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Introduction

1.
Although it is not clear why, there is interest in Egypt and amongst donors in crafting an export promotion strategy. Such strategies mean different things to different people in different situations, but most involve government interventions favoring or subsidizing the production and/or marketing of exports as compared to domestically marketed output. With few exceptions such non-market strategies are unwise, sometimes even harmful. Although they may include the suggestion of an initial devaluation of the exchange rate, such programs are mainly of the “non-market” variety. They tend to stress GOE interventions to offset rather than remove market distortions. They generally do not work, primarily because they involve more, not less, government intervention in situations where excessive governmental intervention is the reason for low exports to start with. 

2.
This note first considers what might be motivating the current advocacy of export promotion programs in Egypt. It seems most likely that the reason is bogus. It is to earn more "free" foreign exchange in order to satisfy the Egyptian public's demand for more foreign exchange to hold as an asset rather than for more imports. As indicated in another note, the solution for an increased asset demand for foreign exchange is to issue lower priced, higher yielding GOE bonds to the non-bank public. The note then considers exchange rate devaluation as an export promotion policy. In theory this can work, providing a host of elasticities have favorable values. In practice devaluation can reduce the asset demand for foreign exchange, but it rarely causes increases in exports. A major reason for this is that expanding exports through devaluation requires most of the same preconditions as for a market determined exchange rate. These preconditions don’t apply in Egypt, where the GOE is too economically interventionist. 

3.
Next non-market, export promotion programs are considered. Most of these are defended with the Theory of the Second Best. They tend to involve granting subsidies to offset distortions that seem to be discouraging exports. They tend to be costly programs, importantly because they sanction more government intervention in situations where too much intervention is an important reason for poor export performance. Furthermore, they can be financially costly, if the targeting of the subsidies is poor and corrupt, and resource costly, because the government process of “picking winners” usually ends up supporting losers.

4.
Finally this note considers a market-based approach to export promotion. This is based on the findings of TFP studies that show that the easier it is for investors to enter, merge and exit, the more competition there will be. Furthermore, the more competition, the higher the growth in TFP and output, even at lower prices. Stimulating more production, especially at lower prices, seems to be a requirement for increasing exports. The final paragraph concerns import arbitrage. This is a process whereby Egypt can use subcontracting, particularly to the informal economy, to process and export items that were formerly imported. Doing so enables Egypt to use cheap but relatively high quality, informal economy labor to add value to exports, thus effectively trading services or non-tradable output.

Terminology and Simple Analytics

5.
Trade Versus Finance The balance of payments (BOP) is divided into current (trade) and a capital (financial) accounts in order to reflect the fact that Egyptians may want foreign exchange to use to import things or to hold as financial assets or savings and investment. In general, economists look more favorably on programs for expanding exports when there is a structural deficit on the BOP current account. That is, when Egyptians chronically demand more foreign exchange for imports than is available. Economists give more credence to improving monetary and financial policies when there is a structural imbalance on the BOP capital account. Such a structural problem might exist for example when domestic saving and investment opportunities grow too slowly compared to income so that foreign saving/investment opportunities become relatively more attractive to Egyptians. 

6.
In an earlier note
 I expressed the opinion that the present foreign exchange shortage, and attendant calls for more export promotion, are due to an increase in the asset demand for foreign exchange. My argument is that Egyptians now want to hold more foreign exchange because their domestic savings/investment options have declined in attractiveness, relatively speaking. Furthermore, they suspect that there is about to be a devaluation. My proposed solution is that GOE sell the non-bank public bonds at attractive interest yields (prices) in order to reduce their asset demand for foreign exchange. In effect I am recommending the marketing of a new saving/investment instrument in Egypt. This is different from advocating export promotion (and by implication, a freeze on imports) so as to increase the supply of foreign exchange. It is worth noting that the current problem is a structural one.  For various reasons
 the non-bank public doesn't currently have access to enough appropriately yielding domestic saving and investment opportunities, including openly marketed GOE bonds. 

7.
 The above notwithstanding it is still possible that there is a structural problem on the BOP current account. If so, export promotion might be an option. Indeed, the fact that GOE intervenes extensively to control the amount of foreign exchange used for imports suggests the existence of a current account structural problem. Because of this, I will look more closely at whether export promotion might solve it. My conclusion is that it won't. 

8.
Simple Analytics of Export Promotion Advocates of export promotion tend to base their arguments on a simple graph depicting partial, static analysis. This is shown in the DD and SS curves in Figure 1 (next page). It is a normal graph depicting a domestic market where one good Q is inelastically produced
 for both domestic consumption and foreign trade. Heavy dotted horizontal lines show imports or exports. If the price is above the domestic equilibrium price Pe there will be excess production for export. If the price is below Pe, there will be excess demand and imports. If national income grows, the DD curve will shift rightward (not shown). At any fixed price, this demand shift will reduce exports or increase imports. 

9.
If the SS curve shifts rightward without price changes, it reduces imports or increases exports. This is shown by the new supply curve S'S'. Most export promotion programs consist of non-market or administrative programs (e.g., subsidies) aimed at shifting the supply curve down and/or to the right. However, the SS curve may also shift rightward because of more investment, more suppliers, economies of scale and specialization or technological change, or even because of changes in market structure. A major mystery of economics,
 and a focus of the latter part of this note, is why and how such shifts from SS to S’S’ take place without increases in the domestic price of Qx and without explicit export promotion programs.

10.
As drawn, the graph shows three different situations. The first postulates that the (LE/$) exchange rate is 3.5 and Q cost $1.00 internationally. That means it will cost LE3.5 locally. At that price, some of the good is imported. Assuming a domestic supply curve SS and demand curve DD, domestic consumption is Q2, production is Q1. With these DD and SS curves and this international price there is excess demand for, and imports of Q2-Q1. 

Figure 1: Moving From Importing to Exporting
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11.
If these DD and SS curves represent all economic activity in the country, then the balance of trade is a negative Q2-Q1. If the excess imports are financed by foreign grants, the balance on current account is zero. If financed by borrowing from abroad, the current account balance is a negative Q2-Q1 representing the amount of foreign borrowing and savings entering the country. 

12.
Figure 1 shows two other situations. One is devaluation (a higher domestic price of 4.5). The other is shift in the SS curve such that at a constant price of 3.5, the country moves from importing to exporting Qx. Each will be considered in the Devaluation and Export Promotion subsections below.

Devaluation 

13.
If government officials control the exchange rate,
 they could devalue the currency. This is depicted in Figure 1 by raising the domestic price to 4.5. Given the usual small country assumptions, this policy initiative doesn’t change the foreign price, which remains at $1.00. At first blush, this policy initiative does not change the DD and SS curves, but it does cause the country to export what it formerly imported. These exports are shown by the heavy dotted line denoted a-b. The good is now exported rather than imported.
 The domestic price rise causes a very slight supply response, but a significant reduction in the quantities demanded domestically such that an excess supply develops that can be exported. 

14.
This devaluation (to 4.5) could be labeled “export promotion,” since exports and foreign exchange earnings increase. However, it is welfare reducing if the foreign exchange that's earned is hoarded, e.g., by the government, in the form of increased foreign exchange reserves. This is called Mercantilism. Its evils encouraged Adam Smith to write The Wealth of Nations. The dotted Harberger triangles show that the consumer losses (acf) significantly outweigh producer gains (bde). The net result of this devaluation is a significant net loss in welfare, assuming the FX earnings are retained, e.g., as foreign reserves. 

15.
Price Elasticity Problems I have intentionally set up this example with an inelastic domestic SS curve and an elastic domestic DD curve. The result is that the devaluation creates exportable quantities mainly because the domestic price increase significantly cuts domestic demand. The result of this export promotion program is a large net loss in welfare, assuming the government hoards the foreign exchange. Advocates of this sort of export promotion program might have made reversed price elasticity assumptions. That is that the domestic supply curve is elastic and the domestic demand curve is inelastic. This would have made the welfare loss (acd) small and the producer gain (bde) large. Such assumptions make the devaluation look like a good policy.

16.
Academic reputations have been made and lost over issues relating to how different price elasticity assumptions affect net exports and welfare following a devaluation. One (of several) that readers might remember is the Marshall-Learner condition.
 For the most part these price elasticity conditions aren't considered in designing devaluations. Advocates wanting to promote exports usually implicitly assume that supply price elasticities are very high, so that a small devaluation results in a large supply response thus creating a surplus for export. In practice this assumption is usually not valid. Production in most economies needing export promotion programs is highly protected, collusive and monopolized so that price increases should not, a priori be expected to increase output appreciably.

 17.
Income Effects on Demand and Supply Advocates of devaluation to promote exports and cut imports face another set of problems. This time they are income elasticities. Assuming the foreign exchange earnings from exports are not hoarded, then devaluation shifts income from consumers of imports to producers of exports. This second round income effect will expand domestic demand for Qx, even at the higher price. This would be represented in Figure 1 by shifting the DD curve to the right. How far DD goes to the right, reducing the impact of the price change, depends on a domestic income elasticity of demand for Qx
. If markets are not competitive, and governments intrusive, the impact of a devaluation can be offset by changes in tax burdens and credit allocations that are doled out as favors to the powerful. These changes can completely offset the impact of the price changes due to a devaluation. 

18.
Most advocates of devaluation don't consider things like compensated demand curves and price, income, cross-price elasticities. Nor do they give much credence to the offsetting proclivities of governments and monopolists. Instead, they tend to be optimistic about the extent to which the price increases following a devaluation will stimulate a significant supply response. For the most part, they are wrong. An export promotion policy involving a devaluation is problematic, particularly when there is a lot of government economic intervention. In such situations, markets don't function well and price changes don't influence quantities demanded and supplied. This latter is importantly due to the existence of income and credit redistribution mechanisms, fueled by monopolies and government favors that offset the intended effects of the devaluation.

19.
What is a Market Determined Exchange Rate? There are those policy practitioners who recommend that governments adopt both a market-determined exchange rate and non-market export promotion programs. This respectable looking combination of policy recommendations is unlikely to be feasible. First, a market determined exchange rate and a non-market export promotion program are likely to be incompatable in economies where the sum of imports and exports is over about 25% of GDP. But beyond this, it is not clear that there is an understanding of what is involved in having a market determined exchange rate. For one thing, there must be a relatively open BOP capital account and a foreign exchange market. In addition, the government must buy foreign exchange from that market, e.g. for foreign debt servicing obligations.  Finally, a test of the extent to which the exchange rate is market determined is whether or not the government can devalue. The government can not directly devalue its currency if the exchange rate is market determined. 

20.
Instead, the government must influence the price in the market through its sale and purchase of local currency denominated financial assets or bonds. A prerequisite, therefore, is that there are competitive markets for financial assets. If so, the government can indirectly affect the exchange rate by changing domestic interest rates and, through this, the demand for and supply of foreign exchange as an asset. In this setting, the influence of trade, or BOP current account considerations on the exchange rate comes through the impact of international output prices and domestic interest rates on savings and investment. These in turn have a greater or lesser impact on exports, per se, depending on the extent of competition in the domestic economy. The more competition, the more international output prices and interest rates will affect domestic production and exports. The less the domestic competition, the less likely that it can be said that the exchange rate is truly market determined.

Non-market Export Promotion Efforts
21.
In fact, most policy practitioners believing in devaluation hedge their bets by recommending other initiatives to expand exports. My experience is that most such supplementary initiatives involve non-market interventions by government. These involve offsetting distortions that are deemed to be discouraging exports. In one way or another all such programs consist of attempting to target explicit and/or implicit taxes and subsidies so that exports, net of imports, expand. An export subsidy program can be shown in Figure 1 above as a shift in the SS curve to S'S'. For good Qx, at the old price of 3.5, this subsidy scheme, if well targeted causes an increase in production of Q3-Q1 and a change from importing, to exporting. The new export amount is = to Q3-Q2. 

22.
Figure 1 does not show the leftward or unfavorable shift of the SS curves of those producers who pay the tax. Nor does one see the impact on other SS curves of the financial or transaction costs of administering this export promotion scheme. These costs result from increased non-market interventions (including corruption) as well as the taxes needed to finance program administration. Because it is a static depiction, the dynamic effects of such programs are also not shown in Figure 1. These negative include the suppression of private saving and investment, due to increased taxes and intervention. They also include possible productive inefficiencies due to supporting inefficient industries or incorrectly "picking winners." Finally, more costs are incurred because of the negative impact that increased government intervention has on competition and through this, technological innovation.

23.
It should be clear from the above that non-market or administered export promotion programs are chancy in practice, regardless of the theory of the second best, or of offsetting distortions. In fact, I am not aware of any that have worked well. I am, however, aware of a very technically sophisticated, but spectacular failure of an export promotion program in the Ivory Coast. In the late 1980s the World Bank decided to adopt the granddaddy of all export promotion programs. The problem in the Ivory Coast was thought to be that the local currency, the CFA could not be devalued. A CGE model was used to design an explicit import-tax, export-subsidy program that would correct the problem. Hundreds of millions of dollars of IBRD (i.e., relatively high interest cost) loans were made to the Government to pay for the program and to finance the subsidies. The program was an enormously expensive failure for two reasons. First it couldn't possibly be administered effectively and without corruption. Second, low export levels were importantly due to inefficient production that grew worse following the granting of subsidies. 

Market Based Export Promotion


24.
At the end of paragraph 7 above I refer to an economic mystery. How can supply be made to increase, or SS curves shifted rightwards, at constant or even falling prices? This is the secrete of market based export promotion programs. The general answer that comes from Schumpeter and the TFP literature is creative destruction or increased competition. The specific answer for Egypt is likely to be less GOE intervention in the economy. That is, by doing less, GOE will allow competition to flourish and increase growth in GDP and exports. 

25.
Also in paragraph 7, I make the point that one way to shift SS rightward is to increase investment in or the number of producers of Qx. This is standard microeconomic theory that has been confirmed empirically with repeated TFP studies. In fact, a rightward shift in SS, which is generally accompanied by increased TFP, occurs primarily because of increased competition amongst suppliers. The increased competition is itself due mainly to increased freedom of entry, merging or exiting (selling to a new owner)
. Indeed, it has become clear that greater competition, the result of easy entry, merging and exit, somehow stimulates the other things, such as economies of scale and specialization or technological change, that cause the rightward shift in SS. The mystery is why, not whether, more competition causes supply to expand even at lower prices. 

26.
Heuristically, increasing competition (ease of entry, merging and exit) in order to expand exports can be understood as follows. As income grows the amount of savings and investment and the number of investors grows. Potential new investors (entrants) are aware that demand curves are downward sloping, or that expanded output can only be sold at lower prices. In essence, therefore, a decision to invest in a competitive situation is by axiom a decision to lower per unit costs. Without barriers to entry, merging and exit, competition will flourish and new investment will have higher TFP so that increased output can be sold at lower prices. This is the essence of the approach to raising GDP and export growth rates. Interestingly, the effect of fiercer competition on BOP deficits is indeterminate. Greater competition could raise, lower or leave unchanged a BOP current account deficit. Exports will rise however.

Import Arbitrage 

27.
I first became aware of import arbitrage in the early 1980's when China, strapped for cash, imported huge amounts of cheap (actually subsidized) maize as foodstuffs in order to release internationally more expensive rice for export. I first applied the term to Egypt in discussing how the huge informal economy might become formalized and improve the BOP even though it produces mostly non-tradable, but very inexpensive services
. My logic uses the concept of outsourcing or production chains and applies to domestic firms that are currently importing inputs with high international value added. Firms can view their current imports as exports if they import the physical components and subcontract with the informal economy to provide assembly services. The arbitrage applies to the human resource component of the item in question. Assuming the per unit cost of the human resource component is more expensive internationally than in the Egyptian informal economy, Egypt will be able to export the finished item for a lower price than it formerly paid to import it. It can also, of course also use the less expensive item domestically. 

----END----

� DSP 2: Note 2. THE LIQUIDITY, EXCHANGE & INTEREST RATE PROBLEMS IN EGYPT: Robert Myers, 10/12/00, USAID/TAPR, Cairo, Egypt.





� These are discussed in the earlier (DSP2: Note 2) note. Ibid.


� The SS curves are nearly vertical


� If you don’t believe this is a mystery, read Joseph Schumpeter, A Theory of Economic Development,  or some of the hundreds of books or thousands of articles spawned by it. 


� That is, if the exchange rate is administered rather than market determined.


� This assumes that the higher prices are passed to the consumer.


� For a much more complicated set of elasticity assumptions see: DeRosa, Dean A.  “Protection and export performance in sub-Saharan Africa.”(English) WELTWIRTSCHAFTLICHES ARCHIV (GERMANY); 128, No. 1:[88]-124 1992. 


� Dean DeRosa (Ibid.) deals with this problem by using compensated demand curves, which of course have their own elasticities. 


� This is nicely covered in, Eric J. Bartelsman and Mark Doms, “Understanding Productivity: Lessons from Longitudinal Microdata.” JOURNAL OF ECONOMIC LITERATURE, Vol38, (Sept. 2000, pp. 569-594).





� DSP 2: Note 5. Should the Government of Egypt Try to Bring Informal Firms into the Formal Economy? Robert Myers, 11/6/00, USAID/TAPR, Cairo, Egypt.
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