantine the rise in public consumption is less than any other
type of demand (mainly as a result of assuméd constant wages)e Hence
gdvernment savings show another rapid increases Household disposable
-; iz still the variabie : dergoing smallest‘increaae, As a result of the
riss in the cost of heusehold cénaumption. housohold‘savings undergo a
forther decline. .ne increasad'businass savings help to double the ine
'cregso in the nominal value of national savings, which eamount to 8.3 %
. of GoDoPo Fixed capital formation rises in value to ll,4 % The higher
L :viluo of -@oD.Po roduces the ratio of deficit to 4.6 % in place of 4.9 %

: of case i1,

. If the 1ncroahod‘consu=sra*'pé;cdu and the accompanying dissaxingn.
"?-1;51 to-qontractiO# bt’douand. tho‘supply of such goods and the revenue
of governument would go dewns These also have adverse effects on invests
.-n;ts and the deficit nay grcu.=nq§ess inGestusnt drops Iasteé. If ex=
ports could grow, this would mean a higher rate of importation. This may

fit with the fact that nonwage incomes are relatively better off. Wage=
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effects dus to-both sources of changs. Further, deduction of price
change obtained in case II gives the indirect effects due to change in
nonwage ingomesy column 4, Net export effects are obtained in the same

manner a5 in Table (5), and given in the last columne Other effects are :

ghown in Table (8) 3

Tsble (8): Effects of Devaluation, Case III

@

\

Domestiec Imports  Wages

i

Nonwages

\

Total

g —

yalpes of Main Variabless

170 186 190 456 346 153 1173 019

Production 466 224
Household Conse 462 080 11 925 £ = 474 005
Publiv Conse 68221 oG8 92669 - 20058
GeDoFuCuFe 57 906 25 %81 = - 83 887
Change of Stocks 10 970 - - - © 10 970
Rxports | 107 618 = - 36 42 143 760
: TOT Al 1173 019 248 740 283 125 382 295 2087 179

ga.tios;_to Initial Values:

16565 490 1,000 000 1,163 853

Production 1e155 700 1.173 019
Household Cons. 1.180 603 1,241 641 e - 1,182 066I
Public Cons. 1.207 242 1.661 353 1.000 000 - 1.160 632
GD.F.C.Fs  1e230 554 1,728 007. = - 1,351 011
Change of Stocks 10240 828" = - - 10240 810
Exports V 1.159 840 - a8 1;549 355
TOT AL 1,173 019 1,576 129 1.000 000 1,285 371 1,200 658
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Table (7)¢ Effects due to changes in pricos‘acooppaniod by

changes in nonwage incomes.

v

Al

Net Effects

: indirect Effects
Sector Prices, P ' ot
Total Due to Honwages of Exports
1 1,074 420 -068 980 «057 218 '_.;.ooa 803 .
2 1,251 753 | 0210 481 187 564 ‘ 072 264
3 1,083 076 079 871 2058 728 0163 804
4 10161 925 o120 526 .063 525 . 4007 644 .
5 1,084 817 075 382 053 273 . 4035 892
6 1,710 461,095 014 -085 823 4000 260
o 1,289 190 31720 084 505 o014 126
8 1_,327 805 2148 240 #110 081 e
9 1,377 344 «246 851 208 548 .006 739
10 1.202 836 ol42 39 095 958 047 591
il 1,364 037 +236 198 «152 265 <007 077
12 14341 349 0185 145 #118 161 <019 445
13 1,261 498 191 523 #173 150 ek
1% 15205 674 o154 704 2088 479 o
15 1,201 843,103 927 ,069 397 #007 489
16 1,165 389 +087°637 $069 904 . +037 889
17 1.169 101 ,122 014 .103 915 .037 451
TOTAL 1,173 019 .081 373 032 808

2111 544




will rise to 31l.4 %; and the foréign component will be 39.6 % of
this higher value. As bafore the government has to p{ovids for
higher costs out of iis budget, which fo:ées it %o adqpt & sirict
fiscal policy or g¢ into more deficit; Both the busines”énd house=
hold sectors will be in a worse position. They may eventually con=
tract their Qemagd for investments, with 1mmediete and long run f—

facts on economic activitye.

It seems logical, therefore, that the netd $p§g§£éﬁ§éaffect will:

be a call for higher incous shares. Two special cases will be fnvesti-

gated in the following twe soctionse

i
e e e,

VII - CASE III 3 ADJUSIMENT OF DOMESTIC PRIGES AND NONWAGE:INCOMES 3

Let us assume that with the rise in @ :ﬂatia pricas to meat ine
creasing costs, nonvage=2arners m“-~?1_u tue incomos 1n the saae pro—

portion to. total value of outputs * In placw of (2) and (6) Ha now haves
i . -1 :

pA-PD=glexspf. . oo il @)
and its solution § :
g = (ig + X (I_ Koo @')"1 : 'I Bt iy (9)_

where g is the diasonal matrix composed ox the coafflcients of nonwaga
1ncones, Yo This leads to the set of pricas. given in column 2 af Iabla

(7). Deducting the effects of imports (Tabla 2), jﬁ obtain the Sndirect

i
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in incomes the ratio of the new gep falls in domestis~curranqy?

The question still remainsg :hat forces are set in moticn by

these immadiate effects.

le The extra gain in the exporting sectors is smaller; but these sectors

renain at an adrantage with respect to the rest of the economye Witk

some " minor modifications, the findings of case I may stfll be valids

: As_a result of assumptions relating to the objective of maintaining

iiving standards ;hz-ough restricting the rise in the costs of ossen-
tials, household consumption is the_lgast affectsd both on the domese
tic and the imports sides, However, domestic products reflect higher
bffects than 1ntarmediato'goods..'fhe incraase; being faster than ine
come, may 1n1t1ate somé contraction in demand and/or a call for highes
rates of 1nconoo We shall invastigata the effects of the latter in the
following two casoqg The contractiqn_or demand will depend on the P
lative e;astipiﬁiasé But since ;mprovgpenté of iﬁcomas g0 %0 nonwage=
earners of tho-e:porting sectorsy the reduction ia consumers' demand
will be occuring mainly among producers in the other sectors as well
as vage=earners. This uill eventually load to contractior of none

expoarting soctors. and in government revenues from all sources.

Capital formation renatns the most to'auffer. Not only does it pay
loat !br its 1nports. 1t also doos the same for domest is requirensnis,

If the former constituted initially 30 % of imvestment, the total cost
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These changes laad to a new set of macrovariables which wmay be
approximated and related to initial values as in the Annex, Table (I).
According to our assumptions, the foreign balance, its components, hence
import duties; are the same as before. As a result of the rise in prices,
other indirect taxes rise proportionaﬁelyf This assumes that all of then
are ad valoren; on the othsr hand subsidies change also in the same manners
This last assumption‘is difficult to defend especially if subsidies are
meant to stabilize users® prices. However, we nced aot go into thes§
issues at this exploretory stage, since this will open the whole question
of fiscEi\policy, and will require differentiation between domestic and
imported subsidized iicms. The share of government in business surplus

and dirsct taxes increase with the rise in nonwage incomes,

All types of domestic demand rise in * .~ ir cost valuese The big
rise in government income enables governwsr 1o turn its dissavings into
savings; while the reverse occurs for hou nwoldsy whose income increases
by less than the rise in the value of their consumption. On the other
hand, business will be in a betier pc. tion to raise their retained in=
comee The finalrontcome is a-lﬁ % rise in the valus of natioral savings,
which is outmatched by the larger increase in the value of investmentg
However, the saxinggirate (with respect to G.D.P.), which has fallen
from the initial value of 8,1 % %o 7,5 % in case I, is now 8,0 % only.
GeDsF.CoFs, which hac nominally risen from 9.9 & o0 1ll.4 % remains at
the latter value. Thia'iﬁplies an increase in the gap in Case Iy arise

ing from evaluating the same flows at new exchange rates, With the rise



oxports which can be compsred with the “external® valuess Other types

of demand can be similerly evaluated as shown in Table (6)

Table (6)s Effects of Devaluation, Case iI,

L H 1

Wages

Domestic Imporis Nonwages Total

Yalues of Main Varisbles : | ..

Production 433 584 170 186 190 456 297 420 1091 646
Household - 432 378 11925 = - 444 303
Public Conss _ 62 821 40 648 92 669 - 196 138
GoD.F.CoFs 53 501 - 25 981 - - 79 482
Change of .Stocks 0 135 - - - 10135
Exports 4 99 227 = - 4k 533 143 760

TOTAL 283 125

1091 646 248 740

341 953 1965 46k
w’ e

Ratios to Initial Values -

Production 1,074 789 1,565 490 1,000 000 1,000 000 1,091 646
Housshold 1,104 714 1,241 641 = 1,107 993
Public Cons, 13111 700 1,661 353 1,000 000 1.129%36 -
GeDeFoCoFo 1,1}6 949 1,728 007 1,280 072
Change of Stocks 1.146 360 - 1,146 360
Exports 1,069 412 s 1,549 355
TOTAL 1,091 646 14576 129 1,000 000 1,149 731 1,130 641




Table (5)s Direct and Indirect Effscts of Changes im Import Prices,

ralated %o Igitial Values.

rtamars cto.

Indirect Effects related.to

‘Net Bifect
SEotor. O BRISeS D S el Dubpiti Dinact W L s oL RXiorts
1 1,017 202 o011 762 216,2 4005 517
2 1,064 189 022 917 5545 .22k 611
3 1,024 348 021 143 659.7 " .209 153 .
4 1.098 400 057 001 1}597 089 914
g 1,031 54d4 .023 109 274.0 " 040 865
6 1.624 618 0009 191 105 | 001 488
7 10204 685 - 0047 216 30.0 : -018 018
8 1.217 724 2038 159 21.3 -
9 1,168 796 038 303 2846 012 642
1.146 878 <046 433 4642 . 061 939 .
11 16211 772 <083 933 6507 <011 285
12 1.223 188 066 984 4249 2027 814
13 1,083 348 +018 373 26,3 -
14 1,117 195 066 225 129.9 -
15 1132 451 <034 530 35.3 -008 393
16 1,095 485 0017 733 2208 - 045 300
17 1,065 186 «018 ‘099 38a4 #0352 560
TOTAL 1,091 646 «030 171 4901 2041 Gﬁ;h_m*;




suffer from losses, this cannot be realized unless some rise in

domestic ﬁricos ocCcurs.

VI - CASE II g ADJUSTMENT FOR MAINTAINING VALUE ADDED s

In this case 1%t is assumed that prices of domasstic products rius
to the sxtent sufficlient to cover increased costs due to the rise in ime
port prices. I£ g is the vectar of price indices of imported inpuis,
while p is the vector of price indices of domestic products, equation (2)

becomes

P-=qhexey - (6)

Solving for p ¢

g=(3g4;+x_)(i=-§)"1 L

Obtaining the inverss of the technical (domestic) coefficients, familair
1q input=output nnnl}sls, we obtain the price vector given in the second
column of Table (5)e¢ Subtracting the import ratios given in Table (2)
from tha.incroasea_in prices, we obtain the indirect effects due to the
rise in-domostic inputs prices. We relate these to the direct fimpcrt)
affects to obtain the ratios givan in column (4) of Table (5)’ Exports
are valued as before. But thelir domestic costs have risen due to higher
domestic prices. We deflate them by thesg lattor and estimate their "net”®
effect, lece, the excess of deflated over initial values as ratio of ini-
tial sectoral Qutput (last column). This leads to a smaller affect than
what was obtained in Table (2)e Alternatively, we multiply original exe

2 pord values in new price indices to obtain the new ®doamestic® value of
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I# eustoms duties do increase at the rate indicated, they would
@mmp@nﬁata'@ha decline in other sources of govermment income, and
still lesve another addition (12 %)3 Since this increase exceods
the iacraasa.in the cost of public conﬁumption. government dissave
ings fall considerably. However, if demand for imports goes down;

and if domestie activity contracts, this favourable effect may be

wiped outbe

Both bousehold and business savings diminiéh ieading to an overall
ﬁéay@asa in grosa.ﬁavingsg “In the mean;ime thq cost of investment
2065 ué? Hormally the foreign component in invéstment is larger
than in q&her types'of domestic demande This is reflected in the
highey ratio of increase as comparsd‘with ratios for intermediate
and fihal consumption. This has also the furither effect of rai-
=ing the ratio of foreign oogﬁonant from 24.2 % to 41,0 % In
fact 1f foreign component were 30 %, the increasq in totsl cost
will be 292 %, and the foreign compeaent‘will-hé as high as 45.3%
of this higﬁer‘valué: The resultant is discrimination against in=
vestments Savings are.reducgd. cost of investment goes up, and
with 1% the ratio of foreign component. The nominal rise in the
rate of invesiment is from 99 % to 1134 % \Thisdoes not affect
investment in real terms, but ;d@ %o the burdens of growth, to be

reflected in higher future operating costs.

i1t is clear therefore: that if favourable adjustments should occury
domestic products have to replace imporis, whenever they are sompe-

:itive. Since ocutputs directed towards domestic uses were seen to
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(1) Exporting industries become more profitable, They may be tempted
to increase their sales even if this calls for some reduction in
their prices quoted at the new exschange ratess This requires a |,

highly elastic world demand, and at the same tihme existence of possi-
bilities to inereass supplys In the short run this assumes exis-
tence of unutilized capacities. Their utilization means availing

the necessary inputs, whether imported or domestice @hls Reans ;

that the limiting factor would be the capacities of intermediate

sectors, end the capacity to import, 12 cnpacifiol are fully uti-
lized {vhether direct or intermediate), some time has to elapse

until new investmenis materialize, Uniil that time, domestic

prices are liksly %0 move upvardse As will be shown later a part

of the increass is due to the increased costs of investments, On

the other hand intermediate sectors say not expand unless their

prices ere adjusted upwards to face their increased costs,

(2) The other sectors, which are mainly subgtitutlnglror imports, sufe
fer from lossess If prices do not rise, these sectors will decrease
their activities, which means an increasing demand for inporie&.lub-
stitutes. Alternatively, they raise prices taking advantage of nig-

her import prices.

(3) _Infrastructural and services sectors may, under the impact of los
ses, contract their activities, thus limiting the whole eccacmic

activity.



imports for final usese  Doing that we obta:ln total imports which ine
clude 71 109 import dutXGSG‘.vLDGG the inorease n inportivalues plus
duties is realized a_t the account of nonwage incomasy ‘we have to reduce
their value given at thé b&ttom-éf Table (1) .by 61 %75, ‘and raise it by

the increase in export valuey, 50 973c This is summarized in Table (4)

Table (4) 3 Effects of Devaluation, Case I

—

Domestic

Imports  Eagos HNotwage Total
Inputs ‘
Production 403 413 170 186 190 456 235 945 1 000 000
Household Conzs L3955 10925 - & 403 318
Public Cons. 56 509 40 648 92 669 = 189 826
GeDeFoCoFo 47057 29981 - - & 73 038
Stock Change 8 841 - - - 8 841
Exports 92 787 & < 50973 143 760
ToTAL 1000 000 248 740 283 123 286 918 1 818 783

3

The original deficit of 20 &5 mcreases as a result of. devalua=
‘tion to 177 631 ~ 143 760 = 33 871, unless quantities changa. Ve have to
inVest:l.gata the effects cf the abov.«. changes on the macro variables of the

economye These may ba apnrox...matad as in 'I‘ab}e Il of +he Annex.

The above data e:préss the i._imediat‘é?efféétgg ‘i‘he_y' éré‘ axpected

to initiate certain movements in the economys
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Table (3)s Effects of Changes in Import and Export Values oa

Initial Nonwage Insones.

2SS S

R T A e AR

Sactor

related to Init-

Initial Nonwagos

Ratios to Initial Nonwages

ial Output, Import Change Exports-Imports

1 «501 856 «010 840 ¢+ 000 612
2 1672 993 <061 326 + 2369 398

3 4073 398 043 666 434083 340
& 123 57 «335 006 + o588 775
5 096 811 087 129 + o367 995
6 110 288 5.580 181 =50428 097
7 +186 050 «846 380 ‘= o684 225
B 0229 419 782 695 ~ 782 695
9 o421 694 0309 450 = +263 862
10 194 724 515 859 - 060 550
11 0225 945 *565 797 - +480 520
12 +205 969 .758 386 - 4520 413
13 0599 136 o116 793 = 4116 793
14 .190 630 .267 292 - 1267 202
15 +206 823 473 453 o413 286
16 .350 796 0221 Gk - .058 877
17 +530 833 | 4088 704 + 4031 181
TOTAL +305 709 ‘= 4035 310

297 420




V = CASE I ¢ NO PRICE CHANGE

1f domestic prices are kept constant, the effects of changes
in exchange rates bave to be reflected on nonwage lncomes (profits).
Lot us therefore use Teble (1) to calculate the ratios of nonwage in-
comes to outpute To this we relate the effects given in Table (2), to
obtain the raties.of Table (3)e According %0 the given input structure,
the chavge in imported inputs reduces the nonwage imcomes o: various seg-
tors by ratios which exceedy in many cases 30 % or even 30 % On the
whole the ratio is 30.6 % and 4f we exclude sector (1) (Agriculture)

it will be as high az 48:4.%,

Taking esports in consideration, the effects on the different 7'
sect§rs differ greatlye The impact on agriru.turs is practically neut-
rale For miring and crude oil the gair - 37 %, and could have been
bigher, had we not considered a part of ':s export earnings at offi-
¢ial ratese The same applies to Secior 3 {(cotton), though the gain
here is over 300 % The other two major exporting industries (textiles
and food) nqt gaipn are quiie appraciable, For the remaining sectors
(except gorv;cea). the net eifects are nsgatlve, and in many ocases they

exceed 50 % the initiel nonwage ingomes.

It should be observed that imports are cousidered including
custons dutiap, Thoe negative tuﬁal_ofiect shou;d not_bo considered

representing the balance of payment, since we also have to inciude



I%{ may be recalled that the above changes include those due to
proportionate changes in customs dutiese We have thersfors to adjust
them according %o the same pattern. This gives us the structure of
.change in the value of imports csisf. We assume that exports of sectors
2 and 3 up to an amount equal ‘g imports maintained at official rate will
be also kept at this latter. On the other hand the value assumed to
have been moved from the previous to the new parallel rate is supposed
to bave begen met by an equivalent amount of exportse The remaining part
of exports (which is less than the remainder of izporis, with the full
amount of deficit) is changed by the full 79 % For sector 17 it is
assumed that 40 % increase by 17 % while the rest change by the full
79 %o The remainder is disiributed proportionately over the other sece
tors. Results are again related %o sectoral outputs, column 3 of Table

{(2), adding up %o 5.1 % of initial value of domestic production.

The resultant changes are shown in the last column of Table (2).
For the major exporting sectors (the first five sectors and the last) the
net effects are positive, while the rest face a decline in earningse This
means that devaluation may benefit exporting industries, though not neces-
parily every firam in thems But for sectors directed towards satisfying
domestic d.onand.(:lﬁport substituting or {nfrastructure) the effect is
negatives We have to investigate the impact of such combined changes on

domestic pricess



Table (2} ¢ Lifects on Initial Sector Values of Changes in

Imported Inputs and Exporis

Seites “Hz;anganin Change in Eﬁports léss
lmports Exports Imports
1 2005 440 .005 747 " » 4000 307
2 041 272 2289 874 + o248 602
3 -U03 205 0229 516 4'-,.;;'226 1 1
4 L0kl 399 114 158" + 20727759
<008 435 -0tk 059 505 pades o
B ¢ o615 427 016 773 - 2598 654
2 . 157469 2030 169- - 5127 300
$179 565 - ~ 2179 565
2130 493 .019 224 & 4111 269
10 0100 445 ,088 655 - 4011 7%
129 839 :019 268 :_.1_08 571
12 «156 204 049 015 j;:_}_.; S .1Q7 189
13 .069 975 i - o069 75
14 .050 970 a - 2050 970
2097 921 012 bk ‘= 4085 477
16 0077 752 <057 098 = 4020 654
17 047 087 0063 639 + o016 552
TOT AL 061 475 2050 973 - <010 502




go as to eguate total domestic production to one million. The struc-
ture of produciion is given in Teble (I) of the Annexe The last column
of that table gives the values of x; = lez.i X, Applying other pre-
vailing parameters we obtain the macro-variables for the initial period
(0), given in Table {(II) of ths Annex.

IVe CHANGES IN VALUE OF FOREIGN TRADE g

Let the new parallel market rats exceed the official rate by
79 %, and the preceding parallel rate by 17 % We assuws that the im-
ported products of sectors 1,2,10,15,16 and 17 wove from the official to
the new rates For the other sectors we assume that in the above data,
20 % of products were already valued at the preceding rate, thus rising
by 17 %, while the remaining 80 % rise by the full 79 %, thus giving a
weighted average increase of 66.6 %. To saf juard basic necessities,
it is assumed that most of imported inputs o agriculture, some of those
to food industries and to final consumption would remain at official
ratese For the remaining items of final demand, the values treated at
the 17 % ohmgo.- amount to 20 % of household comsmaption, 15 % of public,
end 10 % of investment, As mentioned before, these estimates are arbite
rary, and not to heitaﬁ,n as imwplying any sctual «r decisional values.
Relating the uun;total of these changes to the initial values of output,
we obtained the effects as ratios per sectoral outpute Multiplying these
ratios by xy we obtain the overall increase in the value of total domestic

production, 6.15 %, as a result of import prices.



experience. But the whole exercise has to be considered as numerical
examples of thé theoretical analysis, In particular we shall assume
that already in the above input=-output table a part of transactions was
carried out at the 50 % parallel market rate. Further we shall neglect
the special treatment that could be given to imports th:éugh bilateral
agrecuentse Finally we assuwe that customs dutios increase proportio=
nately in al; casesy 1.9., they are computed at an ad valorem basise

In particular this is ap?lied to sector €& (tobacco) to stress the efe

fects on sectors whose major inputs are imported.

The initial values are given in Table (1), which is propated

Tabie (1) 3 Initial Values of Output and Demand.

Dongstic Imported Wages ‘on wages Total

Lnputs Inputs

LG L

Production ' 4034413 108,711 190,°75 2_9?,420 - 1000,000
Household Cons, 391,393 9,604 = - 400,997
Public Conse 56,509 24,467 92,669 = 173,645
gmnqg 47,057 15035 - - 62,092
Stock change 8,841 - - - 8,841
Exports L ed e e - - 92,787

0T AL 1000,000 157,817 283,125 297,420 .1738,362

oy -




III - THE INITIAL STATE s

for purposes of numerical illustration, we ﬁave used an inpute
output table derived from the 1970/71 plen estimates. The table was

aggragatod into the follewing 17 sectors g

1-'" Agriculture.

2= Mining, quarrying and crude oil,
3= Cotton ginning.

bipem Spinn:lng,. weavingz and clothes.
5= Food and drink. .

6~ Cigarettes and cigars,

7= Wood, paper and printing.

8= Leather and yrubber productse

9= Chenmical and oil productse

10= Hinaral productse

1l- Metallic and basic wotalge

12=- Engineering and other indusiriewse
13= Electricitye

14= Construction.

~ 15- Transportation and communication.
16= Trade and banking.

17= Other services.

Other perameters (e.gs, tax rates, savings etc.) willi be Ireely detere

mined, though they are taksn as close as possible to recent Egystian
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Domestic prices are changed to the level that would keep wages and

- nonwage incomes unaffectede This would take care of changes in im-

Lé'i

port prices, and the resulting changes in domestic inputs prices.

Both domestie prices and nonwage incomes increase proportionalety

in each sectory so as to maintain the adjusted v-coefficionté;"

Besides the last changes, wage rates change in all éectors at a
rate squal to the change in the general price level of domestie

]

production. : 7 .4

As a spee‘&l case of the last assumption let us assume & general
change q, = q a8 would result from a general devaluation.
ur*mr,, let all other input elemonts change by the samo- index p._l

of the sector's price. Then equation (2) beconas:

Y REY y=p

Since ¢ = ¢ i, then i!l = q.i

oo

e

&

lu: to

é qome The solution is 8

B= q-ﬂ(l-ﬁ-g p e O o

Substituting from (4)e we find that SRR s
P=%h

which means that all prices would changc by tho sana rate as. the
gencral rate of cheange of 1nports. Thua a dovaluation by 10 %
would mean an overall increase in’ domestic pricos by~10 %, uhich
would leave the economy where it uora, Thla 1ndida,ea the impcr»
tonce of existence of poinis of differing response to impurﬁ prices

2ol

in the economye



is=(Q) (unity vector; i.e. sum)
o= ("fj")’ s (vj)
A= (.j) = 4K, &= (XJ/&xi)

Using the vector x of proportionate distribution of preduction, ws can

calculate the general price indezs p = p x°

Equations (1) may be expressed as follows
LAem+y+y=4 ()

or, LQ=A)=npepey

which gives the initial unit price indices as 3
isaex+w @ -0t )

If we define the diagonal n#trieoa

g = [S‘.;l 'ljJ; g = , .si;{ j]

we may express this alternatively as follows 3

t=aG-a-§-yp~ ()

I£ we introduce changes ay in import prices we may calculate the core
roiponding changes in domestic prices pj as solutions of equations si-
miler to the above, according to assumptions with respect to effects on

‘each of the elements of (2), These are?

1- Domestic prices are kept st their initial values. This means that

| ponwage inéonol'aro rcdﬁcsd by an equivalent amount.
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Let us start by an inpute—output table expressed in initial

pricess For any column we have 2

xi:} = aij Xj = cross-deliveries from domestic production.

M” = mi‘1 KJ. = deliveries from imports.

Hj zi;mij xj = m, xj = total imported inputs

WJ = W 3 = wages and salaries.

VJ = vj XJ = gross non-wage incomes

aj = price index with respect to initial prices of imported
inputs into sector J.

pJ = price index with respect to -i:uf.j.e.l “vice of the output

of sector Je

As is the case in input-output tables in value terms, the sum of column

coefficients is equal to unity 8

zi:'aij’aj‘"j’v,j=l 1)

We define the matrices §

A = [ 811—)
; = [Sij ] ‘ (the unit matrix)
;4: = [Sii mj"} {diagonal iaport matrix)

and the row Vectors,



have to bo observeds The first iz ¢he lapse of time needed by the
gestation of new projects. During that period, increased domest ie
(and foreign) dewand will manifest itself in pricess I thig pushes

a rise in factor incomes, the final outcome may be going back to vhere
every thing started but st a less favourable rate of exchange. A ser=
135 of devaluations may follow, as many recent experiences prove. The
second factor is that the importation of investment goods at higher
prices would reduc? the rate of saving in real terms, hence the rate
of investment, Mean while, the higher cost of new capital goods would
entail higher production costs, due to the ingcrease in depreciation ale
lowancesy, and to the rise in profit margins in absolute terms, even if

their rates remain constant,

In other wordzs, if the foreign 1nﬁa1anco is due to (cr accome
panied by) production constraints, devaluation is more likely to affect
domestic prices rather than adjust aggregate demand. The most serious
problem is the significanse of the pattern of pfico change with respect
t¢ the criteria of resource allocation governing new investments. It
is necessary therefore to investigate the effects of such price changes
before deciding on what might turn into a spiral of daialuntlon and ine
flatien, For this single aspect of devaluation we confine the present
papers We shall use data obtained from studies on the Egyptian econouy
for purely illustrative purposes. Policy implications are investigated,
but there is no claim for policy recomnqndntions. which would require

analyeis of other aspects of the problems



Such a poligy is tantamount to practical devaluation of ibe
pound. It rests on classical thinking which considers the change in
the relation between domestic and external prices as a promoter to
exports and deterrent to imporis. thus helping to close the foreign
exchange gape This may be expected in cases where disequilibrium is
demand rooted, and wherever price elusticities play an important rolass
Tn particular the effects may be felt in the export markst if the re«
lstive cheapness of national exports gives them a comparative advane
tage to 86ll mOres However, in the short run this is realized only if

dle capecities exist gnd they can be run without san increase in cosi;
at least not by the full amount of devaluatione The situation with
respect to imporis is different. Non-competitive inports have to be
imported, may be at smaller gquantities, buteexcept for luxury goods -
at larger values. Competitive imports may be replaced by their natioe-
nal competitors, in so far as domestic capacilies permit. In either
case, there will be & tendency of domestic prices to rise. On the
supply side the situation depends on the initial position on the cost
curve. But the most important factor would be the new position of the
sost curve itself, This curve is going to be affected by two forcess
The- £irst is the rise in the cost of jmported inputs (especially the
none=competitive among them)e The seéond‘is the growing costs of domes=
tic inputs due to direct and indirect effects of iamports, and to the

demsnd expsnsione

1f the expansion of domestic production needs nev investments,

and if investment goods have to be (partially) imported, two factors
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For some time, a system of multiple exchange rates has been
prevailing in the Egyptian economys The so-called "parallel market®
rate of exchange, determined 50 % below the official rate, created
some balancing effects, More sources were forthcoming, , especially
on the side of 1nv151biaé; while a number of uses were easily direce
ted towards the new market. However, with the relaxation of some
administrative controls, botk on internal domestic activity and on
the foreign exchange market itself, = number of “free markei® rates
came into existence. This was taken as an indication that both the
official and parallel market rates were exaggerated, and the latter
was brought down by another 20 % and lately by an extra 9 % The
fact that the rates oth#r than the official rate started to come
closer to each other, was taken as an indication thet some meaning-
ful equilibrium could be reached in the exchar',. =zarket if just one

rate was left to be determined by free merke: playe

However it does not necessarily follow that such a partial
result could be 1lnodiat01: generalized, Even if the present situae
tion was balanced through administrative controls, the free play of
the market may bring to the fore certain elements of repressod de-
mand which may soon bring about a ;harp disoqu;lihriun in the balance
of payments, in spite of the high preaium on foreiga exchange, If, as

is the case, equilibrium is lacking, the im@udiate ¢fiects may be quite
dameging.
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