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ABSTRACT

An Egypt-United States Free Trade Agreement:
Economic Incentives and Effects*

This paper explores the economic impact of a free trade agreement (FTA)
between Egypt and the United States, assuming that Egypt implements both
the recently agreed Arab League FTA and a Partnership Agreement with the
European Union. An Egypt-United States agreement would improve Egypt's
economic welfare. Gains would be maximized if the agreement were to greatly
reduce the prevalence of non-tariff barriers and ‘red tape’ costs, something
that does not appear to be likely under the Arab and EU FTAs. If so, the
modelling exercise suggests that both welfare and US exports to Egypt would
rise significantly. Arab countries should not be concerned with an Egypt-United
States agreement, as there are no major implications for exports to Egypt. The
share of Egypt's imports originating in the rest of the world declines
significantly under the FTA scenarios, however. This is costly to both Egypt
and to these trading partners. Such costs can be avoided if external trade

barriers are lowered in conjunction with the implementation of the various
FTAs.
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NON-TECHNICAL SUMMARY

Preferential trade liberalization — under which trade barriers are reduced for
only a subset of trading partners — has always been important in Egypt’s trade
policy. In the context of the Arab League, Egypt accords preferential treatment
to imports of Arab countries. In 1997, this was augmented by the decision of
the Arab League to establish an Arab free trade agreement (FTA) over a ten
year period, with implementation starting in 1998. Egypt is also far advanced
in negotiations with the European Union (EU) to establish a bilateral FTA,
which will lead to the elimination of import duties and other barriers to trade on
goods of EU origin over a twelve year period. These developments imply that
by 2010 a large proportion of Egypt’'s imports of manufactures will enter the
country without encountering tariffs or quantitative restrictions.

The potential economic implications of a Euro-Mediterranean Partnership
Agreement (EMA) for the Egyptian economy has been the subject of a number
of analyses in the literature. This paper builds on previous studies by exploring
the potential economic impact of a FTA between Egypt and the United States,
taking the EMA and Arab League agreements as the base case. Although only
the Arab League agreement has been formally incorporated into Egyptian law
(the Euro-Med is still under negotiation at the time of writing), we consider their
joint implementation an appropriate base case, because they presumably will
be an important factor motivating discussions on a FTA with the United States.

Three preferential trade-liberalization scenarios for Egypt are analysed with the
computable general equilibrium model of the Egyptian economy. The first of
these assumes that Egypt implements a free trade policy with the European
Union and Arab countries, but does nothing to reduce the prevalence of
administrative and other non-tariff barriers to Egyptian trade. The second
scenario adds to this an Egypt-United States FTA, which is limited to
elimination of tariffs and quotas. The third scenario attempts to evaluate the
effects of implementing a ‘WTO Plus’ agreement with the United States. This
goes beyond the ‘shallow’ FTA scenarios by eliminating not only tarifis but
also all non-tariff barriers (NTBs), applying to both goods and service sectors
in Egypt. The motivation for this assumption is that a WTO Plus agreement
must extend to investment and trade in services — ‘opting out’ would be
allowed in these areas, in contrast to the EMA and Arab FTAs.

The simulation results suggest that the welfare implications of the EMA and
Arab FTA for Egypt are positive. The gains are much smaller, however, than
what could be achieved if these agreements were used to eliminate not just



tariffs but real NTB-related trade costs as well. The United States experiences
a significant decline in exports to Egypt as a result of these two FTAs and
therefore has an incentive to pursue a FTA with Egypt in tum. An Egypt-United
States FTA is likely to be similar to the NAFTA, and the United States may
well seek to conclude an agreement that goes further than NAFTA. The
‘opportunity cost’ of not pursuing such a ‘WTQO Plus’ agreement for US
exporters is some $1.7 billion. While this is not particularly large relative to
total US exports, industries such as transportation equipment, machine tools,
pharmaceuticals and textile fabrics will be confronted with a significant decline

in their exports to Egypt once the EMA and Arab League agreements are
implemented.

A WTO Plus agreement would not only help to reduce the trade diversion
costs for the United States that are associated with the EMA and Arab League
FTAs, but more importantly from an economic perspective, it would generate a
significant increase in Egypt's welfare by helping to reduce the prevalence of
non-tariff barriers and ‘red tape’ costs. The modelling exercise suggests that
Egypt's welfare may be greater under a WTO Plus by some 50%, assuming

that the reduction in NTBs applies not only to US imports but to all goods and
services.

Arab countries should not be concerned with the pursuit of a ‘deep’ FTA with
the United States, as it does not have major implications for exports to Egypt.
The rest of the world (non-preferential trading partners), however, is likely to
be adversely affected by the implementation of the various FTAs. The share of
total imports originating in the rest of the world declines significantly under all
the FTA scenarios. This is also costly to Egypt. The government should
therefore continue to pursue liberalization of its external trade barriers in
conjunction with the implementation of the various FTAs. Assuming the EMA
and Arab League agreements are fully implemented and access to these
markets is assured, Egypt stands to benefit most from a strategy of

complementing a WTO Plus agreement with a process of unilateral
liberalization.



1. Introduction
Trade liberalization figures prominently on the policy reform agenda of the Government of
Egypt. Tariffs and other barriers to trade have been reduced significantly since the late 1980s,
Egypt has alse participated in multilateral agreements o liberalize the trade regime--e.p.,
through binding its tariffs in the GATT and agreeing to eliminate quotas on textile imports.
Preferential trade liberalization--under which trade barriers are reduced for only a subset of
trading partners--has always been important in Egypt's trade policy. In the context of the Arab
League. Egypt accords preferential treatment 1o imports of Arab countries. Most recently,
agreement was reached in the Arab League to establish a free trade agrecment (FTA} overa 10
year peziod starting in 1998." Egypt is also far advanced in negotiations with the European
Union (EV) to establish 2 bilateral FTA. which will lead to the elimination of import duties and
other barriers to trade on goods of EU origin over a twelve year period. These developments
imply that by 2010 a large proportion of Egypt's imports will enter the country without
encountering tariffs.

Qver forty years ago, Viner (1950) argued that the sariff discrimination implied by an
FTA would have two effects. First. members would import some products from firms located
in a more expensive partner country, rather than from cheaper suppliers located in non-member
countries. Second, inefficient dormestic production would be replaced with purchases from
lower cost producers located in other member countries. Viner argued that if the first effect

(trade diversion) was greater than the second one {trade creation) an FTA might result in lower

' This agreement was ratified by the Egyptian Parliament in late 1997




welfare for a member country. Although the concepts of trade diversion and creation are
inadequate measures of the welfare effects of regional integration efforts, the standard policy
prescription for reducing the opportunity costs associated with a FTA is to lower average trade
barriers on rest- of-the-world imports. Similar incentives arise if large countries negotiate many
bilateral FTAs with trading partners. The resulting “hub-and-spoke™ nature of the FTAs may
give rise to “investment diversion™ to the hub country because firms located in the hub have duty
free access to all “spoke™ countries. The potential for investment diversion can only be reduced
if all trading partners cooperate and remove barriers on each others’ trade--cooperation is
required. The recent Arab League FTA may to some extent have been motivated by a desire to
avoid the nepative implications of the emerging “hub and spoke™ network of bilateral Euro-Med
agreements.”

Non-member countries that are “left out” 6f an FTA will also have an incentive to seek
reductions in the external barriers imposed by FTA members. This may be reflected in pressure
to engage in multilateral trade negotiations in the context of the WTO. Alternatively, non-
members may seek to negotiate a FTA in turn or to accede to the initial FTA. Interest in the
negotiation of a FTA between the United States and Egypt is quite likely to be motivated in part
by the Euro-Med and Arab League initiatives.

The potential economic implications of a Euro-Mediterranean Partnership Agreement
(EMA) for the Egyptian economy has been the subject of a number of analyses in the literature

(see c.g., Galal and Hoekman, 1997). This paper explores the economic impact of an Egypt-US

* Such FTAs have already been concluded between the EU and Israel, Jordan, Morocco, the Palestinian Authority,
and Tunisia. Discussions are ongoing with Egypt, Algeria, and Lebanon. See Hoekman and Galal (1997) for the
Egyptian case and Rutherford, Rutstrom and Tarr (1993, 1995) for assessments of the Tunisian and Moroccan
agreements.

(28]



FTA. taking the EMA and Arab League agreements as the base case. We do this in large part
because we are interested in determining what incentives are created for both Egypt and the US
to conclude a FTA. given the realization of free trade between Egypt and Europe and the Arab
League. The plan of the paper is as follows. Section 2 reviews a number of conceptual issues
and the status quo trade policies that characterize the benchmark for simulation analysis. Section
3 describes the model. datasets, and the main scenarios that are evaluated. Section 4 reports the

results of the simulation analyses and Section 5 concludes.

2 Trade Policy and the Structure of Trade

For purposes of this paper, bilateral Egyptian trade flows are separated into four regions: the EU
(including Turkey).” the United States, the Arab League, and the rest of the world (ROW). The EU
is Egypt’s largest trading partner, accounting for roughly 40 percent ($4.5 billion) of merchandise
imports in 1995 and absorbing 45 percent (31.6 billion) of Egypt's exports. The US comes second
in terms of imports, accounting for $2.2 billion in 1995 (19 percent of the total).! Although the
United States is a significant supplier to Egyptian markets. it absorbs considerably less in exports.
In 1995 total exports to the US were $520 million. much of which comprised textiles and clothing,
The Arab League is the second most important export market for Egyptian exports, absorbing $550
million (16 percent of all exports of goods) in 1995. As shown in Table 1, in many product
categories. including processed foodstuffs, wood products. paper and printing, glass and mineral

products, transport cquipment. more than 50 percent of total Egyptian exports go to Arab markets.

" Turkey is included in the EU grouping because Turkey has recently concluded an agreement to form a customs union
with the European Union, implying that any FTA with the EU will automatically be extended to Turkey.

* Total imports from the US in 1996 were $3.1 billion, of which $400 million comprised exports of arms and
ammunition. The latter are excluded from the simulation analyses that follow.

(V5]




In contrast, Egypt imports relatively little from the Arab League region. The most important in
terms of import shares are petroleum products, beverages. and textiles and clothing. Despite their
relatively large presence in production, vegetable foodstuffs and food processing are major import
goods, as are machinery and chernicals, On the export side, Egypt's trade flows are dominated by
transport services (largely because of the Suez Canal), oil, tourism and textiles and clothing.

We draw two conclusions frors these statistics. First, although the EU is by far the largest
trading parmer of Egypt. trade flows are rather diversified. The non-Arab. non-EU. non US “rest of
the world"” provides 34% of imports and takes 25% of exports. These numbers suggest that the
potential for trade diversion from 2 preferential trade agreement with just one of Egypt’s major
trading partners is significant. Second, services play an important role in Egypt’s current account.
As there are no disaggregated data available on services trade or its breakdown by region. for
purposes of the modeling exercise that follows it is assumed that the Arab League region has a 40
pereent export share; the EU 25 percent; and the US 7 percent (see Table 1}, The Arab share is
assumed 1o be higher than for merchandise reflecting the similarity in language. the importance of
proximity for service delivery, and the prevailing pelicy of favoring Arab services-related
investment.’

Although tariffs have been declining in recent years--the maximuim tariff was recently
reduced to 50 percent--at around 20 to 25 percent the import weighted average tariff is still
relatively high. Tariffs on inputs are often lower than those applied to final goods. leading to

effective rates of protection that are often a multiple of nominal rates (Kheir el Din and E1

* In earlier work, {Konar and Maskus 1997a; Maskus and Konan 1997) it is assumed that services trade is closely
complementary to merchandise trade in terms of its sources so that regional shares of services rade equal each region's

share in total imports or exports of merchandise. In this paper this is assumption is only maintained for export shares of
the Suez canal.



Sayyed. 1997: Hoekman and Djankov., 1997).° With the exception of those on imports of textile
produets, all quantitative restrictions have been abolished. and the textile bans are scheduled to
be eliminated in the coming years as part of Egypt’s commitments under the Uruguay Round
As tariffs and quotas have declined in importance, administrative control of the import
process has become more prominent and important. Such controls and “red tape™ are
reflected in customs clearance procedures. in the enforcement of national health and safety
standards. and in the logistics involved in moving shipments to, through. and from ports.
These controls impose real trade costs on the private sector. both directly in terms of financial
charges and indirectly through the opportunity costs of delays incurred in customs clearance.
For example. the General Organization for Export and Import Control (GOEIC) inspects all
consignments of goods entering Egypt that are subject to quality control standards. As of
1994 some 1.550 tariff lines or 25 percent of the tariff schedule were subject to such controls.*

As is the case for tariff rates, many of which escalate sharply, fees for goods that are intended

" However, if account is taken of the fact that services are heavily protected, average effective rates of protection
for manufacturing are much smaller. See Hoekman and Djankov (1997) and Galal and Tohamy ( 1997). Itis also
the case that total tariff revenue collections are less than what should be collected if all tariffs were fully applied.
reflecting a variety of exemptions, including Arab League preferences. as well as circumvention. Exemptions and
circumvention comes at a cost, however.

7 See Hoekman and Subramanian (1997). What follows draws in part on that study, as well as the contributions in
Galal and Hoekman (1997).

" Consignments that were rejected in 1993 included bolts and nuts: spare parts for cars: ransformers; pressure
cookers: filters: brakeshoes: ceramic tiles, light bulbs: ballpoint pens: washing machines: wheat; fresh fruit; dried
fruit: sesame: frozen meat; and frozen fish, Estimates of the econemic impact of the testing system do not exist.
However, ancedotal evidence suggests the effect can be significant (World Bank. 1995). For example, in 1993
hundreds of tons of frozen beef were rejected on the basis that the relevant Egyptian standard (no. 1522 of 1991)
was violated. It has been claimed that this standard is excessively strict. [t requires that frozen beef have a fat

content of 7 percent or less if for retail sale, and once defrosted, have a drip content of no more than 1 percent by
weight.
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for retail sale were generally at least twice as large as those that appiied if further processing
occurred in Egypt.

Customs clearance practices also increase expected costs for businesses. Practices for
valuing goods are problematic. Assessed vaiues are frequently reported to exceed invoice
values, and applied tariffs may be a multiple of the stamtory rate.” Fees charged by the public
companies providing port services for handling and storage of goods are much higher than in
neighboring countries or nations with which Egypt competes, while these comnpanies do not
provide quality service in return. Maritime shipping is also a monopoly of the state-owned
Egyptian Maritime Navigation Company. which is reflected in maritime transport costs for
shippers that are 23 percent higher than those confronting competitors in neighboring countries
for equivalent routes.

A number of initiatives have been taken in recent years to study and reduce red tape costs.
Documentary requirements have been simplified. the incidence of stamp duties reduced, and fees
for port and related services Jowered. The shipping monopoly is in the process of being
abolished.'® While these initiatives have improved the situation, much more remains to be done.
In principle. implementation of FTAs could help to achieve a reduction in red tape costs through
a process of simplification and abolition of administrative controls and harmonization and
mutual recognition of standards. If extended to include liberalization of trade and investment in
services as well as merchandise trade. input costs for export-oriented producers would fall even

further, Qur analysis explores the relative importance of reducing tariffs. removing red tape

® The variance in valuation and applicd rates can be significant. Data provided by importers in 1993 suggest that
assessed values for capital equipment may exceed invoice values by 25 percent or more, while applied tariffs may
exceed the applicable satutory rates by an even wider margin, See World Bank, 1995.

® Fingncial Times, September 25, 1997, p. 8.



costs, and improving the efficiency of the services sectors through raising quality and lowering

cOsts.

3. Model Structure and Benchmark Data

The mode] that is used in this paper 1o analyze the effects of various trade liberalization scenarios is
a standard single country. competitive computable general cquilibrium model. Many proponents
of regional integration have argued that such models may be inappropriate in that dynamic
effects arising from economic integration are ignored.” Dynamic gains may be generated
through the realization of economies of seale and competitive gains under imperfectly
competitive market structures, as well as through increased investment (including inflows of
FDI) in member countries because of larger market size and a reduction in uncertainty due to a
“locking-in™ or “anchoring™ of policy reforms. There may alse be permanent effects on the rate
of economic growth through higher rates of transfer of technology and greater investment in
research and development. Despite appeals to the dynamic effects of regional integration, the
various arguments and claims have so far not been demonstrated conclusively sither theoretically
or empirically. The existence of such gains depends heavily on the specific models used., and is
very sensitive to the characteristics of the member countrics. the policies that are in place before
formation of the PTA, and the counterfactual or anti-monde being postulated. Given the absence
of compelling methodologies to assess the possible dynamic effect of preferential trade
liberalization that are firmly grounded in theory and consistent with the empirical evidence, we

have chosen te pursue a well understood. conservative modeling strategy in this paper.




It is assumed that Egypt is a price taker on world markets. Thus, policy changes are
assumed not to alter prices significantiy in other regions of the world.” To take into account the
impact of the different FTAs noted earlier. Egypt's trade flows are broken down across the three
major country groups of interest (EU, US, Arab League), with all other trade flows collected into a
residual “rest of the world.” Statutory MFN tariffs. scaled for consistency with reported tasiff
revenues, are assumed to apply to imports from each of these regions in the benchmark case. These
tariffs are weighted across sub-sectors by global import shares. To take into account existing
preferential trade within the Arab region, applied tariffs on intra-Arab trade are sct at 40 percent of
the MFN levels.”

Following standard practice in the literature. final outputs are produced according toa
Leontief function using intermediate inputs and real value added. A constant elasticity of
substitution (CES) production function describes the substitutability between labor and capital
inputs in producing real value-added. Intermediate inputs and final goods are differentiated by
country of origin according to the Armington assumption. so that export and impert prices differ
across regions."” [n each sector. demand for domestically produced and imported goods is
represented by a CES function, and intermediate imports are also differentiated by region of supply

in a CES structure. Similarly, Egyptian industries supply regionally differentiated goods to both

" The following paragraph draws on World Bank (1997).

12 Sep Maskus and Konan {1997) for a fulier description of the modetl.

'* As discussed further below there is very little information available regarding the preference margins that

actually apply.

 This assumption may seem inconsistent with the small open economy notion that Egvpt is a price taker on world
markets. However. this approach is quite standard in the literature, and there is no obvious way to address this issue
given the data at hand. De Melo and Robinson (1989) show that models that allew product differentiation are well
behaved under a smali open economy sssumption: in cffect the economy is a price 1ker at the level of aggregate
trade flows and each region’s aggregation is sufficiently distinctive to support the Armington assumption.



domestic and foreign markets {exports). Production follows a nested two-stage constant elasticity
of transformation (CET) function. Total output is first calculated as the sum of domestic supply
and total exports. with the Iatter then being allocated actoss regions (EU, US, Arab League, and
ROW) according to a sub-CET function.

A representative consumer maximizes a nested CES utility function with a corresponding
multi-staged budget constraint.  $he receives income from primary factors {labor and capital), net
transfers from the government, the current-account deficiz, as well as any net economic rents from
the operation of nontariff barriers to trade. The cost of living index associated with the utility
function is chosen as numeraire, Changes in.aggregate censumption are a direct measure of welfare
impacts ("equivalent variation"). Capital is assumed to be partially mobile in the sense that there
are a number of resource constrained scotors, which we take to be agriculture (VG1, VG2, AND),
mining {OIL, MIN). utilities (ELE). and transport (TRN). In all other sectors capital is freely
mobile. The intention underlying this assumption is to capture the strong possibility in Egypt of
resource constraints that limit intersectoral factor flows and output changes, In particular,
Egyptian experts seem concerned about the ability to expand agricultural production in the face
of significant water scarcities. There are also constraints on output in crude petroleum and the
Suez Canal, with the latter problem Justifying our inclusion of the transport sector.

Intermediate inputs are disaggregated into domestic sources and imports to incorporate
importing costs and tariffs in purchases for the production scctor. Sector-specific proportionate
import costs and export costs capture the impact of administrative NTBs, or "red tape”. As
mertioned previously, significant NTBs in E‘gypt include licensing fees. inspection delays,

menopoly port charges, difficulties due to inadequate transport facilities. excessive and arbitrary




enforcement of product standards, and restrictive licensing schemes and qualification requirements
for professional service providers. These NTBs drive wedges between home and foreign prices.
Conservatively. it is assumed that there are no resource-using rent-seeking costs in the economy, so
that NTB “taxes™ represent a pure transfer among domestic agents. The “revenues™ are allocated to
the representative agent. so that a reduction in import NTBs simply increases her purchasing
power."”

As any FTA will have a direct impact on government finances in Egypt--import duties
constitute over 15 percent of tax revenues and over 10 percent of total current revenues (including
transfers from public firms)'*~-account is taken of the fiscal consequences of tariff reform. In this
connection it is assumed that the government operates under a fixed deficit constraint so that
changes in tariff collections are compensated by an endogenous domestic tax change 1o ensure that
liberalization is revenuc neutral. Required changcé in domestic tax collections are achieved by
varying the Goods and Service tax (GST). a sales tax that applics to final consumption and capital
investment of domestic goods and imports, but does not apply to exports.'” As shown in Table 2,
the GST is applied on sales of goods and services at rates ranging from zero to 25: the standard rate

is 10 percent.'®

' Rent-seeking could well be significant in Egypt, imposing additional efficiency losses in the economy. In the
absence of information about this possibility, it is ignored in order to be conservative about welfare gains from reducing
NTBs. Elimination of NTBs could improve income distribution if recipients of rents are concentrated in higher income
classes than those who pay them. This complication is also ignored.

' International Monetary Fund (1994).

' The numerous sectoral deviations from the average GST rate and exemptions and evasion of this tax are taken into
account by calibrating tax rates to measures of government revenue from indirect taxes in the benchmark year. The
corporate tax, or tax on operating surplus, is held constant in the analyses.

™ Taxes paid by firms on their intermediate inputs purchases are recoverable through a tax credit, with the exception of

purchases of investment goods and some service inputs. Given insufTicient information on these tax credits. it is
assumed that the tax is a levy on final goods purchases, with taxes on all inputs credited back to purchasing firms.
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Two standard closure rules are imposed: the savings-investment balance and a fixed current
account balance. The first is based on the assumption that the capital stock is exogenously fixed at
the benchmark level and is financed through forced consumer savings that acts as a direct (lump-
sum) tax. A capital good is modeled as composite goods of fixed composition. Firms buy
composite capital according to their preferences. The interest rate (an index price of the composite
capital stock) is endogenous and determined by factor demand conditions."” Foreign currencies are
scaled so that the appropriate GDP deflator ("world™ price index) is unity. Keeping the current
account fixed while international prices are constant is accomplished by means of a change in the
home "real exchange rate." which refers implicitly to a change in the home price index (generated
by changes in price of home-produced goods) sufficient to sustain a constant current-account deficit
measured at world prices.” Because the current account is in deficit, it represents an addition to the
representative agent's income through exogenous capital inflows,

The data for the model consist of a Social Accounting Matrix (SAM) and other parameters.
such as elasticities of substitution and transformation.?' im port and export trade flows by region.

and tax and tariff rates. These data are assembled into a consistent set of relationships between

" No distinction is made between domestic capital and capital inflows from foreign direct investment (FDI). The
impact of ttrade liberalization on the volume of FDI js generally ambiguous. Tariff reduction will lower the incentive
of foreign firms to service Egyptian markets with "tariff Jjumping” FDI. In contrast, Jower tariffs on intermediate
imports may encourage export-oriented FDL These issues are beyond the scope of the present analysis. See Brown,
Deardorff and Stern (1997) for an exploration of the issuc in the context of the EU-Tunisia agreement

* A rise in the “real exchange rate™ is consistent with a depreciation of home currency, in that the per-unit price of
foreign exchange rises.

*! As there is also little empirical evidence on Egyptian elasticities, labor-capital substitution is allowed to vary across
industries, using estimates from Harrison, Jones, Kimbell and Wigle (1992). Labor-labor substitution is set at a
conservative 0.50 (sce Table 2). Benchmark trade elasticities are drawn from Rutherford, Rutstrom and Tarr (1993).
The various trade elasticitics are 2.0 for substitution between domestic and imported goods, 5.0 for substitution among
regional imports and for transformation between domestic output and exports, and 8.0 for transformation among
regional export destinations. These parameters are consistent with the ranges of elasticities reported in Lofgren (1994),
Results of sensitivity analysis with respect to the various trade elasticities are reported in Maskus and Konan (1997).
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intermediate demand, final demand. and value-added transactions using the 1989/1990 input-output
1able for Egypt. updated to incorporate trade and tax policies and trade shares as of 19947 Trade
and tariff data by $-digit HS Line were aggregated to the input-output sectoral basis using import
weights consistent with the concordance between the input-output table and the tariff classification.
From these data, regional trade shares for 1994 were applied to 1990 wrade volumes on the input-
output basis.® As Egypt does not realize the full revenue that would obtain if statutory tariff rates
were applied to all imports because of various exemptions for duty-drawback provisions and
investrment incentives, weighted legal tariff rates were scaled downward (by some 20 percent) to
ensure consistency with total import duty coliections in 1994. To take into account the existence of
the quantitative restrictions on imports of textiles and clothing. the stautory MFN rates for this
sector have been doubled. It is assumed further that the cost impacts of “red tape”™ on merchandise
tmports and exports are 10 and 5 percent rcspectively. Egyptian import and export NTBs with
Arab countries are assumed to be haif those facing other trading partners {3 and 2.5 percent,
respectively, on imports and exports of goods) reflecting past integration efforts within the region.
As reliable quantitative measures of the price impacts on restrictions on services trade are not

available, for purposes of analysis a uniform 15 percent tax equivalent is imposed on prices of both

See Maskus and Konan {1997) for a detailed discussion of the updating procedure, which involved re-calibrating
the model on the basis of the 1994 policy paramters,

 The fact that the mode} is based on Egypt's trade in 1990 is not much of a problem if attention is restricted to
changes in welfare and wade shares, as Egypt’s structure of production and trade is unlikely to have changed much
since 1990, Note also that the benchmark trade shares in the model were updated to 1994,



exported and imported services.™ Here agair it is assumed that there is less discrimination against

Arab service suppliers. reflected in 2 lower 7.5 percent wedge.

4. Prefercntial Trade Liberalization: Simulations and Results

Three preferential trade-liberalization scenarios for Egypt are analyzed with the model. The first
two are “shallow integration™ FTAs. The first of these assumes that Egypt implements a
rartnership agreement with the European Union as well as the Arab League FTA. Underthe
former, Egypt removes all tariffs on EU goods.” and the EU responds by providing somewhat
immproved access to its markets. This access is assumed 1o be equivalent to a ore percent increase
in export prices to the EU for all commoditics except agneulture and clothing, where 2 two
percent terms of trade improvement occurs {VG1, VG2, ANL TX1. TX2. CLO). We posit these
Himited impacts because Egypt already enjoys duty-free access to EU markets for manufactures,
and s not likely to obtain significantly better market access terms for agricultural produce.™ The
Arab League FTA js a standard preferential trade agreement that involves the climination of
tariffs on intra-Arab trade in merchandise. As mentioned previously, litle is known regarding the
tariffs that are effectively applied on intra-Arab trade flows. As the Arab region is both a major

destination of Egyptian exports and tariff levels in the Arab region are significantly higher than

* Comprehensive cstimates of the cost-raising effects of regulatory regimes that restrict competition in service
markets arc lacking, However, many case studies of individual sectors suggest that excess costs are more than 15
percent. See World Bank (1996) and the contributions in Galal and Hoekman (1997} for a discussion,

* Throughout the counterfactual simulations the beverage tariff is not changed to reflect Egypt's social peolicy for
mainwining rigorous barriers on imported alcoholic beverages, Similarly, tariffs on tobacco products arc held fixed
in order to reflect the fact that governments in the region will continue to impose high excises on these products for
revenue and health purposes.

* This differs from the more optimistic assumption of an § percent export price gain in EU's agriculture and textile
sectors used in Konan and Maskus {1997a).




those that are applied in the EU and US markets, liberalization of Arab trade barriers could have
a major impact on Egyptian welfare. In the scenarios it is assumed that applied Arab tariffs on
intra-Arab trade are 60% of the statutory MFN rates.”

Although only the Arab League agreement has been formally incorporated into Egyptian law
(the Bure-Med is stil} under negotiation at the time of writing) we consider their joint
implementation an appropriate base case because they presumably will be an important factor
motivating discussions on a FTA with the United States.

A potentially important aspect of any FTA is an associated reduction of administrative and
other non-tariff barriers to Egyptian trade. Although the draft EMA devotes considerable
attention to these issues insofar as there are Articles dealing with technical and financial
assistance to ensure greater harmonization and upgrading of customs, standards-related
institutions, and infrastructure, there are no explic‘it commitments on the part of Egypt to
unidertake action in these areas. Nor does the agreement commit Egypt to any actions 10
liberalize access to its service markets or to grant a general right of establishment for foreign
investors. We therefore assume that the EMA and Arab League agreements will do nothing to
remove the various NTBs that were discussed earlier.

The second scenario adds a shallow Egypt-US FTA to this mix. This involves Egypt
eliminating all wariffs on imports from the US, and the US granting Egypt duty-free and quota-
free access to its markets. As is the case with the EU, given that US trade policy towards Egypt

is already quite liberal, Egypt has little to gain in terms of improved access to the US. We

* yata for Jordan's and Lebanon's tariffs were compiled from Hoekman and Diankov (1997); Morocco’s and
Tunisiz's tariffs were obtained from Rutherford, Rutstrom and Tarr (1993, 1995) A concordance consistent with
the Egyprian 10 table was developed to map tarifs into the 38 sectors of the model. Tariffs were weighted by 1996
import shares, using the UN COMTRADE data base.



assume therefore that Egypt’s export prices in US markets increase by only one percent.
However, for agricultural products and clothing. two commedities where the US does not
currently allow free access, we assume that export prices increase by 8 percent.

The third scenario attemnpts to evaluate the effects of implementing a “"WTO Plus™
agreement with the US, This goes beyond the “shallow” FTA scenarios by eliminating not only
tariffs but also all the NTBs applying to both goods and service sectors in Egypt. The motivation
for this assumption is that 2 WTOQ Plus agreement must extend to investment and trade in
services--no “opting out” would be allowed in these aress, in contrast to the EMA ang Arab
League agrecments. It is assumed further that the elimination of NTBs 1s applied on a
nondiscriminatory basis. That is. all raders benefit from the associated cost reductions.®

Two final scenarios analyze the implications of nendiscriminatory, unilateral efimination
of all tariffs and NTBs. The first assumes that Egypt does this on its own. As a result it does not
benefit from preferential access to EU, US and Arab markets. but also is not subjected to the
trade diversion costs that are associzted with FTAs. The second assumes that Egypt unilaterally
liberalizes its rade regime on a nondiscriminatory basis, and that this is also pursued by the EU,
the Arab League and the United States, Given the fact that the EMA and Arab League FTAs
should be implemented by 2010, this is a more realistic appraisal of nondiscriminatory

liberalization by Egypt. The various scenarios are summarized below:®

* This is a strong assumption, as in practice it can be expected that some cost reductions will only benefit trade with
FTA partners, In the absence of information on the diswribution of such benefns, we simply assume they apply
across the boeard. :

™ In this paper we focus anly on variables that are most relevant to the issue at hand: the incentives for concluding
a FTA with the US, The model is capable of generating results on a aumber of other variables of interest, including
factor returns, These are not reported here to conserve space. In all simulations real returns to all factors increase,
reflecting enhanced efficiency in the economy.




Scenarios:

Shallow EMA and Arab Egypt climinates all tariffs with EU and Arab League (except BEV and TOB).

League FTAs EU grants improved market access, increasing agriculture and textile prices by
2% and all other goods by 1%, and Arab League countries eliminate their tariffs
(except BEV and TOB) with Egypt.

Shallow EMA, Arab,  Same as above, plus Egypt eliminates tariffs with US. The US grants improved

and US FTAs market access in agriculture and clothing, with export prices rising by 8%. All

other export prices increase by 1%.

EMA -Arab FTAs with Combines first scenario with a deep integration agreement with the US.
a2 WTO Plus with US  The latter results in the removal of all NTBs on a nondiseriminatory basis.

Unilateral Egypt unilaterally eliminates all tariffs and all NTBs on a MFN basis. No
Liberalization preferential market access in US, EU, or Arab League.

Concerted Unilateral  Egypt unilaterally eliminates all tariffs and all NTBs on 2 MFN basis. The US
Liberalization EU, and Arab League grant duty-free access to Egypt.

Table 3 reports results for the first two shallow integration scenarios. The joint EMA and
Arab League FTAs generate an estimated welfare gain of one percent over benchmark 1994
levels.® The trade-weighted average tariff rate falls to 4.1 percent. At $252 million. estimated
trade creation gains are only slightly higher than trade diversion losses (3233 million)." Trade
creation is defined as the sum of import trade creation (consumer surplus net of tariff losses) plus

export trade creation (change in producer surplus on trade with the partners).”” Trade diversion

* Welfare changes are calculated as the percentage change in GDP. measured as Hicksian equivalent variation.

T All nominal values reported are in 1996 US dollars. As the base data set is for 1990 (although, as mentioned,
variables were updated to 1994), 1996 USS figures are obtained by appropriately scaling the 1990 data to reflect the
increase in aggregate trade volumes between 1990-96.

2 As preferences are homothetic. this measure is a monotonic transformation of the Hicksian equivalent variation
(see Konan and Maskus, 1997¢).
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comprises the loss of tariff revenues on imports from non-FTA members resulting from a
substitution to partner imports.

A particularly striking result is that the GST can be lowered slightly following the
implementation of the FTAs. This arises because of a rise in domestic tax collection as
cconomic activity increases in sectors that are relatively heavily taxed. Thus, despite a significant
decrease in tariff collections following implementation of the FTAs, government budget
neutrality implies a reduction in the GST. This reflects the fact that the tariff elimination induces
resources and consumption are to move inte sectors that are subject to relatively high GST rates
(as well as other taxes). Of course, this will only occur if GST revenues are actually collected. It
should also be kept in mind that this is result that obtains once the adjustment to the new set of
incentives has been completed and resources have been reallocated across sectors. During the
transition to the new equilibrium the government will most likely be confronted with a decline in
revenues.”

A shallow FTA between the US and Egypt that is limited to the abolition of tariffs would
be beneficial to Egypt in that welfare would rise relative to the EMA-Arab FTAs by some 25
percent to 1.26 percent of GDP (Table 3. last column). In part this is due to the elimination of
some of the trade diversion that would otherwise occur: trade creation now becomes significantly
larger than trade diversion. The extension of duty-free treatment to imports from the US leads to

a fall in the import-weighted average tariff rate to only 2.6 percent. It now becomes necessary to

3 As the tariff -tax structure in Egypt is quite distortionary, in principle tariff reforms that move the structure of
tariffs towards greater neutrality can have a large impact in terms of raising revenue. For example, if Egypt were to
adopt a 10 percent uniform tariff, the GST could be lowered by 30 percent while maintaining fiscal neutrality.
Similarly, substantial efficiency and revenue collection gains can be achieved through reform of domestic tax
structures. See Konan and Maskus (1997b) for an in-depth discussion of the impact on government revenues of
piecemeal tariff reform in the Egyptian context.
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increase the GST by about 3 percent in order to maintain budget neutrality. The positive welfare
impact suggests that Egypt has an incentive to negotiate a FTA with the US.

To obtain an idea of the incentives confronting the US. it is necessary to investigate the
impact of the Arab and EMA agreements on US exports to Egypt.” These two FTAs will reduce
imports from the US by $412 miilion or 14 percent relative to the benchmark (Table 4). The US
share of the Egyptian import market falls from 18 to 14 percent. These are not very large
numbers, suggesting that there may not be much concern on the part of US industries that suffer
from the trade diversion that is associated with the Arab and EU FTAs. The value of EU exports
to Egypt increases by 38 percent or $2 billion under the Arab-EU FTA scenario. The opportunity
costs for US exporters may therefore be perecived by them to be higher than the “pure” trade
diversion if they believe that over time total trade will expand. leaving them with a smaller share
of growing pie.

In percentage terms the greatest changes in trade flows occur with the Arab League.
Total imports from Arab countries rise by 33 percent. while exports to the Arab League increase
by 44 percent, Given that Egypt traditionally exports much more to the Arab region than it
imports, the Arab League's share of total Egyptian exports rises 1o 40 percent {up from 31). This
large increase is a reflection of the fact that the greatest improvement in market access for
Egyptian exports resulting from the two FTAs is in the Arab markets, Tariffs within the Middle
East are significant, even if account is taken of the assumed 40 percent preference margin. Trade

with the EU is already duty-free. so that the effect of 2 EMA in this regard is much smaller, The

M Given the single country model that is used here it is not possible to determine the welfare impact of these
various FTAs on the US. Howcver, given the small size of the Egyptian economy. this will be negligible even if it
is negative. What is of greater interest is to explore the extent 1o which particular US industries will find it in their
interest to lobby in favor of a FTA with Egypt because they will otherwise suffer a Joss in €Xports.
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assumed exogenous rise in export prices in the EU is nonetheless quite important. Without this
assumption, Egypt’s exports to the EU fall by 2.5 percent (not reported) rather than rise by 2.8
percent as reported in Table 3. The rise in welfare also becomes significantly less. falling to 0.81
percent (not reported).

One might question the magnitude of the increase in exports to the Arab League. given
that these are not large markets. However. it is often noted that intra-regional trade between
Arab League countries is well below its potential, especially if the Persian Guif siates are
excluded. Intra-regional trade represents less than 3 percent of the total trade of Middle East and
North African countries. Given the potential for further specialization and intra-industry trade,
intra-regional trade should be able to grow substantially (Havrylyshyn. 1997).

If a shallow FTA with the US were to be added to the other two FTAs. total Egyptian
imports from the US would rise by $629 million (or 22 percent) relative to the benchmark as
compared 1o a loss of $412 million otherwise (Table 4). This difference of some $1 billionisa
better measure of the incentive for US exporters to support an FTA with Egypt insofar as it
includes whar might be gained beyond offsetting the threatened trade diversion. In aggregate
termns much of the export gains accruing to US exporters are offset by a decline in the growth of
EU exports to Egypt. The rest of the world (ROW). not surprisingly. is likely to be a loser from
the various FTA combinations. Under the EMA and Arab League FTAs the ROW share of total
imports falls by 23 percent: and it drops by 30 percent if these are complemented by a shallow

FTA with the US (not reported).



Ttis unlikely that a FTA with the United States would be limited to a shallow agreement
of the type that has been agreed with the EU and the Arab League.” Instead. the US can be
expected to insist on an agreement that includes liberalization of investment (national treatment,
right of establishment, binding arbitration). service markets. and govemment procurement, as
well as disciplines to ensure that demestic legislation and reguiations are applied comrectly and
transparently. Such a WTO Plus agreement would imply that over time the service sector
inefficiencies would be removed, and that the prevalence of import and export related NTBs
would be attenuated. The effects of such an apreement are simulated in this paper as leading to
the complete elimination of al} NTBs on goods and services,™ Moreover, it is assumed that this
elimination benefits all trade. not just that with the United States. by virtue of affecting domestic
regulatory procedures that tend to be applied identically to all traders and investors,

A WTO Plus accord would be significantly more beneficial to Egypt than the shallow
FTAs (Table 3}. The positive welfare impact of elimination of NTBs as well as tariffs rises to
1.8 percent of GDP (an increase of almost 30 percent relative to the EMA and Arab FTAs).
Trade creation is almost three times iarger than trade diversion, and the absolute magnitude of
diversion is lower than under the shallow FTA options, suggesting that the ROW may be
somewhat less damaged as well, The underlying trade volumes also increase significantly (not
reported). Total imports rise by 25 percent in volume terms. while exports increase by over 30
percent. As reported in Table 6, US exports to Egypt rise by $1.1 billion relative to the 1996

base. This suggests that the total “opportunity cost” of not pushing for a WTO Plus agreement,

* As mentioned carlier. the Euro-Med agreement has the potential to give risc to decper integration, but few steps
have been taken in the draft agreement in this direction.
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given the implementation of the EU and Arab League agreements. is seme $1.5 billion (1.1
billion plus 400 million). Also noteworthy is that the WTO Plus leads to significant increases in
exports to the EU and the US, as Egyptian industries benefit from the reduction in real costs
associated with producing for export. Exports to the EU rise by one-third. while those to the US
increase by over 50 percent. The total value of exports rises by over 40 percent, as compared to
only 15 percent under a set of shallow FTAs (not reported).

For comparison purpeses, Tables 5 and 6 also report the results of simulating the
economic effects of two unilateral liberalization programs. It is well known that preferential
trade liberalization is an exercise in the second best—as long as barriers to foreign competition
can be removed on a nondiscriminatory (MFN) basis, associated welfare gains will be higher
than if they are limited to only a subset of rading partners. This is confirmed by the simulations.
Welfare under MFN liberalization (tariffs and NTBs) rises by 25 percent relative to what would
obtain under 2 WTO Plus agreement as long as it is assumed that the Arab League, the EU and
the US also liberalize access to their markets. This is not the case if the Arab League maintains
trade barriers against Egypt (second column of Table 3), in which case the predicted increases in
exports to Arab countries are also much smaller (Table 6). One can also see from Table 6 that
there is significant trade diversion associated with a WTO Plus. Increases in imports from the
US. EU and Arab countries are about $1.7 billion less under a unilateral liberalization scenario
that is not associated with a reduction in Arab League trade barriers. As total trade increases by
the roughly the same order of magnitude under both the WTO Plus and unilateral liberalization

options, this is trade that is diverted from the rest of the world.

3 In the absence of detailed data on the impact of the current investment regime or policies such as government
precurement practices, no attempt is made to calculate the effect of poliey changes that might be induced under 2
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From a political economy perspective it is of some interest to identify in which specific
sectors US exporters would be most negatively affected by the EMA-Arab FTAs. and which
sectors would most benefit from a WTO Plus agreement between Egypt and the United States,
As indicated in Table 7, the various simulations suggest that most of the increase in Egyptian
imports that would emerge from the FTAs will be concentrated in labor-intensive 1i cht
manufacturing, especially textiles and clothing, leather. footwear, and furniture. These are not
sectors where the United States has a comparative advantage. Instead. US exports to Egypt are
concentrated in agricultural produce, machinery and equipment, and pharmaceuticals. Under the
shallow integration FTAs, little change is expected in imports of products where the US has a
revealed comparative advantage in the Egyptian market. However, under a2 WTO Plus. imports
of most products increase between 20-50 percent. including in services, sectors in which imports
do not expand much under the shallow FTAs.

The sectoral implications for the US of not reacting to the EMA and Arab agreements and
the “opportunity™ costs of not concluding a WTO Plus agreement to complement these FTAs arc
reported in Table 8. It can be seen that although the primary US export sector--agricultural
produce--is not very sensitive to the FTAs. other important export items such as paper.

. chemicals, machinery and transport equipment are significantly affected. The EMA-Arab FTAs
would cause US machinery exports to fall by 37 percent; while transport equipment and textile
fabric exports would drop by almost 50 percent. However. if the US concluded a WTO Plus,
exports of fabrics would rise by a factor of four. transport equipment exports are predicted to
double, while machinery exports expand by 35 percent. Other sectors where exports expand

significantly include foodstuffs and rubber and plastics (up 45 percent) and iron and steel (up 80

WTO Plus framework.



percent). If trade levels simulated under the EMA-Arab FTA scenario are used instead of the
basic calibration as the benchmark for comparison, the associated increase in US exports is of
course even higher. Exports of transportation equipment and cotton fabrics increase by a factor
of four or more and cotton fabrics by a factor of seven, while exports in sectors such as
machinery. iron and steel, rubber and plastics, and paper double. Note also that as a result of the
liberalization of access to service markets under a WTO Plus agreement, US exports of financial
and business services are expected to increase substantially, rising by some 40 percent.
5. Conclusions
The welfare implications of the EMA and Arab FTAs for Egypt are positive. However, the gains
are much smaller than what could be achieved if these agreements were used to eliminate not just
tariffs but real NTB-related trade costs as well. It appears that neither of these two agreements
will do much to achieve a significant reduction in NTBs in the short to medium run, although the
EMA has the potential to do so. A Egypt-US FTA is likely to be similar to the NAFTA., and the
US may well seek to conclude an agreement that goes further than NAFTA. Such an agreement
would consequently not only help to reduce the trade diversion costs for the US that are
associated with the EMA and Arab League FTAs. but more importantly from an economic
perspective. it would generate a significant increase in Egypt’s welfare by helping to reduce the
prevalence of non-tariff barriers and “red tape™ costs. The modeling exercise suggests that
welfare may be greater under 2 WTO Plus by some 30 percent, assuming that the reduction in
NTBs applies not only to US imports but to all goods and services.

The US also has positive incentives to pursue a WTO Plus agreement with Egypt. The

“opportunity cost™ of not pursuing a WTO Plus for US exporters is some $1.7 billion. While this
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is not particularly large relative to total US exports. industries such 2s transportation equipment,
machine tools. pharmaceuticals and textile fabrics will be confronted with a significant decline in
their exports 1o Egypt once the EMA and Arab League agreements are implemented, The
potential export gains that can be expected from a WTO Plus are substantial and may be
sufficient 1o induce these industrics to support an Egypt-US FTA. Quite apart from the foreign
policy considerations, discussed by Galal and Tohamy (1997) and Lawrence (1997), there would
appear to be a mutual economic incentive for the US and Egypt to negotiate a “deep” FTA,

Arab countries should not be concerned with such a development as it does not have
major implications for exports to Egypt. However. the rest of the world (non-preferential trading
partners) is likely to be adversely affected by the implementation of the FTAs. The share of total
imports originating in the rest of the world declines significantly under the FTA scenarios. This
is costly 1o Egypt as well. The government should therefore continue to pursue liberalization of
its external trade barriers in conjunction with the implementation of the various FTAs.
Assuming the EMA and Arab League agreements are fully implemented and access to these
markets is assured, Egypt stands to benefit most from a strategy of complementing a WTO pius

agreement with a process of unilateral 1iberalization.

24




REFERENCES

Brown. Druscilla, Alan Deardorff and Robert Stern. 1997, “Some Economic Effects of the Free
Trade Agreement between Tunisia and the European Union.” in Ahmed Galal and Bernard
Hockman (eds.). Regional Partners in Global Markets: Limits and Possibilities of the Euro-Med
Agreements. London: CEPR.

CAPMAS, 1990. "Employment, Wages. and Working Hours Report. 1990." October.
CAPMAS. 1994a. "Egypt: Consolidated Accounts, 1989-90," May.

CAPMAS. 1994b. "Egypt: Input-Output Tables 1989-90." June.

De Melo, Jaime and Sherman Robinson. 1989, “Product Differentiation and the Treatment of
Foreign Trade in Computable General Equilibrium Models of Small Economies.™ Journa! of

International Economics. 27:47-67.

Galal, Ahmed and Bernard Hoekman., Editors. 1997, Regiona! Partners in Global Markets:
Limits and Possibilities of the Euro-Med Agreements. London: CEPR.

Galal, Ahmed and Sahar Tohamy. 1997. “Towards an Egypt-US Free Trade Agreement: An
Egyptian Perspective,” this volume.

Hammison, G.W.. R. Jones, L. Kimbell Jr., and R. Wigle. 1993, "How Robust is Applied General
Equilibrium Modeling?" Journal of Policy Modeling, 15:99-113.

Havrylyshyn. Oleh. 1997, 4 Global Integration Strategy for the Mediterranean Countries: Open
Trade and Market Reforms, Middle Eastern Department: IMF (August).

Hoekman, Bemard and Simeon Djankov. 1997. “Effective Protection and Investment Incentives
in Egypt and Jordan: Implications of Free Trade With Europe,”™ World Development, 25: 281-91.

Hoekman. Bernard and Arvind Subramanian. 1997. “Egypt and the Uruguay Round Agreements
on “New" Issues: Laying the Groundwork for the Future,” in Hanaa Keir El Din {(ed.).
Implications of the Uruguay Round on the Arab Countries. Cairo: Dar Al-Mostagbal Al Arabi.

International Monetary Fund. 1994, Governmment Finance Statistics Yearbook.

Kheir-el-Din, Hana’a and Hoda El-Saved. 1997, “Potential Impact of a FTA with the EU on
Egypt's Textile Industry.” in Ahmed Galal and Bernard Hoekman (eds.), Regional Partners in
Global Markets: Limits and Possibilities of the Ewro-Med Agreements. London: CEPR.

Konan, Denise Eby and Keith E. Maskus. 1997a. A Computable General Equilibrium Analysis
of Egyptian Trade Liberalization Scenarios,” in Ahmed Galal and Bermard Hoekman (eds.},



Regional Partners in Globa! Markets: Limits and Possibilities of the Euro-Med Agreements.
London: CEPR.

Konan, Denise Eby and Keith E. Maskus. 1997b. “Joint Trade Liberalization and Tax Reform in a
Small Open Economy: The Case of Egypt.”™ manuscript. University of Colorado.

Konan, Denise Eby and Keith E. Maskus., 1997¢. “Is Small Beautiful? Trade Shares and Trade
Creation with Differentiated Products.™ manuseript. University of Hawaii,

Lawrence, Robert. 1997. “Is it Time for a US-Egypt Free Trade Agreement? A US
Perspective.” this volume.

Lawrence, Robert and others. 1995. Towards Free Trade in the Middle East: The Triad and
Beyond. Cambridge: Harvard University (June).

Lofgren, Hans. 1994. “Elasticity Survey.” Center for Egyptian Studics. mimeo.

Maskus, Keith E. and Denise Eby Konan. 1997. “Trade Liberalization in Egypt.” Review of
Development Economics, 1:275-73.

Robinsen, Sherman and C. Gehlhar. 1995, “Land. Water, and Agriculture in Egypt: the Economy-
wide Irapact of Policy Reform,” manuscript.

Rutherford, Thomas. 1989. “General Equilibrium Modeling with MPS/GE.* Department of
Economics, University of Western Ontario.

Rutherford. T., E.E. Rutstrom. and D. Tarr. 1995. “Morocco's Free Trade Agreement with the
European Community,” Policy Research Working Paper 1173, The World Bank, September.

Rutherford. T.. E.E. Rutstrom, and David Tarr. 1995, ~The Free Trade Agreement Between
Tunisia and the European Union,” World Bank. mimeo.

Viner. Jacob. 1950. The Customs Union Issue. New York: Camnegie Foundation for International
Peace.

World Bank. 1995, “Egypt: Into the Next Century: Volume I, Macroeconomic Framework ™
manuscript.

World bark. 1997. “Regionalism and Development.” Development Research Group. mimeo.

Yeats, Alexander. 1996. “Export Prospects of Middle Eastern Countries,™ Policy Research
Working Paper 1571, World Rank (February).




$'T9 Tt %4 1'g $E Al 9Lt 9] o (JN0) FuzmpeprUEw G0 97
$68 0 ¥t 0 Lo ¢S geE 6% o'l v Ly wawdinba uonewadsuel], "5z
088 6t $6 op [ ¥ ¥6s (34 $E (HviN) sadueljdde pue LUNSRLY T
£re 61 39 %0 06 211 [543 ¥z R4 (1:144) s[e1at 25eq Japo ‘(3]s “uol] "Eg
608 0T er 0o [ g€ 19 o L3 (i) T s1npod [erRUlY 7T
(e $'¢ 6 1o 9'¢ £ £59 ) £0 {v19D) swnpod pue sseDy 17
r'ze [ ek o $LE gL PLF t0 £0 (d0d) Lanod ‘euy ulEp04 02
osF Lo Cir i) 26 o LA 34 0 ("1dy) syanpoxd pue sanseld Jaqamys "6
Tl 99 $'88 €€ 63T 9 v [ L (13J) Fungar umajonad g
t'of $'E 1€ g1 6L el L9 201 't (AHD) "oxad 19%2 SRR L}
L6 80 o' &N 61 Ll 99F €€ 1 {dv.d) Suurd pue sadeg g4
¢8| vl o' o] vl L¥E oLs 00 ¥ (xN4) omung gy
198 o $ 1o 0 vl $'68 0§ ¥ {00 ) 2imzuny *[2x2 *spnpoxd pooy i
$°09 &1 $0T 00 g4} 6T 091 00 0 (OHS) 52048 €1
608 §'l 230 1'0 g€l &0 L'sT 00 0 (w37} $20ys %3 ‘s1anpold 134f12a] 7Y
98 I'6F LrE Tl "6l 60 rel 00 ¥l (010) 52921 pue pajquuasse :Supge) “H
19| &0l vzl 0 L vl PeE ¥ A {zx.L) Bwaran pue Junuuids uone pi
t'l A L'EE Tk 6% £0 6'9€ ] z1 {1x 1) mssad pue Swjuud uonoD 6
gk Lo 0 ¥0 ¥4 ¥LT 0Lz ol &1 {go1) s1onposd 0208901, '8
LR oo TH o0 $'§T £'91 A 00 o {ATg) sefmaaeg L
e ok 10Z £l €T 901 cor 16l Lt {001) Smssaroud poog 9
ONIMNLIVANNYIN
iz 6 895 0 §e gt Ll 0z o (MI3Y) SIMISNpU] 2AHLIONA YT S
&1 9y FOf §'81 X oL 0TS [ LT (1360} sed junea pwe wnajoned 9p) p
ONIAHYVD GNV ONININ
088 £z FAYY €0 76 0 L8 20 08 {IN V) sianposd ey ¢
'kl rel Cob 1'o Tl $9] 6'9¢ oo 11 (Z0A) sunispocy-uot ‘sianpodd ajquiadag g
$'¢9 <l oLt 9z 7T o'Lh It £€l ZA (153A) syprispooy ‘sranpoid ajqeisiiap |
TIALTNONEOY

andeaquy sn nd fel0) jandeaquiy Sn oK |T10L
Jodsg Jyradwig Jnding WOLO3S

STUVHS AAVIL ANV LNAENO MUVIWHONAA *F ITIV.L




8¢

"L66] SIMSER PUE URLOY WO PAYIPOIY 1324N0§

00 oL 0sZ 00 ot 891 9bp 00 60 (u1d) 52214138 [BUOSIA] “8E
0°0F oL 0§z e g1 891 9t 0 S0 | (DHY) $21A135 [LINYNI PUB [BUOHEAIIY *LT
0°0r 0L 0'¢e 0 L 891 9tr I'o 09 (478) s2a1a138 Suntutiod pue [e120g "9¢
oo oL sz 00 £r 891 9'tb 6'€ 8T (DSH) $291A135 ssaulsnq pue 2eisa [2ay ‘g€
0o 0L 0'sT <0 €'r 891 9k 0o €0 (SNI) 2auemsu] “pg
0or 0L 05t 00 Iy 801 9'rh 'l 'l (NId) stuawysiqejsa jeraueuny 'g¢
0°0F oL 0°st v o 891 9t 10 80 (INOD) suoneaunuIwo) "¢
T0e L9 Lt 61¢ ot 891 9t €l 09 (N¥ L) 98e101s pue podsuei] [ ¢
oo 0L 0S¢ [VES £r 891 9'th 00 £C ($¥) sasnoyaagoa 'sa101 'siueineisay g
0'0F 0L 05 9'¢ €F 291 9 £0 () (ay1)apeil -6
oor oL 0°$e 80 o 891 9t 0 30 (NOD) uonannsuo) ‘gz
0°0p 0L 0'se L0 et 891 9t 70 Ll (27120) 11 pue 'sed Q131 'Lz
YTHLO ANV SADIAYES
anfear]

qrIy sn ni |elo] | andea geiy sn ni el

Juodxg JHodwy | nding HOLIHS

(panuhue)) SINIVHS AAVYL ANV LNdLNO MUVINHONASA ‘1 ATAVL



TABLE 2: Government Policy and Elasticity Parameters (%)

SECTOR GST 1994 Egypt's Arab MFN Tariffs Capital-labor
(%) Tariff-94 | (import weighted} ™ clasticity of
substitution
AGRICULTURE, MINING
1. Vegetable products, foodstuffs (VG1) .0 25 6.3 0.95
2. Vegetablz products. non-foodstuffs (VG2) 10.0 6.7 28.9 0.95
3. Animal products (ANI) 0.0 44 6.7 0.95
4. Crude petroleur and natural gas {O1L) 0.0 82 2% 0.43
5. Other extractive industries (MIN) 10.0 7.0 15.6 0.43
MANUFACTURING
6. Food processing (FOO) 0.0 6.8 18.3 095
7. Beverages (BEV) 10.0 9532 14.8 0.95
8. Tobacco products (TOR) 10.0 65.5 83.1 495
9. Cotton gihning and pressing (TX1) 10.0 17.3 249 093
10. Cotton spinning and weaving (TX2) 10.0 233 174 0.53
11, Clothing: assembled and pieces (CLO) 10.0 557 325 119
12. Leather products. excl, shoes (LEA) 10.0 34.8 44.6 0.75
13. Shoes (SHO) 100 51.8 36.9 0.75
14, Wood, excl. furniture (WQO) 5.0 8.1 28.1 0.93
15. Furniture (FUR) 10.0 46.9 345 0.93
16. Paper and printing (PAP) 0.0 13.3 18.6 1.00
17. Chemical, exel petroleum {CHE) 5.0 89 17.6 1.0%
18. Petroleum refining (PET} 0.0 7.1 20.0 043
19. Rubber. plastics and products (RPL) 10.0 15.6 24.7 0.97
20. Porcelam, china, pottery (POR) 10.0 43.5 213 0.93
21. Glass and products (GLA) 10.0 29.6 17.2 0.97
22. Mineral products, n.e.i. (MPD) 5.0 18.1 12.7 0.43
23, Tron, steel, other base metals (MET) 10.0 17.2 3246 0.43
24. Machinery and appliances (MAC) 25.0 17.9 19.% 1.20
25, Transportation equipment (TRA) 250 412 56.6 1.88
26, Other manufacturing (OMF) 10.0 193 249 1.19
SERVICES AND OTHER
7. Electricity, gas, and water (ELE) 235 0.0 0.0 1.88
28. Construction (CON) 10.0 0.8 0.0 1.99
29. Trade (TRD) 30 0.0 0.0 1.28
30. Restaurants, hotels, coffechouses (RES) 8.0 0.0 Q0.0 1.99
31, Transport and storage (TRN) 0.0 0.0 0.0 1.88
32. Communications (COM} 5.0 0.0 0.0 1.59
33. Financial establishments (FIN) 8.0 0.0 0.0 1.99
34. Insurance (INS) 0.0 08 0.0 1.99
35. Reat estate and business services (HSG) 8.0 0.0 0.0 1.9%
36. Social and community services (SER} 10.0 0.0 0.0 1.99
37. Recreational and cultural services {REC) &0 0.0 0.0 1.99
38. Personal services (PER} 10.0 0.0 0.0 1.99

* Adjusted 10 be consistent with the real value of the 1990 government defieit. " In simulations it is

assumed that applied rates are 60% of these MFN rates.
Source: Based on Maskus and Konan (1997) and author’s caleulations.




TABLE 3: Shallow Integration: Welfare and Fiscal Impact of a US-Egypt FTA

EMA-Arab FTAs EMA, Arab and US FTAs
Change in Welfare (%) 0.99 1.26
Change in GST (%) -2.88 5.26
Average tariff (%) 4.11 2.65
Trade Creation (Smn) 252 342
Trade Diversion ($mn) 233 197




TABLE 4: Shallow Inteeration: Impact on Trade Flows, (percent and $ million)

EMA-Arab FTAs

EMA-Arab-US FTA

Share of EU in total exports
Share of EU in total imports
Share of US in total exports
Share of US in total imports
Sharc of Arab League in total exports
Share of Arab League in total imports

Exports to EU (Smil)

Imports from EU ($mil)

Exports to US (Smil)

Imports from US (Smil)

Exports to Arab Leaguc (Smil)
Imports from Arab League (Smil)

Exports to EU (% growth)

Imports from EU (Yogrowth)

Exports to US (%growth)

Imports from US (%growth)

Exports to Arab League (%ogrowth)
Imports from Arab League (Yogrowth)

31.0
54.7
4.2
14.1
40.3
5.0

49
1,990
-16
-412
586
170

Bl W
bl S
b &G B8R

w
9]

30.5
50.5
52
20.1
40.2
4.7

138

2.8
293
17.5
219
458
26.7



TABLE 5: Deep Integration — Impact of a WTO Plus Agreement

EMA-Arab FTA Unilaterai EMA-Arab FTA with
with a WTO Plus Liberalization of Unilateral
Tariffs and NTBs Liberalization
of Taxiffs and NTBs

Change in Welfare (%) 1.84 151 231
Change in Indirect Taxes (%) 6.1 26.0 228
Average tariff (%) 2.6 0 0
Trade Creation ($mn) 450 - -
Trade Diversion ($mn) 170 - -
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TABLE 7: Changes in Imports By Sector

Change in Total Import Volume (%)

Shallow EMA Shallow EMA, EMA, Arab FTA
+Arab FTA Arab & US FTAs & WTO Plus

Edible Vegetable 1.0 3.1 15.9
Non-edible vegetable 33 8.4 50.1

Animal prod. 8.8 93 28.7
Crude oil, gas 33 9.3 41.1

Other mining -.02 -0.3 11.0
Food processing 6.7 8.1 224
Beverages 0.3 -03 89

Tobacco 87.1 120.1 162.1
Cotton yarns, fabric 55.8 61.8 93.6
Clothing 204.7 203.6 258.5
Leather 443 443 693
Footwear 61.6 64.7 94.2
Wood prod. 5.0 49 10.7
Fumniture 8§24 1052 144.9
Paper, printing 84 10.1 19.8
Chemicals 7.3 7.9 18.4
Oil refining, 11.5 122 292
Rubber, plastics 12.8 15.8 28.6
Ceramics 57.6 60.0 79.9
Glass 36.4 37.5 56.9
Mineral prod. n.i.e. 274 28.0 524
Iron. steel 18.0 19.9 36.0
Machinery 10.2 111 18.9
Transport equip. 24.4 26.7 37.0
Other manuf. ind. 16.0 18.4 35.0
Elec. gas. water 1.0 1.1 47.7
Construction -1.0 -1.6 413

Distribution 39 39 542
Hotels, restaurants 1.7 1.3 43.8
Transport 0.6 0.7 44.4
Communications 29 29 526
Finance 2.8 2.8 422
Business services 28 28 40.1

Recreation -0.4 -0.5 46.5




TABLE 8: Imports From the US By Scctor Under Alternative FTAs (1996 US S million)*

~1996" base™  Shallow EMA- Shallow EMA, EMA, Arab FTAs
Arab FTA Arab, US FTA & WTO Plus
" Agricultural goods L1500 1,140 I T XTI R 1,300
Crude oil, gas 14 12 16 21
Other mining 47 44 57 65
Foed processing 211 188 267 306
Beverages 0 0 0 0
Tobacco 9 4 32 38
Cotton yarns, fabric 15 8 47 58
Clothing 0 0 1 2
Leather 0 0 1 2
Footwear 0 0 0 0
Wood prod. H 7 10 11
Furniture 0 0 1 1
Paper., printing 76 59 100 109
Chemicals 165 131 189 210
Oil refining H 7 9 11
Rubber, plastics 55 41 73 83
Ceramics 3 1 6 7
Glass 3 2 3 6
Mineral prod. n.i.e. 2 1 3 3
Iron. steel 37 29 58 67
Machinery 665 420 830 890
Transport equip. 280 140 356 540
Other manuf. ind. 5 B3 8 9
Elec. gas. water 4 4 4 6
Construction 5 3 5 7
Distribution 9 9 9 14
Hotels, restaurants 0 0 0 0
Transport 29 29 29 42
Communications 2 2 2 3
Finance 30 31 31 44
Business services 83 87 87 121
Recreation 5 5 5 7
TOTAL 2920 2410 3.390 3,980

Imports are valued at original baseyear domestic prices, were converted to US $, and adjusted to take into
account the growth in Eaypt’s tetal imports between 1990 and 1996. US exports of arms and ammunition
are excluded (equal to some $400 million in 1996).

(¥}
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