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FOREWORD

In search of a path to development, it is not unusual for smart politicians, academicians and policy
makers to ask the wrong questions. In Egypt, for example, one often hears such questions as: should
Egypt pursue the reform strategy followed by Korea? Or, is Malaysia’s path mare suitable, given
that Egypt seems to have more in common with that nation? What about the Chinese model, since
China has been successful despite gradualism and significant state ownership? These are the wrong
questions, in my view, because no two countries are exactly alike. Countries may have similar
resource endowments but vastly different initial conditions (2.g., per capita income, human and
physical capital, etc ). Even with the same resources and initial conditions, they are likely to differ in
cultures and value systems. There is always one difference or another that precludes copying
another country's model.

What then are the right questions? From the perspective of formulating pro growth strategies
and policies, one might ask: what factors explain the variance in growth across countries? Or, what
policies (and initial conditions) differentiate the successful from the unsuccessful performers? Or,
what are the features of reform strategy which have been shown to transform countries from slow to
fast-growing economies? In this publication, Jeffrey Sachs answers such questions.

He first concedes that the state-led growth strategy may have been reasonable in the decades
following World War [1, given the intellectual and political realities of the age. However, he shows
that the very fast-growing economies, including those in East Asia, followed a different strategy. Put
simply, these countries opened their markets to international competition and capital flows,
maintained small governments and lower taxes, and allowed the private sector to be the engine of
growth. He then makes a number of recommendations to help Egypt join the club of very fast-
ETOWINE ECONOMIEs.

Sachs’ presentation at ECES evoked intense discussion. The participants asked about such
issues as the speed of reform versus social commitments, the role of foreign direct investment in
promoting growth, and why some economies, such as Korea, grew rapidly although they were not
completely open.

My reading of Sachs’ presentation and his answers to the participants’ questions is simply one of
hope and challenge. On the one hand, he contends that the prospects for fast growth in Egypt are
real, given the country’s proximity to Europe, diversified industrial base, and stock of human
capital. On the other hand, he stresses the enormous challenges facing policy makers if Egypt is to
grow at 7 percent a year for a sustained period of time. Most important perhaps, Sachs undoubtedly
asks the right questions.

Ahmed Galal
Acting Executive Director, ECES
June 1996
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PARTI
ACHIEVING RAPID GROWTH: THE ROAD AHEAD FOR EGYPT'

1. Introduction

Egypt's performance in the past 30 years in raising living standards has been inadequate, and has
lagged behind many other developing countries. Table 1 shows a comparison of Egypt's economic
performance with that of seven very fast growing economies (VFGEs). We see that Egypt's economic
performance has fallen short of the VFGEs not only in the growth of per capita gross domestic product
(GDP), but also in other measures of human development such as literacy, life expectancy, and infant
mortality rates. Per capita growth in the 1990s has been even more disappointing than indicated by the
table. Recent estimates by the IMF (1996) suggest that Egypt’s per capita GDP has declined by around
3 percent between 1990 and 1995 2

It is now widely understood that Egypt’s relatively poor economic performance is related primarily
to the choice of economic strategy followed after the 1952 Revolution. The strategy, which may be
called state-led industrialization, was based on high protectionism, planning, and detailed domestic
regulation of the ecanomy. Not only did SLI fail to deliver the goods in purely economic terms, but it
also contributed to widespread administrative inefficiency. These profound failures of SLI can be noted
throughout the develeping world, and have prompted dozens of governments to undertake fundamental
reforms of ¢conomic strategy.

After a quarter century of high growth in East Asia, a decade or more of rapid growth in other
developing countries such as Chile and Mauritius, and a multitude of studies on comparative economic
growth, the roots of rapid economic growth are fairly clear. This paper summarizes the lessons from the
fast-growing economies, and applies a cross-country econometric analysis to
examine Egypt’s economic potential under alternative policy choices in the future. The main conclusion
is that Egypt can expect per capita economic growth of a mere 2.6 percent per year

I The authar is grateful to Ahmeed Galal and other pariicipants for comments, corrections, &nd sugpestioss. Of cotirse all pemaining errors
are those of the author, This work is part of a larger project on growth-oriented reforms being carried out with Dy, Andrew Wamer of
HIID. Related HITD studies inchude papers on Sub-Saharan Africa, South Affica, Central Europe, India, and Mozambigue.

Immf{mﬁn.memp 123, records the following percentage growth rates of resl GDP: 1591, 2,13 1992, 0.3; 1993, 0.5; 1954,
1.7, 1933, 3.2, Population growth s esiomated at 2.0 percent per year,



Table 1. Rates of Growth and Social Indicators of Egypt and Selected Fast-growing Economles

GNP per capita Life expectancy Infant mortality Adult literacy

Country annual grewth rate % at birth (years) per 1000 births rate
1580-93 1960 1582 1860 1992 1970 1882

Chile 3.6 =T) 74 114 18 89 BS
Hong Keng 5.4 B5 79 44 [} na na
Indenesia 4.2 41 62 130 & 54 B4
Korea 8.2 54 T 85 1" &8s a7
Malaysia 35 &4 70 73 14 B0 BO
Singapore g.1 4 75 35 6 na na
Thailand B.4 52 1] 103 26 78 94
Egypt 2.8 45 B4 178 67 35 45

Source: United Nations, Human Development Repart, 1664 and 1995 and Werid Development Report, 1595,

under a continuation of current policies (which have partially reformed, but not ended, the SLI
system), but could raise the overall per capita growth rate to as much as 6.3 percent per year under
extensive market reforms. An increase in per capita annual growth from 2.6 to 6.3 percent per year
would lead to a cumulative 110 percent increase in per capita GDP after 20 years, which is more
than double the per capita GDP from the current trajectory.

2, The Legacy of Egyptian Socialism

After the Revolution of 1952, Egypt gradually became one of the many developing countries that
adopted the economic strategy of state-led industrialization (SLI). This combination of policies
became the favored strategy of post-colonial countries around the world, even the long-independent
developing countries of Latin America. SLI was adopted in one variant or another in most of the
developing world, including Egypt under Nasser, India under Nehru, Indonesia under Suharto,
Tanzama under Nyerere, Argentina under Peron, and Brazil under Getulio Vargas. Most of these
countries identified their policies as socialist, but not Marxist-Leninist Indeed, SLI policies were
often explicitly identified as a third option between the capitalist first world and the communist
second world. Another couple of dozen countries, constituting fully one third of the world's
population, followed the Soviet Union in imposing a much stricter Manist-Leninist model, based en
nearly complete state ownership of industry and a rigorous one-party dictatorship (for a list of
Marxist-Socialist states as of the mid-1980s, see Kornai, 1994). In the People's Republic of China,
and much of Africa, the Marxist-Leninist model was imposed by a revolutionary government



supported by the Soviet Union. In Central and Eastern Europe, the model was imposed directly by
the Soviet Union.

The choice of SLI in Egypt and elsewhere is understandable when viewed within the context of
the choices facing the leaders of developing countries, and especially of new post-colonial nations,
at the end of World War II. At the core, SLI was a defensive reaction against the capitalist first
world, including both governments and multinational enterprises. Egypt had experienced some 2,600
years of occupation, since the conquest of Pharaonic Egypt by the Assynans in 671 BC. More
recently, in the period between 1382 and 1948, Egypt was under the effective control of the British
government, though formally Egypt had regained national independence in 1922, Like other newly
independent countries, Egypt experienced prolonged depredations at the hands of the imperial
powers. Often, the effective or even de jure colonial power was not even a foreign government, but
actually a foreign corporation. In India’s case, the onginal colomial power was the East India
Company, and it was only i 1858 that the Brtish government itself became the de jure colonial
authority. In the case of Egypt, the politics and financial problems surrounding the Suez Canal
played a continual role in undermining Egypt's sovereignty, Thus, the notion of foreign investment
as a helpful or even benign force for economic development was generally dismissed in the newly
independent countries. Rather than attract foreign investment, most SLI countries nationalized
existing investments; in Egypt this involved nationalization of the Suez Canal in 1956, and
nationalization in the 1960s of most sizable firms.

Extensive engagement in foreign trade also seemed to be a dubious proposition. Not only did
foreign trade appear to threaten the subservience of the newly independent nations to the former
colonial masters, but foreign trade itself had collapsed between 1914 and 1945, under the weight of
two world wars and the Great Depression. As of the early 1950s, only a handful of countries had
convertible currencies. The British pound and almost all European currencies were inconvertible.
Global trade was managed through state-to-state settlements, and at a very low level as a percent of
national income. There was widespread skepticism that multilateral trade would be reestablished as
a vibrant force in the world economy, In summary, neither inflows of foreign capital nor a
development strategy based on free trade seemed a sensible approach to economic development for
fragile, newly independent states in what seemed to be an essentially hostile world.

At the same time, economic theory and the alleged lessons of industrialization of the Soviet
Union seemed to point to a model of rapid development based on state ownership and extensive



barriers to trade. John Maynard Keynes had concluded that capitalism was inherently unstable, and
therefore needed the strong hand of the government to preserve full employment. In the depths of the
Great Depression, in a famous speech in Dublin on national self sufficiency, Keynes (1933)
preached the need for experimentation with new economic systems, and even the desirability of
relatively autarkic economic development (though by the end of World War I, he was again
championing, and helping to design, a new international mongtary system based on open multilateral
trade). Many other economists had concluded that some form of planning was needed not only to
avoid extreme fluctuations in unemployment, but also to take advantage of the economies of scale of
moderm industry. P. N. Rosenstein-Rodan (1943), for example, wrote of the need for a ‘Big Push’ in
industrialization, presumably led by the state. Development planning models, based on input-output
models and simple dynamic equations for economic growth, seemed to offer a scientific base for

+ state leadership in the economy. And the apparent success of the Soviet Union in industnialization
(now hmmmhnwba:ngreaﬂycxaggemm&byﬂmnfﬁciﬂm and in any event achieved with
horrific cruelty and loss of life) seemed to demonstrate that effective planning was possible.

Only a handful of developing countries chose an open-market system instead of SLI or Marxism-
Leninism. In a recent study of the postwar histories of more than 90 developing countries, Sachs
and Wamer (1995) found fewer than 20 developing countries that were always open to international
trade in the post-war period or from the time of their independence (if that is more recent). Sachs
and Warner classified a country as open if it had these four criteria:

* average import tariff rates of 40 percent or less on intermediate and capital goods;
* import quotas and licenses covering 40 percent or less of total imports;

* a black market exchange rate premium of 20 percent or less on average;

* no state monopolization of trade in the leading exports.

Of course, Egypt failed these criteria by a wide margin, since import tariffs were well above 40
percent and import licensing covered virtually all of international trade until the 1990s. Note that
openness is only one measure of market orientation. Others include the role of the private sector, the
extent of state planning, the degree of administrative regulation of domestic investment, and legal
restnictions on labor market activity, such as minimum wage regulation and limitations on the
dismissal of workers (many of these other aspects of policy are discussed later). Nonetheless, the
degree of openness is a good overall indicator of market orientation. The open economics have



tended to be much more market oriented on the other dimensions of policy, while the closed
economies generally pursued a full array of SLI policies.

In East Asia, Malaysia, Singapore, and Thailand were among the few countries that maintained
open trade (though Thailand just squeezed in, under the 40-percent-tariff threshold). Indonesia,
South Korea and Taiwan pursued SLI policies in the 1950s, but then opened in the 1960s, well
before most other developing countries, The switch from SLI to a more open, market-onented
strategy was related to severe economic failures (very high inflation in Korea and Taiwan in the
19305, and in Indonesia in the mid-1960s), as well as pressures and inducements from the US, If
there 1s one overnding reason why all six of these East Asian countries chose more open, market-
oriented strategies while most other developing countries did not, the best answer probably lies in
the area of national security. All six countries looked to the UK and US for military defense and
internal security. The US in particular, through foreign aid and technical assistance, helped to nudge
Korea, Taiwan, and Thailand into relatively open trading regimes.

The choice of SLI in Egypt and elsewhere might well be understandable, but the results were
very poor indeed. Closed, state-led economies fared very badly in the past 40 vears, lagging far
behind the economies that maintained open trade and market-based strategies. Figure 1 shows the
worldwide expenience in simple terms. Here we see the average growth rate of 40 developing
countries that chose a closed model, and eight developing countnes that were always open to
international trade in the penod 1966-89. Clearly, the open economies grew much faster than the
closed economies in every year. In fact, the growth rates of the two groups came close only in two
years— 1974 and 1973, when the major increase in world oil prices temporarily reduced the growth
of the open economies. Closed economies, by contrast, tended to absorb the oil shock by greater
internal subsidization of energy prices, and by high foreign borrowing. This protected growth n the
short term, but eventually contributed to a fiscal crisis in most of these countries.

The results of SLI were even worse than indicated by low average growth rates. Almost every
country that pursued SLI, or a more extreme Manast-Lenimst approach, ended up with a severe
macroeconomic crisis in the 1980s or 1990s. Typically, governments pursuing SLI looked to foreign
borrowing as the way to speed growth or to forestall recessions (as in 1974-73). These governments
borrowed heavily in the 1970s and 1980s, and ended up in fiscal crises by the end of the 1930s.
Table 2 gives some evidence on this point. Of the 17 developing countries that had an open economy
in the 1970s, only one (Jordan) succumbed to an extreme macroeconomic crisis.



Figure 1. Average Growth of Elght Always Open and Forty Always
Closed Economies, 1966-1990
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Table 2. Developing Country Openness and Macroeconomic Crisis

Openness Macroeconomic crisis Mo macrosconomic
in 19805 crisis in 1980s

Open in 1870s 1 16

Mot open in 1970s 58 14

Source: Sachs and Wamer 1985, p, 56

Of the 73 developing economies that were closed, a remarkable 59 expenenced an extreme
macroecenomic crisis in the 1980s (and several more succumbed to extreme crises in the early 1990s).
Sachs and Warner (1995) define an extreme macroeconomic erisis as one of three events:

* inflation in excess of 100 percent per year;
* a rescheduling of foreign debt;
» adefault on foreign debt.
It is an interesting feature of political economy that almost all countries that embarked on SLI in

the 1950s and 1960s stayed with their SLI arrangements until hit by severe macroeconomic crises.
One might have expected that many countries would undertake economic reforms in time to avoid a



severe crisis, but this rarely happened. The lesson, it appears, is that while SLI began in most
countries on the basis of economic and political ideology, it was sustained on the basis of powerful
vested interests that fought within the political system for the preservation of state benefits and
protection. SLI nurtured entire sectors of inefficient, import-competing enterprises and trade unions,
whose survival then depended on the continuation of state support and protection. Both the
enterprises and the unions became key campaign financiers of the main political parties, both
government and opposition. Civil servants with responsibility for government’s management of the
economy become an important interest group in their own right. Even though a strong majority of
interests might benefit from liberalization, the potential winners from liberalization tend to be
politically disorganized and often even unaware of the potential gains, and therefore incapable of
mobilizing an effective political opposition. The incumbents, moreover, use their incumbency,
including control over state revenues, to repel challenges from any potential opposition. Generally,
only after government finances are in extreme crisi$ are the advantages of the incumbents reduced
sufficiently to allow challenge to the prevailing system.

Egypt, unfortunately, proves true to the general patterns of SLI countries, both in the onset of
crisis, and in the delays in starting fundamental reforms. Perieds of rapid growth under SLI were
followed by periods of macroeconomic crisis. While the timing was often linked to military and
political events in the Middle East, especially war with Israel (with all of the implications for state
finances, tourism, Canal revenues, and workers' remittances), the underlying weakness of the SLI-
based economy was more fundamental than conjunctional. Egypt grew fairly rapidly in the early
1960s, but then stagnated between 1967 and 1974. In 1974, President Anwar Sadat initiated
liberalization, known as the Open Door Policy and promulgated in Law 43, which aimed to attract
foreign private investment. But these reforms were modest, and did little to change the basic
orientation of the SLI system. The economy grew rapidly between 1974 and 1981, following a boom
in foreign exchange receipts (including oil, Suez Canal revenues, tourism, and workers’
remittances), but the boom faded in the early 1980s, and the economy again fell into a prolonged
period of stagnation. As in many other cases of SLI, the government continued to try to boost short-
term economic performance by heavy foreign borrowing. By the late 1980s, the state’s foreign debt
burdens threatened macroeconomic stability. In 1987, the Egyptian government entered into an 18-
month IMF program, followed by a rescheduling of debts in the Pans Club. The IMF program led
to very modest reform measures, insufficient to stabilize the economy or restart economic growth.



With a deepening macroeconomic erisis in 1991, the government signed a three-year IMF/World
Bank agreement, triggering a round of debt cancellation in the Paris Club. A new three-year program
was signed in September 1993,

Since the start of the 1991 program, Egypt has achieved some important success in dismantling
parts of the SLI system. It has eliminated most of the previous system of licensing international
trade and domestic investment. Importantly, the Egyptian pound has become convertible for most
Current account transactions. Yet Egypt’s reforms have remained limited, perhaps going far enough
to lift Egypt’s medium-term growth rate to around 5 percent per year, but not to achieve the rates
of 8-10 percent per year that Egypt is capable of achieving, given its low per capita income levels,
its generally favorable structural conditions, and especially its close proximity to Europe—a huge
advantage in generating export-led growth.

3. Factors in Achieving High Economic Growth

While Egypt made substantial progress in market reforms during 1991-96, much remains to be
accomplished. By identifying several common features of policies in the fastest-growing market
economies among the middle-income countries, we can identify the priority areas for Egypt's future
economic reforms,

Economic theory teaches that economic growth is based on three main factors:

* the accumulation of the factors of production, including both human and physical capital;
* the efficient allocation of resources within the economy;
* the improvements in technology over time.,

The theoretical and empirical debate centers around the choice of economic institutions (e.g.
markets versus government allocation, open trade versus protectionism, etc.) that can most
effectively deliver these three components of growth. One general implication of economic theory is
that poorer countries such as Egypt that follow appropriate policies can expect to grow more rapidly
than richer countries. In the current economic jargon, the poorer countries can expect to converge
with the richer countries in per capita income levels. Such convergence occurs mainly because of
the first and third factors of growth. Poorer countries tend to accumulate capital more rapidly (in
terms of percentage growth of the capital stock) than do richer countries, because poorer countries
tend to have lower capital-labor ratios and higher rates of return on new investments, both of which



promote a rapid increase in the capital stock. With regard to technology, poorer countries can make
use of the technological advances of the richer countries, without having to reinvent these
technologies.

These tendencies towards convergence have clearly played an important role in the rapid growth
of the VFGEs. But convergence can be achieved only when there are effective economic and
governmental institutions supporting rapid capital accumulation, the efficient allocation of
resources, and the rapid diffusion of technology from the more advanced economies. Worldwide
experience, interpreted by economic theory, suggests that the following institutional arrangements
have been key to rapid economic growth.

» Openness of the Economy. The quintessential feature of the VFGEs has been the rapid growth of
manufacturing exports, shown in Table 3 for the period 1983-94. This growth has been
supported by trade policies that allowed manufacturing exporters to operate at (nearly) world
prices, both for inputs of capital and intermediate goods, and for the sale of exports on world
markets. The VFGEs have avoided the kinds of SLI trade policies that undermine the capacity of
manufacturing exporters to obtain necessary inputs at world prices, or that penalize exporters
through heavy taxation of exports (effective taxation of exports can arise through: tariffs and
quotas on inputs, inconvertibility of the currency, state monopolization of exports on unfavorable
terms for exporters, or explicit taxation of exponts).

Table 3. Growth in Manufacturing for Selected Fast-growing Economies and Egypt

Country Average annual growth rate 1985-84
Chile 26.3
Hong Kong 21.4
Indonesia 339
Republic of Korea 14.1
e 292
Singapore 20.2
Thailand 33.7
Egypt (for the period 1986-04) 1.0

Sources: World Bank, Warid Development Reporf, 1980 and 1995, and Word Data CD-ROM, 1995,



The exact form of the trading regime has differed across the VEGE countries, but the following
¢lements have been common features:

* convertibility of the currency for current account transactions:

* zero or low tariffs (and the absence of licensing) for capital goods and intermediate inputs, and
modest tariffs for most consumer goods:

= implicit or explicit subsidization of exports;

« other institutions supportive of manufacturing exports (especially export processing zones).

In general, the VFGES have been quite open to trade both for imports and exports, especially in
comparison with other developing couritries. Limited industrial policies, where they exist, have
mainly supported manufacturers not through protection of home markets, but through promotion of
€Xport activities. As discussed later, the efficacy of industrial policies is itself open to question.

Openness, and the orientation to manufacturing exports, has made several contributions to
growth. First, it has helped to ensure the efficient allocation of resources, through specialization,
comparative advantage, and dynamic ‘learning by doing’. Second, openness has promoted domestic
competition by limiting the market power of domestic firms, and by providing a rigorous
international yardstick of performance. Third, openness has promoted the rapid accumulation of
capital through foreign borrowing and foreign direct investment, which is then serviced by the rapid
expansion of exports. Fourth, openness has promoted the rapid improvement of technology through
the importation of foreign technologies. Technology may be imported directly through merchandise
trade (e.g. in the form of machinery embodying a new technology), or it may come via foreign
direct investment. In either case, openness has greatly enhanced the domestic economy’s awareness
of, and access to, technological advances in the rest of the world.

Table 4 shows that Egypt's average tariff rate of around 30 percent vastly exceeds the average
tariff rates of the other economies. These high tariff rates continue to undermine labor-intensive
export-led growth for Egypt.

Promotion of Saving through Fiscal Policy. All the VFGEs have high rates of saving (see table 5),
considerably in excess of Egypt's saving rate. Note an important definitional distinction. Gross
domestic saving, which is reported in the table, is calculated as gross domestic product minus
domestic consumption. Gross national saving is calculated as gross narional product minus

10



Table 4. Average Tariff Rates in Egypt and Selected East Asian Economies

Country Average tariff rates (%)
Indonesia 6.00
Republic of Korea 4,00
Malaysia 2.00
Thailand 8.30
Egypt 30.00

Sewrce: UNCTAD -Trade Analysis and Informaticon System data en CO-ROM, 1555

Table 5. Savings Rates in Egypt and Selected Fast-growing Economies

Gross Domestic Saving (percent of GDP)

1860 1970 1980 18493
Chille 25 20 16 24
Hong Kang B 25 24 31
Indanesia B 14 30 31
Rep. of Korea 1 15 23 35
Malaysia 27 27 a2 38
Singapore -3 18 a0 47
Thailand 14 21 2 36
Egypt (gross domestic saving) 12 g 16 B
Egypt (gross national saving) na na na 18

Souwrces: World Bank Woarld Developmant Raport, 1880, 18832, and 1855, for domestic saving. Word Bank Country Oparafions
Divisson for Egypt, 1985, for estimates of gross national saving in 1593,

consumption.® In the case of Egypt, gross national product considerably exceeds gross domestic
product because of large net transfers from abroad, mainly workers” remittances. Therefore,
national saving, currently around 20 percent of GDP, is much higher than domestic saving, which
is currently around 10 percent of GDP. There is no important difference in the measures for the
other countries.

!'Thrnlnlllﬁmufg'nnmﬁmalnﬁnurrpaﬂndhhhﬂlmludﬂuﬂlﬂ granis. Il efficial grants (Le. foreign add) were inchoded a
part of national saving, the saving rate unpunmlq{ﬂ-ﬂi'mddrinh}' approximately 4 peroesd of GDP disring 1954094,

11



The high saving rates in the VFGEs contribute to rapid capital accumulation, and thereby to
rapid economic growth. High saving rates were not always the case in the VFGEs. The general
pattern is that saving rates rose in the course of growth, from modest levels in the 19605 to rates
exceeding 30 percent of GDP in the 1990s. Egypt's national saving rates have been closer to 20
percent of GDP, or less in recent years, while the domestic saving rate has typically been 10 percent
of GDP or less.

National saving is the sum of government saving and private saving. Government saving, in turn
15 the excess of current government revenues over current government expenditure. The largest
difference between Egypt and the VFGESs in overall national saving rates has been the government
saving rates. The VFGEs have sizable government saving as a percent of GDP, while Egypt's
government saving has been negative until recently. Following the restrictive budgetary measures of
the early 1990s, the Egyptian govermnment is now saving around 5 percent of GDP. The private
saving rate has declined at the same time, however, so that national saving remains below 20
percent of GDP.

On a cross-country basis, high government saving is related to low overall levels of govemment
spending as a percent of GDP, as shown in table &, In the VFGEs, total government spending as a
percent of GDP tends to be low, between 15 and 30 percent of GDP. Egypt’s overall government
spending, by contrast, is around 35 percent of GDP, after having been cut from an astounding 49
percent of GDP in 1988! Governments that have high levels of government spending tend to have
low rates of govemnment saving, as has been the case with Egypt. When expenditures are high, tax
revenues lag behind expenditures because of political resistance to high tax rates, as well as
increasing tax avoidance and evasion.

Figure 2 shows a scatter plot of government spending versus government saving, both measured
as a percent of GDP. We see that, indeed, countries with lower rates of government spending tend
to have higher rates of government saving,

In many of the VFGEs, private saving rates are also unusually high. This is partly a result,
rather than a cause, of rapid growth, since high rates of growth stimulate private household saving
and retained eamings by firms. High private saving rates also partly reflect the development of
financial market institutions that are effective in mobilizing household saving, such as the micro-
finance institutions in Indonesia (¢.g. Bank Rakyat Indonesia) which mobilize the saving of millions
of rural houscholds. More generally, throughout the VFGEs, households are responsible for their
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Table 6. Government Spending as Percent of GDP in Egypt and Selected Fast-growing Economies

Country 1883
Chile 208
Hong Kong 16.6
indonesia 17.1
Republic of Korea 20.3
Malaysia 30.6
Simgapore 20.4
Thailand 221
India N7
Egypt as.0

Source: Governmant Finance Statistics Yearbook, IMF, 1984,

Figure 2. Government Spending Versus Government Saving as Percent of GDP
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own retirement saving, and cannot expect large budgetary transfers from the state. In some
countnes, such as Hong Kong, Korea, Mauntius, and Taiwan, state-provided pensions are either
very low or essentially nonexistent. In Chile, Malaysia, and Mauritius, the state has implemented a
mandatory private saving system which requires that a fraction of earmngs be deposited into an
individual retirement account. The amount of savings available upon retirement i determined solely
by the individual’s contributions over the working life, plus accumulated income on contributions,

Cross-country evidence suggests that generous pay-as-you-go state pensions, as in Western
Europe, tend to depress household saving rates, while household responsibility for retirement
(whether through low state pensions or mandatory private savings) tends to raise housshold saving
rates. Figure 3 shows a scatter plot relating the coverage of state pensions (relative to average

Figure 3. State Pensions and Private Savings
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income) to the private saving rate in the economy. The negative relationship suggests that countries
with more generous state-provided pensions have lower private saving rates. Egypt has attempted to
maintain a generous staté pension system.

High Degree of Internal Comperition. The VFGEs promote efficient allocation of labor across
sectors through a variety of market-supportive policies, some of which stand in sharp contrast to
Egypt’s policies. First, the engine of growth in VFGE industrialization (and especially in
manufacturing) has been the privare sector. While some of the VFGEs experienced a brief phase of
impart-substituting growth before opening the economy, the rapid growth of manufacturing exports
15 almost entirely due to private enterprises.

As shown in table 7, the role of state-owned enterprises (SOEs) as a proportion of overall
employment, output, and investment is low in the VFGESs, and is still remarkably high in Egypr.
According to the World Bank (1993) study Bureaucrats tn Business, by Galal and celleagues,
employment in state-owned enterprises in Egypt in 1990 accounted for 13.2 percent of total
employment; SOE value-added was 32.8 percent of GDP; and SOE investment was an astounding
51.9 percent of total investment expenditure. Given the speed of privatization in the Central
European transition economies, it is likely that Egypt’s state sector, as a percent of GDP, is now
larger than any in Central Europe.

Second, as already noted, the private firms in the VFGEs are exposed to the rigors of
international competition, either in competing with imports, or as exporters on world markets. Even
when firms receive protection on the domestic market (in East Asia, this is mainly the case of final
consumer gooads, such as automobiles), the protected enterprises still tend to be exporrers which
receive protection in the home market but are nonetheless disciplined by competition in foreign
markets in which they also operate. Protectionism, when it exists, is usually in service of export
promotion (see Krugman, 1987) rather than for protection of the domestic market per se.

Third, the private firms in the VFGEs operate in a regulatory environment which offers high
flexibility for wage setting and the hiring and dismissing of workers. In the YFGESs, union
bargaining, when it exists, takes place at the level of the enterprises, rather than at the regional or
sectoral level as in many cases in Western Europe. Therefore, the terms of collective bargaining
agreements are set according to market forces felt at the enterprise level. Union power tends to be
low, and legislation has tended to restrict the range of issues covered by collective bargaining,
thereby granting high flexibility to management (e.g. in the dismissals of workers). Workers have
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Table 7. Share of State-owned Enterprises in Employment, Output, and Investment in Egypt and
Selected Fast-growing Economies, 1990

Country Employment Valug-added Investrment
(% of tetal employment) (% of GDP) {% of total investment)

Chile 1.1 12 9.4

Hong Kong na na na

Indonesia 1.2 13.0 50

Republic of Korea 1.9 10.2 33

Malaysia na na 39
Singapora na na na

Thakland 0.8 5.4 4,8

Egypt 132 azs 51.9

Nate: Output for Indenesia is for 1883, na = not avadable.
Source: Bursaucrats in Business, World Bank Policy Ressarch Raport, Owfard University Press, 1895,

few guarantees of long-term employment, with the partial exceptions of Korea since the late 1980s,
and Japan. In most of East Asia, firms can reduce their workforces with shart notice and modest
SEVErance payments.

Egypt stands as the extreme outlier regarding labor regulation, since workers in the formal sector
have a virtual guarantee of continued employment. Layoffs require lengthy and costly legal
procedures, and are rarely if ever forthcoming, Morcover, entry of new enterprises into many
sectors of the economy is restricted by licensing requirements, state monopolization of key economic
activities, and administrative red tape (including the need to make multiple payoffs). The results of
Egypt’s highly regulated labor and product markets have been devastating, Formal-sector
employment in Egypt is low, in large part because so much urban employment is carried on outside
of formal registration. Unofficial unemployment is put at 20 percent or higher.

Soctal Policies Targeted to Human Capital Accumulation, The VEGEs have avoided large-scale
redistributive transfers, i.e. state pensions, welfare spending, or heavy budgetary subsidization of
particular sectors of the economy. By avoiding Western European-style social welfare systems, the
VFGE economies have maintained relatively low rates of government expenditure and taxation as a
percent of GDP. This restraint in government expenditure has helped the VFGE governments to
preserve high rates of government saving while also avoiding highly distortionary rates of taxation.
On the other hand, these governments have made major commitments to human capital
accumulation via spending on primary education and health. The most notable success has been to
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achieve high rates of literacy, in comparison with Egypt, where literacy rates continue to lag far
behind (see table 1).

Small Government and Low Marginal Tax Rares, We have noted repeatedly that the VFGE
economies have avoided the fiscal burdens of heavy government spending. The counterpart of
relatively low government spending as a percent of GDP is relatively low rates of taxation. For
example, corporate tax rates in the VFGEs are generally in the range of 15-30 percent, compared
with basic corporate rates berween 34 and 42 percent in Egypt (depending on the sector of
economic activity). These high corporate tax rates are surely a disincentive to domestic and foreign
corporate investment in Egypt. Similarly, Egypt imposes very high payroll taxation in the formal
sector, 23 opposed to low or even zero payroll taxation in the VEGEs. On monthly salaries up wo
337 Egyptian pounds, employer contributions are 26 percent and employee contributions are 14
percent, On monthly variable pay (e.g. incentive bonuses), employer contributions are 24 percent
and employee contributions are 11 percent, up to 500 Egyptian pounds.

Industrial Policies, The VYFGEs have been marked by private-sector orientation, high rates of
national saving, and intense competition in product and labor markets. It is often claimed that in
addition to (or even instead of) these market forces, the key to rapid industrialization in the fast-
growing East Asian economies (six of the eight VFGESs) rests on special industrial policies of the
government. Amsden (1989) and Wade (1990) are widely cited advocates of this position. What is
the evidence in favor of or against the role of industrial policies in East Asia?

The starting point for analyzing industrial policies in East Asia should be the recognition that
there is no single East Asian model, The extent of government intervention in industry has differed
markedly. Korea has surely been the most interventionist, rather closely modeling its industrial
policies on Japanese institutions. Taiwan probably comes next in the extent of government
intervention in industry, though with considerably more market orientation and reliance on small,
family businesses as opposed to the large industrial conglomerates (chaebol) supported by state
policies in Korea. Southeast Asia, by contrast, has shown considerably less government intervention
in industrial policies than has Northeast Asia (Japan, Korea, and Taiwan). Hong Kong, for
example, has maintained completely free trade, with zero tariffs, quotas, and licenses on
merchandise trade. Singapore as well has essentially maintained open trade, though with more
government intervention via tax policies and other incentives. Indonesia, Malaysia, and Thailand
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have also pursued rather modest programs of industrial policy in comparison with Northeast Asia,
All three have maintained relatively open trade since the 1970s, based on convertible currencies,
modest tariff rates, and relatively free markets for capital and labor, While these three Southeast
Asian economies have all engaged in some efforts to identify and promote industrial winners, most
industrial growth, and especially labor-intensive export growth, has taken place under market
pressures. Direct government support for winners has mainly come i the high technology and
heavy industry sectors, and with mixed success,

Despite the wide variety of industrial policies—especially the differences between Northeast and
Southeast Asia—there is much less variety in outcomes: all of the countries succeeded in export-led
manufacturing growth. The evidence suggests that it is the common features in East Asia— currency
convertibility, moderate tariffs, strong private sector orientation— rather than specific industrial
policies, that are behind the widespread successes in the region. This conclusion is supported by
several recent studies which have analyzed industrial policies on a more detailed sectoral basis.
Most of these show modest or negative contributions of sectoral industrial policies to productivity
growth. For example, a comparison of growth of free-market Hong Kong with moderately
interventionist Singapore finds higher productivity growth in Hong Kong (Young, 1993). A detailed
study of sectoral productivity growth in Korea finds that sectors targeted by industrial policy
incentives (e.g. subsidies, tax benefits, etc.) experienced lower, not higher, rates of productivity
growth. A study of the most interventionist period in Korea, the so-called Heavy and Chemical
Industry drive of 1973-79, finds a mixed record of industrial policy (see Stern, Kim, Perkins, and
Yoo, 1995). The authors conclude that many of the successful government interventions in Korea
were in fact needed to offset other distortions in the Korean economy, and that the interventionist
policies would not have been needed at all if Korea had been more thoroughly market oriented from
the start. In other words, Korean industrial policy in the 1970s should be viewed as a second-best
policy to overcome other existing distortions in the market, rather than to supercede the market.
Recent research on the Japanese economy, allegedly the original site of successful industrial policy,
has also tarned up negative conclusions about the productivity effects of industrial targeting
(Weinstein, 1995),

While East Asian economies have differed widely in the scope and ambition of industrial policy,
it is true that a few institutions of industrial policy have been widely applied, and deserve a
sympathetic look. Most importantly, virtually all of the East Asian countries have utilized export-
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processing zones (EPZs) or other special economic zones (SEZs) to help attract Joreign
investment and to initiate the process of manufacturing export-led growth. These zones have not
aimed to pick winners in the classic sense of industrial policy. Rather, they have attempted to carve
out a geographical zone in which export businesses can conduct profitable export-onented activities,
exempt from costly regulations, tax laws, and labor standards that apply more generally within the
country. The EPZs are helpful in getting foreign direct investment underway, and in providing a
demonstration effect that ean act as an inducement for further policy reforms. They will fail,
however, if they are viewed as a substitute for broad-based liberalization, that 15, a5 an excuse not to
undertake liberalization measures that extend throughout the entire EConomy.

More generally, the relatively successful industrial policies have a few common characteristics:

* they have aimed to promote exports rather than to protect the domestic market;

» they have provided limited subsidization on the basis of monitorable, measurable, successful
performance (e.g. the growth of exports) rather than to cover losses:

« they have been temporary rather than permanent subsidies (e.g. a five-year tax holiday for new
export firms).

Is East Asia Really a Model for Rapid Growth?

A widely read article by Paul Krugman (1995) has called into question the growth performance of
the East Asian economies. Krugman argues that East Asia's growth resulted from capital
accumnulation, rather than from improvements in productivity. He goes on to compare this growth
with the growth of the Soviet economy, which was similarly based on the rapid accumulation of
capital. His implicit conclusion is that East Asian growth is neither a model for other countries nor
sustainable, Krugman misses the essential point of East Asian growth. Unlike Soviet capital
accumulation, the accumulation of capital in East Asia has been carried out mostly under market
forces, and especially under international market forces. The investments are therefore tested
repeatedly by the marketplace. The Soviet economy eventually collapsed in part because the
structure of production drifted farther and farther away from the needs of the society. In the end, the
Soviet Union was producing nearly twice the steel of the United States, for an cconomy roughly one-
seventh the size in terms of purchasing power. It was not surprising, therefore, that when the
bureaucrats stopped demanding the steel after 1991, market demand for steel could not compensate,
and the steel sector suffered a very sharp decline. There is absolutely no reason to suspect that East
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Asia would similarly be subject to a collapse of demand, since industrial production has been
responsive to market demand on an ongoing and intensive basis.

4. Chinese Growth and Lessons for Egypt

If market competition and openness are a sine qua non for rapid growth, then China’s experience of
the past 17 years—since the onset of Deng Xioaping’s market reforms in 1978—cries out for
explanation. How is it that a country still pursuing a socialist model, albeit one with Chinese
characteristics, has achieved such rapid growth? Unlike the other East Asian economies, China has
maintained a major role of the state in guiding investment, and a major role of state-owned
enterprises in the economy. Is China an exceptional case in East Asia, or an exception that proves
the rule?

While China has indeed protected its large state-owned industrial sector, the source of dynamic
growth in China lies in the non-stare sector, which has operated much closer to market forces,
Indeed, outside of the state-enterprise sector, the Chinese economy has much in commeon with the
other East Asian economies, especially when these other economies were at an earlier stage of
development. While China's non-state economy operates without many of the legal underpinnings of
a more advanced market economy, the non-state sector is subject to the strong market competition,
international trade, and low taxation that are hallmarks of the fast-growing market economies of
East Asia. Despite appearances, Egypt may be less market oriented than China, because China’s
non-state sector 1s relatively unconstrained by government regulation, while Egypt’s non-state sector
continues to be tied down by extensive regulations that hinder its development.

The key, then, to understanding China’s economic success lies in understanding the limited role
of the state-owned sector (see Sachs and Woo, 1994, for a more detailed discussion of China's
recent growth experience), When Deng Xioaping began market reforms in China in 1978, state-
enterpnse employment was approximately 18 percent of the total Chinese labor force.
Approximately 71 percent of the population was engaged in peasant farming, and another 10
percent or 50 operated in various non-state activities outside of agriculture, especially urban
collective enterprises attached to state enterprises, and industrial township and village enterprises
(see Sachs and Woo, 1994, for details on this breakdown of the labor farce by type of activity),
China’s gradual reforms after 1978 have involved the liberalization of the non-state part of the
economy, while preserving the socialist character of the pre-existing state-owned enterprises.



Roughly 20 percent of the labor force has been maintained in the socialist sector, while a little more
than 80 percent of the labor force has operated in the non-state part of the economy.

Considerable evidence confirms that it 1s China's non-state sector, largely operating under free-
market rules, rather than China’s state sector, that has been the source of China’s dynamism. First,
the state-owned sector has continued to make large losses, despite more than 10 vears of
experimentation by the government with alternative incentive schemes for management and workers.
Second, the productivity growth in the state-owned sector has lagged far behind the productivity
growth of the non-state sector, and according to some calculations, total factor productivity growth
of the state sector has been close to zero. Third, the non-state sector accounts for the explosive rise
of Chinese manufacturing exports. For example, the share of small-scale, rural enterprises (the so-
called township and village enterprises, or TVEs) in total exports has grown from 16.4 percent in
1980 to around 44.4 percent in 1993, Another large share of exports has come from special
economic zones (SEZs), coastal open citieg, and economic and technological development zones
(ETDZs), all designed to encourage manufactuning exports. These special areas have received
various kinds of favorable tax and regulatory treatment, such as tax holidays and duty-free access to
imported inputs and capital goods needed for export production. The SEZs and other special areas
are akin to the export processing zones that had been used in other parts of Asia as part of their
initial export-led growth. Fourth, overall GDP growth has been much faster in regions with a high
proportion of employment in non-state enterprises (see Xiao, 1991) and in the SEZs (Wei, 1995).

A major aspect of China's dynamism 1s the low rate of taxation of non-state enterpnses. Smee
Chinese government spending 15 a remarkably low 14 percent of GDP, China can maintain very low
tax rates on average throughout the economy. As already noted, many non-state enterpnises are
almost completely exempt from taxation, at least in their first few years of operation, as the result of
special tax privileges associated with special economic zones, China's labor markets are also highly
flexible in the non-state sector. While workers in the state sector are accorded generous job
guarantees in both China and Egypt, workers in China's non-state sector do not receive guaranteed
employment. One result has been the rapid growth of employment in China, since firms can hire
workers without fear of being stuck with unwanted labor in the future due to restrictions on
dismissals. Formal sector employment has increased dramatically, from 95 million in 1978 (9.7
percent of the economically active population) to 148.5 million in 1994 (19.2 percent of the

21



economically active population). Mast of the rest of the labor force 15 still in peasant agriculture,
The solution to the economic paradox of rapid growth in socialist China is therefore threefold:

» the socialist sector is a very limited part of the economy, perhaps 20 percent as measured by
employment,

» the non-state sector has been given ample freedom of economic activity, including favorable
incentives such as in the SEZs, so that China could emulate the export-led manufacturing growth
of the rest of East Asia:

« political decentralization of economic decision-making has strengthened the hand of regional
governments relative to the central government, to the benefit of market reforms.

S. What is Left to be Done in Egypt?

Egypt has experienced extensive deregulation, especially regarding international trade, since mid-
1991. The results of market liberalization have been encouraging. GDP growth is back above 3
percent per annum, after nearly zero growth in 1992 and 1993, The recovery in growth, though still
modest, has been accomplished while preserving moderate rates of inflation and sustainable levels of
foreign exchange reserves and the balance of payments. Thus, the first stage of Egypt's market
liberalization must be judged a success. When evaluated by the standards of the VFGEs, however, it
15 clear that there is still much to accomplish if Egypt is to achieve sustained high rates of economic
growth. Egypt’s growth rates fall far short of the VFGEs, despite the fact that Egvpt is a much
poorer econamy, and therefore should be able to achieve even faster growth than the VFGEs in view
of the tendency towards economic convergence (catching up) among market-oriented economies.
The relatively slow growth is most likely the result of continuing shortcomings in Egypt's market
institutions. Em-ptmninuﬁmb:trappndhyprmnnmpﬁms of earlier years and by the vested
mterests fostered by SLI.

One simple gauge of Egypt's growth prospects on the basis of current policies is a cross-country
growth equation, which relates a country’s per capita economic growth to its initial income level and
several policy indicators, including: the national saving rate, an index of openness to trade and
financial flows, an index of labor market flexibility, and the level of government expenditure as a
percent of GDP, We expect to find that growth is higher for poorer countries, and for higher saving
rates, greater openness, more labor market flexibility, and lower government expenditure as a



percent of GDP. (Ses Appendix 1 for details of the regression results and the underlying variables).
On the basis of this regression estimate, we find a predicted per capita growth rate for Egypt of 2.61
percent per year on the basis of current policies. Now, suppose that each of the key policy variables
were to take on the average values of the VFGEs. Given Egypt’s initial income level, the predicted
per capita growth on the basis of VFGE policies on saving, tariffs, labor market flexibility, and
government spending would be 6.33 percent per year. While these results are admittedly crude, they
help to establish that further reforms would have significant effects on raising Egypt's growth rate
in the medium term.

‘We would underscore the following seven priority areas for further reforms.

Openness. Egypt's tariff rates are still among the highest in the world, and continue to block
Egypt’s attractiveness as an export platform for labor-intensive manufacturing production. Further
steps towards openness should include: reductions of tariff rates to the averages in the VFGEs
(between 0 and 20 percent); the implementation of export processing zones on a wider scale within
Egypt, but as a complement rather than a substitute for wider liberalization; the further deregulation
of FDI in industry, infrastructure, and financial services; and a more flexible exchange rate system
(e.g. a crawling band exchange rate as in Chile, Poland, and other successful reform economies) to
prevent chronic overvaluation of the national currency.

Fiscal Reform. With Egypt’s overall national saving rate below 20 percent, rather than the 30
percent or higher seen in the VFGEs, there is a strong case for higher levels of government saving
based on further reductions in government spending. Government spending as a percent of GDP
could be reduced by cuts in subsidies, and by the use of privatization revenues to reduce public
sector indebtedness, and thereby to reduce the interest burden of the public debt. Cuts in government
spending as a percent of GDP would permit a reducticn of tax rates to more internationally

competitive levels.

Deregulation and Privatization of State Monopolies. Egypt's state-owned enterprises do serious
damage in two ways. First, many of them are inefficient and loss-making. Second, these firms tend
to be protected as monopolies, especially in the areas of finance (including banking and insurance)
and infrastructure, including telecommunications, port facilities, and road building. An end to the
state monopolization of these sectors is crucial to permit new, private firms to introduce competition



and higher productivity into these sectors, Privatization of the existing state-owned enterprises is
therefore desirable both on fiscal as well ag efficiency grounds.

Labor Law Reform. One great irony of Egzypt's economic policy is that a desperate shortfall of job
creation in the formal economy is combined with highly restrictive labor legislation that
substantially raises the costs of hiring new workers. As we have noted, formal sector emplovment is
low and unemployment very high. Most importantly, the continuing barrier to the dismissal of
unwanted workers in Egyptian establishments paralyzes firms in hiring new workers. Labor-
intensive manufacturing exports require competitive and flexible enterprises that can vary their
employment according to changes innmrketdmmdamichangesmtnchmhy,mﬁgyptm
an unattractive base for such production in part because of the continuing obstacles to flexible
management of the labor force. An important step could be taken by designating a significant
number of export processing zones in which the restrictive labor legislation would not apply. A
more general approach would be to give continued protections to formal-sector workers that are
already employed, while liberalizing the hire and dismissal of new workers in the future, The third,
and most desirable kind of change, would be to abandon the general restrictions on hire and
dismissal, and instead allow hiring and dismissal decisions to be made at the level of the enterprises
as part of the collective bargaining agreement between enterprises and enterprise-level unions,
without the interference of government.

Sacial Policy. The government needs to provide larger resources for primary education and primary
health, Expenditure on girls' education has an especially high secial retum, since female literacy
supports better family health, lower infant meortality, lower population growth through reduced
fertility rates, and greater labor market productivity of women.

Infrastructure. Serious infrastructure constraints can only be overcome if the government creates a
regulatory and economic environment conducive to large-scale mflows of foreign private investment
in critical areas of infrastructure. This is especially true in areas such as telecommunications and
transport (including port facilities), which provide the vital links between Egypt and the world
market.

Financtal Market Reform. Egypt's banking and insurance sectors were nationalized several decades
ago. While a number of other countries also undertook such actions, for instance Mexico, France,
and Chile, they have by now reversed this policy. Egypt, by contrast, still relies heavily on state-
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nefficiency in the delivery of financial services.

6. The Need for A Comprehensive Growth Strategy

Egypt’s macroeconomic strategy in recent years has produced mixed results, On the one hand,
Egypt has overcome major macroeconomic mmbalances, and has established relative stability and
maderate growth. On the other hand, the growth remains too slow to have any major impact on
Egypt’s crippling poverty and rising unemployment. The biggest problem with the recent strategy
has been an excessive focus on stabilization and too little emphasis on long-term economic growth.
This is not to say that budget balance is unimportant: we have seen that government saving is indeed
an important component of an overall growth strategy. The problem, rather, is that the
macroeconomic programs have not been sufficiently ambitious, and the growth targets have been
low (e.g. 5 percent per year, or less than 3 percent per capita),

Another problem is that issues tend to be handled in a piecemeal fashion. For example, there has
been a long-standing debate about the exchange rate, with the Egyptian government resisting
vigorously any devaluation of the currency. The whole issue would look very different, however, if
the exchange rate were considered as part of an overall growth strategy. In that case, the need to
make the exchange rate system more flexible (e.g. by adopting a crawling band exchange rate,
rather than a simple peg) would become more evident. Even without a devaluation, there might be
grounds for a consensus on making exchange rate arrangements much more flexible in the future.

At the current stage of reforms, Egypt needs to set further reform actions (on privatization, trade
policy, fiscal policy, the exchange rate, infrastructure, labor market policy, etc.) in the context of a
comprehensive growth program. Such a program would start with an ambitious but realistic growth
target, say 8 percent per year on average over the course of the-mext five years. Then, policy makers
and the international financial community (donors and the IFls) would work backwards, considering
the range of fiscal, monetary, structural, and aid policies that could suppart the ambitious
objectives. By moving forward on a package of measures, with a clear and ambitious growth target
(rather than simply the objective of stabilization), the Egyptian government would find it much
easier to construct a coalition of interests in support of the needed changes. The reforms would not
seem arbitrary or simply dictated from the outside. They would have a clear and monitorable
objective: higher growth and more employment creation.



With an ambitious growth target, and a realistic reform strategy, Egypt could look forward to
rapid and sustained economic growth. Given the progress of Egypt's reforms to date, and the
possibility of added reforms in the near future, Egypt could well become one of the world’s fastest-
growing countries in the next decade. To do less would jeopardize another generation to unnecessary
poverty, unemployment, and instability,



Appendix |

Based on recent cross-country growth models, we estimate a rudimentary cross-country growth
equation in which per capita economic growth is a function of initial per capita income, the national
saving rate, and an index of market efficiency based on data from the World Economic Forum's
(WEF) Global Competitiveness Report, The efficiency index is the sum of three indexes jointly
prepared by the Harvard Institute for International Development and the World Economic Forum,
The three indexes measure: openness of the economy to trade and financial flows; the size of
government in the economy; and labor market flexability. We add the three indexes for openness,
government, and labor markets to create an overall index of market efficiency. The index is created
to give a higher score for: more openness, smaller government (as measured by government
expenditure as percent of GDP, and various rates of taxation), and more flexible labor markets, To
give a sense of Egypt's relative ranking, in a sample of 49 countries, with a rank of | being the best
performance and 49 the poorest performance, Egypt ranks 22nd on openness; 31st on size of
government, and 40th on flexibility of labor markets. The East Asian economies rank higher on all
counts. The average score of the East Asian economies would rank 25th on openness; 3rd on size of
government; and 9th on fleability.

The basic regression is shown in table Al, As expected, initial income enters with a significant
negative coefficient: poorer countries tend to grow more rapidly, all other things equal. Also, as
expected, more efficient economies (i.e. those with a higher score on the efficiency index) tend to
grow more rapidly. According to this equation, Egypt’s growth is held back by its relatively poor
ranking on the various components of market efficiency. To estimate the growth consequences of
Egypt's efficiency index, we use the regression estimates to calculate two growth rates: (1) the
predicted growth for Egypt given current income levels (GDP per capita at purchasing power parity
in 1993) and current market efficiency; and (2) the projected growth rate for Egypt for current
income levels but an improved market efficiency index equal to the average for the East Asian
economies. According to the regression estimates, improvement in Egypt’s market efficiency to East
Asian standards would raise annual per capita growth by some 1.9 percentage points per year, to an
overall predicted rate of 4.55 percent per year. If Egypt also had the saving rate of the seven Asian
economies, per capita growth would reach 6.33 percent. The calculations are shown in the second
part of table A2,



Table A1. Regression Estimates (Dependent variable: Real per capita GOP growth 1852-95)
Independent variables:

Log initial income =1.17
[-2.58)
Saving rate (1995) 0.088
(2.20)
Efficiency index 2,78
[3.17)
Constant 4.58
[2.18)
R2 0.404
N 42

Source: aulhor's calowtations.

Table A2. Growth Counterfactuals

Egypt Seven Asian economies

Log Initial incomea 277 3.67

Saving rate 1995 16.84 35.01
Efficiency index -0.142 0.563

Growth 1992-85 0,26 £33

Egypt's predicted growth rate 1952-85 = 2.61

Predicted growth if Egypt had efficiency index

of the seven Asian economies: 261+ 1.84= 4.55

Fredicted growth if Egypt also had the savings rate
of the seven Asian economles: 455+ 1.78 = 633

Soeuce. auther's calculations, |
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PART I1

THE ROAD AHEAD FOR EGYPT: VARIATIONS ON THE THEME

After his presentation, Sachs responded to remarks and questions from the audience. Participants in the
discussion were Said El Naggar from the academic community, Arvind Subramanian from the IMF,
Faika El Refaci from the Central Bank, Wemner Puschra from Friedrich Ebert Stiftung, Youssef Boutros
Ghali and Ali Soliman from government, James Whittington from the forcign media, and Abdel Aziz
Hegazy, Fouad Sultan, Ahmed Kadry, Taher Helmy, Gamal Mubarak, and Ahmed Foda from the
private sector. (See appendix for a complete list of the attendees.) The following is a summary of the
discussion,

Participant: Your historical perspectives on the development of economic policy making are very
interesting. You have showed that open economies in general fare much better than closed
economies. But not all countries on your list of high-performing open economies are open in all
aspects. Korea is open regarding exports, but imports are very restricted, One cannot buy a
Japanese car in Korea. Also its labor market, which you say is a very important factor, is highly
inflexible. Individual labor rights are among the strongest in the world, and it is practically
impessible to fire anyone there. Rather than comparing Egypt with Korea today, it is more
appropriate to look at those countries when they started their economic growth, and compare them
with Egypt. Locking at savings rates, we find that Korea started with 2 percent in the 60s, and took
10 years to reach 18 percent, and until the 80s and 90s to reach more than 30 percent. What can
Egypt do to achieve high growth? With what measures did those countries start their take-off
processes? In which ways were they open, and in which ways closed?

Speaker: The definition of an open economy is a bit complicated, but it covers tariff rates, quotas,
exchange rate convertibility, monopolization, and export taxation. Hong Kong was totally opened—
zero tariffs. Singapore was totally opened, Malaysia almost totally, Indonesia very opened, Taiwan
moderately, and then Korea relatively closed, with higher tariffs on consumer goods. I don’t
recommend Korea's approach because the evidence shows that protection lowered preductivity in
some sectors in Korea. But even with Korea's relative closure, and certainly in its high growth
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period, Korea was more open and less protective compared to the rest of the developing world—
including Egypt—not for Japanese automobiles but for the vast range of capital goods, intermediate
mputs to production and consumer goods. It is true that since its democratization in 1988, Korea
has intensified labor rights to an extent that I believe may be harmful for their enterprises, But in the
very high growth period, there was suppression of trade unions so they didn't have such protective
labor rights. Recently Korea also started a generous pension system, and 1 don't know whether they
will be able to surmount their problems later,

Korea is quite singular, but if there is an analogy it would be Japan, because both were relatively
closed for East Asia, yet open compared to the rest of the developing world. Japan was considered
by many people to be a great model in the 19705 and 30s but has been in a recession for five years;
the ngidities of its syStem are clearly causing problems.

Participant: Malaysia, one of the high-growth countries, has a 34 percent corporate tax, not far
from Egypt’s corporate taxation rates of 32-42 percent, which you consider to be too high. How
much importance do you attach to the tax rate among all the elements for growth?

Speaker: Malaysia 15 a very mteresting and successful economy. They started as a natural
resource-based economy and shifted to become a major manufacturing exporter. Their extraordinary
boom in consumer electronics was achieved by having a free trade zone in Panang devoted to
electronics. The governor decided to make the zone an export-led growth model by having zero
tariffs and taxes on imported inputs, promoting exports, and very generous tax terms for foreign
investors, They started with assembling, with components, then moved on to design their own
technologies and produce more sophisticated goods. They picked a geographical area and a
particular sector, and made it very open, with very flexible labor, low wages, very low input prices,
no payroll taxation, virtually ne corporate income taxation for quite a while for the new enterprises,
and an efficient trade administration. That is what fueled the manufacturing boom and the growth in
Malaysia.

Every country has its taxation, but what really counts is the overall interaction of these taxes and
the efficiency with which they are implemented. It depends on the package; i.e. whether you have
corporate tax and a payroll tax; high individual taxation and also a VAT, ete. You have to look at
all taxes, not just one.
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Participant: Iagree with your description of the changes in strategy throughout the developing
world in the period that followed World War II, and I agres that the model of state-led
mdustrialization was a dismal failure. [ believe that privatization is the key to development and high
growth, not only because of public sector mefficiencies and corruption, but because there is an
obvious correlation between a dominant public business sector and a lack of competitiveness which
is mstitutionalized into its policies. A dominant public sector is geared for monopolization and
inward looking-strategy. Our tariffs and trade policies are still highly restrictive, because Egypt’s
economy, especially manufacturing, is still dominated by the public sector. As a result, there is an
inability to gain a position in the export market. A dominant public sector also means big
government. Privatization and a flexible labor policy should be top priorities of our economic
policy. Regardless of ideology, I don’t believe that you can have growth with a large public business
sector,

Speaker: [ think you are absolutely right that a dominant public sector changes the political
economy. Apart from the direct costs of the incfficiency and the absence of free entry and
competition, there are the political costs; the whole system gets twisted to accommodate the state
sector, and resistance to change sets in. No public sector in the world is making adequate returns
right now. There are a few monopolistic enterprises that might be able to show positive cash flow,
but state-owned mdustry usually loses money. The reason in my opinion is that vou can't have
layoffs in public enterprises, because politicians can't bear layoffs, If a company is in trouble, they
give it more protection, more bank credit, budget subsidies, but they don’t want layoffs. No country
has succeeded in reforming state enterprises; no government of any kind has made them efficient.
France failed to reform its state enterprises, and China has been failing for 15 vears to reform state
enterprises. However, China has maintained its inefficient loss-making state sector because, unlike
Russia or Poland, China's state sector has a relatively small share of total employment and its share
of GDP is shrinking.

Participant: You mentioned that Egypt has a lot of potential for growth but you are pessimistic
that it can reach a growth rate of § percent in the next few years. Could you elaborate on that?

Speaker: One reason Egypt has potential is because of the iﬁ:pnrunm of geography. I think your
geography is very good. The regional trade not yet taking place within the Middle East is a source
for new growth, and probably more important is the potential for trade with Europe.
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When Poland opened up to Western Europe in 1990 they experienced an incredible boom in
exports. Once they made the environment flexible and friendly enough for investment—with casy
taxes, transport, average tariff rates, access to intermediate inputs, etc.—German firms came in
huge numbers to invest, because wages in Germany are $18 to $30 an hour, higher than current
wages in the United States. This is a big advantage for Egypt with respect to making the
environment right for major production activities directed at European markets. But you can't do
this with a 29 percent tariff rate, not to mention other problems. People will go to Poland instead,
and why not? Poland is nearby and much more open. But your labor costs are even lower, your
transport costs are very low, you have a wonderful port, you have skills, and you are just across the
Mediterranean from the European market. It is surprising actually that you don’t have that kind of
dynamism, considering the geographical component. Mongolia is 1200 kilometers from the nearest
sea. Bolivia is 14,000 feet above sea level in the Andes Mountains, with no coastline. Those
countries have geographical obstacles to growth, but Egypt has a fantastic advantage.

Participant: There seems to be consensus about the rules for achieving growth. One problem
facing Egypt is the bureaucrats managing the system and their ability to understand these rules. The
East Asian countries started from scratch, and they were able to recruit highly professional
bureaucrats to make the legal and regulatory framework friendly for business, Egypt's bureaucrats
were brought up in a closed economy, and they strongly resist even the directives coming from the
political authority to open the economy. Bureaucrats account for 27 percent of Egypt's labor force.

Speaker: Bolivia ended all licensing on foreign trade in one day—August 29%. 1985, Poland
literally went to openness in one day, although they had a deeply-entrenched communist
bureaucracy since 1946. On January 1%, 1990, all the legislation on licenses, restrictions, foreign
exchange convertibility, was done away with. This was known as “the Big Bang™. There was a
whole ministry with nothing to do. Bureaucracy does fight back and try to find ways to close up
again, but it is possible with liberalization to take big steps. What is much harder is good
administration of the things that need to be done. There is no overnight way to make primary
schools more effective, to make primary health services reach the poor and the countryside, to
collect taxes effectively, because those are complex systems. Some areas need the bureaucracy. I
would distinguish between systems that vou want to take away and those you need to keep. The
tactics to reform differ. Some reforms need the bureaucracy while others can be imposed by
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‘m:aﬂnstﬁp.ﬂmqumkufnmnﬁmsamh:mmarn.]amamnn,gbclimﬂlatifynu want to
reform, just do it. Dnn‘tmnmﬂmtyuunﬂldui:msixyﬂm, because that will invite
opposttion, and you will get antibodies all around to stop the process, and reform will never happen.
You need system change, such as computerization of tax administration and so forth, but all the
computers in the wur!dwau'twurkifﬂutﬂmus:umhigllltismh:tnrplayufpo]idcalmcﬁcs,
economic logic and detailed bureaucratic reform, and each has its weight.

Participant: We have been talking about economic growth for the past 15 or 20 vears, but how
many steps hawweaﬂﬁmmd??uudﬂﬁn:dthemainpﬂiutsﬂmthNdbcaddxﬂmd, such as
government expenditure, savings, labor legislation, ete. We have a wealth of thinkers to help in these
things. What is.l'i::vaulg.-r necessary is a commitment to start.

Speaker: Egypt certainly has no shortage of skilled economists. What Egypt has been missing is
putting together this comprehensive view, though it may be getting closer. So the issue is not
economic advice, but goal and vision, particularly the need to aim high. An IMF program is not a
vision or a growth program, but rather piecemeal steps, some good, some bad, and the “vision” is
typically stability or stabilization. With all due respect to the IMF, these programs are too lazy,
They are maore concerned with budget deficits than growth; they want to achieve a budget target, or
get inflation to come down, and they hope that growth will come as a consequence of that, [n
addition, other factors, such as the legacy of regional problems, and the riots Egypt experienced in
1977 when price reform was attempted, and then dependence on foreign aid—these things cost
Egypt years of growth.

You do need to start with a vision of what you want to achieve: ie. to reach § percent growth
within 2 years, with export-led growth heavily related to regional and European trade. You need a
reasonable practical timetable, not a matrix of 86 impossible objectives. Start with an ambitious
vision and then set the timetable. Don't say you will start with 4 percent growth and maybe raise it
to 6 percent by 1998. Don't set the goals too low. Some areas are complex politically or
ecanomically, or both, but some areas are simple,

Participant: It is generally true that IMF stability programs concentrate on macroeconomic
stability for countries in crisis. But I think it is fair to say that the last IMF program with Egypt,
which began in 1993, and the program the IMF is currently discussing with the Egyptian
government, focus very much on getting growth up to the ambitious levels which Egypt needs and is
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capable of achieving, and on identifying key policies to create eritical mass for growth, not simply
reducing the deficit.

Participant: Egypt has had lengthy discussions and negotiations in its leng-standing debate with
the IMF over the devaluation issue. What is your opinion on that?

Speaker: Itis abign'a.ptngﬂluckmdinmamﬁhnmmammiﬂalexchmg:mm. Whether or
not the rate is correct now, the system is too rigid. You need a more flexible arrangement where the
idea that it could move is normal, not traumatic. If the terms of trade move against you, if there’s a
cut in tariff rates, or if inflation creeps up, the rate should move. | believe in using a nominal
exchange rate as an anchor at the beginning of a stabilization program, but you are way beyond that
oW,

There is an image problem, too. I think the touchstone of stability is commitment—to exports, to
growth, to job creation, to profitability. Countries that follow this logic do it in different ways, but
they do it, and they benefit. Hong Kong has a fixed rate but a very open economy. Argentina tried a
currency board, after the disaster of 40 years of hyperinflation, but the costs are tremendous now.
GDP was down maybe 7 percent in 1995 and it is not coming up, despite the best hopes and efforts
of Cavallo. Others had some sort of flexible system such as erawling pegs. Probably the most
prudent of all is having a range where you don't allow too much appreciation or depreciation. Chile
has followed that policy for the last 15 years, and it has protected the profitability of its exports
against overvaluation. [ think that the problem here is not the level of the exchange rate, but the
system and the politics involved. You have to find a way to change yours, because it is not a viable
long-term arrangement.

Participant: We hear of what needs to be done in terms of liberalization, privatization, and
devaluation to get 8 percent growth, but what price has to be paid to reach those objectives, and can
we afford this price? In reducing the budget as well as in liberalizing the labor market, how can the
social effects be managed properly? For example, could we afford the negative effects on local
industry following liberalization and tariff reduction? Each country has to judge whether the price is
affordable or not. Maybe Mexico could afford certain problems that would lead to setbacks in other
countries. I think that the speed at which we adhere to the intemational consensus of policy is
governed very much and almost essentially by the interim costs. Do we bear the interim costs today
for prosperity tomorrow, or do we take it in doses, which makes interim costs lower but puts
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prosperity further away from us? I think most reforming countries have the vision, but then they
lock at the interim costs.

Speaker: It is very important to think carefully about the implications of a policy package. [ doubt
that delay is a solution. Egypt cannot go on with 1 or 2 percent per capita growth, with high
unemployment, intense poverty, lack of formal job creation. Egypt did not go slowly in the right
direction—Egypt went in the wrong direction, slow or fast. It has tumed more towards the nght
direction recently, but not enough. This is not an export-oriented economy. It is dominated by the
public sector, it is still relatively closed and it has many problems. There is a real choice of tactics
and strategies—no one operates in the same way—but waiting is a tactical mistake. You have been
waiting since the 1970s, and the problems are growing in unemployment, and in the widening gap
between Egypt and the successful economies. There are the costs of adjustment, but the short term
adjustment vanes according to the package of measures, the sequence, and the legacy of the
country. The expenence is hard to generalize, because social costs are complex, and different
countries have different legacies, But there are choices, and [ doubt there is good reason for delay.

Social costs are usually a very sensitive issue for the government, because generally they refer
not to the very poor but to the politically sensitive lower- and lower-middle classes, the employees in
state enterprises for example, The social costs of exchange rates are much more complex than they
appear, because you benefit certain groups. But you can shift from general subsidy or general
overvaluation of the exchange rate to more targeted compensatory measures. When you lock at the
experiences of 23 countries around the world that have undergone liberalization, you find that they
didn’t get a big rise of unemployment or a big downtumn as expected in most cases, Eastern Europe
was different because they had built up industry too much and that needed to come down. But in
countries like Turkey which have undergone liberalization, we never see sharp negative effects. We
see growth almost from the start. It is important to refer to international experience and look
carefully at different groups, and to use consistent, informed political and economic judgment in
formulating a package. Egypt has reserves and stability, so you have some time to devise your
package, but not 10 years, because you really need to grow.

Participant: When we ask the government to reduce or remove the sales tax on capital goods, the
government reminds us that the IMF wants the budget deficit reduced, and that reducing taxes and
tariffs means reducing government revenues. Rather than tuming to the private sector to solve the
problem of the budget deficit, the government should reduce spending, get out of business, and let
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the private sector be the engine of growth. That means privatization, which Egypt is embarking on,
and getting the private sector involved in infrastructure hopefully. Is there a broad formula, and any
particular sequencing, to proceed with the reform process and to implement economic reform
policy?

Speaker: How to do it is obviously challenging, but the essence is the first three steps. The first is
the vision and the commitment to the process. It may be obvious that the vision is growth, but [
don’t believe that most government policies clearly have this vision. Put high targets like petting the
economy growing at 8 percent annually and think of how to proceed within that context.

The second step is setting goals that deal with the quantitative implications. How can the
government spend more on investments while trying to cut taxes? If you want to cut taxes, which
you should, you must cut government spending, and to do so you must institutionally change the
balance between what the government and the private sector do. Privatization could raise several
billicn dollars, and that is a consequential percentage of GDP which might be helpful in extending
the compensatory social policy, or even better, in retiring high interest public debt. Since you are
paying 8 percent of GDP in interest payments, retiring part of this debt will cut government
spending from the high 30s to the mid 20s. That means you need a debt policy related to
privatization revenues. People here are so pleased with the “18 months of import coverage” in
foreign exchange reserves, and that is an important cushion for Egypt internationally. But there may
be room for fitting that into an overall macroeconomic framework to ease the fiscal burden by
retiring high interest rates on internal debt, rather than getting low interest rates on foreign debt. So
all of these pieces are interlinked, though none can be proved decisively to get a specific result,

The third step is formulating a package of measures. [ would stress, in addition to vision, the
package; there is no sense in having an endless debate about whether or not to devalue the exchange
rate in a vacuum. It depends on labor market policy, trade policy, the growth target, the social
compensatory policy, and all the other things you do. You can’t debate just one thing, or ask the
government to cut taxes alone. You have to think about the overall strategy before discussing a
particular point. What package will achieve your goals? If you are going to deal with government
spending, you have to deal with taxation and investment; if the government is cutting spending on
infrastructure, investment has to come from the private sector.

[ strongly believe that a free market is the only real choice, If the government is absolutely
determined, it is possible to do things over three or four years. I generally like fast reform because,
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first, if the house is on fire because you have hyperinflation, you really must do something
immediately, but that is not the argument for moving quickly in Egypt. The reason here is that
announcements do not work. There is no way to guarantee that if you take one step, the next will be
taken, o if you are going to do it, do it now, It is very difficult to announce in advance certain kinds
of steps. You are not going to announce that you will devalue in three months. The Russians said in
1991 that they would end price controls in six months. The shops were emptied immediately, and
that was the beginning of the end.

Participant: Did those open economies really succeed and achieve their growth from savings within
or from direct foreign investment, donations and grants from the outside world? | believe in savings,
but savings of 35 or 37 percent as in Korea cannot be achieved from internal resources at the
beginning. Can you elaborate on the role of aid and foreign investment?

Speaker: First of all, growth does not come from aid. The Marshal Plan aid was about 5 percent of
GDP of the recipient countries. When aid is done right, it gives enough political stability for
fundamental changes. When aid is done wrong, it postpones adjustment for decades. It should be
carefully coordinated with the growth strategy and then phased out. In the Taiwan and Korea cases,
it was genercus, timely and limited. That is a wonderful model actually. I am very much in favor of
debt reduction as a counterpart of reform, because [ view the aid/debt syndrome as an unfortunate
historic episede where a strategy was taken but failed, leaving so many countries to try to get out of
debt. Most countries have needed aid at some point, but they shouldn't live on it,

Singapore, the number one competitive country in most of these surveys, has rapid, dynamic
growth at § percent, and six billion dollars of foreign direct investment per year. Ninety percent of
Singapore's manufacturing is exports from foreign multinational firms. So the country is heavily
invested. Now look at the living standards in Singapore (see table 1). Between 1970 and 1992, life
expectancy for Singaporeans went from 64 years to 74,8 years, Infant mortality dropped from 36
per thousand to six per thousand. So they have had incredible improvement of living conditions, and
they did not lose their sovereignty. Singapore is as strong, self-reliant and independent as any
country in the world. And the countries that have kept out foreign investment are struggling today.
There are very few countries that developed without heavy foreign investment. (Korea and Japan did
it through heavy borrowing.) Most of the fast-growing countries achieved growth on the basis of
foreign multinationals, and more and more in the modern period, if you want to grow rapidly vou
need the multinationals for the capital, technology, markets, management, and organization they
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bring with them. The world system has a very complex division of labor, and roughly 30 percent of
world trade is within affiliates of multinationals. If you want to be in these markets and deeply
engaged in world trade, you need integration in this highly networked internaticnal economy.

Participant: How can Egypt attract more multinationals?

Speaker: Attracting foreign direct investment is a very competitive process these days, because a
lot of countries want to do it. Mainly you need the underlying conditions of the market: favorable
legislation on labor, investment, and taxation, macroeconomic stability and an exchange rate
commutted to being flexible and guarantesing profitability of the export sector. Then, of course, the
process of foreign direct investment needs to be simple, transparent, open, without a lot of arbitrary
regulations. In my opinion, Egypt is extremely well-suited to attract foreign direct investment
because of its geographical position. You can reach all parts of Europe easily. So this can become a
very important place for operations of any European firm, or Korean firm with operations in
Europe. The Euro-Med Agreement will be important in bringing openness to industrial trade and
encouraging foreign firms to invest and base their European production operations here. This is
what happened in Eastern and Central Europe.

[ would like to mention the labar market. India has labor laws similar to those of Egypt; you
can’t fire anyone in India without permission from the local government, and I don’t know of one
case in the last 50 years where the local government has given permission. When [ went to India to
start a joint venture between Harvard and an Indian institute, I could not hire a graduate student
temporarily to do research, because once someone is hired they are pennanm't. Then people
complain that they can’t make jobs, yet many academics in India are against public reform because
1t seems 50 harsh,

Egypt faces competition for labor-intensive production from the most flexible places in the world
where the enterprises can change quickly. If you are in textiles, fashions change, designs change,
and you have to change quickly, but you can’t do it with these kinds of restrictions. When no legal
tormal jobs are created, it costs you in economic growth.

Participant: How much do poor distribution of income and the high level of illiteracy prevent
Egypt from achieving the growth rates enjoyed by East Asia?

Speaker: I don't think that these are obstacles for getting growth going, but they are imperatives
that should be addressed over time in the course of any sensible set-up of the economy. A major
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commitment to quality primary education, for girls as well as boys, m a fairly well-functioning
economy will narrow income inequality. Another important remedy is producng jobs through rapid
growth based on labor-intensive employment. A high level of illiteracy among the young resulting
from overpopulation is a problem, because you cannot participate well even in the simplest
assembling process without some basic literacy. So that should be addressed without question, but 1
doubt it is an obstacle or a prerequisite for growth right now. [ think commitment to education is
important, and that commitment exists here, but the quality needs to be improved.

Participant: While I agree with most of your recommendations, I think it is wrong to compare
Egypt with countries like Singapore or Hong Kong, especially considering population. If all
countries had opened up at the same time, would it have been so easy for those countries to grow? |
would like to mention some of the issues that make Egyvpt a special case, We should indeed open up,
but we are not as free to open up today as the small countries you mentioned, because of our social
overhead. Furthermore, Egypt has initiated incentive policies that you didn't mention, such as 5 to
10 year tax holidays. The annual cost of these tax holidays is considerable. Also, we are one of the
few countries in the region that grants 100-percent tax-free interest.

Speaker: With regard to global competition, | strongly suggest that Egypt get started. [ don’t think
it is impossible under the current circumstances, Look at China, a country with 1.3 billion people.
China has managed to achieve 9 percent growth on average since 1979, with a huge expansion in
the world trade system. [f China can increase its exports by tens of billions of dollars without being
closed up, then Egypt can certainly do the same kind of thing, especially with your access to the
European market. Vietnam, a mediocre reformer, is achieving 8 percent growth now, and it is a big,
populous country. So it is not a matter of size,

Egypt is not without resources, management, access, or markets, What works against you is the
overhang of policies, of debt, of social commitments, as you said, and so forth. But vou really need
to make the commitment to rapid growth, because the current strategy is not producing jobs, ending
poverty or improving social conditions. I don’t want to oversimplify, but these reform policies
would probably not be as crippling as they might lock, especially in the context of a package. It is
not true that nobody gets hurt in the due course of reform, but without reform everybody gets hurt.
You have the potential to achieve rapid growth, but you are not now in a viable position for growth.

(end)

39



References

Amsden, Alice H. (1989). Asia’s Next Giant: South Korea and Late Industrialization. New York:
Oxford University Press.

Barro, Robert (1995). Democracy and Growth, unpublished, Harvard University.
International Monetary Fund (1996), World Economic Ourlook, May.

Keynes, John Maynard (1933). *National Self Sufficiency”, in The Collected Writings of John

Maynard Keynes, vol. 21, Activities 1931-1939: World Crises and Policies in Britain and
America, 233-46, London: MacMillan, 1982,

Krugman, Paul (1995). “The Myth of East Asia’s Economic Miracle”, Foreign Affairs,
Krugman, Paul (1994), “The Myth of Asia’s Miracle”, Foreign Affairs, November/December,

Lez, Jong-Wha (1995). “Government Interventions and Productivity Growth in Korean
Manufacturing Industries”, NBER Working Paper No. 5057, March.

Maure, Paulo (1995). “Corruption and Growth”, Quarterly Journal of Economics, Volume CX,
Issue 3, pp. 681-712, August.

Rosenstein-Rodan, P. N. (1943). “Problems of Industrialization of Eastern and South-Eastern
Europe”, Economic Journal 53(210):202-11.

Sachs, Jeffrey and Andrew Wamer (1995). “Economic Reform and Global Economic Integration”,
Brookings Papers on Economic Activity, 1-118,

Stern, Joseph 1., Ji hong Kim, Dwight H. Perkins, Jung-ho Yoo (1995). [ndustrialization and the
State: The Korean Heavy and Chemical Industry Drive. Cambridge: Harvard University Press.

Wade, Robert (1990). Governing the Market: Economic Theory and the Role of Government in
East Asian Industrialization, Princeton, N.J.: Princeton University Press.

Wei, Shang-Jin (1995). “The Open Door Policy and China’s Rapid Growth: Evidence from City-
Level Data™ in Growth Theories in Light of the East Asian Experience, edited by Takatoshi Ito
and Anne 0. Krueger. Chicago: University of Chicago Press.

Weinstein, David (1994). “Growth, Economies of Scale and Targeting in Japan, 1955-1990", HIER
Discussion Paper 1644, Harvard University.

Woo, Wing Thye, Bruce Glassburner, and Anwar Nasution (1994). Macroeconomic Policies,
Crises, and Long-Term Growth in Indonesia, 1965-90, World Bank, Washington.

World Bank, (1995). Bureaucrats in Business, New York: Oxford University Press.

Xizo, Geng (1991). “Property Rights Arrangements and Industrial Productivity in China”™, Socialist
Economies Reform Unit, World Bank, Washington.

‘Young, Alwyn (1992), "A Tale of Two Cities: Factor Accumulation and Technical Change in
Hong Kong and Singapore”, NBER Macroeconomics Annual 1992, pp. 13-54.



DISTINGUISHED LECTURE SERIES

Why settle for slow growth when you could have fast growth instead?

In this publication, Jeffrey Sachs, one of the world’s most visible and
dynamic economists, offers developing countries a coherent reform stategy
to achieve rapid growth,

Sachs illustrates how and why state-led industrialization, once the
favored strategy of much of the developing world—including Egypt—
evolved as a post-colonial ideology, and ultimately proved to be an
economic liability that the developing world can no longer afford. By
contrasting the performance of closed, state-led economies with open,
market-based ones, he argues in no uncertain terms that state-led
industrialization failed to deliver the goods,

Sachs, who has served as economic advisor to governments in Latin
America, East Europe, the former Soviet republics, and Asia, now turns his
talents towards Egypt's economic affairs. He identifies the common features
of fast-growing economies, and on that basis plots a course to help Egypt
find its own road to sustained economic growth.

_SD>

"“""“i"”'"'-""‘;‘""" This publication is the third in the Distinguished Lecture Series

E
PHEF o frakes sponsored by the Egyptian Center for Economic Studies.




