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¢  Constraints imposed by the availability of water
¢ Costs of economic growth on the environment.

The book has been written from the point of view of a “participant-observer,” who
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Preface

This book describes the development of the Egyptian economy and pro-
vides an analysis of policymaking from 1952 to 2000. The emphasis is on
the more durable, structural issues that Egyptian policymakers con-
fronted, rather than on a year-to-year chronology or on quotidian details.
I have also tried to identify the crucial questions that Egypt will have to
address in order to sustain rapid growth in the future. The book has been
written from the point of view of a “participant-observer,” who was privi-
leged to witness at close hand the dynamics of policymaking by Egypt’s
economic managers, and to engage in some measure in the shaping of
decisions by major donor agencies at critical periods in the country’s
history.
I should like to draw attention to five points:

1 My earlier book, Ikram (1980), was conceived of partly as a work of
reference, since at the time there were few comprehensive studies of
the Egyptian economy. In keeping with its reference function, that
work contained a very large number of data tables. However, data
series are now available in the World Bank’s Live Data Base, the IMF’s
International Financial Statistics, the Penn World Tables, and the web
sites of Egyptian ministries and of the Central Bank of Egypt. There is
little point in duplicating this information. In order to discuss issues
in sufficient depth and yet keep the book to a reasonable size, the
amount of tables and graphs has been restricted to that necessary to
develop the argument.

My reliance on the sources mentioned above will be obvious. I am
also indebted to the generosity of successive Ministers of Planning,
Presidents of CAPMAS, and Governors of the Central Bank of Egypt
for providing me with liberal access to their information bases and for
having their research departments perform special studies at my
request.

2 The earlier work included a discussion of sectors such as agriculture
and industry. With the appearance of a number of publications in
these fields, it seemed more worthwhile to focus attention in the



Preface xi

present book on areas such as the labor market, employment, poverty,
the environment, privatization, the financial sector, and issues facing
the system of planning and economic management, in which the
available research is scattered or for other reasons difficult to access.
In line with contemporary thinking on long-term development, this
book takes into account the vital role of institutions. It therefore dis-
cusses critical questions relating to the commercial judicial system, the
apparatus of taxation, the education and training systems, and the
bureaucracy, in order to identify what would be required to make
Egypt more competitive in the world economy and to provide a firmer
base for launching the country on the path of sustainable growth.

In the preparation of this book, I interviewed many of the leading
policymakers so as to better understand how they approached their
tasks and reacted to the constraints under which their assignments
had to be performed. I was overwhelmed by the candor and the detail
with which they responded, frequently agreeing to multiple inter-
views. Many of their perceptions have been directly quoted in the
book, and are referenced. However, there were occasions when the
insight was important but identification might have embarrassed
the source; such comments have been paraphrased without attribu-
tion. I am aware that respondents in an interview tend to offer the
most favorable interpretation of their actions; therefore, wherever
possible I cross-checked with those who might hold different views or
possess additional information.

The book contains a detailed set of references. During the last 25
years, a considerable amount of research has been conducted on the
Egyptian economy. However, much of this work is not known outside
specialized research centers or institutions such as the World Bank,
the IMF, the European Union, and the USAID. I hope that the biblio-
graphy will increase awareness of at least the non-confidential part of
this research. I also point out areas in which research has lagged, with
the hope that this will stimulate efforts to fill in the lacunae.
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1 Economic development and
policymaking, 1952-73

In July 1952, the Egyptian monarchy was overthrown, and the contempor-
ary phase of Egypt’s history began. The Free Officers, who led the revolu-
tion, came into power without a clear political agenda. “It has often been
said,” wrote Roussillon in the Cambridge History of Egypt (1998, vol. 2: 338),
“that the ... officers forming the Revolutionary Command Council had
no program, almost no ideology, and barely any ‘philosophy.”” Similarly,
Vatikiotis (1961: 67-8) observed that “One finds few indications of any
political program or plan of action.... There were perhaps as many
shades of political belief as there were members of the Free Officers Exec-
utive.” And Baker (1978: 101) commented that “They [The Free Officers]
had no action program that would have provided some conception of the
society their revolution aimed at creating.” Such views were not confined
to foreign commentators; Mohamed Heikal wrote that “This movement
... did not have an exact vision of the import and the profundity of the
enterprise which it had undertaken.”! The revolution was instigated
principally by resentment against the corruption of the monarchy and
frustration with the failure of the political process to rid the country of
British occupation.

Nor was the new regime wedded to a particular economic philosophy.
In any case, Egypt’s recent history did not provide a model that had
proved unambiguously superior to all the alternatives. Since the nine-
teenth century Egypt had known, sometimes through choice and some-
times by accident, a variety of economic systems. Under Muhammad Alj,
the ruler was identified with the state as the major economic agent.
Government monopolies were set up in agriculture, industry, and foreign
trade, while import substitution was attempted under the aegis of the
state. Muhammad Ali’s grants of lands to members of his family, senior
government officials, and high army officials led to the creation of large
private estates in agriculture. Land privatization continued under his suc-
cessors, particularly the Khedive Ismail. Muhammad Ali’s defeat in 1839
by the Ottoman rulers and the European powers ended the import-
substitution strategy and started a process of free trade. The period of free
trade and laissez-faire reached its apex from the 1880s to the 1930s. The
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government still played a major role in economic development because of
its special responsibilities for irrigation, but economic activity was over-
whelmingly conducted by the private sector.

The government’s direct involvement with other sectors of the
economy began to grow from the 1930s, when an escalating tariff struc-
ture intended to favor industry was adopted. During World War II, con-
trols were introduced on foreign trade, supplies of necessities, prices,
rents, and foreign exchange. After the war some controls were disman-
tled, but liberalization remained incomplete. The government continued
to fix prices of basic consumer goods, using subsidies in an attempt to
keep down the cost of living. Tariff levels were raised in the late 1940s and
again in the 1950s in furtherance of specific import-substitution object-
ives. Yet private enterprises continued to operate in a relatively free
environment, deriving benefits from protectionist policies which probably
outweighed the cost of the price controls.

Predominance of the private sector, 1952-56

In 1952, the economic role of the state was virtually confined to invest-
ment in infrastructure (chiefly in the irrigation system) and social services.
The main productive sectors — agriculture and industry, internal and
foreign trade, banking, insurance, urban transport, and even a number of
utilities, such as electricity and water — were in private hands. Mead (1967:
272-3) estimates that the public sector accounted for only 13 percent of
the Gross Domestic Product.?

In view of what transpired subsequently, it may be surprising that the
architects of the 1952 revolution initially were favorable to private enter-
prise. During the first four years of the new regime, the government’s pro-
nouncements on economic ideology emphasized the importance of the
private sector. Official policies were also intended to reassure private
enterprise. The government, for example, consulted regularly with the
Federation of Egyptian Industries, and agreed to the Federation’s demand
for lower taxes and higher protection by lowering customs duties on raw
materials and capital goods and by raising tariffs on items produced
domestically. Taxes on profits and undistributed dividends were also
reduced. The government insisted that it would act as the partner of
private enterprise and confine itself to heavy, or basic, industry. The rest
of the manufacturing sector was explicitly reserved for private enterprise.
Government investment continued to be directed largely toward the tradi-
tional areas of irrigation, drainage, and land reclamation. The main
theme of the economic policy debate during this period was not the
respective responsibilities of the public and private sectors, but rather the
role of foreign investment. In this area, too, the authorities proceeded
cautiously. Until 1957 the state continued to woo foreign capital through
laws providing tax holidays and generous provisions for the repatriation of
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profits. The government also partially reversed the Egyptianization policy
of the former regime by allowing foreign shareholders to hold a majority
interest and control in any domestic company.’

Perhaps the most significant restraint imposed on the private sector was
the agrarian reform of September 1952, which limited individual owner-
ship to a maximum of 200 feddans. The main purpose was not to attack
the principle of private ownership — the excess feddans were distributed to
landless peasants. “The most immediate objective of the land reform law,”
wrote Abdel-Faddil (1975: 7), “was to break the power of the old ruling
oligarchy, with its roots in big estates.” The most radical component of the
agrarian reform was the introduction of agricultural cooperatives. To
obtain inputs or agricultural credit, a farmer had to become a member of
a cooperative and abide by its rules concerning crop rotation, output
pricing, marketing, and so forth. Since the cooperatives were directed by
the government, this was an effective, if indirect, method of control.

Decisions in 1952-54 did not attack private enterprise, but merely
revealed the government’s intention to engage more actively in the
economy. It was decided to build the Aswan High Dam at about this time
(though the execution was much delayed) and the government engaged
immediately in ambitious land reclamation projects. Some partial plan-
ning was introduced in 1953 through the creation of the Permanent
Council for the Development of National Production, comprising repre-
sentatives of both the government and the private sector. The Council
studied projects, coordinated the public works program and the state
investment budget, and paved the way for the government to participate
as an equity owner in new industries for the first time since the 1860s.

Growing government intervention, 1957-60

The transition from a free, private enterprise system to a planned
economy with a dominant public sector took place between 1954 and the
early 1960s. The first small step was the government’s decision to take an
equity stake in two new industrial companies established in 1954. The
public sector then expanded in 1957 through the nationalization of
British and French economic interests after the Suez Canal war, and
through public investment in industry.

International developments also prompted increased government
intervention. In the years following 1956, Egypt lost much of its access to
Western sources of finance. This inevitably included countries such as
Britain and France, which had participated in the Suez Canal war of that
year. However, with Egypt turning to the Eastern bloc for arms and diplo-
matic support, finance from major Western-dominated international
development agencies, especially the World Bank, also evaporated. The
chief bone of contention between the Bank and Egypt was the Aswan
High Dam.
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The story of the Aswan High Dam project and the relations between
Egypt, the World Bank, and the Bank’s principal shareholders was a
complex interaction of politics and economics and, at times, of politics
masquerading as economics. The United States and the United Kingdom
had agreed to seek approval from their legislatures for providing $70
million ($54.6 million from the United States and £5.5 million from the
United Kingdom) to cover the foreign exchange costs of the first phase of
the project. The two governments also stated that they would be prepared
to consider, in the light of then existing circumstances, providing addi-
tional resources to supplement the World Bank’s financing of later stages.
The Bank was expected to participate in the foreign exchange financing
of the project, which Mason and Asher (1973: 638) report as amounting
to $200 million out of a total foreign exchange requirement of $390
million.

Waterbury (1979: 105) lists a number of conditions that were attached
to the financial offer. Thus, for example, Egypt would have to allocate
one-third of its internal revenues to the High Dam project; contracts
would have to be awarded through international bidding with communist
countries excluded; Egypt would have to avoid incurring additional
foreign debt without the approval of the World Bank; disbursements
would begin only after Egypt and the Sudan reached a new accord on the
sharing of the Nile waters, and so on.

These conditions aroused considerable resentment in Egypt. The great-
est unease arose from the division of the financing into two phases. The
qualified nature of the offer of finance by the United States and the
United Kingdom for the second phase was disturbing, because it provided
a lever by which the Western countries could press Egypt to settle the
Arab-Israeli dispute on possibly unfavorable terms. And, indeed, Mason
and Asher (1973: 642) in the World Bank’s authorized history of its first
25 years of operation concede that, “They [the Western powers] may have
thought of it as potentially useful in this regard.”

In July 1956, the US and UK governments decided to withdraw from the
financing of the Aswan High Dam. The World Bank’s offer then lapsed,
because the financing for the project was left with a gap. In the Bank’s view,
it would be a waste to commit its resources to a project that was incom-
pletely funded and therefore might never be implemented. However, there
is little doubt that the political views of the Bank’s principal shareholders
swayed its decision. The cancellation of the financing led Egypt to national-
ize the Suez Canal, in order to use the revenue from transit tolls to finance
the construction of the High Dam. The nationalization was offered as a
pretext by Britain, France, and Israel for invading Egypt.

Subsequent to the Suez Canal war, the phase of government policy in
1957-60 was aptly described by President Abd el-Nasser as “controlled cap-
italistic economy.” The government intervened vigorously in economic
activity along four major paths.
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First, although private sector activity was still encouraged, the new Con-
stitution of 1956 set out an ideological framework within which such activ-
ity was to be conducted.

Second, the Suez Canal war of 1956 led to the sequestration of British
and French assets, much of which were concentrated in banking and
insurance. A special state Economic Organization was set up in early 1957
to manage these and other assets in which the government already had a
share. This agency thus acquired considerable influence as a vehicle for
promoting the government’s economic policies. By 1958 the Economic
Organization controlled all the specialist banks in Egypt, seven commer-
cial banks which accounted for nearly half of all commercial bank loans,
and five insurance companies responsible for 68 percent of all insurance
business transacted in Egypt. O’Brien (1966: 90, 95) estimates it to have
been responsible for roughly a third of aggregate output produced by the
organized industrial sector, and to have employed about 20 percent of the
labor force in that sector.

Third, a move to rapidly “Egyptianize” the main arteries of the national
economy was put into effect. All foreign banks, insurance companies, and
commercial agencies were required to be converted into domestically-
owned joint stock companies within five years. The major banks and insur-
ance companies were put under the control of the Economic
Organization.

Fourth, comprehensive economic planning was introduced. In January
1957, a National Planning Committee was set up to prepare a long-term
plan for social and economic development that was to come into effect
from July 1, 1960. In 1958, however, a five-year plan for industry was
launched, in which the state was to provide 60 percent of the finance,
mainly for heavy industry. The industrial plan required a rapid accelera-
tion in investment from the annual average of LE 34 million of gross
investment in the previous quinquennium to an annual average of LE 45
million of net investment between 1957 and 1961.

Thus, in this phase of economic management, the government moved
away from relying on the private sector as the main engine of growth, and
state intervention and influence became increasingly important. This was
most apparent in the area of capital formation. In 1952, the public sector
accounted for about 13 percent of GDP and 28 percent of gross capital
formation; by 1960, while still accounting for only 18 percent of GDP, the
public sector undertook nearly 74 percent of gross investment.” The share
of government both in investment and in economic activity generally con-
tinued to rise; Hansen (1975: 203) estimated that in 1973 perhaps 90
percent of investment and 63-70 percent of the total availability of
resources was accounted for by the public sector.” However, Amin (1968:
41) points out that although the authorities had started to invoke a social-
istic ideology, most nationalization was still ad hoc and was justified on a
variety of non-ideological grounds.
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Perhaps the biggest indicator of the change in the government attitude
toward the private sector was the introduction of wide-ranging economic
planning. The restrictions placed on private economic activity appear to
be closely related to successive efforts to make the planning process more
comprehensive. Although the biggest waves of nationalization did not
occur until 1961, even during the late 1950s the government began to feel
that a high rate of planned investment could not be attained with a pre-
dominantly private sector economy. Moreover, as O’Brien (1966: 103)
suggests, the introduction of a comprehensive five-year plan in 1960 com-
pelled the policymakers to become much more specific about the kind of
economic system they wished to create. All in all, looking at the funda-
mental changes that followed in the wake of the Suez war, it can be
argued that 1956, the year of the Suez Canal war, was more of a turning
point for Egypt’s economy than was 1952, the year of the Revolution.

Nationalization and increasing government control,
1961-73

The first harbinger of the government’s new direction in policy came on
February 13, 1960, when Bank Misr and the National Bank were taken
into public ownership. The step was significant because, whereas previous
nationalizations had been of foreign firms, these banks were owned
chiefly by Egyptian nationals. The National Bank, although privately
owned, performed all the normal functions of a central bank; for
example, it had a monopoly of the note issue, it was the lender of last
resort, and it had control of the bank rate.

Bank Misr was not only the largest commercial bank left in the private
sector, but also a most important holding company, whose 29 affiliated
companies accounted for an estimated 20 percent of Egypt’s industrial
output, including half of all textile production. The precise reasons for the
nationalization are not clear — some of the explanations provided by offi-
cials and reported in Wahba (1994: 80-1) are convoluted and self-
contradictory. At issue appear to have been differences between the
government and the Bank Misr group concerning the targets allocated to
Misr companies under the first industrial plan. The Misr group wanted
to focus largely on the textile industry, while the government wanted it to
invest in other sectors. Given the importance of the group (it had been
made responsible for nearly half of all activity undertaken by private enter-
prises), possibly the government felt more secure about attaining its eco-
nomic targets if it directly controlled the Misr enterprises; see Hansen and
Marzouk (1965: 171), O’Brien (1966: 92-3, 125), and Amin (1968: 41).

The biggest waves of nationalization occurred in June and July 1961 in
what has come to be called in Egypt the “Socialist Revolution.” First, the
Alexandria cotton futures market was closed and the state Cotton Author-
ity given the exclusive right to purchase cotton; subsequent laws Egyptian-
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ized all companies dealing with the cotton trade and brought all firms
engaged in external trade under state control. Second, in the most wide-
ranging of the nationalization measures, the remaining banks and insur-
ance companies were taken over, as were 44 companies in basic industries
(such as cement, electricity, and copper); half the capital of 86 firms,
mainly in commerce and light manufacturing, was expropriated; and the
shareholders of another 147 firms were dispossessed of a large part of
their assets by a law that limited individual holdings to a market value of
LE 10,000 — all shares in excess of that amount passed into public owner-
ship. According to Issawi (1963: 60), O’Brien (1966: 130-1, 153), the
nominal capital of the companies affected by the nationalization laws of
1961 was put at LE 258 million (about two-thirds of the total share capital
of companies then registered in Egypt), of which the state acquired LE
124 million. Third, after the secession of Syria from the United Arab
Republic, in October the property of 167 wealthy Egyptians was seques-
trated for political reasons, and in November that of about 500 others.

After the 1961 nationalizations, the private sector was relegated to a
relatively minor role. Private property was not abolished, but the opportun-
ities for private economic activity and decision-making, especially in invest-
ment and production, were severely circumscribed. The takeovers were
later justified as part of the “Arab Socialism” that was a cardinal element of
the National Charter (al-Mithaq al-Watany) presented by President Abd el-
Nasser in May 1962 to the National Congress of the Popular Powers.”

According to the Charter, economic development could not be left to
individual efforts motivated by private profit, but must be based on social-
ism. The Charter outlined the framework for the conduct of economic
activity. The main provisions were the following:

¢ The economic infrastructure should be publicly owned, as should the
majority of heavy and medium industries and mining.

¢ Banks and insurance companies should be only in the public sector.

¢ The entire import trade should be in the public sector, as should
three-quarters of the export trade; the private sector could be respons-
ible for the rest.

¢ The ownership and control of internal trade could be in the private
sector, but the public sector should take charge of at least one-quarter
of internal trade over the following eight years.

e Apart from internal trade, the sphere of private ownership and
control was defined as land, buildings, construction, and light indus-
try. The application of land reforms, rent control legislation, and taxa-
tion measures would help to prevent any “exploitation.”

e The Charter also spelled out the “basic rights” of citizens to social
welfare that the state would provide. The framework included medical
care, education, employment, minimum wages, and insurance bene-
fits in old age and sickness.
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Thus, in the decade after assuming power, the Egyptian government
moved successively from encouragement of the private sector, to a gradual
increase in restrictions and controls, and finally to massive nationaliza-
tions and state intervention throughout the economy. Although this was
later justified as “Arab Socialism,” the ideological basis was rather tenuous.
The process was frequently hesitant and often ad hoc; in the words of
Hansen and Marzouk (1965: 169), much of it “just happened.” The
National Charter did, however, fix the main lines of economic structure and
policy direction until the next major turning, the infitah of President
Sadat.

These years also saw the first efforts at central planning in Egypt. In the
First Five-Year General Plan, the public sector accounted for some 90
percent of total monetized investment throughout the 1960s and until
1973. This proportion did not decline very significantly, even after the lib-
eralization measures of 1974, until the early 1990s. From 1965, annual
investment programs became increasingly important as the main public
investment planning instrument. The public sector continued to own
most of modern industry; all banks, insurance companies, and financial
intermediaries; and a large proportion of construction firms, modern
transport, and wholesale trade. The bulk of foreign trade operations
remained in the public sector. In agriculture, old land remained privately
owned within the ceilings defined by the agrarian reform laws, but the
new land was largely in public ownership.

This chapter does not attempt to give a comprehensive description of
developments during 1952-73; rather, it aims only to provide a back-
ground, concentrating on issues that continued to resonate beyond that
period. In this spirit, an overall view of the years 1952-73 would highlight
the following features of the economic system:

1 The state maintained considerable influence in agriculture, not only
because of its traditional responsibilities for the hydraulic system, but
also because of the cooperative system and the control it exercised in
selling inputs and buying the major crops. In the 1960s, the private
sector also retained ownership of both rural and urban dwellings,
small-scale industry, most of the retail trade, certain transport, con-
struction, and manufacturing activities, and part of wholesale trade. In
petroleum, the state continued for some time in partnership with
foreign oil companies.

2 An important feature of the economic system was an extensive system
of cost and price controls. Price control originated during World War
II but covered few commodities; it became extensive in the 1960s.
Thereafter, price administration affected all the major sectors of the
economy, such as agriculture, housing, and industry. The stated
objectives of price administration were to improve income distribu-
tion and resource mobilization. But these goals were sometimes
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contradictory. Price controls and subsidies were used to check pos-
sible rises in the cost of living, but price administration was also used
as a form of excise on certain necessities to raise revenues for the
Treasury. In the industrial public sector, prices were usually calculated
on a cost-plus basis, but they were varied for many reasons — to
increase revenues, to clear stocks, or to depress demand. Price admin-
istration had important implications for both the budget and the
balance of payments.

The welfare-oriented policies of the first two decades of the revolution
had two broad aims: greater equity in the distribution of income and
wealth, and increased consumption of goods and services. The prin-
cipal measure for redistributing wealth was the land reform law of
September 1952. President Sadat (1977: 130) later described the land
reform as the measure which, more than any other, gave the Free
Officers’ movement the character of a genuine revolution rather than
a mere coup d’état. Just before the reform, approximately 2,000 owners
(out of a total of about 2.8 million) held nearly 20 percent of the
land; at the other end of the spectrum, more than 2.6 million owners
(about 94 percent of the total) held 36 percent of the land. In 1965,
at the highest end of the scale, about 4,000 owners (out of 3.2
million) held about 7 percent of the land, while at the lowest end
about three million (about 95 percent of the total) held 57 percent of
the land.

The land reform achieved a number of results. The average size of
small properties increased from 0.8 to 1.2 feddans in 1965; the very
large estates (which had covered about 20 percent of the area in
1952) disappeared; and the medium-size landowners retained their
share of the cultivated area. However, Mabro (1974: 72-3) points out
that reform did not aim to satisfy the land hunger of all tenants and
landless workers. The scarcity of land, and the rather limited amounts
involved in the redistribution, would have made such an aim impracti-
cable. Waterbury (1983: 266-7) estimates that the various land
reforms involved at most 16 percent of Egypt’s cultivated land, leading
to the distribution of 13 percent of that land to about 10 percent of
the country’s rural families. He calculates that if every rural family had
received an equal share of Egypt’s cultivated land in 1965, its plot
would have amounted to 1.8 feddans, a holding well below that
required for subsistence. And with population growth and the inheri-
tance laws, even this size would quickly be diminished. Mabro (1974:
73) argues similarly that: “The Egyptian land reform sought limited
improvements in the distribution of wealth, and benefited the upper
section of the low-income group.” Baker (1978: 205) concurs, saying
that Egyptian land reform primarily benefited those who already had
a stake in village society.

The other major factor in improving the distribution of wealth was



10 Economic development and policymaking, 1952-73

the nationalization of the large industrial enterprises. Nationalization
did not, in itself, increase the wealth of the poorer groups; in Mabro’s
(1974: 222) phrase, the measure was “privative rather than distribu-
tive.” However, it reduced the concentration at the upper end of the
spectrum, opened up opportunities for promotion, and allowed wider
participation by those who had hitherto been excluded. Nationaliza-
tion also enabled the government to legislate substantial benefits to
workers and to police the legislation.

Most commentators agree that the reforms contributed to equity.
Hansen (1975: 210-11) concludes that the reforms succeeded in
cutting off the upper tail of the distribution of both income and
wealth, but the equalization of personal distribution was far from com-
plete. Even by 1973, large differences existed between the incomes of
landless laborers and owner-cultivators with the maximum holding of
50 feddans, and “a certain exploitation of the peasants in favor of
workers in modern enterprises had taken place.” Moreover, several
writers — for example, Nutting (1972), Mabro (1974), Waterbury
(1983) — argue that the primary reason for the reforms was to under-
mine the power of groups that might have opposed the revolutionary
regime. Hansen (1991: 250) sums up this view as follows: “Important
though they were from an equity point of view, land reform, national-
izations, and sequestrations were primarily actions aimed at neutraliz-
ing or destroying actual or potential, real or imagined, political
opponents or power contenders.”

4 Other socialist reforms of the government were in labor legislation,
education, health, and employment. The minimum wage in industry
was raised from LE 0.125 a day to LE 0.250 in 1953, but it was seri-
ously enforced only from the early 1960s; until then real wages were
raised mainly by increasing fringe benefits. Strikes were made illegal,
but labor conditions were improved by an insurance scheme for
industrial workers financed by contributions from the employer,
profit-sharing schemes whereby 25 percent of the net profit was dis-
tributed among the workers and employees, increased sickness leave
and higher sick pay, and constraints on the employer’s ability to
dismiss workers.

Public education expanded rapidly after the revolution. Govern-
ment expenditure on education rose from about 3 percent of GDP in
1953 to about 5 percent in 1970, despite the increased diversion of
resources to defense following the 1967 war. Public investment in edu-
cation increased from approximately 2 percent of total investment in
1953 to about 6 percent in 1973.

With these increased expenditures the number of students rose
sharply. Twenty years after the revolution, the number of primary and
preparatory students had tripled, secondary students had increased by
about 165 percent, and the number of university students had more
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than quadrupled. (The population increase during this period was
about 62 percent.) The expansion of the student body, however, led
to significantly increased pupil:teacher and pupil:classroom ratios and
a worsening of educational quality.

Expenditures on health rose from about 0.5 percent of GDP in
1953 to about 1.9 percent in 1975. The number of hospital beds more
than doubled, from a little less than 36,000 in 1952 to about 77,000 in
1975; the ratio of beds to a thousand of the population thus increased
from about 1.7 to nearly 2.1 over the period. The availability of medi-
cine at subsidized prices and the number of pharmacies and public
health centers steadily increased, but all these were far more access-
ible in urban than in rural areas.

Westley (1999) estimates that real GDP during 1952-74 grew at a

rate of about 3.5 percent a year, with per capita income rising by a
little over 1 percent annually. The rate of economic growth coupled
with the distributive policies permitted the per capita consumption of
the main staples to increase. Thus, the per capita consumption of
calories increased from about 2,300 a day in 1952 to nearly 2,600
20 years later; that of protein from 35 to 45 grams a day; and of cotton
textiles from 2kg to 3kg a year.
For most of the two decades, the economy faced a shortage of foreign
exchange and an insufficiency of domestic resources with which to
finance its policy goals. Since the end of World War II, Egypt more or
less continuously ran a deficit in its balance of payments. This deficit
was financed at first by drawing down sterling reserves accumulated
during the war. After the reserves had been spent, Egypt began to
accumulate foreign debt.

The foreign exchange problem was made worse by the cessation of
assistance from the West. Aid from the United States was subject to
fluctuations and was discontinued in June 1966. Problems of compen-
sation for the nationalized foreign enterprises stood in the way of
assistance from the World Bank after 1959. Similar problems arose
with most of the potential aid-giving countries of Western Europe.
Egypt came to rely increasingly on supplier credits, so that annual
debt service payments rose rapidly. Egypt’s foreign exchange problem
essentially arose from the attempt to run a balance of payments deficit
in excess of the available foreign aid.

The foreign exchange situation deteriorated further after the war
with Israel in 1967. In general, the government attempted to deal with
balance of payments difficulties by restricting imports; there was no
systematic attempt to increase exports. At times the compression of
imports could be quite drastic — for example, imports were reduced by
nearly 20 percent between 1966 and 1967, and in the first six months
after the war they were another 17 percent less than in the corre-
sponding period a year earlier. Such fluctuations played havoc with
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capacity utilization and were a major reason for increasing unit costs
in industry.

6 The pressure on domestic savings arose from the budget deficits.
During the 1960s the deficit arose because, although revenue growth
outpaced that of nominal GDP, current expenditures grew even
faster. The rise in expenditure was greatly influenced by expenditure
on defense, which according to the published figures increased from
27 to 35 percent of total current expenditure. These figures, no
doubt, understated the true position. But even non-defense expendi-
tures grew significantly faster than revenues, owing principally to the
larger provisions for the social services. The decline in savings
impacted chiefly on public investment, which dropped by one-third
between 1964 and 1968.

7 The economic system was characterized by increasing inefficiency.
Examining the agricultural sector, Hansen and Nashashibi (1975:
158-94; Appendix A) estimated the separate impact of price distor-
tions, of direct government intervention with acreages, and of the
imperfection of market forces for 1962—-68 on the deviation of actual
acreage from optimal acreage of the main crops. They found that,
overall, 7.9 percent of the total acreage was planted with the wrong
crops. Of this, 3.5 percentage points were attributable to farmers’
imperfect response to prices and 4.4 points to government interfer-
ence. In manufacturing, Hansen and Nashashibi (1975: 203-316)
found that resource use in the ten major industries showed increasing
effective rates of protection and rising domestic resource costs of
earning/saving a unit of foreign exchange. Moreover, from a social
point of view, investment in many of these activities was inefficiently
allocated. Large amounts of investment had been channeled into
branches of manufacturing industry with low social profitability, while
at the same time activities with higher social profitabilities had been
denied the necessary capital for investment.

8 As Wahba (1994: 97) argues, a major source of the difficulties faced by
the state in the implementation of its economic, and particularly
industrialization, policies was the schizophrenic strategy concerning
development. On the one hand, the state’s goal of rapid economic
growth necessitated a high level of investment, and therefore of
savings. However, this was contradicted by the simultaneous pursuit of
another goal, namely, increasing the consumption level of the popu-
lation. This latter goal was supported by a policy of guaranteed
employment and rising wages, which worked against the pursuit of the
first goal. These inconsistencies became especially critical when
resources were straitened because of decreasing foreign inflows and
increasing military expenditures.

By the end of the period, it was clear that Egypt’s aims greatly
exceeded its means. It could not afford to maintain a military con-
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frontation with Israel, to prosecute a war in Yemen, to act as a leader
of the “nonaligned” group of countries, to champion the anti-colonial
movement in Africa, to set up a welfare state with guaranteed employ-
ment and free access to education and healthcare, and at the same
time to antagonize the Western countries and the West-dominated
international financial institutions that were the chief sources of con-
cessional capital and of modern technology.

Something would have to give. The economic situation did not
allow much room for maneuver. Even before the October 1973 war
with Israel, President Sadat had graphically spelled out the seriousness
of Egypt’s economic plight:

Let me tell you that our economy has fallen below zero. We have
commitments (to the banks, and so on), which we should but
cannot meet by the end of the year. In three months’ time, by,
say, 1974 we shan’t have enough bread in the pantry!®

and:

I wanted to tell them [the National Security Council] that we had
reached the “zero stage” economically (marhalat alsifr) in every
sense of the term.... I could not have paid a penny toward our
debt installments falling due on January 1, 1974, nor could I have
bought a grain of wheat in 1974. There would not have been
bread for the people.’

In the event, Egypt jettisoned the philosophy of a centralized economy
and political dependence on the communist bloc.

The economic situation in 1974

In order to understand the impetus behind the infitah, it would be useful
to consider how the economic situation in 1974 and the immediate eco-
nomic future appeared to Egypt’s policymakers after the 1973 war.

The picture in 1974 was of a general slowdown in the economy. The
constant price GDP series showed that after two years of expanding at
roughly 4 percent annually, the growth rate dropped to about 3 percent
in 1973. The deceleration was brought about by a fall in value-added in
the mining sector of 9.8 percent (caused largely by a drop in crude oil
extraction) and a decrease of nearly 15 percent in construction. Industrial
growth in 1973 was estimated at 3 percent, agricultural growth at 2.4
percent, i.e. just about in line with the increase in population.

The civilian labor force numbered about ten million in 1973, of which
89 percent was officially estimated to be employed. The actual extent of
unemployment and underemployment is difficult to quantify. World Bank
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missions of that period judged that there did not appear to be any appre-
ciable degree of open unemployment in rural areas during peak seasons,
but seasonal underemployment might be quite significant. In urban areas,
and particularly in the services sector, there appeared to be a considerable
amount of underemployment and low productivity employment. The drift
of labor towards the towns accentuated this tendency. The touchy
problem of “educated unemployment” had been partially defused by auto-
matically providing jobs in the government sector to all graduates. Other
measures that had eased the employment problem in the shortrun were
the expansion of the defense forces and a much more liberal attitude
towards emigration.

An issue that was becoming politically important was that of inflation.
Largely as a result of controls, Egypt had experienced stable prices for
many years. However, the situation began to change rapidly in 1973,
chiefly because of rising import prices for food and other items, and the
dislocations caused by the October war. The official consumer price index
rose by 7 percent, the food and beverages component increasing 11
percent. The authorities sought to damp down the increases by reducing
the size of the subsidized loaf of bread and by adopting a “two-tier” price
system for some commodities; for example, the price of sugar in excess of
the basic ration was raised from 15 piasters to 25 piasters per kilogram."
However, the cost of maintaining a stable domestic price level for the
basic commodities in the face of rising import prices increased substan-
tially: the General Authority for Supply Commodities registered a trading
loss of $228 million in 1973, over eight times the loss of $28 million
incurred in 1972."!

This trend intensified in 1974. The consumer price index rose by 10
percent, with the food and beverage sub-index increasing by about 15
percent. Much of the increase in the latter was caused by the spurt in
prices of the non-controlled items, such as vegetables, fruits, and livestock
products. Moreover, the official price indices greatly understated the
degree of inflation; unofficial estimates put the general price rise in 1974
at between 20 and 25 percent.'”

The cost of subsidizing domestic prices again rose sharply: the trading
loss of the General Authority for Supply Commodities almost quadrupled,
rising to $845 million (27 percent of total current expenditures in the
budget), while for 1975 it was projected to increase by another 50 percent,
to $1.26 billion (29 percent of budgetary current expenditures). The fore-
going refers only to the cost of living subsidies; the total subsidy bill was
larger. Figures for earlier years are not readily available, but the consoli-
dated amount for 1974 was estimated at $890 million and for the follow-
ing year at $1.64 billion. And even these figures do not include the
“implicit subsidies” provided by selling items, for example gasoline, at well
below international prices. These subsidies could be very considerable: the
weighted average of domestic Egyptian prices for petroleum products in
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1979 was less than 20 percent of world prices. The World Bank estimated
the implicit subsidy in 1979 to users of petroleum products at LE 1.5
billion, which was as large as the combined subsidy bill arising out of all
explicit consumer subsidies and public authority deficits. This fact tended
to be overlooked since the low energy prices did not imply any explicit
transfer payment, because Egypt produced its own petroleum and prices,
low as they were, did cover production costs as conventionally measured.

Even the explicit subsidy increases translated into substantial pressure
on the budget. The overall budgetary deficit in 1974 was estimated at 17
percent of GNP at market prices (substantially up from 11 percent in the
previous year) and for 1975 it was projected at 22 percent. This resulted
from expenditures rising distinctly faster than resources: total receipts in
1974 were 12 percent higher than in 1973, while total expenditures had
risen by 28 percent.

The drag on revenues came essentially from two sources: a lack of buoy-
ancy in a group of taxes, such as the property tax, the personal income
tax, and especially customs duties, in all of which collections grew propor-
tionately slower than the growth in the tax base, and the relatively low
level of transfers to the budget from profits of the public enterprises. The
low transfers resulted largely from price controls and also from misdi-
rected investments. The World Bank (1975: 124) estimated the rate of
return on assets for the public sector industrial units as a whole in 1973 at
only 11 percent, and remarked that international data would indicate
something of the order of 20 percent as more appropriate.

The increasing budget deficits inevitably raised problems of financing.
In 1974 the authorities resorted to substantial amounts of borrowing, both
from abroad and from the domestic banking system; these amounted to
respectively 12 percent and 48 percent of the overall deficit (the bulk of
the remaining amount was borrowed from social insurance and pension
funds). This method of financing impacted on the money supply. Money
and quasi-money rose by 29 percent in 1974 when output in real terms
increased by only 4 percent. This increase in domestic liquidity, following
an increase of approximately 40 percent in 1973, built up severe inflation-
ary pressures.

The squeeze on the budget, the mode of financing the deficit, and the
resultant inflationary pressures had consequences for real wages. The
Egyptian wage structure rested on legislated minimum wage rates — at that
time about LE 12 (approximately $31) per month — in both the public
and private sectors. These wages were supplemented by fringe benefits,
bonuses, and profit sharing, which were particularly important in the
public industrial sector. Wage increases were not formally linked to
increases in productivity, but were generally awarded to help keep up with
the rising cost of living. Thus, in 1972-74, when price rises had acceler-
ated, wage increases were more readily granted. The rise was especially
large in 1974, and was particularly marked in some sectors, such as
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construction. However, if the more realistic estimates of inflation are con-
sidered, there is little doubt that real wages in Egypt were being squeezed
during this period.

In 1974, Egypt’s balance of payments came under even greater pressure
from sharp increases in the international prices of Egypt’s imports,
particularly foodstuffs; depressed demand for Egypt’s imports in Western
countries; and slow disbursement of foreign assistance. The deficit on
commodity trade amounted to $1.75 billion in 1974 (more than twice that
in 1973). Exports increased to $1.67 billion, but fell far short of the
increase in imports. Even substantially increased Arab grants, amounting
to $1.2 billion, did not suffice to fill the gap and a shortfall of $510 million
emerged, which was met chiefly through the use of bank credit facilities
(with an average maturity of 180 days).

The balance of payments projected for 1975 indicated a further deteri-
oration — a current account deficit of about $1.4 billion (compared with
$326 million in 1974). The higher gap resulted largely from the worsening
of the merchandise trade deficit, from $1.75 billion in 1974 to an esti-
mated $2.5 billion in 1975. The gap on the balance of payments indicates
the magnitude of resources required for Egypt to balance its external
accounts. The amount of resources was only one aspect of the problem.
The other, and more urgent, was that a large part of these resources was
required in the form of cash to repay the considerable amount of short-
term bankers’ facilities that were falling due and to service the remainder
of the debt.

The heavy use of these bankers’ facilities created acute problems of
liquidity, which reached crisis proportions in late 1974 and early 1975.
The government’s 1974 foreign exchange budget projected total debt ser-
vicing falling due in 1975 at LE 1,036 million ($2,650 million, of which
short-term bank credit facilities amounted to $2,050 million). Foreign
debt liabilities expected to mature in 1975 were so large that the entire
proceeds of Egypt’s estimated exports and “normal” grant aid expected
from Arab countries (about $1 billion) were deemed inadequate to service
these obligations; the resources needed to finance imports would be an
additional requirement."

The pressures created by the large volume of short-term debt had
bedeviled Egypt’s balance of payments for several years, and it was clear
that the country’s own efforts would not suffice to deal with this problem.
To run alittle ahead of the story, the crisis was resolved in 1976-77 only by
the intervention of a deus ex machina in the form of a newly created Gulf
Organization for the Development of Egypt (GODE) set up by Saudi
Arabia, Kuwait, Abu Dhabi, and Qatar. This body quickly disbursed suffi-
cient amounts (in the form of grants) to pay off the short-term debt, and
also to permit the freer import of vital intermediate goods.

The position of the major sectors was somber. Agriculture had been
losing ground in the planners’ priorities; investment in the sector since
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1970 averaged only 14 percent of total public investment, compared with
18-20 percent in the late 1960s. Cotton output had leveled off since 1970
and there had been little improvement in cotton yields since that time.
Wheat output was increasing as a result of a combination of higher
acreage and the introduction of higher-yielding varieties. However, wheat
yields were still significantly lower than international levels and wheat and
flour imports provided nearly 60 percent of current consumption.

Industrial production was plagued by capacity underutilization, which
was getting worse. The extent and distribution of capacity underutilization
among industry groups was evaluated in July 1973 and February 1974 by
the government, and reviewed in May 1974 by the World Bank. The
studies estimated capacity underutilization in 1973 at 14 percent, rising
sharply to 32 percent in 1974; in fact, underutilization was probably even
higher, because “capacity” had been rather conservatively estimated.

In sum, the economic situation in 1974 was bleak. The growth of GDP
had slowed; the budget was under pressure and the deficit was increas-
ingly being financed through borrowing from the banking system; the
money supply was increasing much faster than the real output of goods
and services; inflation was rising; real wages were being squeezed; the
deficit on the current account of the balance of payments was rising; the
external debt was increasing; the composition of this debt meant that
Egypt required large and immediate cash resources in order to service it,
and the country was becoming more vulnerable to external events.

At the same time, it was also clear to policymakers that the political and
economic milieu — within Egypt, in the region, and internationally — had
changed sharply after the October war. In order to take advantage of the
altered environment, a new economic approach had to be articulated.

The infitah

President Sadat offered such an approach in the October Paper, which was
presented to the People’s Assembly in April 1974 and approved in May. It
outlined the case for a major redirection of policies in both political and
economic spheres. The argument was essentially as follows:"

e After the war of October 1973, Egypt had to gird itself for the “con-
struction battle,” which had as its aim the modernization of Egyptian
society by the year 2000. The basic element in the modernization
process was an acceleration of economic growth. This would require
considerable assistance from abroad, and Egypt would have to adopt
an “outward looking” economic policy.

¢ The role of the sectors would have to change. In the future, the public
sector would serve as the primary instrument for carrying out the
development plan; undertake basic projects which other sectors would
not or could not; and provide essential services to private and foreign
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investment. The private sector had been neutralized as a productive
agent owing to a number of “contradictory policies” in the past. It was
now time to discard those conditions, and to provide the private
sector with stability and encourage it to maximize production.

¢ The changed conditions in the world made it extremely likely that,
given a proper response, the necessary amounts of external capital
would be forthcoming, especially from the vast increase in the finan-
cial power of the Arab world. To avail of this opportunity, Egypt was
prepared to provide foreign investors with all the necessary legislative
guarantees.

The infitah or “open-door strategy” enunciated in the October Paper has
attracted much attention as representing a decisive break with the Egypt-
ian economy’s public-sector-dominated past and providing a comprehen-
sive guide to the future direction of the economy. While it did give a
signal that henceforth the private sector would be a much more active par-
ticipant in the economic process and that foreign investment would be
welcomed, the actual impact in terms of a significant change in the struc-
ture of the economy remained limited.

For more than a decade and a half after the pronouncement of the new
direction, few ancillary actions were taken to buttress the new approach.
Public enterprises continued to dominate the commanding heights of the
economy — in manufacturing, petroleum production, imports, exports,
infrastructure, as well as in large areas of distribution and other services.
Their viability remained assured through the retention of officially-
sanctioned monopoly power. The government did not attempt a serious
move towards privatization of these enterprises until the 1990s, nor did it
pass any legislation to create more competition. The banking sector con-
tinued to be dominated by the big four public sector banks; even at the
beginning of the Third Millennium, 25 years after the pronouncement of
the infitah, they provided nearly 60 percent of total credit from the
banking system. The policy of guaranteed employment in the government
sector to graduates of universities and other institutions continued and, if
anything, expanded — Commander (1987: 26) estimated that the portion
of the labor force in government employment rose from 9 percent in the
early 1960s to 27 percent in 1976 to about 32 percent in 1981. In a
comment on the infitah Owen and Pamuk (1998: 137) claimed, with some
justice, that “economists remain puzzled about the basic thrust of Egypt’s
liberalization.”

But perhaps they should not be. I.A. Richards famously cautioned
critics not to beat the cat for being the wrong sort of dog. Discussions with
some of the policymakers who were in key positions at the time of the
infitah suggest that one should not assess the infitah as if it had been
designed to provoke a tectonic shift in Egyptian economic policy. The
motivation behind the “opening” was considerably more modest than its
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rather grandiose billing might suggest. These policymakers argued that
the infitah was not in fact a strategy, if by “strategy” is meant a coherent
plan of action, including the passage of suitable legislation, the restructur-
ing of institutions, and the adoption of integrated policies. The infitah was
principally an opportunistic tactic intended to facilitate the inflow of Arab
funds.

The story of the movement towards economic reform appears to be as
follows. The first stirrings in favor of reexamining Egypt’s economic strat-
egy came after the military defeat of 1967. President Abd el-Nasser asked
some of his advisors to put forward their ideas on the long-term direction
of the economy. According to Ismail Sabri Abdallah (Deputy Minister of
Planning 1971, Minister of Planning 1972-75), a paper on a new
approach was presented by Abdel Moneim El Kaissouni, the Minister of
Planning. This favored a larger role for the private sector and greater facil-
ities for investment by Arab countries.” Advisors from different parts of
the economic and political spectrum commented upon the paper, for
example, Ismail Sabri Abdallah, Hassan Abbas Zaki (the Minister of
Economy and Foreign Trade), and Fuad Morsi (Minister of Supply and
Internal Trade 1972-73) provided comments as “socialist economists” and
were critical of the Kaissouni approach.

After reviewing all the (inevitably somewhat conflicting) advice, Presid-
ent Abd el-Nasser decided that he was not prepared to undertake a funda-
mental change of direction on the economic front, particularly as he was
fully engrossed in rebuilding the armed forces after the defeat of 1967. He
would, however, present his own views on economic strategy.

The President’s response was conveyed in the 30 March 1968 Paper,
which sketched out the principles of his economic strategy for the imme-
diate future. This strategy rested on three pillars: (a) resource allocation
would give priority to defense; (b) development would be maintained at a
reasonable rate; and (c) subsidies and the policy of guaranteeing govern-
ment employment to graduates would continue. The economic team was
changed in March 1968, with Said Gaballah being brought in as the Minis-
ter of Planning. However, Dr Abdel Aziz Hegazy stressed that President
Nasser did not close the door to a policy shift; from 1969, in particular, he
began asking serious questions about the performance of the public
sector.!®

After the 1973 war, President Sadat asked his economic advisors to
prepare a paper on prospects for the future and the options open to
Egypt. By this time the consensus among the counselors was that Egypt
needed a more mixed economy. There were, of course, some dissenting
voices; for example, Aziz Sidqi (Minister of Industry, Petroleum and Min-
erals) was one of the prominent opponents of the “opening.” Comments
trickled in in a desultory manner; and according to both Dr Hegazy and
Ismail Sabri Abdallah, the Cabinet held no systematic discussion of major
changes in economic strategy.
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Dr Hegazy maintains that the open-door policy was intended more
as an “investment promotion program” than as a blue-print for a
free economy. Sentiment for a modification of the socialistic economic
policies had increased among President Sadat’s advisors, but Cabinet
discussions of reform remained perfunctory. However, a number of
important arguments had surfaced in Cabinet briefs and in Ministerial
meetings. Dr Hegazy identified the following as having carried the most
weight:

1 Most Egyptian exports were to Eastern Europe, while most imports
(including wheat and other food items) were from the West. This
imbalance created a serious shortage of hard currency, and had to be
redressed if Egypt was not to continually suffer from balance of pay-
ments pressures, and thus be vulnerable to external events.

2 The technology that Egypt obtained from the Soviet bloc was
mediocre. In order to become internationally competitive, Egypt
would have to procure more technology from the West. Unless financ-
ing were obtained from somewhere on suitable terms, obtaining these
imports would further exacerbate the hard currency problem.

3 After the Nixon-Brezhnev meeting of May 1972, it appeared that the
Soviets were opening up to Western investment and there was the pos-
sibility that this might lead to a political rapprochement between the
two superpowers. Egyptian policymakers feared that a casualty of this
detente might be the strength of Soviet support for Egypt. “You must
not put all your eggs in one basket” was the advisors’ sentiment, and
they recommended that Egypt make its own opening towards the
West. In pursuit of this diversification, Egypt canceled two significant
projects with the Soviet Union (import of 500,000 textile looms and a
phosphate project) and attempted to acquire the capital equipment
from Western sources.

4  Egypt was now more prepared for trade with the West since, perhaps
somewhat paradoxically, commercial dealings with the Soviet bloc had
created a new generation of entrepreneurs who had made money and
acquired a measure of business skills from the export-import trade
with the Soviet Union. This new generation would step into the shoes
of the former entrepreneurs, who had largely been eliminated during
the nationalization period.

5 After the oil price increase of 1973, many Arab countries had
acquired a considerable amount of wealth. In view of the sacrifices
that Egypt had made for the Arab cause, it should be possible to find
ways in which some of this additional wealth could be translated into
investment in Egypt. Moreover, an estimated two million Egyptians
were working in these Arab countries, but the larger part of their
savings was deposited in the West rather than repatriated to Egypt.
This potential resource could also be tapped.
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The immediate aim of the October Paper was to set up a mechanism that
would encourage an inflow of capital from the Arab countries and the
repatriation of additional amounts of the savings of Egyptians working in
those countries into Egypt. These considerations provided the stimuli for
enacting Law 43 of 1974, which eased the path for Arab and other foreign
investment.

As a measure of the success of the policies in attracting funds, Dr
Hegazy cited studies for the Cabinet which calculated that between 1974
and 1990 capital transfers attributable to the open-door policy increased
by about 65 percent. These studies further estimated that about 75
percent of these transfers came from Egyptians who had invested their
money abroad and were now repatriating it to Egypt; 15 percent from
Arab countries (the expectation had been higher, but between 1979-89
Egypt had been boycotted as a result of its peace agreement with Israel);
and about 10 percent from European countries.

The implementation of the “open-door” strategy was in part watered
down because key Ministers remained opposed to the new direction or
were only half-hearted converts. This lack of clarity within the Cabinet
concerning the vigor with which the new route ought to be followed is
reflected in the manner in which for several years the policy was portrayed
in official pronouncements as being compatible with socialism. The dis-
cussion in Ministry of Planning (1977b: 7-13) offers a good example, and
Dessouki (1982: 75) reminds us that it was only in 1979 that President
Sadat felt able to tell representatives of industry and commerce that
capitalism was no longer a crime in Egypt. These facts perhaps also eluci-
date why the other measures that would have been required to support a
full-fledged strategy for liberalizing the economy were not developed.

There is further evidence that the country’s economic managers con-
sidered the ills of the economy to be short-term and not structural, and as
such could speedily be cured by an infusion of financial resources. This
also explains the emphasis on aiming for Arab funds. Such funds were
likely to be mobilized more quickly than those from other sources, and
were less likely to require institutional and other changes by Egypt. Thus,
in spite of the strategic rhetoric attending upon the infitah strategy, policy-
makers actually thought:

[I]n early 1975 that the crisis of the Egyptian economy was temporary,
resulting from insufficient liquidity and a temporary deficit in the
balance of payments.... From this point of view it was logical that
efforts should be concentrated on seeking liquid resources from abroad
without changes in domestic economic structure and general policy."”

It is therefore not surprising that in the years immediately following the
October Paper, the economic problem was viewed principally as a stabiliza-
tion issue to be addressed through demand-management procedures.
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It was not until deficits continued to mount, debt to increase, and infla-
tion to soar that the imperative of structural reform began to be recog-
nized. As the Five-Year Plan for 1978-82 put it:

Until recently, economic policies have emphasized foreign aid and
the reduction of spending instead of regulating and reorganizing the
economic structure of the society.'

The immediate results of the open-door policy probably dismayed even its
staunchest supporters. The first and most visible result was the rapid
expansion in consumption, which increased from 63 percent of GDP in
1973 to 75 percent in 1975. Between the same years imports almost
quadrupled, rising from about 10 percent of GDP to over 30 percent. The
biggest increases in imports came in consumer goods (largely because
both the price of wheat and the quantities imported increased sharply)
and consumer durables. The latter increased from 0.3 percent of GDP to
1.3 percent; Cooper (1982: 115) observed that more cars, televisions, and
refrigerators were imported into Egypt in 1975 than in the previous four
years, and he commented that “commerce had truly become the focal
point of liberalization.” Weinbaum (1986: 40-1) saw Egypt’s foreign
exchange earnings “severely drained for imports, much of it for luxury
items,” and reported that a large share of US-supplied low-interest busi-
ness loans went to Egyptian importers, “many of whom were unnecessary
middlemen, reselling the goods they purchased to the Egyptian govern-
ment.”

It was not that President Sadat had not been cautioned about the con-
sequences of too rapid a liberalization. Several quarters, private and offi-
cial, had expressed apprehension about the manner in which the open
door policy was being implemented. Ahmed Baha EI Din, a well-known
writer, had dismissed the policy as “infitah sadah madah” — a play on words
that, in addition to its dictionary meaning of a state of utter confusion,
suggests not only an open door, but also no windows, walls, or any bound-
aries whatever. President Sadat’s own Prime Minister, Dr Hegazy, had
drawn attention to the experience of the United Kingdom immediately
after World War II and explained in some detail to the President how
carefully a post-war economy had to be eased back towards normality.

Dr Hegazy felt that the situation in Egypt after the October 1973 war
needed a cautious loosening of restrictions on consumption while at the
same time encouraging the movement of resources towards civilian invest-
ment and increasing productivity. However, another group in the Cabinet
demanded an immediate increase in consumption to compensate the
population for the years of privation before the October war. Dr Hegazy
said that whenever he tried to apply the brakes on consumption increases,
rivals within the Cabinet created street demonstrations against the pro-
posed measures."” President Sadat was unwilling to risk any possibility of
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political disquiet, and sided with the “immediate peace dividend” faction
in the Cabinet. Thus, at a critical juncture in Egypt’s economic history, the
internal dynamics of the Cabinet, coupled with the President’s preference
for the soft option, made it impossible to limit the consumption binge,
particularly by the higher income groups (as they were the ones with the
purchasing power).



2  Economic development and
policymaking, 1973-87

What was the impact of the new economic strategy and how did the
economy perform in the decade after 1973? The second question is easier
to answer than the first. Tkram (1980) and Handoussa (1990) describe
areas in which economic performance improved sharply. The growth of
GDP in 1975-86 averaged over 9 percent a year in real terms; even in the
face of an annual population growth rate of 2.8 percent between 1976 and
1986, real per capita incomes increased at an average of 6 percent a year.
The investment rate doubled from 13.7 percent of GDP in 1973 to
28.7 percent in 1985. The growth in investment was paralleled by a rise in
gross domestic savings from 8.3 percent of GDP to 17.8 percent in the two
years.

Social indicators also progressed. The number of absolute poor rural
households declined from 51 percent in the early 1970s to 30 percent by
the early 1980s; the infant mortality rate declined from 117 per thousand
to 93; life expectancy at birth rose from 50 to 58 years; the average caloric
intake per capita increased from 100 to 128 percent of minimum standard
requirements; and the primary school enrollment ratio improved from 72
to 78 percent.

However, these improvements owed little to policy changes informed
by the infitah. The economic resurgence was based on a combination of
serendipitous events that enabled Egypt to access a much larger volume of
resources. This made possible a simultaneous increase in investment and
imports, both for consumption and for intermediates that permitted fuller
utilization of installed capacity. But fundamental structural issues
remained unaddressed.

There was an absence of policies that would have increased competi-
tiveness, or which would have improved the economic rationality of
decisions by correcting distorted price signals. Nor was there a pursuit of
institutional changes that would have reduced transactions costs. The
enlargement of the economic cake by the fortuitous inflow of resources
(oil exports, Suez Canal earnings, worker remittances, tourism receipts,
and external assistance) masked serious rigidities in the economic struc-
ture. Bruton (1983: 682) argued that the foreign exchange windfall did
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little to affect the productivity of the “real” Egyptian economy, and that
the elimination of the foreign exchange constraint enabled the govern-
ment to avoid taking the difficult decisions that were necessary to raise the
efficiency of resource use. The cost to the economy of such rigidities
became especially marked after 1982, when falling oil prices caused
foreign exchange earnings to decline, but the overvalued exchange rate
and the price distortions continued the bias towards nontradables.

Some commentators contend that the sudden growth in foreign
exchange availability created a variant of the “Dutch disease” phenome-
non. “Dutch disease” models predict that a heavy influx of foreign cur-
rency (generally caused by sharp increases in primary product or natural
resource export prices) can put upward pressure on the exchange rate
and erode the competitiveness of industrial exports. Because means of
production do not have to be allocated to earning them, revenues from
worker remittances, foreign aid, and oil can produce a similar effect. It
has been held that the surge of such windfall resources during this period
was particularly damaging to the competitiveness of Egyptian industry.

An alternative view is that of Cottenet (2003), who argues that the
behavior of the industrial sector during this period can better be
explained by an “allocation of talents” mechanism. The boom attending
upon the infitah created a politico-institutional environment that made
rent-seeking activities more profitable than productive activities, and thus
attracted the best talents towards the former. Under either explanation,
access to a large amount of resources not related to the productivity of the
economy created serious distortions in the incentive structure.

The GDP increased rapidly during 1974-87, but these years are best
divided into two subperiods, because of important differences underlying
the growth. In the first subperiod (1974-81), the growth rate averaged
over 9 percent a year, and was based on a conjuncture of three events.

First, the return of oil fields and the increase of international oil prices
in 1973 and 1979 provided Egypt with large windfalls in foreign exchange
earnings. The main oil fields in the Gulf of Suez resumed production after
the 1973 war, and revenues from oil exports in 1981 reached $3,013
million compared with $44.8 million in 1972. In 1974 oil had accounted
for less than 3 percent of GDP, 11 percent of exports, and less than 1
percent of government revenue; in 1981 it reached nearly 13 percent, 59
percent, and 20 percent respectively. Concurrently, non-oil exports
dropped because the demand generated by rising oil incomes and the
expansionary fiscal stance diverted commodities from the foreign to the
domestic market. Thus, the value of cotton exports dropped by 50 percent
in constant prices over the 1974-81 period, textiles by 40 percent, and
manufactured exports as a whole by 46 percent. As a result, the Gini index
of the concentration of exports increased from 0.442 to 0.483 (a value of
1.0 shows maximum concentration), suggesting an increased exposure of
export earnings to external shocks.
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Second, the vast increase in purchasing power that higher oil revenues
gave to the Arab oil producers created an enormous demand for Egyptian
workers in all fields. This not only eased the unemployment problem in
Egypt, but also led to a very substantial flow of remittances from these
expatriate workers. The flow of remittances surged from $189 million in
1974 to $2,855 million in 1981.

Third, there was a rapid escalation in external assistance. Arab coun-
tries, which had already provided major support, stepped up their aid pro-
grams. An immediate effect was the formation of the Gulf Organization
for the Development of Egypt (consisting of Saudi Arabia, Kuwait, Qatar,
and the United Arab Emirates) in April 1976, which quickly disbursed
about $2 billion to pay off most of Egypt’s short-term debt and to permit
the freer import of consumer and intermediate goods. As part of their
support of movement towards peace in the Middle East, the main Western
countries (particularly the United States) and Japan commenced very sub-
stantial programs of economic assistance to Egypt. A large pipeline of aid
commitments was soon built up, and in 1981 the total disbursement of
official loans and grants into Egypt was put at $1,602 million, or 7 percent
of GDP.

While this deluge of funds radically eased the foreign exchange con-
straint, it did nothing to ensure a more effective use of resources. Owen
and Pamuk (1998: 137) remarked that “Once the regime found itself in
possession of huge new funds towards the end of the 1970s, all pressure
for public sector reform evaporated.” Serious structural reform did not
begin until the 1990s.

The period immediately after the announcement of the “open-door”
policy was particularly difficult for policymakers, who had little experience
in managing a market economy. They did have access to analytical
support from institutions such as the World Bank, the International Mon-
etary Fund (IMF), and the USAID, but some degree of wariness in the
relationship between the Egyptian authorities and the donor agencies was
only to be expected.

Egyptian ministers repeatedly voiced the opinion that outside advisors
did not quite understand the Egyptian situation and were unrealistic in
their expectations, particularly concerning the pace at which reforms
could be undertaken. There was also the feeling that the international
agencies could be insensitive: as one minister said, “They are too eager to
announce the crime and to pronounce the sentence.” These remarks
applied more to the IMF and the World Bank; the USAID appeared to be
more circumspect in pressing for economic reforms because its business,
quite patently, was to provide financial assistance in exchange for political
support. For their part, the international financial institutions (IFIs)
expressed frustration with what they politely termed “missed opportun-
ities.” To the IFIs, it appeared that the Egyptian authorities accepted their
analyses of the problems, but did not want to follow through on the
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required policies. “They [the Egyptians] wanted simply to waive the
penalty, not to rescind the judgment,” minuted an IFI discussant.

For a variety of reasons, the World Bank was constrained in pressing for
wide-ranging reforms. Over 80 percent of the Bank’s lending to Egypt at
this time was for specific projects; this type of financial support permitted
the Bank to propose conditions on that particular project or at times for
the sector in which the project was located, but did not give it much scope
for requiring economy-wide conditions. Moreover, the World Bank had
already come in for a great deal of criticism in Egypt because of its role in
the Aswan High Dam incident. The Bank was therefore anxious to mini-
mize friction when it resumed lending to Egypt in 1973. Thus, of the bilat-
eral and international organizations, the IMF remained the most active in
proposing conditions on macroeconomic policy.

The political economy of decision-making during this period is the
story of a complex interaction between the views of the Egyptian govern-
ment, of bilateral donors, and the multilateral agencies. World Bank and
IMF reports of this time highlighted three weaknesses in Egypt’s economic
management. First, the lengthy period of socialistic control and central
direction had left few officials in senior positions who were wholly com-
fortable with the functioning of a modern market economy; there were
just not enough persons qualified to devise policies for and to manage the
changed economy. Second, the coordination of policies between the dif-
ferent ministries remained unsatisfactory, and on more than one occasion
the international agencies proposed that a unit be set up in the Prime
Minister’s Secretariat to harmonize economic policies. Third, perhaps as a
result of the first two inadequacies, Egypt had not managed to articulate a
clear economic strategy, and its thinking and actions tended to be reactive
rather than proactive. In the view of international agencies, this created a
certain defensiveness in the Egyptian response to donors’ recommenda-
tions, and tended to make negotiations more difficult than they need have
been.

An economic issue with important political overtones cropped up quite
early after Egypt’s opening to the West, and highlighted the effects of the
foregoing weaknesses. Since this incident — the handling of policies that
led to the bread riots of January 1977 — continues to resonate even today
with policymakers, it might be worthwhile to look behind the scenes at the
political economy of the decisions leading to it and the dynamics of the
policymaking process.

Egypt required a substantial infusion of external funds and the IMF
and the World Bank were prime candidates for providing much of these
resources. However, the resource transfer from these institutions is
accompanied by policy conditions. Broadly speaking, the reasoning is that
in the absence of some unavoidable shock, a country’s predicament is the
result of poor policies. A new set of policies is therefore recommended to
move the country out from its difficulties. The IMF imposes economy-wide
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conditions on its lending, because it is responsible for helping countries
to maintain macroeconomic balance. In the nature of things, it is quite
likely that the policies recommended by the IMF lead to greater austerity
and hardship before they begin to improve matters. However, no politi-
cian wins kudos for imposing austerity, even if it is intended only for the
short run. Soon after the reactivization of links between Egypt and the
international financial institutions, a critical issue faced by the Cabinet was
the classic one of how to obtain the maximum resources from the Fund
while minimizing the accompanying policy conditions.'

For most of 1975 and 1976, the IMF’s attention centered on the budget
deficit and especially the weight of the cost of living subsidies. The Fund’s
main condition for agreeing to a program was a reduction in subsidies.
This prescription was resisted by the Egyptians, but by July 1976 the bud-
getary situation had deteriorated to an extent that it appeared impossible
for the country to hold out any further. It became known in Cairo that
Egypt was about ready to sign an agreement with the Fund. It also was
known that substantive differences existed in the Cabinet on the merits of
completing the agreement. The Ministry of Economy was said to be
leaning towards an agreement while some other ministries, notably
Finance, had serious reservations.

The Ministry of Economy’s position was based on three main considera-
tions. First, Egypt needed the Fund’s resources to plug the gap in the
country’s budget. Second, the Ministry reckoned that under the spur of
Fund-recommended policies, Egypt could make quicker progress in redu-
cing its reliance on external funds and it would thus be able to lessen its
vulnerability to external donors (even though in the immediate term, of
course, it would have to borrow more from the IMF). Third, the Ministry
felt that Egypt required the Fund’s “good housekeeping seal of approval”
in order to reassure foreign investors; it preferred foreign investment to
Egypt’s borrowing from abroad.

The Ministry of Finance emphasized a different set of concerns. In its
view, the terms of the agreement would adversely affect growth, impact
harshly on the poorer sections of society, and mire the government in
political difficulties. The Ministry contended that the budget deficit could
be brought down gradually by eliminating the more egregious subsidies,
reducing some of the others in a phased manner, and increasing revenues
by improving the efficiency of tax administration. The Minister (Dr Ahmed
Abou Ismail) pointed out that this process had already begun: he had can-
celled the subsidy on halaawa (a dessert) amounting to about $45 million,
and had made other cuts that had reduced the subsidy bill by some $185
million. He was as keen as the Minister of Economy (Dr Zaki Shafei) to see
a lessening of Egypt’s vulnerability to external pressure; the issue was of
attaining this goal while minimizing risks to the country’s stability.

Dr Abou Ismail argued that after 1973 Egypt had made a political
choice in deliberately orienting its foreign policy towards countries that
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were economically much stronger than the Soviet Union. These countries
were willing to support a measured restructuring of Egypt’s policies and
institutions. In his view, it would be irresponsible for an Egyptian policy-
maker not to call on these countries for assistance so that change could be
brought about at a socially tolerable pace. He was also skeptical about
whether the Fund’s policy package would actually encourage foreign
investment; such investors would be unlikely to derive much cheer from
the “revolution” (his word) that was certain to follow an abrupt reduction
in food subsidies.?

These two positions reflected very different assessments of the impact
of the Fund’s proposals on the economy and of the actions that ought to
be taken to deal with the budgetary problems. However, the Cabinet
debate on these issues did not remain confined within an economic
framework.

Dr Ahmed Abou Ismail and his Undersecretary showed me the letter of
policy drafted by the Fund that Egypt would have to sign. They asked
whether the terms looked reasonable, or whether Egypt should press the
Fund for adjustments, especially to the credit ceilings, the interest rate,
and the actions expected on subsidies. The Finance Ministry was also
interested in examining whether an exchange rate adjustment would be
better handled as an across-the-board devaluation, or whether a system of
dual exchange rates would better suit Egypt’s circumstances. The idea was
that one of these rates would be more depreciated and flexible and apply
to exports, such as manufactures, that were supposed to be price-elastic,
while the other would be retained for exports that conventional wisdom
regarded as less responsive to exchange rate changes.

I replied that, first, the agreement was between Egypt and the Fund,
and thus the World Bank could not properly take a position on it. I also
sought to discourage the view that simply because a proposal originated
from the Fund, it must inevitably be silly or necessarily inimical to Egypt’s
interests. Second, I did not see much merit in a system of dual exchange
rates. Experience had shown that irresistible pressures would rapidly build
up to move items to the more favorable rate and to create intermediate
rates, and a dual system would soon become hopelessly multiple.

Third, there was little point in parsing the draft policy letter for loop-
holes. The more effective course was for Egypt to formulate a coherent
position reflecting its own priorities, such as reducing poverty and increas-
ing employment. This would have implications for the growth of the GDP
to absorb labor, the level of investment needed to produce this growth,
and the policies that would create an environment most likely to elicit this
investment. Furthermore, the impact of cuts in food subsidies on the real
incomes of the poor would have to be examined. Egypt might be able to
accept a selective modification of the system while resisting proposals for
sweeping or untargeted reductions. Research by the Bank suggested that
for the poorest groups the subsidy system augmented family incomes by
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about 15 percent. Cuts of the magnitude implied by the Fund’s Letter of
Intent could devastate families at the lower ends of the income distribu-
tion. Once the Egyptian authorities had developed their own perspective,
it could be compared with the Fund’s recommendations and an exchange
initiated on the merits of the rival approaches.

The officials responded that the schedule of negotiations with the Fund
had been accelerated and did not allow time for Egypt to develop a com-
prehensive position. The Cabinet was to finalize matters that afternoon.
The Ministries of Economy and Finance would submit their contrasting
evaluations of the Fund’s proposals and present their recommendations,
and the Cabinet would have to adjudicate the disjunction between the two
readings. Dr Ismail recognized that there were cogent arguments in
support of both positions, but he was apprehensive that a debate focusing
exclusively on economic costs and benefits would miss the really import-
ant issues. His Ministry opposed the Fund’s proposals because they were
likely to create serious political problems for the country. Since the eco-
nomic content of the Fund proposals was inseparable from its political
implications, the latter should be explicitly discussed at the Cabinet
meeting.

The Ministry of Finance had three main concerns. First, a calculation
by the Ministry of Planning showed that the Fund’s package was likely to
increase consumer prices by at least 30 percent. (I had these estimates
examined by Professor Lance Taylor of the Massachusetts Institute of
Technology and by the World Bank’s economic mission, who both broadly
accepted the Ministry of Planning’s conclusions.) Was the Prime Minister
prepared to take the government into an election in three months’ time
with a 30 percent increase in the price level? Second, President Sadat’s
major achievement was to change Egypt’s alliances from the communist
bloc to the West. The Fund was seen as a Western institution and the con-
sequences of its policies would be visited upon Western countries. If the
public viewed these policies as impoverishing the common man, support
for the President’s strategy would wither. Was the Cabinet ready to accept
responsibility for undercutting the President’s global strategy? Third,
given the probable level of public dissatisfaction, would the Cabinet and
the President have the stomach to pursue further economic reforms?

It was obvious that once the economic arguments were recast in a polit-
ical lexicon, the prospects of an immediate agreement with the Fund
would evaporate. Indeed, after the Cabinet meeting, the IMF representat-
ive was informed that several further studies would be required before a
decision on the subsidy question could be reached. This put paid to an
agreement with the Fund.

Subsequent events conformed more closely to the Ministry of Finance’s
understanding than that of the Ministry of Economy. The denouement
arrived in January 1977 after a new Cabinet had taken office in November
1976. Early in January, rumors were making the rounds of Cairo that
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major price increases would be announced in the forthcoming budget. In
discussion with different sources, it was made apparent to me that an
abrupt reduction in cost of living subsidies was likely to carry the most
severe consequences. I telephoned Vinod Dubey, the chief economist of
the World Bank’s Middle East region and presented an analysis of the
state of affairs. I insisted that the Bank would be doing Egypt a very serious
disservice if it were to join the Fund in pressuring the country into impos-
ing swingeing cuts in cost of living subsidies. I recommended, rather, that
if Egypt continued on the path of reform, the Bank should remain sup-
portive and open to discussions regarding its pace. The next day Dubey
telephoned me to say that the region’s management and the World
Bank’s President, Robert McNamara, had accepted my assessment of the
situation and recommendations on the Bank’s response. I was authorized
to inform the government that the Bank would separate its approach from
that of the Fund if the latter continued to insist on an immediate and
major reduction of cost of living subsidies. I was also asked to notify the
Cabinet that the Bank would hold the first meeting of the Consultative
Group of aid donors if Egypt continued to move on reform, even if Egypt
and the Fund failed to conclude an agreement.

I briefed Dr Hamed El Sayeh, the Minister of Economy, on these devel-
opments. In turn, he gave me a detailed account of where Egypt and the
Fund stood in their negotiations, and arranged a meeting with Dr Abdel
Moneim El Kaissouni, the Deputy Prime Minister, and some ministers
from the economic group of the Cabinet. I presented the Bank’s views,
and was asked to argue the pros of the Fund’s position (there was no
shortage of advocates of the cons). However, the next day Dr El Sayeh told
me that the ministers agreed to the reforms outlined by the Bank, but
were willing to go some distance with the Fund in order to ensure a “good
statement” from it at the Consultative Group meeting.

The budget announced on January 17, 1977 proposed price increases
for several widely-consumed commodities: rice 16 percent, gasoline 31
percent, cigarettes 12 percent, household cooking gas 46 percent, sugar
3.3 percent. Cooper (1982: 236) reports estimates of the subsidy cuts
increasing the cost of living by at least 15 percent for someone with an
average income. The public’s reaction was immediate and violent. Serious
riots erupted on the 18th and 19th; the first that Cairo had witnessed since
1952. The official toll was 73 dead, nearly 800 injured, and 1,270 arrested.
The army was called in, curfew was imposed, but the violence did not
abate until the afternoon of the 20th, when it was announced that the
price increases had been rescinded. The United States ambassador, a
diplomat with outstanding experience in the Middle East and with excep-
tionally well-informed sources, told me that an acrimonious debate had
erupted in the Cabinet over who should be blamed for the fiasco. His
judgment was that, on this occasion, the President would put the blame
on the ministers responsible for internal security; however, ministers in
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the economic group would also feel the pressure and major reforms
would be unlikely for perhaps the next 12 months. He was proved correct
— the Minister of Interior was replaced about three weeks later and an
even greater degree of circumspection descended on economic policy-
making.

Ministers in the economic group came under much criticism from
political circles. Members of the budget and planning committee of the
People’s Assembly told me that they were not satisfied that the impact of
the price increase on family budgets had been adequately considered by
the exchequer. They also thought that the differential impact of the price
rise between urban and rural families had been overlooked. Outside the
main urban areas it was difficult to obtain subsidized commodities at
prices fixed by the government; a premium often had to be paid. The
entire structure of pricing (including the premium) would now be moved
upward quite sharply and rural families, who were among the poorer
classes in Egypt, would suffer disproportionately. Finally, the political
implications of the price rise had not been adequately weighed. In the
view of committee members, the budget’s actions on subsidies had
resulted not so much from “so-called economic rationality” as from polit-
ical naiveté. Other politicians told me that the country had paid a high
price merely to relearn a rather well-known lesson, namely, that people
get very upset when their lunch is put at risk.

This was perhaps too harsh a judgment. My discussions with a number
of Cabinet members in 1977 clearly indicated that the economic ministers
had tried to ascertain the views of the different factions within the
Cabinet. There had also been a comprehensive discussion concerning the
number of commodities whose prices would be raised. The difficulty, as
Dr Salah Hamed (the Finance Minister in January 1977) reiterated, was
that the Fund had mandated a target for the overall budget deficit, and
acting on a smaller number of items meant that the price increases for
such items would have to be much steeper.” He further maintained that
no minister at these Cabinet discussions had disagreed with the decision.
He confirmed that the night before the budget announcement, the ruling
party’s caucus in the National Assembly had conferred its blessing on the
course adopted. President Sadat had given oral approval to the Prime
Minister. Dr Salah Hamed contends that the critics of the January 1977
budget were carping only with hindsight, and that no one had offered any
practical suggestions at the time on how to tackle the budgetary problem,
which essentially resulted from sharply rising expenditures on consumer
subsidies and government salaries. The Cabinet had tried to cut some
administrative expenditures and to hold back salary increases, but had
been overruled by President Sadat. The President may have taken this into
account in the aftermath of the riots. The economic ministers tendered
their resignations, but the President did not permit them to stand down
and put the blame on the Ministry of Interior.
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The riots and subsequent rescission of price increases inevitably had
serious consequences for the budget and for the conduct of economic
policymaking. In the initial budget for 1977 the authorities had under-
taken policy actions toward improving the fiscal position; taking all the
measures into account they had forecast an improvement in the budget of
LE 280 million. The measures finally approved in the budget submitted to
the People’s Assembly after the civil disturbances were expected to yield
an improvement of only about LE 45 million. This naturally meant that
the share of foreign financing in the budget was likely to increase.

The actual outcome was rather worse. The financial program for 1977
had envisaged a bank-financed deficit of approximately LE 400 million
with additional measures to be taken during the year to bring this figure
within the ceiling of LE 350 million agreed with the Fund. Developments
since the standby arrangement was approved showed that the overall
deficit was likely to be about LE 300 million greater than projected earlier
in the year, and no new measures had been taken to improve the fiscal
situation. The government resorted to net external borrowing greater
than originally projected and with a higher level of domestic non-bank
borrowing, the revised estimate for government borrowing from the
banking system would be LE 125 million above the ceiling.

A further consequence was that both the IMF and the Egyptian authori-
ties became more guarded on the question of subsidies. The draft Letter
of Intent dated May 13, 1976, which was prepared when it appeared that
Egypt might be moving towards an agreement with the Fund, specifically
mentioned the elimination of subsidies on a number of items and the
reduction of food subsidies by LE 100 million annually. This letter was
never signed; the food riots of January 1977 supervened, and negotiations
with the Fund were put on hold. In March 1977 the Egyptian authorities
requested a one-year stand-by arrangement from the Fund. The letter
requesting this arrangement spoke vaguely of an intention “to introduce
further measures during the year,” but was silent on the question of subsi-
dies. In the following year a revised Letter of Intent (dated June 10, 1978)
was signed. This made no mention of decreasing the absolute level of sub-
sidies, but merely affirmed the government’s intention of reducing their
rate of growth.

At this time, Egypt and its principal advocates realized that the scale of
external financing required by the country made it imperative to enlarge
the number of donors and to coordinate their efforts. The World Bank
thus set up a Consultative Group of aid donors, the first meeting of which
was held in Paris in May 1977. The donors’ primary interest was to mini-
mize the duplication of efforts; another major aim of the joint action was
to set conditions that would prevent Western assistance from being recy-
cled by Egypt to repay its debt to the Soviet Union.

The Egyptian government’s instructions to its delegation emphasized
four objectives for the Consultative Group meeting. The first was largely
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political: it was to demonstrate to potential investors and to the Egyptian
public the wide range of support that Egypt was able to attract. Second, it
was to get at a single meeting an estimate of the external resources avail-
able to Egypt. This would facilitate planning and budget preparation by
reducing the delay and uncertainty from having to negotiate aid commit-
ments with each donor bilaterally; a process that could occupy several
months. Third, it was to try to obtain as large a portion of the assistance as
possible in a quick-disbursing form. But fourth, and very importantly, it
was to make a case for assistance in the form of grants rather than loans.
As Dr Kaissouni, the leader of the Egyptian delegation, put it, his directive
from President Sadat was “to ensure that Egypt’s past does not become its
future.”

The government also sought to widen the sources of economic advice.
In 1976, President Sadat turned to Germany’s Chancellor Helmut
Schmidt for high-ranking advice on economic and financial policy. In
response the Chancellor sent a team of German experts led by former
Finance Minister Alex Mdller. The report was completed in June 1977 and
submitted to President Sadat in September. A sanitized version, excising a
discussion of reforms to the decision-making process, was published in
Berlin in 1980.

The Moller report covered many of the structural features of the
economy and offered practical advice. It recognized that Egypt might
never be able to forgo the subsidization of the most important food items,
but described mechanisms (such as a “foodgrain compensation fund”)
whereby the impact on the budget over the long-term could be moder-
ated. The report also provided one of the earliest public recommenda-
tions for the project that was commenced in the late 1990s and has come
to be known as the “Toshka” project. The report recommended that “all
possibilities to create development regions outside the Nile Valley and the
Nile delta should be exploited right now,” and went on to specify as one of
these regions “the New Valley, whose agricultural potential can be used if
a canal link to Lake Nasser is established.”

However, the report did not have much impact on policies and the
Cabinet never discussed the proposals in any depth. Indeed, even in mid-
1978, a number of ministers who would have been responsible for imple-
menting the recommendations of the report had not seen the document.
It is possible that the President’s primary motive for soliciting the report
may have been simply to demonstrate that Egypt was not dependent for
economic advice exclusively on the United States, or on international
organizations in which the USA occupied a dominant position.

The rapid expansion in external economic assistance raised fresh ques-
tions for policymakers on how most effectively to utilize these resources. It
is convenient to discuss the major policy issues connected with external
aid at this point, even though they were raised by policymakers at some-
what different times. Five broad issues recurred with sufficient frequency
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to warrant serious discussions in Cabinet and with the international agen-
cies and bilateral donors.

The first was the question of project versus program (i.e. for balance of
payments support) assistance. Egypt argued for a relatively larger propor-
tion of cash transfers or of program assistance in the total volume of aid,
especially from the United States.

The economic reasons for seeking a relatively larger amount of such
assistance were:

1 This type of assistance disbursed very quickly. Studies by the World
Bank showed that between 50-60 percent of the amount committed
was likely to be disbursed in the 12 months following commitment,
compared with only about 3-5 percent of the commitment of project
aid. Moreover, the emphasis on project assistance implied much
greater involvement by the donors, especially the United States
(because it was the largest provider of aid by far), in identification mis-
sions, feasibility studies, reviews, and prolonged contracting processes,
all of which contributed to delays, and were resented by the Egyptians
because, as Weinbaum (1986: 102) judged, of the “comparison
between the supervision of US-sponsored projects in Egypt and US
economic assistance to Israel that is delivered without an AID mission.”

2 Program assistance provided more flexibility for implementing prior-
ities determined by Egypt. A Ministry of Planning paper argued that if
total resources, including aid, were insufficient for all of a group of
possible projects, the choice of projects implemented with a given
amount of program aid could include a larger number of projects to
which Egypt attached higher priority than might be possible from the
same volume of project assistance in which the donor determined the
choice of projects.

The paper argued along the following lines. Suppose that Egypt’s
desired portfolio consisted of 20 possible projects, but resources (both
from domestic sources and from external donors) were available for
only 15. Suppose also that Egypt’s rank order of priorities for all 20
projects was the opposite to that of the donors; i.e. for the donors, pro-
jects from best to worst would be those numbered 1, 2,... 19, 20, while
for Egypt the ranking from best to worst would be 20, 19,... 2, 1. If the
donors provided project aid for, say, five of the projects, they would
select the five to which they attached the highest priority, namely,
numbers 1-5. But these would be the lowest five in Egypt’s priorities;
hence, the composition would be sub-optimal from Egypt’s point of
view. However, if the assistance was provided by way of program aid,
the aggregate amount of resources would enable Egypt to execute its
set of 15 priority projects. The example was admittedly artificial, in that
a completely reversed ordering of preferences between Egypt and the
donors was most unlikely, but the paper made a point.
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3 Project assistance to Egypt was heavily concentrated in infrastructure
and strengthened the tendency (initially created by an overvalued
exchange rate) for resources to move out of the tradable into the non-
tradable sectors of the economy — a point stressed especially by the
Ministry of Economy (1981) and Handoussa (1991c¢).

4 Egyptian policymakers thought that donors preferred project assis-
tance because a physical project was more politically rewarding for
donors, since it enabled them to point to something visible that they
had done for Egypt. However, this predilection for projects encour-
aged donors to go on financing new investments, while at the same
time capacity already installed remained under-utilized for lack of
foreign exchange to buy raw materials or essential parts.

Program aid, on the other hand, would not only enable existing capac-
ity to be utilized more fully, but it would also increase the Egyptian
government’s ability to implement projects by enabling the government to
raise domestic resources by selling some of the commodities imported
under program aid to the private sector. This was not a negligible benefit.
The government’s budget was always strained, and the implementation of
projects was frequently slowed by a shortage of domestic resources.
Indeed, a common complaint among Egypt’s policymakers at this time
was that donors provided only the foreign exchange component of a
project, leaving a large domestic resource component (averaging at that
time around 70 percent of the total cost) to be found by the government.
The sudden availability of foreign exchange in an environment that had
been severely deprived of this resource encouraged government agencies
to push projects for which donors were likely to provide support, without
taking into account the effort that Egypt would have to make to mobilize
the complementary domestic resources. Dr Mahmoud El Imam, the Minis-
ter of Planning, expressed it succinctly to me: “They bring me a button
from abroad and expect me to provide a coat to sew on to it.”

The second area that gave rise to concern among policymakers was the
costs of tied aid. Studies pioneered by Haq (1967) and Bhagwati (1967) had
shown that tying aid to procurement in donor countries could very sub-
stantially raise the cost of the commodities purchased compared with inter-
national prices. Since the United States was by far the biggest aid donor for
Egypt, the concern with aid-tying related largely to actions by that country.

Let me paraphrase the findings and the argument of a rather lengthy
paper for the Cabinet on this subject. The study found that many items
procured from the United States were indeed more expensive, often
30-50 percent higher and at times even more, than in the open inter-
national market. This, however, was not because the United States fol-
lowed a predatory pricing policy for items financed under aid, but
because of a mismatch between the items required by Egypt and the areas
of the United States’ competitiveness.
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The United States’ comparative advantage lay in the production of the
most “modern” products — the more technologically advanced the
product, the more competitive the United States. Thus, the United States
was a more efficient producer of bicycles than of donkey carts, of motor
cars than of bicycles, of jet aircraft than of motor cars, of space rockets
than of jet aircraft, and so on. Unfortunately, much of Egypt’s demand
was for commodities that lay closer to the donkey cart than to the space
rocket end of the technological spectrum. Hence Egypt was locked into
procuring items from the United States of which the latter was not the
most efficient producer.” The effect was that the nominal value of aid
overstated the real amount (in terms of purchasing power). And while
Egypt received only 50-70 percent of the nominal value, for the non-grant
portion it of course had to repay 100 percent. The study also pointed out
that the excess cost of the goods imported under tied aid represented a
form of subsidy paid by Egypt to the donor country, since in the absence
of aid-tying the donor government itself would have had to provide a
subsidy to its exporters in order to maintain their competitiveness.

The third problem that concerned policymakers was the conditionality
attached to some forms of external inflows. In the case of international
organizations, such as the IMF and the World Bank, policymakers knew
that conditions would invariably accompany the financial transfer. Indeed,
at times they voiced the suspicion that some aid providers were lenient
with the conditions of their bilateral aid because they could accomplish
their agenda through the multilateral agencies. However, while discus-
sions between Egypt and the multilateral agencies might on occasion
become quite robust, only rarely did policymakers reject conditions out-
right. The favored approach was to argue for more gradually phased
implementation so as to provide time to ensure public understanding and
acceptance. With bilateral donors, Egypt’s problem was different, and the
dilemma is well captured by Weinbaum (1986: 120): “Egyptian policy-
makers often express confusion as to why the United States, in an aid
program that is admittedly so political, insists on employing predomi-
nantly economic criteria to decide what to finance.”

Two further issues related to conditionality must be mentioned. The
first was the speed with which the conditions had to be enforced. This was
often a more important matter than the totality of the conditions, because
it decided the immediacy and the intensity of the pain that would be
inflicted on the economy. The pace of reforms therefore gave rise to a
considerable amount of heat, sometimes at the highest levels of govern-
ment. Sadowski (1991: 253) quotes some remarks that President Mubarak
made in 1988 regarding the IMF’s prescriptions. After likening the Fund
to a quack doctor, the President went on to say:

A patient, for example, needs a treatment for one month. Instead of
this doctor telling the patient to take the medicine daily for one
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month, he tells him to take all the medicine today and tomorrow and
that he will recover the day after. Of course, he will take the medicine
to go to sleep at night and will not wake up in the morning. He dies.
This is the IMF. It writes a prescription for those who require pro-
longed treatment, just as for those who require short treatment. ... I
tell the IMF that economic reform should proceed according to the
social and economic situation in the state and according to the
people’s standard of living. One should not come and say increase
the price by 40 percent. Surely, no one will be able to live. This will
not be an IMF process: it will be a slaughter.

The second contentious issue was whether the policy conditions would
actually achieve their aims. Empirical studies such as Cornia et al. (1987,
1988), Harrigan and Mosley (1991), and some from the World Bank itself
— e.g. World Bank (1990b), Corbo et al. (1992) — had shown that while
structural adjustment programs had some effect in improving the balance
of payments of borrowing countries, they had much less impact in increas-
ing investment or in accelerating GDP growth. The inference that Egypt-
ian policymakers drew was that the durable benefits to be obtained by
following the policy conditions were not likely to be commensurate with
the pain imposed on the economy.

Fourth, over time, particularly after the debt crises of the late 1980s and
early 1990s, the terms of aid emerged as an important concern. At the start
of the aid relationship, the authorities tended to regard only grants as
“true aid.” Loans were of course accepted, but for a long time policy-
makers did not define systematic criteria for discriminating between them
in order to decide which to accept and which to reject.

The criteria evolved over a lengthy period, and took three principal
forms:

1 A more sophisticated analysis was undertaken of the prospects of the
currency in which the loan was valued; this concern was spurred by
the rapid appreciation (in terms of Egyptian pounds) of loans from
Japan denominated in yen. These loans had originally appeared to
be very attractive because of the low interest rate they carried, but the
escalation in the value of the yen by almost 70 percent against the US
dollar (the currency in which much of Egypt’s foreign exchange
earnings was designated) drastically increased the cost of servicing
them.

2 The phasing of repayments began to attract ministerial attention. In
the mid-1990s, Zafer El Bishry, the Minister of International Coopera-
tion, began to require an examination of the time profile of the loan’s
servicing and its comparison with projections of Egypt’s foreign
exchange earnings, so as to avoid an unmanageable “bunching” of
debt service payments.
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A common measure began to be adopted for comparing the conces-
sionality of loans. The next Minister of International Cooperation,
Ahmed El Dersh, laid down conditions for the minimum concession-
ality of a loan: in order to be acceptable, it was to have a grant
element of at least 40 percent when the stream of repayments was dis-
counted at 10 percent per annum.®

Fifth, one may briefly mention two problems that bilateral donors

raised concerning the aid relationship:

1

Especially in the earlier years of bilateral aid relations, the question of
limited “absorptive capacity” tended to be brought up. This concept
was never clearly defined, but appeared to mean that bilateral donors,
especially the United States, could not find a sufficient number of
viable projects on which aid funds could be disbursed quickly. Given
the bureaucratic pressure on USAID to disburse the large amounts
budgeted for assistance to Egypt, it is not surprising that a considerable
amount of assistance was directed towards non-project ends. In the
period 1974-86, the Commodity Import Program was able to disburse
about 80 percent and the PL 480 program almost 100 percent of the
amounts allocated, while project aid was able to use barely 40 percent
of allocated funds. Indeed, Weinbaum (1986: 111) suggests that even
attaining this level of performance required the USAID mission to seek
approval from Washington for costly, expanded infrastructure projects
and to provide support for several peripheral programs.

Bilateral donors frequently complained about a disconnect between
the objectives of their aid programs and the expectations on the
Egyptian side, a mismatch that appeared to arise from — for want of a
better expression — cultural attitudes. At its most basic level, donors
thought that their Egyptian counterparts seemed to feel that most
objectives could be realized simply by getting the donors to provide
more resources. As Weinbaum (1986: 121) put it, “This notion of
development during much of the history of the program expressed
itself in ‘build us this.”” What made this grate more on foreign donors
was described by US Ambassador Eilts (1985: xv) as an attitude by
Egyptian officials “as though there were some kind of an obligation
on the part of foreign donors to provide them with economic help.”
He added that there was “usually little sign of appreciation on the part
of Egyptian officials and an obvious reluctance to give public credit to
the foreign donor for the burden borne by the latter’s taxpayers,” and
that “their [the officials’] attitude often brought to mind Pharaonic
friezes showing subject peoples bringing tribute to Egyptian rulers.”

An issue that was related to aid, but applied more generally to the use of

foreign resources, emerged in the 1990s. This problem became particularly



40  Economic development and policymaking, 1973-87

important after the debt rescheduling of 1991-96 and the success of the sta-
bilization program had eased the foreign exchange situation and enlarged
the options for policymakers. The issue generated a considerable amount of
discussions between the Egyptian authorities and the World Bank, and
boiled down to two broad questions: (1) should Egypt borrow on noncon-
cessional terms to finance its development? and (2) if Egypt did borrow on
nonconcessional terms, how much would it be prudent to borrow?

The case against borrowing on nonconcessional terms rested essentially
on a political attitude that did not wish to see a significant increase in
external debt, because a heavily indebted Egypt might again be vulnerable
to pressure from donors. According to the proponents of this position,
external resources should be accepted only if they were offered as grants.
This view had some strong advocates within the Cabinet and the Presi-
dency and, given Egypt’s experience with external debt, was not one that
could be dismissed lightly. However, there were also voices that wondered
whether a policy of zero nonconcessional borrowing would cause Egypt to
forgo a golden opportunity, when the constellation of international polit-
ical circumstances was in Egypt’s favor, to obtain substantial amounts of
additional resources.

The case for borrowing nonconcessional funds accepted that a decision
to borrow such resources could only be justified if these helped the
country to attain its key economic and social goals. The most critical social
and economic problems confronting Egypt for the next two decades were
identified as:

¢ The provision of employment to the rapidly growing labor force and
reduction of the backlog of unemployment.

¢ The reduction of poverty and the creation of substantial social safety
nets.

¢ The modernization of the economy so as to enable it to meet the
challenge of joining the European market, and of globalization
generally.

The critical assumption underlying the push for borrowing was that Egypt
could overcome these problems only if its economy grew at a much faster
rate than it had in the last several years.

The key to economic growth and modernization was investment: in
infrastructure, in human resources, in technology, and in productive facil-
ities. The investment requirements of meeting Egypt’s goals would be very
substantial. In order to generate labor demand of the necessary magni-
tude, real GDP growth would have to average about 7 percent annually for
perhaps the next two decades (see Chapter 10 for a more detailed discus-
sion of sustained growth). Such a growth rate would require substantial
increases in the investment/GDP ratio, which would have to rise to
around 25-28 percent of GDP.
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The increase was especially likely because the increasingly sophisticated
structure required to compete with European economies would imply
high capital:output ratios. The experience of fast-growing economies bore
out this analysis. For example, five major East Asian economies had
enjoyed average annual growth rates of over 7.5 percent during the five-
year period 1990-94: Malaysia 8.4 percent, Thailand 8.2 percent, Indone-
sia 7.6 percent, Taiwan 8.0 percent, and Korea 8.1 percent. These growth
rates were driven by investment/GDP ratios of 39 percent, 40 percent, 33
percent, 37 percent, and 38 percent respectively. As a point of reference,
the incremental capital:output ratios (ICOR) for these countries were 4.6,
4.9, 3.8, 4.7, and 4.9 respectively. The 1992-96 average ICOR for Egypt
was about 4.4, and the experience of fast-growing economies suggested
that the ratio might go higher before productivity gains succeeded in
moderating it.

On the other hand, financing the investment was problematic —
domestic savings were only 12-13 percent of GDP. While savings could be
expected to increase with the growth in incomes and as a result of policy
measures, they were still likely to fall well short of the investment require-
ments. Moreover, in the 1990s Egypt had pursued an extremely conservat-
ive borrowing strategy. New commitments of external loans had fallen
from $2.2 billion in 1992 to $900 million in 1993, $500 million in 1994,
and $300 million in 1995. Net borrowing (disbursements minus principal
payments) was only $75 million in 1994. What was worse, net inflows (dis-
bursements minus both principal and interest payments) had been negat-
ive for several years, averaging more than (minus) $1 billion in 1993-95.
Thus, at a time when critical development needs remained to be
addressed at home, Egypt was exporting capital to the rest of the world
and forgoing domestic investments needed to maintain a high growth
trajectory.

Another reason for including the option of borrowing in the govern-
ment’s financial arsenal was that it gave Egypt a measure of strategic flexi-
bility when dealing with other types of capital inflows. For example, one of
the alternative methods of external financing was direct foreign invest-
ment. The appeal of this resource was that it did not add to external
indebtedness. However, direct foreign investment would be attracted only
if it could earn substantial returns, which would have to be repatriated
from the country’s foreign exchange. The return on foreign direct invest-
ment in the fast-growing East Asian countries during a several-year period
had averaged over 15 percent. Investors were likely to demand even
higher returns on investments in Egypt because of the perceived higher
risks in the region. By retaining the option of borrowing, and thus demon-
strating that Egypt was prepared to turn to other forms of finance, the
authorities could strengthen their negotiating position vis-a-vis foreign
investors and thereby be better placed to moderate the demands of such
investors.
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The next logical question was that if Egypt should indeed opt to utilize
nonconcessional funds, what would be the prudent limits of borrowing?

A World Bank simulation explored this question. It found that if real
GDP grew at 7 percent a year and exports of goods and services, including
worker remittances, increased at 8 percent annually, Egypt could more
than double its then amount of nonconcessional borrowing — to levels
between $2 billion in 1996 rising to $3.1 billion ten years later — while still
comfortably maintaining its status as a “moderately indebted” country.’
This would indicate a prudent level of borrowing, especially since the
growth of foreign exchange earnings assumed by the study was less than
that projected by the authorities. Borrowing at this level would leave ade-
quate scope for other types of financing, such as concessional aid and
direct foreign investment, and would be sufficient, in conjunction with the
other available resources, to raise investment to the required level.

The authorities opted for a cautious middle ground. Their strategic
decision was to admit nonconcessional borrowing but to limit it to the
amount repaid in that year, thus keeping constant the outstanding
amount of external debt. Various other criteria (described above) were
also laid down as conditions for accepting a loan.

A question frequently asked is whether foreign aid has had a beneficial
or a baleful effect on the Egyptian economy. This is not a question to
which an irrefutable answer can be provided, not least because it is diffi-
cult to frame a universally endorsed counterfactual. There is a consider-
able literature on the general question of whether aid supplements or
displaces domestic efforts, but a settled conclusion has not been reached.
Recent large-scale studies by Burnside and Dollar (2000) and by the
World Bank (1998b) concluded that, on average, aid had a rather minor
impact on the growth of GDP per capita (partly because aid itself
accounted on average for no more than 0.5 percent of GDP), and that it
was most effective in promoting growth in countries with good gover-
nance and sound macroeconomic policies (especially low budget deficit,
low inflation, and open to international trade). Examining the data for 56
developing countries over a 24-year period, World Bank (1998b: 2, 123)
found that in countries with sound management at both the macroeco-
nomic and institutional levels, 1 percent of GDP in aid raised the growth
rate by about 0.5 percent and reduced poverty by 1 percent. Indeed, the
report (p. 33) spoke of poor countries being held back not by a financing
gap, but by an “institutions gap” and a “policy gap.”

Findings of the impact of aid on the performance of the Egyptian
economy have been inconclusive. Critics of foreign aid argued that large
donors imposed their own preferences on Egypt’s development pattern
and distorted Egypt’s priorities. Even writers sympathetic to the cause of
external aid admitted to instances where aid was likely to have done harm
to areas of the Egyptian economy; thus, Weinbaum (1986: 52) reports
USAID officials in Cairo acknowledging privately that their analyses
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showed that food aid had a negative impact on domestic Egyptian wheat
production. Critics also claimed that inadequate donor funds were com-
mitted to industrial investment, that too small a contribution was made to
building up Egypt’s productive capacity, and that the deluge of conces-
sional funds enabled policymakers to abstain from structural reforms that
would have improved the efficiency of the Egyptian economy.

Supporters of foreign aid argue that it is difficult to provide a categori-
cal assessment of the foregoing objections, because they contrast actual
events with a hypothetical situation, the outcome of which can only be
conjectural. On the other hand, the availability of additional financing
and modern technology indisputably made a vital difference to the pro-
ductivity of the Egyptian economy; for example, through the expansion of
the infrastructure.

The idea of a significant distortion of Egypt’s investment pattern
because of a mismatch between the priorities of donors and those of
Egypt also tends to get short shrift from aid advocates. They point out that
whether or not to accept aid for a particular activity, project, or sector was
ultimately an Egyptian decision. Moreover, there is no necessary reason
why total investment in the presence of foreign assistance should be less
than in its absence, and there was nothing to prevent Egypt from using its
own resources to support its priorities. If total investment from Egypt’s
own resources plus the very substantial foreign assistance was still inade-
quate for Egypt’s aims, it must raise questions about the vigor of the
country’s efforts to mobilize domestic savings. The modest rates of the
latter throughout 1960-2000 suggest that in the preferences of policy-
makers, consumption counted for more than savings.

Moreover, it is not at all evident that policymakers would have gone in
for painful structural reforms had concessional assistance not been avail-
able. Little in the experience of Egypt during 1960-90 suggests that struc-
tural reform was a priority, no matter whether resources were expanding
rapidly (for example, as in 1975-81), or whether they were being com-
pressed (as after 1982 because of falling oil prices). Until the 1990s, there
appeared to be little urgency to make public sector enterprises more effi-
cient or to privatize them, to reduce explicit and implicit consumer subsi-
dies, to increase the buoyancy of budget revenues, to correct an
overvalued exchange rate, to remove the anti-export bias of the trade pro-
tection system, to make the banking system more efficient and lower the
costs of intermediation, to reduce monopolistic influences in the
economy and increase competition, to reform the bureaucracy in order to
speed up decision-making and reduce transactions costs, and so on. A per-
ceived shortage of resources was chiefly addressed by increasing external
borrowing, even on hard commercial terms. It is not surprising that in
1960-90 the country witnessed a cycle of high borrowing, followed by a
debt crisis, followed by the intervention of various dei ex machina, such as
the Paris Club or the GODE, to bail out the economy.8
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The experience of these decades cannot but nourish the suspicion that
less concessional assistance would only have provoked more commercial
borrowing, not economic restructuring. But the lack of agreement on
what might have happened in the absence of aid makes it impossible to
render a definitive judgment on the extent to which external assistance
helped or hindered Egypt’s development. Handoussa (1991c: 223)
describes the effects of the massive aid flows as “a mixed blessing.” Indeed,
the assistance has not been an undiluted godsend, but the proportions
within the mixture are likely to be tilted heavily towards the positive.

It might be useful to pause at this stage and to consider the state of the
economy and the policymaking process at the end of what might be
termed the first phase of the open door period, that is, about the middle
of 1982. Despite the improvement in the aggregate growth rate and of a
number of sectoral indicators since 1974, the economy continued to
contain many structural rigidities. The most important were the following.

The system of prices and incentives was seriously distorted and resulted
in many uneconomic allocations of investment and waste of resources

“The distortions characterizing prices and incentives in Egypt are of a stag-
gering magnitude,” commented the World Bank (1983: 385-6). The
prices of most inputs and outputs were fixed by the government. This
often gave out faulty signals concerning the economics of the activities
and hence vitiated the basis for decisions on investment and production.
Moreover, as a result of the previous shortages of foreign exchange and
the imperatives of political relationships, Egypt had been more or less
locked into acquiring technology from the communist countries, which
frequently had been developed without reference to its economic merits.
The combinations of arbitrary prices, segmented decision-making, and
restrictions on the country’s access to technology led to some very per-
verse results. A World Bank study (1983: 293-5) reported several instances
of industries in which value-added was negative when computed at inter-
national prices; major sectors included chemicals, basic metals, transport
equipment, and china and glass. This meant that large numbers of estab-
lishments in these sectors used more foreign exchange to purchase the
intermediate materials that they used in production than they generated
or saved in foreign exchange from the output produced. The same report
(360-2) also identified a number of activities whose private profitability
was substantial even though their social profitability (i.e. measured at eco-
nomic or shadow prices) was negative; these included artificial fibers, alu-
minum, nonferrous metals, steel pipes, motor vehicles, consumer
electronics, and china and glass. The social and private profitabilities
diverged because of the inconsistent pricing of foreign exchange and
inputs such as energy, as well as of outputs, and occurred in both industry
and agriculture. In the latter sector, the divergence chiefly resulted
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because to farmers, water was a free good, even though for the country it
was the resource in shortest supply.”

For many years, Egypt’s basic economic strategy was one of import-
substitution, and the philosophy was to produce everything that could be
produced within the country, often without much concern for costs.
Tariffs and trade barriers ensured that public sector enterprises enjoyed
near absolute freedom from import competition. The distorted economic
signals and segmented decision-making had important microeconomic
consequences. They encouraged a narrow approach to project selection,
in which the ability to produce a particular commodity could be all
important, while the economic costs of producing it received only cursory
attention. Such an attitude could justify the use of very inefficient tech-
nologies. An examination by the World Bank of a draft input—-output table
in the late 1970s raised a concern that, if the document’s figures were
taken seriously, some production activities might not even satisfy the
Hawkins—-Simon conditions. These conditions on the Leontief input-
output system stipulate that the production of one unit of a good must not
require, directly and indirectly, more than one unit of itself. The violation
of these conditions obviously means that the activity is not sustainable. As
Dorfman et al. (1958: 211) remark, “A production process in which it took
more than 1 ton of [say] coal to make 1 ton of coal ... is not a method of
production at all, but just a hard way of running down preexisting stocks
of coal.”

The exchange rate and the structure of protection favored imports rather
than exports, and distorted investment allocations

This inhibited the development of non-traditional exports and resulted in
Egypt’s suffering from a persistent deficit on the balance of payments. In
turn, the financing of this deficit required borrowing from abroad, part of
which took the form of short-term credits. Moreover, these short-term
credits were obtained from Western banks, but exports to the West were
lagging because of poor technology and an overvalued exchange rate.

The exchange rate was affected by the surge in receipts from the “Big
Five” (petroleum, Suez Canal dues, worker remittances, tourism, and
foreign aid), which together accounted for well over 80 percent of total
foreign exchange earnings. The performance of these inflows, especially
of receipts from Suez Canal dues, oil exports, worker remittances, and
foreign aid, was largely independent of the productivity in the rest of the
economy, and yet their growth provided the main support to the Egyptian
balance of payments. These four windfall items brought Egypt about $1.8
billion in 1975; in 1981, receipts from them approached $7 billion. The
contribution of these items soon dominated Egypt’s foreign exchange
earnings. For example, oil exports rose sharply from 10 percent of total
merchandise exports in 1975 to 73 percent in 1982; for this period as a
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whole, earnings from petroleum provided 47 percent of total merchandise
earnings; for the five-year period up to 1982 they accounted for nearly 63
percent. Similarly, worker remittances for the period 1975 to 1982
accounted for 43 percent of receipts from services; for the most recent five
years the figure was 53 percent. Taken together, the share of petroleum
exports and worker remittances in total foreign exchange earnings aver-
aged 45 percent between 1975 and 1982; for the last five years they
amounted to nearly 58 percent. The exchange rate that could be sup-
ported by the available supply of foreign exchange (given existing tariffs
and other barriers to imports) from the Big Five over-valued the Egyptian
pound relative to the productivity of the rest of the economy. And this
over-valued exchange rate made it very difficult to increase non-traditional
exports.

The over-valued exchange rate also distorted the profitability between
different investments. It made investment in nontradables more profitable
than in tradables. A study by Egypt’s Ministry of Economy (1981: 80-1)
accepted that the existing mix of exchange rate and monetary policy had
produced negative real interest rates and encouraged investment in
construction, especially of high-rise apartments and office buildings. The
distorted exchange rate, by favoring capital-intensive rather than labor-
intensive projects, also kept employment lower than it need have been
and thus hindered the country’s efforts to reduce poverty.

The exchange and trade system remained highly complex and
Jfragmented

Exchange transactions took place in three pools: the Central Bank, the
commercial bank, and the “own exchange” market. The last of these was
created in 1976 through legislation permitting residents to hold foreign
exchange and to engage in any transaction, provided that they took place
through commercial bank accounts. The principal source of supply for
this market was remittances from Egyptians working abroad. The Central
Bank pool was reserved for transactions by the central government and
certain government authorities, while all the remaining transactions
covered by the foreign exchange budget (mainly by public sector com-
panies) took place through the commercial banks. The operation of the
exchange system was characterized by infrequent and small adjustment of
the officially set exchange rates, which resulted in large differentials for a
sustained period, between those rates and the “own exchange market”
rate. "

The exchange rate applying to transactions through the Central Bank
had been unchanged since January 1, 1979 (at which time the buying and
selling rates for the US dollar had been set at LE 0.700 and LE 0.707
respectively, per US$). This rate applied to proceeds from exports of petro-
leum, cotton, and rice, as well as from Suez Canal dues, and to payments
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for imports of five essential foodstuffs (including wheat), insecticides, and
fertilizers, as well as for public sector external debt servicing. A different
rate applied to transactions through the commercial banks, notably those
in respect of workers’ remittances, tourist receipts, and some exports. The
commercial bank exchange rate was also established by the authorities, and
remained unadjusted for substantial periods (at the end of 1981 it stood at
LE 0.79 for buying and LE 0.80 for selling per US$). Most private sector
imports took place in the “own exchange” market at a freely fluctuating
exchange rate, which had depreciated sharply from LE 0.77=US$1 in
January 1979 to LE 1.06 = US$1 at the end of 1981.

The budget contained many structural rigidities

Three features dominated fiscal trends: (1) the increase in total govern-
ment expenditure as a proportion of GDP; (2) the high levels of overall
budget deficit; and (3) the vulnerability of the budget to external forces.
Total expenditure increased from 48 percent of GDP in 1974 to 63
percent in 1982. The overall fiscal deficit averaged about 20 percent of
GDP, but the year-to-year fluctuations were considerable, ranging from a
low of 17 percent of GDP in 1977 to 27 percent in 1979. Moreover, the rel-
ative variability of the income and expenditure streams (as measured by
the coefficient of variation) differed sharply.

As Chapter 6 discusses in more detail, the high deficit and the budget
instability resulted from a basic structural weakness, namely, budgetary
revenues were susceptible to exogenous influences while expenditures
moved closely in line with domestic inflation. The exogenous influences
were transmitted through the growing dependence of the budget on
petroleum and Suez Canal revenues. The increased availability of the
profits and taxes from these two activities enabled the government to
avoid raising other taxes and public sector prices, with the consequent
erosion in the government’s ability to mobilize public sector savings from
the domestic economy. The ratio of exogenous revenue to total revenue
increased from less than 10 percent to over 35 percent during the period
under review; more importantly, the ratio fluctuated widely, jumping from
15 percent in 1979 to 35 percent in 1981 and dropping to 27 percent in
1982. The budget’s vulnerability to very different factors on the revenue
and expenditure sides, and to the very different amplitude and timing of
the fluctuations in the two series, created serious problems for short-term
economic management.

These difficulties were compounded by the relative inflexibility of
domestic non-bank and external financing sources. Consequently, the
deficits were largely accommodated by the domestic banking system.
Between 1975 and 1981 the overall deficit averaged nearly 23 percent and
its financing from the banking system about 14 percent of GDP. As a
result, liquidity expanded and prices steadily rose.



48  Economic development and policymaking, 1973-87

The economy was dominated by the government’s activities, and by
public enterprises that were sheltered from competition

The government’s dominant presence in the economy hardly changed.
The World Bank (1983: ii) estimated that even by 1981, i.e. seven years
after the introduction of the infitah, the public sector accounted for 40
percent of total employment, 54 percent of value-added, over 60 percent
of total expenditure, and 70 percent of total investment.

In general, public enterprises suffered from over-staffing, poor techno-
logy, nonprofessional management, and were structured as monopolies
with no incentive to improve efficiency. Their deficits continued to be
financed from the budget or at low rates of interest from the public sector
banks. They also suffered little penalty if they did not repay their debts to
the banks or to other government entities (e.g. there were large arrears
from many public enterprises to the public authority for electricity) and
thus constituted a drag on the financial system.

There was little pressure to improve the efficiency with which capital
was used, particularly in the sectors in which public enterprises played
the major role

A study for the Ministry of Economy (1981: 18-19) estimated the incre-
mental capital:output ratio (ICOR) for manufacturing between 1974 and
1979 at 5.56; even after correcting for depreciation the figure would be
about 5.0. This is very high by international standards for manufacturing;
the study concluded that even after recognizing weaknesses in the data,
the low productivity of capital in Egyptian manufacturing was incontro-
vertible. For agriculture the ICOR was 3.96, for the commodity sectors as a
whole it was 4.75; again both were high by international standards."’

The economy was being managed by tools that did not respond quickly
to changing circumstances

1 Despite the preponderance of the public sector in the economy, fiscal
policy was not used actively as an instrument of stabilization policy.
For example, in attempting to control inflation the authorities relied
heavily on direct price controls, effected mainly through direct subsi-
dies and policies that regulated the prices of the output of public
enterprises. Fiscal developments consequently tended simply to
reflect other government policies (such as those relating to pricing,
employment, and investment), as well as exogenous factors (such as
international price movements and defence requirements).

2 Monetary policy was hamstrung by other factors. New issues of govern-
ment securities sold to commercial banks generally carried low rates
of interest and since the banks had the right to discount them with
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the Central Bank, they promptly did so. Therefore, the initial pur-
chases by the banks had only a momentary impact on their liquidity,
and the accumulation of government securities with the Central Bank
precluded the development of a secondary market and eliminated the
possibility of open-market operations.

3 The combination of fragmented exchange markets and the govern-
ment’s rigid pricing policy hampered the use of the exchange rate as
an instrument of policy. It was difficult to compute indices of real
effective exchange rates, and thus to judge competitiveness. The diffi-
culty arose because, in addition to the problems of selecting the
appropriate weight, one also had to choose between the three
exchange rates that existed for most of the period, none of which
might be the appropriate one for this purpose.

The rigid pricing structure also prevented a large proportion of com-
mercial transactions from responding quickly to changes in the exchange
rate. For example, most exchange transactions through the Central Bank
were insensitive to the exchange rate either because of the nature of the
related economic activity (e.g. Suez Canal dues) or because an exchange
rate change would not be directly reflected in domestic prices (this would
apply to commodities such as petroleum, cotton, rice, and imported food-
stuffs).

Transactions through the commercial banks were sensitive to the
exchange rate, as a change in the latter would normally be reflected in
domestic prices. But many of the transactions through the commercial
banks could be diverted to the own-exchange market, the amount of such
diversion depending on the exchange spread between the two markets.
Owing to this close interrelationship between the two markets, a failure to
adjust the commercial bank rate in line with the depreciating own-
exchange market rate reduced the inflow of foreign exchange into com-
mercial banks. Until the end of 1982, receipts from non-oil exports (other
than cotton and rice) had to be surrendered to the Central Bank of Egypt
at the commercial bank rate. When a large differential arose between the
commercial bank rate and the own-exchange market rate, this arrange-
ment discriminated in favor of import-competing activities and against
exports.

The framework for policy-making and economic management was not
congruent with the requirements of the new economic structure

The most important discrepancy applied to the system of economic plan-
ning. The strategy outlined in the plans from 1975 was intended to recog-
nize the new direction of economic policy, the infitah, by projecting
private investment at much higher levels than in previous plans. However,
such projections overlooked an important asymmetry in dealing with the
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private sector — the authorities could easily prevent the private sector from
doing something (by passing a law or by administratively denying it access
to some vital input), but it was much more difficult to make the private
sector do something. The authorities could only provide incentives, which
might or might not be sufficient to prompt the desired response. More-
over, the financial incentives offered might be swamped by more import-
ant disincentives, such as the fear of nationalization or confiscation of
assets.

To sum up, while according to the “open door” pronouncements the
economy was supposed to behave like a free market economy, govern-
ment interventions continued to create serious distortions. Moreover, the
tools for managing a liberal economy were missing or their functioning
only imperfectly comprehended.

While some of these shortcomings might be shrugged off as mere tech-
nical matters that would be corrected as more experience was gained, the
basic weakness in policy guidance came from a lack of clarity about the
direction that the economy should take. The government went far towards
accepting this as a source of confusion; the prologue to the 1978-82 Plan
expressed the dilemma very forcefully:

More and more young people and workers perceive the contradic-
tions of a socialist society which thinks with a capitalist mind, which
takes from socialism and communism the concepts of public owner-
ship, dominance of the public sector, guaranteed employment, educa-
tion, services and social security, but neglects to take firm
enforcement of civil authority or condemnation of the carelessness
which decreases productivity. Similarly, the government has taken
from capitalism the features of consumption and interclass mobility,
the concept of the importance of the individual and of historical tra-
dition. But it has not adopted from the capitalist system the stringency
of market competition or the responsibility of the firm for quality
control, upon which depends the success or failure of the firm.

The end result is a society lacking discipline or supervision, distrib-
ution without production, promises without obligations, freedom
without responsibility.'

The authorities’ response to the resource pressures and structural rigidities
emphasized gradualism. In part, this arose from a concern about the
strains that too rapid a change in the economic structure would impose on
the social fabric; the lessons of the 1977 budget measures and the sub-
sequent riots were only too deeply etched into the psyches of the policy-
makers. Cabinet discussions on reducing subsidies or otherwise adjusting
prices towards market levels were invariably dominated by concerns about
the effects of such measures on the country’s internal stability. And it did
not seem to matter much which subsidies were under review (even ciga-
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rettes were subsidized). Whenever the rationalization of subsidies came
before Cabinet, “Up would go the Minister of Interior’s hand and he
would insist that he could not be responsible for the security situation in
such circumstances,” said Ali Lotfi, a former Finance and Prime Minister."

In part, however, it was made possible by Egypt’s relationship with the
major Western powers. This relationship had two results. First, it gave
Egypt access to large amounts of financial resources that were to be repaid
in a political, and not economic, coin. The political nature of the aid rela-
tionship was stressed by several writers. Thus, for example, after detailing
the amounts of US aid and investment, Dessouki (1996: 164-6) concluded
that “These amounts cannot be justified in economic terms alone.” He
quoted a report of the US General Accounting Office submitted to the
Congress in 1989 that stated bluntly, “If aid to Egypt were considered
purely on economic or developmental grounds, Egypt would have
received annual obligations of not more than $100-200 million.”"* At the
time, US aid to Egypt amounted annually to $815 million in economic
and $1.3 billion in military assistance. Very substantial amounts of assis-
tance were also offered by Japan, the European Union, individual Euro-
pean countries, and, of course, Arab countries and institutions. This large
volume of soft money could have been used to cushion the more painful
aspects of structural reform and thus made such reform more palatable,
but apparently the necessity of economic restructuring did not bulk large
in the thinking of either the Egyptian authorities or the donors. The latter
called for reform, but continued to support unreformed policies and
showed little urgency to repair this incongruity. In this sense, the leading
aid donors must be seen as contributors to the slow pace of structural
reform.

Second, the political relationship gave Egypt the opportunity to “play
the American card” in its dealings with other donors. This was especially
effective with the IMF and the World Bank, in which the United States was
the principal shareholder. Several examples of Egypt’s co-opting the
United States to pressure the Fund are documented by Richards (1991)
and in various issues of the Middle East Economic Digest."” Another good
example is furnished by the experience of the Consultative Group for
1979. In September 1979 it appeared that the World Bank was reluctant to
hold a meeting of the Consultative Group for Egypt. Dr Hamed El Sayeh
(the Minister of Economy and International Cooperation) asked the
United States ambassador to have Robert Strauss (at the time President
Carter’s special representative for the Middle East) call on the World
Bank’s President, Robert McNamara, and prevail on him to hold a
meeting of the Consultative Group within that calendar year. The Minister
argued that meetings of the Group had been held in 1977 and 1978. Not
holding one in 1979, after President Sadat had visited Jerusalem and
thereby incurred the hostility of the Arab countries, would send an unfor-
tunate political signal, namely, that the West also had abandoned Egypt.



52 Economic development and policymaking, 1973-87

In the event, intervention by Robert Strauss proved unnecessary; an assis-
tant Secretary of State telephoned McNamara and was assured that a
meeting of the Consultative Group would take place before the end of the
year. The meeting was held in Aswan on December 20th.

Commentators generally blamed tardy policy response and lack of an
effective champion (whether individual or group) for the lackluster
performance of the economy. The structure and dynamics of economic
decision-making thus came in for a considerable amount of discussion.
Some writers — for example, Cooper (1982), Richards (1984) — pointed to
features embedded in Egypt’s political and economic system that stood in
the way of major policy changes. Richards argued that:

It is increasingly clear why the state persists with its current set of inef-
ficient and inequitable policies, and why it can get away with it: The
class structure engenders policy stasis, while international rents
permit the state to avoid the balance of payments crises and other
pressures for change which would otherwise result from such inac-
tion.

He identified the class that most stood in the way of change as being com-
posed of the old elites who had intermingled with the upper layers of the
technocracy. The rents that had rescued Egypt from the worst pressures of
economic problems were: (1) oil rents, either directly in the form of
petroleum exports, or indirectly as worker remittances and Suez Canal
revenues; and (2) locational rents, in the form of tourist receipts or as
international aid provided to Egypt because of its strategic location.

Other commentators elaborated this basic argument, sometimes with
additional distinctions. Weiss and Wurzel (1998: 169) charged that the
ruling elite was not unambiguously supportive of economic reform,
because basic changes in the economy would require greater political lib-
eralization than those in power were prepared to concede. Therefore,
they argued, “There [was] no broad political coalition in favor of reform
and international competitiveness,” and that Egypt’s political and adminis-
trative culture remained dominated by a pattern of “neo-pharaonic
control.”

Mason (1984: 10-11) contended that the most important factor affect-
ing the economic growth of Egypt was the position that the goal of devel-
opment actually occupied in the priorities of the policymakers. He
pointed out that Korea and Egypt were two countries with, in 1979, similar
size of population, endowment of arable land, structure of production,
and authoritarian nature of government, but had had very contrasting
experience of economic growth since the 1960s. Mason highlighted the
reason as being differences in the objectives of the two governments. In
Korea, the primary purpose of government was to facilitate economic
growth; he quoted President Park, who initiated Korea’s development
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drive: “In human life, economics precedes politics or culture.” In Mason’s
view, the primary objective of the Egyptian government was not economic
development. President Nasser’s purpose in his early years was to lead the
Arab world; President Sadat’s primary attention was devoted to foreign
affairs and security. This led to very different results in the conduct of
policy in the two countries. In economic policy, Egypt was inward-looking,
while the primary political objectives of government concerned the
outside world. In Korea, economic policy was outward-looking, while its
primary political concern was with internal development.

Hansen (1991: 250-4) argued that the authorities relied on an implicit
social compact between the government and the populace, with “the latter
offering acquiescence and surrender of political rights in return for la
dolce vita.” Comparing the impact of exogenous factors on the Egyptian
economy and of the country’s own policies, he concluded that “Egypt’s
main enemy has been Egypt.”

Holt and Roe (1993: 216-21) assigned the main responsibility for hesi-
tant economic policymaking to the governments’ lack of political legiti-
macy. Not having a popular mandate, Egyptian regimes were disinclined
to call for sacrifices that might benefit the country in the long run. Gov-
ernments therefore lacked the will to act decisively. Holt and Roe argued
further that the Egyptian government consisted of a set of powerful min-
istries, each of which had strong vested interests that would be hurt by one
or other element of a comprehensive reform package. Any general reform
package would face the opposition of a sufficient number of powerful
ministries to frustrate action. Governments thus lacked the capacity to act
expeditiously.

No doubt such structural tensions played an important role, but equally
critical was the environment in which policies were made. A major factor
responsible for the cautious and hesitant policymaking was the rapid
turnover of ministers in the economic team. The following incident might
illustrate the problem. In early 1981 the Deputy Prime Minister for Eco-
nomic Affairs, Dr Abdel Meguid, tabled at a Cabinet meeting a wide range
of issues, including the exchange rate, subsidies, the restructuring of loss-
making public enterprises, and the introduction of competition into the
banking sector. This meeting came after a long process of consultation,
and he appeared optimistic of getting support from his colleagues for
action in these areas. However, after the meeting he told me that the
Cabinet had not managed to reach any decisions. “It was the usual thing,”
he said, “everyone wanted to go to heaven, but no one was prepared to
die.” After a pause he added, “I suppose the most sobering thought for
any politician is that ke should die, and that because of this his successor
should be able to go to heaven.”

And therein lay the rub. Ministers were prepared to support measures
that created austerity only if they could be certain of still being in office
when the benefits of these policies arrived. But no one could guarantee
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that this would be the case. One can hardly blame ministers for wanting to
avoid certain and immediate criticism for the sake of some uncertain felic-
ity in the future when the evidence pointed to a rather short ministerial
shelf life. Between 1973 and 1980 there were seven changes of Finance
Ministers, seven of Planning Ministers, five of Ministers of Economy, and
four of Ministers of International Trade.'® This mortality rate did nothing
to encourage ministers to take the long view. As a former Minister of
Economy remarked: “[Ministers] do not necessarily support reform; they
just want the results of reform.”

Perhaps the ministers’ fears of acting on sensitive subjects, such as the
cost of living subsidies and the exchange rate, were not without founda-
tion. In a classic examination of 24 devaluations between 1953 and 1966,
Cooper (1971: 28-9) found that in about 30 percent of the cases the
government fell within one year, compared with only 14 percent in a
random control group of similar countries that did not devalue. There
were also some important near misses, where the government came under
intense criticism for its decision to devalue, but survived for more than a
year. Ministers of Finance did much worse: nearly 60 percent of them lost
their jobs in the year following devaluation, compared with 18 percent in
the control group.

Some observers, for example Weiss (1993), attributed the hesitancy of
Egyptian policymaking to institutional tensions that they saw as inherent
in the political structure. “Any successes are the President’s. Mistakes are
the Prime Minister’s.” In Weiss’s view, the President would be reluctant to
see an overly successful Prime Minister in case the latter developed into a
potential rival. Inertia in policymaking was guaranteed by the dilemma
that:

On the one hand, the President would be more than reluctant to see
an effective reform structure become established in the Prime Minis-
ter’s office [for fear that it would become too successful]. On the
other hand, the President himself would not assume this task [for fear
that it would fail]."”

It should be noted that Weiss made these remarks on the turnover of min-
isters and on the institutional tensions between the Presidency and the
Prime Minister in the context of President Sadat’s governments. Under
President Hosni Mubarak the incumbency of ministers became much
more stable.

External debt-based growth, 1982-87

The story of macroeconomic performance in 1982-87 is largely that of a
sharp drop in oil prices and of the authorities’ attempts to continue rapid
GDP growth in the face of falling oil revenues. Oil exports had come to
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account for a very substantial weight in the Egyptian economy, affecting
not only foreign exchange earnings and the domestic budget, but also
contributing in substantial measure to the GDP and its constituents."
Fluctuations in earnings from oil, therefore, created instability in several
key economic variables.

Petroleum export prices plummeted from an average of $33.60 per
barrel (weighted according to the prices received and the shares con-
tributed by each oilfield in exports) in 1981 to $14.29 per barrel in 1987;
in real terms the decrease of course was even worse. The collapse in rev-
enues from petroleum resulted in the share of oil in GDP rapidly dwin-
dling from 16.6 percent in 1981 to 5.4 percent in 1987, in exports from 74
percent to 37 percent, and in government revenues from over 20 percent
to 9 percent. The fall in oil prices caused Egypt’s terms of trade to deterio-
rate by nearly 40 percent between 1982 and 1987; the World Bank esti-
mated the income effect of this deterioration at 11 percent of GDP and
39 percent of exports. Egypt’s total foreign exchange earnings in 1987
were 2 percent lower than in 1981 expressed in current dollars and nearly
12 percent lower expressed in real import capacity.

This rapid contraction in resources called for an equally swift policy
response to mobilize alternative sources of finance to maintain the desired
level of investment. However, the economy was not sufficiently flexible to
generate a due measure of additional savings (e.g. from more exports),
nor did policies try to increase productivity so as to generate the same rate
of GDP growth from a lower level of investment. The government, never-
theless, continued to maintain expansionary economic policies.

The incentive system continued to discriminate against exports.
Between 1982 and 1987, the real effective exchange rate appreciated by 32
percent."” This was over and above the nearly 28 percent appreciation
already registered between 1970 and 1982 and resulted from the opera-
tion of the “Big Five” discussed earlier. As a result, Egyptian non-oil
exports were severely discouraged. The disincentive was heightened by the
tariff structure and the domestic price control and tax systems, which
favored domestic sales over exports. As if that were not enough, the World
Bank lamented that export-oriented firms had to navigate through numer-
ous administrative encumbrances, complicated duty drawback schemes,
bank guarantees, travel allowances, export credit insurance, and proce-
dures for transfer of export proceeds.

The overvalued exchange rate made capital artificially cheaper and
increased the bias towards capital-intensive projects. The increasing
capital intensity of projects is illustrated by the worsening of the economy-
wide incremental capital:output ratio (ICOR) from 2.5 in 1976-81 to 6.5
in 1984-88. This also suggests substantial inefficiency of investment, as this
rapidly increasing capital:output ratio was not commensurate with the rate
of GDP growth. The seriously overvalued exchange rate, the system of
tight import controls, the extremely low domestic energy prices, the low
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interest rates, and the tight import controls delivered price signals that
did not reflect the country’s comparative advantage. The result was subop-
timal investment allocations, which stressed capital- and energy-intensive
projects, while neglecting labor-intensive investments in agriculture and in
the processing of domestic raw materials.

The GDP continued to grow at an average annual rate of about 6
percent in 1982-85, but investment was increasingly financed by external
borrowing, both long- and short-term. With interest payments on external
debt tripling between 1982 and 1987 and declining worker remittances,
net factor service incomes turned negative in 1986, bringing the current
account deficit to a peak of more than (minus) 15 percent of GDP. Even
with official capital grants averaging nearly $1.2 billion and an increase in
special cash grants from the United States, the financing gap became too
large for Egypt to maintain its debtservicing obligations. In 1984-87,
arrears increased by an average of $1.7 billion a year. Total debt outstand-
ing exceeded $40 billion by June 1987, equivalent to 112 percent of GDP.
This last figure is calculated using the official exchange rate; it works out
at about 184 percent if calculated at the prevailing free market rate, which
would have made Egypt the most heavily indebted major debtor country
in the world.?’ The total debt service due continued to mount, and in
1986 reached 114 percent of current account receipts and over 7 percent
of GDP. Egypt was in no position to pay these amounts and its foreign
debt arrears increased further. By June 1986, arrears had risen to $4.3
billion, of which 47 percent represented interest payments. The situation
was only brought under control, temporarily, by a Paris Club rescheduling
in May 1987.



3 Economic development and
policymaking, 1987-2000

The period started with a crisis and was punctuated by financial difficulties
that were only resolved through extensive debt forgiveness and rearrange-
ment. These years were also notable for the implementation of a major
stabilization program and for a start on some important aspects of struc-
tural reform.

Egypt’s debt crisis of 1987 was not caused by a sudden or unexpected
shock. There was not the sudden collapse of a fault line; rather, the cumu-
lative effects of the heavy external borrowing that the country had
engaged in since 1975 began to dominate the economic landscape. The
approach of a climacteric had been recognized for some time — a multina-
tional bank monitoring the Egyptian economy described the event as “one
of the slowest train wrecks in history.” The crisis resulted from a loss of
confidence on the part of Egypt’s creditors and the inadequate growth of
the country’s foreign exchange earnings. Non-oil exports did not increase
sufficiently to compensate for falling oil revenues, and this set in motion a
relentless increase in indebtedness and debt service obligations. Foreign
creditors lost confidence and cut back new commitments, particularly of
supplier credits.

Egypt found itself in a debt trap in which capital inflows were increas-
ingly consumed by debt servicing. In 1979, nearly 40 percent of gross dis-
bursement of foreign civilian loans and credits was used to finance new
investments, while about 60 percent went to service the foreign debt
(interest and amortization). With gross disbursements declining and debt
service payments increasing sharply, in 1982 virtually all new borrowing
was used to finance the debt service. By 1987, the gross inflow of new
loans had declined to nearly half its peak five years earlier, and covered
less than half the debt service actually paid, which in turn was less than
two-thirds of the debt service payments falling due. Large arrears accumu-
lated and shut Egypt out of international capital markets.

Under the auspices of the Paris Club, in May 1987 Egypt and the major
bilateral donor countries reached a rescheduling agreement. Total arrears
of $6.9 billion outstanding at that time were rescheduled, plus all interest
and amortization payments (amounting to $4.4 billion) on medium- and
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long-term loans falling due until June 30, 1988. These debts were resched-
uled over ten years, including a five-year grace period.

The agreement only palliated the problem, rather than resolve it. Even
the partial debt service paid amounted to 36 percent of current account
receipts — well beyond the ratio of 25 percent after which the World Bank
normally becomes concerned about a country’s creditworthiness. Some
calculations by the World Bank indicated that even after excluding future
financing needs, the debt stock at the end of June 1988 would have
required debt service payments of almost $5.6 billion annually in 1989-92.
Including projected financing needs, these payments were likely to rise to
$9 billion, corresponding to nearly 45 percent of Egypt’s projected export
earnings in 1995, when the rescheduling period ended.

The main cause of rising external debt was the expansionary policy,
exemplified by high budget deficits and a relaxed monetary stance. The
consolidated budget deficit of the government, excluding debt and amor-
tization, reached 23 percent of GDP in 1986. These deficits were caused
primarily by declining revenues, which fell from 40 percent of GDP in
1982 to 24 percent in 1988. About half the decline was directly attribut-
able to oil revenues (including tax and transferred profits), which
dropped from 7.9 percent of GDP in 1982 to 2.5 percent in 1987.

The authorities tried to limit the deficit by cutting expenditures,
particularly on explicit subsidies, which at the end of this period
accounted for a little over 5 percent of GDP, compared with more than 13
percent only five years earlier. However, the implicit subsidies, especially
the very low retail prices for energy and power in the domestic market and
the overvalued exchange rate used to import most basic foodstuffs, must
be added to the explicit ones. Both these implicit subsidies represented
revenues forgone by the government and together they accounted for
nearly 15 percent of GDP.! Thus the total subsidy burden remained large,
and during this sub-period the government spent about as much on subsi-
dies as on investments. Unfortunately, the bulk of these subsidies did not
benefit the poorest strata of society. The World Bank estimated that only
about 17 percent of the flow of subsidies benefited the poorest 20 percent
of the population; in 1988, nearly one-fourth of the subsidies, principally
the implicit, went to the richest 20 percent of the population.

Interest rates (both lending and deposit) were kept low and remained
mostly negative in real terms for the entire sub-period. Low interest rates
discouraged enterprises from self-financing and thus lowered business
savings. A World Bank study concluded that a major factor in the financial
difficulties experienced by Egyptian public enterprises was the inappropri-
ate financial base caused by high debt:equity ratios — a consequence of
making debt artificially cheap. Even more harmful were the low deposit
rates which depressed domestic savings, especially workers’ remittances. A
further drawback to mobilizing resources was the relatively free system of
capital transfers, which encouraged Egyptians to hold deposits in foreign
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currency. Holders of foreign currency accounts could expect a return
equivalent to the international rate of interest plus a margin for the
expected depreciation of the Egyptian pound. Given the wide difference
between domestic and international interest rates, the incentive to hold
foreign currency accounts was very strong.

Low interest rates and high budget deficits contributed to the expan-
sionary credit and monetary policies during these years. The large budget
deficits also led to the crowding out of credit to the private sector, ham-
pering overall economic growth. The method of financing the deficits,
with nearly half the amounts being provided by the domestic banking
system, fuelled the excessive expansion of liquidity. Between 1982 and
1986 the money supply expanded on average in excess of 22 percent per
annum while nominal GDP increased by only 16 percent. Despite exten-
sive price controls, which implied fixed prices for staple products and cost-
plus pricing for most public manufacturing goods and services, the
consumer and wholesale price indexes both rose sharply after 1982;
annual increases in the index of consumer prices for the urban popu-
lation consistently remained above 16 percent. Even these figures
represented a significant underestimate, both because of the methodology
of the index’s construction and of the growing importance in consump-
tion of the free market in which prices were substantially higher than in
the official.

Developments in the main causal factors determining the behavior of
private sector liquidity can be seen from changes in reserve money (cur-
rency in circulation and Egyptian pound bank reserves) of the Central
Bank and the money multiplier (the multiple between the Egyptian
pound component of private sector liquidity and reserve money). The
major factor determining reserve money was Central Bank financing of
the fiscal deficit. In response to the increasing budget deficits, reserve
money increased from about 3 percent of GDP in 1981 to 5.8 percent in
1986, and the money multiplier moved up from about 1.22 in June 1980
to 1.44 in February 1986. The IMF attributed the upward trend in the
money multiplier to the decline in the currency:deposit ratio from 1.44 in
June 1980 to 0.74 in February 1986, with variations about the trend deter-
mined by developments in the ratio of bank reserves to deposits.

Policy adjustment during the earlier part of the period (1987-91) was
hesitant and piecemeal. Critics cast doubts on Egypt’s commitment to
reform, with Richards (1991: 1727) particularly scathing on Egypt’s nego-
tiating tactics with international agencies:

Several tactics supported this strategy [of dilatory reform]. One tactic
was to promise much and to deliver little: The GOE constantly pro-
claimed “bold new reforms” throughout the economy, it actually did
little in comparison with the IMF’s recommendations and even less in
comparison with the magnitude of the economic problems facing the
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country in the 1990s. Negotiating tactics included “numbers games,”
“smokescreens,” and “musical ministers.” Calculations of inflation
rates, the GDP, and government revenues and spending can be dis-
torted, concealed, and simply falsified.... The government created
interministerial committees with overlapping jurisdictions to confuse
outsiders — no one knew who was really in charge (if, indeed, anyone
was). ... Finally, World Bank and IMF teams often met with the GOE
negotiating team composed of four or five ministers, all of whom dis-
agreed with each other; the composition of the team changed from
day-to-day, as “important business” took one member away, leading to
his temporary replacement with someone else. Such tactics helped to
postpone a break with the IMF, buying time for Mr Mubarak to per-
suade Mr Bush to call Mr Camdessus [the Managing Director of the
IMF].

Richards clearly expected this state of affairs to continue long into the
future. He likened Egypt’s acting on economic reform to the final scene
from Samuel Beckett’s Waiting for Godot, where the characters must resign
themselves to accepting that they face a wait of an unknown, and possibly
indefinite, duration.

In view of what happened with later rounds of reforms, this judgment
may have been a little hasty. At the time of the 1987 negotiations, the
demons of the 1977 bread riots had not yet been exorcized; policymakers
were uncertain of the public’s reaction to the reforms proposed by the
multilateral agencies, and felt compelled to proceed with caution. This
better explains the drawn-out negotiations and the delaying tactics that
were bound to frustrate the no doubt well-intentioned urgings of inter-
national institutions and to drive to distraction equally well-meaning
commentators. Indeed, at the end of a lengthy report on the negotiations,
a representative of the international financial institutions wrote that the
most suitable encapsulation of their feelings during the process was pro-
vided by some lines of Rudyard Kipling in The Naulakha, to the effect that
their epitaphs would describe them as fools who tried to hurry the East.

After 1987 the shortfall in resources began to take its toll on the GDP
growth rate, which began to slow steadily; by 1991 real growth had
dropped to 3.7 percent. The rising budget deficits, the accumulating debt,
and the rising debt service were exacerbated by the Gulf crisis of 1990.
Estimates of the direct economic loss to Egypt of that crisis ranged from
$2.5 billion upwards.

The situation was unsustainable. By 1991 the budget deficit had
reached 15.3 percent of GDP; the money supply had increased in one year
by 27.5 percent, and inflation was running at an annual rate of 14.7
percent. Confidence in the domestic currency was ebbing; the “dollariza-
tion ratio” (the share of total liquidity accounted for by foreign currency
deposits) increased to nearly 50 percent. The external picture was equally
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difficult: balance of payments deficits continued; foreign exchange
reserves had dropped to $3.9 billion (providing cover for only 3% months
of foreign exchange payments); external debt in that year reached $31.1
billion, or 28 percent of GDP;? more pertinently, the ratio of debt servic-
ing to foreign exchange earnings climbed to nearly 55 percent. This
amount could not be paid without substantially cutting imports, with
severe consequences for production, investment, and per capita consump-
tion. Accumulated debt service not paid in 1991 amounted to $3,855
million, about 10 percent of GDP. With arrears again mounting rapidly,
Egypt’s creditworthiness suffered further blows.

At this time the authorities made a determined bid to rectify the situ-
ation. Egypt entered into negotiations with the International Monetary
Fund and the World Bank. The Egyptian negotiating team (Kemal El Gan-
zoury, Atef Ebeid, Mohammed Ahmed El Razaz, Salah Hamed, Youssef
Boutros Ghali) was technically strong and politically adept, and had the
firm backing of the President and the Prime Minister. The negotiations
were prolonged, but it was evident that the government was serious about
trying to break the cycle of continuing crises. According to Youssef
Boutros-Ghali (who was responsible for much of the technical work on the
Egyptian side), the overriding instruction from President Hosni Mubarak
to the team was to reach an agreement that would quickly trigger the debt
relief arrangements offered by the Paris Club.” The Bank and the Fund
were equally serious about supporting a program that would deal not only
with the immediate difficulties, but would also create a basis for sustained
growth. Fortuitously, Egypt’s role in the Gulf war had inclined the major
donors to look favorably on attempts to resuscitate the economy. They not
only seconded the efforts of the international organizations, but also
undertook bilateral actions, especially in the form of write-offs and
reschedulings of Egypt’s external debt.

The Bank and the Fund were concerned with two overarching aspects
of Egypt’s economic problems. The first was the immediate issue of stabi-
lizing the economy and bringing into balance the main macroeconomic
indicators. Second, structural reforms had to be undertaken that would
minimize rigidities and free up the economy. In order to do this, the
authorities would have to commit to visible actions demonstrating their
determination to move towards a market economy. Only this would dissi-
pate the ambiguity engendered by what the 1978-82 Plan had labeled “a
socialist society that thinks with a capitalist mind.”

The core of the discussions between the Bank/Fund and the Egyptian
authorities comprised four strategic issues.

The first was the sequencing of reforms. A consensus was reached that
stabilization would be coupled with a clear signal that the private sector
would increasingly be provided a level field on which to compete with the
public sector. Therefore, in addition to the usual measures associated with
stabilization, a simultaneous move towards privatizing public enterprises,
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especially those in the areas of production, distribution, and services
would be made. The privatization measures were to exclude the “Eco-
nomic Authorities” (such as the Suez Canal, the General Authority for
Supply Commodities, etc.) from their ambit. It was hoped that the com-
mencement of privatization in a vigorous manner would clearly signal that
Egypt was looking to the private sector as the future engine of growth,
while the preservation of Economic Authorities in the public sector would
reassure the public that the country’s key assets would not be turned into
private monopolies.

The second issue was the speed of the transition, sometimes expressed
as a “big bang” versus gradualism. Several voices in the Bank and the Fund
argued for shock therapy on the grounds that this was more likely to
commit Egypt to a durable acquiescence in the new strategy. However,
given the previous experience with the country, this was surely an unrealis-
tic expectation; “make haste slowly” was the best that could be expected.
The only area in which a big bang, in the sense of an abrupt and drastic
change, might have been felt was budgetary expenditure on government
investment, which in fact imploded from about 11.5 percent of GDP to 5.4
percent in the space of four years. But perhaps this should more properly
be called a “big whimper.”

The third issue concerned the reform of the banking and financial
sector. The outcome of this particular discussion remained muddled. The
Bank and the Fund pushed for the early privatization of at least one of the
public sector banks, and provided the authorities with some very detailed
analyses of the financial sector to justify their concerns and to facilitate
the formulation of the authorities’ policies. In the event, the government
moved to gradually privatize only the joint venture banks. It was con-
sidered too sensitive to act on the major commercial banks, which even in
2000 remained wholly in the public domain.

The fourth major issue that had to be tackled was a realistic alignment
of the exchange rate. For at least a decade and a half the authorities had
resisted a meaningful devaluation of the exchange rate. The authorities
offered various objections to devaluation, prime among which were the
following:

¢ Devaluation would be inflationary. Devaluation would increase the
cost of imported food, and thus require further budgetary allocations
for subsidies (which had already reached 19 percent of total current
expenditure in 1991). Moreover, public enterprise pricing was not on
a cost-plus basis, so increases in the domestic prices of imported raw
materials would decrease profits or increase losses. Devaluation would
also require the government to generate more local currency to
service the external debt. The foregoing outcomes would all increase
the budget deficit. Egypt was already mobilizing a high level of
resources through taxation; thus the increased budget deficits



Economic development and policymaking, 1987-2000 63

might have to be financed through increased seigniorage and the
inflation tax.

¢ Devaluation would lower future growth by increasing the price of
investment, and would thus make it more difficult to meet the social
and political targets for employment.

¢ The structure of Egypt’s production was dominated by items for which
world demand was not growing, while the country’s consumption
pattern was heavily weighted by necessities. Thus the elasticity of foreign
demand for Egypt’s exports, and Egypt’s demand for imports were both
low; hence, devaluation would neither increase exports nor reduce
imports sufficiently to materially improve the balance of payments.

e A variant of the foregoing “elasticity pessimism” argument was that
devaluation would not work because the pervasive system of controls
and institutional impediments would weaken the supply response.
According to this argument, devaluation was likely to succeed only if it
formed part of a comprehensive package that liberalized large parts of
the economy simultaneously with the exchange rate depreciation. But
such a package was likely to require draconian measures and to carry
too many politically unpalatable side-effects to be acceptable.

The foregoing points dominated the technical exchanges between Egypt
and the international agencies. However, behind the technical facade,
there lingered a memory from 1977 of the political consequences of
pushing reform at too rapid a pace.

Egypt’s experience under the program of stabilization and structural
reform will now be examined in more detail.

The stabilization program

The Egyptian authorities concluded a standby agreement with the IMF in
May 1991 and a program with the World Bank in November 1991. This
arrangement, the Economic Reform and Structural Adjustment Program
(ERSAP), aimed at stabilizing the economy and starting structural reform.

The program aimed at both the external accounts and the budgetary
deficit, focusing especially on the links between the two. It sought to stabi-
lize the external accounts by correcting and unifying the exchange rate.
This, in turn, would help the budget by valuing imports at higher prices in
terms of Egyptian currency and consequently increasing the revenues
from import duties; in a like manner the measure increased the contribu-
tion of earnings from the Suez Canal. Again, cutting government expendi-
tures would not only reduce the budget deficit, but would also reduce the
demand for imports and thus move the external position closer into
balance. The debt relief package would similarly ameliorate both external
and internal balances, by reducing the foreign exchange requirements as
well as the budgetary appropriations for debt servicing.
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The correction of the fiscal imbalance employed all the standard tools
of adjustment. The policy package comprised (1) demand management
measures, including fiscal policies (such as widening the sales tax and
reducing government investment expenditures), monetary policies (such
as raising nominal interest rates to over 20 percent so as to make them
positive in real terms); (2) expenditure switching measures, accomplished
chiefly through exchange rate changes, which encouraged expenditures
to be redirected from external to domestic markets; (3) financing meas-
ures, effected by creating a large differential between Egyptian interest
rates and those available on US Treasury bills and Euromarket instru-
ments, so as to attract higher capital inflows; and (4) structural measures
that would stimulate improvements in productivity.

The last were particularly important if the package was not to turn into
just another temporary analgesic. Extended discussions between the
Egyptian authorities and the international financial institutions had
created a consensus that Egypt’s future lay in a competitive, market
economy that was integrated into the global economic system.

A primary condition for the successful creation of a market-based
economy was to give a clear signal that the private sector would hence-
forth be the leading sector. The duties of the public sector in the
economy would be more clearly laid out — the Economic Authorities
would continue to play a key role but, generally speaking, in matters of
industry and services the public sector would no longer occupy a privi-
leged position. The logical concomitant of this strategy was a decision to
privatize most of the public sector enterprises engaged in industry and
services, including financial services. Such a measure would at once give
the apposite signal, transfer assets to the private sector where they were
likely to be used more efficiently, and raise additional resources for the
budget.

It was recognized that in the near-term these measures could have a
negative impact on some groups; for example, a part of the labor force in
public enterprises that were privatized would likely be made redundant. A
Social Fund for Development was therefore set up to provide resources for
retraining labor, for constructing public works with labor-intensive
methods, and for extending credit to microenterprises. This would
expand job opportunities and mitigate some of the negative impact of the
reforms.

Action on the exchange rate involved unifying the multiple rates that
existed in early 1991 and later adjusting them to correspond closer to
market realities. The authorities, in fact, replaced the multiple rates into a
dual exchange rate system before the agreement with the IMF. The new
system became effective from February 27, 1991 and involved a devalu-
ation of about 25 percent. Full unification of the exchange rate arrived on
October 8, 1991; at that time the Egyptian pound was pegged to the US
dollar.
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The government also liberalized interest rates, effective from January 3,
1991. Initially, there was a minimum charge of 12 percent per annum on
three-month deposits; this was dropped from 1993. In view of the tight
monetary policy followed by the Central Bank of Egypt, the rate on three-
month pound deposits climbed from an annualized 8.5 percent at the end
of December 1990 to 17.2 percent at the end of January 1992. According
to Abdel-Khalek (1998: 45), when compared with the London Inter-Bank
Offered Rate (LIBOR), the interest differential jumped from 0.59 per-
centage points at the end of December 1990 to 13.02 points at the end of
January 1992; the World Bank reported that compared with the yield on
90-day Certificates of Deposit in the USA, the differential was nearly 15
percentage points.

Experience under the stabilization program (1992-97)

The key imbalance in the economy was the budget deficit, which in the
decade 1981-90 had averaged nearly 18 percent of GDP at current market
prices. The dangers of excessive fiscal deficits were frequently raised in the
negotiations between the Fund, the Bank, and the Egyptian government.
The discussions ranged over several points, but the following tended to
recur, and helped to shape the stabilization program.

1 Egypt had to face the issue of sustainability, i.e. how long could these
deficits be financed? Deficits can be financed by printing money or by
borrowing, domestically or internationally. In the view of the inter-
national agencies, Egypt had already used each of these methods to the
point of a potential crisis. By printing money in excess of the demand
for it generated by the growth of real GDP, the government had been
levying an inflation tax on the populace. But the revenue from this tax
is subject to a maximum set by the rate of inflation that the population
considers “acceptable.” The inflation tax is discussed further in the
chapter on public finance, which shows that the rate of the inflation tax
had reached over 10 percent of GDP in some years, and was well above
the average rate in developed and in most developing countries. Bor-
rowing from abroad had already created a crisis in Egypt’s ability to
service the debt; arrears had accumulated and Egypt had lost access to
private capital markets. Debt rearrangements in 1987 had bought the
country some time, but did not offer a long-term solution.

Moreover, Domar (1944) has shown that financing fiscal deficits by
borrowing is unsustainable if the interest rate exceeds the growth rate
of the GDP. In such cases, any primary deficits (the budget deficit
excluding interest payments) net of the inflation tax would lead to an
explosive ratio of debt to GDP. Egypt would then have to default on
the debt, either explicitly, or implicitly through monetization and
inflation.



66 Lconomic development and policymaking, 1987-2000

2 Even if high fiscal deficits could be sustained, they would not be
optimal for Egypt’s development because they crowded out private
investment. If private investment were crowded out by public con-
sumption, the growth rate of GDP would directly be reduced.
However, even if it were crowded out by public investment, the Bank
and the Fund maintained that there would be a loss of growth
because extensive international experience had shown public invest-
ment to be less productive than private investment.

3 High fiscal deficits reduced the flexibility of policy. In particular, they
reduced the government’s ability to respond to exogenous shocks,
such as had occurred to Egypt with the fall in oil prices. And, of
course, budget deficits reduced public savings and thereby national
savings.

The authorities’ actions under the stabilization program concentrated
on the fiscal deficit, the exchange rate, and the interest rate. In the analy-
sis that follows, the pre-stabilization period has been taken to be from the
1987 debt rearrangement to 1992, the stabilization period from 1992 until
1997, i.e. after the completion of the 1991-96 debt rearrangements.

The key to the adjustment was a sharp reduction of the budget deficit,
from 15.3 percent of GDP at market prices in 1991 to 0.9 percent in 1997
(Figure 3.1). This reduction was achieved through both an increase in rev-
enues and a decrease in expenditures, the former accounting for about 35
percent of the adjustment and the latter for about 65 percent.

Revenues were spurred by the devaluation, which increased the valua-
tions of imports for duty purposes and also increased oil company profits
and Suez Canal dues in domestic currency. Subramanian (1997) est-
mated that in 1992-97 the latter increased by 2 percent of GDP and the
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former by 1 percent. In addition, the introduction of the sales tax in 1991
and the widening of its ambit during the period to 1997 contributed
another 1.4 percent. Budgetary expenditures were cut by 7.5 percent of
GDP between 1992 and 1997. The main items of reduced expenditures
were public investment, subsidies, and interest on foreign loans. The
items on which expenditures continued to rise were wages and salaries,
and interest on domestic borrowing.

The biggest reduction was borne by expenditure on government invest-
ment, which fell from 11.5 percent to 5.4 percent of GDP. This was in
keeping with the government’s strategy of relying increasingly on the
private sector for investment. The reasoning was that if the government
cut public investment, but at the same time permitted the private sector to
invest in areas (such as infrastructure) from which it had hitherto been
excluded, overall investment would not suffer. The government realized
that this strategy might offer hostages to fortune — public sector invest-
ment would definitely be cut, but the private sector might not respond
commensurately. Unfortunately, this is exactly what happened. Although
the private sector took up some opportunities in infrastructure, such as
Build-Own-Operate-Transfer (BOOT) projects in power generation, for a
variety of largely institutional reasons (discussed in Chapter 10), its
response remained muted.

Another important item of expenditure reduction was on subsidies,
which were cut from 5.2 to 1.6 percent of GDP, and were limited to four
items (compared with 18 items in 1980): bread, wheat flour, sugar, and
cooking oil. This was a more carefully prepared step than that of January
1977 that had led to widespread riots and forced the restoration of the
subsidies. Some studies — e.g. Ali and Adams (1996) — indicated that the
subsidies that remained were effective, in that they were “self-targeted”
towards the poor, and that eliminating them would significantly worsen
the distribution of income, especially in urban but also in rural areas.

The authorities also made some important changes to the fiscal and
monetary system. Zaki (2001: 1876) summarizes them as: (1) terminating
many policies (such as interest rate ceilings, compulsory credit allocations,
high liquidity ratios, etc.) that distorted capital markets; (2) strengthening
the financial system by recapitalizing public sector banks (at a cost of 5.5
percent of GDP), permitting more competition, and improving prudential
measures; and (3) developing a market for government securities (Treas-
ury bills) which not only created an important substitute for Treasury bor-
rowing from the Central Bank of Egypt, but also provided an additional
tool for monetary control by the Bank and allowed it scope for a more
active monetary policy.

Added to the deliberate acts of policy was another intervention ex
machina with fortunate consequences for both the budget and the balance
of payments. On May 25, 1991, Egypt concluded an agreement to reorga-
nize and reduce its debt to the 17 members of the Paris Club. Debt service



68 Economic development and policymaking, 1987-2000

obligations were locked in at a reduced level for the first three years, provid-
ing a minimum of 15 percent (net present value) relief. The full implemen-
tation of debtrestructuring/rescheduling had to achieve the equivalent of
50 percent reduction (net present value) of the entire schedule of debt
service payments on eligible debts. To achieve the full benefit of the agree-
ment, Egypt was required to have an agreed program with the IMF and to
keep closely to its IMF targets; to remain current during 1991-94 with
respect to payments due under the terms of the agreement; and to obtain
comparable terms of debt relief from non-Paris Club creditors.

Opverall, the 1991 Paris Club agreement involved a total of $19.6 billion,
excluding debt owed to the United States. There was also a very large can-
cellation of debt by Arab countries. At the beginning of the 1990s, Egypt’s
continued problems because of the debt overhang were intensified by the
cost associated with the military build-up and the war in the Gulf. In
October 1990, Kuwait, the United Arab Emirates, and Qatar forgave $2
billion, $255 million, and $121 million respectively. In December 1990,
the United States canceled military debt with a face value of US$7.1
billion; in December 1991, GODE and Saudi Arabia canceled $2.7 and
$1.1 billion, respectively.

The May 1991 Paris Club general agreement comprised an immediate
and a final debt reduction and reorganization. The benefits were substan-
tial. The first two stages, each comprising a reduction of 15 percent of the
net present value, were accomplished in July 1991 and October 1993
respectively; the third stage comprising a reduction of 20 percent was
completed in 1996. The debt arrangements involved a total reduction of
50 percent of the net present value of debt service payments on eligible
debt.

The scope of the debt relief was wide. The debt eligible for reschedul-
ing covered: (1) all concessional public and publicly guaranteed debt
owed to the participating Paris Club creditors contracted prior to October
31, 1986 and having an original maturity of more than one year; (2)
medium- and long-term commercial credit insured by the participating
creditor countries contracted prior to the same cut-off date; (3) noncon-
cessional medium and long-term bilateral debt owed to participating
countries; and (4) repayments due under the previously rescheduled debt
dated May 22, 1987. Overall, the 1991 Paris Club debt relief package
involved a total of $19.6 billion, and enabled Egypt to save an average of
over 2 percentage points of GDP a year in debt service payments from
1992-97 on debt owed to Paris Club creditors. Additional savings on the
servicing due to Arab countries and institutions and on US military debt
meant that the benefits from the debt rearrangement could be conserva-
tively put at about 4 percent of GDP annually in the 1992-97 period. The
impact of the debt reduction on Egypt’s external position was very consid-
erable: Subramanian (1997) estimated that the debt relief provided the
balance of payments with an improvement of $2.2 billion, and that it
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would have required a real exchange rate depreciation of 17 percent in
order to obtain an equivalent benefit.

Another important result of the improved fiscal position was lessened
reliance on seigniorage and the inflation tax.* Seigniorage in the pre- and
post-stabilization period averaged between 2.0 and 2.4 percent a year. This
is in line with the findings for other countries; Easterly and Schmidt-Hebel
(1994: 41-2) found that between 1970-88 seigniorage contributed on
average about 1 percent of GNP in the OECD countries, and just over 2
percent in developing countries, although for particular countries in spe-
cific periods it could be much higher. Seigniorage, of course, accounts for
a higher proportion of government current revenues than of GNP; in a
study of 26 developing countries, Fry (1997: 346-7) found that, on
average, a 1 percentage point increase in the revenue from this source in
relation to GNP corresponded to an increase of 8 percentage points in
seigniorage revenue in relation to government current revenues. Proceeds
from seigniorage made similarly important contributions to Egyptian rev-
enues (see Chapter 6). The yield from the inflation tax, i.e. the capital loss
suffered by holders of money as a result of inflation (the tax is calculated
as the inflation rate multiplied by reserve money as a share of GDP) fol-
lowed a similar downward path in the post-stabilization period, dropping
from an average of 3.8 percent of GDP in 1988-91 to 2.2 percent in
1992-97 (see Figure 3.2).

A major reason for the rapid growth of liquidity in the pre-stabilization
period was the easy monetary policy — the authorities automatically accom-
modated fiscal deficits. The squeeze on expenditures in the stabilization
period, and the sharp fall in the budget deficit, enabled the authorities to
tighten monetary policy. Consequently, the growth of liquidity in the
period 1992-97 was restrained to an average rate of 13.4 percent a year,
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compared with an average rate of 21.7 percent annually during 1988-91.
This led to a sharp fall in the inflation rate from 19.3 percent a year in
the pre-stabilization to 10.7 percent in the stabilization period (see
Figure 3.3).

These developments were reflected in a growing confidence in the cur-
rency, as evidenced by the fall in the dollarization ratio from over 50
percent to less than 20 percent (see Figure 3.4).

The increasing dollarization of the economy in the pre-stabilization
period carried significant costs. It conveyed an unfortunate signal to
potential foreign investors about the prospects of the economy by suggest-
ing that Egyptians were losing faith in their own currency. It reduced the
potency of monetary policy, because the Central Bank of Egypt’s control
of monetary aggregates was obviously more effective on the domestic
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component. And it reduced the government’s ability to raise resources
through seigniorage.

A major weapon in stabilization was the use of the exchange rate as a
nominal anchor. From early 1991 the Egyptian pound was effectively
pegged to the US dollar. The combination of an exchange rate peg, which
virtually eliminated exchange rate risk, and the high interest rate differen-
tial between Egyptian and dollar-denominated instruments led to a large
surge in capital inflows. This helped to increase the country’s international
reserves from $3.9 billion in 1991 (covering 33 months of foreign exchange
payments) to $19.7 billion in 1997 (providing nearly 13 months’ cover).

Dealing with the inflows was not without cost. These flows would have
had major consequences for the money supply if they had not been steril-
ized. Consequently, the authorities undertook a massive sterilization effort
immediately at the start of the stabilization program, particularly in the
period 1992-94. The sterilization was carried out through sales of Treas-
ury Bills, the proceeds of which were deposited at the Central Bank of
Egypt.

As Abdel-Khalek (2001: 72-3) pointed out, sterilization meant that
fiscal policy was subordinated to monetary policy: in order to avoid mone-
tary expansion, the government issued Treasury Bills well in excess of the
amounts required to finance the budget deficit. The costs of sterilization —
calculated as the change in net domestic assets of the Central Bank of
Egypt multiplied by the interest differential between domestic and foreign
assets — were not insignificant. Subramanian (1997) estimated them at 0.6
percent of GDP a year for 1992-97; Abdel-Khalek has higher estimates.
Moreover, the excess foreign exchange reserves carried by the Central
Bank also imposed a cost. The World Bank estimated that by holding
reserves in excess of a safe level (defined as cover for six months of
imports), Egypt lost the equivalent of 1-2 percent of GDP annually. This
resulted from the differential between the returns the country obtained
on the excess amount of foreign currency holdings and what it paid on
the internal debt incurred to purchase these holdings.

Another key element, the choice of a peg for the exchange rate, merits
an extended discussion. The exchange rate peg was the fulcrum of the sta-
bilization program, and the handling of this policy had important reper-
cussions during the entire 1991-2000 decade.

Egypt pegged the pound to the US dollar at a rate of LE 3.4/$, and that
rate was maintained until the second half of 2000. Was this policy optimal?
There is a considerable literature on the choice of an optimal peg for a
currency. Essentially, there are three broad choices of a peg: (1) a specific
currency, such as the US dollar; (2) a tailor-made basket of currencies that
reflects the trade of the country concerned; and (3) a more general
basket of currencies, such as the Special Drawing Rights (SDR).

The major conclusions that have emerged from the debate on the
choice of an optimal peg are surveyed in Williamson (1982), Thirlwall and
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Gibson (1992), and Edwards (1993b), among others. The following dis-
cussion draws primarily on Williamson.

First, there is a consensus that the most feasible aim of policy should be
to stabilize something rather than to optimize (whether maximizing or mini-
mizing) anything. What should be stabilized? Williamson argues that there
is a strong case for countries taking as their objective the maintenance of a
continuous internal balance, while being content with ensuring that exter-
nal balance is satisfied on average over the medium term. His argument for
this asymmetry is that departures from internal balance always involve a
welfare cost, while temporary departures from external balance can be
handled through variations in reserves and/or foreign borrowing, with
almost negligible welfare costs. Thus, departures from internal balance,
for example in the form of higher unemployment than necessary to main-
tain a specified rate of inflation, involve a waste of resources that can
never be fully recouped; as Williamson (1982: 54) puts it, “Today’s unem-
ployed cannot do today’s work tomorrow.” Lower unemployment might
accelerate inflation, the reversal of which will cost more in terms of lost
output in the future than the benefits gained today.

The operational implication of choosing the foregoing objective func-
tion is that the peg should be chosen to stabilize the effective exchange
rate (EER), i.e. a trade-weighted average of the bilateral exchange rates
with a country’s trading partners. Stabilizing the effective exchange rate
will balance out the effect of individual bilateral exchange rate changes
over the economy as a whole, and thus leave macroeconomic equilibrium
undisturbed.

Second, pegging against a single currency produces less macroeco-
nomic stability than pegging against a basket of currencies. Egypt chose to
peg its currency to the United States dollar. A country that pegs its cur-
rency to the dollar is, in effect, tying its monetary and exchange rate pol-
icies wholly to US policies. This makes sense only if US exchange rate and
monetary policy are wholly appropriate for the pegging country’s national
economy. This was not the case for Egypt. During much of the period
after 1991 the US dollar appreciated, which forced the Egyptian pound to
appreciate against other currencies as well. The loss of export competitive-
ness and the consequent balance of payments deficits did not much
matter to the United States, because the world showed an almost insa-
tiable appetite for holding US dollars. However, it did matter to Egypt,
because the world showed no comparable enthusiasm for accumulating
Egyptian pounds. Moreover, in order to maintain the fixed parity, Egypt
had to prevent an outflow of foreign funds; this meant keeping interest
rates in Egypt at much higher levels than in the United States. This was
again suboptimal for the Egyptian economy which, with substantial under-
employed resources, generally required a more expansionary stance.

Williamson shows that the least exchange instability is generated by
pegging to an individually tailored basket of currencies. The consensus
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appears to be that the weights in the basket should reflect the direction
and elasticity of total trade (i.e. taking both imports and exports into
account) between the country and its trading partners. However, there
could be some problems with using such a basket. The pegging country
must have the capacity to acquire information on the foreign exchanges
continuously and to make rapid and frequent calculations, and it would
have to develop a forward market. Moreover, a country could not inter-
vene in a “basket,” but would have to acquire the constituent currencies
(and incur the cost of doing so) in order to intervene.

Nevertheless, it is somewhat surprising that neither Egypt nor the Bank
and the Fund gave more thought to adopting the SDR as a peg. The SDR
is itself a basket of the principal currencies more or less weighted accord-
ing to their importance in world trade. A number of studies conducted in
the IMF, UNCTAD, and elsewhere have concluded that for the vast major-
ity of developing countries, an SDR peg would have produced somewhat
more instability of the effective exchange rate than a tailored peg, but
noticeably less than any single currency peg. Egypt’s foreign trade was
quite diversified; hence, it would clearly have benefited from an SDR peg.
However, members of the Egyptian and IMF teams negotiating the struc-
tural adjustment program of 1991 told me that the idea of the SDR peg
was never seriously examined.

Third, Williamson argues that longer-term questions, such as neutraliz-
ing the effect of inflation differentials, promoting payments adjustment,
and imposing an external discipline (if this is desired) are better
addressed by changing the value of the peg rather than by influencing the
unit to which the currency is pegged. Thus, Egypt could have pegged its
currency to the dollar, but committed itself to a “crawling” appreciation or
depreciation. In the light of this, Egypt’s decision to peg to a single cur-
rency did not constitute the main difficulty; it was the failure to adjust the
value of the peg in response to changing economic realities that imposed
a straitjacket on important aspects of policymaking. The striking stability
of the exchange rate after 1991 would repudiate the authorities’ pro-
nouncements that the rate was market-determined. Calvo and Reinhart
(2002: 386) found that for the period February 1991-December 1998 the
probability that the monthly change in the rate would lie only within a
very narrow 2.5 percent band was 98.9 percent, suggesting that the parity
was, in fact, rigidly controlled.?

An argument frequently advanced by Egypt in support of maintaining
this degree of rigidity in the exchange rate was that it reduced uncertainty
and therefore encouraged foreign investment. However, most foreign
investors are aware that a pegged exchange rate is a conditional promise,
not an absolute guarantee; in Edwards’s (1993b: 20) words, it is “a
commitment with escape clauses.” The pegged value is conditional upon
the country’s having sufficient reserves of foreign exchange to defend
the parity. The exchange rate might collapse, even if the country does
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everything that it reasonably can to prevent that from happening. Indeed,
that is what occurred in the second half of 2000, after the Central Bank of
Egypt lost a substantial part of its foreign exchange reserves in an unsuc-
cessful attempt to maintain the exchange rate at LE 3.40/§. It is thus not
clear how important the maintenance of a “fixed” rate actually was for
investors.

Even at the risk of some oversimplification, we can sum up the discus-
sion on the choice of an optimal peg as follows. The variance in the real
effective exchange rate (REER) can be decomposed into a part due to
changes in the EER, a part stemming from differential inflation (some-
times termed “relative prices”), and a term representing the interaction
between the two.” The recommendation emerging from (in particular)
Williamson’s discussion is that the overall exchange rate policy should
seek to preserve the constancy of the REER, except when it must be
changed in order to promote payments adjustment. The choice of the peg
should be guided by the objective of stabilizing the nominal EER, while
the relative price part of the REER should be handled by crawling changes
in the value of the peg. The peg that produces the least volatility in the
REER (in some sense the “best” peg) would be a basket of currencies with
weights reflecting the direction and elasticity of total trade between the
country and its trading partners. The SDR would also lead to less variabil-
ity than would a single-currency peg.

The analysis of an optimal currency peg and of the experience of the
Egyptian economy over the decade 1991-2000 suggests that Egypt would
have been better served by choosing a more diversified peg and to have
shown greater flexibility in adjusting the value of the peg.

Another weakness in the IMF/World Bank program was the inconsis-
tency between some important structural and stabilization elements. The
structural adjustment recommended for Egypt essentially consisted of
shrinking the space for the public sector and attempting to substantially
enlarge that for the private. Such a strategy rests on two main assump-
tions. First, it assumes that the private sector is able to fill in the gap caused
by the shrinking of the public sector, i.e. that the private sector possesses
the necessary resources. Second, it assumes that the private sector is willing
to fill in the gap, i.e. that the private sector will consider it profitable to
engage in a much higher rate of investment once the public sector has
retreated from the scene. Neither of these stylized facts may be true.

Public sector investment dropped, but the private sector did not step in
to make up the deficiency. It is unlikely that this occurred because of a
shortage of resources in the private sector; after all, there was a spectacu-
lar inflow of foreign exchange, and most of these resources appeared to
have been the repatriation of balances held abroad by the Egyptian
private sector. It is therefore more likely that the shortfall occurred
because the private sector was hesitant to undertake new capital formation
and to engage in productive activities.
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This view derives a measure of support from Dr Atef Ebeid.” He put
forward two reasons for the private sector’s not filling in the gap created
by the public sector’s withdrawal. The first was the absence of institutional
investors and financial institutions, with the consequence that the equity
market was thin, especially for new investors. The second was that most of
Egypt’s entrepreneurs came from trading families (because 30 years of
socialism had prevented the growth of a substantial entrepreneurial class)
who tended to be quite cautious about venturing into new activities.

The reasons might not be far to seek. As part of the structural adjust-
ment program, the authorities had raised nominal interest rates to 22
percent; soon thereafter the inflation rate came down quite rapidly, but
interest rates followed only after sizeable lags. As a result, for significant
periods real interest rates on financial assets (including bank deposits and
government paper) remained in excess of 8-10 percent, and the income
from which was not taxed. If private investors could obtain real returns of
this magnitude without making any effort or incurring any risk, the real
net return on capital invested in entrepreneurial activities would have to
be much higher in order to tempt businessmen to put up with the hassles
of the bureaucracy and the tax authorities and to submit to the vagaries of
the market. The behavior of real interest rates had drastically raised the
opportunity cost of productive investment. Consultations with Egyptian
businessmen by the World Bank suggested that during this period busi-
nesses were looking for minimum real rates of return on capital of 25
percent a year and more. Not many activities readily offered such returns,
and it was thus quite rational for private investors to eschew the toil and
the hazard involved in applying their resources to new capital formation.

Soon after the stabilization was completed, the Egyptian economy was
hit by a combination of serious events. The first of these was the onset of a
financial crisis in East Asia, beginning with the banking sector in Thai-
land. As this crisis generalized through most of the formerly fast-growing
economies of East Asia (especially Korea, Indonesia, and the Philippines),
these countries sought to protect their balances of payments by rapidly
depreciating their currencies. However, Egypt did not follow suit; its cur-
rency remained tied to the dollar, which kept appreciating against the
East Asian currencies. The average devaluation against the Egyptian
pound by 1998 (a year after the onset of the crisis) was 73 percent for the
Indonesian rupiah, 42 percent for the Korean won, 36 percent for
Malaysia’s ringgit, and 46 percent for the Thai baht.

The devaluations made exports from the East Asian countries to third
markets more competitive than those from Egypt, impacting particularly
on the growth of non-traditional exports. They also made imports from
East Asia into Egypt cheaper in dollar terms. This created a substantial
surge in imports and added to the pressures on the balance of payments.

The second serious event was an attack on tourists on November 18, 1997
in the town of Luxor in which 58 foreign tourists and four Egyptians were
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killed. This incident led to an immediate and sharp fall in tourism, which
further cut into foreign exchange receipts. The slowness with which the
exchange peg was adjusted in response to these events (it was not changed
until 2000) added to Egypt’s difficulty in dealing with these challenges.

The attempt simultaneously to raise the interest rate to unprecedented
levels, to liberalize the economy, and to fix the exchange rate brought to
the fore another conundrum that was novel for Egyptian policymakers.
They had to confront what is sometimes described in the literature as the
“impossible trinity” or the “inconsistent trilogy.” The impossible trinity
principle says that it is impossible simultaneously to achieve a fixed
(managed) exchange rate, free capital movement, and an independent
monetary policy. Any pair of these goals can be achieved, but the third will
have to be relinquished.

Jan Tinbergen (1952: 27-30) has shown that a necessary condition for
economic policy to be effective is that there should be as many independ-
ent instruments of policy as the number of objectives to be attained. In
fact, several writers recommend that because the effects of policy instru-
ments are uncertain and may be associated with significant time-lags, it is
better to deploy more instruments than there are targets.

So long as Egypt’s economic strategy was based on an exchange rate
peg, monetary policy had to be subordinated to the needs of maintaining
the peg. The interest rate had to be set at whatever level was necessary to
prevent an outflow of funds, because a loss of funds would have put pres-
sure on the exchange rate. Thus monetary policy did not exist as an
independent instrument; an independent monetary policy would have
required a floating exchange rate. When the authorities attempted to
attain all three goals simultaneously, it only led to a hemorrhage of
foreign exchange reserves (e.g. from 1998). Ultimately, the policymakers
opted for an intermediate regime, one that aimed at a de facto fixed
exchange rate, monetary independence, and various measures to restrain
capital outflows. This helped to square the circle because capital controls
permit the monetary policy and exchange rate policy to act as separate
instruments (capital controls can restrict the outflow of funds, and thus
avoid the pressure on the exchange rate).

Structural reform

Concomitantly with the stabilization program, some measures of struc-
tural reform were introduced. These measures related to reforms of the
tariff structure and pricing policies, but the most fundamental issue con-
cerned the privatization of state-owned enterprises. It had been evident
for a considerable time that the performance of such enterprises left
much to be desired and constituted a major drag on the country’s eco-
nomic performance.

The financial and production efficiency of the public enterprise sector
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was the subject of several inquiries — for example, Mabro (1974), Hansen
and Nashashibi (1975), Waterbury (1983) — and in studies by multilateral
and bilateral donors. The findings of a study by the World Bank (1987)
best sum up the problem. The Bank examined the performance of 366
public companies and 37 Economic Authorities in the non-financial sector
from 1973 to 1984. It found that while some of the Economic Authorities
(particularly the Suez Canal Authority and the Egyptian General Petro-
leum Company) made surpluses, the financial and productive perform-
ance of the public enterprise sector as a whole was dismal. This was
because of the particularly weak performance of the public companies.

The financial indicators for the sector painted a bleak picture. Deficits
were large and growing — the overall deficits increased from 3.9 percent of
GDP in 1973 to 8.4 percent in 1984). Financial rates of return were low
and falling — the net rate of return on book values dropped from
9 percent to 4.8 percent. Capital invested in the industrial public sector
earned a negative rate of return on revalued assets in the years covered by
the study — the figure dropped to minus 5.7 percent in 1984. The sector
imposed a very substantial burden on the national budget — except for
1981, in each year between 1973 and 1984 the aggregate deficit of the
public companies and economic authorities accounted from 17 to 37
percent of the total government budgetary deficit, and was a much higher
percentage than accounted for by the public enterprise sector in a sample
of about 20 countries at a comparable level of development. The World
Bank cautioned that even the foregoing figures might not have fully
captured the situation, because of the somewhat opaque accounting
procedures employed by the public enterprises.

Indicators of productivity painted the same picture. Between the periods
1973-79 and 1979-83, total factor productivity fell sharply. The marginal
productivity of capital dropped from 15 percent to 5 percent, while mar-
ginal labor productivity in the second period was less than 15 percent than
in the first. The growth rate of value-added dropped from 11.7 percent in
1973-79 to 1.2 percent in 1979-83. These developments impacted on the
competitiveness of Egyptian industry. A World Bank (1983) report showed
that the domestic resource costs (DRC) for several industries was greater
than unity; a product with a DRC greater than unity indicates that it would
be better to import that item than to produce it domestically. Moreover, as
Ott (1993: 208) pointed out, resources were not redirected from industries
with comparative disadvantages to those with clear advantages; public
investment continued to increase in non-competitive sectors.

The picture had not improved in subsequent years. A later World Bank
(1991) investigation found that 35 out of out of 397 state-owned enter-
prises in 1989 regularly made returns on assets of zero or negative per-
centages, and were extant only because the government continued to
inject liquidity. Another 162 state enterprises had returns on assets of less
than b percent.
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A reform of the sector was essential to the long-term viability of the
Egyptian economy. The discussions between the Egyptian authorities and
the Bank in 1991 focused on an early reform of state-owned enterprises.
The discussions covered much of the usual grounds that have been
brought up in other countries. The international organizations identified
privatization as the key instrument in the reform. Both sides understood
that privatization could have many aims; the memoranda between the
Bank and Egypt touched on increasing competition for producers; redu-
cing public sector borrowing; widening share ownership; allowing firms to
compete more freely for funds in the capital market; redistributing
income and wealth; and freeing producers from frequent and detailed
government intervention.

The discussions narrowed down to four items: the financial gains to the
government from disinvestment; the easing of pressure on the budget
because it would no longer be necessary to inject public funds into loss-
making enterprises; the more efficient use of privatized assets because of
increased competition; and the freeing of producers from incessant govern-
ment interference. However, significant as these advantages might be, the
most fundamental issue was a non-tangible one — it was that in future the
private sector would be the main engine of growth for the economy, and
that it would no longer be disadvantaged vis-a-vis the public sector.

The importance of this last factor partly explains the vehemence of the
debate within Egypt. While the recommendations of the international
organizations were seemingly concerned with means, their most potent
impact was likely to be on ends. Privatization on the scale proposed was
not simply a financial exercise, but rather the abandonment of a model of
development that had shaped Egyptian society for a generation. More-
over, privatization was to proceed concomitantly with a relaxation of con-
trols in several areas of industry and trade. Controls generated rents,
whether monopoly profits or guaranteed public sector incomes, and the
recipients had a powerful interest in the continuation of the system. The
changes were bound to throw up a different set of winners and losers than
those produced by the existing system. Thus the seemingly straightforward
technical issue of privatizing some 300-odd enterprises might be the thin
edge of a wedge that could initiate far-reaching changes in Egyptian
society. The Egyptian authorities in 1991 accepted this possibility. The
central question then became how to manage the change while minimiz-
ing its worst effects on the losers.

Some policymakers viewed the change in the relative roles of the public
and private sectors as a logical progression. Dr Kemal El Ganzoury (Minis-
ter of Planning 1982-85, Deputy Prime Minister 1985-96, Prime Minister
1996-99) presented the change as a pragmatic response to evolving eco-
nomic and international conditions. In his view, immediately after the
1973 war the main task facing the Egyptian economy was the rebuilding of
a large amount of infrastructure. The domestic private sector did not have
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the resources to undertake this task, while foreign investors were wary of
the situation in the Middle East and reluctant to invest substantial
amounts in the region. Therefore, it was left to the Egyptian public sector
to carry out this responsibility.

However, by the 1990s a large part of the infrastructure had been built
and the more immediate challenge for the economy was the provision of
productive employment. This could be created much more efficiently by
the private sector. Moreover, the private sector was now much larger and
was able to undertake projects requiring sizeable amounts of capital; it
could be encouraged to undertake substantial infrastructure projects.
Finally, the changed situation in the Middle East had reassured foreign
investors. It was time to reformulate strategy to take advantage of all these
changes. In Dr Ganzoury’s view, therefore, the redirection of strategy was
simply a necessary step in the process of making the Egyptian economy
viable for the twenty-first century. Indeed, despite Dr Ganzoury’s reputa-
tion as an advocate of the public sector, privatization accelerated during
his tenure as Prime Minister (1996-99).

His successor, Dr Atef Ebeid, had to wrestle with two major problems
while continuing the process. One, the economy and the stock market
had slowed, making it difficult to sell off enterprises at prices the Ministry
considered appropriate. Two, the earlier buyers had bought up the more
profitable enterprises, leaving the Ministry to dispose of a less attractive
portfolio.

A review of the documentation and extended discussions with the main
actors indicate that, for both sides, acceptance of the philosophical
change was seen to be the crucial matter; ironing out the technical details
was regarded as secondary. This would explain why not much attention
was devoted to questions of how the sale price of assets would be deter-
mined; of the different methods of selling the assets; or of the uses to
which the proceeds from privatization should be put.

Before discussing progress on privatization, it may be useful to look
briefly at the structure of the economic activities of the public sector.

Four major types of public institutions (in addition, of course, to the
government) are involved in economic activities: (1) local government
productive enterprises; (2) service authorities; (3) Economic Authorities;
and (4) public enterprises. The last two are the main public sector eco-
nomic agents in Egypt.

There are somewhat more than 60 Economic Authorities, which cover
the most important sectors of the economy: the utilities (such as telecom-
munications, electricity, railways, the postal system, etc.), the Suez Canal
and the Petroleum Company, the General Authority for Supply (which
controls the import and distribution of the basic subsidized commodities),
social and health insurance, etc. They are organized as semi-autonomous
corporations, and in the beginning of the 1990s employed some 3 percent
of the labor force and produced about 20 percent of the GDP.
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In the early 1990s, the public enterprises produced around 10 percent
of the GDP and employed about 6 percent of the labor force.® They oper-
ated in virtually all sectors of the economy, their activities ranging from
the production of iron and steel to soap, cement to movies, phosphates,
ceramics, beer, hotels, and so on. They also dominated the banking and
insurance sectors.

As part of its structural reform program, the government committed
itself to privatizing public enterprises, but not the Economic Authorities.
The first step was the passage of Law 203 in July 1991 by which 314 nonfi-
nancial public economic enterprises were grouped under 27 new holding
companies; in 1993 these were reorganized into 17 holding companies.
The 314 affiliated companies were distributed in a manner as to prevent
undue sectoral concentration under any single holding company. An
independent body, the Public Enterprise Office, was set up in November
1991 under the Ministry of Public Enterprise Sector in order to advise on
issues related to the privatization of state-owned enterprises (SOEs).

The affiliated companies were given greater autonomy in matters of
management, pricing, and finance. However, questions of employment
remained tightly regulated. The holding companies were responsible for
initiating plans for the privatization of their constituent affiliated com-
panies. Five methods of diluting public ownership have been used: sales to
anchor investors, sales through the stock market, sales to Employee Share-
holder Associations, sales of companies’ assets, and liquidations.

How successful was the first decade of the privatization program? It is
not possible to provide a unique litmus test, because the goals of privatiza-
tion and the criteria for judging its success were never unambiguously
identified. However, some comments can be offered which, taken
together, can provide a basis for judgment.

First, one may look at how many companies out of the original portfo-
lio of 314 had been divested. As of June 2000, the government had sold
the controlling interest in 118 enterprises, with a sales value of about LE
12.3 billion; it had sold a minority interest in another 16 companies, with
a sales value of about LE 1.87 billion. In terms of privatization receipts per
year as a share of GDP, the Egyptian program was rated by the IMF
(1998a: 52) as the fourth most successful program in the world. Of the
total sales proceeds, half was transferred to the Ministry of Finance to
reduce the budget deficit, nearly 30 percent was allocated to settle debts
of the privatized companies to the commercial banks, and about 17
percent was used to finance early-retirement schemes for labor in the pri-
vatizing enterprises.

Second, using profitability as a measure of efficiency, the second half of
the 1990s witnessed, on average, an improvement in the performance of
Law 203 companies. The return on investment increased from 0.72 in
1996 to 3.54 percent in 1999, while the net profit margin in the latter year
reached 8.1 percent compared to 1.20 percent in 1996. These average



Economic development and policymaking, 1987-2000 81

results, of course, concealed substantial variations in individual perform-
ance. Moreover, these comparisons are not without their own problems;
for example, an increase in profitability might simply reflect the exercise
of market power by a newly-privatized monopolist or oligopolist. This is
especially possible since the Egyptian reform program has not encom-
passed laws to increase competition, and much of the empirical evidence
—surveyed, for example, in Megginson and Netter (1999) — suggests that it
is ownership together with competition and managerial freedom (e.g. in
respect of hiring and firing labor) that favors private over public owner-
ship of business enterprise on efficiency and profitability grounds.

Third, a main reason for the government’s hesitation in launching the
privatization program was the effect that this would have on the labor
employed in the privatized enterprises. It was no secret that public enter-
prises suffered from a surfeit of labor. Khattab (1999: 12-13) reported
that in 1996 (i.e. before the main restructuring began), public enterprises
covered by Law 203/1991 employed 932,404 workers, and that the
Ministry of the Public Enterprise Sector estimated that about 300,000 of
them were redundant. It was inevitable that if these enterprises were to be
made attractive to the private sector, the excess labor would have to be
shed.

Several measures were adopted to help cushion the impact. One was
the creation of the Social Fund for Development which had as its prin-
cipal aims the retraining of redundant labor so as to provide it with
employment opportunities in other sectors; the extension of credit and
market information to permit some of the redundant workers to begin
their own small enterprises; and the construction and refurbishing of
infrastructure through labor-intensive methods. Another important
method was the offer of early retirement packages. By the year 2000,
approximately 110,000 employees had chosen to take these packages,
which in general provided benefits equal to three years’ compensation.
The total outlay on such packages from 1993 to 2000 was about LE 2.7
billion, at an average cost of LE 25,000. Of course, what made the retire-
ment packages affordable from the government’s point of view was the
low wages and benefits paid in the public sector. The IMF (1998: 55) cal-
culated that reducing the labor force in the public enterprise sector by
300,000 workers would require only a once-for-all payment of 2.5 percent
of the GDP. Moreover, Egypt would not have to bear the entire burden, as
international donors had offered to assist with part of the compensation.

The Public Enterprise Office estimated that total labor in public enter-
prises dropped from just over one million in 1993 to under 600,000 by the
middle of 2000. This reduction resulted from: 220,000 workers transfer-
ring to the private sector because their enterprises were privatized; about
110,000 workers taking early retirement packages; and about 150,000
being lost through normal attrition of leaving at full retirement age, or
death.’
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Fourth, very little progress was made in privatizing the financial sector.
The Egyptian financial system remained dominated by the banking sector, in
particular the four public sector commercial banks. These banks accounted
for 70 percent of total assets of the banking sector in 1990, and even by the
end of the decade represented about 60 percent. Their portfolios were
heavily weighted by loans to the public sector and were judged to contain a
substantial proportion of weak or non-performing loans; Roe (1998: 5) put
the figure as high as 40-45 percent of the total portfolio. In 1991 the banks
required a capital injection of LE 3.1 billion from the government in order
to meet the minimum capital adequacy ratio of 8 percent in relation to risk-
weighted assets mandated by the Bank for International Settlements. At the
end of the government’s fiscal year 2000, none of these four commercial
banks had been privatized, even partially. Similarly, the privatization
program had not touched any of the four public sector insurance com-
panies, which accounted for over 90 percent of the market.

Fifth, because the more profitable enterprises were the first to be priva-
tized, by 1997 loss-making enterprises accounted for one-third of the port-
folio. This reduced the average profitability of the portfolio, slowed down
the pace of privatization, and compelled the authorities to look for differ-
ent methods of divestiture. The preferred alternative for the government
was to sell to “anchor investors” who would invest resources in improving
the performance of the company and increasing its attractiveness for sale
through the stock exchange or some other means. But finding such
investors and negotiating suitable terms with them was a time-consuming
business. The rate and method of privatization between 1993 and 2000 is
shown in Table 3.1.

Sixth, despite the moves on privatization, by the end of the decade the
rate of private sector investment had hardly changed. Private investment
amounted to about 15 percent of GDP in 1987; it was about the same in
2000. Public investment, on the other hand, dropped quite sharply from
over 12 percent of GDP in 1987 to 6 percent in 1994; even by 2000 it had
only recovered to just over 7 percent. However, with the private sector not
filling in the gap, aggregate investment dropped from over 27 percent of
GDP in 1987 to 16 percent in 1993, and in 2000 was still only about 20
percent.

Privatization was insufficient to call forth the investment expected from
the private sector. This was a matter of some concern, because it frustrated
the ends of the government’s restructuring strategy. That strategy was to
reduce the budgetary burden by cutting down sharply on public invest-
ment, while at the same time encouraging the private sector to take up the
slack, by giving it evidence of better treatment and by permitting it entry
into areas that previously had been off-limits. Of course, there was no way
to precisely synchronize the timing of the fiscal contraction with the private
sector response, but the absence of any significant response for a decade
must prompt some questions about the assumptions of the strategy.
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Nevertheless, the shares of value-added originating in the public and
private sectors changed over the decade. According to the Ministry of
Planning’s figures, the contribution of the public sector to GDP dropped
from about 39 percent in 1992 to a little over 28 percent in 2000. The
share of the private sector rose correspondingly. Some part of this change
resulted from a semantic sleight of hand, because from 1993 the com-
panies about to be privatized under Law 203/1991 were classified as
“private,” even while they remained in the public sector.

The 1991 program displayed a curious degree of one-sidedness where
structural reform was concerned. A great deal of emphasis was put on the
privatization of public sector enterprises, and much of the subsequent
evaluation of the program by the World Bank appeared to regard struc-
tural reform as almost synonymous with privatization. This was unfortu-
nate. While privatization was undoubtedly a crucial signal of the
government’s intent for the future direction of the economy, it could not
by itself guarantee a more efficient use of resources; there was always the
danger that it could end up simply replacing public monopolies with
private monopolies. The program thus overlooked a crucial lesson from
the privatization experience of other countries, namely, that it is the
competitive environment in which a firm operates, rather than whether
the firm is publicly or privately owned, that is the more important factor
in performance. It would therefore be overly simplistic to equate privatiza-
tion with assured improvements in efficiency. The program proposed by
the international organizations would have been more effective had it
taken a broader approach to private sector development, in which privati-
zation would play a key, but not virtually exclusive, role. Other crucial ele-
ments of such a program would be institutional reform, especially the
implementation of a legal framework to strengthen competition within
the private sector and between the private and public sectors. The absence
of such elements meant that the impact of the 1991 program on the struc-
ture of the economy and on the vigor of its functioning would remain
partial and uneven.



4 Growth, productivity, and
structural change, 1960-2000

The geographic and demographic characteristics of Egypt define its basic
economic problem. Although the country comprises nearly 386,000
square miles, only a narrow strip of 15,000 square miles in the Nile Valley
and the Delta is usable. Crammed into the habitable area is 98 percent of
the population, estimated in mid-2000 at nearly 64 million, giving a
density of more than 4,000 per square mile.

The population of Egypt more than tripled from 19 million in 1947 to
the estimated 64 million in 2000." Population growth reached its
maximum between 1976-86, when it touched 2.8 percent per annum;
thereafter the rate fell, but by 2000 was still estimated at about 2 percent a
year. Urbanization increased rapidly, but appears to have leveled off
towards the end of the twentieth century, so that the proportion of the
population said to live in urban areas had actually decreased. However,
the definition of “urban” in Egypt is somewhat arbitrary, and depends less
upon predictable criteria such as the pattern of land use or on the size of
the population in the agglomeration, and more on administrative
decisions, the application of which is not always consistent (Table 4.1).

Despite land reclamation, the cultivated area increased by only about
20 percent between 1947 and 2000. Intensive cultivation has to some
extent moderated the effects of the deterioration in the man-land ratio,
but even so the cropped area (the cultivated area times the cropping
intensity) has increased only from 9.1 million feddans to about 12.8
million.? A feddan in 2000 was expected to support nearly five persons,
compared with 2.1 in 1947. These two themes — the relative fixity of the
usable land and the rapidly growing population — resonate as leitmotivs in
any discussion of Egypt’s economic development, and fix a lower limit to
the increase in factor productivity required for the country to attain a
meaningful level of per capita income growth.

Long-term trends in GDP

Any attempt to work with long-term data series is fraught with difficul-
ties and the Egyptian case is no exception.” Attempts at constructing
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Table 4.1 Population and urbanization, census years 1947-96

Population (000) Growth rate (% p.a.) Urban pop. (% total)

1947 19,022 30.1
2.38

1960 26,085 36.6
2.54

1966 30,076 39.8
2.00

1976 36,626 43.4
2.80

1986 48,254 43.3
2.08

1996 59,313% 41.8

Source: CAPMAS.

Note
*In addition, an estimated 2.18 million Egyptians were abroad.

long-term series and detailed comments on Egypt’s national accounts are
provided in Anis (1950), Hansen and Mead (1965), Hansen (1974),
World Bank (1978), Tkram (1980), Hansen (1991), Ministry of Planning
(1991, 1996), and Waite et al. (1998). The extent and coverage of the
national accounts have frequently changed, and retroactive adjustments to
data of previous years have not always been applied consistently.

Moreover, national accounts and other official data measure only part
of the picture; in Egypt, as in most developing countries, a considerable
part of output, employment, and investment is generated in the
unrecorded “gray” economy. Hansen (1975: 203) also points out that
Egypt’s national accounts tend to exaggerate the growth rate of the GDP
because two important slow-growing sectors (agriculture and housing) are
greatly underpriced and therefore underweighted, while a fast-growth
sector (industry) is overpriced because of various protective devices and
therefore overweighted. However, while the national accounts data may
show biases and leave gaps, overall they are adequate to judge trends and
broad aggregates. An extensive comment on data and methodologies is
appended to this chapter.

Between 1965 and 2000, the growth of GDP at 1992 market prices aver-
aged nearly 5.2 percent a year. This figure, of course, is subject to the dif-
ficulties that arise in compiling a meaningful price deflator covering a
long period and to the biases mentioned above in the construction of
Egypt’s GDP series; however, it will do as indicating the order of magni-
tude. Population growth over the same period averaged 2.4 percent a
year, and annual growth in per capita income was of the order of 2.7
percent. This raised the level of real per capita income by 2000 to about
2.6 times its level 35 years earlier. The overall trend rate conceals wide
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variations, and in the long-term growth of the GDP one can distinguish
several distinct periods (see Figure 4.1).

1965-70: low growth, averaging 3.4 percent a year;

1971-74: very low growth, averaging 2.2 percent a year;
1975-80: very high growth, averaging 9.7 percent per annum;
1981-85: high growth, averaging 6.8 percent annually;
1986-90: moderate growth, averaging 4.2 percent a year;
1991-94: low growth, averaging 3.1 percent per annum;
1995-2000: high growth, averaging 5.3 percent a year.

Hansen and Mead (1965) suggest that growth was high (over 5 percent a
year) from about 1958, reaching a peak in 1965. Thereafter, the rate
declined and remained low until 1974. From 1975 output growth
expanded rapidly, albeit with fluctuations resulting from external shocks
and major changes in domestic economic policies. GDP growth rates
approached 10 percent in the late 1970s because of the return of oil fields
and high oil prices, rising international use of the Suez Canal, a surge in
remittances from Egyptians working overseas, large inflows of external
assistance, and the “open-door” policies that brought in fresh investment
and encouraged trade. These factors also provided both the incentive and
the finance for capital formation, which increased at an average of 14
percent annually. The high investment and GDP growth continued until
about 1986, but after 1982 was increasingly based on external borrowing.
In the second half of the 1980s, economic growth faltered following the
fall in oil prices and by the late 1980s macroeconomic disequilibria, result-
ing from the continuing expansionary monetary and fiscal policies, became
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Figure 4.1 Average growth rates of GDP at 1992 market prices, 1965-2000 (percent
per annum) (source: Mohammed (2001); World Bank LDB).
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apparent. The government addressed these difficulties through a program
of stabilization and structural reform beginning in 1991. After a slowdown
in economic activity in the early 1990s, growth resumed in the mid-1990s.

Subsequent sections in this chapter identify the factors that under-
pinned Egypt’s growth trajectory by analyzing the sectoral, factor, and
demand contribution to growth.

Structural changes in GDP

Economic growth in Egypt has been associated with significant changes in
the structure of the economy and the relative importance of the various
economic sectors; these are shown in Figure 4.2. Throughout 1965-2000,
the services sector accounted for at least about 50 percent of GDP and its
contribution to GDP growth was more than commensurate with its size.
Within the services sector, trade, government and personal services, trans-
portation, and tourism were the most dynamic sub-sectors. The share of
agriculture declined steadily. The contribution of manufacturing moved
around, but did not exceed 20 percent of GDP. The share of the petro-
leum sector fluctuated widely, depending on movements in world oil
prices.

The national accounts probably understate the size of the services sector
in the economy, in particular by not fully reflecting the contribution of the
tourism component to total output. Value-added in tourism is measured in
the national accounts by the contribution of hotels and restaurants. Com-
puted according to this methodology, tourism is estimated to contribute 1
percent of GDP, 1 percent of total employment, and 28 percent of foreign
exchange earnings. More detailed investigations by Tohamy and Swinscoe
(2000) showed that when the indirect effects of the sub-sector were
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Figure 4.2 Structure of GDP, 1965-2000 (percent) (source: World Bank LDB).
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included, the contribution of tourism spending exceeded 4 percent of
GDP and in certain years reached nearly 10 percent of GDP.

The share of the industrial sector in Egypt’s total output remained con-
stant — at about a third of GDP — throughout the last four decades. Within
that sector, however, the share of manufacturing increased to 18.5 percent
of GDP in 2000 from less than 15 percent in the early 1980s. The contri-
bution of the manufacturing sector to GDP growth has been more com-
mensurate with its share in total output. The oil and construction sectors
each contributed about 6 percent of GDP in the late 1990s.

The share of petroleum in GDP after the return of the oil fields in Sinai
and the Gulf of Suez after the 1973 war was modest in the first years.
However, it rose sharply and peaked in the early 1980s, when it reached
more than 18 percent of GDP. Oil prices fell from 1982; this was not com-
pensated for by increased production and the share of the sector con-
tinued to decline in the subsequent period. It fell to about 4 percent in
the late 1980s; recovered slightly in the early 1990s, and again started to
decline from 1993, reaching about 5 percent of GDP in 2000.

The importance of oil to the economy of Egypt, especially after about
1976 when production had reached a significant level, can be seen in
Figure 4.3, which shows how closely movements in the growth of GDP
tracked movements in oil prices.

As in many other middle-income countries, the contribution of agricul-
ture in Egypt’s total output continued to decline, dropping to about 15
percent in the late 1990s from about a third of GDP in the 1960s. Agricul-
ture’s contribution to GDP growth also declined to about 10 percent,
mainly as a result of the slow growth of the sector. Agricultural growth
averaged only 2.7 percent annually during 1965-2000, just a little ahead of
the population growth. Much of the expansion in agricultural value-added
resulted from intensive cultivation, although land reclamation did some-
what extend the boundaries of the cultivated area. Total area under culti-
vation represents about 4 percent of the total land area of Egypt.
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Figure 4.3 GDP growth and oil prices, 1974—2000 (source: World Bank LDB. Oil
prices (Gulf of Suez Mix crude) from the Egyptian General Petroleum
Corporation).
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Contribution of demand components to growth

How much of the growth of Egypt’s GDP resulted from domestic factors
and how much did it owe to foreign demand? In general, Egypt’s growth
was based on low value-added output purchased by internal consumers. In
the period 1965-2000, domestic demand (consumption plus investment)
absorbed about three-quarters of total output and contributed about the
same proportion to GDP growth. During the first 20 years, except for the
quinquennium 1970-75, the growth of domestic demand exceeded that of
total output. In the next decade, the growth of foreign demand was faster
than that of domestic demand, but the roles were reversed during
1995-2000. Domestic consumption had the lion’s share in total domestic
demand throughout this period. The growth of both domestic and
foreign demand slowed in the early 1990s as the economy adjusted to
the program of structural reforms and stabilization. Domestic demand
picked up by the late 1990s as investment spending began to recover
(Table 4.2).

Investment

The factor chiefly responsible for the growth of Egypt’s GDP was capital
formation. Even allowing for difficulties in measurement, it is clear that
the investment rate over the 35-year period 1965-2000 fluctuated consid-
erably. The reasons behind these variations were the availability of
domestic savings and the very different amounts of foreign resources that
could be accessed at different times. The availability of domestic savings
varied with the economic philosophy prevailing in the country: whether it
was “socialistic,” or whether the private sector felt adequately safeguarded.
Another important factor for much of this period was the political

Table 4.2 Demand decomposition of growth, 1965-2000

Period Average annual growth Ratio to GDP Contribution to
rates (%) GDP growth (%)

GDP  Domestic ~ Foreign ~ Domestic ~ Foreign ~ Domestic ~ Foreign
demand  demand  demand  demand  demand  demand

1965-70 3.3 4.6 0.2 0.72 0.28 99.3 0.70
1970-75 3.5 3.0 4.8 0.74 0.26 62.3 37.7
1975-80 9.8 9.9 9.6 0.71 0.29 74.7 25.3
1980-85 6.7 8.5 1.5 0.77 0.23 90.0 10.0
1985-90 4.2 3.0 8.2 0.76 0.24 54.2 45.8
1990-95 3.4 2.7 5.2 0.72 0.28 61.2 38.8
1995-2000 5.7 6.3 4.3 0.74 0.26 78.8 21.2
1965-2000 5.2 5.4 4.8 0.74 0.26 74.3 25.7

Source: Mohammed (2001).
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situation in the Middle East, which determined the amount of resources
devoted to defence (which meant increases in government consumption).

Variations in the investment rate during 1965-2000 are shown in
Figure 4.4. For the most, investment hovered at around 17-20 percent of
GDP. Immediately after the opening of the economy in 1973 by the rapid
inflow of foreign aid, worker remittances, and earnings from oil exports
sharply raised gross investment so that it touched 35 percent of the GDP.
Even after international oil prices began dropping from 1982, the invest-
ment rate remained high, but especially after 1987 was increasingly
financed by external borrowing. By the early 1990s the situation could not
be sustained and the investment rate declined sharply. By 2000, invest-
ment had recovered somewhat but was still well below its earlier heights.

A caution is in order when considering rates of investment. Bruton
(1983: 684-5) argues that (a) a significant part of what is described as
“investment” in Egypt would be classified as “maintenance” in other coun-
tries; and (b) that investment in the 1970s was heavily concentrated in a
small number of projects, and that net investment, over much of the
economy, was negative for many years before and after 1974.

Decomposing the investment series into fixed investment and changes
in inventories shows that the spike in aggregate investment in 1975-76
resulted partly from a surge in inventory accumulation following the
opening up of the economy. Another boost in inventory accumulation
occurred in 1997-99. During the latter period, inventories initially were
increased as a deliberate measure with importers taking advantage of
exchange rate devaluations by the East Asian countries hit by a financial
crisis in July 1997. Towards the end of the Millennium, Egypt went
through a liquidity squeeze; this reduced aggregate demand, and by 2000
much inventory accumulation was involuntary. I need hardly warn that
figures for changes in inventories need to be viewed with even greater
caution than those for fixed investment.
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The gap between investment and savings observed in Figure 4.4 under-
lines the role of external resources. During the entire period 1965-2000,
the investment rate was higher than the savings rate — at times very
markedly. The overall domestic savings rate seldom exceeded 20 percent
of GDP, mainly because the public sector saved very little or was a net dis-
saver. Private savings over the 35-year period fluctuated between 10 and 30
percent of GDP.

During 1965-2000, the relative shares of private and public investment
changed significantly. Not surprisingly, the period of Arab socialism saw a
substantial increase in the share of public investment in the total. Private
investment increased with the liberalization of the economy after 1973,
and assumed the dominant role following the structural adjustment
reforms of 1991. These developments are illustrated in Figure 4.5.

The foregoing discussion must be regarded only as indicating the
approximate trend. Egypt’s national accounts do not disaggregate invest-
ment into private and public components; hence, capital expenditures
from government finance statistics must be used as a proxy for public
investment. The residual is considered to be private investment, even
though this may somewhat overstate the actual level. This issue is particu-
larly important for the data of the 1990s, because of a semantic confusion.
In 1991, the 314 public enterprises that were being prepared for privatiza-
tion under Law 203/1991 were classified as “private sector.” By 2000, only
about half the enterprises had actually been privatized, but the others
were still considered as belonging to the private sector even though they
remained in public ownership.

The determinants of private consumption

An investigation by the World Bank (1993a, vol. 1: 57-9; vol. 3: 21-7) of
the determinants of private consumption behavior in Egypt during
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1960-90 suggested that private consumption was heavily dependent on
current private disposable income (including worker remittances) and
rather weakly on permanent private disposable income. Broad money
holdings exerted a positive and very significant influence. This indicated
the dominant influence on consumption of liquidity or borrowing con-
straints. The availability of foreign saving also played an important role in
constraining private consumption; about 40 percent of any increase in
foreign saving went to private consumption, while the remainder went to
finance either government consumption or gross investment.

The study found a strong positive relation between government savings
and private consumption (and hence a strong inverse relation between
government and private savings): private saving declined by LE 0.63 (i.e.
private consumption increased) for each additional LE 1 in (permanent)
government savings.” The report attributed this result to a direct “crowd-
ing-out” of private savings by public savings because of a combination of
financial repression and controls on consumer imports and on private
capital outflows. This crowding-out effect was stronger if higher public
saving came from lower public expenditure. It was weaker when the
higher public saving resulted from higher taxes.

Private consumption did not respond much to domestic inflation,
domestic real interest rates, or foreign real interest rates. The non-
significance of both domestic and foreign real interest rates was consistent
with other cross-country studies, which showed that consumption in devel-
oping countries was interest-insensitive. These findings suggested that a
financial reform that raised domestic real interest rates might not be
effective in raising private saving. The role of interest rates was more
important for the better allocation of resources. The study compared the
results for Egypt with those for a representative group of developing coun-
tries and found that the marginal propensity to consume out of perman-
ent income was slightly lower in Egypt than in other developing countries,
while the marginal propensity to consume out of current income was
slightly higher.

The study provided in some measure a test between the Keynesian
hypothesis in which only current income determines private consumption,
and the Friedman permanent income hypothesis, under which only
permanent income is relevant for the determination of consumption. The
result showed that the propensity to consume out of current income was
significantly higher than out of permanent income. This suggested that con-
sumption was not smoothed and that in Egypt, Keynesian-type or liquidity-
constrained consumers tended to dominate aggregate consumption.

The study also rejected the presence of strict Ricardian equivalence.’
Under Ricardian equivalence, a rise in public saving will not induce
changes in private consumption if it results from a tax increase, while it
will induce a rise in private consumption if it stems from a reduction in
government expenditure. However, as the paper pointed out, if the
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government can extract resources from the private sector directly, for
example through financial repression and/or foreign trade restrictions,
crowding-out of private consumption will occur directly. The results from
the model suggested the occurrence of direct crowding-out of private
saving by public saving, not ultra-rational forward-looking behavior by con-
sumers.

Economic growth and employment

The creation of productive employment is the main challenge for eco-
nomic policy in developing countries since it is the most effective method
of reducing poverty. However, it is not easy to obtain an accurate picture
of long-term developments in labor force and employment in Egypt. The
data come from different sources, time periods are not always uniform,
and definitions and concepts have changed over the years. A detailed
review of the data and literature will be found in Chapter 8; here only a
general overview is provided. Developments in population, labor force,
and employment between the years 1960-2000 can be seen in Table 4.3.
The broad trends shown in the table are probably accurate, but the
data for specific years (particularly the employment figures for 1976 and
1986) might be suspect; some work by Fergany (1991) and Assaad (1997)
suggests an unemployment figure of two million in 1986. The data suggest
that open unemployment was not a problem in the sixties (although this
may largely be just a definitional artifact); it then increased steadily, and
started to come down from about the middle of the 1990s (Figure 4.6).
Between 1960-2000 population increased at a rate of 2.35 percent a
year; the labor force grew marginally slower, averaging 2.28 percent a
year; while employment increased at an even slower average of about 2.10
percent a year. At the end of the period, the official figures show that
there were about 1.3 million persons in the labor force who were not
employed. Official data in Egypt estimated unemployment at 7.4 percent
of the labor force in 2000, while independent estimates such as Radwan
(1998) would put it at about 10-13 percent. In part these differences arise

Table 4.3 Labor force and employment, 1960-2000 (millions and percent)

1960 1966 1970 1976 1986 1992 1996 2000

Population 26.1 30.1 33.3 36.6 48.3 53.7 59.3 63.3
Labor force 7.8 84 88 115 129 151 17.2 189
Employment 7.7 83 84 96 122 137 158 174
Unemployment 01 01 04 19 07 14 14 15
Participation rate (% of pop.) 29.8 279 26.4 31.4 26.7 28.1 29.1 29.9

Unemployment rate (% of lab. force) 1.3 1.2 45 165 54 92 81 7.9

Source: MOP; World Bank (1966, 1969).
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Figure 4.6 Unemployment as percent of labor force, 1960-2000 (source: MOP;
World Bank).

from different measurements of the labor force, and are discussed in
more detail in Chapter 8.

The responsiveness of employment to economic growth can be briefly
examined. During 1965-2000 the Egyptian economy created an average of
297,000 net additional jobs annually, giving an average growth rate of
employment of 2.4 percent a year,’ and an elasticity of employment with
respect to output of 0.48. However, the elasticity varied considerably over
the 35 years. For the first seven years of the 1960s, the employment/
output elasticity was relatively high, averaging 0.7 during the period. After
the 1967 war, extreme shortages of foreign exchange created major dif-
ficulties. Economic growth and the demand for labor dropped sharply.

Open unemployment increased during 1975-85 despite a high growth
of GDP, because a significant portion of the growth originated from the
petroleum sector, which was heavily capital-intensive. During this decade
the elasticity of employment with respect to output dropped to 0.23.

Between 1985 and 2000, about 6.5 million jobs were created in Egypt at
an annual average of 430,000 jobs per year, but the rate of job creation
fluctuated a good deal. During 1985-93, unemployment rates continued
to rise. Domestic GDP growth had slowed, and with lower oil prices the
growth of incomes and the demand for labor in the Gulf countries had
also fallen. The labor-generating capacity of the economy therefore was
severely curtailed; open unemployment peaked at 10.2 percent of the
labor force in 1993. Thereafter, the economy recovered. During
1995-2000, the resurgence of economic growth led to an absorption of
labor in both private and public sectors, until the (officially-measured)
unemployment rate dropped to 7.4 percent of the labor force at the end
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of the Millennium.” A substantial part of this growth emanated from the
oil industry; reflecting this the elasticity of employment to GDP declined
to 0.56 during the last five years (from 0.79 in 1990-95).

Of those employed, 35 percent were in the public sector (28.6 percent
and 6.8 percent in the central government and public enterprises sector
respectively), while 65 percent of total employment took place in the
private sector (including agriculture and self-employed). The central
government employed about 1.4 million persons, the public service
authorities about 0.5 million, and the regional and local governments 3.1
million persons. The rate of growth of public employment declined sub-
stantially since 1997, but the share of the government in the total civilian
labor force fell only slightly.

The structural transformation of the economy during 1960-2000, with
a decline in the share of agriculture and an increase in that of services in
the GDP, was mirrored in the pattern of employment (Figure 4.7). Most
of the jobs created during this period were in the services sector (61
percent) followed by the industrial sector (27 percent), while additional
employment in agriculture constituted only 12 percent of total employ-
ment.

The characteristics of unemployment in Egypt at the end of the Millen-
nium revealed important factors in the labor market. First, unemployment
disproportionately affected the younger age groups. It peaked among the
age group of 15-25 years (27.5 percent compared to an overall average of
7.4 percent in 2000). This group also remained unemployed for longer
than the average period. Second, and a matter that is of concern, the inci-
dence of unemployment was higher among these with intermediate edu-
cation (19 percent) and university graduates (12 percent) than among
illiterates, for whom the unemployment rate was only 1 percent. This
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Figure 4.7 Structure of employment, 1960-2000 (percent of total employment)
(source: CAPMAS; World Bank reports (1960, 1966)).
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indicates negative labor market returns to education. Third, unemploy-
ment was also higher among females, especially in urban areas where
female participation rates were relatively higher than in rural areas.

Unemployment and inflation: the Phillips Curve

Two important objectives of macroeconomic policy are low unemploy-
ment and low inflation. An important question then arises: is there a
trade-off between these two goals?

The classic study on this issue was conducted by Phillips (1958) who
plotted the rate of wage increases (a proxy for the rate of inflation)
against the rate of unemployment in the United Kingdom from 1861 to
1957. He found a clear negative relation between inflation and unemploy-
ment, namely, that when unemployment was low, inflation was high, and
when unemployment was high, inflation was low. A similar relation was
found by Samuelson and Solow (1960) for the United States in the period
1900-60.

The basic form of the original Phillips Curve, for a given institutional
structure and a fixed capital stock, can be expressed as:

m=—Qu

where  is the rate of inflation, u is unemployment, and « is a parameter
that measures the response of inflation to short-term unemployment.

These results appeared to be important for policy because they implied
that countries could choose between different combinations of unemploy-
ment and inflation. Policymakers could achieve low unemployment if they
were willing to accept higher inflation, or they could attain low inflation if
they were willing to tolerate higher unemployment.

Figure 4.8 shows the relationship between the unemployment rate and
the inflation rate (the basic Phillips Curve) in 1982-2002 for Egypt.”
Inspection of the diagram shows a more or less clear negative relationship
for the period 1986-93 and again in 1997-2001. Following modern inter-
pretations of the Phillips Curve (see below), it is possible to view the dia-
grammed inflation—unemployment relationship as representing a family
of shifting Phillips Curves, shifting to the right because of workers’ expec-
tations of higher inflation. However, let me again caution readers that
because of the equivocal nature of the data, too much exactitude should
not be read into the connection pictured, which may better be regarded
simply as suggestive.

In the industrialized economies the relationship broke down in the
1970s. Most developed countries showed both a high rate of inflation and
high unemployment, a condition often referred to as “stagflation.” It was
evident that the original Phillips Curve no longer provided an adequate
explanation of the inflation—-unemployment outcome.
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Figure 4.8 Unemployment and inflation in Egypt (The Phillips Curve), 1982-2002
(percent) (source: MOP; World Bank LDB).

Some economists — notably Friedman (1968) and Phelps (1967) — main-
tained that the Phillips Curve represented only a short-term relationship.
They argued that a trade-off as described by the curve could exist only if
workers continually underestimated the future inflation rate and persisted
in the belief that their real wages had increased. Under these conditions
more labor would be offered, and therefore a higher level of nominal
wages would be associated with lower unemployment. However, it is unreal-
istic to assume that workers would forever fail to notice that the actual infla-
tion rate invariably exceeded their prediction. A more realistic assumption
is that workers would learn from their mistakes and keep adjusting their
expectations of the inflation rate in the coming period until they got it
right. More labor would only be offered at higher real wages. Thus the
trade-off between unemployment and the inflation rate would disappear.
The long-run Phillips Curve would be vertical and located at the “natural
rate of unemployment,” which Friedman defined as the rate of unemploy-
ment at which inflation did not increase — which is why it is frequently
called the Non-Accelerating Inflation Rate of Unemployment, or NAIRU —
and below which the unemployment rate could not be sustained.

The modern formulation of the short-run Phillips Curve — the “expecta-
tions-augmented Phillips curve” — incorporates the role of expectations. In
this version, the rate of inflation depends upon expected inflation, and
the difference between actual unemployment and the NAIRU (i.e. short-
term or cyclical unemployment). Thus a basic form of the equation for
the relation between inflation and unemployment is:

m=m"—a(u— uw*)
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where w is the inflation rate, m° the expected inflation rate, w actual
unemployment, u* the NAIRU, and « is a parameter that measures the
response of inflation to short-term unemployment. More complex models
incorporate additional variables to represent import prices, productivity
growth, real wages, supply shocks, and so on.

In spite of the amount of time and space devoted to discussions and
estimates of the NAIRU, its usefulness for directing policy is not settled.
Staiger et al. (1997) investigated the precision of estimates of the NAIRU
for the United States and found that the conventional confidence inter-
vals were very large — a typical 95 percent confidence interval for the
NAIRU in 1990 ranged between 5.1 percent to 7.7 percent. This impreci-
sion remained in spite of the natural rate being modeled in several differ-
ent ways, using monthly or quarterly data, and using various measures for
expected inflation. The imprecision led the authors to urge caution in
using the NAIRU to guide monetary policy. In another recent review,
Atkeson and Ohanian (2001) examined the accuracy of inflation forecasts
from NAIRU Phillips Curve-based models with a naive forecast by compar-
ing the root mean squared error (RMSE) of the two sets of forecasts. They
found that over the previous 15 years, most of the major models (includ-
ing those used by the Federal Reserve System of the United States) had on
average been no more accurate than the forecast from a naive model
which said that inflation over the next year would be equal to inflation
over the previous year. In a similar vein, Pisani-Ferry (2000: 58) pointed to
the uncertainty attending on measurements of the level of the NAIRU for
European countries (and in particular for these estimates often to simply
follow movements of the actual unemployment level), and expressed skep-
ticism concerning the operational content of the concept in Europe.’

Pesaran and Smith (1995: 203-4) point out that such models contain
two types of unobservables — the natural rate of unemployment (i.e. the
NAIRU) and the expected rate of inflation. To be able to model them
empirically, one must make auxiliary assumptions about the determinants
of the natural rate of unemployment and the manner in which inflation
expectations are formed. The manner of dealing with each of these has
been contentious. For example, is expected inflation () to be formed by
“adaptive expectations” (the assumption adopted by Friedman), or by
“rational expectations” (as assumed by writers such as Lucas, Sargent, and
Barro)? In the case of adaptive expectations, expected inflation is gener-
ally modeled as the actual inflation rate in the previous year, i.e. i =1_,
Of course, it is not necessary to posit that expectations adapt completely
in one year (or other period chosen). It is also possible to use a lagged
adjustment; for example, that the rate of inflation expected by workers is
a weighted average of past inflation rates, with the weights decreasing
over time (thus giving more importance to inflation rates in more
recent years than to those further away in time). In the case of rational
expectations, expected inflation is often modeled as the mathematical
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expectation of the inflation rate (because this is the best predictor of the
inflation rate).!°

Following Ball and Mankiw (2002: 134) we can sum up as follows. The
concept of the NAIRU might be tenable, in that shifts in aggregate
demand (created, for example, by monetary policy) drive inflation and
unemployment in opposite directions, and one could believe that, in the
short run at least, there exists an unemployment rate at which inflation is
stabilized. However, there are severe practical difficulties in measuring the
NAIRU, not least because it changes over time for reasons on which there
is little agreement. This makes it a rather dubious instrument for guiding
policy. Data limitations and inadequate knowledge of the working of labor
markets (such as the real strength and role of the trade and professional
unions), of the formation of expectations, and of the determinants of
inflation make the use of NAIRU-type analysis even more moot in Egypt.

As if to confirm this, the results of the few experiments with NAIRU-
based models for Egypt have been ambiguous. The overall implication
from equations estimated by the World Bank (under the assumption of
simple adaptive expectations, i.e. m{=_;) was that rather substantial
increases in unemployment would be required for rather modest reduc-
tions in inflation. It is possible that the model was misspecified, and hence
the estimator of the coefficients of the included variables was biased; in
particular, the role of the prices of imports in determining domestic
prices in Egypt may not have been sufficiently taken into account.
However, another serious weakness was that the results were very sensitive
to the choice of years over which the model was estimated, with the steep-
ness of the Phillips curve differing sharply depending upon the sub-period
selected. In view of the major responsibility assigned to the Central Bank
of Egypt for targeting inflation, a significant amount of work will be
required in the area of unemployment and inflation to develop models
that can provide a useful guide to policy.

Economic growth and investment

Economic growth in Egypt was driven chiefly by capital formation. Studies
of the contribution of the different factors of production to output growth
(examined later in this chapter) suggest that up to two-thirds of growth
was attributable to physical capital accumulation, one-third to human-
capital adjusted labor, and virtually nothing to the growth of total factor
productivity.

Investment rates averaging close to 30 percent of GDP during 1975-85
produced a rapid growth of output." A sharp decrease in investment to
about 19 percent of GDP after the introduction of the stabilization
program in the early 1990s resulted in some years of low economic
growth. Private investment recovered somewhat in the late 1990s, and with
it the GDP growth rate also improved. However, El-Gamal and Bisat



Growth, productivity, and structural change 101

(1999) argue that in the 1990s, private investment targeted sectors with
artificially high short-term profitability (high yield but shortlived capital)
with increased capital depreciation rates, and that there was a reduction
in Total Factor Productivity.

While public investment fell in the poststabilization period by about 8
percent of GDP, private sector investment did not fill the ensuing gap and
total investment was under 20 percent of GDP during 1990-97. Total
investment picked up gradually in 1997-2000. Gross domestic savings
more or less depicted the same trend as investment, increasing from 9
percent of GDP in the early 1970s to 16 percent in the late 1970s and the
early 1980s. Domestic savings remained only about 13-14 percent
throughout 1990-2000. Table 4.4 shows savings and investment ratios for
five-year periods during 1965-2000 (Figure 4.4 shows annual relation-
ships).

Economic growth and Total Factor Productivity

Output per head may increase in an economy because of different
reasons. First, firms may be using more capital-intensive methods of pro-
duction. Second, capital and labor, the main factors of production, may
be more fully utilized. Third, resources may be used more efficiently.

A crucial question for development policy is: what has each factor of
production contributed to the growth of output? Growth in the neoclassi-
cal framework stems from two sources: factor accumulation and productiv-
ity growth."” The relative weight of each of these sources carries important
implications for policy. If growth is largely the result of applying more
inputs of labor and capital, then the authorities should concentrate on
one set of policies — for example, encouraging higher participation by
women in the labor force and permitting quicker write-offs of capital
equipment for tax purposes. If, however, the main driver of economic
growth is increased productivity, then another set of policies — such as

Table 4.4 Investment and savings ratios, 1965-2000 (percent of GDP)

1966— 1971- 1976— 1981- 1986— 1991- 1996—
70 75 80 85 90 95 2000

Gross domestic investment 146 195 30.2 28.1 294 188 20.4
Gross domestic fixed investment 13.1 15.3 255 27.1 284 18.7 18.9
Public sector 11.9 1385 19.6 20.7 14.1 7.4 5.7
Private sector 1.3 1.7 5.8 6.6 158 11.3 13.2
Change in stocks 1.6 42 47 1.1 09 02 1.5
Gross domestic savings 11.0 85 155 151 16.1 13.3 142

Source: Mohammed (2001), World Bank LDB.

Note
Figures may not add up because of rounding.
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greater emphasis on education and more support for research and devel-
opment — would be the appropriate choice. Since questions of productiv-
ity loom so large in contemporary discussions of sustainable growth, it is
worthwhile examining the issue in some detail.

The modern analysis of the contribution of the different factors of pro-
duction to output growth was initiated by Solow (1957). He decomposed
the sources of GDP growth into the contributions of capital and labor,
and found that these did not account for the entire growth. A substantial
residual remained, and this he identified with “technical progress.” Solow
estimated that for the period 1909-49 the average annual growth of total
GDP in the United States was 2.9 percent. Of this, he concluded that 0.32
percentage points (i.e. 11 percent) was attributable to capital accumula-
tion, 1.09 percentage points (38 percent) to increases in labor, and the
remaining 1.49 percentage points (51 percent) came as a result of tech-
nical progress. This pattern appears to have stood the test of time reason-
ably well; for example, Denison (1985) examining the period 1929-82 for
the United States came to broadly similar conclusions.

The neoclassical model used in these studies relates the level of real
output to the levels of three inputs — labor, capital, and productivity. The
latter is assumed to augment both labor and capital equally, essentially
increasing their individual productivities, and is thus generally termed
Total Factor Productivity (TFP). The growth of total output depends upon
the rate of productivity growth, the elasticity of output with respect to
capital (i.e. the percentage increase in output resulting from a 1 percent
increase in the capital stock) multiplied by the rate of growth of capital,
and the elasticity of output with respect to labor multiplied by the rate of
labor growth. These elasticities can be interpreted as the marginal prod-
ucts of the relevant factors, and under the assumptions of constant returns
to scale and perfect competition can be proxied by the share of that factor
in GDP. The growth in TFP is defined as a residual, namely, the portion of
growth in output not explained by the growth of inputs; it is the increase
in output that would occur as a result of improvements in the methods of
production, with all inputs unchanged.

Although the measurement of technical progress in this manner is
extremely widespread, the assumptions on which it is based should be
noted and the results interpreted in the light of the limitations. First, the
exercise faces a number of technical and data difficulties. To begin with,
the measurement of the capital stock runs into serious conceptual prob-
lems; these were the focus of an extensive debate, initiated by the
exchanges between Joan Robinson and Robert Solow.” Once past the
conceptual difficulties, data problems are not insignificant; for example,
Jorgensen and Griliches (1967) maintained that the residual appeared
simply because inputs, particularly capital, had been poorly measured and
that it disappeared when these inputs were more accurately computed.
Labor input also must be measured with some caution. At times, the
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growth of the population has been used as a proxy, but in situations
where, for example, the labor force participation rate has altered signific-
antly, the use of the proxy would give erroneous results. The contribution
of education and training to the labor input must be carefully quantified —
better educated labor is equivalent to more labor.

Second, the model must assume that labor and capital are paid their
marginal product (i.e. we must assume a competitive economy) and the
production function must be constant returns to scale, otherwise we
cannot use the observed share of the factor in national income as a proxy
for the marginal contribution of the factor to total output."* We no longer
have the ability to measure these variables because the marginal products
of labor and capital are not observable from macroeconomic data (while
the shares of these factors are).

Third, as Hahn and Matthews (1965: 47) point out, it is important to
have a definition of “neutral” technical progress that will in some sense
leave unchanged the balance between labor and capital, and so will
permit steady growth. Two definitions of “neutrality” have dominated the
literature.

Following Hicks (1932), technical progress is said to be “Hicks-neutral”
if the ratio of the marginal product of labor to the marginal product of
capital is unchanged when the ratio of capital to labor is unchanged."”
Thus, technical progress is Hicks-neutral if it leaves unchanged the mar-
ginal rate of substitution between capital and labor, which is the rate at
which one factor must be substituted for another in order to leave output
unchanged. This view of technical change assumes that the same degree
of technical change affects both capital and labor. Because the same labor
and capital inputs produce more output, this type of technical change is
sometimes called “factor-augmenting technical change”; the effect is as if
the amount of factors of production had been increased.

An alternative definition is that of Harrod (1948). Technical progress is
“Harrod-neutral” if all the techniques in a technology experience the
same degree of labor-saving technical change. Expressed differently, tech-
nical progress is said to be Harrod-neutral if it leaves the capital:output
ratio unchanged. This type of technical change is sometimes called “labor-
augmenting technical change,” because each worker after the change is
able to produce more than he could previously; the effect is as if there
were more labor.

For an economy to sustain a steady rate of growth with output and
capital both growing at the same constant rate, technical progress must be
Harrod-neutral.'® But in order to decompose the contribution of the
factors so as to estimate the contributions of labor and capital separately,
technical change must be Hicks-neutral. Otherwise, in standard growth
accounting, the residual would only determine the weighted (by
the shares of profits and wages in total income) average of capital- and
labor-augmenting rates of technical change.'” Analysts have looked for a
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production function in which technical progress is both Hicks-neutral and
Harrod-neutral. For this to be the case, the elasticity of substitution
between labor and capital in the production function must be unity. The
only production function with this property is the Cobb-Douglas produc-
tion function.'® This property, together with its ease of manipulation, is no
doubt the reason for the widespread use of this production function in
TFP studies, including all the estimates for Egypt.

The interpretation of the residual as the contribution of “technical
progress” also must be nuanced. Some analysts regard the residual as
being a catch-all item affected by too many factors — such as government
regulations, changes in managerial competence, the functioning of insti-
tutions — that we do not fully understand, and would simply regard it as “a
measure of our ignorance.” Hence the increasingly preferred term in the
literature is the neutral “Total Factor Productivity” (TFP) or the “Solow
residual.” The growth accounting approach also treats the variables in the
production function as independent of each other, whereas in practice
they may be closely interdependent; thus, for the most part labor and
capital are not substitutes but are complementary, while most technical
progress must be embodied in physical capital.

The upshot is that the growth accounting approach provides somewhat
equivocal results for policy. First, it identifies proximate, not ultimate, causes
of economic growth. Moreover, as Matthews et al. (1982: 200) point out, an
important weakness of these models is that no explicit link is established
between economic policy and the rate of technical progress; TFP-generated
output growth “is growth due to causes that resemble manna from heaven.”"
This, in part, has led to the current interest in “endogenous growth” models,
of which a key feature is that growth depends on the incentives to invest in
improving technology. Once it is accepted that “technical progress” can itself
be created by investment, it opens up possibilities, such as actions to encour-
age innovation, for policy intervention in the growth process.

The theory behind, and the conclusions derived from, work on the con-
tribution of productivity to economic growth were further refined in the
context of research on the experience of the rapidly industrializing
economies of East Asia. The original view — as expressed, for example, in
World Bank (1993b) — was that the spectacular performance of these
countries stemmed chiefly from the manner in which they had absorbed
new skills and learned to efficiently use the new technologies that they
had imported. The converse view is that growth in these countries was
mainly input-driven, resulting more from factor accumulation than from
productivity increases.” As Krugman (1997: 27) succinctly put it, growth
in these countries was “mainly a matter of perspiration rather than inspira-
tion — of working harder, not smarter.”

The foregoing discussion of the rather heavy load of measurement
issues and assumptions that validate a growth accounting decomposition
of the sources of growth should alert one to the limitations of such an
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approach. However, it is widely held that, in principle at least, the decom-
position of growth should help policymakers decide the direction that
policy could most fruitfully follow. It is therefore understandable that
several attempts have been made to estimate the sources of growth in the
Egyptian economy — for example, World Bank (1983: Chapter 8); World
Bank (1994: Table 42); IMF (1998: 7-8); Bisat and El Gamal (1999);
Mohammed (2000, 2001); Kheir El Din and Moursi (2002). The studies
cover different time periods and use differing data sets, thus the details of
their findings are not always congruent with each other. However, a
generally consistent result is that at least during 1960-90, capital accumu-
lation provided the main driving force for the growth of output. For the
1990s, the picture becomes especially confused, with Mohammed (2000,
2001) finding that TFP growth contributed essentially nothing to the
growth of GDP in 1990-2000, and Kheir EI Din and Moursi (2002: Table
2) reporting that TFP growth contributed 44 percent in 1991-98.
However, the latter authors comment (p. 35) that the increase in the
share of TFP growth in economic growth during this period resulted more
from a decline in the rate of capital accumulation than from improve-
ments in the management and organization of production.

Rather than becoming enmeshed in the minutiae of methodological,
temporal, and data differences between the numerous studies, it might be
more fruitful to look at one of them a little more closely.

Mohammed (2000, 2001) assumed a production function of the
Cobb-Douglas type and estimated the share of capital and labor in GDP
growth for the period 1965-2000 at 0.5989 and 0.4011 respectively. The
contributions of capital, labor, and TFP growth to GDP growth over this
period, as well as in different sub-periods, are shown in Table 4.5.

The study found that during 1965-2000 the growth of GDP in Egypt
owed much more to the growth of inputs (labor and capital) than to TFP

Table 4.5 Factors’ contribution to GDP growth, 1965-2000

Year Growth rate (%) Contribution to GDP growth (%)

GDP  Human capital/  Physical ~— Human capital/ Physical — TFP
adjusted labor capital adjusted labor — capital

1965-70 3.33  3.29 3.80 1.74 1.79 —0.20
1970-75 348 3.04 6.24 1.61 2.93 —1.06
1975-80 9.80 4.07 13.54 2.16 6.36 1.28
1980-85 6.73 2.42 11.89 1.28 5.59 —0.14
1985-90 422 3.37 6.45 1.78 3.03 —0.59
1990-95 3.39 3.64 3.73 1.93 1.75 —0.29
1995-2000 5.72  4.65 6.88 2.47 3.23 0.02
1965-2000 5.22  3.50 7.45 1.85 3.50 —0.13

Source: Mohammed (2001).
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growth. While Egypt’s GDP grew by an average rate of 5.2 percent during
1965-2000, physical capital grew by about 7.5 percent; human capital-
adjusted labor increased by an annual average of 3.5 percent — and
employment by 2.6 percent — during the same period.”’ Over the entire
period 1965-2000, capital accumulation contributed about two-thirds of
the growth in real GDP, growth in human capital-adjusted labor about
one-third. TFP contributed virtually nothing for most of the period; it was
only important during 1975-80, when it was responsible for about 13
percent of the growth of GDP. The negative contribution of TFP to GDP
growth, for example between 1980-85, says that any combination of labor
and capital would have produced less output in 1985 than it could have in
1980.

During 1965-75, growth of TFP was negative; all the output growth
was contributed by factor accumulation. The public sector dominated
the economy and low efficiency in public investments may have been
the main factor behind slow productivity growth. Productivity recovered
in the late 1970s — a period characterized by post-war construction and
major trade liberalization reforms. However, productivity growth slowed
again in the 1980s and most of the 1990s, recovering only slightly in the
late 1990s.

Parenthetically, one might note an estimate by Maddison (1970: 53) of
the factors’ contribution to growth in an earlier period. Surveying the
years 1950-65, Maddison calculated that 29 percent of Egypt’s growth was
provided by growth in human resources, 51 percent by growth in non-
residential capital, and about 20 percent by changes in efficiency.
However, Maddison assigned weights of 0.5 to both labor and capital. If
we substitute the weights estimated from more recent studies into Maddi-
son’s data, productivity improvements would account for about 12 percent
of the growth of GDP during that period.

Attempts have been made to probe a little deeper into Total Factor
Productivity. A recent effort was by Hall and Jones (1999), who decom-
posed differences in output per worker across countries into differences
in the capital:output ratio, differences in educational attainment, and dif-
ferences in productivity. The contributions from each of these inputs were
expressed as ratios to US values. Their data showed that output per
worker in Egypt was less than one-fifth that in the United States. They
found that if Egypt had the same level of TFP and educational achieve-
ment as the United States, then its output per worker would be only 45
percent of that of the United States. If the only difference between the
countries was in educational achievement, then Egyptian output per head
would be 58 percent of that of the United States. If Egypt had the same
capital stock and educational achievements as the United States, its output
would be 70 percent of the United States level. Therefore, low output in
Egypt was not just due to low factor inputs, but resulted from the relatively
lower efficiency with which Egypt used these inputs.
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Hall and Jones hypothesized that differences in capital accumulation,
productivity, and therefore output per worker were related to differences
in social infrastructure (i.e. the institutions and government policies that
determined the economic environment within which individuals func-
tioned). A good social infrastructure linked social and private returns, so
that individuals benefited from pursuing activities that also benefited
society. Such a social infrastructure would protect the output of individual
producers from diversion to non-producers, i.e. to rent seekers. Hall and
Jones found a close association between output per worker and measures
of social infrastructure across their sample of 127 countries. Countries
with policies favorable to productive activities — rather than to diversion —
produced much more output per worker.

TFP growth in Egypt also does not compare well with rates of productiv-
ity in other middle-income countries in Asia and Latin America. Thus in
1973-94, TFP growth contributed about 24 percent and 40 percent of
GDP growth in Malaysia and Thailand respectively. For the period
1965-97, it appears that TFP growth in Egypt was negative in 19 years
while it was negative in only nine years in Korea, and while TFP growth
did not contribute to growth in Egypt during the whole period, it
accounted for up to 20 percent of GDP growth in Korea. TFP growth in
Egypt also lagged behind that in Tunisia.

Some approaches to productivity — for example, Nishimizu and Page
(1982), Danilin et al. (1985), Schmidt (1985), Fu et al. (1988) — refine the
concept a little further. They decompose productivity change into two
components: technological progress, which corresponds to changes in tech-
niques of production, and technical efficiency change, which corresponds to
changes in the efficiency with which existing techniques are employed.*

A World Bank study (1983: 227-64) applied this concept to productivity
movements in Egypt. Although the essay was limited to the industrial
sector, the findings may have a more general interest. First, TFP change
was an important element of the rapid rate of industrial growth enjoyed
by the Egyptian public sector between 1973 and 1979. This suggests that
the new policies and the greater access to investment and new technology
introduced by the infitah had a significant impact on this sector. Second,
the gap between the average firm and the “best practice” firm in the
industries studied was widening over time. The average firm was experi-
encing productivity improvement, but at a slower rate than the best-
practice potential rate. Third, the rates of best-practice TFP changes
encountered in Egyptian industry for the 1973-79 period — particularly in
industries such as edible oils, paper, transportation equipment, fabricated
metals, and electrical machinery — were very high in comparison with
long-term trends in more developed countries. These results most likely
indicated a process of short-term adjustment by best-practice firms rather
than the effects of technological progress in expanding production possi-
bilities. The report concluded that productivity growth in industry would
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be more readily sustained by bringing the average and below-average firm
closer to the level of performance of the best-practice firm than would
investment in newer technologies for the highest performing firms. The
poor performance of productivity in Egyptian industry over longer
periods is confirmed by other studies; for example, Adams (2003) found
that growth in labor productivity in Egyptian industry during 1984 to 1996
averaged only 0.93 percent annually, compared with 5.93 percent for his
sample of 22 developing countries.

These implications carry over from the micro- to the macroeconomic
level. For example, a significant lesson derived from the study of factor
productivity is the importance for developing countries of expending time
and effort to absorb the continuously improving technology that is avail-
able through imports. In fact, Young (1995) argued that perhaps the chief
reason for the surprisingly low estimates of TFP growth that he had
obtained for the Singapore economy was that it had been pushed too
quickly into acquiring new technologies without being given time to con-
solidate at each stage and realizing the benefits of what Arrow (1962)
termed “learning by doing.” Absorbing the best practices means — in addi-
tion to enhancing the system of education and labor training — paying
attention to learning by doing, improving managerial practices, and
strengthening the functioning of institutions (particularly the legal
system, the tax system, the trade system, and the financial system) that
enhance competitiveness. It also requires greater transparency in and
more efficient performance by the framework of government. These ele-
ments are vital, because the Egyptian economy can only grow as fast as the
rate of expansion of its factor inputs plus the rate of productivity change
of these inputs. Many of these issues, in the context of Egypt, are discussed
in the chapter on sustaining growth.

A note on data

The plural of anecdote is data.
George Stigler, Nobel Laureate in Economics 1982

The quality of Egyptian economic data, in common with that in other
developing countries, is quite variable.”” Data on tax collections, the
money supply, payments made for imports, receipts from exports, foreign
exchange reserves, and some other monetary and fiscal aggregates are
generally reliable. However, data on national accounts and its principal
components (such as investment, savings, public and private consump-
tion) and the data on employment are less firm and are more useful as
indicators of trends than of precise magnitudes.

The first modern estimate of the national income for Egypt was by Anis
(1950). Since that time many elaborations have taken place, but through-
out 1952-2000 the system offered considerable scope for improvement.
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Useful comments on national accounts and other data sets are offered by
Hansen and Mead (1965), Mabro (1974), World Bank (1978), Ikram
(1980), Hansen (1991), Ministry of Planning (1991, 1996), and Waite et al.
(1998).

These studies point to six principal sources of weaknesses in the
national accounts data. The first is the use of official prices, which distorts
the final outcome. Hansen (1968: 28) cautioned that “current price esti-
mates of GDP should always be understood to mean current official
prices.” This warning must be kept in mind because it explains to a large
extent why the GDP implicit deflator appears to be so modest over sub-
stantial periods. Price administration has ensured a large measure of
stability in official prices. If the price series were to be adjusted for mani-
festations of scarcity — such as queues and rationing — higher figures would
be obtained, thereby reducing the level of real GDP. Moreover, the system
of trade protection raises the prices of industrial compared to agricultural
products and thus artificially gives industry a relatively bigger weight in
the measured GDP. This not only distorts estimates of the structure of the
GDP, but also affects calculations of the growth rate, because it raises the
share of the normally faster-growing sector, industry, and depresses that of
the slower-growing, namely, agriculture.

Second, data on private sector activities — such as investment, sales,
inventories — are especially inadequate, with the service industries being
the worst affected. This inadequacy becomes a growing handicap as the
economy becomes increasingly privatized and one in which the services
sector occupies the most important part. The problem is accentuated
because the private sector has been growing faster than the economy in
general. Moreover, the primary method of estimating GDP is the produc-
tion approach, i.e. by using price and quantity data for detailed commodi-
ties to estimate gross output, intermediate consumption, and (by residual)
value-added. For the expenditure-based GDP estimates, the greatest defi-
ciency is the lack of current data on private consumption (because of the
absence of a regular series of household surveys). As Waite et al. (1998:
10) emphasize in a comprehensive review of the national accounts, “Most
of the expenditure estimates are tied to various production measures and
hence not truly independent estimates.” Measurement of changes in
inventories and their values is deficient as there is no regular system of
collecting information on the book value of inventories; changes in stocks
are derived partly from statistics on commodity balances.

Third, the existence of substantial lags between the time period in ques-
tion and the publication of the data reduces the usefulness of the informa-
tion for analysis or policymaking. Typically, projected estimates of the
upcoming fiscal year’s GDP are made in the first half of the calendar year.
They are then revised and called “expected estimates” a year later. Further
data adjustments are made, and sometimes two and three years from the
date of the projected estimates the “preliminary” and “final” estimates are
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issued.?* Thus the GDP for a given year may be projected or estimated
four times and the final numbers may not be established until three years
or more after the end of the fiscal year in question. Moreover, because the
projections of the macroeconomic variables and the estimation of the
outcome are both performed by the Ministry of Planning, Waite et al
(1998: 12-13) judge it “highly unlikely that those who project and
monitor GDP for the Plan can avoid all bias when they then compile the
‘actual’ estimates,” and they recommend that the two processes be sepa-
rated in order to ensure that the estimating procedure is perceived as
impartial and objective by users of the data.

Fourth, the coverage of the statistics has changed a number of times as a
result of changes in definition and of the time period covered (such as
changes in the fiscal year from a July—June basis until 1971/72 to a calen-
dar year from 1973 through 1979, and then again back to a July—June
period from 1980/81). These changes complicate the task of analysing
long-term trends.

Fifth, an important shortcoming is the absence of reliable and consis-
tent data on a regional basis, particularly that relating to the GDP and its
sectoral composition. The available information does not permit a com-
parative analysis of productivity developments in the different regions.
This becomes particularly critical in the analysis of levels, trends, and the
causes of poverty, which by 2000 had increasingly taken on a regional
dimension.

Sixth, the national accounts and other official data measure only a part
of the picture. In Egypt, as in most developing countries, a considerable
part of economic transactions takes place in the unrecorded “gray”
economy.” Individuals and micro-enterprises function in this theater in
order to conceal activities that in themselves may be licit, but which the
protagonists wish to keep hidden in order to avoid paying taxes or to
evade the attention of the authorities for other reasons. The criterion
used in most Egyptian studies of the informal sector — for example,
Fergany (1991, 1996b), Rizk (1991), Assaad (1997) — is the size of the
establishment, and defines the informal sector as economic units employ-
ing less than ten workers.” This rather misses the point. Actors generally
function in the gray economy because they wish to “pass under the
government radar,” i.e. they want to evade notice. Hence, the more appro-
priate criterion would be non-registration of the unit.

No reliable estimate of the contribution of the gray economy in this
sense exists for Egypt, although all commentators agree that it could be
substantial. The estimates cover a wide range: Waite et al. (1998: 39) sug-
gested that Egypt’s GDP might be understated by as much as 30 percent;
Schneider and Enste (2000: 7-8) in a working paper of the IMF estimated
Egypt’s shadow economy in 1989-90 at 68 percent of GDP; while Oweiss
(1994: 21) reckoned that the shadow economy provided a contribution “at
least equal to the published figure of the country’s national income.” The
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size of the gray economy makes a difference — an increase in this part of
the economy is likely to decrease government revenues, and this could
reduce the amount and quality of publicly provided goods and services.

The absence of reliable information on the informal economy leaves
policymakers without the wherewithal to answer questions about the
actual level of employment in the country, the size of family incomes, and
the extent of poverty. It also leaves open two other particularly important
questions. First, does the informal part of the economy move pro- or
counter-cyclically with the formal economy? The answer from studies of
other economies — for example, by the Social Policy and Development
Centre (2001) for Pakistan — is that the gray economy largely moves in the
same direction as the formal economy. This means that if the latter faces
difficulties, the authorities cannot assume that the informal part will pick
up the slack and that the impact on incomes and employment will be
cushioned. Second, does the presence of the gray economy imply that the
distribution of income is more or less equal than it would have been in its
absence? Based on a very detailed study for India, Acharya (1985, 1988:
300) concluded that the distribution of actual household income from all
sources was likely to be even more skewed in favor of the top decile than
indicated by standard surveys. This would result (a) from the incentives
for households with a higher proportion of gray income to understate
their true incomes and to do so to a greater degree than households with
little or no income from gray sources, and (b) from the greater opportun-
ity for the “haves” (such as industrialists, traders, real estate operators,
politicians, bureaucrats, etc.) to earn gray incomes than the “have nots”
(e.g. small farmers, peasants, rural and casual labor). These reasons apply
to Egypt just as strongly as to India. However, for the entire 1952-2000
period, Egyptian policymakers were handicapped by the absence of a firm
empirical basis for a judgment.

In view of all the omissions and uncertainties in the data, it can be a
little disconcerting to see the doggedness with which some of the inter-
national organizations and the Egyptian authorities dispute the decimal
points of the growth rate.

It will be clear from the foregoing that the data situation poses consid-
erable difficulties even for analysing long-term trends. The situation is still
more challenging for day-to-day policymaking, because the absence of
short-term (e.g. quarterly) national accounts and other magnitudes makes
it very tricky to assess the current state of the economy and to devise suit-
able policies. In order to buttress its own analysis, the World Bank
attempted to supplement the available official statistics with more timely
proxies. The following short description of the efforts made will give some
flavor of what needs to be done.?

The World Bank’s office in Cairo compiled a composite indirect indica-
tor of real activity entitled “Resident Mission Real Activity Index.” This
was a linear average of the monthly indexes for: (1) dollar imports of
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consumer goods, durable and non-durable; (2) net tonnage of cargo
crossing the Suez Canal; (3) number of, and nights spent by, tourists visit-
ing Egypt; (4) real credit extended by the Principal Bank for Development
and Agricultural Credit (PBDAC); (5) electricity consumption by indus-
trial users (in megawatts); (6) domestic sales of cement (in tons); (7)
domestic sales of iron (in tons); (8) number of licenses issued by GOFI for
newly-established industrial companies (capital of LE 100,000 or more);
(9) freight transportation (in tons) by the Egyptian National Railways;
(10) the real wage bill of the central government; (11) the number of
checks cleared at the Central Bank’s clearing houses; (12) average
number of job advertisements in Al-Ahram newspaper (Friday); and (13)
average number of calls for bids (supply and contracting) advertised in Al-
Ahram newspaper (Friday).

The Bank also attempted to track private sector performance. Each
month it surveyed some 50 private enterprises, local and foreign, fully-
private, and asked them (in confidentiality-protecting index terms) about
their monthly sales, employment, and inventories of final goods. The data
series could, of course, be criticized for the biased quality of the respon-
dents: they were, after all, English-speaking, World-Bank-connected busi-
nesses. Yet it provided a reasonable lower bound in looking to the future —
if things appeared bad for these more dynamic enterprises, there could be
little doubt that the economy was likely to be coming in for trouble.

The Bank also built its own “tourism index.” This was a linear average
of the indexes for: (1) tourist arrivals; (2) tourist nights; (3) the average
actual occupancy rate of Cairo’s three largest hotels; (4) sales of bottled
water of the most popular brand; and (5) sales of photograph films
(Kodak). The raw data were provided by the Tourism Development
Authority, the managers of the hotels in question, and the CEOs of the
bottled water and film companies.

Data on monthly fiscal accounts were obtained from the IMF’s office in
Cairo. Monthly balance of payments accounts were estimated both from
Customs Department data (based on physical crossings of the customs
line) and from Central Bank data on foreign payments/receipts and trans-
fers. The Central Bank information covered a somewhat different time
period vis-a-vis the data on shipments obtained from the Customs authori-
ties, so the two series were not congruent. However, the Central Bank data
were available with much smaller time-lags and thus were better for short-
term analysis, while the Customs data were more detailed (especially in
terms of commodity breakdown) and thus more helpful for structural
investigations.

Data on inflation were obtained from CAPMAS, and from information
that embassies and international agencies collected in order to adjust the
salaries of their local employees. The latter, of course, only provided a
partial picture because their consumption baskets contained a substantial
weight of commodities not consumed by the poorer sections of the popu-
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lation. However, some cross-checking of the CAPMAS data was necessary,
because that agency surveyed only one-third of the consumer basket each
month.

For data on interest rates, the World Bank surveyed five private and
joint-venture banks (as they were more likely to price money freely). Esti-
mates of the market foreign exchange rate were obtained from foreign
exchange brokers as well as banks. The Stock Brokers Association helped
to point out “regularly traded stocks” (most of the stocks listed on the
Cairo bourse are closed companies profiting from the tax advantages of
listing). The World Bank then computed its own monthly stock exchange
price index, mainly to use as a forward indicator.

The foregoing indicators, while helpful in forming judgments and sug-
gesting some likely turning points in the economy’s trajectory, were inade-
quate substitutes for series based on comprehensive data or on statistically
rigorous sampling techniques. The World Bank ultimately discontinued
the exercise because of the amount of time and effort required to
produce even reasonably meaningful results. It is unfortunate that the
government did not develop its own bank of reliable short-term data to
support expeditious macroeconomic policymaking.

A further area in which problems with data could hinder the effective-
ness of policymaking concerns fiscal policy and the budget. Fiscal policy is
a potent tool for helping guide the economy, particularly so in Egypt
where for much of 1952-2000 monetary policy was relegated to a sec-
ondary role. The state budget covers central government, local govern-
ments, the public services authorities, and the investment projects of the
economic authorities and their financing. Revenue and non-investment
expenditure are reported in the budget on a cash basis, while investment
expenditure is reported on an accrual basis, i.e. when a bill is received and
the receipt of the good or service has been verified. However, a number of
entities, principally the National Investment Bank (NIB), the social insur-
ance funds, and the Social Fund for Development, whose combined activ-
ities were large enough to have substantial macroeconomic consequences,
were not treated consistently in the budget. A significant portion of the
expenditures of the Ministry of Defense is also outside the budget.

In the late 1990s, the operations of the NIB were consolidated with
those of the government and the fiscal data for 1999 were reviewed. As a
result of the review, the authorities more than tripled the estimate of the
budget deficit for 1999, from 1.3 percent of GDP to 4.2 percent; indeed, if
the financing of net lending by the NIB were included, the deficit would
rise to nearly 6 percent of GDP. Inquiries by international organizations
suggested that data for earlier years were affected by similar discrepancies.
Needless to say, such problems with data make it difficult to assess the true
fiscal stance and to conduct fiscal policy.

The data on the labor force and employment constitute a major
weakness. This is of particular concern, because providing meaningful
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employment to a rapidly growing labor force has risen to top priority in
the agenda of Egyptian policymakers.

The two main sources of data on labor and employment are the decen-
nial population census (PC) and the quarterly Labor Force Sample Survey
(LFSS) conducted by CAPMAS. Fergany (1991) has pointed to a number
of methodological and definitional problems that limit comparability
across the two instruments, as well as within the same instrument over
time. First, the LFSS is not carried out during census years, and therefore
no direct comparison can be made between the two sources. Second, the
PC includes army personnel and conscripts in both the population and
the labor force, as opposed to the LFSS, which includes only the civilian
population. Third, the reference period for unemployment is one day in
the PC, as opposed to one week in the LFSS; this leads the PC to overesti-
mate the magnitude of unemployment. Fourth, until 1986, the PC results
were produced for employment and unemployment both defined on the
age group six-plus. In 1996, these tabulations were produced for the age
15-plus, thereby reducing the reliability of trend analysis. On the other
hand, employment in the LFSS is typically defined for the age group six-
plus, while unemployment is defined only for the age group 12-64. Fifth,
both instruments inadequately measure economic activity, especially of
female informal home-based activities.?® Sixth, both the PC and the LFSS,
by requiring “active search” for employment (during a relatively short ref-
erence period) as a condition for being included in the labor force, tend
to exclude “discouraged unemployment” in periods of high and persistent
unemployment.

Owing to the greater frequency with which it is conducted, analysts
generally place greater reliance on the LFSS. However, this survey suffers
from two main weaknesses. First, the definition of who is a member of the
labor force poses a serious problem. The question posed in the survey is
essentially: Do you work? If not, have you looked for a job during the past
week? If you have not, you are not in the labor force.

This definition effectively excludes the “discouraged” workers, that is,
the ones who would have liked to search for a job, had they had the
money and means to do it, and those who have got so fed up of looking
unsuccessfully for a job that they did not “actively search” for one in the
reference period covered by the LFSS. Once (in the third quarter of
1988), CAPMAS used an alternative definition in the LFSS: it included in
the labor force those workers who had searched for a job during the
entire duration of unemployment. This factored into the labor force the
“discouraged unemployment” portion of the population and obviously
gave a higher figure of unemployment as a percentage of the labor force
than had been provided by the earlier definition.* CAPMAS has now
reverted to the original definition.

Second, there is a weakness in the measurement of female participation
in the labor force. Here, again, the special round of the LFSS in October
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1988 marked a change with previous surveys: any individual engaged in
subsistence activities either for own or household consumption was con-
sidered economically active and hence part of the labor force. This modi-
fication alone resulted in a significant increase in the measure of female
participation, especially in rural areas, compared with those reported in
earlier surveys. However, Assaad (1999) reported that by 1995, measure-
ment practices of participation in informal and home-based activities had
reverted to their pre-1988 standards.

By assuming that the activity rate (i.e. labor force divided by population)
of October 1988 remains at least constant (an innocuous assumption in a
country with a fast-growing population and rising education levels) and
applying it to the current population levels that are officially published,
researchers can try to estimate the “real” labor force. The difference
between the “real” and the government’s reported labor force figure is pro-
vided by the discouraged, unemployed workers and a higher participation
rate for women. That, when added to the unemployment and labor force
figures published by the authorities, gives the “real” rate of unemploy-
ment.” The application of this (or a similar) procedure is essentially what
produces most of the differences between estimates of unemployment pro-
vided by the government and by independent research workers.

Measurement of the capital stock

The value of fixed assets reported in accounts is based on historical costs.
Because of inflation, the book value of assets often grossly understates the
replacement value of those assets. This has two consequences: first, the
actual rate of return is overstated; and second, depreciation allowances
are inadequate to maintain the real value of assets. In order to avoid these
distortions in the measurement of the capital stock, the book value of
capital estimates is revalued using a methodology known as “perpetual
inventory technique.” Under this procedure, the value of the real gross
capital stock at time ¢ is estimated by summing the value of the gross
investment (measured in constant prices) undertaken each year prior to ¢
and subtracting the value of capital goods that have been scrapped. Thus,
provided that we have data on investment extending further back than n
years (n=the fixed life of each piece of capital equipment), we can con-
struct a measure of the capital stock without having to obtain a valuation
of all the capital stock in existence in the base year. See McCombie and
Thirlwell (1994: 130-33).

The version of this technique frequently followed is due to Arnold Har-
berger (1977). This technique, or a variant of it, has been used by the
World Bank for deriving the real capital stock and estimating financial
and social rates of return for many developing countries.

Harberger’s methodology for measuring the net capital stock essen-
tially involves the following procedure:
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Compile a series on annual gross capital formation (i.e. annual invest-
ment);

Decompose the series into three components: machinery and equip-
ment, buildings, and inventory;

Apply appropriate price indices to revalue annual investments in
terms of the prices of the base years;

Apply appropriate depreciation rates. (Harberger assumed an average
life of 40 years for buildings, and 12.5 years for machinery and equip-
ment, yielding annual depreciation rates of 2.5 and 8.0 percent
respectively);

Derive an initial estimate of the capital stock for each of the three
components by using the following relationship:

K=[A+n/(d+n]*],

where Kis the capital stock, ris the rate of growth of the capital stock,
d is the rate of depreciation, and /, is the investment in time . The
main assumption required to derive the value of “/” is that the
economy was operating in “normal” circumstances in the base period.
This implies that the different types of capital stock grew at the same
rate as output. Also, in order to avoid random fluctuations, the base
year value of investment is taken as an average of three years.

Apply the perpetual inventory technique to derive the capital stock
series for the period concerned.



5 The external sector

For most of 1960-2000, Egypt struggled to simultaneously achieve both
internal equilibrium (a balance between domestic demand and supply at
an acceptable level of inflation) and external equilibrium (a continuously
financeable level of current account deficit). Growth of the GDP triggered
an earlier and sharper increase in Egypt’s imports than in her foreign
exchange earnings, while debt servicing — itself the product of external
deficits — added to the resource requirements. The external disequilib-
rium had to be controlled, because the available financing fell short of the
demands. Egypt sought to contain the disequilibrium chiefly by restricting
imports, but the cost was underutilized capital stock and under- and
unemployed labor. Internal equilibrium, thus, was subordinated to the
external. The balance of payments, therefore, must be seen as the ulti-
mate constraint on Egypt’s growth during this period.

Major developments in the balance of payments

During 1965-2000 Egypt’s balance of payments was characterized by
severe structural weaknesses. Foreign exchange earnings were narrowly
based and depended largely on oil, worker remittances, tourism, and the
Suez Canal. Imports for the most part remained 2.5 to three times mer-
chandise exports, and the resulting gap was financed chiefly through
earnings from services. Income from services (including worker remit-
tances) considerably exceeded proceeds from physical exports, and
accounted for about two-thirds of foreign exchange earnings. Interest pay-
ments on the country’s external debt constituted a substantial burden
until the rearrangements of 1991-96. For most of 1965-2000 the current
account balance remained negative, and it was only towards the second
half of the 1990s, when debt rearrangements eased the servicing burden,
that improvements in the current account balance were not necessarily
related to a slowing down of the economy.

Excluding official transfers, the current account balance ranged
from +6.6 percent to —20.0 percent of GDP at market prices; after taking
into account official transfers, the balance varied from +10.4 percent to
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—11.3 percent. The large current deficits were financed mostly by official
transfers and external borrowing by the public sector, supplemented by
private capital inflows. Direct foreign investment contributed only minimally
to the country’s financing requirements. The structure of the balance of pay-
ments was thus dominated by services, transfers, and capital transactions.
Other notable trends in the balance of payments were the following:

1 For almost the entire 1965-2000 period, Egypt ran a deficit on the
current account of the balance of payments. The major cause was a
persistent and large excess of merchandise imports over exports. The
deficits on merchandise trade were to a substantial extent offset by
surpluses on the services account. Egypt’s “invisible” earnings out-
weighed expenditures, except for years in which the Suez Canal was
closed and before worker remittances began rising sharply. The latter
occurred after the oil price increases of 1973, which increased
incomes and the demand for Egyptian labor in the Arab oil-producing
countries. Invisible earnings were crucial for Egypt: during 1965-2000,
they accounted for about 69 percent of total foreign exchange earn-
ings, compared with 31 percent for merchandise exports. Thus con-
sidering the period as a whole, Egypt was principally an exporter of
services.

2 An important source of foreign exchange for most of 1965-2000 was
foreign assistance. Until 1973, the chief providers of these resources
were the Arab countries and the Soviet bloc; thereafter the United
States increasingly assumed the dominant role. The purchasing power
conferred in foreign exchange was considerable — during 1970-2000,
net official transfers amounted to almost 18 percent of Egypt’s own
foreign exchange earnings from merchandise exports and invisibles.
Data on external assistance remain incomplete, but the available
information indicates that net official transfers during 1970-2000
averaged nearly 6 percent of GDP annually. Without these transfers,
aggregate consumption would have been roughly 7 percent, or private
consumption about 12 percent, or investment almost 30 percent less
than its actual level. The impact of external aid is likely to have been
even greater, because the figures do not reflect military assistance,
which is known to have been substantial. Thus, during 1984-2000, the
USA provided $1.3 billion a year in military grants, equivalent to
about 8.5 percent of Egypt’s foreign exchange earnings during that
period. The trend in the current account balance, with and without
official transfers, can be seen in Figure 5.1.

3 For most of 1965-2000, trade policy failed to significantly accelerate
the growth of non-oil exports. Egypt’s earlier dependence on cotton
exports changed after 1975 (with the recovery of the oil fields in
1973) to heavy dependence on oil exports, which accounted for
almost half of total merchandise exports.
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———— Current account excluding official transfers as percentage of GDP
- - -®- - - Current account including official transfers as percentage of GDP

Figure 5.1 Current account balance, 1965-2000 (percent of GDP at market prices)

(source: CBE; World Bank LDB).

Until the 1990s, import policy generally remained restrictive, with high
tariffs supplemented by import controls. The latter became especially
prominent in compressing imports during periods (such as the late
1980s) in which the country found it difficult to obtain trade financing.

The direction of external trade changed markedly. By the end of the
period, the share of the West European market in Egypt’s total
exports doubled compared with 1965—67, while that of the United
States increased more than three-fold. Correspondingly, the share of
the East European market dropped nearly 36 percentage points, from
about 45 percent in 1965-67 to less than 10 percent in 1998-2000.

On several occasions, arrears on external debt payments became
unmanageable. Rescheduling arrangements had to be reached in 1966
regarding arrears on credits from commercial banks; similar arrange-
ments were made in 1968 with governments and the major suppliers in
France, Italy, Germany, Sweden, and the Netherlands, followed in
1969 by agreements with Mexico, Japan, and the United Kingdom. In
all these rescheduling arrangements Egypt sought to avoid a net
capital outflow by having the creditors agree to provide new credit
facilities. However, as these new facilities were extended mostly on sup-
plier credits terms, they provided only a shortterm respite from the
burden of debt service. The shortness of the maturities on which Egypt
borrowed external capital during this period may be gauged from the
fact that, even after the reschedulings, between 1969 and 1974 Egypt
would have to repay 74 percent of its existing debt. In 1976, accumula-
tions of short-term debt had to be paid off by the Gulf Organization
for the Development of Egypt, set up by Saudi Arabia, Kuwait, Abu
Dhabi, and Qatar. Major reschedulings and write-offs of external debt
to official creditors occurred in 1987 and 1991-96 (discussed below).
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The broad development of the external position is summarized in Table

5.1; a more extended version appears in Table 5.6 at the end of the chapter.

The balance of trade

Within the external sector, the balance of visible trade requires particular
attention. During 1965-2000 its most important characteristics were the
following:

1

$ million

For the entire period, Egypt ran a large deficit on its balance of visible
trade. This deficit increased steadily and by the end of the period
reached 13 percent of GDP.

Throughout the period merchandise imports grew much faster, aver-
aging 9.6 percent a year in current terms, than merchandise exports,
which increased at an average rate of about 6 percent per annum.
Since imports from early in the period became substantially higher
than exports and continued to grow at a significantly faster rate, an
increasing discrepancy between the two series was inevitable.

The large and increasing divergence between imports and exports
became most noticeable after 1974, when the greater availability of
foreign aid enabled a larger expansion in the volume of imports
(Figure 5.2).

Imports fluctuated more widely than exports, with a coefficient of
variation of 67.2 percent compared with a corresponding coefficient
of 54.6 percent for merchandise exports.

The composition of imports changed. Imports of intermediate goods
increased from less than 50 percent of total merchandise imports in
1965 to over 60 percent in 2000. Import of capital goods peaked at
nearly 30 percent of merchandise imports in 1985, but fell thereafter
to 20 percent in 2000. Imports of consumer items shot up during the
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Figure 5.2 Merchandise exports and imports, 1965-2000 ($ million) (source:

World Bank LDB).
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infitah, reaching 35 percent in 1975, but by 2000 had dropped to
under 20 percent (but of course out of a much higher total import
bill); see Figure 5.3.

The continuing deficits on the balance of payments stemmed from the
failure of exports to keep pace with world trade. Between 1965-2000,
world exports increased by more than 10 percent per annum in current
prices; during the same period Egypt’s exports grew at a little over half
that rate. Thus Egypt lost considerable ground in the international market
— in 1965, out of every $100 of world exports, Egypt accounted for 37
cents; in 2000, Egypt’s share had dropped to seven cents. Figure 5.4 shows
the secular decline, which was even more marked if exports of petroleum
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Figure 5.3 Composition of imports, 1965-2000 (percent of merchandise imports)
(source: World Bank LDB).
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are excluded. The reduction internationally was paralleled by the decreas-
ing significance of exports in the GDP, dropping from 11.2 percent in
1965 to 6.5 percent in 2000. The ratio reflected the performance of oil
sales; for example, there was an upward blip to 12.9 percent in 1981 when
international oil prices reached their peak.

In itself, a decline in share of world exports might not be crippling.
Logically, a declining share of world exports is not necessarily incompati-
ble with a healthy balance of payments at a reasonable growth rate.
However, in Egypt’s case the continuing pressure on the balance of pay-
ments and the measures that the country frequently adopted to hold
down imports limited the country’s access to capital goods, technology,
and intermediate products to a level below what could have been attained
with greater availability of foreign exchange. This limited the country’s
ability to productively absorb its labor force, and thus restricted its capac-
ity rate of growth (the Harrodian “natural” rate of growth). More detailed
analyses in this chapter and in Chapter 10 show that the declining share
was caused by a number of underlying weaknesses, such as the nature of
the products offered for export.

The loss of share in a growing market resulted from an export structure
that was skewed towards products with low price and income elasticities of
demand.' Most econometric and quantitative work in international trade
has emphasized the importance of price elasticities and, indeed, much of
the argument against exchange rate devaluation in Egypt arose from a
pessimistic view of the price elasticity of foreign demand for Egypt’s
exports. However, an equally, if not more, important reason was that the
composition of Egypt’s export basket, in terms of commodities and
quality, held little appeal to markets in which incomes were rising.

Merchandise exports

A key change in the structure of Egypt’s exports can be seen from Table
5.2. In the early part of the period, exports were dominated by raw cotton

Table 5.2 Composition of merchandise exports, 1965-2000 (percent)

1965 1970 1975 1981 1985 1990 1995 2000

Merchandise exports 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Cotton and textiles 699 659 561 161 12,0 278 31.1 129

Cotton 559 491 36.7 9.1 7.0 7.0 6.9 2.6
Textiles 14.0 16.7 194 7.0 49 208 24.2 103
Oil and oil products 8.0 2.1 95 757 429 391 366 35.8
Ol 4.0 1.9 4.2 595 359 276 188 19.0
Oil products 4.1 0.2 5.3 162 70 11.5 17.8 16.8
Non-oil exports 92.0 979 905 243 571 609 634 64.2

Source: CBE; IMF, International Financial Statistics.
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and some elementary cotton-based manufactures. After 1975, oil exports
rapidly became very important and in 1981 (when oil prices reached their
peak) accounted for over 75 percent of earnings from merchandise
exports. With the decline in world oil prices from 1982, oil’s share in the
composition of exports remained important, but not dominant. However,
the crucial point is that Egypt’s export trade was vulnerable in the 1960s
because it relied disproportionately on a single commodity, namely,
cotton; towards the end of the twentieth century it remained vulnerable
because it still relied excessively on a single commodity, namely, oil.

Changes in the composition of merchandise exports, divided between
oil and non-oil, are shown in Figure 5.5. In the period from 1975 (when
oil exports first became significant) to 2000, earnings from merchandise
exports were almost equally divided between oil and non-oil exports. This
overall equality, however, did not translate into a steady division during
the 25-year period. Fluctuations in the share of oil and its products in total
merchandise exports were quite significant, with a coefficient of variation
of nearly 38 percent.

The main contributors to foreign exchange earnings in 1975-2000 are
shown in Figure 5.6.

For much of the entire period 1965-2000, little effort was directed
towards stimulating agricultural exports. Exchange rate and trade policies
discriminated against the expansion of farm exports. Policymakers
appeared to take as axiomatic that such exports would grow only slowly
because of the low elasticity of foreign demand. This view was largely shaped
by the falling exports of raw cotton. It was accepted that demand for some
other agricultural products, such as fruits and vegetables, might be more
buoyant, but earnings were expected to be limited by restrictions imposed
by the importing countries as well as by supply elasticities in Egypt.
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Figure 5.6 Main contributors to foreign exchange earnings, 1975-2000 (percent of
foreign exchange earnings) (source: CBE; World Bank LDB).

Major issues

One of the major conclusions of this chapter is that difficulties on Egypt’s
balance of payments were caused to a significant degree by the inadequate
growth of exports, and particularly of non-oil manufactured exports. The
argument for an exportled development strategy and the major issues
related to export development are explored in the chapter on sustainable
development. That chapter concentrates on the more recent years and
conducts the discussion for the most part in terms of the data, policies,
and institutional arrangements of the 1990s. For a more complete under-
standing of issues relating to Egypt’s external sector, the relevant section
of Chapter 10 should be read together with the discussion in the present
chapter.

Throughout 1965-2000, policymakers remained concerned about the
gap on the external accounts and on how to finance it. The government
itself prepared numerous reports, and Egypt’s balance of payments prob-
lems were dissected in several studies — for example, Hansen and Marzouk
(1965), Mabro (1974), Hansen and Nashashibi (1975), Mabro and
Radwan (1976), Ikram (1980); by multilateral and bilateral institutions —
in particular, World Bank (1978, 1983, 1995b), Nathan Associates (1997,
1999); and from investigations conducted jointly by the Government of
Egypt and international agencies — for instance, GOE/World Bank
(2000). This plethora of enquiries focused chiefly on different aspects of a
single underlying problem: the failure of Egypt’s foreign exchange earn-
ings, particularly from merchandise exports, to grow at rates that would
support sustained, high-level growth by the economy. A concomitant of
this problem was the issue of external debt, which resulted because of the
continuing shortfall in foreign exchange earnings.
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The major issues that concerned these studies can be sorted into four
broad groups (which, of course, overlap at certain points):

a  The structure and competitiveness of the sources of foreign exchange
earnings.

The exchange rate.

The tariff regime.

d The management of external debt.

o

(a) Foreign exchange earnings

During 1965-2000, Egypt’s foreign exchange earnings fell short of its
required foreign exchange payments. One of the characteristics of the
Egyptian balance of payments was that merchandise exports covered only
about one-third of merchandise imports. Therefore, throughout these 35
years, the authorities were concerned with issues relating to the structure
of the country’s foreign exchange receipts, with questions of how to raise
these earnings, and particularly to those that related to increasing physical
exports.

During 1965-2000, the overwhelming portion of total foreign exchange
earnings came from the so-called “invisible” items, comprising earnings
from Suez Canal tolls, tourism, worker remittances, and investment
income. The invisibles together accounted for about 69 percent of total
foreign exchange earnings, while merchandise exports provided 31
percent. Decomposing the sources of the foreign exchange receipts for
the period 1975-2000 (i.e. starting from when earnings from oil became
significant), Figure 5.7 shows that worker remittances were the most
important single item and provided nearly a quarter of total foreign

Suez
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Figure 5.7 Composition of foreign exchange earnings, 1975-2000 (percent)
(source: CBE; World Bank LDB).
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exchange earnings; oil exports provided 15 percent; while Suez Canal tolls
and tourism contributed 10 percent each.
The earnings responded to different influences:

¢ Suez Canal dues were sensitive to the level of, and changes in, inter-
national trade.

¢ Oil prices depended on world supply and demand, with an important
determinant of supply being the decisions taken by the Organization
of Petroleum Exporting Countries (OPEC). In general, international
prices for Egyptian oil tended to be somewhat lower (on average
roughly $2 per barrel) than those for Brent marker crude.

e Worker remittances responded to economic conditions in the Gulf
countries, which determined the amount of labor migration to that area
and the incomes received by the workers. The officially measured figures
could be somewhat misleading, as the flow of remittances was sensitive
to the exchange rate and could come into Egypt through both official
and non-official channels. The entire increase in the flow after exchange
rate devaluation would not necessarily represent additional amounts for
the country as a whole, but might simply reflect a switch from unofficial
to official channels. Increases in the domestic interest rate together with
perceptions of greater financial security in the country could also lead to
an inflow of earnings previously held abroad; the latter could be consid-
erable — Abu Ali (1987) estimated them at $60 billion.

¢ Tourism receipts were sensitive to the exchange rate and the security
situation in Egypt and the Middle East region. Tourism revenues
during the period 1965-2000 were estimated by a variety of methods,
none fully satisfactory. Initially, the Ministry of Tourism used a
formula in which the average tourist expenditure of $64 a night in
1977 was taken as a base. For subsequent years, the average expendi-
ture was assumed to have increased by 15 percent per annum; this
average was multiplied by the number of registered tourist nights
spent in the country. This procedure was later modified, but as
Tohamy and Swinscoe (2000: 4-5) point out, because the spending of
the large number of expatriate Egyptians taking their vacations in
Egypt are not included in tourism receipts (contrary to the World
Tourist Organization’s guidelines), the recorded figures might
significantly understate the actual revenues.

Most of the sources of foreign exchange earnings were highly volatile.
Annual fluctuations in the “Big Four” (Suez Canal, oil, tourism, worker
remittances) from 1975-2000 are shown in Figure 5.6. All the items
display a fair degree of variability, but the most volatile were earnings
from oil and from tourism, which had coefficients of variation of 47.2 and
52.7 percent respectively. These coefficients were roughly twice those of
the other items.
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Export competitiveness

An indication of export prospects is provided by the index of revealed
comparative advantage. The revealed comparative advantage (RCA) for
country ¢ for product j is measured by the item’s share in the country’s
total exports relative to its share in world trade. The interpretation is that
if the RCA index is greater than unity, the country possesses a comparative
advantage in that commodity; if it is less than unity, a comparative disad-
vantage. A value of, say, 3.5 for a commodity indicates that its share in
exports of country 7 is 3.5 times its share in world trade.”

The RCA has been estimated for several Egyptian products over differ-
ent time periods.” Table 5.3 summarizes the overall results by broad
product groups. During the two decades covered by the data, a number of
changes in revealed comparative advantage occurred.

Generally speaking, the calculations showed that Egypt’s comparative
advantage lay mainly in sectors related to food (including processed foods
such as preserved fruits and vegetables, pasta, confectionery, and cheeses),
textiles and clothing products (including textile yarn and thread, cotton
fabrics, and non-fur clothing). A comparative advantage also existed at
times in aluminum, ferrous metals, and fertilizers. The country’s compara-
tive advantage was least in capital-intensive industries, such as machinery
and transport equipment; however, some apparently labor-intensive
manufactures, such as furniture and footwear, also (somewhat surpris-
ingly) have RCA indexes less than unity.

These conclusions are reinforced by an examination of the type of
commodities entering into Egypt’s export trade. The analysis shows that
changes did occur in the pattern and direction of Egypt’s exports, but the
changes did not keep up with the pace of changes globally.

While oil exports represented slightly less than half of total merchan-
dise exports, the share of manufactured goods in total merchandise
exports rose considerably (from 11 percent in 1980 to 40 percent by
1998), particularly the share of textiles and clothing manufactures that

Table 5.3 Revealed comparative advantage by product groups, 1970, 1980, 1992

Product groups 1970 1980 1992
Foods and feeds 3.23 2.20 1.07
Beverages and tobacco 0.38 0.38 0.10
Crude materials 0.21 0.31 0.00
Refined fuels 0.13 4.57 9.06
Animal and vegetable oils 0.55 0.11 0.00
Chemicals 0.72 0.25 0.62
Manufactures by material 2.22 1.69 1.75
Machinery and transport equipment 0.13 0.25 0.34
Miscellaneous manufactures 1.07 0.50 0.87

Source: World Bank (1995b: vol. 2, Table 5.7).
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rose from 7 percent of total merchandise exports in 1980 to 24 percent in
1998. Furthermore, the importance of Egypt’s trading partners changed
somewhat in the last decade, with the share of the European Union
decreasing from 59 percent to 48 percent, the share of the USA increasing
from 9 percent to 13 percent and a strengthening of regional trade with
the share of the Middle East and North Africa sub-region doubling from 6
percent to 12 percent.

The effects of these changes can be examined using “constant market
share analysis,” which decomposes growth in exports into the different
factors that would affect its loss or gain of market shares.* The technique
assumes that a country’s export growth can fall behind the average of
world export growth for three reasons: (1) its export composition may be
too heavily concentrated in commodities for which world demand is
growing relatively slowly; (2) its exports may be going disproportionately
to regions that are growing slowly; and (3) its exports might not be able to
compete with other sources of supply.

An application of this technique to Egypt’s exports at the three-digit
level for the 1990-2000 decade shows that while during this period world
exports were growing at close to 6 percent a year, Egypt’s export growth
averaged less than 2 percent.” Egypt was unable to benefit from the buoy-
ancy in international trade because her export basket was insufficiently
weighted by the fast-growing commodities, and because she lost ground
even in the export of her traditional commodities as a result of decreasing
ability to compete with other suppliers of those products; thus the effects
of (1) and (3) above were negative. The direction of exports changed
somewhat, with a decrease in the share of the European Union and an
increase in those of the United States and the Middle East region; thus
such growth as did occur resulted largely from the general expansion of
world trade and a change in the direction of exports, i.e. the impact of
factor (2) was mildly positive.

It is not surprising that a TradeCAN (Trade Competitiveness Analysis of
Nations) analysis for the 1990s — breaking down exports into four cate-
gories: rising stars, declining stars, missed opportunities, and retreats —
confirmed that Egypt’s export composition had a significant percentage
of “declining stars.” This not only provides an explanation of past
performance, but also raises some concerns about future export
possibilities and missed opportunities. These findings are summarized in
Table 5.4.

The basic reason for the lack-luster performance of exports was the
incentive framework and deficiencies in the trade-related infrastructure
and services. The major impeding factors in the incentive framework
included: (1) an exchange rate regime, tied de facto to the US dollar, that
led to a 70 percent appreciation of the real exchange rate between 1992
and 2000, and acted as a significant export tax; (2) high nominal and
effective tariffs, which increased the profitability of producing for the
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Table 5.4 Egypt’s Trade Positioning Matrix, 1990-2000.

Product’s share in world Product’s share in world
import is growing import is declining

Product’s share in Egypt’s — Rising stars (27 %) Declining stars (32 %)

export is growing [Main products: cutlery; [Main products: briquettes;
rice; outer and under coke and semi-coke of
garments; textile materials;  coal, lignite/peat; floor
ores and concentrates of coverings and related
precious metals; waste products].
and scrap].

Product’s share in Egypt’s  Missed opportunities (17 %) Retreats (24 %)

export is declining [Main products: perfumery [Main products: vegetable
and cosmetics; essential textile fibers; cotton;
oils, perfume and flavor petroleum oils and crude].

materials; spices].

Source: Government of Egypt/World Bank (2000); Mohammed (2001).

home market rather than for export; (3) significant non-tariff barriers
(particularly customs procedures and administrative controls on imports)
that raised the transaction costs for exporters; and (4) inefficient systems
of duty drawback and temporary admissions that failed to provide
exporters timely access to imported inputs at world prices.

(b) The exchange rate

During 1965-2000, exchange rate policy underwent a number of transfor-
mations. Three concepts of the exchange rate are generally used in the
literature.

1 The “nominal exchange raté’ is the price of any one currency in terms of
another. The nominal exchange rate is therefore a bilateral exchange
rate.

2 The “nominal effective exchange rate’ (NEER) provides a summary
measure of the value of any one currency in relation to a basket of
other currencies against which it enters into trade. It is therefore a
multilateral exchange rate. The NEER is expressed in index number
form relative to its value in a base year, while the weights used in the
index generally reflect the importance of the various currencies in the
trade of the home country.

3 The “real effective exchange rate’ (REER) measures the rate at which
output from the home country exchanges for outputs from other
countries, rather than the prices at which the currencies are
exchanged. It is thus more properly regarded as a measure of the
competitiveness of tradable goods than an exchange rate.
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In the context of multilateral Egyptian trade, the REER is defined as the
nominal effective exchange rate (NEER) multiplied by the price ratio of
Egyptian, P(EG), to foreign, P(F), goods:

REER = NEER * P(EG) /P (F)

A further concept, the “equilibrium real effective exchange rate’ (EREER),
measures the REER that would provide equilibrium in both the internal
and external markets is sometimes calculated, using econometric models.

Each of these concepts is illustrated in the discussion that follows.

The REER is important because trade competitiveness depends not
only on changes in the exchange rate, but also on the relation between
the inflation rates in Egypt and in the countries with which it trades.
However, more than the usual care is required in interpreting measures of
the REER in Egypt. The downward bias introduced into Egyptian price
indexes by widespread price controls means that the measurement of the
REER in the usual manner (using the consumer price index) is likely to
show competitiveness for the country that might be quite spurious. More-
over, measures of the REER during the 1960s and early 1970s are espe-
cially shaky, since they do not include trade with the communist countries,
which bulked so large in total trade during these years.

The REER can be defined in two principal ways: (1) in external terms, as
the nominal exchange rate adjusted for price level differences between
countries (as in the equation above); or (2) in internal terms, as the ratio
of the domestic price of tradable to nontradable goods within a single
country.® In this book, the REER is defined in external terms.

The nominal exchange rate

The previous chapters described changes in Egypt’s foreign exchange
system from the 1960s until the early 1980s. The present examination
focuses on the period since 1987, when a degree of liberalization of the
exchange system was introduced. Abdel-Khalek (2001: 61) sums up the
overall experience of Egypt’s exchange rate until 1991 as “one of repeated
failed attempts at establishing a unified exchange rate.”

Before May 1987, the interbank foreign exchange market was divided
into two pools. The Central Bank pool was responsible for foreign
exchange dealings relating to exports of petroleum, cotton, rice, and the
Suez Canal. It also dealt with imports of essential foodstuffs, insecticides,
fertilizers, and most public sector capital transactions. The commercial
bank pool was fed by receipts from worker remittances, tourism, and
exports that were not covered by the Central Bank pool; foreign exchange
payments for the public sector that were not covered by the Central Bank
pool were also made through the commercial bank pool. The exchange
rate in the Central Bank pool was officially determined and was set for the
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most part at the official rate of LE 0.7 per US dollar. The rate in the com-
mercial bank pool (LE 1.36/US$) was closer to a market rate, but was nev-
ertheless heavily influenced by official intervention.

In 1985 the rate in the commercial bank pool was devalued by about 60
percent. In May 1987 a new bank foreign exchange market (in which all
authorized commercial banks were allowed to operate) was created, with
the exchange rate initially set at LE 2.165/US$. Thereafter, the rate in this
market was set by a committee on the basis of supply and demand con-
ditions in the interbank market, and by the end of 1990 had reached LE
3.0/US$. The devaluations of the exchange rate in the Central Bank pool
to LE 1.1/US$ in August 1989 and LE 2.0/US$ in July 1990 were not very
significant, since this rate accounted at the time for barely 15 percent of
total transactions. Moreover, foreign exchange receipts in this market
were taxed and users subsidized, so that the rate effectively remained at
LE 0.7/US$.

On February 27, 1991 the multiple exchange rate system was replaced
by a dual exchange rate system consisting of a primary and a secondary
market. The original intention was to unify the primary and secondary
markets after one year. However, the unification was accelerated and
occurred on October 8, 1991; the unified rate involved a further devalu-
ation of about 15 percent, to LE 3.3/US$.

The Real Lffective Exchange Rate

The REER was not used as a policy instrument but, as Hansen (1991: 204)
says, resulted from “the fortuitous outcome of other countries’ exchange
rate policies and of price developments outside the control of the Egypt-
ian government.” Hansen estimates that the REER appreciated strongly
during 1965-68. It depreciated thereafter until 1979, with a minor appre-
ciation in 1974-76. The main reason for the real effective depreciation
was the depreciation of the nominal exchange rate against the dollar in
1973 and again in 1979. In 1973-79, the joint result of developments in
the nominal exchange rate, Egyptian price levels, and changes in inflation
rates in partner countries was an estimated real effective depreciation of
28 percent.

From 1980 to 2000 movements in the REER again depended more on
variations in partner country prices than on changes in the nominal
exchange rate. For virtually the entire decade of the 1980s, the nominal
exchange rate remained fixed at LE 0.7/%, and for most of the 1990s it
hovered around LE 3.4/$. The REER, on the other hand, appreciated
quite sharply until 1984 and then steadily depreciated until 1991, before
beginning another appreciation that continued until 2000.

Movements in the Nominal Exchange Rate, the Nominal Effective
Exchange Rate (NEER), and the Real Effective Exchange Rate (REER) for
the period 1980-2000 are shown in Table 5.5.
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Table 5.5 Indexes of nominal and real effective exchange rates, and international
competitiveness, 1980-2000 (1990 = 100)

Nominal rate  NEER REER Index of International
(LE/$) (1990=100) (1990=100)  Competitiveness (1990= 100)
1980  0.7000 254.44 123.22 81.16
1981  0.7000 281.91 134.28 74.47
1982 0.7000 284.32 140.59 71.13
1983 0.7000 313.10 166.54 60.05
1984 0.7000 350.46 202.55 49.37
1985  0.7000 239.36 144.13 69.38
1986  0.7000 195.27 138.60 72.15
1987 0.7000 161.29 129.94 76.96
1988  0.7000 110.97 97.23 102.85
1989 1.1000 108.89 103.41 96.70
1990  2.0000 100.00 100.00 100.00
1991  3.3322 86.38 96.90 103.20
1992 3.3386 85.24 102.17 97.88
1993 3.3718 92.24 116.95 85.51
1994 3.3910 87.79 121.17 82.52
1995 3.3900 78.04 120.04 83.30
1996  3.3880 93.68 128.61 77.75
1997 3.3880 103.60 142.37 70.24
1998 3.3880 107.78 148.99 67.12
1999  3.4050 110.59 153.38 65.20
2000  3.6900 117.80 162.01 61.72

Source: Calculated from IMF data.

Notes

1 An increase in the REER index reflects an appreciation.

2 The Index of International Competitiveness is the reciprocal of the REER. An increase sig-
nifies greater competitiveness.

Was exchange rate policy managed in a manner that kept the real
exchange rate consistent with the fundamentals of the economy? This
question cannot be answered simply by examining divergences between
the real and nominal exchange rates, because changes in the REER can
result either from a change in fundamentals or from a misalignment of
the exchange rate. This question is particularly difficult to answer in a
period of rapid structural change when no clear reference point can be
indicated as being in line with the fundamentals. The REER only
expresses changes relative to some base year; to interpret movements from
that base year as representing and over- or under-valuation requires one
to posit that the base year value of the REER was in equilibrium.

One approach to getting round this difficulty is to construct a refer-
ence rate, the Equilibrium Real Exchange Rate (ERER), that is consistent
with the country’s economic fundamentals, and to compare movements in
the actual REER with movements in this reference rate. The ERER is
defined as the relative price of tradables to nontradables that, other things
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being equal, results in the simultaneous attainment of internal and exter-
nal equilibrium. Internal equilibrium means that the nontradable goods
market is cleared with no unemployment above its “natural” level, i.e. the
rate of unemployment below which shortages in the labor market will gen-
erate wage increases and lead to price inflation. External equilibrium
means that the present and future current account balances are compati-
ble with long-term sustainable capital flows. The fundamentals that deter-
mine the ERER include international prices; international transfers
(including foreign aid flows); external debt relief (which is a form of aid);
world real interest rates; import tariffs, quotas, and export taxes; exchange
and capital controls; other taxes and subsidies; the composition of govern-
ment expenditure; and technological progress.

In a study for the IMF, Mongardini (1998) compared the path of an
estimated ERER with the REER for the period 1987-96. The ERER was
derived from the empirical estimation of a simplified theoretical model of
the economy originally developed by Edwards (1994). While the results
ultimately depend on the quality of the theoretical model, the comparison
between the actual and the equilibrium rate will be independent of
the base year, because it is the difference between the two rates that is
relevant.

Mongardini concluded that the real exchange rate was substantially
overvalued during 1987-93, but thereafter moved closer to the equilib-
rium rate and by 1996 was only moderately (about 7 percent) over-valued.
The REER and the ERER converged during 1991-95 because of the
appreciation of the latter rate, and resulted chiefly from the 1991-96 Paris
Club debt rearrangements. The debt restructuring caused the debt:service
ratio to fall sharply, which improved the sustainability of the current
account and led to an appreciation of the ERER. However, later calcula-
tions suggest that after 1996 Egypt’s REER again increased vis-a-vis the
equilibrium rate, because the US dollar (to which the Egyptian currency
was pegged) continued to appreciate against most other currencies, and
because Egypt’s inflation rate was higher than that of the United States.”

Did the appreciation of the REER hinder the growth of exports? Subra-
manian (1997: 46-7), in common with the analyses of the IMF, considered
that increases in the REER had been detrimental to exports. He argued
that if the appreciation of the REER were caused by productivity improve-
ments, then one should expect some gains in the performance of tradable
goods, and particularly that of non-oil exports. He did not find such gains,
even though demand conditions in the partner countries remained
buoyant. He therefore concluded that the explanation for declining mer-
chandise exports was likely to be rooted, inter alia, in price increases that
were not offset by productivity gains.

Some other commentators have been more skeptical of the harmful
effect on exports of an appreciation in the REER, and the policy prescrip-
tion of correcting this by a devaluation of the nominal rate. These views
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reflect two main lines of thought. One is that devaluation would raise the
cost of capital, thereby discouraging investment and production; these
contractionary effects on the supply side are judged to be more damaging
to the growth of exports than the expansionary effect generated by
foreign demand following a price reduction; see, for example, Abdel-
Khalek (1997); Korayem (1997). The other line of enquiry focuses on the
elasticities of demand for some Egyptian exports and finds them to be low
or not statistically significant. This suggests that the relationship between
Egyptian export growth and movements in the REER is weak, and that
devaluation of the exchange rate would be unlikely to correct the current
account deficit.

This elasticity pessimism appears to have arisen, at least in part, because
the external imbalance did not right itself after the episodic devaluations
that occurred. But such a view underemphasizes two factors. First, non-oil
manufactured exports (the items most likely to respond to changes in
prices via the exchange rate) accounted for only about 30 percent of mer-
chandise exports in the decade 1991-2000. Thus even a fairly large growth
on the part of these commodities could not be expected to quickly elimi-
nate the current account deficit; this is expecting the tail to wag the dog.
Second, the authorities paid scant attention to improving the institutions
and structures that would support the export incentive produced by the
exchange rate depreciation.” The caution of policymakers worked against
a multi-pronged approach (such as reforming institutions pari passu with
exchange rate adjustments). A World Bank minute reported a Minister
saying that, “You do not test the depth of a river with both feet.” This
ignored the fact that an economy consists of closely interrelated parts, and
that therefore piecemeal reforms have weaker effects, because they do not
reinforce each other. The upshot was that opportunities created by
exchange rate adjustments were likely to have been significantly abridged,
even if not completely annulled.

Proponents of the elasticity pessimism view believed, in effect, that the
Marshall-Lerner condition for a devaluation to improve the trade balance
was not met in Egypt.9 Formally, the condition states that if trade is ini-
tially balanced and the elasticities of supply of exports and imports are
infinite, devaluation will improve the trade balance if the absolute sum of
the foreign elasticity of demand for exports and the home elasticity of
demand for imports (measured in the same currency) exceeds unity. That
is, devaluation will improve the current account of the balance of pay-
ments if:

E,| +1E1>1

where I, is the price elasticity of demand for imports, and E, is the price
elasticity of demand for exports. The formal Marshall-Lerner condition is

based on the assumptions of perfect competition, one export good and
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one import good, and the maintenance of full employment. The con-
dition becomes more complex if trade is not initially in balance."

Egyptian debates on the effectiveness of exchange rate devaluation may
have been rendered less than conclusive because elasticities have been
estimated in a manner that is methodologically suspect. This is for a
number of reasons.

A classic paper by Orcutt (1950) demonstrated why the results obtained
in most estimations of trade elasticities had to be viewed with serious reser-
vations. He showed that the data and methods employed tended to bias
the estimates downwards. Orcutt provided five reasons for the existence of
a bias towards zero.

IDENTIFICATION

The observed values of the price and quantity of exports result from the
simultaneous interaction of factors affecting both foreign demand and
domestic supply. But if the elasticity is estimated using single equation
models, demand and supply factors will be mixed up. The estimate of the
elasticity will then be the outcome of adding the negative demand elastic-
ity to the positive supply elasticity, and will thus be lower than it is in
reality. Therefore, Orcutt argued that in order to avoid the “identifica-
tion” problem, export demand and supply elasticities must be estimated in
a simultaneous equation framework.

AGGREGATION

Orcutt argued that price changes, for example for imports, were largest for
goods with low price elasticities of demand. Thus, when many commodities
are aggregated together, the biggest weight in the average price index will
be of commodities with inelastic demand. Since the quantity changes for
such commodities tend to be small, the estimated price elasticity of the
total aggregate is likely to be low. Because such aggregative indexes might
understate the true elasticity by giving undue weight to goods with lower
elasticities, Leamer and Stern (1970: 41-9) argue that price indexes should
be reweighted proportionally to the individual demand elasticities.

TIME LAGS

Orcutt demonstrated that long-run price elasticities of imports and
exports were likely to be substantially larger than short-run price elastici-
ties. However, elasticity estimates frequently relate the volume of current
imports or exports with current prices. If, as the empirical evidence sug-
gests, quantity adjustments in response to a price change are spread over a
number of years, then the measured effect of price changes on quantity
will underestimate its actual long-run effect.
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ERRORS OF MEASUREMENT

Orcutt showed that if errors occur in the measurement of price changes,
the average estimated response to price changes will be biased downwards.
Measurement errors are particularly likely in work on international trade,
because elasticity estimates overwhelmingly use unit values and not price
indexes. The use of unit values can create errors because it does not allow
for quality differences; thus changes in the demand for goods of different
quality (within the same overall total) can lead to changes in unit values,
even if the prices of the goods demanded have not changed.

THE SIZE EFFECT

Orcutt suggested that the price elasticity of demand for imports or exports
depends on the size of the change, and is probably much larger for large
price changes than for small. Exporters and importers will tend to ignore
small price changes, because they do not wish to lose market shares, and
because the costs of changing suppliers can be significant. Hence, the
elasticity of demand schedules for exports and imports will not be
independent of the size of the price change, and will be more elastic for
large than for small changes.

Orcutt’s paper gave rise to a large amount of discussion and empirical
testing in, to cite only some of the best known, Neisser and Modigliani
(1953: 226-30), Harberger (1957: 5089), Haberler (1958: 3-9), Klein et al.
(1961: 126-36), Prais (1962: 260-70), and more recently Winters (1991:
276-8), Thirlwall and Gibson (1992: 166-8), and Joshi and Little (1994:
284-91). The conclusion appears to be that some of the reasons advanced
by Orcutt for a downward bias (in particular, the size effect) are not very
important quantitatively, but his main finding holds, namely, that regressing
total exports on their average price will in general not give a fair estimate of
the elasticity of demand. In particular, the downward bias created by not
using a simultaneous equation framework is likely to remain significant, and
short-term elasticities will tend to be lower than their long-term estimates.

Estimates of elasticity for Egypt’s exports (and imports) are prone to
one or more of the maladies identified by Orcutt. Virtually all the esti-
mates involve the use of single equation models estimated by ordinary
least squares, and are thus subject to the identification problem. It is
therefore likely that the estimates are biased downwards. The estimates
also suffer from the problems of aggregation and probably from errors of
measurement, both of which are again likely to produce a downward bias
in the estimate. Finally, the studies have paid only rather cursory attention
to the time-lags between the adoption of the policy and the response of
exports, and to the differences between short- and long-run elasticities.

Apart from the criticisms raised by Orcutt, other weaknesses in most of
the statistical procedures used in the analysis of Egypt’s foreign trade have
been pointed out. Perhaps the most important is that the time series have
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not been tested to see if they are “stationary,” i.e. that the key properties
(such as the mean and the variance) do not change systematically with
time." If the data are “nonstationary,” regression analysis can provide spu-
riously inflated values of R?, the Durbin—Watson, and ¢ statistics of the
independent variable, thereby erroneously suggesting that a meaningful
relation exists among the regression variables.

An exception to the use of single equation demand estimates was
Pearson (1997) who used a simultaneous equation procedure, and whose
approach explicitly followed Virmani (1991) and Joshi and Little (1994).
He found that demand for Egypt’s exports, and for non-resource-based
manufactured exports (i.e. excluding SITC [Rev 1] categories 0—4, 61, 63,
66, 68-69) was reasonably price-sensitive. His estimate of the elasticity of
export demand with respect to the ratio of export to domestic prices
was —1.03 and to world income —1.05; corresponding figures for manufac-
tured exports were —1.09 and —1.06. Import elasticity was estimated at 0.89.

Some caveats apply to the study. The time period covered (1981-94)
might be too short. The use of unit values to represent prices is subject to
limitations. Further, the export supply function used here does not take
account of export subsidies. Incorporating the effect of subsidies would
change the specification of the equation, because the price received by an
exporter is not PX, but rather PX(1+s), where s is the rate of export
subsidy. In recognition of this, several studies, such as Joshi and Little as
well as Virmani, doctor the export price in this manner to reflect the
subsidy. Finally, domestic prices in the export supply equation are better
represented by the wholesale rather than the consumer price index,
because of the problems with the latter.

An even more methodologically-careful study was carried out by
Nathan Associates (1999). This study examined the period 1980-98 and
estimated both import demand and export demand functions. For both
imports and exports, the average real effective exchange rate elasticities
were relatively high.

On the import side, income was found to be statistically significant
(generally at the 99 percent level of confidence) in explaining the
demand for imports. For income, the unweighted average elasticity was
0.95 in the short run and 2.2 in the long run. The average trade-weighted
elasticities for 1997 were substantial: 1.1 in the short run and 2.5 in the
long. Thus, in Egypt as in other countries, import demand was income-
inelastic for most products in the short run, but income-elastic in the
longer run. The average real effective exchange rate elasticities were also
relatively high. For all products, the 1997 trade-weighted average elasticity
was 0.7 in the short run and 0.9 in the long run. The study found that,
overall, the absolute values of the price and exchange rate elasticities of
Egypt’s import demand were similar to one another, though there were
considerable differences for individual products.

On the export side, foreign income was always statistically significant
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(again at the 99 percent confidence level) in explaining demand. The
average real effective exchange rate elasticities were also relatively high; fur-
thermore, the effective exchange rate had a greater impact on export
markets than it did on imports. For all products and markets, the 1997 trade-
weighted average elasticity was —0.89 in the short run and —0.81 in the long.
In short, the absolute sum of the export and import elasticities was much
larger than unity, and the Marshall-Lerner condition was comfortably met.

Egypt’s external trade in services is dominated by transportation-related
activities and other distributive services on the import side, and by tourism
on the export side; these activities responded to the exchange rate. A
World Bank report found that year-to-year variations in Egypt’s tourist
arrivals by origin could be associated with variations in the originating
region’s income and Egypt’s real exchange rate, as well as with proxies
accounting for the effect of the security situation. As a rough indication, a
1 percent increase in world GDP was associated with an increase in tourist
arrivals of 2.2 percent, and a 1 percent real appreciation in the exchange
rate reduced arrivals by 0.4 percent. The security situation (whether exter-
nal or internal) obviously played the dominant role; for example, the first
Gulf war reduced arrivals by 28 percent in 1990. Another sharp fall in
tourist arrivals and earnings occurred after 58 tourists and four Egyptians
were killed at Luxor on November 18, 1997.

The Nathan Associates (1999) study found that the elasticity of import
services to the real effective exchange rate was high in the short run. For
exports, the real effective exchange rate elasticity worked out at —0.2 in
the short run (one-period lag) and —0.4 in the long run. Thus, for
example, a 10 percent devaluation in the REER would lead to a 2 percent
increase in export earnings from services after one year, but 4 percent
after a few years.

The study simulated the real effective exchange rate that would yield an
overall balance in the balance of payments in 1998. The results indicated
that the real effective exchange rate that prevailed in 1998 would need to
have been devalued by 14 percent to eliminate the deficit. According to the
simulation, imports adjusted quickly to the devaluation while exports took
several years to adjust fully. However, because exports continued to respond
to a one-time devaluation while the import response was completed in a
much shorter period, the cumulative response to the 14 percent devalu-
ation ended up by being more than twice as high for exports (8.3 percent
expansion) than for imports (3.5 percent contraction).

Apart from the findings of econometric studies, the experience of high-
exporting countries also has not been kind to the notion that fast export
growth can be correlated with an appreciating real exchange rate. All the
East Asian high performers (China, Korea, Taiwan, Thailand, Malaysia,
Singapore, Hong Kong) followed a conscious policy of keeping their
exchange rates undervalued. But Egypt’s REER appreciated steadily for
most of the two final decades of the twentieth century. The effects of the
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appreciation became even more important after the East Asian financial
crisis of 1997, when Egypt’s REER appreciated by over 40 percent against
the exchange rates of its main East Asian competitors (Korea, Thailand,
Malaysia, and Indonesia).

There is no reason to suppose that Egyptian exports are exempt from the
connection between low prices and increased demand. Most of Egypt’s
foreign exchange earnings derive from tourism, worker remittances, and
other services, and these items have shown themselves sensitive to the
exchange rate. Moreover, any export-promotion policy must give clear signals
to entrepreneurs to increase the supply of tradables, and the exchange rate
has been an important source of such signals for investment allocations in the
high-export countries. Through their reluctance to use the exchange rate
actively for managing the balance of payments, Egyptian policymakers denied
themselves an effective weapon that, used in conjunction with others, has
played a major role in the export success of many countries.

However, the elasticities approach to the balance of payments repre-
sents a partial equilibrium model that examines the effects of changes in
the exchange rate only on the external balance. It is not complete because
it does not take into account the macroeconomic effects on domestic eco-
nomic activity and the effects that these, in turn, have on the balance of
payments. An attempt by the World Bank to model the effects of domestic
absorption on exports, in addition to the effects of world demand, found
that the elasticity of exports with regard to world trade, while significant,
was lower than the elasticity with respect to domestic absorption. Periods
of higher export growth rates were associated with periods in which world
trade had grown and domestic absorption had contracted, and the export
growth tended to follow depreciations of the currency with a one-year lag.
There is room for a more complete study that would integrate the elastici-
ties approach with Alexander’s (1952) “absorption” approach, and also
incorporate the effects of capital movements, as in the analysis due to
Mundell (1963) and Fleming (1962).

Even if the Marshall-Lerner condition is met, one must allow for a
lapse of time before quantities adjust sufficiently to offset the change in
the price of foreign exchange. Thirlwall and Gibson (1992: 166-7)
attribute this lapse of time to the longevity of pre-devaluation contracts,
and to lags in recognition, decision, production, and delivery on the part
of importers and exporters. The time-lags can be substantial — in a
detailed analysis of the 1967 devaluation of the British pound, Masera
(1974) estimated that it took 18-24 months for the current account to
move into balance. Williamson (1982: 154) reports the evidence as
showing that trade responds within months to changes in income, but rea-
sonably complete adjustment to price changes may take three years or so.
Some calculations by the World Bank on Egypt’s experience with
exchange rate depreciations suggest that it took 12—-18 months for non-oil
manufactured exports to rise in a significant manner.
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A number of conclusions follow from this review of the effects of
exchange rate changes on Egypt’s foreign exchange earnings. First, some
careful studies indicate that Egypt’s trade (including the important ser-
vices component) is sufficiently responsive to changes in the real effective
exchange rate as to meet the elasticity conditions for an improvement in
the balance of payments. Second, significant effects from the exchange
rate changes begin to show after a lag of at least one year. Third, the pull
of the domestic market remains strong, and a successful export policy
must include measures to reduce the domestic absorption of exportables.
Fourth, exchange rate devaluation may not be sufficient to induce invest-
ment in export capacity or in international distribution channels unless
the devaluation is made durable. This would require the government to
carry out a consistent set of structural and institutional reforms (along the
lines discussed in Chapter 10) and thereby reinforce its credibility with
the private sector and strengthen the effectiveness of its policies. If such
reforms are not implemented, experience shows that the effects of
exchange rate depreciation are likely to be erased in two to three years by
inflation.

(c) The tariff regime

Tariffs have three main consequences. First, import duties enable final
goods to be sold at higher-than-world prices, thereby providing larger
profits in the home compared to the international market. This tends to
divert production and investment towards serving the domestic market and
towards the production of nontradable items. Moreover, the higher prices
that can be extracted from consumers may make it profitably feasible to
produce commodities in which the country is not an efficient producer.
Tariffs, therefore, form an important part of the incentive system that influ-
ences the decisions of entrepreneurs whether to produce for the domestic
or the export market. Second, tariffs add to the cost of intermediate inputs.
Unless rebated quickly, they will raise production costs for exports and
make them less competitive; indeed, a key element in the Korean export
drive was the swift rebate of tariffs on imported inputs. Third, tariffs can be
major sources of revenues for the government — in 1991-2000, for example,
customs duties provided over 20 percent of the Egyptian government’s tax
revenues and about 15 percent of its total revenue. They are thus likely to
be retained for revenue reasons, even though the authorities might recog-
nize their effects in distorting incentives.

Throughout 1965-2000, Egyptian tariffs remained high and were
generally higher than those of its neighbors. World Bank studies esti-
mated average trade-weighted tariffs in Egypt at about 48 percent in 1976
and 45 percent in 1981. In spite of reductions and consolidations, espe-
cially in the early 1990s under the restructuring program, the World Bank
estimated that in 1996 the trade-weighted average was 31 percent and that
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the rates remained widely dispersed. The overall tariff level significantly
exceeded the world average of 8.2 percent as well as the average for devel-
oping countries (21.4 percent).

Madani and Olarreaga (2002) found that the most salient feature of
Egypt’s tariff structure was the degree of tariff escalation, i.e. tariffs were
higher for fully-processed products than for raw materials or semi-
processed items. Most distorting tariffs were found in the manufacturing
sectors, with tariffs ranging between 0-135 percent (excluding alcoholic
beverages). This has important effects on the effective rate of protection,
that is, protection to value-added.

In the analysis of trade protection it is the effective, not simply the
nominal, tariff that provides the more relevant measure.!? The nominal
tariff rate is the rate announced in the tariff schedule. It is useful in assess-
ing the extent to which the price to the consumer is likely to be raised by
the imposition of the tariff, and thus chiefly influences decisions taken by
the consumer. The effective rate of protection, on the other hand, is
defined as the percentage change in domestic value-added that results
from the imposition of the tariff and other protective measures on the
product and its inputs, as compared with world market value-added. It
therefore indicates the effects that tariffs on the product and its inputs
have on the processing activity, and thus on the choices of producers. An
industry with an effective protection rate of, say, 50 percent can afford to
be 50 percent less efficient (i.e. use 50 percent more inputs) than its
foreign competitors and still maintain its domestic sales. Moreover, a
given duty on any finished product has a greater protective effect if it is
combined with low tariffs on the inputs of the protected industry than if
the tariffs on these inputs are high. The tariff escalation found for Egypt
therefore meant that the degree of protection provided to manufacturing
in Egypt was substantially higher than the published tariff rates, and per-
mitted the sector to live with a significant degree of inefficiency vis-a-vis its
external rivals.

Effective rates of protection in Egypt have varied significantly between
agriculture and industry and between different sectors within these activ-
ities. Hansen and Nashashibi (1975: 159-62, 309-12) estimated that in the
early 1960s agriculture did not appear to need protection; if anything, the
effective rates of protection and measures of the domestic resource costs
to earn a dollar showed a slight negative protection.” Industry, on the
other hand, showed a very mixed picture. Sugar and cement appeared to
be competitive, but most of the others, including cotton textiles, were def-
initely noncompetitive at the existing official exchange rate. The latter
industries showed high effective rates of protection as well as high
domestic resource costs to earn a unit of foreign exchange. Hansen (1991:
539) also showed that high rates of protection led to significant declines
in competitiveness in both agriculture and industry in 1974-82.

A detailed study of effective rates of protection and domestic resource
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costs by the World Bank (1983) for Egyptian agriculture and industry in
the early 1980s showed several important sectors that were very highly pro-
tected. Indeed, a number of these activities — such as chemicals, metals,
transport equipment, china, and glass — could not sustain themselves with
the existing techniques and levels of productivity, if their products were to
carry international prices. A number of other sectors also showed high
rates of effective protection, ranging up to 89 percent. The relative
pattern of effective protection in the private sector was similar to that
encountered in public sector industry.

High effective rates of protection in industry continued until 2000.
Nathan Associates (1998: i-ii) reported that the average effective rate of
protection in manufacturing in the mid-1990s was over 34 percent, with
some rates well over 80 percent. The effective rate was considerably higher
than the nominal rate; thus, producers were able to set domestic prices
well above international prices of the same items, giving them a substan-
tial incentive to sell in the home market rather than to export. The study
estimated that the tariff structure provided, on average, a 21.7 percent
premium to potential exporters of manufactured goods for not exporting,
but selling domestically.

The Egyptian tariff structure effectively taxed exports at high rates;
Nathan Associates (1998: 9) estimated that across the board the average
31 percent tariff acted as an export tax of 19.4 percent. Even a substantial
lowering of the average tariff would still retain a sizeable anti-export bias.
Kheir El Din and El Shawarby (2002: 15-16) estimated that if the average
tariff were reduced to 20 percent, the equivalent export tax would still be
13.9 percent. The supplementary import levy of 3-4 percent and the
General Sales Tax (GST) must be added to the tariff, thus increasing its
protective (and anti-export) impact. Moreover, the authors noted that the
GST fell on the gross value of exports, not just on profits, and so its effects
in discouraging exports would be magnified. Similar results of high pro-
tection against imports, and thus a disincentive to export, were confirmed
by other studies. The World Bank (2001: 27) estimated that the combined
cost of fiscal barriers (tariffs and levies) added 32.3 percent ad valorem on
average to the cost of an import.

But tariffs were not the only source of protection. Throughout
1965-2000, Egypt also had an extensive system of non-tariff barriers,
generally masquerading as quality control or health protection measures.
Even by 1996, over 1,500 tariff lines (about a quarter of the tariff sched-
ule) consisted of items that were subject to inspection for quality control,
and the Government Organization for Export and Import Control exam-
ined a sample of every consignment of such goods. This was said to be
necessary to ensure compliance with Egyptian standards. “In practice,
however,” commented the World Bank (1998a: 32), “quality control has
become [another] means to protect local industry.” Nathan Associates
(1998: 5) estimated that in the 1990s, the system of quality control
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increased costs to affected producers and importers by 5 to 90 percent;
the latter figure applied to food products and imported consumer goods.
As a result of these costs, exports were estimated to decrease by at least 9
to 12 percent and GDP reduced by more than 1 percent.

The effects of bureaucratic interventions could be inefficient, and
hence costly — the World Bank (1999: 159) estimated that in the mid-
1990s each Egyptian customs official cleared an average of $600,000 worth
of imports a year, while in Singapore the average was $666 million a year.
For the economy as a whole, the World Bank estimated that the delays
caused by bureaucratic and inspection procedures added (conservatively)
15 percent to the import cost. CAPMAS (1996) reported that imported
intermediate inputs typically accounted for 45 percent of production cost;
thus a 15 percent increase in the cost of imported intermediate goods
would by itself add nearly 7 percent to the cost of production.

(d) External debt and its management

Current account deficits have to be financed, and one of the major
sources of financing for Egypt was borrowing from abroad.'*

During most of the 1950s, Egypt’s balance of payments was kept very
close to equilibrium and deficits were generally financed from the
country’s foreign exchange reserves. At the beginning of 1955, virtually all
of Egypt’s external public debt had either been converted into internal
issues or paid off through the Debt Conversion Plan of 1943. The only
amount known to be outstanding was approximately $482,000 due on the
4 percent City of Alexandria 1903-63 bonds.

The balance of payments picture began to change in the early 1960s
with the introduction of the first Five-Year Plan. The import requirements
of this Plan exceeded the country’s payment capacity and about 30
percent of the investment program had to be financed through external
borrowing. Ikram (1980: 356-7) estimated that by the end of 1965, the
total disbursed and outstanding external debt amounted to $1,516
million, with an additional $103 million in short-term liabilities against
banking facilities. This trend continued: for most of 1965-2000 Egypt ran
a deficit on the current account, and the use of loans to finance part of
this deficit was reflected in the country’s growing foreign debt.

The adoption of the infitah led to a surge in imports. In part these addi-
tional exports were financed by the growth in exports, but substantial
recourse was had to external credits. From 1975 to 1980, external debt
increased from $6.3 billion to $19 billion, rising to almost 90 percent of
GDP and 207 percent of exports of goods and services in the latter year.

A feature of Egypt’s borrowing between 1970 and mid-1977 was the use
of short-term correspondent bank facilities, in the form of trade-related
lines of credit, for the opening and confirmation of letters of credit and
acceptance of drafts arising out of export-import transactions. These were
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normally for periods of 90 to 180 days, but in some cases maturities were
extended for as long as 18 months to two years. The 1973 war, the sharp
rise in world prices of food and other commodities, and the lack of suffi-
cient amounts of quick-disbursing foreign aid all compelled Egypt to
resort heavily to borrowing short-term funds to meet the cost of essential
imports. At the end of 1976, disbursed and outstanding banking facilities
amounted to $1,396 million, i.e. just under 20 percent of the total out-
standing debt. Arrears on banking facilities had emerged early in the
1970s and continued to increase until they reached a peak of nearly
$1,000 million in mid-1977. An impending crisis was only warded off by
sizeable inflows of cash aid, principally from the Gulf Organization for the
Development of Egypt, comprising Saudi Arabia, Kuwait, Abu Dhabi, and
Qatar, that enabled the Egyptian authorities to clear all payments arrears
and also to significantly reduce reliance on shortterm facilities in the
future.

Continued heavy external borrowing in the 1980s created a substantial
debt overhang. In general, Egypt received quite favorable terms on its
foreign borrowing through the 1980s. The average maturity on Egyptian
loans during the 1980s was over 25 years, more than double those of the
main borrowers from Latin America; the grace periods averaged almost 10
years; the average interest rate charged on Egyptian loans was substantially
lower than that charged on loans to countries at comparable levels of per
capita income. Nevertheless, a sizeable part of Egypt’s external borrowing
remained on supplier credit terms, and the stagnation of Egypt’s export
earnings (especially after the fall in oil prices) made it difficult to service
these credits. Suppliers disbursed significant amounts of credits to Egypt
through the first half of the 1980s. However, on a net basis (disbursements
minus amortization), such disbursements were largely matched by amorti-
zations, so that on a net transfers basis (disbursements minus both amorti-
zation and interest payments), suppliers became net takers from the
mid-1980s.

Medium- and long-term debt peaked in 1988 at about $42 billion, but a
near doubling of short-term debt, from $4.5 billion in 1988 to $8.6 billion
in 1990, caused total external debt to continue to rise until it reached
$46.1 billion in 1990. According to most of the widely used measures,
Egypt’s debt burden until 1991 was among the highest in the world. With
debt to GNP ratios in the 100 to 150 percent range through the 1980s,
touching 175 percent in 1988, Egypt was more heavily burdened with debt
than many other, more prominent, debtor countries, including all the
major Latin American countries.

Even more to the point, the servicing of the debt created severe liquid-
ity problems. Total debt service (including arrears) due in 1986 exceeded
100 percent of current account receipts. As a result, Egypt could not
service the debt and accumulated further arrears. The country became
uncreditworthy and lost access to international capital markets.



$8°G— 180°T 80L°G— LV6 183°¢ 9¢6°9— 618°0T— 688°¢ G861
LGG— LSLT 8¢1°¢— GLL G6L‘S S0L9— 86L01— $60F 7861
LOY— 630G 91— 164 99¢°‘¢ 864°G— ¢S1'6— fofefees G861
L8'8— 665G 8LS6— 19 113°3 Pe8F— 86'8— I G861
16°L— 68G°T 1L T— 9 801°G 306F%— 108°6— 666F 1861
LLL— 96%°1 685°T— 68 866G 9607 — 186°9— 166G 6L61
GV — GLS 194— 96 360°3 631°¢— 008'G— 0L1°G 8L61
866 — 629 89L— (4% 09%°1 619°G— SILY— %0 LL61
v'qg— 93694 908— GlL $80°T 309°c— 187 — 3191 9L61
86 11— 679 10%°1— 6L0°T (6144 866°G— L6V T — 69G°T aL61
¥0'6— 0Té— 96— G081 981 L18°1— 16%°c— $19°1 YL61
660 16— LL 16L L 199— $99'T— $00°1 ¢L61
61°6— SvI IL1— 466 L SLY— 982°1— 718 GL61
LL'G— i 906— 6L6 66— Y66 — e 1— 048 1L61
S1'¢6— 601 ¢ql— 806 88— VLG— 16T 1— LI8 0L61
G1'0— 66— 8— 966 LL— LGG— G96— 192 6961
LT°0 G 0l Y46 8G— a81— 6¥8— 799 8961
86°6— 911 GLT— LIT 89 qag— 096— a69 L961
66'6— 6V1 991 — ST GLI 8VE— av6— 869 9961
1Lv— 981 ¥496— - 061 86— 656— 899 G961
da % sv
(4afsuvay ro1ffo ouz) JUUINOUL Aafsuvay Supnyour (1ou) (10u) (o) (q0))
JUNO2ID JUILNT) g 1N JUNOIID YUY aafsuva o S90S 29UDIDq IPDA], spodug spodxsy

(yuwaoxad pue worrur ¢) 000g—5961 ‘Stuswided Jo dourrRg 9°¢ 9V,



*SO0INO0S JUIIIJIP WOTJ s9INSY SuneIor35e Ul SOOUIIIJIP 0) NP Ik [°G (e, Ul PUE d[qe] SIY} Ul S2INI1 o) uoamiaq soruedasosip 1ysIs ¢
‘sIedLIE SUnenundde AQ pue ‘SonI[Iqel] PUe $)asse SYUB( [RDIWUWOD PUL [ENU)) UI SIUIWIAOW 4] PIDULUL SEM ddUL[RY [[BIIAQ &
‘(3ou) sa01A

-19G UL POPNIUL I SIOUBNIWAL IIOA SWT SUDUR[EQ PUE ‘SUOISSIWIO PUE SIOLID JUIWISIAUL USIDIO0F 12IIP ‘suonedoffe YJs sopnput reyden) 10N |

SOION

“(086T) Wen] Sousyp)s [rouvis] (puoypuol JINT (9 oA :8L6T) NUBY PHOM “IID 9008

y98'T—
60—
GII'T—
q88
696—
g8a°1
Yov'1
838°1
1,5
866
€8¢°1
98L
131
969—
€96°1

LT T—
60LT—
6L%G—
611
G81—
98¢
965
$61°6
699°¢
964°T
$656—
9066 —
L86'T—
G00‘T—
L6L'G—

656
L60°T
688
068
¥éL
616
668
G06°1
898’1
av8¥
¥60°T
94L
869
VL6
603°1

1L$°6
61L°6
6078
6716
064°8
186°L
8G0°Z
309°L
86L'8
165%
609V
$03°F
GG0%
88¢°¢
90¢°6

G665 11—
$65°61—
0LL'TT—
08801 —
S676—
$48°L—
199°2—
3Is'L—
05%9—
86G°L—
L658—
9oL —
0¥L9—
L9¢°6—
3189—

198°L1—
696°9T—
668°9T—
G9G‘GT—
LOTFT—
[18°G1—
91L0T—
83L0T—
FS0°01—
Geh 11—
P 11—
68301 —
8686 —

396°L—

L3S6—

8859
arr'y
651°g
arg g
609F%
LG6Y
990°¢
LI¥'G
$69°¢
L88°G
PrL'G
038°6
860°¢
g8¢‘g
g16°¢

0003
6661
8661
L661
9661
9661
¥661
G661
G661
1661
0661
6861
8861
L861
9861



148  The external sector

Debtservicing due and that actually paid compared with the country’s
foreign exchange earnings are displayed in Figure 5.8, while Table 5.7
shows the development of total debt and debtservicing in absolute
amounts.

The table and the figure underscore a number of important points
regarding Egypt’s external debt and debt-servicing.

1 Over the period 1970-2000 as a whole, external debt grew at a rate of
10.2 percent a year. However, this overall figure conceals two different
growth paths. Between 1970 and 1989, external debt grew at a rapid
pace, averaging 22.0 percent a year. In the second period, 1990-2000,
the growth was barely 1 percent a year because of the application of
the debt rescheduling agreements and Egypt’s policy of holding down
fresh borrowings. The apparent leveling off between 1986 and 1987
was the result of the debt rescheduling agreement of 1987. The drop
in the stock of debt from $45,684 million in 1989 to $33,017 million
in 1990 reflects the effect of the debt forgiveness and reschedulings
that were finalized in the agreement with the Paris Club in 1991. The
reduction in the debt stock in the next few years resulted from the
application of the second and third phases of the Paris Club agree-
ment.

2 From the early 1980s Egypt began to accumulate arrears on principal
and interest related to long-term debt. Most of these arrears were
accumulated by public sector enterprises whose major share of
funding came from supplier credits. Arrears of interest and principal
mounted swiftly until they reached $8.7 billion in 1986.

3 The rising stock of debt was a source of disquiet to policymakers, but
of even more concern was the rise in the debt service requirements.

120
-\
I
100 I
ﬂ / \ s
L 80 R
o |
' A
S 60 /" y
‘.GC-'; 40 F\ /- \\
(&)
= N
g | o \
20 W =0 “%

0 T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T 1
1970 1972 1974 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000

——<>—— Debt service paid/FE earnings (%)
— —— — Debt service due/FE earnings (%)

Figure 5.8 Debt service due and paid as percent of foreign exchange earnings,
1970-2000 (source: World Bank Debtor Reporting System).
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Table 5.7 External debt and debt servicing, 1970-2000 ($ million and percent)

Debt outstanding ($ million) Debt Debt Debt
service due  service due  service
Long term  Short term Tolal (including  (including  paid/XGS
arrears) arrears)/ (%)
XGS (%)

1970 1,400.4 401.2 1,801.6 356.6 36.0 27.3
1971 1,570.4 478.7 2,049.1 294.9 28.6 21.8
1972 1,476.3 476.2 1,952.4 454.9 40.6 32.5
1973 1,465.8 525.8 1,991.6 466.9 32.9 31.1
1974 1,614.6 594.9 2,209.5 341.1 13.5 11.9
1975 3,711.3 1,124.1 4,835.4 327.4 11.1 10.3
1976 4,836.0 1,521.3 6,357.3 391.7 9.4 6.4
1977 7,385.3 4,348.2 11,733.5 603.7 12.3 10.2
1978 9,471.4 3,386.5 12,857.8 678.5 11.3 9.7
1979  11,113.9 3,792.0 14,905.8 864.0 10.6 6.4
1980  15,103.6 4,027.1 19,130.7 1,691.9 18.4 13.4
1981 18,437.5 3,640.1 22,077.6 2,193.3 24.1 17.0
1982  22,263.1 5,068.8 27,331.8 2,691.8 30.3 19.3
1983  25,031.4 5,203.6 30,235.1 3,563.3 34.5 20.1
1984  26,419.5 5,783.0 32,202.5 5,143.6 45.4 21.4
1985  29,940.7 6,196.6 36,137.3 7,393.2 67.6 25.8
1986  32,772.8 7,123.6 39,896.4  11,409.8 114.1 27.0
1987  37,785.8 6,361.6 44,147.3 7,402.8 79.7 17.9
1988  39,273.0 6,873.9 46,146.9 10,848.7 96.6 22.1
1989  37,790.3 7,893.4 45,683.7 11,466.2 91.9 23.5
1990  28,563.2 4,453.3 33,016.5 8,056.5 58.9 22.5
1991  29,509.1 3,121.7 32,630.9 2,719.4 19.5 18.7
1992  28,611.7 2,517.7 31,129.3 2,701.8 17.9 17.8
1993  28,562.8 2,004.6 30,567.4 2,221.0 14.0 13.8
1994  30,446.1 1,932.6 32,378.7 2,244.5 14.7 14.6
1995  30,964.6 2,372.2 33,336.8 2,529.6 14.2 13.4
1996  29,017.7 2,348.0 31,365.6 2,477.7 13.7 12.9
1997  26,935.0 2,992.6 29,927.5 2,143.1 10.8 10.0
1998  28,006.2 4,261.7 32,267.9 2,046.2 10.6 9.8
1999  26,507.8 4,294.0 30,801.8 2,252.3 11.7 11.0
2000  24,852.2 4,104.5 28,956.6 1,959.1 9.1 8.4

Source: World Bank Debtor Reporting System.

Notes
XGS = Exports of goods and services; IMF transactions are included in long-term debt.

The debt service ratio (the annual debt service due as a proportion of
foreign exchange earnings) rose steadily and quickly. There are no
rules to define at what point these ratios become critical, but the
World Bank for the most part has used a guideline of 25 percent as a
point beyond which special attention needs to be paid.

While the stock of debt grew at a more steady pace (of just over 10
percent a year during 1970-2000), the debt service ratio fluctuated
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considerably. These fluctuations had no correspondence with the
growth of foreign exchange earnings, and created major problems
for servicing the debt. Over the period 1970-2000 the ratio (due
and including arrears) averaged 32.4 percent, with a coefficient of
variation of 89.8 percent. The first subperiod (1970-89) showed
an average debt service ratio of 40.4 percent, and a coefficient of
variation of 79.7 percent. In the second subperiod (1991-2000)
the debt service ratio was, not surprisingly, much lower at an average
of 17.7 percent, but the coefficient of variation was close to 100
percent.

The debt service ratio reached its zenith in 1986, when paying all
the debt servicing and clearing the accumulated arrears would have
consumed 114 percent of the country’s total foreign exchange earn-
ings. The country would therefore have had to use all its foreign
exchange earnings and to borrow additional amounts simply in order
to meet its debt obligations; even more borrowing would have been
required to pay for imports.

At all times, the authorities sought to limit the amounts actually
paid. Over the entire period, the (paid) debt service ratio averaged
17.1 percent; it was somewhat higher in the first subperiod at 18.9
percent, but only 13.9 percent in the second. Drastically limiting the
levels in the first subperiod also, of course, damped down the volatil-
ity: the coefficient of variation dropped to 41.8 percent. The greater
variability in the second subperiod did not much matter, because the
amounts to be paid were much smaller.

4 The solution to the debt problem of recent times was brought about
by debt forgiveness, and resulted from the political circumstance of
Egypt’s participating in the Gulf war. Thereafter, controls on borrow-
ing prevented it from re-emerging. The 1991 agreement with the Paris
Club caused the debt service ratio to drop to 17.9 percent in the
following year. The steady decline in the ratio in subsequent years
resulted from the second and third phases of the Paris Club agree-
ment and from a decision by Egypt to restrict the contraction of new
debt — fresh borrowing in any year was not to exceed the amount
repaid in that year. The debt service ratio was also limited by the
adoption of strict conditions (couched in terms of the grant element)
on the terms of new debt; these issues have been discussed in a previ-
ous chapter.

Why did Egypt’s external debt increase relentlessly? Four factors
accounted for this trend. First, Egypt failed to accelerate the growth of
non-oil manufactured exports and thus lost the benefits of the expansion
of international trade. Second, the pattern of Egypt’s growth was heavily
import-substituting. This type of strategy tends for considerable periods to
be, in fact, importintensive, because for several years the country must



The external sector 151

import both the capital goods required to set up the import-substituting
facilities as well as the finished commodities, until such time as the indus-
trial plants are fully functioning. Third, especially after 1973, Egypt had to
import large quantities of equipment in order to refurbish an infrastruc-
ture that had almost completely been run down during the war years.
Fourth, the growing population and the limited scope for agricultural
expansion meant that large quantities of food and agricultural items had
to be imported. For all these reasons, Egypt was faced with a growing
import bill that was not covered by the country’s foreign exchange earn-
ings, even when these were supplemented by external assistance.

The debt situation remained difficult for most of 1965-91, requiring a
number of debt rearrangements (described at the beginning of this
chapter). Major crises erupted in 1987 and 1991. Egypt’s experience with
the two crises differed significantly.

The debt crisis of 1987 was not brought about by a sudden or unex-
pected jolt, nor did banks abruptly lose confidence and recall their short-
term credits. Rather, it resulted from a circle of gradually increasing
indebtedness (total debt outstanding increased by about 50 percent
between 1982 and 1987), growing debt service obligations (a tripling
during 1982-87), and an inability of the economy to generate sufficient
foreign exchange earnings. The problem was not simply that Egypt was
borrowing too much, it was also that it was borrowing on increasingly
harder terms. In 1983-90, the share of debt on concessional terms
(defined as providing a grant element of at least 25 percent) had dropped
to about one-third of Egypt’s total debt, compared with an average of
nearly half in 1975-82.

The continued squeezing of Egypt’s ability to service its debt leeched
away the confidence of foreign creditors, in particular of those providing
supplier credits. It created a vicious circle by slowing down the pace of new
commitments and disbursements and intensified the pressure on the
foreign exchange situation, so that a substantial portion of the foreign
resource inflow was diverted to service existing debt. In 1979, foreign debt
service obligations used up about 60 percent of the gross disbursement of
foreign loans. With a sharp increase in debt service payments and the
continuing decline in disbursements from external borrowing, by 1982
debt service had reached almost 100 percent of gross new borrowings. The
situation continued to worsen. In 1987, the gross inflow of new loans had
declined by nearly half in nominal terms from its peak five years earlier;
new loans did not cover even half the debt service payments actually made
(and these payments amounted to less than two-thirds of the debt service
due). By 1987, Egypt had become a net exporter of loan capital.

Although a debt crisis had long been in the making, the process was
given a sharp fillip in 1986 and 1987 by a steep fall in oil prices, which
halved from $26.4/barrel in 1985 to $13.5/barrel in 1986. Prices rose
somewhat in 1987, but at $17/barrel still remained about 35 percent
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lower than in 1985. As a result, earnings from oil exports in 1987 were less
than half their level in 1985. These losses were compounded by a fall in
tourism receipts of 23 percent in 1986 (compared with a year earlier), as
tourists were scared off by riots that occurred in February in which ele-
ments of the security forces were involved. The combined receipts from
oil, tourism, and remittances in 1986 and 1987 were respectively 19 and 30
percent lower than in 1985, and total foreign exchange earnings had
fallen 15 percent between 1985-87.

Confronting this fall in receipts was a growing bill for debt servicing.
The worsening foreign exchange situation had led to a steady build-up of
arrears on debt repayments (both interest and principal). The situation
had reached such a pass in 1986 that had Egypt actually paid all obliga-
tions falling due, including accumulated arrears, the payment would have
amounted to 114 percent of the country’s earnings from the export of
goods and services in that year.

In May 1987, Egypt reached a rescheduling agreement with the Paris
Club, whereby outstanding arrears of $6.9 billion were rescheduled,
together with all interest and amortization payments on public medium-
and long-term loans falling due until June 30, 1988; this amounted to $4.4
billion. The Paris Club creditors also agreed, in principle, to meet again
with the Egyptian authorities to consider debt service payments falling due
after June 1988, provided that Egypt was in compliance with a number of
conditions. These conditions included maintaining an arrangement with
the IMF, signing bilateral agreements with Paris Club creditors in accord-
ance with the Paris Club agreement, and securing comparable treatment
from other creditors. However, most of these conditions were not fulfilled
and the next round of successful negotiations on the debt issue did not
take place until four years later.

The crisis that culminated in 1991 should also have been predictable. A
connection between the continuing deficits in Egypt’s budget and in its
balance of payments had not escaped the notice of observers. Hansen
(1991: 213), in particular, identified loose budgetary policies and the
resulting budget deficits as the “villains” for the country’s persistent
balance of payments problems. Unless the underlying problems were
addressed by taking measures to rein in the budget deficit (17 percent of
GDP in 1991), or to boost foreign exchange earnings, the 1987 reschedul-
ing could serve as only a temporary analgesic. The arrangements had
bought Egypt some time, but this had not been used to attack the struc-
tural difficulties. Fortunately for Egypt, the 1991 economic crisis occurred
at a time when the donors, because of Egypt’s support in the Gulf war,
were inclined to look favorably at a more enduring solution.

On May 25, 1991, Egypt concluded an agreement with members of the
Paris Club to reorganize and reduce, by up to 50 percent in net present
value terms, its debt to the members of the Club. The debt arrangements
were subject to three main conditions. Egypt was required:
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® to have an agreed program with the IMF;

* to keep current during 1991-94 with payments due under the terms
of the agreement; and

® to obtain comparable terms of debt relief from non-Paris Club credi-
tors.

The Paris Club restructuring took a variety of forms (such as forgiveness
of principal, reduction of interest rates, and restructuring of payments),
depending upon the preference and legal obligations of the creditor. The
total amount covered by the agreement was estimated at $28 billion,
including $7 billion of debt cancellation by the United States. The debt
reduction or restructuring was to take place in three phases. The initial
phase was a 15 percent immediate reduction, with effect from July 1, 1991.
The second phase, also incorporating a 15 percent reduction, had to take
place on completion of the second economic reform agreement with the
IMF, by December 31, 1992. In the event, the second phase became effect-
ive in October 1993, after the IMF approved the three-year Extended
Arrangement. The third and final phase of a further reduction of 20
percent had to be carried out from July 1, 1994, after evaluation of the
second phase and with the agreement of the IMF. This final phase took
place in the second half of 1996.

The unprecedented amounts of debt forgiveness from the major bilat-
eral donors and the 1991 Paris Club debtrelief package provided Egypt
with an historic opportunity to break the shackles of foreign indebtedness.
The Paris Club relief package had a major influence on the balance of
payments, the fiscal balance, and recovery from the debt hangover. The
World Bank estimated that, as a result of the 1991 agreement, Egypt saved
an average of nearly 2.5 percent of GDP a year in debt service payments in
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Figure 5.9 Total debt ($ million) outstanding and share of concessional debt
(percent), 1970-2000 (source: World Bank Debtor Reporting System).
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the five years from 1992-96. The impact on the balance of payments and
the budget was, of course, proportionately greater.

Egypt took advantage of the relief and held down fresh external bor-
rowing — for the period 1991-2000 as a whole, Egypt’s net borrowing aver-
aged only $339 million a year. With the restrictions on new loans, from
1996 Egypt's repayments exceeded disbursements and net external
medium- and long-term borrowing became negative. Moreover, from
1992, Egypt repaid more than its drawings of medium-term suppliers’
credit. As a result of these measures, the stock of debt outstanding fell
steadily. The country also put greater emphasis on securing external funds
in the form of grants and soft loans. The share of concessional debt
increased sharply from about 37 percent of total debt in 1990 to nearly 73
percent by 2000. The combination of generous debt arrangements and
Egypt’s more careful attitude towards fresh borrowing ensured that the
pressure of external debt abated. Figure 5.9 displays developments in the
amounts and concessionality of Egypt’s external debt.



6 The public finances

Public finance policy concerns decisions regarding the revenue, expendi-
ture, and debt operations of the government. The importance of public
finance in the Egyptian economy arises from the overwhelming role of the
government in the economic system.

The government’s fiscal and regulatory actions permeated the entire
economy in 1960-2000. The state’s domination of the economic system is
reflected in the proportion of GDP originating in the public sector; this
increased from an estimated 13 percent in 1952 to about 40 percent in
1973 (the eve of the infitah), to 50 percent in 1981, before dropping to
34 percent in 1990. As late as 2000 it was still 30 percent. Government
expenditure reached nearly 60 percent of GDP in 1982, and even in
2000 was nearly 30 percent of GDP. Moreover, government interventions
in some sectors (especially in agriculture) remained so widespread that
they virtually determined the level and composition of output, even
though formally these sectors remained in the hands of private decision-
makers.

Chapter 1 described how the role of the government increased, espe-
cially after 1961. In order to attain its goals, the government made a major
effort to mobilize resources. Current government revenue, including
receipts of the social security system, were raised and remained high com-
pared with that of other countries of similar per capita income, structure,
and degree of openness of the economy. However, because of claims on
the expenditure side, savings generated by the public sector were inade-
quate, dropping from 8 percent of GDP in 1967 to —11 percent in 1975,
though by 1978 they recovered to about 3 percent. The main reasons for
the decline were the vastly increased allocations for defense after the war
of 1967 and the rapid growth of subsidies after 1973.

With the public sector occupying a dominant role in the economy, the
government’s budget and fiscal policy was one of the most important tools
of resource allocation and economic management. A further implication
of Egypt’s being a government-controlled economy was that monetary
policy lost much of its traditional role, thus automatically increasing the
role of fiscal policy.
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The nonfinancial public sector comprises four major bodies: the
central government, local and regional government, public enterprises,
and a number of extra-budgetary entities.

a The central government includes the central administration and
public service authorities. The central administration consists of the
presidency, ministries, and the legislature. The public service authori-
ties, as distinct from the public economic authorities, are essentially
nonprofit public agencies such as universities, research institutes, and
hospitals. Their operations are integrated into the government budget.

b Local and regional government is organized into 26 governorates and
the city of Luxor. Although local and regional government is adminis-
tratively separate, it has very limited financial autonomy; its budget is
part of the consolidated government budget and is approved by the
national legislature as part of the state budget. Local government pos-
sesses jurisdiction over some types of tax and non-tax revenues, but
depends on central government transfers for financing the bulk of its
expenditures.

¢ Public enterprises are grouped into economic authorities and public
companies. The public economic authorities consist of about 60 fully
owned public companies, such as the Egyptian General Petroleum
Company (EGPC), the Suez Canal Authority (SCA), various public
utilities, and the General Authority for Supply Commodities (GASC).
In 1990 they accounted for about 23 percent of GDP and 3 percent of
the labor force. Their operating budgets are not included in the
government budget, but cash transfers to and from the government,
such as tax payments and subsidies, are incorporated into the consoli-
dated budget. With the notable exception of the EGPC and the SCA,
most of the economic authorities operate at a loss. Investment expen-
ditures of the economic authorities and the associated financing are
also part of the consolidated budget. Financing for the economic
authorities comes from internal generation (especially investment
self-financing), foreign economic assistance transferred from the
government, and loans from the National Investment Bank.

The public companies are public enterprises engaged in a variety
of processing, manufacturing, or service functions. They constitute a
major presence in the economy; in 1990, on the eve of the structural
reform program under which most of these companies were sched-
uled for privatization, their net value-added was 12 percent of GDP,
they employed over 6 percent of the labor force, and their tax and
profit transfers amounted to 14 percent of central government
revenue. From 1990 their investment budget was removed from the
government budget.

d The main extra-budgetary entities are the social insurance funds,
the National Investment Bank (NIB), and the Social Fund for
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Development (SFD). Their operations are not consolidated into the
government budget.

1 The social insurance system is operated by two funds: the National
Organization for Insurance and Pensions, which covers govern-
ment workers; and the General Authority for Social Insurance,
which covers public and private enterprise workers, farmers, and
the self-employed. The cash surpluses of the social security funds
are invested with the NIB.

2 The National Investment Bank was established in 1980 and is
responsible for financing projects included in the government’s
investment program. It is financed primarily by the surpluses of
the social insurance funds, but also from postal savings and the
sale of investment certificates.

3 The Social Fund for Development was set up in 1992 to provide a
safety net, initially for workers affected by the 1991 stabilization
program, and to develop programs aimed at poverty alleviation. It
is funded mainly from foreign aid.

Overall fiscal developments

Until the late 1970s, two major themes ran through Egyptian public
finances. First, Egypt had been in a state of war for a quarter-century
after 1948; this meant heavy expenditures on defense. Second, with the
adoption of the National Charter in 1962, Egypt began the largest-
scale experiment in “Arab Socialism.” The main objective of this eco-
nomic policy was greater equity in the distribution of income and in
consumption capability, which was to be largely effected through fiscal
measures. Another important goal was increased production. With the
economy dominated by the government, this meant an increase in public
investment.

The relative importance of these factors differed over time. In 1960,
defense expenditures accounted for about 5 percent of GDP at market
prices; by 1970 they had increased to 16 percent, and by 1978 they had
dropped to about 9 percent.! With defense and administration costs con-
suming so much of the revenues, public investment outlays had largely to
adapt themselves to the available resources. The impact of defense spend-
ing on the resource allocation process can be seen by the gyrations in the
rate of public investment (which represented about 80 percent of total
investment). In 1960, public investment was about 11 percent of GDP, in
1964 it rose to 19 percent, in 1970 it declined to 12 percent, but increased
thereafter to 27 percent in 1978.

In order to achieve greater equity in consumption, many commodities
considered essential were subsidized. These cost-of-living subsidies became
an important item in the budget after the sharp rise in international
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wheat prices in 1973; total subsidies rose from less than 2 percent of GDP
in 1971 to about 5 percent in 1973 and 10 percent in 1978. Thus, if during
the 1960s and early 1970s defense needs had competed with investment
for resources, after 1973 an aggressive new claimant appeared on the
scene.

From 1965 until about 1990, resource allocation could be represented
as what Sciolli (1976: 2) called the “three-cornered hat” with defense,
investment, and welfare representing the three corners. These corners
altered somewhat in recent years in response to changes in the inter-
national environment and to new directions in economic strategy. The
most important of the changes was the decline in the relative importance
of defense spending following the settlement with Israel, and an easing up
of the government’s investment expenditures following the emphasis on
the private sector to furnish the impetus for growth. An increasing role in
expenditure came to be occupied by debtservicing and payment for
administration, especially salaries and benefits.

Throughout 1965-2000, the overall balance of the budget remained in
deficit, the shortfall at times exceeding 25 percent of GDP at current
market prices.Q Moreover, the deficit as a proportion of GDP fluctuated
widely around an average of about 13 percent, varying between 28.6
percent in 1975 and 1.2 percent in 1995. Over the entire period, the ratio
of total revenue to GDP at market prices averaged 28 percent, that of total
expenditures to GDP about 41 percent. The overall deficit improved
between 1965 and 2000, but the evolution did not follow a consistent
path. The development of revenues, expenditures, and the overall budget
deficit are shown in Figure 6.1.
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It is more useful to look at the period in two parts. The first, 1965-91
(i.e. before the stabilization program) was dominated by three features:

® an increase in total government expenditure as a proportion of GDP,
* ahigh level of overall budget deficit, and
¢ considerable fluctuations in revenues and expenditures.

The second sub-period, 1992-2000, is distinguished from the first because
it witnessed a sharp decline in the budget deficit in the 1990s (although
the precise extent of the reduction is not clear). This change resulted
from the implementation of the stabilization and structural adjustment
program discussed in Chapter 3.

The overall budget deficit averaged 13 percent of GDP over the entire
period, with averages of 16 percent and 3 percent in the two sub-periods.
Between 1965 and 2000, total expenditure as a percentage of GDP aver-
aged 41 percent, but the figure for the first sub-period was 45 percent
while for the second it was 29 percent. The corresponding performance for
revenues was 28 percent of GDP for the entire period, 29 percent in the
first part, and 26 percent in the second. A summary of fiscal operations for
selected years is shown in Table 6.1 and displayed graphically in Figure 6.1.

The year 1991 saw a number of developments that had substantial
repercussions on public finances. With the 1991 budget, the authorities
intensified their efforts to control the fiscal deficit and to improve the
structure of revenue. The budget also included a one-time exceptional
expenditure (equivalent to about 6 percent of GDP) to recapitalize the
publicly owned commercial banks. Three other measures also played an
important role in influencing the fiscal outcome: a substantial deprecia-
tion of the exchange rate, the freeing of interest rates, and the debt
rearrangements with the Paris Club. The exchange rate depreciation
increased the revenues of the EGPC and the SCA in terms of domestic
currency and thereby boosted the amounts transferred to the budget. It
also increased the domestic currency value of imports and thus increased
collections from customs duties. On the expenditure side, the Paris Club
agreement substantially lowered the debt service obligations. Reductions
in food subsidies, begun in 1987, accelerated in 1991 with the removal of
subsidies on fish, tea, and rice.®* The budget outturn in 1992 was even
better, because it was the first full year to benefit from the reforms.

During 1992-2000 total expenditure was kept under stricter control
than in the preceding period, although the precise extent of the reduc-
tion is moot because of ambiguities in the treatment of some items. It
appears that the reduction can almost entirely be explained by lower
capital expenditure. Current expenditure, as a proportion of GDP, con-
tinued to increase because of higher domestic interest payments and a
rising civil service wage bill. The latter was occasioned by the employment
of additional numbers — between 1991 and 2000 the share of government
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employment in the civilian labor force rose from 22.7 percent to 26.9
percent.

Over the period 19656-2000, about 12 percent of the deficit was
financed from external sources, the rest from domestic. This figure con-
ceals wide fluctuations: between 1965 and 1991 (before the stabilization
program) external financing covered, on average, 22 percent of the
deficit, and in some years exceeded 150 percent. During 1992-2000 the
pattern of financing changed considerably, with domestic sources financ-
ing 115 percent of the deficit." The larger domestic financing of the
deficit led to a rise in the public domestic debt, which increased from 52
percent of GDP in 1990 to 60 percent in 2000 (see Figure 6.2).

The principal sources of domestic finance were the banking system,
which financed about a quarter of the deficit over the entire period
(about one-third in 1965-91) and accounted for almost 40 percent of
domestic financing, and the social security funds (see Figure 6.3). The
bank financing of the deficit had significant consequences for the growth
of the money supply and inflation — the latter averaged about 10 percent a
year in 1965-2000 and was close to 17 percent annually in 1965-90. The
growth of money supply at a rate faster than the demand for money con-
tributes to increases in the rate of inflation which, in turn, influences the
level of expenditures in the next fiscal period, thus sowing the seeds of
further deficits. From this perspective, the fall in bank financing to 15
percent of domestic financing in 1992-2000 strengthened the govern-
ment’s anti-inflationary stance.

The high level of deficit and the instability in the budget resulted from
a basic structural weakness. Budgetary revenues were very susceptible to
exogenous influences while budgetary expenditures responded more to
domestic inflation. Thus revenues and expenditures were liable to fluctu-
ate widely, with very little correspondence between the movements of the

200
—<—— External financing/deficit (%) m
. 150 - - -m- - - Domestic financing/deficit (%) T
2 ." i‘l n
[} a-m
- 100 —— Wy )
ks - - .-.\‘1—--., . " ".‘l"-ll---llf\'. -
g 50 i A
£ W-XA
c
8 0- T T T T T T T T T T T T T T T T T T T T T T T T T T T T 1
[o) \0\) f/%
o
—-50 AV
T A o O O © D S D P P P
©° o' O A7 A A R R DD D DD LD
RIS R SR AR SRS SRR R ARG G G R R SR R

Figure 6.2 External and domestic financing of fiscal deficit, 1965-2000 (percent of
deficit) (source: MOF; World Bank LDB).
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Figure 6.3 Bank financing of budget deficit, 1965-2000 (percent of deficit)
(source: IMF, Government Finance Statistics; World Bank LDB).

two series. Over 1965-2000 as a whole, the coefficient of variation of
revenue as a proportion of GDP was 15.8 percent, while that for expendi-
ture as a proportion of GDP was 24.7 percent, indicating that the latter
showed more variability in relation to its mean. However, at times the vari-
ability could go the other way; for example, for 197686, the coefficient of
variation for expenditure/GDP was 10 percent while that for
revenue/GDP was nearly 15 percent. The differential fluctuation between
revenues and expenditures, both in amplitude and timing, was a major
issue for policymakers throughout 1965-2000.

The external influences impacting on budgetary receipts were fluctua-
tions in the international price of o0il (and hence in the revenues of the
EGPC), and in the levels of economic activity in the industrialized coun-
tries (and therefore in international trade and earnings from the Suez
Canal). The high volatility of the revenue series in 1976-86 can thus easily
be explained. This period witnessed a steep rise in oil revenues as the oil
fields that Egypt had recovered after the Arab—Israel war attained full pro-
duction and benefited from the oil price hike of 1973, another sharp
increase in oil prices (in 1979), a slowing down of the international
economy towards the end of 1981 with a consequent decline in oil prices
and in Suez Canal traffic, and then a sharp drop in oil prices in 1986.

The expenditure side was also affected by exogenous influences,
principally the price of wheat. These changes were passed on to the
budget in the form of variations in the subsidy bill, because the selling
price of subsidized commodities remained more stable than the procure-
ment price. Added to this was the budget’s response to the domestic rate
of inflation. Current expenditure largely became hostage to cost-push
factors, to the open-ended nature of consumer subsidies, and to guaran-
teed employment in the public sector for all persons discharged by the
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armed forces and all university graduates. Given the determination of the
authorities to protect the standard of living, the domestic rate of inflation
introduced a substantial degree of rigidity into the expenditure side of the
budget. This severely cramped the government’s room for maneuver.
Some studies — e.g. Ahmed (1984: 13-14) — showed that more than half of
total government expenditure might be regarded as “autonomous,” in the
sense that the degree of discretionary influence over it was very small, and
highly sensitive to domestic inflation. Moreover, control over expenditure
was diffused as a large block of public outlays (for example, by the
National Investment Bank and the Ministry of Defense) was outside the
discretionary control of the Ministry of Finance. These structural differ-
ences translated into very different movements of the two sides of the
budget.

Revenue issues

Until the early 1980s, Egypt’s efforts at resource mobilization did not
compare badly with other countries at comparable levels of per capita
income, structure of production, and openness of economy. Examinations
using comparable methodology by Chelliah (1971), Tait et al. (1979), and
Ahmed (1984) of the tax performance of 45 developing countries
between 1969-80 showed Egypt to be occupying 3rd to 11th places, except
for the period 1972-76 when it fell to 30th place.” However, expenditures
grew even faster. In 1965-2000, revenues on average accounted for 29
percent of GDP, while expenditures averaged 41 percent. Expenditures
continually outpaced revenues; it was said that Egypt’s fiscal problem was
that of “earning in Centigrade but spending in Fahrenheit.”

The composition of revenues was dominated by taxes and from profits
transferred by a small number of public organizations, such as the Suez
Canal Authority and the Egyptian General Petroleum Company. Other
contributors to revenue were relatively minor (see Figure 6.4). Indirect
taxes, such as import duties and the sales tax, remained much more
important than direct taxes, such as income tax.® This is not surprising.
The tax system developed in an uncoordinated manner over the years
with revenue mobilization as its principal motivation; considerations of
equity, transparency, and efficiency in administration came a distant
second.

Over the period 1965-2000, the relative contribution of individual
taxes to the total changed. The most important feature was the fall in the
share of taxes on international trade (principally customs duties on
imports) as a consequence of gradually lowering import tariffs. While this
meant that additional revenues had to be sought from other sources, it
did push matters in the direction of greater international competition and
in helping the country to reap more of the benefits of trade. However, the
overall structure of tax revenue remained skewed towards the external
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Figure 6.4 Composition of revenues, 1965-2000 (percent of total) (source:
MOF; World Bank LDB).

sector (depending heavily on customs duties, consumption duties on
imports, taxes from the EGPC and the SCA), which even in the final five
years of the period accounted on average for about 40 percent of total tax
receipts. There was some increase in the contribution of taxes on goods
and services and in revenues from the tax on business profits, but the
share of taxes on personal incomes showed virtually no variation.

The fluctuations in the fiscal contribution of petroleum and the Suez
Canal were caused by two interrelated factors: changes in the inter-
national price of oil, and the state of economic activity in the industrial-
ized countries. These fluctuations could be quite abrupt. International
crude oil prices peaked in 1981 at $33.60 a barrel (weighted by the price
and share of each of Egypt’s oilfields in exports) before collapsing to
$14.29 per barrel in 1987. These price variations largely reflected changes
in demand conditions resulting from changes in the level of economic
activity in the industrialized world. Changes in international economic
activity also heavily influenced the movement of shipping, and hence rev-
enues from transit fees, through the Suez Canal. Figure 6.5 shows the
growth and fluctuation in the main sources of tax revenues.

Most of the revenue came from two sources: taxes and transferred
profits from public enterprises; in both sources the EGPC and the Suez
Canal Authority bulked large. Between 1965 and 2000, taxes accounted
for about 60 percent of total revenue, while transferred profits and invest-
ment self-financing contributed 28 percent. The tax system remained
inelastic and did not provide much automaticity in mobilizing revenues.
The system also paid insufficient attention to considerations of efficiency
and equity. Taxes on personal income throughout the period remained
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Figure 6.5 Development of major taxes, 1965-2000 (percent of total tax revenue)
(source: MOF; World Bank LDB).

unimportant: in 1974, the year of the announcement of the infitah, they
amounted to 4.7 percent of total tax revenues; by 2000 the figure had
dropped to 4.2 percent. This relative decline resulted from the rapid
increase in the business profits tax (reflecting chiefly revenues from oil
and the Suez Canal), which grew so much faster that it lowered the share
of other taxes.

How effective was the tax system at raising revenues? Tax revenues can
change between two dates because of (a) changes in the variable on which
the tax is based; and (b) changes in the rate at which the tax is levied, or
changes in its base, or special administrative efforts. The response of tax
collections to the first source of change is often called “automatic,” and is
measured by the elasticity of the tax; the source of the second change is
termed “discretionary.” Tax buoyancy denotes the total response, auto-
matic and discretionary, of tax revenues to changes in the underlying
variables.”

Estimates of the buoyancy of total revenues, tax revenues, as well as of
some of the major individual taxes and other sources of revenue are pre-
sented in Table 6.2. As with all estimates that rely on national accounts
figures over such a long time-span, the numbers should be taken as indica-
tive rather than definitive. However, they do point to a rather consistent
story.

Total revenues in 1965-2000 expanded at a rate slower than nominal
GDP, as did total tax revenues. Revenue from customs duties grew less
quickly than did the value of imports. Taxes on goods and services apply
overwhelmingly to non-agricultural items; hence, non-agricultural GDP
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Table 6.2 Buoyancy of major revenue sources, 1965-2000

Revenue source Determining variable Buoyancy
Total revenue GDP 0.95
Total taxes GDP 0.96
Customs duties Imports 0.94
Goods and services Non-agricultural GDP 0.81
Personal incomes Non-agricultural GDP 0.78
Business profits Non-agricultural GDP 0.82

Source: MOF; MOP.

was taken as the determining variable, and the result showed a signific-
antly sluggish response. Taxes on personal incomes and business profits,
for the same reason, were also compared with non-agricultural GDP, and
demonstrated a similar lack of buoyancy. In fact, if taxes from the EGPC
and the SCA are excluded, the buoyancy of total revenue falls to 0.75 and
of the profits tax to 0.64. Thus, the overall picture is that revenues,
particularly those from taxes, fell short of the growth in the variables on
which they were based. This can be attributed to exemptions (including
tax holidays), non-compliance, the use of specific as opposed to ad valorem
rates, and weaknesses in tax administration that lowered the amounts
collected.

Was the tax system effective in promoting equity? The principle of
equitable taxation is that people should contribute to the cost of govern-
ment in line with their ability to pay. This raises two considerations. The
first, sometimes known as “horizontal equity,” says that people with equal
capacity should pay the same; the second, sometimes termed “vertical
equity,” holds that people with greater ability should pay more.® Of
course, the implementation of either rule requires a comprehensive
measure of “ability to pay.” This, in turn, has sparked a considerable dis-
cussion of issues such as the basis on which ability to pay should be meas-
ured (should it be income, total expenditure, consumption, or wealth?),
how should one include the option of leisure, and so on. In practice,
however, annual income has been used as the most widely accepted index
of the ability to pay.

The structure of the Egyptian tax system during 1965-2000 was largely
regressive. Between 50-60 percent of tax revenues came from taxes on
commodities (tariffs and sales taxes). The principal aim of the system was
to raise revenues; considerations of incentive, efficiency, and equity were
less in evidence.

The structure of taxes is shown in Table 6.3, and displayed graphically
in Figure 6.6. In the period 1965-2000, direct taxes (business income tax
and personal income tax) provided about 36 percent of tax revenues,
while 64 percent was provided by indirect taxes. The overwhelming part of
direct taxes came from the taxation of business profits (with the Suez
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Table 6.3 Structure of taxes, 1965-2000 (percent of total taxes)

Indirect taxes 64
Taxes on foreign trade 22
Taxes on goods and services 28
Other indirect taxes 14
Direct taxes 36
Taxes on personal incomes 4
Taxes on business profits 32

Source: MOF; World Bank LDB; IMF, Government Finance Statistics.
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Figure 6.6 Composition of tax revenues, 1965-2000 (percent of total tax
revenue) (source: MOF; World Bank LDB).

Canal Authority and the EGPC contributing about 45 percent of the total,
the rest coming from the Central Bank of Egypt, and public and private
enterprises). Profit transfers provided about 18 percent of total revenues,
about two-thirds being provided by the Suez Canal Authority, the EGPC,
and the Central Bank of Egypt. Taxes on personal incomes amounted to
only 3-5 percent of total tax revenues. The dominance of indirect taxes in
the fiscal structure has negative consequences for equity.

A satisfactory study of the distributive effects of the Egyptian tax system
has yet to be carried out. El Edel (1982) argued that the tax system,
including consumer subsidies (defined as negative taxes), lowered the
Gini coefficients of income after taxes both in 1965 and 1975. The Gini
coefficients in 1965 were: income before taxes, 0.4313; income after total
net taxes, 0.4170. In 1975 the corresponding figures were 0.4043 and
0.3792 respectively. This suggested that the tax system had reduced
income concentration and thus had had a progressive effect. However,
the methodology and findings of this study have been called into ques-
tion, for example by Ahmed (1984: 36) and Hansen (1991: 225), who
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have disputed the validity of some key assumptions, particularly concern-
ing the shifting of taxes.

On other evidence, the Egyptian tax system does not appear to be very
effective in furthering the government’s equity goals. Ahmed (1984: 36-7)
and Dinh and Giugale (1991: 17-18) have pointed out that in order to
satisfy the principle of horizontal equity, the tax rate should vary accord-
ing to income levels rather than income sources. But the taxation of
income in Egypt is largely based on a schedular system with the tax rate
varying according to the source of income: “earned” income (e.g. that
from wages and salaries) is taxed at a higher rate than “unearned” income
(e.g. that from dividends or bonds), and taxes on property are almost neg-
ligible. Moreover, large tax exemptions were granted in order to stimulate
private investment. These factors, together with the substantial tax
evasion, indicate that the tax base for particular income groups has been
eroded. The principle of vertical equity is given more support by the pro-
gressive rate structure of the tax system. However, the extremely low col-
lections of personal income taxation (between 1965-2000 stagnating at an
average of 4 percent of total tax revenue) suggest that in practice the tax
system suffered from considerable weaknesses in terms of vertical equity as
well. Musgrave’s (1959: v) comment that “the effects of a tax depend upon
what it is, not what it is meant to be,” is particularly relevant in these
circumstances.

Additional resources were generated through methods that were not
entirely transparent, and the burden of which did not necessarily corres-
pond to the income of the tax payer. Two such principal sources were the
“inflation tax” and the taxation of agriculture.

Keynes (1923: 52) had argued that “what is raised by printing notes is
just as much taken from the public as is a beer duty or an income tax.”
Inflation dilutes the real value of the public sector’s domestic debt, and
this erosion of the public debt is equivalent to a tax because, like other
taxes, it lowers the private sector’s real disposable income. Keynes (1923:
37) commented further that, “It is the form of taxation that the public
finds hardest to evade and even the weakest government can enforce,
when it can enforce nothing else.” After all, it is a tax that Parliament does
not have to vote for and it requires no agency to administer.

Throughout much of 1965-2000, the budget ran a substantial deficit.
During 1965-90 (i.e. before the stabilization program) the deficit aver-
aged nearly 17 percent of GDP, while for the entire period (1965-2000) it
averaged about 12.5 percent. A large part of the deficit (amounting on
average to 4.7 percent of GDP during 1965-2000, and nearly 6 percent of
GDP in 1965-90) was financed through borrowing from the domestic
banking system. The rate of inflation, as reflected in the growth of the
Consumer Price Index, averaged about 10 percent annually over the
entire 35-year period, and nearly 14.5 percent during 1965-90. These
developments permitted the authorities substantial recourse to the infla-
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tion tax, namely, the real revenue obtained by the government when infla-
tion erodes the real value of its nominal liabilities, i.e. the money base
(the Central Bank of Egypt’s liability) and the domestic public debt (the
Ministry of Finance’s liability).’

Studies of inflation in Egypt are handicapped by weaknesses in the
Consumer Price Index, which is the measure generally used to indicate
movements in the overall price level. Important problems in the construc-
tion of this index are the weight of commodities that are recorded at con-
trolled prices (and which may not, in fact, be available at these prices); the
infrequent adjustment to the consumption basket which, given the use of
a Laspeyres type price index, would heavily overweight past consumption
patterns; and the collection of price data on only a partial basis (for
several years, only one-third of prices in the consumption basket were sur-
veyed each quarter). Further issues arise from splicing together series of
price indices computed on different base years, and the additional dif-
ficulties of allowing for quality changes in the goods included in the con-
sumption basket over such a long period. In view of these complications,
the following breakdown is offered only as a rather rough summary.

Broadly speaking, inflation during 1965-2000 can be divided into four
periods:

e from 1965-73 Egypt underwent low inflation, averaging about 5.7
percent annually;

e from 1974-86 the inflation rate increased, averaging 12.3 percent a
year;

®  between 1987-92 the annual inflation rate spurted to 20.2 percent;

e in 1993-2000 the stabilization program brought down the rate to
about 6 percent a year.

Decompositions of the sources of inflation, such as by the IMF (1998:
19-23), into the contributions of “broad money” (M2), real activity, and
velocity of circulation, show that the rate of inflation in Egypt for the most
part has been influenced by the growth in broad money. The major cause
of the growth of M2 was growth in credit to the public sector, reflecting
budget deficits. However, between 1993-2000 budget deficits declined
and consequently credit to the public sector became relatively unimpor-
tant; the main reason for the increase in the money supply was the surge
in credit to the private sector. The second most important factor was the
growth of real output. The significance of changes in real output in offset-
ting the inflationary impact of monetary growth varied; the growth of real
GDP made its greatest contribution in the first two periods noted above.
Changes in the velocity of broad money consistently made the smallest
contribution to changes in the inflation rate.

Revenue from the inflation tax for the period 1975-91 (when the infla-
tion rate was nearly 18 percent annually) averaged over 4 percent of GDP.
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In particular years it was much higher. Dinh and Giugale (1991: 10) found
that in 1987 it reached 10.6 percent of GDP; this compared with total con-
ventional tax revenue in the central government’s budget of that year of
about 17 percent of GDP." As expected, the incidence of this tax fell most
heavily on the household sector and the private business sector. Moreover,
a comparison with other countries at the same level of development
showed that Egypt managed to extract a higher rate of inflation tax, even
though the country’s (officially measured) rate of inflation was signific-
antly lower. The explanation is that Egypt had the largest base on
which the tax was levied — during the entire period 1965-91 the ratio of
money to GDP was much higher in Egypt than in comparably developed
countries.!!

For much of the period 1965-90, Egyptian public finances were a bene-
ficiary of inflation. After 1991, the importance of the inflation tax began
to drop as the rate of inflation declined with the implementation of the
stabilization program. But it was also becoming more difficult to maintain
the base to which this tax applied. The inflation tax can apply only to the
domestic money base, and this was steadily eroding with the increasing
rate of dollarization. As a result of continuing inflation, real interest rates
had turned negative and the expected remuneration on foreign currency
deposits far exceeded that on domestic currency. Dailami and Dinh
(1991: 13) calculated that during 1980-89 the mean nominal return on
time deposits in local currency was 10.6 percent, while the corresponding
return on foreign currency (including the realized devaluation of the
Egyptian pound against the US dollar) was 25.6 percent. Nevertheless,
Egyptian savers had continued (or been compelled) to accept instru-
ments, principally bank deposits, with declining real values. In effect,
lenders to banks (i.e. the depositors) were paying for the “privilege” of
lending!

The most plausible explanation for this behavior, offered by Dinh and
Giugale (1991: 16-17), is that Egyptian savers suffered from a money illu-
sion during the beginning of the 1980s. When this waned, alternative
assets were not readily accessible because the most obvious option,
namely, holding deposits in foreign exchange accounts, was limited to
traceable remittances from bank accounts abroad. Holders of domestic
currency could not easily convert it into foreign currency. This could not
go on indefinitely. Zaki (2001: 1877) shows that the more seigniorage was
exploited, the more it encouraged the substitution of dollars for domestic
currency; he describes this process as a sort of “market-enforced monetary
reform.” Over time, an increasing proportion of the money supply was
“dollarized”; in 1990 almost 50 percent of money and quasi-money was
held in foreign currency. These developments diminished the base for the
inflation tax.

Dinh and Giugale (1991: 20-2) examined the equity impact of the
inflation tax paid by the household sector. They found that the magnitude
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of this tax in the 1980s was quite considerable, peaking at 8.3 percent of
GDP in 1987; this compared with 0.5 percent of GDP actually paid as the
formal income tax in that year. They concluded that the inflation tax was
more regressive than other income taxes, because the inflation tax is
effectively a flat rate income tax with no deductions and no exemptions.
Because it is a flat rate tax, it is more regressive than other forms of
income taxes that have progressive rates built in. Moreover, Dinh and
Giugale judged that the rich were more able to keep assets in foreign cur-
rency, as were workers from abroad. To that extent, it was most likely that
the middle- and low-income groups paid a high proportion of the infla-
tion tax.

The mobilization of revenues from taxes labored under a special dis-
ability throughout 1965-2000. Agriculture constituted the largest single
economic sector for much of the period, but because of the very large
number of persons involved with low levels of literacy (and presumably
numeracy), the direct taxation of agriculture could not be cost-effective.
Thus the main form of “direct” taxation of agricultural income was
effected through a proxy, namely, a tax on land holdings. The yield from
this tax was extremely limited, amounting to less than 1 percent of agricul-
tural value-added.

Resources from agriculture were therefore extracted through indirect
means: the compulsory procurement of crops by the government at con-
trolled prices that were well below international prices, and the determina-
tion of the cropping pattern through area restrictions. This meant that only
a part of the resultant taxation was available to the Treasury as cash revenue
(mainly through profits from raw cotton exports); the major part appeared
as subsidies on industrial inputs (as in the sale of raw cotton at less-than-
world prices to public sector textile mills) and on final consumption goods.

Expenditure issues

Expenditures remained high throughout 1965-2000, at times approach-
ing 50 percent of GDP. The expenditure side was dominated by current
expenditures, which during the period averaged almost 68 percent of the
total. Most of these expenditures consisted of payments for salaries and
cost of living subsidies (Figure 6.7). The government continued to provide
a large measure of employment: in 2000, employment in central and local
governments and the public service authorities accounted for nearly one-
third of the total labor force. Not surprisingly, expenditure on wages and
salaries accounted for 23 percent of total expenditure during 1965-2000.
The weight of the cost of living subsidies decreased over the period as
the number of subsidized items was brought down from 18 in 1977 to only
four by 2000. In 1965-90, i.e. before the stabilization program, subsidies
absorbed 18 percent of total expenditure; in the next decade the average
fell to 7 percent. Over the entire 1965—-2000 period, expenditure on cost
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Figure 6.7 Composition of expenditures, 1965-2000 (percent of total expendi-
ture) (source: MOF; World Bank LDB).

of living subsidies constituted just over 11 percent of total expenditures.
In certain years it could, of course, be very much higher; for example in
1975-81 subsidies took about 22 percent of budgetary expenditures.

During 1965-2000, budgetary expenditures on investment accounted on
average for about 32 percent of total expenditure. With the introduction of
the stabilization program from 1991 and the necessity of restoring balance
in the fiscal accounts, expenditures were held back well below the growth of
GDP. Total budgetary expenditure dropped from 38 percent of GDP in
1990 to 29 percent in 1995. The main impact of expenditure cuts fell on
investment: budgetary expenditures on investment dropped from 39
percent of total expenditure in 1990 to 19 percent in 1995. They recovered
somewhat thereafter, but even in 2000 (at 26 percent of total expenditure)
were a substantially smaller proportion than at the start of the decade.

While Figure 6.7 showed the composition of total expenditure during
1965-2000, a picture of the annual fluctuations can be obtained from
Figure 6.8.

In addition to the fall in the share of total expenditure on investment
and subsidies, other structural changes occurred on the payments side of
the budget between 1965 and 2000. The costs of administration, as shown
by the figures for central, local, and service agencies, were brought down
from their levels in the 1960s, even though in 2000 they still consumed 50
percent of total expenditure. Another notable change was the sharp rise
in interest payments on government debt. In the 1990s, about 70 percent
of these payments were on domestic debt, reflecting two factors. One, the
stock of domestic debt had increased rapidly in the 1980s and early 1990s
in order to finance the budget deficits of those years, while the external
debt stock had been written down in the rearrangements of 1991-96. The
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share of domestic debt had consequently surged from 39 percent of total
government debt in 1990 to 70 percent in 2000. Two, much of the exter-
nal debt had been contracted on concessional terms while domestic debt
had attracted much harder terms.

Public expenditures were buoyant with respect to the underlying vari-
ables. An estimate of the buoyancy of the various heads of expenditure is
shown in Table 6.4.

Almost all the expenditure items showed greater buoyancy than those
on the revenue side. Indeed, the increase in expenditure virtually kept up

Table 6.4 Buoyancy of major expenditures, 1965-2000

Expenditure Determining variable Buoyancy
Total expenditure GDP 0.99
Current expenditure GDP 0.99
Current expenditure (1982-2000) Inflation (CPI) 1.02
Central, local, and regional GDP 0.98
Subsidies GDP 0.94
Interest GDP 1.07
Interest (1982-2000) Inflation (CPI) 1.08
Investment GDP 0.98

Source: MOF; MOP; IMF, Government Finance Statistics.
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with the increases in GDP. Special mention must be made of expenditure
on interest, which exhibited a buoyancy of greater than unity in relation
to GDP. Both current expenditure and interest payments also showed
high buoyancy with respect to inflation. The consistently higher buoyancy
values for expenditures tends to confirm that Egypt’s budgetary problems
were largely structural, and arose from the more rapid response of expen-
diture items than of revenue sources to the growth of the economy.

Fiscal sustainability

So far the analysis has largely focused on the overall balance, i.e. the dif-
ference between total revenues and expenditures. This balance, if in
deficit, measures how much the government must borrow in order to
cover its total outlay. However, alternative measures of balance may be
more suitable for other aspects of fiscal analysis. Thus the current balance
— the difference between the budget’s current revenues and expendi-
tures — provides an estimate of the government’s saving (or dissaving).
Another measure is the primary balance, which represents the difference
between total government revenues and outlays, except interest pay-
ments.

The concept of the primary deficit is useful for two reasons. First, inter-
est payments reflect the consequences of past fiscal policies (i.e. they rep-
resent the costs of debt accumulated to finance past overall deficits).
Hence, excluding them in computing the primary balance enables one to
clarify whether the government can afford its present programs. If the
primary balance is zero, the government is generating just enough
revenue to cover the costs of its purchases of goods and services and its
transfer payments. If, on the other hand, a primary deficit exists, then
present government purchases and social programs cost more than
present revenues can cover. Second, the primary balance enables one to
address the crucial issue of a sustainable fiscal policy.”” A primary balance
indicates that the government is just covering its non-interest expenditure,
and it must borrow in order to service past borrowing.

Domar (1944) showed that in the long run the debt: GNP ratio will be sta-
bilized if the primary surplus (i.e. a negative primary deficit) at least equals
the product of the debt:GNP ratio and the difference between the rate of
interest and the rate of growth of nominal GNP. Following Leddin and
Walsh (1992: 102-4) these conditions can be recast so that the primary
deficit required to meet the conditions of stability can be written as:

—p=(r—gd=0
where p = the primary deficit to GDP ratio [i.e. (total borrowing — interest

payments) /GDP]; r= the rate of interest; g= growth rate of nominal GDP;
and d = the ratio of debt at the beginning of the period to GDP.
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For 2000, the debt:GDP ratio was 0.85, the growth rate of nominal GDP
about 11 percent, and the average interest rate on the government’s debt
about 6.9 percent. Inserting these figures into the equation:

p=—(6.9—-11.0)0.85=3.48

This means that with the foregoing GDP growth rate and interest rate, the
Egyptian economy could run a primary deficit of about 3.5 percent of
GDP with a stable debt:GDP ratio. A primary deficit greater than this
would lead to a rise in the debt:GDP ratio, while a lower deficit would
decrease the ratio. The primary balance in 2000 was reported as showing a
modest surplus of 1.64 percent of GDP, which would lead to a decrease in
the debt:GDP ratio. But a fall in the GDP growth, a rise in the interest rate
on government paper, or a shock to the system (such as devaluation) that
increased the value of the debt stock in Egyptian currency, could substan-
tially alter the results. Moreover, given the caveats attached to the fiscal
accounts, I must reiterate that the purpose of the calculation is only to
suggest an approach to thinking about fiscal sustainability.

The crucial numbers are the growth rate of nominal GDP and the
interest rate. If the growth rate of nominal GDP had been, say, 5 percent,
the outcome would have been: p=—(6.9—5.0)0.85 = —1.62. The minus
sign means that Egypt would have to run a primary surplus (since p was
defined as a primary deficit) of 1.62 percent of GDP in order to stabilize
the debt:GDP ratio. The relatively low actual interest rate reflects the
weight in total debt of the country’s external debt, which carried highly
concessional terms (particularly after the 1991-96 debt rearrangements).
The overall interest rate, however, was rising — it was about 5.5 percent
in 1991 - reflecting the increasing proportion of domestic debt in
total debt (Figure 6.9). This proportion had increased rapidly from about
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Figure 6.9 Domestic debt as percent of total debt, 1987-2000 (source: MOF; World
Bank LDB).



176  The public finances

40 percent of the total (carrying an effective interest rate of 8.3 percent)
in 1991 to over 70 percent in 2000 with an effective interest rate of 8.9
percent (in real terms the difference was even greater, as inflation in 2000
was substantially lower than in 1991). Between the same years, the effect-
ive interest rate on external debt had dropped from 3.7 percent to 2.2
percent.

The foregoing measure of fiscal sustainability, however, shows only a
partial picture. A more complete discussion of the issue requires a
consideration of the sources of future fiscal risk and their effects on the
debt:GDP ratio.

Risks to the sustainability of the fiscal equilibrium can arise from a
number of sources. In the case of Egypt, the most likely generators of risks
are: a decline in the GDP growth rate; an increase in real domestic inter-
est rates; a depreciation of the currency; a decline in fiscal revenues; and
an increase in budgetary spending.

Some international organizations, such as the World Bank, have simu-
lated the long-term effect on the budget of variations in the foregoing risk
generators. While the detailed conclusions rely on the validity of the
assumptions, some of the more important conclusions can be briefly
stated.

The essential variable related to fiscal sustainability and the risk to it is
the debt:GDP ratio. An increase in this ratio beyond a certain point is
likely to lead to a crisis of confidence — financing would not be available,
the deficit would have to be monetized, thus providing an impetus to
inflation. The critical point for the debt: GDP ratio differs between studies,
but 60 percent is a commonly used figure; it is, for example, the ceiling
for government debt in the Euro area set by the Maastricht Treaty.
Although the ratio of public debt to GDP in Egypt declined rapidly in the
1990s, in 2000 it was still close to 85 percent. The simulation exercises
assumed that this should not worsen — with good reason: the IMF (2003:
54) reported that about 55 percent of debt defaults that occurred in the
last 30 years were in countries with debt:GDP ratios below 60 percent and
about 35 percent in those with debt:GDP ratios of less than 40 percent.

The simulations estimated that a sustained decline in the 2000 growth
rate of GDP by 1 percentage point would increase the debt:GDP ratio by
almost 5 points in 2010. On the other hand, an increase of the GDP
growth rate to between 6-7 percent during 2000-10 would improve the
ratio by nearly 6 percentage points at the end of the decade. Domestic
interest rates also had an important impact — an increase of 2 percentage
points in domestic interest rates would increase the ratio by about 6 per-
centage points, and worsen the budget balance:GDP by about 1 percent-
age point in 2010.

Depreciation of the pound would have an important effect by raising
the real external interest rate and hence the cost of servicing external
debt. A depreciation of 5 percent a year could, in the simulations of the
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model, add more than 10 percentage points to the debt:GDP ratio by
2010. Parenthetically, one might note that between 2000 and 2003, the
Egyptian pound depreciated by more than 30 percent.

A major fiscal risk in Egypt is the potential for a decline in budgetary
revenues. This chapter has already highlighted the extent to which Egypt’s
revenues are dependent on external sources and the wide fluctuations to
which these revenues are subject. These facts underscore the vulnerability
of Egypt’s budgetary resources. Moreover, the government might be in
the position of losing a significant source of revenue. As Egypt enters a
free-trade agreement with the European Union, tariffs on imports from
Europe will be reduced and finally eliminated. Devarajan et al. (1999) esti-
mated the fiscal impact of trade reform in 60 countries. Their results indi-
cate that the direction and magnitude of the fiscal consequences depend
on the elasticities of substitution and transformation between foreign and
domestic goods. Their empirical estimates suggest that in most cases these
elasticities fall short of the point at which tariff reform could be self-
financing. For Egypt, the estimated elasticities were only 0.10 and 0.11,
implying that the reduction in tariff rates was likely to lead to a reduction
in fiscal revenues. If fiscal equilibrium is to be sustained, Egypt will have to
replace the lost tariff revenues from other sources.

The World Bank simulations found that the major risk to fiscal sustain-
ability arose from potential increases in government spending. An
increase in the expenditure:GDP ratio of 5 percentage points a year had
the potential of adding almost 50 percentage points to the debt:GDP ratio
and almost 10 percentage points to the budget balance:GDP ratio in 2010.
An annual increase in the primary expenditure:GDP ratio by 1 percentage
point would increase debt:GDP and budget balance:GDP ratios by 10 and
2 percentage points respectively in 2010 over the levels projected if the
model assumptions obtained.

The foregoing results from the simulations suggest that the fiscal situ-
ation, although much improved between 1990 and 2000, was still vulner-
able. Two further issues add to the need for watchfulness. First, the
simulations showed that while the effects of changes in each of the risk
factors singly was likely to be significant, the effects of changes in more
than one variable at the same time had disproportionately large effects
and could seriously jeopardize fiscal sustainability. And in Egypt’s situ-
ation a simultaneous change in several variables is not at all unlikely.
Second, an important potential threat to fiscal sustainability is posed by
contingent liabilities, which under Egyptian fiscal conventions are
excluded from the budget and left unfunded. These are latent risks that
may or may not occur, but which, if they did occur, would force the
government to increase its borrowing and thus its debt burden. Several
sources of contingent liabilities could affect the Egyptian budget: making
up losses of public enterprises; paying on government guarantees of loans
to public enterprises and to local governments; making good losses on
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foreign exchange guarantees; paying for bailouts and recapitalizing the
banking system; and increased payouts to the social insurance system as
the demographic structure changes, and as privatization and its associated
retrenchment impacts on the assets of the pension funds. Each of these
areas carries substantial potential risks that might be realized.

Extending the analysis to beyond 2000 confirms the dangers of some of
these risks. A study by Alba et al. (2004) decomposed the growth of the
public debt into structural and cyclical components. The study found that
Egypt’s deficits and debt were being pushed up more by structural than by
cyclical factors. It found that a cyclically-adjusted (or neutral) fiscal deficit
would have fluctuated between 2.8 percent and 3.2 percent of GDP
during 1999-2003. However, the actual fiscal deficit during this period
varied between 2.8 percent and 6.5 percent. This suggested to the authors
that policymakers should not expect to “outgrow” the debt problem
during the next upswing of the business cycle, but that specific actions
would be needed to reduce the structural fiscal deficit. The structural
weaknesses in the fiscal accounts included a declining revenue ratio, a
declining capital expenditure ratio, and a rising current expenditure ratio
dominated by wages and interest payments.

The most important effect of deficits in the longer run arises from the
reduction in public savings. The conventional view is that private saving
rises by less than the fall in public savings, so that aggregate saving
declines.!® Thus total investment declines as well. The reduced domestic
investment will result in a smaller domestic capital stock, which in turn
implies lower output and income. Thus the principal long-run effect of
continued budget deficits is a reduction in national wealth.

However, another view of the effects of government debt is the so-
called “Ricardian equivalence,” which maintains that consumption is
independent of the timing of taxation. According to this view, families are
fully aware that government debt that has been issued to finance expendi-
ture has to be repaid, and thus represents only a postponement of the tax
burden. Families do not increase their consumption in response to a
budget deficit, because they recognize that they will be required to pay
higher taxes in the future. Therefore, debt finance and tax finance are
equivalent, and it is irrelevant whether the government finances its expen-
diture through taxes or borrowing."

Empirical investigations to support or refute this proposition have been
inconclusive. As Elmendorf and Mankiw (1999: 1640-59) point out, this is
largely because the Ricardian view makes some fiscal policies irrelevant
but allows other fiscal policies to matter.”” Thus, whether one accepts or
rejects the Ricardian hypothesis largely depends on how plausible one
believes the assumptions underlying the theory to be. And in Elmendorf
and Mankiw’s (1999: 1659) summing up of the current state of the debate,
“Most economists are incredulous about the assumptions that are needed
to support the Ricardian view of government debt.” Indeed, examinations
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by the World Bank (1993a) and by Haque and Montiel (1987) rejected
the validity of Ricardian equivalence in the context of Egypt.

To briefly sum up the main points in the fiscal area. Progress was made
on structural reform, especially on the revenue side; for example, the
General Sales Tax was introduced in 1991 and the Global Income Tax in
1993. The expenditure side was also reformed: the food subsidy system
was restructured, with both the number of items and the cost being
reduced. However, the reliance on rent revenues (from oil and the Suez
Canal), the continuing growth of government employment, the rising
domestic debt and the high and rising level of interest payments on it, and
the potential for the realization of contingent liabilities, remained areas of
vulnerability. There are indications that fiscal reforms have not gone far
enough. The vulnerability of the budget owes more to structural than to
cyclical factors, and the authorities will have to deal with the problem of
steadily rising public debt.



7 The financial sector and
monetary policy

The financial sector plays a key role in development by mobilizing savings,
by allocating investable resources, and by providing a mechanism for
making payments. Inefficient financial markets are likely to damage the
economic prospects of a country by increasing the cost of mobilizing
savings, and thus diverting real resources away from investment and
growth.

The Egyptian financial sector consists of the banking system and the
nonbank financial intermediaries. The Central Bank of Egypt (CBE), the
commercial banks, and a number of specialized banks constitute the main
monetary institutions. The Central Bank of Egypt is the overseer of the
banking sector. Nonbank financial intermediaries chiefly comprise savings
institutions and insurance companies. The capital market is dominated by
the Cairo and Alexandria stock exchanges, which are electronically linked
and operate as a single exchange. Other participants are brokers and fund
managers. The Capital Markets Authority (CMA) is the main supervisor of
the financial services sector.

The banking sector

Throughout 1960-2000, the financial system was dominated by the
banking sector. At end-2000, total domestic credit was roughly equal to
one year’s GDP. By way of comparison, the free-float of equities available
for trading on the stock exchange at current market prices, and the total
value of listed bonds (mainly government bonds) was each less than 3
percent of GDP. Similarly, investments by the insurance and private fund
sector, the bulk of which was in turn held in the form of bank deposits or
listed shares, amounted to less than 5 percent of GDP.

The main source of funds for the banks during the period was deposits
from the household sector. In 2000, such deposits accounted for more
than 60 percent of total deposits. Domestic residents continued to hold
much of their savings in the form of bank deposits, even though real inter-
est rates on deposits were consistently negative from 1970 until 1991. The
negative rates could reach punitive depths; for example, in 1979 and
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again in 1985, real deposit interest rates dropped to almost —10 percent.
After 1991 they increased, but turned continuously positive only from
1995. Foreign exchange-denominated deposits in the banking system fluc-
tuated a good deal from the time that the public was permitted to hold
such deposits. Foreign exchange-denominated deposits (i.e. “dollariza-
tion”) in 1991 reached 50 percent of total deposits. They dropped sharply
after the economic reforms of 1991, falling to 28 percent by 1994 and to
about 20 percent by 2000.

Between 1960 and 2000, the destination of lending changed signific-
antly. In 1960, nearly 60 percent of domestic credit constituted net
lending to the government; by 2000 the figure had dropped to about
25 percent. The remainder went chiefly to the domestic business sector,
with significant proportions flowing to the household sector and the
public enterprise sector; the former component was growing, the latter
declining.

The structure and operating environment of the banking system also
changed. Following the nationalization of the major economic units in the
1960s, the Egyptian banking system remained small and under the control
of the public sector. In the 1970s the banking system was centralized in
eight banks, of which four were commercial banks and the remaining four
specialized banks. As part of the nfitah policy, a banking law was enacted
in 1975 (Law 120/1975) that identified three types of banks:

1 Commercial banks, which could accept deposits and provide finance
for a wide variety of transactions.

2 Business and investment banks, which carried out medium- and long-
term operations, such as the promotion of new businesses and the
financing of fixed investments. They would also be allowed to accept
deposits and to finance foreign trade operations.

3 Specialized banks, which would support specific types of economic
activity; for example, the Principal Bank for the Development of Agri-
culture and Credit (PBDAC), which was designed to channel credit to
the agricultural sector.

The banking system expanded rapidly and in 1985 consisted of 83 banks,
of which 74 were private. The latter included 23 branches of foreign banks
and 24 local banks. However, despite this plethora of banks, the system
continued to be dominated by the four public sector commercial banks
which accounted for nearly 75 percent of deposits and about two-thirds of
loans. Starting in 1990, several reforms were introduced that liberalized
many aspects of the banking sector. During the 1990s, some consolidation
of the banking system took place and a number of jointventure banks
were privatized. As a result, at end-2000 there were 63 banks registered
with the Central Bank of Egypt. These included 28 commercial banks, 31
business and investment banks, and four specialized banks. The four
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public sector commercial banks continued to dominate the banking
scene, with about 70 percent of deposits and almost 50 percent of loans.

As part of the ERSAP adopted in 1991, Egypt introduced a number of
reforms in the banking sector: The principal measures were the following.

Interest rates on the Egyptian pound were liberalized. Foreign
exchange controls were significantly reduced and the different exchange
rates were unified at the level of the most devalued rate. Credit ceilings
were abolished in October 1992 for the private sector and in July 1993 for
the public sector. The unremunerated reserve balances held at the CBE
were brought down to 15 percent of a bank’s total Egyptian pound
deposits." The required reserve ratio on foreign exchange deposits was
brought down to 10 percent; moreover, these reserves were remunerated.
The liquidity ratio was reduced to 20 percent for local-currency and 25
percent for foreign-currency balances. Capital adequacy ratios for banks
were brought into line with the Basel Accord.

Further reforms continued in subsequent years — in 1997 the Central
Bank required all banks to publish financial reports on the basis of Inter-
national Accounting Standards (IAS), and in 1998 legislation was enacted
permitting the privatization of the public sector banks. The joint-venture
banks started to be privatized. The public sector banks were required to
reduce their ownership in jointventure banks to a maximum of 20
percent; by June 2000, state ownership in 15 (out of 23) of such banks had
dropped below 20 percent of capital.

Credit facilities granted by commercial banks to public sector com-
panies and to the private sector were limited to 65 percent of the total of
deposit balances and equity (paid-up capital and reserves). Claims of com-
mercial banks on the household and trade sectors put together were not
permitted to increase by more than 12 percent a year. Commercial banks
were not allowed to finance the import of consumer durables. However,
for several years the effectiveness of these ratios and credit ceilings was
limited because the penalties for their violation were relatively minor.

How did the various groups of banks perform after liberalization? Table
7.1 shows some key measures of performance for three groups of banks:
the public sector commercial banks, private banks, and specialized banks.
The greater each ratio in the table, the more profitable is the bank, other
factors being equal. In general, private banks performed better than the
other bank groups, with the profit margin and the return on equity being
particularly high. The high profit margin, defined as the ratio of net
income to total operating income, indicated that private banks were more
efficient at controlling expenses. This contributed to the higher return on
equity, measured as the ratio of net income to equity. The private banks
also showed a higher return on assets (measured as net income per unit of
assets).

The interest margin (the ratio of net interest income to earning assets),
is a summary measure of net interest returns on income-producing assets.
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Table 7.1 Measures of bank performance, 1991-2000 (period average, in percent)

Public sector Specialized Private

commercial banks banks banks
Return on equity 5.6 2.8 18.5
Return on assets 0.2 0.2 1.3
Profit margin 2.4 2.4 14.4
Interest margin 0.7 3.7 1.1
(Provisions + equity) /assets 11.1 13.7 17.4
Deposit growth 11.9 11.1 12.8

Source: El-Shazly (2001) [updated].

El-Shazly (1999, 2001) explained the relatively lower interest margin in
private banks as being at least partly due to a smaller loan portfolio rela-
tive to the deposit base. The low interest margin of the public sector banks
reflected nonaccrual of interest on a large volume of non-performing
loans to state-owned enterprises. The specialized banks were able to post
higher interest margins because they were able to borrow lower-cost funds
from state-owned financial enterprises (i.e. their interest expenses were
artificially lowered).

Major issues

The role and working of the Egyptian financial sector during 1960-2000
raises a number of important issues.

Houw effectively did financial sector policy contribute to the development
of the economy?

The answer must be: “Only moderately well.” This resulted from four
factors. First, the relative size of the sector remained limited. Between
1960 and 2000, the financial sector developed in complexity and in the
absolute values of its various components. However, by some important
measures the growth of the sector fell short of the requirements of the
economy. For most of the 1990s, money supply broadly defined (i.e. M2)
grew more slowly than GDP, so that M2:GDP was falling and the ratio at
end-2000 was lower than a decade earlier.

Second, for most of the three decades 1960-90, the Egyptian financial
system was subject to repressive policies. Financial suppression, sometimes
termed “illiberal finance,” is characterized by administrative control on
most interest rates and over the allocation of credit to particular sectors,
the taxation of the banking sector through unremunerated reserve
requirements that are well in excess of that required on prudential
grounds, repressive controls on new entry into banking, direct ownership
of banks by the state, and tight controls on external capital movements.
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The consequences of such repression have been well documented for
Egypt — for example, World Bank (1993a), Mohieldin (1995, 1998), Roe
(1998) — and for several other countries, for instance by Fry (1995). The
main results of financial repression in Egypt were that nominal interest
rates, both on deposits and lending, remained low (5 percent or below for
most of 1960-90) even in the face of high inflation; indeed, from the mid-
1970s to 1991 real interest rates were negative. This contributed to distor-
tions in resource allocation and on incentives for saving. Moreover,
because at the artificially low interest rates set by official intervention, the
demand for funds exceeded the supply, and credit was rationed by admin-
istrative mechanisms, such as bank-specific credit ceilings and directions
to banks as to where the credit should go. Under such a centrally directed
financial regime, the public sector received on average more than 70
percent of total credit during 1960-90. With the adoption of the Eco-
nomic Reform and Structural Adjustment Program (ERSAP) in 1991 and
the privatization of public enterprises during the 1990s, there was a shift
towards private sector lending by the banks. However, even by end-2000,
nearly 20 percent of the aggregate loan portfolio of commercial banks was
still advanced to state-owned companies.

Interest rates paid to depositors were kept low in order to keep down
the cost of financing the government’s budget deficit. Since for much of
1960-2000 inflation remained high, this meant that for extended periods
real interest rates on deposits were significantly negative. The real returns
on Egyptian pound deposits were even lower when the expected rate of
depreciation of the Egyptian pound against foreign currencies in the free
market was taken into account. These interest-rate differentials, adjusted
for the expected rate of depreciation of the domestic currency, encour-
aged residents to hold foreign exchange receipts as foreign currency
deposits, rather than converting them to Egyptian pounds. Both El-Erian
(1988) and Haque (1990), using quarterly data for 1980-86 and 1984-89,
respectively, found evidence of significant switching from domestic to
foreign money. Both studies related changes in the currency composition
of money to a difference in expected returns on domestic and foreign
components, and found evidence that this was an influential factor. Some
later work by the IMF in estimating money demand functions for the
decade of the 1980s also indicated that foreign currency deposits per-
formed as close substitutes for domestic money.

The diverging trends in returns on domestic and foreign currencies
sharply increased the rate of “dollarization” in the economy; private sector
holdings of foreign currency deposits rose rapidly from about 25 percent
of total liquidity in 1981 to 50 percent at the end of the decade. The latter
level must surely have diluted the effectiveness of domestic monetary
policy. The negative rates also led to capital flight and to the accumula-
tion of large balances abroad. The precise numbers are, of course, not
available, but all the estimates put the figures in the tens of billions of
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dollars by the mid- to the late 1980s; for example, Abu Ali (1987) esti-
mated these funds in the 1980s at $60 billion, while the upper end of
some World Bank calculations was as high as $80 billion.

Third, for long periods the segmented structure of the banking system
led to an incongruence between the direction of economic development
and the flow of resources. The market remained dominated by the large
public sector banks and their network of branches. The segmentation
carried over into lending. Most bank lending was directed at large enter-
prises in both the public and private sectors (in the latter, the smaller the
firm, the less of its financing comes from banks). The public sector banks
chiefly provided for the financial needs of public sector companies,
although after the reforms of 1991 their role in serving the private sector
increased. The jointventure banks specialized in providing finance for
large and middle-sized companies in the private sector, although they also
dealt with the public sector. This segmentation of the banking market and
the dominance of the public sector banks played a crucial role in the allo-
cation of credit; the World Bank (1993a, vol. 2: 28) concluded that it
crowded out the private sector in the credit market. It was estimated that
during the 1990s, the private sector received less than 40 percent of the
resources allocated by the banking system (including the National Invest-
ment Bank) even though it produced about 70 percent of the GDP.

For some key sectors, particularly agriculture, the allocation of credit
was inadequate and the cost high. Commercial banks remained concen-
trated in urban areas and lending to the agricultural sector in the 1990s
averaged only 3—4 percent of their total credit. Moreover, the cost of such
credit was high, effectively imposing a tax on financing. Based on CBE
data, the World Bank reported that the intermediation costs of the four
state commercial banks averaged 3.5 percentage points, considerably
above the norm for an efficient bank. The intermediation costs of the
Principal Bank for Development and Agricultural Credit (the major spe-
cialized bank for the sector) were even higher, averaging about 5.5 per-
centage points.

Fourth, an important manner in which a financial sector supports
investment is through maturity transformation, i.e. it accepts deposits
from households and other sources, possibly for short terms, and lends
them to businesses for the longer periods required for capital formation.
But the Egyptian financial sector’s role in this area was at times quite
equivocal; to an extent, it engaged in reverse transformation. In 2000,
more than three-quarters of the commercial banking system’s liabilities
had a maturity in excess of one year, but more than 70 percent of its assets
were shorter term, with maturities of less than one year. Moreover, since
over one-third of the insurance and private funds’ investments were in
bank deposits, in effect much of what should have been (as in other coun-
tries) an important supply of long-term funds for the private sector was
not being passed through as such. In part this arose from reluctance by
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banks to engage in other than short-term, self-liquidating loans (such as
those to finance trade or working capital) because of difficulties with the
judicial system in enforcing contracts and realizing the collateral on
defaulted loans; in part it reflected the failure of the financial system to
develop suitable instruments.

The relative inefficiency of the public sector banks

Table 7.1 showed that by virtually all measures, public sector banks, which
dominated the banking system, showed a lack-luster performance. Why
was this so? The most important reason was the protection afforded by the
government, which shielded the public banks from competition and thus
removed pressures to reduce costs and improve efficiency. This protection
took the form of barriers to the entry of private banks, restrictions on the
licensing of branches for non-government banks, and at least an implicit
understanding that the government would protect deposits in these banks
in the event of a crisis. The main barriers to the entry of new banks were
the high level of minimum authorized capital and the reluctance of the
CBE to license new domestic banks. The World Bank (1993a, vol. 2: 5)
found that the amounts required for establishing a new bank in Egypt
were well above those adopted by most developed countries, and would
serve to dissuade many credible potential applicants. Although after the
mid-1970s a large number of joint-venture commercial banks and business
and investment banks were licensed, most of them were joint ventures
between public sector banks and large international or Arab banks. In
reality, therefore, the banking system remained dominated by a small
number of banking groups that were linked to the public sector banks and
accounted for nearly 90 percent of the total assets of commercial banks.

The absence of competition permitted the public sector banks to live
with higher costs. The World Bank (1993a, vol. 2: 33) found that in the
1990s the public sector banks had about 40 staff per branch. Commercial
banks in Britain, Germany, France, and other OECD countries had about
25 staff per branch. However, banks specializing in retail banking in the
European countries reported levels of staff of around 10 per branch. Thus
the numbers of staff per branch in Egypt were substantially higher com-
pared with the staffing levels of most international banks that had exten-
sive retail operations. The study judged that Egyptian banks could
substantially extend their branch networks without requiring a propor-
tionate expansion of staff.

Second, financial sector policies, knowingly or inadvertently, imposed
additional taxation on the banking system. Commercial banks and busi-
ness and investment banks were required to hold 25 percent of their total
deposit balances in local currency at the CBE as a non-interest-bearing
reserve ratio. This effectively acted as a tax and reduced the profitability of
the banks. The World Bank (1993a, vol. 1: 21-2) estimated that the
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implicit tax imposed on the banking industry was equivalent to about 0.2
percent of GDP in December 1990 (i.e. just before the financial liberaliza-
tion), or 1.5 percent of the banks’ capital. With interest rate liberalization,
the implicit tax increased. The same World Bank study estimated that the
tax rose to 0.35 percent of GDP, or 1.9 percent of the banks’ capital in
December 1991, even though the capital had almost doubled between the
two dates. The absence of reserve remuneration also impaired the effec-
tiveness of reserve requirements as a tool for liquidity management — the
CBE was in effect mopping up liquidity by taxing intermediation through
the banking system. This made the use of reserve requirements a distor-
tionary instrument.

Moreover, the banks sought to make up for this loss of revenue by
increasing the spread between lending and deposit rates — Roe (1998: 89)
reported that the interest rate spreads averaged 4.4 percentage points
after 1976, rising to 6 percentage points at times. The banks were able to
do this because of the oligopolistic nature of the market. The American
Chamber of Commerce in Egypt (1996: 109) estimated that even by the
early 1990s, the four public sector banks directly and indirectly through
their stakes in joint-venture banks accounted for over 90 percent of total
commercial bank assets.

Interest rates on bank loans and on deposits in local currency were set
by the CBE. These rates were generally low and, at times, negative in real
terms. Nominal rates were kept low in order to minimize the govern-
ment’s interest payments on the amounts it borrowed from the banking
system to finance the budget deficit. The implicit “financial repression
tax,” calculated as the difference between the shadow real interest rate
and the actual ex post real interest rate paid, could be very substantial. In a
cross-country examination, the World Bank (1993a, vol. 1: 51-2) esti-
mated that the revenue from this tax in Egypt averaged 5.7 percent of
GDP during 1989-92, and significantly exceeded the revenue obtained
from interest distortions in all the countries in the sample.

Third, El-Shazly (2001) found that the weaker performance of public
commercial and specialized banks (the latter were all state owned) — as
measured by the indicators of asset risk, financial solvency, profitability,
and so on — was not penalized by depositors in the form of a lower growth
of deposits. El-Shazly concluded that this lack of market discipline in the
banking system was largely explained by the government’s implicit deposit
insurance scheme which protected state banks from the risk of insolvency;
consequently, depositors had no strong incentive to penalize asset risk in
these banks. The implicit protection held out by the government to the
public sector banks had the potential of creating a moral hazard, by sup-
porting possibly imprudent behavior by these banks.

A further issue was (and is) the relative lack of transparency regarding
the banks’ financial position, and the uncertainty of assessing the range in
which the future performance of the loan portfolio would probably lie.
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Information on the quality of the loan portfolio has always been difficult
to obtain; the World Bank (1993a, vol. 2: 30) complained that “their [the
banking data’s] most important weakness is the lack of information on the
extent of non-performing assets.” The available data show that the ratio of
non-performing to total loans at end-2001 was 16.0 percent, up from 14.6
percent a year earlier. However, it was commonly suggested that bad loans
at public sector banks were significantly higher than reported, that too
much of their loan portfolio was concentrated on a small number of bor-
rowers of doubtful creditworthiness, and that loan-loss provisioning might
not be adequate. The aggregate amount of loan-loss provisions established
in the banks’ accounts at end-2001 amounted to 69 percent of nonper-
forming loans. Another measure of the impact of credit quality on the
banking industry’s capital is the ratio of nonperforming loans net of provi-
sions to capital. At year-end 2001, this ratio had increased to over 53
percent from 16 percent in 1998.

The foregoing discussion of profitability, efficiency, and loan quality
emphasizes that the public sector banks were not operated on a purely
commercial basis. The question whether, and to what extent, public sector
banks should engage in activities that are not decided on the basis of
profit maximization is ultimately an issue of governance in its widest sense.
This question was answered in the early 1960s by asserting that the role of
the banking system was to support the economic program charted by the
development plans. It was therefore natural that the banks should channel
credit towards the sectors, projects, and activities that had been assigned
high priority by the plan. With the new direction for the economy sig-
naled in 1974 by the infitah and reiterated by the adoption of the ERSAP
in 1991, that the private sector would be the prime engine of growth, the
issue must be revisited.

The issue cannot be decided without making available for public discus-
sion all relevant information. It has been suggested that one important
piece of information that commercial bank auditors should make avail-
able is the likely risk to the government’s budget created by the banks’
engaging in noncommercial activities (thereby possibly requiring a bailout
using public funds). It is not sufficient merely to examine the risks of
these activities to the public sector commercial banks themselves; the
financial risk that their noncommercial behavior creates for Egyptian
society at large must explicitly be taken into account.

Safety and prudential regulation

A banking system should not only be efficient, it must also be safe. Pruden-
tial controls aim at reducing the risk of bank failure. A crisis in the banking
sector could impose costs on the economy as a whole as well as on many of
its components, such as shareholders in the banks, depositors, other credi-
tors of the banks, borrowers who may not be able to obtain funds from
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other sources, and taxpayers who may have to bail out banks. The costs
could be very large. Hoggarth et al. (2002) reviewed empirical estimates of
fiscal costs incurred in resolving banking crises, and estimated output
losses during 47 crises in 37 countries. They found that the cumulative
resolution costs of banking crises were larger in emerging market
economies (on average 17.5 percent of annual GDP) than in developed
ones (12 percent). However, resolution costs did not always provide a good
measure of the costs of crises to the economy, because some part of the res-
olution costs might represent a transfer. A better measure of the real cost
to the economy would be the loss of output attributable to the crisis. Using
different methods of estimating the output loss (the difference between
actual output and output assuming an absence of crisis) during the crisis
period, they found that the cumulative decline in output during banking
crises amounted on average to 15-20 percent of annual GDP.

Bank regulation and prudential measures in Egypt developed consider-
ably from 1960 to 2000. In the earlier years, when the banking system con-
sisted exclusively of public sector banks, the authorities did not feel the
need for sophisticated supervision of the system; as Roe (1998: 99) put it,
“Good bookkeeping skills were all that was required to ensure that banks
did what was asked of them.” There was little need to examine the banks’
ability to assess the business risks faced by their clients. These clients were
mainly public sector enterprises and it was an article of faith for the banks
that such enterprises would be rescued by the government should they
run into difficulties. With increasing lending to the private sector and with
greater liberalization of Egypt’s capital accounts, the risks faced by com-
mercial banks rose significantly.” These factors require much greater
sophistication on the part of commercial banks to monitor risks and much
greater knowledge of their clients’ abilities to deal with these risks. This
means that the Central Bank must have the competence to judge the
degree to which the commercial banks are able to perform this task, and
the ability to enforce measures that would raise performance to the
required level.

From 1991, banks were required to comply with asset classification and
provisioning in accordance with the Basel Committee’s recommendations.
The banks’ minimum capital requirements were raised to 8 percent of
their risk-weighted assets. The reserve ratios at end-2000 were 15 percent
of Egyptian pound deposits and 15 percent of total foreign currency
deposits (the latter earning interest equivalent to LIBOR, the London
Inter-Bank Offered Rate). These ratios were higher than those applied in
developed countries and also than in many developing countries. The
loan classification and provisioning criteria covered delays in interest or
principal repayments from three months to over one year, and required a
corresponding progression in the amount of provisioning that a bank had
to make (for example, a 100 percent provision was required if the delay in
servicing bank debt exceeded one year).
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Limits on credit concentration, intended to constrain the banks’” expo-
sure, were strengthened. Shares or credit to a single customer were not to
exceed 30 percent of a commercial bank’s equity. Credit by a bank to a
single customer could not exceed 25 percent of a bank’s paid-up capital
and reserves. A bank’s holding of shares in a single company was limited
to 40 percent of the company’s capital, subject to the condition that the
bank’s total holding in companies did not exceed the bank’s own paid-up
capital and reserves.

Various systems are used internationally to monitor the financial con-
dition of banks. Perhaps the most widely used system is summarized by the
acronym “CAMEL,” which refers to the five components of a bank’s con-
dition that are assessed: Capital adequacy, Asset quality, Management,
Farnings, and Liquidity. Ratings on a scale of 1 to 5 are assigned for each
component in addition to the overall rating of a bank’s financial con-
dition. The highest rating is 1, which shows that the bank presents few, if
any, supervisory concerns; banks with ratings of 3-5 indicate moderate to
extreme degrees of supervisory concern. The overall conclusion drawn
from academic studies is that supervisory information, as summarized by
CAMEL ratings, is clearly useful in the monitoring of bank conditions.? In
the late 1990s the CBE began to apply the CAMEL rating system, but the
process has been slow and restricted by a shortage of trained personnel.

Reviews of the banking system by the World Bank in 1993 and jointly by
the IMF and the World Bank in 2002 pointed to an improvement in the
range and quality of the announced regulatory measures. However, there
appeared to be some concern about the effectiveness with which the regu-
lations were applied. In particular, these agencies expressed doubts on
two important matters. First, they quoted, with seeming approval, the
opinion of market analysts that bad loans at public sector banks were
much higher than reported. Moreover, they reckoned that the public
sector banks followed a policy of only minimally provisioning against
delinquent loans, which would increase the vulnerability of these banks in
the event of a deterioration in economic performance or a sudden change
in some economic fundamentals, such as the exchange rate. Second, they
questioned the sufficiency of regulations dealing with “connected expo-
sures.” The banking system had still to adopt a clearer definition of “con-
nected parties” and of credit exposure to such parties, a limit on
connected exposures, and a system to enable the CBE to monitor com-
pliance with the regulations on such exposures. Without these steps, the
effect of the regulations on concentration of credit exposure would
remain weak.

The conduct of monetary policy

For much of the period 1950-90, the Central Bank of Egypt effectively
had no active, independent monetary policy. Zaki (1995) examined the
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impact of the three main factors — changes in net foreign assets, credit
extended to the government, and credit to the private sector — that
impinged on the monetary base. He found that from 1952-90 the main
contractionary factor on high-powered money was the decline in net
foreign assets, while the main expansionary factor was the credit extended
to the central government (including the General Authority Supply
Company). Both these factors were essentially outside the control of the
Central Bank — the first resulted from variations in the external position of
the economy, the second from the need to finance the government’s cash
deficit. A second expansionary factor was the credit to the private sector;
this was the source of the monetary base over which the Central Bank had
the most control. However, the absolute changes in the first two sources
were so large that attempts to offset them by changing the amounts of
credit extended to the private sector would have resulted in unacceptably
large fluctuations in credit availability to the private sector and hence in
that sector’s output. In reality, therefore, the Central Bank had very
limited control over the monetary base and the money supply.

Until the 1990s, many of the weaknesses in monetary policy arose
because of the very limited range of monetary instruments available to the
CBE. Banking system liquidity was not regulated by purchases and sales of
government securities or by changes in reserve requirements. New issues
of government securities usually carried low interest rates and banks,
when they purchased them, usually discounted them with the Central
Bank almost immediately. Thus, no secondary market or open market
operations developed. The commercial banks’ reserve requirements
remained for long periods unchanged at 25 percent for Egyptian pound
deposits and at 15 percent for foreign currency deposits.

During the 1980s, the traditional monetary policy instruments were a
loan-to-deposit ratio and partial credit ceilings for commercial banks.
Such techniques had the disadvantage of ignoring market signals. More-
over, a shortcoming of the ratio was that it did not cover credit to the
government and public authorities. Equally important, however, was the
nature of a loan-to-deposit ratio. Such a ratio was similar to a cash reserve
requirement, because whatever assets a banks could not hold as loans had
to be held as reserves with the Central Bank (or as foreign assets).* An
administered change in the ratio could have had a powerful impact
through the multiplier effect between the banks’ reserves and their
deposits; however, an unchanged loan-to-deposit ratio, as was the case in
Egypt, is compatible with a wide range of monetary growth rates. In such a
case, monetary growth depends largely on the growth of bank reserves.

The loan-to-deposit ratio was not a very precise instrument for either
controlling the growth of credit or for setting a predictable maximum to
such growth. For much of the 1980s the commercial banks did not
expand credit to the level established by the loan-to-deposit ratio, but held
excess reserves. Several reasons accounted for this. First, the compression
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of the spread between interest rates on loans and rates on deposits dis-
couraged lending. Second, the difficulties experienced by private business
in the 1980s in servicing bank loans created a degree of caution, particu-
larly among the public sector commercial banks, in lending to the private
sector. Third, shortages of foreign exchange during this decade led to
delays or cancellations of projects, thereby reducing demand for credit in
Egyptian pounds to finance the domestic component of these projects.
On occasion, however, the actual credit extended grew faster than the
ceiling. This occurred because if in certain periods the actual credit
extended grew more slowly than the growth of the ceiling, it created a
cushion that enabled a higher expansion of credit in subsequent periods;
for example, the actual credit outstanding that was subject to the ceiling
grew by 24 percent in 1985 while the ceiling itself grew by only 17 percent.
This illustrates the weaknesses of the loan-to-deposit ratio as an instru-
ment of monetary policy.

After 1990 monetary policy began to lose much of its passivity, with the
Central Bank taking a more active role and adding to its arsenal of mone-
tary weapons. Weekly Treasury bill auctions were instituted in January 1991,
and the Treasury bill rate was regarded as the critical element in the new
interest rate structure and the conduct of monetary policy. Direct credit
ceilings on the private sector and private sector companies were eliminated,
and the CBE began relying mainly on an indirect monetary policy instru-
ment (the redemption and sales of Treasury bills) by which to regulate
banks’ reserves, and thereby credit expansion. Changes were introduced in
the reserve requirements policy, in liquidity asset ratios, in exposure regula-
tions, and in capital adequacy. The most favored instrument of monetary
policy, by far, was repurchase operations using Treasury bills.?

Repurchase operations (repos) were introduced in 1993 and involved
the sale of Treasury bills to the Central Bank with an agreement to repur-
chase. The purchase of the bills enabled the Central Bank to inject liquid-
ity into the system; however, its capacity to absorb liquidity was more
limited. In practice, the CBE relied on the short maturity of the repos to
reduce liquidity by simply letting the outstanding repos mature. By the
end of 2000, the Central Bank had still not introduced reverse repurchase
operations (short-term borrowing from banks, collateralized with Treasury
bills), which would provide an instrument for absorbing liquidity more
directly.®

The quantitative effects of monetary policy in Egypt have been little
studied. Monetary policy has multiplier effects, but the main problem is to
estimate the direct response of investment and consumption expenditure
to changes in interest rates. This is not a straightforward multiplier
problem, and the effects are therefore generally estimated from busi-
nesses’ responses to questionnaires and by econometric methods. A study
by the World Bank in 1996 obtained responses from businessmen regard-
ing the effects on their investment plans of a 1 percent cut in the interest
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rate. Inserting the results from these responses into an econometric
model suggested that a 1 percent reduction in interest rates was likely to
lead to an increase in the GDP of about 0.35 percent over two years. This
is not a very strong effect. However, the study in question was on a rather
small scale, and more work is required before one can be comfortable
with estimates of the relationship between interest rates and investment
and the impact of monetary policy on the growth of Egypt’s GDP.

The role of the Central Bank

In all free-market banking systems a crucial role is played by the moral
authority of the central bank. In order to exercise this authority the
central bank must demonstrate its independence and its competence. The
CBE was granted an increasing degree of autonomy from the early 1990s.
The process reached its apogee in 2003 when a new Central Bank law was
drafted under which the Central Bank Governor would report to the
country’s President, and no longer be regarded as simply a satrapy of the
Ministry of Finance. The changes in the CBE’s relationship with the MOF
have two broad implications. First, central bank independence does not
mean that the institution no longer needs to coordinate its operations
with the fiscal authority. In fact, as numerous studies, for instance Laurens
and de la Piedra (1998), have documented, the experience of most coun-
tries is that a successful monetary policy based on central bank independ-
ence depends critically on the effective coordination of policies between
the central bank and the Ministry of Finance.

Coordination is important because fiscal and monetary policies interact
in several critical ways. They interact to determine output and interest rate
in the short term. Fiscal policy acts directly on aggregate demand, while
monetary policy affects aggregate demand through the short-term real
interest rate. A second aspect relates to the financing of government
expenditure over time. The Egyptian government has financed its budget
deficit by printing money (seigniorage) and borrowing (issuing T-bills or
bonds). The choices have implications for inflation, interest rates, and
government finance over time. Fiscal policy determines the size of the
public debt, but the composition and the cost of debt is decided by mone-
tary policy; for example, the financial cost to government of creating the
debt depends to a considerable extent on whether monetary policy is
expansionary or restrictive (e.g. whether interest rates are low or high).

The second major issue in the relationship between the CBE and the
MOF concerns the possibility of a conflict between the role of the CBE as
the monetary authority and that as the manager of the government’s debt.
Throughout 1960-2000, the Central Bank’s role as the monetary authority
was subservient to its role as an accessory to the Ministry of Finance. Even
after the adoption of the ERSAP in the 1990s, the CBE used its authority
to serve fiscal objectives by requiring commercial banks (which in Egypt
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chiefly meant government-owned banks) to accept government securities
at less-than-market rates. Handy (2001) furnished an instance from as late
as 2000. Tight money conditions from January 2000 caused interest rates
in the interbank market to escalate to 17 percent; surprisingly, yields on
Treasury paper showed no change despite the tight liquidity. The public
sector banks, under the influence of the CBE, showed all the character-
istics of a captive market and continued to purchase the bulk of the T-
bills. Such intervention insulates the Ministry of Finance from the realities
of financial stringency, and gives confusing signals as to what monetary
policy is actually trying to achieve.

This example underlines the point that conflating the debt manage-
ment and monetary policy functions of the central bank risks weakening
the effectiveness of both. The two functions must be kept separate, and
the CBE must not keep interest rates artificially low merely in order to
enable the government to finance its budget deficit at the lowest cost.

In addition to requiring coordination with the MOF, the effectiveness
of an independent central bank depends on clarity on what constitutes its
main policy responsibility and how it will implement this policy. Between
1990 and 2000, the Central Bank’s monetary policy was to pursue price
stability by targeting M2 growth. The CBE usually aimed for M2 to grow in
line with nominal GDP, based on expected developments in the GDP and
the desired level of inflation. Although the operational target was M2, the
intermediate target from 1991-2000 (and beyond) was to keep the excess
reserves of the banking system as a whole at a fixed percent of domestic
deposits. Initially, the CBE aimed for an excess reserves target of 1 percent
of the domestic currency deposit base; in 2000, the target was reduced to
0.5 percent.

Since the banking system as a whole can only increase the volume of
loans by the amount of excess reserves multiplied by the money multi-
plier, the targeting of excess reserves was designed to provide the CBE
with an instrument with which to control the expansion of lending.
During the 1980s and 1990s, the money multiplier (the ratio of the Egypt-
ian pound component of private sector liquidity to reserve money) varied
between 1.17 and 1.89. Although the trend was upward, these values were
significantly lower than those in Europe, Japan, and the USA. The reason
was the higher share of currency in the Egyptian money base, which
reduced the reserves available to the banking system. Consequently, the
main influence behind the upward trend in the money multiplier was a
decline in the currency-to-deposit ratio, while variations about the trend
were largely determined by the ratio of bank reserves to deposits.

A different view of the theory behind the Central Bank’s procedure of
targeting excess reserves is also possible. According to this view, if the
Bank exactly satisfied the market’s demand for excess reserves, it would
not disturb money market interest rates. Moreover, these rates could be
adjusted by providing more or less than the demand for excess reserves.
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In reality, the policy of trying to control inflation by controlling the
money supply, which, in turn, was to be managed through the control of
excess reserves, was largely ineffective because there was no clear relation-
ship linking the CBE’s repo operations to the money supply and inflation.
There were three complications. First, there is no evidence that the excess
reserves target of 1 or 0.5 percent of domestic deposits was the level
desired by banks. Second, the targeting of excess reserves appears not to
have worked well in practice. Actual excess reserves each week varied
widely from the presumed target; the IMF even claimed that during the
1990s there were periodic stretches of three weeks or more during which
excess reserves were negative, meaning that the banking system as a whole
was violating the reserve requirement. From the erratic behavior of excess
reserves, the IMF inferred the existence of large forecasting errors. Third,
the growth of M2 did not show a stable relationship with variations in
prices, and consequently even a successful targeting of M2 was likely to
have an unpredictable impact on the price level.

Nonetheless, if in the future exchange rates are to be more flexible
(especially following the float of the exchange rate in January 2003), mon-
etary policy will have to provide the nominal anchor to inflation expecta-
tions. But no clear link has anchored the CBE’s monetary operations to
the money supply and inflation. Moreover, the generally long lags associ-
ated with monetary policy mean that policy decisions must be anticipatory
— policy measures must be taken in response to projected rather than
current inflation. This requires accurate forecasts of inflation. Hence, if
inflationary expectations are to be managed by monetary policy, the CBE
will have to strengthen its liquidity forecasting capabilities, the design and
use of its policy instruments, and will have to support policies that con-
tribute to the development of more efficient markets in securities so that
the transmission of monetary policy can be improved. A good deal of ana-
lytical work will be required, because knowledge of the working of mone-
tary policy in Egypt is sparse and consequently the uncertainty about
outcomes is high.

The experience of monetary targeting in industrialized countries — sur-
veyed, for example, in Bernanke ef al. (1999), Mishkin (2001a), Loayza
and Soto (2002) — points to a number of serious failures of monetary-
targeting policies in controlling inflation. The chief problem arises from
the unstable relationship between money and nominal income, and there-
fore the inability of monetary aggregates to provide a reliable signal about
the stance of monetary policy. This led to the abandonment of monetary
targeting in several countries, including the United States, Canada, and
the United Kingdom. Mishkin and Savastano (2000) found evidence of
similarly unstable money-inflation relationships in emerging market
countries. Monetary targeting was somewhat more successful in Germany
and Switzerland, although even in these countries the target was missed
on several occasions. Moreover, success depended upon some special
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features of these countries, such as a sophisticated public and its belief in
the explanations provided by the central bank. And even these countries
abandoned the targeting of monetary aggregates from time to time when
it conflicted with other important objectives, such as the desired behavior
of the exchange rate.

The outcome of the experience gained over two decades was a move by
several countries (starting with New Zealand in 1990) towards inflation
targeting, rather than monetary targeting. It appears that, with the aban-
donment of the exchange rate peg in 2000, inflation targeting may
become the chief policy objective of the Central Bank of Egypt. The volu-
minous literature on the experience with inflation targeting — important
recent examples are Masson el al. (1997), Svensson (1997, 1999),
Bernanke et al. (1999), Mishkin (2000), Mishkin and Schmidt-Hebbel
(2001), Loayza and Soto (2002) — emphasizes five key elements:

1 Commitment by the government to price stability as the primary
long-term goal of monetary policy. In order to maintain credibility
(of sticking to the inflation target) the authorities may have to
accept giving up some discretionary control over policy in other areas.
This also means that the central bank will have to forgo targeting
other variables, such as the exchange rate, because a multiplicity
of targets can give confusing signals on the relative precedence of
each.

2 Freedom from “fiscal dominance,” i.e. there must be virtually no
government borrowing from the central bank, and domestic financial
markets should have sufficient depth to absorb placements of public
debt, such as T-bills.

3 Freedom for the central bank in choosing the instruments to achieve
the targeted rate of inflation. The central bank enjoys what Svensson
(1999) calls “constrained discretion” — the inflation-targeting mechan-
ism defines the goals and the responsibilities of the different institu-
tions involved, but the central bank is left free to choose what
instruments to use.

4 Transparency of the monetary strategy through communication with
the public and the markets, including the announcement of a numer-
ical target (which may be a range) for inflation, and a clear indication
of where accountability lies. A good model is provided by New
Zealand. The primary function of that country’s central bank is to
ensure price stability, which in 2000 meant restraining underlying
inflation to under 3 percent per annum. This target was set out in a
Policy Target Agreement between the Minister of Finance and the
central bank governor for the five-year tenure period of the governor,
and failure to meet it could put the central bank governor’s job at
risk. Such an explicit and tight inflation target provides both trans-
parency and accountability.



The financial sector and monetary policy 197

5 Technical expertise in modeling the behavior of the economy, esti-
mating the impact of different variables on inflation, and forecasting
the future course of inflation.

The coordination between the CBE and other elements of the govern-
ment more directly responsible for the movements of real variables, such
as the GDP, will also have to be strengthened, because the central bank’s
focus on inflation targeting virtually eliminates its ability to smooth fluctu-
ations in real output and employment. A standard example is that of a
supply shock that reduces output and raises prices. In such a situation,
inflation targeting may lead the central bank to reduce the money supply
at a time when the economy is in recession.

In order to pursue an active monetary policy that successfully targets
inflation, the CBE will also have to review the effectiveness of its instru-
ments. Hassan (2003) found that during 1992-2002, the nominal interest
rate did not significantly affect real domestic credit going to the private
sector. The bulk of bank credit was extended to large enterprises from big
banks. Large businesses preferred the use of short-term, continually
renewed, debt to raising additional equity, because debt financing did not
risk their own capital or dilute ownership. Big banks preferred it because
it was easier to obtain information about large businesses than about
small. Both sides could continue their practices because the business
sector was convinced that even under the most dire circumstances the
government would not let the banking system fail. An effective monetary
policy would therefore require a hardening of the budget constraint. It
would also require the establishment of a more active bond market, to
enable the term structure of interest rates to play a more active role and
facilitate the transmission of monetary policy.

The capital market

The Alexandria and Cairo stock exchanges were established in 1883.
Corporate financing and stock market activity fluctuated in response to
changing international conditions, especially those affecting the cotton
trade that dominated Egypt’s economy. Market activity reached its
height during the 1950s; in 1955, turnover amounted to LE 115 million,
equivalent to 30 percent of the market value of listed securities, with
about 1,000 daily transactions. The nationalization and expropriation
measures described in earlier chapters drastically changed the structure
of the economy, and abruptly abridged the role of the securities
market. However, the stock exchanges were closed only briefly, and
throughout the period of Arab Socialism remained open as private sector
institutions.

Before the nationalizations of 1958-61, the Egyptian securities market
provided between 25-50 percent of new capital raised by the private
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sector. But the successive waves of Egyptianization, nationalization, seques-
tration, and expropriation (described in earlier chapters) radically
changed the structure of the economy. The number of listed companies
fell from 275 in 1958 to only 55 in 1975. Turnover declined from LE 66.7
million in 1958 to about LE 4 million on average between 1963 and 1974.

With the dominance of the public sector in the Egyptian economy, the
state became the leading industrial investor. The state took control of
most of the resources, financing its investment through the budget, loans
from the four nationalized commercial banks, external assistance, and
from nationalized financial institutions (such as the Social Insurance
Organization and the state pension funds). There was also some public
borrowing, only a small amount of which passed through the securities
market in the form of government development and housing bonds. The
nationalized banking sector, and to some extent the post offices, were
used as the main agents for mobilizing savings. Various changes in tax leg-
islation further encouraged savings through banks. The tax system con-
tinued to discriminate heavily against corporate securities and
development of the securities market.

The nationalization policy did not extend to small businesses (those
with less than 50 employees). However, this portion of the private sector
concentrated on activities that called for only small amounts of capital and
did not require the mobilization of resources on the securities market.
Small-scale industries continued to survive during the 1960s and 1970s,
but the aggregate share of the private sector in total industrial investment
steadily dwindled; Ikram (1980: 246-53) estimated that it averaged only 4
percent in 1970-74. With the withering away of demand for capital by the
private sector, the importance of the securities market as a source of
capital also diminished, falling from 56 percent of net external private
sector capital raised in 1961 to less than 2 percent from that year onwards.
The World Bank reported that there was no record of new corporate secu-
rities issued during the 1964-74 period, and that stock market capitaliza-
tion as a proportion of GDP fell from 12 percent in 1958 to only 1 percent
in the 1970s and early 1980s.

The reactivization of the securities market following the infitah policy
improved matters, but for several years did not result in a significantly
more liquid market. Studies by the World Bank attributed this to three
main reasons.

First, the number of large publicly issued companies grew only slowly,
from 55 to 155. The economy remained dominated by the public sector,
which relied on government-controlled sources of funding. Second,
private investors preferred investments that could be owned and managed
by an individual or his immediate circle of family and friends. Less than
0.1 percent of the companies registered during 1982-90 required a pub-
licly recorded capital subscription by more than one person. The amount
of equity capital required was also not large — the average capitalization of
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the more than 1,150 jointstock companies incorporated in 1982-90 was
only about one million Egyptian pounds per company. Third, new tax laws
encouraged the formation of “closely held companies” that went in for a
stock exchange listing not in order to trade, but only to obtain tax bene-
fits. About 80 percent of the 418 companies listed in 1980-90 had 15 or
less shareholders, and by 1990, in terms of capitalization, closely held
companies accounted for 64 percent by value of all listed securities. The
World Bank estimated that during the 1980s, only about 20 percent of
listed securities traded in any one year and that in many cases listed shares
had not traded for several years, some as far back as 1959. This resulted in
a very narrow base of tradable securities, averaging only 20-30 transac-
tions a day.

The tax incentives for corporations to list on the stock exchange were
considerable and the conditions for listing not very onerous.” Companies
with as few as three shareholders were able to apply for stock exchange
listing, pay a small annual listing free, and qualify for substantial tax
exemptions. The tax incentives represented a revenue loss to the Treas-
ury, but without a corresponding benefit to the economy from the devel-
opment of the securities market.

Much the same picture continued until 2001. The total value of equi-
ties actually available for trading (the “free-float”) was considerably
smaller than total capitalization. Some careful estimates of the total
market value of the free-float at end-2001 put the figure at less than 3
percent of GDP. The hundred largest companies by market capitalization
accounted for almost 75 percent of total equity market capitalization. But
of these, over 60 companies (accounting for about 45 percent of capital-
ization) remained almost untraded; in fact, the ten most active companies
represented 58 percent of the market’s total value of trading.

Moreover, for many of the listed securities, the trades were artificial.
The reason for such artificial trading was that the regulations of the
Capital Market Authority (CMA) required the delisting of any firm that
had not been traded for more than six months. However, this regulation
could be evaded by trades by firms’ insiders, a practice that is sometimes
described as “cosmetic” trading. The extent of cosmetic trading remained
substantial. An IMF study estimated that in 2001 about 40 percent of the
firms were traded normally (i.e. their prices were determined by supply
and demand), while the remaining firms were either not traded or only
“cosmetically” traded.

A capital market law was enacted in 1992 (Law 95/1992) to modernize all
existing capital market regulations. This law vested regulatory power in an
independent Capital Market Authority that was charged with enforcing regu-
lations, ensuring compliance, and overseeing market performance. The law
provided full access to foreign investors, and included provisions against
unfair market practices (such as insider trading, price-fixing, and hostile
takeovers). It required publicly-traded companies to abide by international
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accounting and auditing standards. In order to increase market trans-
parency, companies were required to release semi-annual financial state-
ments. A summary of stock exchange statistics is shown in Table 7.2.

Until 2000, listing and trading on the stock exchange remained limited
to equities and bonds, both domestic and foreign, as well as shares of
close-end mutual funds. Securities are listed on the Cairo and Alexandria
Stock Exchanges simultaneously and are traded at the same price. Tech-
nical improvements have steadily been adopted; for example, the clearing
and settlement process has moved from being a manual function to one
performed electronically.

A picture of the performance of the equity market during the 1990s is
provided by four indicators: market capitalization over GDP, value traded
over GDP, the number of listed companies, and the number of traded
companies. Between 1994 and 2000, the nominal capital of listed com-
panies increased from 5.1 percent to 20.5 percent of GDP; market capital-
ization during the same period increased even more sharply, from 6.5
percent to 35.3 percent of GDP. Capitalization in 2000 was dominated by
the financial sector, with a 25 percent share, followed by the cement
industry with 12 percent and the food and beverage industry with 10
percent. The value of trading, which was less than 1 percent of GDP in
1994, increased to over 15 percent by 2000; the peak value of trading
occurred in 1998, when it exceeded 29 percent of GDP. The turnover
ratio (the value of traded securities relative to market capitalization) also
increased sharply from a little over 3 percent in 1992 to nearly 30 percent
in 2000. The number of listed companies between 1994 and 2000
increased by over 50 percent from 672 to 1,036, while that of traded com-
panies jumped from 300 to 545 (an increase of over 80 percent). Foreign
investors’ participation in the stock market grew briskly. During
1997-2000, foreigners’ transactions increased from a little over 30 percent
to over 40 percent of the total trading volume of listed securities.

However, these comparisons mask the decline in all market indicators
(such as market capitalization, trading volume, securities issues) from
1999, because of the slowdown of the economy. Moreover, in terms of the
requirements of the economy, the market remained rather small and
illiquid. Four reasons, in particular, accounted for the relative lack of
activity in the market:

1 Most of the listed stocks were simply not intended for sale, but listed
on the market merely to gain tax advantages. According to the World
Bank (1993a), trading in the shares of closely-held companies consti-
tuted less than 10 percent of total trades in a year. A later study
showed that in 2001, more than 700 of the over 1,100 companies
listed on the Egyptian Stock Exchange were not actively traded.
Huband (1999: 61) reported that the ten most actively traded stocks
represented an average of nearly 60 percent of trade, while the top 30
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accounted for 85 percent of the absolute liquidity of the market. The
market therefore remained shallow and unable to provide easy entry
and exit for investors and issuers. It has even been argued that the
listing of such stocks constitutes an obstacle to the long-term growth
of the market, because it consumes scarce administrative resources
without adding to liquidity.

2 The absence of a well-developed secondary market meant that
investors could not easily effect tactical transactions to adjust their
portfolio yields and risks.

3 The absence of market-makers willing to continuously quote buy and
sell offers limited the ability of both retail and institutional investors
to buy and sell securities in a timely manner.

4  The nature and scope of services performed by intermediaries was
limited. The capital base of most intermediaries was relatively small,
and they were normally unwilling to take positions in which their
limited capital would be exposed to risk. The lack of an inter-dealer
system among brokers also contributed to the lack of secondary
market liquidity.

The other major element in the capital market, the bond market,
also expanded sharply during the second half of the 1990s, with higher
placements of both government and corporate bonds. Placements of
corporate bonds on the domestic market increased from LE 30 million in
1994 to about LE 4 billion in 2000. Treasury bonds (with maturities of
five, seven, and ten years) were first issued in 1995, in order to lengthen
the profile of domestic debt which hitherto had been largely financed by
Treasury bills of maturities from three months to one year. This strategy
was successful — by the end of the fiscal year 2000, the outstanding bal-
ances of Treasury bonds had reached LE 13 billion, the outstanding bal-
ances on T-bills having been brought down by almost 30 percent between
1994 and 2000.

Even though the markets expanded over time, the equity and bond
markets developed unevenly. Growth resulted mainly from the sale of
equities of large companies and government bonds; consequently, both
markets remained fragmented. In the Egyptian equity market, both
market capitalization and trading activity are concentrated in the big com-
panies. This might be due, in part, to the restrictions on corporate bonds
issues. According to the regulations of the Capital Market Authority, the
issuance of corporate bonds required a credit rating of the debt-issuing
company and guarantees by financial institution of the company’s finan-
cial viability. Despite the progress made, the development of Egypt’s
equity market lags behind that of several other emerging economies.
Market capitalization as a percentage of GDP and the number of listed
companies is higher in most of the other comparable emerging markets in
Latin America, Asia, and Europe.
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The development of the bond market was considerably helped by the
activity of the public sector. This support was due not only to the volume
of bonds placed in the market. An important advantage derived from the
presence of Treasury issues in the market because it formed a no-risk ref-
erence price for a range of maturities, and thereby established a yield
curve against which other securities could be priced.

Non-bank financial intermediaries

The chief non-bank financial intermediaries in Egypt comprise the social
insurance and pension funds and the insurance sector. There are other
agents, such as leasing companies, but during the period under study
these remained unimportant. The total assets of the social insurance
system, private tension funds, and insurance companies rose steadily from
1960 and by 2000 amounted to over 42 percent of GDP. Annual inflows
into the system are large; however, these large net inflows have been offset
by negative real return of nearly 12 percent earned on the system’s assets,
particularly in the late 1980s and the early 1990s. This resulted in a reduc-
tion in the ratio of accumulated balances to GDP from 38 percent in 1988
to 32 percent in 1993. The real rate of return on social insurance balances
improved thereafter with a reduction in the rate of inflation.

Contractual savings institutions can contribute enormously to the devel-
opment of a country’s capital market. The importance of the contribution
depends on the allocation of their assets. Vittas (1998) points to important
differences in the investment practices of these in different countries. In
the United Kingdom, real assets and equities occupy the preponderant
share in the portfolios of pension funds. In continental Europe, pension
funds and life-insurance companies placed the largest part of their assets
in government, corporate and mortgage bonds, and in long-term loans.
However, most investments by Egyptian funds in government securities
were not market-determined, but were mandatory. The funds of the social
security system were mainly deposited with the National Investment Bank
(NIB), which invested them in development projects. But the NIB cred-
ited the social security system funds with an overall rate of return that for
much of the 1980s and the early years of the 1990s was negative in real
terms. From 1992, the NIB started to pay a rate of 13 percent on social
security funds. This was higher than the prevailing inflation rate, but the
revised interest rate applied only to incremental amounts, i.e. new funds
plus reinvested balances. Vittas (1998: 18) calculated the weighted interest
rate on all funds at about 8 percent in 1996, still somewhat below the rate
of inflation.

Since the public funds deposited the bulk of their resources with
the NIB, only a small portion of these funds reached the private
sector Hence, the Egyptian banking system and the corporate sector
did not benefit much from the development of the contractual savings
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institutions. Moreover, the economy was not able to profit from a length-
ening maturity of corporate debt, as occurs in other countries, again
because Egyptian contractual savings institutions invest only a small share
of their portfolio in long-term deposits in commercial banks. The pattern
of investment followed by the contractual savings institutions also meant
that they did not contribute much to the development of the capital
market.

The social insurance funds

The Social Insurance System is by far the most important component of
Egypt’s non-bank financial intermediaries sector. Egypt possesses an
extensive social insurance system for a developing country. The most
important social insurance programs are those providing benefits to civil
servants and to wage and salary workers in the formal sector. The Social
Insurance System comprises two main bodies. The first is the General
Authority for Social Insurance (GASI), which administers pensions for
workers in public and private enterprises, employers and certain self-
employed workers, Egyptians working abroad, agricultural laborers, and
domestic staff. The second is the National Organization for Insurance and
Pensions (NOIP), which administers pensions and indemnities for
employees of the state.

During the four decades from 1960, the social insurance system gener-
ated large annual operating surpluses. These resulted mainly from the
high insurance contributions levied on workers. Employees of the state
and of public and private enterprises, together with their employers, pay
taxes for social insurance amounting to 35-40 percent of covered wages.
Workers themselves pay about one-third of social insurance contributions,
with the employers making up the balance. Self-employed workers are
required to make social insurance contributions equal to 15 percent of
their self-reported income.

A major difficulty encountered by the social insurance programs was
the investment of their surpluses. If the surplus of contributions over
benefits and administrative payments had been invested in projects
earning a market rate of return, the social insurance programs would have
earned enormous additional income from interest on its capital reserve.
However, with the creation of the National Investment Bank (NIB) in
1980, the social insurance programs were required to invest the reserve
with this Bank, which offered a very low rate of interest. Indeed, for
extended periods the interest was negative in real terms. Throughout the
1980s, for example, the GASI received an interest averaging only a little
over 5 percent per annum during a period in which the inflation rate was
nearly 18 percent a year.

Inflation thus substantially eroded the real yield on the investments
and the reserve of the social insurance programs. The World Bank (1993a,
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vol. 2: 105-6) calculated that if GASI reserves had earned even a zero real
return on its trust fund rather than a negative real return, the asset hold-
ings in the reserve would have been worth more than twice as much at the
end of 1991 than its actual amount. Even if the GASI had received no
transfer from the Treasury during the 1980s, the reserve would still have
held nearly 50 percent more assets at the end of 1991. Clearly, therefore,
during this period the social insurance funds provided a substantial net
subsidy to the NIB and the state.

The World Bank (1993a, vol. 2: 106) pointed out two further issues
raised by the low interest rate paid on the social insurance system funds.
First, there was no guarantee that the heavily subsidized loans from the
NIB were optimally allocated, because projects financed through such
loans did not have to meet the economic test of showing that their
expected rate of real return was at least equal to the social opportunity
cost of capital. Second, the low rate obliged the social insurance authori-
ties to impose high tax rates on covered workers. Since the Egyptian social
insurance program is nominally a capitalized system, the contribution
rates necessarily had to be high if the expected rate of return on assets was
low. Moreover, this method of obtaining resources for the NIB raises ques-
tions of equity because the tax for social insurance workers was assessed
only on labor earnings below LE 625 per month. Labor earnings in excess
of that amount, as well as all earnings from capital, were exempt from
social insurance taxes.

The NOIP program also received a very low rate of interest. During the
1980s the real interest on NOIP reserves remained negative. For several
years the civil servants’ insurance and pension fund had net operating
deficits rather than a surplus. However, the fund remained in overall
surplus because the operating deficit was more than offset by the consider-
able amount of income from interest (owing to the large size of the fund)
and substantial transfers from the Treasury.

The National Investment Bank

The National Investment Bank (NIB) was set up in 1980 in order to use
the resources of the social insurance system to finance development pro-
jects. Over most of the period 1980-2000, these funds amounted to about
70 percent of the NIB’s assets. The NIB also receives postal savings
deposits from the Post Office, and raises additional funds through invest-
ment certificates and various other sources. On paper, the NIB is the
largest financial institution in Egypt, with a balance sheet that in most
years was almost 50 percent larger than that of the largest commercial
bank — at end-June 2000, the NIB’s assets were equivalent to 55 percent of
the combined assets of Egypt’s commercial and investment banks.
However, the actual functions of the NIB had little to do with banking —
a World Bank report (1993a, vol. 2: 116) described it as “effectively, an
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accounting agency responsible for disbursing funds for the implementa-
tion of the Government’s investment program.” In addition to disbursing
funds to various public sector entities for development projects, the NIB is
responsible for monitoring the progress of such projects. However, on the
basis of the NIB’s very low overhead costs, the same World Bank report
doubted that it could play more than a very limited role in assessing the
creditworthiness and economic rationale of projects. The report also
pointed to the limited financial intermediation role of the NIB, judging
from its very low level of capital, reserves, and provisions, which amounted
to less than 1.4 percent of total assets in 1990.

The NIB’s impact on the functioning of the financial system came from
the large amount of resources it mobilized from the social insurance
system and the highly negative rates of return it paid on social insurance
reserves. This was particularly the case during the 1980s. From 1992 the
NIB began to pay the social security system a substantially higher nominal
rate of 13 percent on incremental funds. This was a marked improvement,
but according to Vittas (1998: 18) the overall rate was still slightly negative
in real terms even as late as 1996. However, with continually decreasing
inflation, the real interest rate turned positive.

Lending rates were also negative in real terms for many years. The
interest rate on its long-term loans was set at 9 percent until 1989, when it
was increased by a half percentage point; this compared with long-term
rates to industry from commercial banks of 15-17 percent per annum
during the same period.® From 1998 the NIB lent funds to the govern-
ment at a fixed rate of 12 percent with a maturity of 15 years. This rate was
above what the government paid on market borrowings in 2000. A report
by the IMF and the World Bank described this arrangement as “doubly
unfortunate,” because it added to the budgetary cost of the pension
scheme in a non-transparent manner and also missed an opportunity for
developing the capital market through the investment of the social secur-
ity surpluses.

Insurance

The first insurance company to be established in Egypt was set up in 1900.
By the time of the 1952 revolution, over 100 companies operated in the
Egyptian market. In 1957 the insurance industry was Egyptianized, and in
1961 it was nationalized. It was not until the infitah policy that foreign
insurance companies were permitted to enter the market, initially in joint
ventures, but from 1998 they were permitted to own 100 percent of Egypt-
ian insurance companies.

Nationalization of the industry in 1961 was followed by a wave of
mergers which left the sector dominated by three state-owned companies.
The entry of the joint venture companies after 1974 did not change this
dominance — in 2000, the three public sector companies commanded a 75
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percent share of the market, leaving the joint venture companies with a
market share of 25 percent.

The insurance sector represents another potentially important
nonbank financial intermediary because it has the capacity to accumulate
reserves and other funds to meet its obligations from claims in the future.
However, even by 2001 the insurance industry collected less than 1
percent of GDP in premiums, and the total investments of the industry
amounted to only 3 percent of GDP. As such, the importance of the insur-
ance sector in the financial system fell far short of its potential.

The sector can be divided into general (or nonlife insurance) and life
insurance. Each of these makes a different contribution to the develop-
ment of the financial sector.

General insurance provides coverage for relatively short periods,
usually of not more than one year. Because of the short-term nature of
their policies, general insurance companies tend to make little contribu-
tion to the country’s long-term financial savings. The importance of these
companies to the financial sector comes from the support that they
provide to money markets. Life insurance, on the other hand, covers risks
that generally extend over a long period. Such companies have to match
these risks with long-term reserves, collected both from premia and from
reinvestment of profits. Thus life-insurance companies are more likely to
contribute to the development of markets in long-term bonds (govern-
ment, corporate, and mortgage).

The Egyptian insurance market is very underdeveloped. Total assets for
all insurance companies in 2001 amounted to less than 5 percent of GDP,
while total direct insurance premiums were less than 1 percent of GDP.
These were considerably short of the insurance sector’s potential. Huband
(1999: 83) reports estimates by the Insurance Federation of Egypt that the
market in fire insurance was 5 percent of what it should be, that less than
1 percent of the population was insured against accident liability, and that
only 7 percent of cars were insured.

The insurance industry is underdeveloped because of both supply and
demand factors. The generally low levels of income and wealth inhibited
the growth of demand. On the other hand, the regulatory framework was
biased towards the public sector, and restrained supply by impeding the
entry of private firms. The tax treatment of insurance also held back the
development of the sector. Premiums paid to insurance companies were
quite heavily taxed, in contrast to deposits in banks (which were not
taxed) or with the purchase of an offshore life-insurance contract. Some
observers pointed out that the use of foreign markets by some, generally
persons of means, could create a problem of adverse selection for the
domestic industry, which might be left covering the high-risk people.

The pattern of investment by insurance companies was not conducive
to building up reserves through earning high returns on assets. Huband
showed that in 1997 roughly 45 percent of the total amount invested was
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in fixed deposits, about 20 percent in government bonds, 29 percent in
securities, somewhat over 5 percent in real estate, and the remaining
amount in miscellaneous small items. He also highlighted the different
investment strategies adopted by the public and private sector companies.
The public sector companies continued to invest in shares even during
the stock market downturn in 1998 when the Egyptian Stock Exchange
lost 34 percent of its value. It would appear that they saw themselves as
performing a national investment function rather than acting simply as an
insurance company; this is analogous to the behavior of public sector
banks discussed earlier in this chapter. The private sector companies, on
the other hand, stopped buying shares altogether, although prior to 1998
they had been investing in a wide range of companies on the stock
exchange. Clearly, the private sector companies were driven by a profit
motive whereas the public sector companies were not.

Enterprise finance

The available data on finance for Egyptian enterprises show that the
larger Egyptian firms (those listed on the securities market) on average
are not highly leveraged by international standards. It is not clear whether
for large firms the low leveraging occurs because they do not wish to
borrow larger amounts, or whether the financial system does not permit
them access to larger amounts. However, there is considerable evidence
that smaller firms have difficulty in accessing bank credit. According
to estimates by the Ministry of Economy and Foreign Trade (2001), in
2000 only about 10 percent of micro and SMEs’ financing needs were
satisfied.’

A study by the IMF/World Bank estimated that the ratio of current lia-
bilities to total liabilities for the larger Egyptian firms was much higher
than that in other countries in the sample. The study found that in 1999
the median firm in Egypt had almost no long-term debt (i.e. maturity
exceeding one year), which in turn prompted the suggestion that the
firms were constrained in their access to long-term debt. The report
pointed out that over-reliance on short-term liabilities could be potentially
dangerous for the corporate sector, because it exposed enterprises to a
sudden shortage of financing if creditors refused to roll over the debt.

Leverage in Egypt was lower than in most other countries in the
sample. For Egyptian firms the ratio of total liabilities to total assets had a
median of 0.51, while the median for the other countries studied was 0.57.
Moreover, the interest coverage ratio (earnings before interest and taxes
divided by the interest payments) was much higher than the median in
the other countries. Taken together, these two findings suggested that
Egyptian firms found it difficult to raise debt finance.

The study also compared the ratio of market value of assets to their
book value (Tobin’s Q-ratios) for firms in Egypt with those in other coun-
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tries. It found that market valuations of firms in Egypt were a much lower
multiple of book value than the median for the other countries examined.

A distinct pattern emerged between the outcomes by size of firm. Prof-
itability and retained earnings declined significantly for smaller firms as
compared with the larger. Leverage patterns also differed by size. Smaller
firms reported significantly lower ratios of debt to equity and of total lia-
bilities to total assets, implying that they may have experienced relatively
more problems in accessing debt finance. Smaller- and medium-sized
firms also relied significantly less on long-term finance. Paid-in capital as a
share of total assets was much larger for smaller firms and was increasing
over time. The data suggested that most of the financing for smaller firms
came from their owners, which was another indication of the firms’
limited access to external finance. From all these findings, it appeared
that long-term debt was readily accessible by only a few large firms. More-
over, because the ratios discussed here had remained stable over time,
these problems in differential access to financing seemed to be a struc-
tural matter.

The foregoing studies were based on the records of firms quoted on
the securities market. The same details are not available for the micro and
SMEs (M/SMEs). However, the data that are available suggest that the
financing problems of micro and SMEs are even more acute than those of
the smaller quoted firms. Micro and SMEs are virtually shut out from
access to bank credit. Although M/SMEs accounted for more than 95
percent of all enterprises and over 75 percent of employment, they
received only about 5 percent of bank credit in 2000. The maturity struc-
ture of bank lending to M/SMEs was also shorter than that of credit
extended to larger firms. The main reasons given by financial sources for
the reluctance to lend to SMEs was the lack of information about the bor-
rowing firms, and the difficulties of taking possession of collateral in case
of a default.



8 Labor force and employment*

In a modern economy, employment is the most important means of
earning income; questions relating to the labor force and employment
thus constitute perhaps the most important issues facing policymakers.
Unfortunately, the study of unemployment in Egypt is freighted with
problems arising from inconsistencies of definition, coverage, measure-
ment, and interpretation, both within and between the different data
series.'

Data on labor in Egypt derive from two principal sources: the Popu-
lation Census (PC) and the Labor Force Sample Survey (LFSS). Both ref-
erences suffer from shortcomings in design and methodology that
preclude strict comparability between the two sources, as well as within the
same source over time. A third source that can be used for particular
periods is the data produced by scholars — especially Samir Radwan, Nader
Fergany, and Ragui Assaad — who have adjusted the first two sources in
various ways in an attempt to obtain a greater degree of coherence.

The discordance between and within the data sources means that it is
not possible to rely uniquely on any of them as a definitive basis for long-
term analysis; one is compelled to move between different data sets. This
explains Fergany’s (1995) remark that monitoring changes in unemploy-
ment in Egypt bordered on detective work, and also why analyses of the
Egyptian labor market are messier and more equivocal than one would
like. Table 8.1 provides an example of the inconsistencies and of the diffi-
culty created for meaningful trend analysis. The table highlights three
points:

1 According to the PC, the unemployment rate fell from 11.1 percent in
1986 to 8.2 percent in 1996.

2 According to the unadjusted LFSS data, the labor force appears to be
“shrinking” between 1988 and 1995 (despite a growing population),
but the unemployment rate rose from 7.1 percent in 1988 to 10.2
percent in 1995.

3 According to the adjusted LFSS, the unemployment rate increased
from 7.5 percent in 1988 to 13.5 percent in 1993.
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Reconciliation of different data sources suggests that the labor force grew
faster than the population did between 1986 and 1996. Depending on the
source, employment either shrank or grew at a much slower rate than that
of the labor force, with a resulting increase in overall unemployment
rates. Fergany (1999) estimated open unemployment at 12-15 percent in
the mid-1990s, or at 2.0-2.5 million persons. Using an “extended” defini-
tion of the labor force, which included the large number of women
engaged in subsistence activities, Assaad (2000) put open unemployment
in 1998 at 7.9 percent, or 1.72 million persons. The decline in the unem-
ployment rate for 1996 reported by the PC is unlikely in view of the rela-
tive stagnation of the economy during the first half of the 1990s.

Geographic and gender patterns are changing — unemployment is
increasingly being ruralized and feminized. Open unemployment in Egypt
is concentrated among educated youth in their early twenties, first-time
job seekers, and graduates of intermediate (secondary and vocational)
and university education — a pattern that has been emerging since 1976.
And while young graduates constitute the bulk of open unemployment,
unskilled and less educated individuals suffer from visible underemploy-
ment (willingness to work more hours than they already do) and invisible
underemployment (apparently fully employed but at low levels of produc-
tivity and real wages). Visible underemployment is essentially a rural phe-
nomenon of agricultural and casual workers, and its implications on
poverty levels are a cause for concern. Studies on poverty — such as El-
Leithy et al. (1999), UNDP (1996) — find a strong link between casual
employment of unskilled laborers and poverty.

A number of economic and institutional factors combined to produce
the observed patterns of unemployment and labor market rigidities in
Egypt. This chapter starts by providing an analysis of the political economy
underlying the evolution of the labor market between 1960 and 2000. The
analysis points to two factors: (1) growth over the period was labor-sparse
as a result of the bias towards capital-intensity of the import substitution
strategies pursued during the late 1970s and early 1980s; and (2) because
of its dominant size in the market, government employment policies, in
terms of wage setting and stringent labor regulations, acted as a bench-
mark that overburdened the private sector and curtailed its ability to gen-
erate employment. The chapter then discusses the evolution of the labor
force by looking at population and participation growth, followed by an
analysis of unemployment trends and patterns of employment growth.
The impact of the government’s employment guaranteed program is also
discussed, and is shown to have segmented the labor market: the govern-
ment, as a dominant player, influenced the reservation wage for both the
public and private sectors. Some concluding remarks follow.
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Economic growth and employment in Egypt

An historical framework for examining the unemployment problem in
Egypt over the past four decades was proposed by Radwan (1997). He
regards developments in terms of three sub-periods: (1) the 1960s, the
“labor surplus economy”; (2) 1975-85, the decade of “jobless growth”; and
(3) 1985-95, which might be extended to 2000, as a largely “slow growth,
high unemployment” era. Employment performance is explained in terms
of three determinants: the rate of growth of GDP, the management of
labor demand, and the extent of labor market flexibility or regulation.

The 1960s

The period of the “labor surplus economy” coincided with the nationaliza-
tion drive and sizeable state-led import-substituting investments, especially
in manufacturing, which produced an upsurge in the demand for labor.
The economy grew at an average of 5-6 percent per year, and was able to
generate the employment opportunities required by the government’s
employment guarantee program (EGP) for graduates, especially in urban
areas. Radwan (1997) points out that through the EGP the state was able
to pursue a “full employment” policy while maintaining a low-wage infla-
tion system. Large labor shifts from agriculture into the booming con-
struction sector in both urban and rural areas resulted in rural-to-urban
migration and partially compensated for the slowdown of job creation in
agriculture during 1960-76. There was not much demographic pressure
on the employment generating capacities of the economy, as population
and the labor force grew at roughly the same rate during that period.
Assaad et al. (1999) judge unemployment to be negligible, standing at
about 2 percent of the labor force, and concentrated mainly among illiter-
ate workers. However, the government employment drive became unsus-
tainable once the capacity of the state to finance investments was reduced
as a result of the 1967 war and its political aftermath, which constrained
the inflow of foreign exchange.

1975-85

The decade of “jobless growth” coincided with the launching of the infitah
policy and massive inflows of external resources that boosted economic
growth to an average of over 8 percent per year. Growth, however,
occurred to a large extent in the non-tradable sectors, namely construc-
tion and financial services, which did not generate sufficient demand for
labor (together they accounted for less than 30 percent of employment
growth between 1976 and 1986). And while migration provided a partial
relief to some 10-15 percent of the labor force, the market became tight,
as shortages of particular skills co-existed with rising rates of open unem-
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ployment. The pattern of sectoral growth and employment performance
that emerged during and after the economic boom was largely shaped by
government policies regarding two issues:

1 Management of the massive inflow of external revenues

A large portion of these revenues accrued to the government. This led to
a surge in government spending that paid little attention to the employ-
ment component of the investments. Handoussa (1991a) estimates that
external revenues as a share of total government revenue increased from
less than 5 percent in 1975 to over 30 percent by 1982, and consisted pri-
marily of Suez Canal revenues, oil exports, workers’ remittances, and rev-
enues from tourism. This was associated with a rise in government
expenditures as a proportion of GDP from 49 percent to nearly 64
percent between 1975 and 1982, exceeding its revenues, which only rose
from 29 percent to 42 percent over the same period. Gross domestic
investment increased at an average of 12 percent per year.

Underlying this growth was an increasing bias towards capital and
machinery. This was especially evident in the manufacturing sector — the
sector responsible for the highest proportion of total employment growth
(25 percent) during the preceding period. Resource inflows led to rising
prices, to an appreciation of the real exchange rate by almost 50 percent,
and to negative real interest rates. These two factors lowered the relative
price of capital and industrial imports and thus encouraged capital intens-
ity of industrial production, which restricted the creation of employment
in the public enterprise sector. Productivity increased in the manufactur-
ing sector, but this improvement resulted from greater mechanization in
both the public and private sectors, raising the capital:labor ratio by an
average of 10 percent per year during 1970-81. The rising trend of mech-
anization was also attributed to the rise in wages, because of the emigra-
tion that took place in the mid-1970s, and to the growing scarcity of
skilled technicians and industrial specialists, coupled with wage rigidities:
Handoussa (1991b). The public enterprise sector also generated lower
employment, partly because it was permitted greater flexibility in hiring
after 1978 by being freed from the scope of the EGP. Manufacturing pro-
vided only 8 percent of employment growth between 1976 and 1986.

2 Government employment policies

With increased resources at its disposal, the government employment
program gained further impetus. Employment in the civil service (i.e.
government excluding public sector enterprises) grew faster than in any
other sector in the economy, accounting for over 20 percent of employ-
ment in 1986. Assaad (1995) argues that the emergence of the state as the
primary employer in the economy had two mutually reinforcing effects.
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First, it segmented the labor market along educational and gender lines;
second, it strongly influenced the level of wages throughout the economy.
By 1986 the government sector was responsible for the employment of
almost 75 percent of all graduates and 60 percent of females. The size of
the sector ensured that the level of government wages would significantly
affect wages offered by the private sector, in that the (non-market-related)
floor for the pay of graduates in government raised the relative cost of
graduate labor to other sectors of the economy by setting a minimum
expected level. This reduced the employability of graduates in the private
sector.

The fall in oil prices in 1982 marked the end of the economic boom in
Egypt. GDP growth and investment slowed, and the government’s ability
to finance its employment program became severely constrained. The
waiting period for appointment under the EGP steadily lengthened, with
graduates having to queue for several years before receiving an appoint-
ment. The queuing continued because of the high premium that gradu-
ates attached to the job security provided in the government, and because
taking any employment in the private sector resulted in the removal of a
graduate’s name from the Ministry of Manpower’s appointment lists. The
longer wait and the reluctance to accept a private sector job increased the
measured rate of unemployment among graduates.

Other government policies also slowed employment growth. Stringent
labor codes and protection policies instituted in the government sector
from the mid-1960s and extended to the private sector from 1981 raised
the cost of hiring for private employers. The latter sought to circumvent
the legal requirements by offering unprotected employment (without a
contract) that deprived workers of any form of insurance or benefits. The
relatively generous benefits to females mandated by the labor law further
discouraged private employers from hiring women, especially young edu-
cated women, thus exacerbating unemployment among this group in the
labor force.

The higher resource inflows supported growth in the non-tradable
sectors of the economy: construction and services. The booming construc-
tion sector absorbed labor shed by agriculture, whose share in employ-
ment decreased throughout the 1980s. Once the construction boom
subsided, migration to Arab countries took over, absorbing about 10-15
percent of the labor force. In the early 1980s, this led to labor shortages in
agriculture and construction (and an attendant rise in wages).

1985-2000

The period of slow growth and higher unemployment resulted largely
from the erosion of sources that drove the high growth performance of
the previous decade and a net return migration following the Gulf War in
1991. Economic growth declined between 1987 and 1993, curtailing the
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employment-generating capacity of the economy. While growth in the
manufacturing sector resumed, industrial efficiency suffered because of
the inward-oriented bias, the lack of exposure to competitive pressures in
the domestic market, and the price and other distortions resulting from
government intervention.

Open unemployment hit peaks of 10.2 percent in 1993 based on the
LFSS, or 11.1 percent in 1986 based on the PC, and increasingly consisted
of educated youth in their twenties entering the labor force for the first
time. This was associated with a growing incidence of underemployment
in the rural areas in general, and in agriculture and construction in
particular, because of the net return migration and the end of the boom
in the rural non-agricultural sector. While the informal sector appeared as
an important source of employment in the 1990s (accounting for over 20
percent of employment), it was not sufficient to absorb successive cohorts
joining the labor force.? Inflationary pressures that had arisen during the
previous period eroded gains in real wages achieved during the economic
boom, leading to further deterioration in living standards and an increase
in the incidence of poverty until 1995.

Economic growth picked up after 1993, but in 1997 the economy was
struck two major blows. The financial crisis that started in Thailand in July
and then spread to much of East Asia seriously impacted on Egypt’s trade
and investment inflows. Then an attack on tourists in November in Luxor
led to a precipitous drop in tourism and large-scale losses of employment
in the sector. Towards the end of the century the economy recovered
somewhat, but a liquidity shortage continued to hold back job creation to
a level less than what was required to absorb the additions to the labor
force.

The preceding analysis points to the importance of the composition of
growth, and not only its rate. While skills mismatch in the demand and
supply for labor may still be at work, it is not the main reason for the
unemployment problem in Egypt.” Nor is it a problem of inflexible wages.
Real wages, in both the public and private sector, declined after the eco-
nomic boom of the early 1980s. As several studies — Fergany (1999),
Radwan (1997), Karshenas (1994) — point out, the primary cause for
unemployment in Egypt is deficient demand for labor, resulting largely
from the capital-intensive character of economic growth during 1975-85.
This change is captured in estimates of the employment elasticity of
output growth in Egypt’s manufacturing, which declined from 0.43 in
1975 to 0.28 in 1992, and was generally lower than in other countries such
as Malaysia, Indonesia, or Jordan, where the elasticity was 0.84, 0.66, and
1.04, respectively. These high employment elasticities reflect the success-
ful export-oriented industrialization pursued by countries in East Asia,
which embodied a high degree of labor intensity.

Radwan (1997) estimated the economy-wide employment elasticity of
output growth at 0.61 between 1983 and 1995, with the highest elasticity
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recorded for the manufacturing sector (0.74). However, the choice of
time period significantly affects the measure; World Bank (2001: 12) esti-
mated the (economy-wide) elasticity at 0.47 for 1960-90 and 0.64 for
1991-99, while MOP/World Bank (2002: 40) put it at 0.5 for 1995-99.
According to some estimates, employment intensity dropped substantially
in the early 1990s. Fergany’s (1998b, 1999) calculations put the economy-
wide constant prices employment elasticity at only 0.054 between 1990
and 1995, and 0.12 in manufacturing. This implied that over the same
period, LE 1 million of output growth produced only eight job opportun-
ities.

Trends in population, participation, and labor force growth

Three factors chiefly determine the evolution of the labor force: the popu-
lation growth rate, the changing age structure of the population, and
changes in age-specific participation. The latter result from changes in
behavior patterns, such as higher school enrolment, retirement, changes
in female participation in the labor force (because, for instance, of
delayed marriage), and so on.

The PC recorded a total population of 59.3 million and a labor force of
17.2 million in 1996. Between 1986 and 1996, the labor force grew at 2.9
percent a year compared to 2.1 percent for population. Unadjusted esti-
mates of the LFSS show a “shrinking” labor force between 1988 and 1995.
The primary source of this unusual result is error in accounting for female
participation after the special round of the LFSS in October 1988.
Adjusted LFSS data imply an even higher growth rate of the labor force
compared to the PC, because of higher participation rates. Assaad (1999)
estimates the overall participation rate to have increased by almost 9
percent between 1986 and 1996, varying between 30 percent in 1996
based on the PC and defined for age groups 15 and over, and 47 percent
in 1995 based on the LFSS and defined for age groups 15-64.

Despite incongruities between the PC and the LFSS (see Table 8.1), a
number of patterns are discernible. The first is a declining trend in male
participation aged 15-64 (based on the LFSS) up to 1995, because of
higher enrolment in basic education and earlier retirement of older
workers. The second is a likely increasing trend in female participation,
based on the PC and the ELMS 1998. Higher female educational attain-
ment, delayed marriage, and increased economic hardship are all likely to
increase female participation in economic activity, and not reduce it, as
recorded by the LFSS. The third pattern is a substantial increase in overall
rural participation rates during 1988-98 (by nearly 12 percent), compared
with urban rates (by only 6 percent), mainly because of the rise in rural
female participation.

Reliable time series on labor force participation are difficult to obtain.
Estimates of labor force size, and hence of participation rates, are very sen-
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sitive to the definition used and to the extent that these definitions are
adhered to during data collection. Participation rates recorded by the PC
are generally lower than those of the LFSS.* Fergany (1991) attributes this
discrepancy to two reasons. First, the reference period to establish employ-
ment in the PC is one day, which would capture only individuals employed
on a regular basis and those seeking work on the reference day. There is a
tendency, therefore, to underreport both employment and unemploy-
ment. Second, the PC tends to undercount the activity of women and chil-
dren in informal home-based (and unpaid) activities.

Given the imperfections in the data, adjustments are often made to
render it consistent with patterns that labor specialists deem closer to eco-
nomic reality; the main work in this area is by Fergany (1996a), and
Assaad (1997).° It is not easy to reconcile the different estimates and
trends on labor phenomena reported in different studies. This chapter
therefore reviews the statistics and trends as reported, and concludes with
a judgment on a likely range or magnitude of the labor phenomena that
are discussed.

To assess the differences between the two sources, one can compute
crude and refined participation rates for specific years using the LFSS stat-
istics reported in Assaad (1997) (see Table 8.2). The 1986 PC figure for
the non-age-restricted labor force is clearly understated compared to the
LFSS series after 1984. The 1988 LFSS estimates the labor force at 18.6
million, compared to 13.3 million only two years earlier — a difference that
is too large to ascribe to demographic growth. This is almost entirely
caused by fluctuations in the measurements of female participation.® With
the exception of 1981, participation rates throughout the LFSS series are
consistently higher than those reported in the 1986 PC, except for 1995,
when the figure is almost identical to PC 1996. Allowing for the different
reference points used, estimated population and manpower growth rates
are very close to those reported by the PC.

However, the LFSS presents a number of unusual results, especially
when compared to the PC. The first is the shrinking of the labor force
recorded by the LFSS after 1988, despite a growing working age popu-
lation; and the second is the declining trend in female participation. After
examining the results from the special round of LFSS in October 1988,
Fergany (1995, 1996a) and Assaad (1999) attribute this anomaly almost
entirely to errors in measuring female participation. The observed decline
in the overall labor force in general, and female participation in particu-
lar, is almost entirely accounted for by biases in measuring rural female
participation. In 1995, if the LFSS is to be believed, the urban female
labor force had declined to 1.6 million from a little over 2.0 million in
1988, whereas the rural female labor force had been reduced to almost
half its level in 1988 (2.3 million in 1995 versus 4.8 million in 1988).

To underscore the magnitude of error in reporting female participa-
tion, Table 8.3 compares estimates provided by different data sources. The
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Table 8.3 Participation rates by data source, ages 15-64 (percent)

Assaad et al. Fergany Assaad (1999)
(1999) (1996)

LFSS 1988 LFSS 1995' LFSS 1995 PC1996* EIHS 1997°

Male Urban 75.0 45.7 69.9 77.1 72.8
Rural  79.2 44.4 76.3 83.4 75.4
Female Urban 29.3 13.0 19.5 20.4 26.2
Rural  53.9 13.8 23.0 10.9 17.3

Source: Assaad et al. (1999), Fergany (1996a), and Assaad (1999).

Notes

1 Estimates from Fergany (1996); participation rate defined for labor force over population
6+.

2 Participation rate defined as labor force (15-64) as a proportion of population (15-64),
and therefore different from corresponding figures in Table 2.2.

3 Participation based on a definition of economic activity only for the purpose of market
exchange.

first column reports participation rates that related male and female labor
forces to the respective populations of all ages. Subsequent columns
restrict these indicators to the population aged 15-64. Naturally, age-
restricted participation measures are higher because of the smaller
denominator, which captures participation for the working age popu-
lation only. Female participation measures varied considerably across the
three sources.

Analysis of participation trends by gender and geographic classifica-
tions was also affected by the error in measuring the size of the labor
force. Using age-specific participation rates based on the LFSS, Assaad
(1999) shows a drop in overall participation rates over 1990-95 when
defined for the age group 15-64, with female rates declining much more
than male participation rates. Rural participation rates also decline faster

Source: Population from CAPMAS; LFSS data from Assaad (1997).

Notes

Crude activity rate is labor force as a proportion of population of all age groups, while

refined activity rate is labor force as a proportion of the manpower basis; growth rates in

italics (for 1977-88, 1988-95, and 1977-95) are author’s own calculations.

1 Does not include Egyptians abroad.

2 Manpower is population aged 6-64, including employed persons 65+ but excluding dis-
abled persons.

3 Individuals 6 and over actually employed and individuals 12-64 seeking work, excluding
foreigners; reference period is one day for LFSS in May 1977, 1981, and 1984, and one
week for LFSS 1988, 1990, 1991, and 1995.

4 This figure is probably a printing error, and hence the PC 1986 has been excluded as a ref-
erence point in estimating broader sub-period average growth rates.

5 Figure for 1988 estimated from Assaad (1999) as the sum of 1.72 million unemployment
and 20 million employment based on the extended definition of the labor force.

6 Defined for the broader labor force as defined by 3.
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than urban rates, largely because of the drop in rural female participation.
Fergany (1995) attributes the drop in male participation rates observed in
1988 compared to 1984 to the surge of emigration to oil-producing coun-
tries in the late 1980s. Emigration is unlikely to be responsible for the
similar trend observed in the early 1990s; a more likely reason for the
declining trend in overall participation is a rise in discouraged unemploy-
ment, which affected rural males more than urban, and older males more
than younger (Fergany, 1995).” Assaad (1999) attributes the decline in
male participation rates to a combination of higher school enrolment
among younger males and earlier retirement of older segments of the
male population from the labor force.

Age-specific patterns of participation also appear to be sensitive to the
time interval used. Overall participation rates, based on the extended
labor force definition used in 1988, are relatively stable at 59 percent.
Underlying this relative stability is a clear decline in male participation
rates and a corresponding increase in female rates. The geographic pat-
terns are also slightly reversed, with urban participation rising and rural
participation declining, and with a more rapid growth of female participa-
tion in urban areas.

Female participation rates are very sensitive to the definition used.
When the market definition of the labor force is used (i.e. which essen-
tially excludes persons engaged in subsistence activities) female participa-
tion rates fall by 50 percent compared to the extended definition (which
includes persons engaged in subsistence activities), almost entirely
accounted for by the drop in rural participation rates. This is not
surprising since most women in rural areas engage in unpaid subsistence
activities, and therefore drop out when the market definition is applied.
This difference is in sharp contrast to the stability of male participation
rates across the two definitions.

The figures provided so far present us with a number of contradictory
and somewhat perverse patterns of labor force participation. The follow-
ing conclusions may be ventured.

First, having a labor force that is growing at, or slightly above, the popu-
lation growth rate implies that LFSS estimates of a “shrinking” labor force
are likely to be the result of poor measurement of economic activity. Consid-
erable fluctuation in female participation figures after 1988 indicates errors
in accounting for female activities in general, and in rural areas in particular,
to be the principal source of this inconsistency. Under-enumeration of
female activity results in under-estimation of the size of the female labor
force, thus affecting all statistics and indicators pertinent to female activity.

Second, as Assaad (1999) points out, the set of economic, educational,
and behavioral factors operating in Egypt seems to imply a rising, not a
declining, trend of female participation. Rising female school attainment,
delayed marriage ages, as well as economic hardship, combine to increase
the participation of women in economic activity.
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Third, the observed decline in male participation also probably results
from a combination of behavioral and statistical factors. Whereas higher
school enrolments are likely to underlie the drop in male participation at
the earlier tail of the age distribution, rising discouraged unemployment
(and thus retirement from the labor force), especially among older males
in both urban and rural areas, is likely to underlie the overall decline in
male participation.

Finally, the studies tended to consider the PC as the most consistent
source in portraying very broad and aggregate employment trends, at least
up to 1986. For instance, the PC shows rising participation for both urban
and rural areas, and for both males and females — a logical outcome given
the observed population and labor force growth rates. One is therefore
inclined to use the figures reported by the PC as “conservative” or “lower
bound” estimates of broad labor phenomena in the economy. Participa-
tion rates, as of 1995, therefore were in the range of 30 percent, defined
for the population aged 6+, and 47 percent defined for the population
15-64.

Adjustments to the LFSS also result in more tractable participation
trends. Fergany (1995) adjusts for the bias in the LFSS by correcting the
series based on parameters anchored in the special round of the LFSS
1988.* These adjustments resulted in a smaller female labor force in 1988,
but a steadily growing labor force, both male and female, up to May 1993,
with an overall labor force of 21.2 million, as opposed to 17.5 million
according to LFSS 1995.

Trends and structure of unemployment

Trends in unemployment

Official estimates of unemployment placed it at 8.2 percent in 1996, down
from 11.1 percent in 1986. However, both this level and the direction run
counter to the LFSS and the adjusted estimates of Fergany (1999) and
Assaad (1999). The picture that emerges from these studies is one of rising
open unemployment between 1988 and 1998.

According to the PC, the open unemployment rate defined for indi-
viduals 6+ increased from 7.7 percent in 1976 to 14.7 percent in 1986,
corresponding to 2 million unemployed individuals in 1986 (Table 8.4).
The 1996 PC reported a (much contended) rate of unemployment of less
than 9 percent, defined for the reduced age bracket 15+, which corres-
ponds to 1.54 million individuals. Adjusting for differences in census
versus LFSS reference periods and for the underestimation of unemploy-
ment in the LFSS (by requiring active search and therefore excluding dis-
couraged unemployment) led Fergany (1999) to an unemployment rate
of 14-15 percent for 1996. At 15 percent of the labor force, the number of
unemployed would rise to 2.5 million instead of the reported 1.5 million.
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Table 8.4 Unemployment level and rate, population censuses, 1960-96 (thousands
and percent)

Fergany (1991) Assaad Fergany
(1997) (1999)
1960 1976 1986! 19867 1996
Number of unemployed (thousands)
Urban Male 93 297 563 - -
Female 26 157 464 - -
Total 119 454 1,027 - -
Rural Male 46 261 596 - -
Female 10 136 388 - -
Total 56 397 984 - -
Total Male 139 558 1,159 - -
Female 36 293 852 - -
Total 175 851 2,011 - 1.54
Unemployment rate (%)
Urban Male 3.8 7.2 10.9 10.6 -
Female 9.1 25.0 34.8 22.6 -
Total 4.3 9.5 15.8 12.6 -
Rural Male 1.0 4.5 9.3 8.3 -
Female 3.0 38.0 50.4 329 -
Total 1.1 6.4 13.7 9.6 -
Total Male 1.9 5.6 10.0 9.3 -
Female 5.8 29.7 40.6 25.2 -
Total 2.2 7.7 14.7 11.1 8.2

Source: Fergany (1991, 1999), Assaad (1997).

Notes

Unemployment defined for individuals 6+ in PC 1960, 1976, 1986, and for individuals 15+
in PC 1996.

1 Preliminary results of PC 1986.

2 Unemployment defined for individuals (12-64).

The unemployment rate reported by the 1996 PC represents a break from
the historical trend in the census series, and is difficult to explain in view
of other indicators of economic performance during this period.

Excluding the 1996 figures, the census series reveals a rising trend in
the unemployment rate, with rural unemployment growing at a much
faster rate than urban unemployment. Male unemployment rates doubled
between 1976 and 1986, with rural males bearing the brunt of this
increase. Female unemployment rates also increased significantly. Rural
females experienced the highest incidence of unemployment in 1986,
when half the female labor force was unemployed. The gap between male
and female unemployment was higher in rural than in urban areas, and
was increasing with time.
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A similar trend of rising unemployment is reported by the LFSS.
Although the LFSS series reports lower estimates of unemployment than
the PC, these discrepancies are considerably reduced when corrections
and adjustments are made.? Figures 8.1a—b show quarterly LFSS series for
unemployment, reported and corrected, provided by Fergany (1995,
1996a). In general, these figures underscore the volatility of the unem-
ployment problem in Egypt and point to a reversal in gender and geo-
graphic patterns of unemployment during the mid-1990s.

In the early 1990s, unemployment was essentially an urban phenome-
non; by 1995, unemployment was being increasingly ruralized and
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feminized. In 1988, the number of urban unemployed was twice that of
their rural counterparts; in 1995, the number of unemployed in rural
areas exceeded that in urban areas. Although still lower than the urban
rate, rural unemployment rates doubled between 1988 and 1995 (see
Table 8.1). Moreover, and contrary to the census, LFSS estimates show the
unemployment rate (both reported and corrected) for urban females to
be consistently higher than for rural females, although the latter grew at a
much faster pace. Not only did urban females experience higher unem-
ployment rates throughout the period, the gap with their male counter-
parts was also larger than in rural areas and was growing with time.

Unlike the PC, unemployment rates based on the LFSS are less sensi-
tive to the age bracket used, implying that the bulk of the unemployed are
in fact in the working age population 12-64 (indeed in the 25-30 years
age group). According to the LFSS, the reported unemployment rate in
1995 was in the vicinity of 10 percent of the labor force, with urban unem-
ployment rates consistently higher than rural rates during 1988-95. With
only slight periodic fluctuations, the urban unemployment rate hovered
around 11 percent throughout the period 1988-95, while the rural unem-
ployment rate showed a marked increase, more than doubling to 9
percent in 1995. And while male unemployment rates in urban areas
slightly declined between 1988 and 1995, rural male unemployment rates
doubled over the same period. Females in both urban and rural areas
have seen their unemployment rates increase between 1988 and 1995,
with a faster growth in rural female unemployment rates.

To sum up, the LFSS data indicate unemployment to have increased
between 1988 and 1995 to about 10 percent of the labor force; some
adjustments put this figure at 13 percent.'” Unemployment in rural areas,
for both males and females, rose faster than in urban areas, albeit at lower
levels. The results of the ELMS 1998, discussed in Assaad (1999), also con-
tradict the decline in unemployment reported by the 1996 PC." The
overall unemployment rate, based on the extended labor force and search
definitions, increased from 5.4 percent in 1988 to 7.9 percent in 1998.
These rates corresponded to 1.72 million unemployed individuals in 1998,
up from 0.89 million in 1988, equivalent to an average rate of increase of
6.6 percent per year, which is 2.5 times that of the labor force or working
age population. When the market definition of the labor force is used,
Assaad (1999) showed that the average rate of increase in unemployment
rose to 11.7 percent per year, with almost all the difference accounted for
by the change in the female unemployment rate, which increased from
9.4 percent according to the extended definition to 27.6 percent based on
the market definition. Notwithstanding the contradicting trends in gender
unemployment rates displayed by the ELMS data, the general trend was
one of rising open unemployment between 1988 and 1998.
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Structure of unemployment

The composition of open unemployment in Egypt has remained virtually
unchanged over the past two decades, indicating the causes to be mainly
structural. Fergany (1996b, 1999) and Assaad (1999) have shown that
unemployment is still highest among the age group 20-25, and among
graduates of intermediate education (secondary and vocational technical
training). Open unemployment is highest in Lower Egypt, while visible
underemployment is a major problem in Upper Egypt. A profile of unem-
ployment in terms of socio-demographic characteristics is sketched below.

Unemployment by gender and wrban/rural residence

The LFSS data underscore the acuteness of the unemployment problem
in rural areas. Unemployment in rural areas was composed almost entirely
of new entrants to the labor market, or first-time job seekers, who experi-
enced the longest durations of unemployment (up to 47 months).
Females in general and rural females in particular, were disproportion-
ately affected by these conditions. While the proportion of first-time job
seekers among unemployed females remained at 98 percent, the gap in
the duration of unemployment compared to their male counterparts
increased. Despite a slight decline in urban male unemployment rates
over the two-year period, the pressure of an increasing proportion of first-
time job seekers pushed up the unemployment duration for urban males
between 1993 and 1995, who nevertheless faced the shortest duration
spells (38 months) while rural women suffered the longest unemployment
durations (51 months). This was a direct outcome of the slower growth in
government employment, which represented the only socially acceptable
form of employment for educated rural females. The total duration of
unemployment was almost entirely determined by first-time job seekers.
For both males and females in urban and rural areas, unemployed indi-
viduals with previous work experience suffered employment spells that
were less than half as long as those of new entrants.

Unemployment by region

The Lower Delta was the area most affected by unemployment. The
unemployment rate was highest in the Western governorates of the Delta:
at 19 percent it was almost double the aggregate level of unemployment
and triple the rate in Greater Cairo. Almost all of the unemployed were
first-time job seekers who experienced extended spells of unemployment
of more than four years. However, an unusual result was the relatively low
unemployment rate in the northern governorates of Upper Egypt, similar
to that in Greater Cairo, but of much longer duration. This pattern seems
to have continued through 1998. Assaad (1999) showed that most of the
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increase in unemployment in rural areas over the period 1988-98
occurred in Lower Egypt, where both male and female unemployment
rose more than in rural Upper Egypt. The PC 1996 also recorded the
highest rates of unemployment for governorates in Lower Egypt.

Unemployment by age groups

Almost all data sources report the highest unemployment rates to be for
youth in their early twenties, especially females. Unemployment hit
hardest at youth in their early twenties, reaching almost 40 percent among
the age group 20-24, although individuals in the age group 25-39 experi-
enced the longest spells of unemployment, ranging between five and six
years (see Table 8.5). The majority of individuals below 30 years of age
were first-time job seekers, probably holding out for regular waged
employment in the government sector. A pronounced rate of unemploy-
ment among youth is a pattern that can be traced back to 1976 (by
looking at the PC 1986) and appears to persist throughout 1986-95 (see
Figure 8.2). The proportion of unemployed individuals in the age groups
20-29 fluctuated around 76 percent of the total unemployed for most
years during 1986-95.

This pattern was reflected in the 1996 PC. According to Fergany
(1999), almost all the unemployed in 1996 were first-time job seekers, but
a shift occurred in the age structure over the intercensual period, with
unemployment rates for individuals below the age of 30 declining and
those in the early 30s increasing. This probably indicated a lengthening
of the unemployment period, which lasted more than five years for
this group according to LFSS 1995. The high incidence of first-time
job seekers among such older age groups indicated the stock of the
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unemployed to be increasingly formed of individuals in older unemploy-
ment cohorts still searching for their first job.

Unemployment by educational attainment

To an important degree, unemployment towards the end of the twentieth
century was a phenomenon of graduates of intermediate and above inter-
mediate education (Table 8.6). The position of these groups appeared to
have worsened since 1986. (see Figure 8.3). In 1995, holders of intermedi-
ate diplomas suffered unemployment rates three times the aggregate rate,
with spells of unemployment of up to four years. Almost all of them were

Table 8.6 Unemployment by educational attainment (ages 12-64), 1986-95

(percent)

1986 1987 1988 1990 1991 1992 1995
Illiterate 10.5 3.1 21.9 12.9 3.7 1.2 1.6
Reads and writes 4.9 3.2 8.5 4.1 1.7 1.0 1.4
Below intermediate 3.9 2.8 12.5 8.4 3.5 1.2 1.4
Intermediate 57.3 57.3 40.0 53.3 66.8 70.4 74.6
Above intermediate 5.3 7.7 4.7 6.8 8.2 9.1 8.4
University 18.0 25.9 12.4 14.6 16.0 17.0 12.6
All (°000s) 1,426 1,354 1,303 1,345 1,397 1,416 1,774

Source: Assaad (1997).

Notes
1988 data refer to unemployed 10+ rather than 12-64. The total number of unemployed
below age 12 and above 64 is 37,000.
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Figure 8.3 Unemployment rate by educational attainment, 1986 and 1995
(percent) (source: Table 8.6).
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first-time job seekers. The proportion of holders of intermediate degrees
among the unemployed increased from 53 percent in 1990 to nearly 75
percent in 1995. This was in sharp contrast to the almost negligible unem-
ployment rates for individuals with little or no education and suggests a
negative correlation between education and unemployment, at least
within a certain range, referred to in studies such as Fergany (1992). This
contrasts with the almost negligible incidence of illiterates and low-level
education holders among the unemployed.

Based on the ELMS 1998, Assaad (1999) reported a substantial increase
in unemployment rates for educated rural males, especially at the inter-
mediate and above intermediate levels, while urban males at all educa-
tional levels saw virtually no change in unemployment rates between 1988
and 1998. A similar pattern was discernible for rural women as their male
counterparts, albeit at higher levels of unemployment, and with peak
increases in unemployment occurring at the post-secondary and university
levels, instead of the intermediate level.

Underemployment and discouraged unemployment

Data on open unemployment in Egypt appear to capture employment
inadequacy mainly among young educated individuals. Individuals with
little education, skills, or qualifications often suffer from another type of
employment inadequacy, namely underemployment, visible or invisible.
Underemployment is a more difficult concept to measure directly, and
proxy indicators are therefore used.

Based on the 1988 LFSS, Fergany (1996a) found a net visible underem-
ployment of 1.6 percent of the norm to exist in 1988, but with strong
gender and geographic differentials."” Whereas males were visibly overem-
ployed by about 12 percent, females were visibly underemployed by more
than 24 percent. Moreover, workers in rural areas were as much visibly
underemployed as urban workers were overemployed, with rural females
being 30 percent visibly underemployed compared to urban males who
were 17 percent overemployed. Male overemployment increased steadily
with age after 15 years, and although overemployment was manifest at all
educational levels, it was highest for unqualified males. Female underem-
ployment, on the other hand, declined significantly with educational
attainment, the turning point being intermediate education.

Using the ELMS 1998, Assaad (1999) measured underemployment and
discouraged unemployment using a composite index, the underemploy-
ment ratio"” (see Table 8.7). At the overall level, about 7.5 percent of the
working age population was underemployed in both 1988 and 1998.
However, there was a shift in underemployment from involuntary part-
time employment in 1988 to open unemployment in 1998. Discouraged
unemployment increased between 1988 and 1998, but only for males in
both urban and rural areas, although the rates for females were higher on
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Table 8.7 Underemployment ratio by gender, urban/rural residence, 1988 and
1998 (percent of working age population 15-64)

Urban Rural Total

1988 1998 1988 1998 1988 1998

Male U 4.4 4.9 1.9 5.3 3.1 5.1
DU 0.4 0.8 0.3 0.9 0.3 0.8
IPT 4.3 1.9 8.0 5.0 6.3 3.6
Total 9.0 7.6 10.2 11.2 9.6 9.6
Female U 4.9 5.3 1.9 3.6 3.3 4.3
DU 0.8 0.8 0.5 0.6 0.7 0.7
IPT 0.7 0.2 2.8 0.6 1.8 0.4
Total 6.3 6.3 5.1 4.7 5.7 5.4
Total U 4.6 5.1 1.9 4.5 3.2 4.7
DU 0.6 0.8 0.4 0.7 0.5 0.8
IPT 2.5 1.1 5.4 2.8 4.0 2.0
Total 7.7 6.9 7.6 7.9 7.6 7.5

Source: Assaad (1999) based on LFSS 1988 and ELMS 1998.

Notes

U = open unemployment

DU = discouraged unemployment

IPT = involuntary part-time work, available

average. Assaad also found involuntary part-time work (IPT) to be more
associated with men than with women, because more men tended to be
casual workers. This category of workers is typically uneducated and most
likely to suffer from underemployment. The significant drop in the IPT
rate for males in urban and rural areas between 1988 and 1998 was taken
as an indication of improved employment conditions for male casual
workers. Coupled with the observed declining trend in open unemploy-
ment rates registered for individuals with little education (Table 8.6), this
seems a reasonable interpretation.

However, other factors may be at work. The concurrent rise in open
unemployment during the same period may be an indication of the inabil-
ity of the labor market to provide productive employment opportunities,
even through parttime work arrangements. Individuals unable to find
productive part-time employment opportunities either move to the ranks
of the openly unemployed, or become “discouraged unemployed.” The
rise in discouraged unemployment during the same period, especially for
males, and the relatively high and sustained rates for females, suggests
that this may indeed be the case. Moreover, the rise in discouraged unem-
ployment among males, compared to its stability for females, support
Fergany’s (1995) view about rising discouraged unemployment to under-
lie the declining trend in male participation observed over the past few
years. The rise in open and discouraged unemployment and the decline
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in IPT combined to produce a slightly lower overall underemployment
ratio in urban areas in 1998 and a higher ratio in rural areas, compared
with 1988.

The LFSS 1988 also provided information on factors affecting employ-
ment decisions, specifically those related to desire to change the main job.
Less than 10 percent of respondents reported a desire to change their
main job, with the percentage being higher among males in urban areas
(12 percent) and lowest among rural females (only 2 percent). A “more
secure future” topped the list of reasons for desire to change, followed by
a “less tiring” job, which were both more frequent in rural than in urban
areas. In the third and fourth places came reasons of “raising income” and
attaining a better “correspondence” between qualification and work.

This evidence also points to the importance, if not predominance, of
job security in making employment decisions among workers in Egypt.
The long queues of young graduates for government jobs are therefore
not surprising. What is more troubling, however, is the expectation of low
work effort, or low productivity, associated with a presumably secure
government job (the “less tiring” job reason). Such non-pecuniary aspects
of government jobs create a wedge between private and public wages in
the economy by raising the effective level of real wages above those of the
private sector.

Unemployment and demographic pressure

Pressure on employment is likely to continue from demographic factors,
more so for rural areas than for urban, where fertility declines set in
earlier. Demographic data from CAPMAS (1999) show the cohort of
10-19 year olds to be at historical highs, experiencing the fastest growth
rate (3.3 percent per annum) between 1986 and 1996. Once this group
completes its transition to the 20+ age group, the age of labor market
entry, it will put additional pressure on the employment-generating capac-
ity of the economy. Thereafter, labor pressures are expected to subside, as
the share of the younger cohort of individuals less than ten years of age is
declining.

Assaad (1999) reports a similar pattern of age cohorts in rural and
urban areas, suggesting that over the next decade or so demographic
factors would continue to generate pressures on employment in rural
areas. However, as a result of the increasing educational attainment of new
entrants, it is possible that current demographic pressures might translate
into open unemployment, since educated workers are more likely to hold
out for regular salaried employment, and remain unemployed, compared
with their uneducated counterparts, for whom labor surplus is manifested
in underemployment rather than open unemployment.

In sum, open unemployment continued to be concentrated among
educated youth under the age of 30, most of whom were new entrants to
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the labor market, with holders of intermediate diplomas experiencing the
highest unemployment rates. Urban unemployment was fairly stable, but
rural unemployment increased substantially, especially in Lower Egypt
and for educated females. The longest spells of unemployment were for
educated youth aged 25-30 in rural areas. For governorates in Upper
Egypt, underemployment was a major problem.

A number of interrelated factors have translated past government pol-
icies into the perverse unemployment patterns that characterized Egypt’s
labor market at the end of the twentieth century. Referring to LFSS 1961,
Assaad et al. (1999) pointed out that at least at the beginning of the 1960s,
unemployment was inversely related to education. Unemployment rates
were highest for illiterates, followed by those with intermediate (sec-
ondary) education (6 percent) and least among university graduates (3
percent). By 1975, with the inception of the open-door policy, the current
pattern of unemployment had emerged. Government employment pol-
icies, especially the employment guarantee programs for graduates of
intermediate and university education, seems to have influenced the edu-
cational threshold at which the open unemployment bottleneck appears,
namely, intermediate education. The indirect suspension of this program
since the early 1990s through the lengthening of the waiting period for
appointment has led to young graduates queuing for periods of up to six
years, with a resulting increase in their measured unemployment rates.
While a portion of unemployed males in urban areas was absorbed into
the private sector, educated females had a harder time. A set of social,
institutional, and behavioral factors have combined to make the private
sector virtually inaccessible to women, especially in rural areas. The slow-
down in the growth of government employment therefore seems to have
disproportionately affected young educated females in rural areas, whose
unemployment rates soared in the mid-1990s.

Trends and patterns in employment growth, 1960-2000

This section examines trends and patterns in the evolution of employ-
ment over the past four decades. Owing to inconsistencies between the
employment figures from the PC and unemployment figures and labor
force sizes from other sources, the present analysis concentrates on broad
trends (rather than on sub-sectoral details) in the evolution of employ-
ment between 1960 and 2000.

Employment growth by sector of economic activity and sector of owner-
ship are considered first, with specific attention to the composition of sec-
toral employment growth, especially that of the informal sector. The
impact of the government’s policies of guaranteed employment on
observed employment outcomes is then discussed.
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Trends in employment

Employment growth by sector of economic activity

Based on the PC, employment in 1996 stood at 15.8 million, up from 7.7
million in 1960, 10.3 million in 1976, and 12.2 million in 1986 (see Table
8.2). Employment grew at a rate of 1.77 percent over 1976-86 and acceler-
ated to 2.54 percent over 1986-96 (with most growth occurring in
1986-90), but was still below the growth rate of the labor force for both
intercensual periods (on average 2.9 percent per year). The sectors
driving the growth employment in 1986-96 were manufacturing, followed
by financial services and construction."

During the period 1960-86, growth in employment was accounted for
primarily by urban employment, which increased at almost twice the
national average. This pattern was reversed in 1986-96 and rural employ-
ment grew slightly faster than the aggregate rate. In both 1986 and 1996,
the major part of employment (54 percent) remained in rural areas.
Employment data from the LFSS are generally consistent with the PC after
1986. Data from Fergany (1996a) and Assaad (1997) show overall employ-
ment in 1995 at 15.2 million for individuals aged 12-64 and 15.7 million
for non-age-restricted individuals (6+). With the exception of 1986-90,
the growth rate of employment consistently fell short of the growth rate of
the labor force. Employment grew by only 1.4 percent during 1991-95,
because of poor economic performance of the early 1990s, which con-
sequently saw an escalation of the unemployment rate.

Female employment grew rapidly in both urban and rural areas, but of
course from a much smaller base. Female employment represented only
15 percent of total urban employment in 1986 and 18 percent in 1996; for
rural females these shares were even smaller: only 4 percent and 9
percent, respectively.

Figure 8.4 shows the evolution of shares of main economic activities
over the period 1960-96. In 1996, agriculture accounted for 31 percent of
employment — dropping from 60 percent in 1960 — and was still the most
important activity, followed by services (24 percent), manufacturing (14
percent), commerce and tourism services (10 percent), and construction
(8 percent).

AGRICULTURE

Despite its decline in the share of employment, agriculture still provided
jobs to over half the male population and almost 30 percent of the female
population in rural areas in 2000. The growth rate of agricultural employ-
ment was negative for rural males during 1976-86 because of migration to
urban areas in the construction sector or to Arab oil-producing countries,
with a slight rebound during the following ten-year period. Radwan
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Figure 8.4 Employment growth by sector, 1960-96 (thousands) (source: based on
Population Census 1960, 1976, 1986 and 1996 in CAPMAS, Statistical
Yearbook 1997 and 1999).

(1997) attributes this increase in agricultural employment to the shift to
high-value, labor-intensive crops (such as vegetables and fruits) that
occurred in the early 1990s, and the re-emergence of family farms, result-
ing from a favorable shift in agricultural terms of trade. The data show
huge fluctuations in growth rates of female agricultural employment in
rural areas (from a negative 3.8 percent in 1976-86 to a positive 7.8
percent in 1986-96), reflecting measurement issues referred to earlier.

MANUFACTURING

This was an important generator of employment, accounting for more
than 25 percent of jobs created during 1960-76 and almost 20 percent
during 1986-96. This sector grew at a rate of over 4 percent per year
during 1960-76, reflecting the huge injections of public investment
during the Nasserist era and the early years of the “open-door” policy.
Growth in manufacturing slowed down during 1976-86 to a little over
1 percent per year. Handoussa (1991a) ascribes two reasons for this slow-
down.

The first was the government’s relaxation of hiring policies in the
public enterprise sector, which eventually enabled it to start shedding
surplus labor."” The second was the increasing mechanization in industry
driven by the sharp rise in wages relative to other factors of production.
The wage increases resulted from the growing scarcity of skilled industrial
labor caused by the emigration of such workers to the Arab countries,
together with rigid wage policies in the public sector. These two factors
encouraged the adoption, especially by new establishments, of machinery
that reduced dependence on labor. Growth in manufacturing picked up
to an average of 3.6 percent a year during 1986-96.
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CONSTRUCTION

This was another important sector, growing at an average rate of over 7
percent per year during 1976-86 and accounting for nearly a quarter of
total employment created during this period. Growth in this sector was
driven by the construction boom of the early 1980s, which also absorbed
labor shed by agriculture. As the construction boom subsided, the sector
grew at a more modest pace of 4 percent per year during 1986-96. Never-
theless, the share of construction in total employment grew steadily from
2 percent in 1960 to 8 percent in 1996.

FINANCE AND BUSINESS SERVICES

The finance and business services sector’s growth rate of 10 percent a year
during 1976-96 made it the second largest contributor (after manufactur-
ing) to total employment created during 1986-96, even though it still
represented only 5 percent of total employment in the latter year. Women
accounted for 31 percent of total employment in this sector in 1996, as
opposed to only 9 percent in manufacturing.

COMMERCIAL SECTOR

An assessment of the performance of the commercial sector (commerce,
restaurants, and hotels) based on the PC is more ambiguous, because
additional categories of classification were introduced in 1996. Despite the
large increase in this sector’s share in total employment during 1986-96,
Radwan (1997) reported a negligible contribution of the tourism sector to
employment generated between 1990 and 1996. He attributed this result
to a measurement bias towards formal types of employment, which
ignored the huge numbers informally employed in the tourism sector.
The distribution of employment by economic activity in 1995 based on
the LFSS largely mirrored that of the PC (Figure 8.5). Agriculture
accounted for a third of total employment, followed by services
(26 percent) and manufacturing (14 percent). The figure also shows the
predominance of waged employment in certain sectors, such as electricity,
mining, and services, which are most likely to be government-owned or
publicly run. The proportion of waged employment was lowest in sectors
such as trade (only 31 percent), which are most likely to comprise private
self-employed and small-scale activities in the informal sector.

Employment growth by sector of ownership

The government remained the main generator of non-agricultural
employment in the economy. According to the PC, government share in
total employment increased from 17.7 percent in 1976 to 22.0 percent in
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1986. Government employment grew at an average yearly rate of 3.7
percent — the highest over the period, and more than twice the rate of
growth of total employment. This growth was associated with increasing
feminization of government and public sector employment. Between 1976
and 1986, female employment grew at 9 percent per year in the govern-
ment sector and 5 percent in the public sector. The government alone
absorbed about half the increase in female employment between 1976
and 1986. Data from Assaad (1999) show that between 1988 and 1998,
educators (teachers) were the fastest growing group among government
workers, growing at 7 percent per year and contributing to a third of the
total growth in government employment. This could reflect continued
pressure to hire graduates despite the stated suspension of the employ-
ment guarantee program. The share of the public enterprise sector grew
modestly from 9.5 percent to 10.3 percent, accounting for almost 15
percent of growth in total employment and 17.0 percent of that in male
employment.

The private sector experienced mixed fortunes. Although accounting
for the highest share in employment for both years, agriculture was a net
loser of jobs, especially for males. Between 1976 and 1986 it lost a total of
348,000 jobs, with a corresponding decline in share from 48 percent to
about 39 percent.

The private non-agriculture sector grew almost as rapidly as the govern-
ment sector, its share increasing from 25 percent in 1976 to nearly 30
percent in 1986. Absorbing labor shed from the agricultural sector (21
percent), the private non-agriculture sector accounted for almost 60
percent of employment growth during 1976-86, most of it in the informal
sector. Employment in this sector exhibits strong gender patterns. Unlike
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the government sector, male employment dominated the private non-agri-
cultural sector, which accounted for 30 percent of total male employment
in 1986 and almost 75 percent of the growth in male employment
between 1976 and 1986. Male employment grew at three times the rate of
female employment (4.7 percent and 1.6 percent, respectively) and was
more evenly distributed across the different activities. Female employ-
ment, on the other hand, was concentrated in manufacturing, trade and
tourism, and finance and insurance activities.

The gender bias carried over to the type of job protection associated
with employment in this sector.'® The majority of jobs created between
1988 and 1998 were not legally protected (66 percent), and if the irregu-
lar jobs are added, this proportion rises to 80 percent. Regular protected
employment grew much faster for males than for females (5.6 percent and
1.1. percent, respectively). In fact, unprotected regular employment
dominated the pattern of female employment growth (93 percent) during
the ten-year period (Assaad 1999). Growth in the private sector is there-
fore more likely to be associated with a rise in unprotected employment.

Table 8.8 documents the growing role of government employment
(including public sector enterprises) in the economy. Government admin-
istration, public sector enterprises, and the informal sector were the main
sources of labor absorption in the economy during the 1980s and up to
the early 1990s. Migration was also an important vent for labor surplus at
the time, accounting for (according to the CAPMAS 1985 emigration
survey) about 1.2 million workers, or almost 9 percent of the labor force.
Domestically, government employment grew at an average of 8 percent
during 1977-84, and together with the public enterprise sector, accounted
for b4 percent of total non-agricultural employment and a third of total
employment in the economy in 1984. The government sector grew at a
considerably lower rate during 1984-92, reflecting the general slowdown
in the economy. But at 4 percent per year, employment in this sector grew
at double the overall growth in employment (2 percent), with government
employment maintaining its shares in overall employment in 1992. The
public enterprise sector grew rapidly between 1977 and 1981, but employ-
ment in the sector slowed down considerably thereafter, as the public
enterprises were removed from the centralized manpower allocation
system in 1978 and given the right to set their own employment levels.
This was reinforced by the downsizing of the sector in the economic
adjustment program of the early 1990s.

More importantly, the table indicates the inadequacy of the private
formal sector as a generator of employment, with the burden placed, by
default, on the informal sector. Although the private formal sector, com-
posed of establishments employing ten or more people, expanded at
impressive rates during 1977-92, it accounted for only 3.4 percent of total
employment and 5.6 percent of non-agricultural employment in 1992. On
the other hand, the informal sector, which includes establishments with
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less than ten workers and employment outside establishments, has been
an important sector for labor absorption, especially since the mid-1980s,
accounting for almost a quarter of total employment and over 40 percent
of non-agricultural employment in 1992. Indeed, the informal sector has
accounted for nearly as many jobs as the government sector (excluding
the public enterprises) both in 1984 and 1992 (almost 24 percent).”
The slowdown in the growth of this sector in the early 1990s may be an
indication of saturation, and expectations of the informal sector as a main
absorber of labor in the future may be misplaced.

Table 8.9 updates the distribution of employment growth up to 1998.
Assaad (1999) reports that the government sector was still the fastest
growing and largest contributor to employment creation. Between 1988
and 1998, while the public enterprise sector divested itself of labor,
government employment continued to grow at 4.8 percent per year —
double the rate of growth of overall employment. Female government
employment grew at higher rates than male employment. Growth in agri-
cultural employment was slower than in any other sector during 1988-98,
while growth in private non-agricultural employment was maintained at
roughly 3 percent per annum, and was confined almost exclusively to
males. Male wage employment in this sector grew at a faster rate than
employment in the rapidly growing government sector, while the decline
in female employment occurred in the non-wage part of the sector.

The foregoing pattern of sectoral and gender employment indicates
that the private non-agricultural sector has offered employment over-
whelmingly to the male portion of the labor force. Educated females rely
increasingly on government employment. Assaad et al. (1999) discuss a
number of factors that curtail women’s employment in the private non-
agricultural sector. First, Egypt has had limited success with the promotion
of labor-intensive export industries, which have absorbed young female
labor in other countries. Second, labor laws in Egypt impose a number of
female-specific mandates on employers, including generous maternity
leaves and child care provisions, which increase the costs of hiring women.
Third, private employers commonly perceive women to be less attached to
jobs, pointing to high rates of absenteeism and a lack of willingness to
work long hours. Fourth, a variety of social norms prevent women from
engaging in casual wage labor or self-employment. These factors raise the
barriers to entry of females into the private sector, and make government
the employer of last resort for young educated women. With the effective
suspension of the program of guaranteed employment since the mid-
1980s, educated females find it increasingly difficult to find suitable wage
employment. Those who cannot find suitable employment in the govern-
ment sector join the ranks of the open unemployed.
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The government employment guarantee program

The government has been an important generator of employment in the
Egyptian economy since the early 1960s, and its policy of providing
employment for university graduates has had a far-reaching impact on the
workings of the labor market. Several writers — e.g. Handoussa (1991a),
Radwan (1997), Assaad (1995, 1997, 1999), Fergany (1991), Karshenas
(1994) - have identified government employment policies as the root
causes for various phenomena observed in the labor market today, such as
the mismatch between educational outcomes and skills, inefficiencies in
production in both public and private sectors, and patterns and levels of
unemployment. The following account of the government’s employment
guarantee program and its development within the broader economic
framework over the past three decades or so owes much to Assaad’s
(1995) important study, which models the effects of public sector hiring
practices on employment and wage setting in the labor market.

The employment guarantee program (EGP) began in 1961 as part of
the extensive nationalization and employment drives of the Nasser
regime, essentially guaranteeing employment to university graduates. This
guarantee was later extended in 1964 to include graduates of vocational
secondary school and technical institutes. These policies were matched by
efforts to expand access to higher education, in an attempt to replace
expatriate labor that left the country after the Suez Crisis in 1956.
Coupled with the abolition of fees for higher education in 1963, the EGP
led to a surge in the demand for education in general, and higher educa-
tion in particular. Assaad (1995) reports that enrolment in higher educa-
tion increased from 50,000 in 1953 to over 97,000 in 1962. Moreover,
since establishing a university place in science or engineering cost about
five to six times that of a place in general arts subjects, the bulk of admis-
sions occurred in the latter fields. Graduates applied to the Ministry of
Manpower and Training, which then allocated them to different govern-
ment authorities, including public sector enterprises. In 1978, the public
enterprise sector was divorced from this policy and was allowed more flexi-
bility in hiring practices. Thereafter, the brunt of the graduate employ-
ment scheme fell entirely on the government (civil service).

The government employment drive was sustained by huge inflows of
revenues in the 1970s and early 1980s from the Suez Canal, oil exports,
workers’ remittances, and tourism, which together accounted for about 45
percent of GDP in the early 1980s. Government employment in 1976-86
grew faster than any other sector and at more than twice the overall
growth rate of employment. The result was overstaffing of the government
bureaucracy, and a skewing of the mixture towards graduates of interme-
diate education, with unfortunate consequences for productivity. In fact,
Assaad (1996b) estimated marginal productivity in the government
as negative, or at best zero. While there appeared to be a “shortage” of
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university graduates for government appointments between 1976 and
1983, appointments of applicants with intermediate education consistently
exceeded the numbers requested by the different government depart-
ments; Fergany (1991) calculates that the number of appointments in
1982 was 2.6 times the number requested.

The economic burden of such a policy was unsustainable, and while the
government did not publicly announce a suspension of the EGP, it did so
in practice by prolonging the waiting period for appointment. Assaad
(1995) reports that in 1995, the last cohorts of graduates appointed in the
government were those of 1983 university graduates and 1982 of voca-
tional secondary and technical institute graduates, with a waiting period of
at least five years for the first group and six years for the second.

Assaad (1995) contends that such a policy resulted in two undesirable
outcomes. The first was the long queuing by graduates for government
employment. In order to be eligible for government employment under
the EGP, a graduate was required to be unemployed.'® Those in the queue
for government jobs, therefore, had necessarily to list themselves as unem-
ployed, thus elevating the observed unemployment rates among gradu-
ates. The second was adverse selection into government employment
because of the first-come-first-served hiring practice. With longer waiting
periods, the better qualified graduates were more likely to find employ-
ment in the private sector and drop out of the queue, leaving for the
government only those who were not able to secure a job elsewhere. The
result was a systematic overstaffing of government bureaucracy at low
levels of skills and productivity. There are indications, however, that some
graduates retained their position in the queue while working in the
private sector, in order to qualify for the more secure employment in the
government sector.

The EGP also contributed to a higher feminization of the government
workforce. This may reflect discrimination against educated women in the
private non-agricultural sector, but it may also reflect a greater preference
among females for the stable and protected jobs in the government. This
is evidenced by the impressive growth rate of female government employ-
ment during 1976-86 and the significant share of government in overall
female employment. Educated females are also more likely to remain in
the job queue, which is reflected in the higher open unemployment rates
recorded for females. Among educated females, those with vocational sec-
ondary education (especially those with diplomas in commerce) were the
least able to find employment.

Government employment policies distorted wage-setting mechanisms
in the labor market. Assaad (1995) argues that the magnitude of govern-
ment sector employment, coupled with the non-market determination of
public sector wages, affected wages in the private sector in two ways. First,
wages and benefits set for government employees acted as a floor for
wages expected by graduates in other sectors in the economy, which artifi-
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cially raised the relative cost of their labor and reduced their employability
in the private sector. Second, by setting a wage floor for graduates in the
public sector, the demand for intermediate and university education was
artificially inflated, encouraging a shift of resources to these educational
levels at the expense of basic education.

Zaytoun (1991) showed that, with the exception of manufacturing and
services, government wages were lower than wages in the private sector.
However, after correcting for observed and unobserved differences in
wages and properly accounting for non-pecuniary benefits, Assaad (1995)
estimated that government wages could be comparable with, and might
even exceed, private sector wages."” Non-wage benefits included lower work
effort, access to subsidized commodities and housing, access to rents, and
opportunities for moonlighting — practices tacitly tolerated as a means of
supplementing falling real government wages.” Coupled with the
premium on job security, as well as pension and disability benefits, the
attraction of a government job to a graduate becomes evident. While wages
in the private sector were higher for males at all education levels, empirical
and econometric studies suggest that the premium received by private
sector workers was insufficient to offset the margin in non-wage benefits.

The story was slightly different for females, who faced larger gender
wage gaps in the private sector. Given more egalitarian wage-setting prac-
tices in the government sector, females with secondary and vocational
education developed a preference for government employment, and
hence their overrepresentation in this sector, while females with university
education and higher faced fewer discriminatory barriers in the private
sector. The private—public wage gap was largest for graduates of secondary
and vocational education, which induced more of them to queue and
hence explains the higher unemployment rates observed for this category.
The sizeable proportion of non-pecuniary benefits of government wages,
through its effects on wages in the economy at large, further acted to
reduce estimated overall rates of return to education in Egypt, reported in
studies such as Radwan (1997). The returns to primary and lower educa-
tion were estimated at 5 percent, those to university education at 2
percent, while those for technical and vocational (intermediate) educa-
tion were negative. Intermediate education therefore appears to be the
threshold at which the government employment guarantee program has
its greatest distortionary effects.

The unemployment problem in Egypt: policy failures or institutional
constraints?

Unemployment in Egypt in 2000 was characterized by four features. First,
it was essentially a problem of the youth, with unemployment for the
15-29 age group standing at 84 percent, the majority of them being
first-time job seekers. Second, unemployment was concentrated among
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graduates of intermediate education, who accounted for nearly 55 percent
of total unemployment. Third, unemployment remained more of a rural
than an urban problem, with 52 percent of total unemployment being
attributed to the rural areas. Fourth, a severe gender bias existed, with the
unemployment rate among women being double the national average and
almost 3.5 times that of males.

Identifying the primary causes of unemployment in Egypt is necessary
for the formulation of an appropriate policy to resolve it. While govern-
ment employment policies have contributed to the observed pattern of
unemployment, the growing consensus is that the chief problem is insuffi-
cient demand for labor (Radwan 1997, 2002). As suggested by Galal
(2002) and Radwan (2002), addressing the unemployment problem in
Egypt requires reform of the broader economy by focusing on three main
areas. First, the demand for labor must be expanded by promoting labor-
intensive growth. This requires maintaining a realistic exchange rate,
improving the incentive structure to encourage investment and business
growth, removing the anti-export bias that results from high tariff rates,
and simplifying labor regulations (the last two factors both tend to favor
capital-intensive techniques and therefore reduce the demand for labor).
Second, the skills mismatch must be abridged and the supply of labor
better aligned with market demand through education reform and effect-
ive training. Third, the segmentation of and the rigidities in the labor
market must be reduced. These may have artificially raised the reservation
wage and made nominal wages sticky downwards, although some evidence
by Radwan (1997) suggests that real wages are relatively flexible. A critical
issue for job creation in the immediate future is that of labor regulations,
which raise the cost of employment but fail to provide protected employ-
ment to a large and growing segment of the economy, namely the private
non-agricultural and informal sectors.



9 Poverty and income distribution*

Modern investigations of poverty and income distribution in Egypt go
back to 1977 and have proliferated in recent years. The principal analyses
include Radwan and Lee (1977), Ikram (1980), Ibrahim (1982), Abdel-
Khalek and Tignor (1982), World Bank (1991), Korayem (1996), UNDP
(1996), El-Leithy and Osman (1996), Cardiff (1997), Radwan (1997), El-
Leithy et al. (1999), Datt et al. (1997, 1999), Haddad and Ahmed (1999),
MOP/World Bank (2002), Haddad and Ahmed (2003), and MOP/World
Bank (2004).

Each of these studies offers useful insights. However, they frequently
differ in approach and methodology, and thus their findings are not
always comparable. Nevertheless, some broad conclusions can be derived.

® Poverty increased between 1982 and 1996 and then decreased some-
what by 2000.

e DPoverty was relatively “shallow,” meaning that a large number of
households were clustered around the commonly used poverty lines.
Hence, small differences in the level of the line could significantly
change the numerical estimate of the poor.

¢ The incidence of poverty was greater in rural than in urban areas, and
the incidence in Upper Egypt was substantially greater than in Lower
Egypt.

e Poverty was associated with self-employment and employment in
casual and unclassified activities. Wages were the most important
source of income for the poor in both urban and rural areas, followed
by agricultural income in rural areas.

e Poverty in rural areas was closely linked to lack of access and/or
ownership of productive assets, especially agricultural land, and to
agricultural infrastructure services, such as irrigation. Income from
transfers, including outside-village remittances, was an important
source, especially in rural areas between the mid-1970s and the late
1980s.

¢ The most important determinant of poverty was education, which
was also the most important influence in the intergenerational
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transmission of poverty. Demographic factors, especially family size,
dependency ratios, and gender of household heads, also contributed
significantly to poverty.

e Poverty in terms of capability deprivation worsened pari passu with
income deprivation. However, subjective interpretations of poverty
showed that the poor identified their status more with income short-
falls than with capability shortfalls.

e Poverty characteristics remained relatively unchanged during
1982-96. This led some observers to suggest that poverty in Egypt was
chronic rather than transitory.

Trends in poverty, 1982-2000

While the estimates, especially for the earlier years, are not all derived
from exactly comparable methodologies, the trend indicates that poverty
increased between 1982 and 1996, and then decreased between 1997 and
2000. An idea of the progression is provided by El-Leithy et al. (1999),
which indicates that the incidence of poverty, using the upper definition
of poverty lines, increased from 24 percent in 1982 to 39 percent in 1991
to 43 percent in 1996. Thereafter, according to MOP/World Bank (2002),
it dropped to about 17 percent." Since the estimates for 2000 reflect a
sudden reversal of a longstanding trend, the two periods, 1982-96 and
1997-2000, are examined separately.

Poverty trends, 1982-96

Although earlier years will be discussed, the main focus of this chapter will
be on the period 1991-2000. Most of the studies during this period relied
on the Household Income and Expenditure Surveys (HIES) of 1991,
1996, and 2000; and their methodologies, although differing in details,
showed more similarities of approach with each other than with the
earlier group of studies. The insights of the 1997 survey carried out under
the auspices of the Ministry of Agriculture and IFPRI, and the 1999 panel
study conducted by the latter organization, will also be used. Table 9.1
summarizes the broad findings of the different studies.

Income/expenditure-based poverty measurements

Poverty estimates have proved sensitive to the poverty line used. However,
the evidence is that poverty in Egypt increased between 1982 and 1996
(Table 9.2 and Figures 9.1 and 9.2). El-Leithy et al. (1999) estimate
poverty incidence to have increased from 23.7 percent to 42.5 percent of
individuals between the two dates. Poverty appears to have grown faster
over the first half of the 1990s than it did between 1982 and 1991. Rural
poverty was higher than urban poverty, although urban poverty was
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Table 9.1 Estimates of poverty in Egypt, 1959-96 (percent)’

Unit 1959 1975 1977 1982 1991 1996 1997

Urban areas

World Bank (1990)? indiv. = — - - 21.0 - - -
World Bank (1995) indiv. 30.0 34.5 - 22.5 - - -
Korayem (1994)* hhld - - - 30.4 35.9 - -
El-Leithy (1994)? hhld - 44.0 - 30.0 35.9 - -
Cardiff (1997) hhld - - - - 12.6 30.8 -
EHDR (1996) indiv - - - 33.5  39.0 45.0 -
El-Leithy et al. (1999) indiv - - - 26.0 36.8 429 -
Datt et al. (1999) indiv. - - - - - - 23.1
Rural areas

Radwan and Lee (1977) indiv - - 56 - - - -
World Bank (1990)? indiv. - - - 250 - - -
World Bank (1995) indiv 35.0 44.0 - 24.2 - - -
Korayem (1994) hhld - 50.9 - 29.7 56.4 - -
El-Leithy (1994)2 hhld - 41.9 - 27.8 34.1 - -
Cardiff (1997) hhld - - - - 32.2 552 -
EHDR (1996) indiv = - - - 26.9 39.2 50.2 -
El-Leithy et al. (1999) indiv =~ — - — 23.0 41.3 419 -
Datt et al. (1999) indiv = - - - - - - 29.1
All Egypt

Cardiff (1997) hhld - - - - 20.7 44.3 -
EHDR (1996) indiv = - - - - - 48.0 -
El-Leithy et al. (1999) indiv. - - - 23.7 39.1 425 -
Datt et al. (1999) indiv - - - - - - 26.5

Source: See references within table.

Notes

1 Poverty estimates based on upper expenditure-based poverty lines, unless otherwise stated.
2 Poverty estimates as presented in El-Leithy et al. (1999).

3 Poverty measurements for 1981/82 are based on income poverty lines.
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Figure 9.1 Incidence of urban poverty, 1975-96 (percent) (source: based on El-
Leithy et al. (1999) and UNDP (1996)).
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Table 9.2 Poverty measurements, 1982-96 (percent)

1981/82 1990/91 1995/96

Urban  Rural Urban  Rural Urban  Rural

Lower poverty line

Headcount (P,) 182 16.1 20.3 28,6 225 233
Poverty gap (P,) 35 31 43 45 4.9 4.3
Poverty severity (Py) 09 08 1.1 14 1.6 1.2

Poverty line at current prices (LE) 138.6 109.7 556.0 423.0 968.4 696.2
Poverty line at 1990/91 prices (LE)  555.0 422.0 556.0 423.0 549.4 430.9
Real per capita expenditure (LE)  1,107.0 733.0 1,088.0 724.0 1,002.0 639.0

Upper poverty line

Headcount (Py) 335 26.9 39.0 39.2 45.0 50.2
Poverty gap (P,) 6.5 4.2 10.8  12.0 12.8 125
Poverty severity (Py) 35 16 4.0 45 4.9 4.2

Poverty line at current prices (LE) 182..0 122.0  739.0 502.0 1,326.0 924.0
Poverty line at 1990/91 prices (LE) ~ 729.0 472.0 739.0 502.0 743.0 568.0

Source: UNDP (1996).
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Figure 9.2 Incidence of rural poverty, 1975-96 (percent) (source: based on El-
Leithy et al. (1999) and UNDP (1996)).

deeper. Estimates of rural poverty in 1996 ranged between 42 percent by
El-Leithy et al. (1999) and 55 percent by Cardiff (1997), while urban
poverty ranged between 31 percent (Cardiff) and 45 percent (UNDP
1996). The figures must be taken as indicative of the trend; the precise
increase across the two points, especially by urban/rural distribution, is
not easy to determine because of the different starting levels of poverty
estimated by the different studies.

In studies that provided poverty estimates according to upper and
lower poverty lines, such as UNDP (1996) and El-Leithy et al. (1999), the
urban/rural gap in poverty measurements was generally bigger when the
upper poverty line was used (see Table 9.2). The expenditure distribution
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in 1996 was relatively flatter, or more equitably dispersed, compared with
1991. Indeed, despite an unambiguous increase in overall poverty
between 1991 and 1996, Cardiff (1997), El-Leithy and Osman (1996), and
El-Leithy et al. (1999) reported an improvement in distribution over the
same period, as measured by the Gini index. Lorenz curves and the associ-
ated Gini indexes between 1982 and 1996 are shown in Figure 9.3 (a—c).

Cardiff reported an overall improvement in the income distribution
between 1991 and 1996, with greater improvement in urban areas than in
rural, which, however, was attributed more to a decline in the share of the
top quintile than to an increase in the share of the lowest distribution. El-
Leithy et al. (1999) found that, based on expenditure distribution, the urban
distribution remained relatively stable during 1982-96, with a Gini coeffi-
cient at about 0.34. Rural inequality seems to have considerably worsened
between 1982 and 1991 (Gini of 0.26 and 0.37, respectively), but
improved between 1991 and 1996. These figures and other studies suggest
that rural poverty (using the lower poverty line) tends to decrease or
worsen more in line with improvements or deterioration in distribution
than with decreases or increases in per capita consumption levels. In con-
trast, in urban areas, where inequality is generally higher but has
remained fairly unchanged, increases in poverty levels are more likely to
result from declines in per capita consumption levels.

The lack of consensus on the magnitudes and location of an improve-
ment in distribution requires some discussion. In addition to the higher
rural representation in the 1996 HIES sample, the distributional patterns
displayed by the HIES for both data points have been criticized. Korayem
(1992), Bartsch (1997), and Fergany (1998a) have pointed to discrepan-
cies between income and expenditure data provided by the HIES and the
national income accounts. When aggregated to the national level, income
and expenditure figures provided by the HIES are generally lower than
those provided through national income accounts.

Fergany (1999) attributes this primarily to the truncation of the distrib-
ution at its upper end — richer households frequently are excluded from
the survey, either because they refuse to participate or because of under-
reporting. The exclusion of the rich from the survey therefore results in
greater homogeneity in income and expenditure levels among the non-
rich, or a more equitable distribution that is skewed towards lower expen-
diture levels. This is precisely what is captured by the data in Cardiff
(1997), UNDP (1996), and El-Leithy et al. (1999).

The picture is significantly altered if the rich are included in the
information base. Using the 1991 HIES, Bartsch (1997) attempted to rec-
oncile the survey estimates with national accounts figures by augmenting
the expenditure of the highest expenditure brackets, so that total house-
hold expenditure as implied by the HIES was consistent with household
consumption in the national accounts. This procedure ensured that
expenditures at the lower brackets were unchanged.? The resulting
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Figure 9.3 Lorenz curves by urban/rural classification, 1982-96 (source: based on
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R 20 % /P 20 % = ratio of richest 20 % to poorest 20%.
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Lorenz curve was much flatter than that produced by the unadjusted
HIES data, implying a worse (more unequal) distribution, especially at the
tails. Analyses involving distributionally sensitive measures in rural areas
should therefore be interpreted with caution.

The relatively flatter distribution of the HIES 1996, or the apparent
clustering of households around the poverty line, has resulted in a
number of rank reversals in poverty trends over time. Dominance analysis
can help to determine the robustness of poverty measurements to the
poverty line used.”

Both the UNDP (1996) and El-Leithy et al. (1999) confirmed the exist-
ence of trend reversal in rural areas between 1991 and 1996. Specifically,
El-Leithy et al. (1999) show that the curve for the headcount index in
urban areas for 1996 is everywhere above that of 1991 and 1982, which
implies that poverty in urban areas rose steadily between 1982 and 1996.
In rural areas, however, the curves for the headcount index in 1991 and
1996 crossed at the poverty line value of LE 507.* Thus, for any poverty
line below this figure rural poverty in 1996 was lower, and for any poverty
line above it rural poverty in 1996 was higher, than in 1991. Conversely,
the 1991 line is everywhere above the 1982 line, implying that poverty in
1991 was unambiguously higher than in 1982.

Other indicators of poverty also register an increase in poverty in the
first half of the 1990s. For instance, using the World Bank measure of $1
per day (at 1985 purchasing power parity) per capita, the proportion of
poor people in 1994 was estimated at 6.1 percent of the population, up
from 5.6 percent in 1990. The World Bank measure is close to the ultra
poverty lines developed in UNDP (1996), El-Leithy et al. (1999) and Datt
et al. (1999).

Capability deprivation in the 1990s

Owing particularly to the work of Amartya Sen (1984, 1985, 1992, 1997,
1999) it is now recognized that income deprivation is but one aspect of
poverty. A more comprehensive measure would take account of other
factors — such as access to education, health care, nutrition, and, indeed,
the freedom to make choices — that abridge the capabilities of individuals.
As Sen puts it:

A society’s standard of living should be judged not by the average level
of income, but by people’s capabilities to lead the lives they value. Nor
should commodities be valued in their own right — they should
instead be seen as ways of enhancing such capabilities as health, know-
ledge, self-respect, and the ability to participate in community life.?

If income poverty deteriorated between 1982 and 1996, poverty in terms
of capability deprivation fared even worse. The UNDP (1996) estimated a
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Capability Poverty Measure for Egypt in 1995 based on: (1) the proportion
of children under five who were underweight; (2) the proportion of births
unattended by a doctor and/or trained nurse/midwife; and (3) the pro-
portion of female household population age six and over with no educa-
tion. On the basis of these indices, as can be seen from the last two
columns of Table 9.3, Egypt performed worse in terms of human poverty
than income poverty.

The figures in Table 9.3 underscore the gravity of the situation in rural
areas. The prevalence of chronic undernutrition, reflected by stunting
and/or wasting and low height for age, was particularly high among rural
children. Access to basic health care services was also severely lacking, with
the proportion of unattended births in rural areas more than double that
in urban areas. Moreover, the high incidence of female illiteracy reflected
deprivation from the means that enable command over resources, which
was particularly acute in rural areas. All three measures pointed to a
serious shortfall in human capability in rural areas when compared with
the income shortfall. On the other hand, relatively greater access to edu-
cation and basic health services in urban areas contributed to a relatively
high capability measure (low capability shortfall). The urban poor suf-
fered more from income shortfalls than from capability deficits.

The Human Development Index (HDI) and Human Poverty Index
(HPI), published in the UNDP’s Human Development Report for 1997 and
2000, further underscore the shortfall in human capital-related indicators.
In 1994, the HPI ranked Egypt 44th among 78 countries; on the Human
Development Index (HDI), Egypt ranked 109th among 175 countries.
While income-based measures of poverty (US$1 per day in 1985 PPP$)
placed 8 percent of the population under the poverty line, almost 35
percent of the population suffered from human poverty. In 1998, Egypt

Table 9.3 Capability poverty and income poverty, 1995 (percent)

Underweight  Unattended — Females Proportion  Proportion

children births with no people people
education  capability  income

poor poor

Urban 9.9 32.1 20.8 33.9 22.5
Rural 14.1 67.2 47.8 20.9 23.3
Egypt 12.5 53.7 35.4 43.0 22.9
Metropolitan gov.tes 9.1 30.8 20.4 20.1 16.0
Lower Egypt 9.6 48.6 33.0 30.4 17.1
Urban 8.8 24.9 18.8 17.5 21.7
Rural 9.9 56.1 38.9 35.0 15.4
Upper Egypt 16.1 67.8 48.3 4.1 34.1
Urban 11.0 40.4 24.1 25.2 35.0
Rural 17.8 77.1 59.1 51.3 33.7

Source: UNDP (1996).
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had managed to slightly reduce its HPI value, but had slipped further
behind (to 119th) in its HDI rank.

Trends in regional poverty

Regional poverty rankings in Egypt remained fairly stable between 1991
and 1996. All poverty measurements, based on upper poverty line defini-
tions, unambiguously pointed to the seriousness of the poverty situation,
in terms of prevalence, depth, and severity, in Upper Egypt (Table 9.4 and
Figure 9.4). Whether poverty was higher in Urban Upper or Rural Upper
was sensitive to the poverty line used. The Upper Rural region fared the
worst in both 1991 and 1996, with more than two-thirds of the population
under the poverty line in 1996. The ranking across the two points was
fairly stable for most of the regions, with the exception of Border gover-
norates and Other Urban governorates, with rural regions seeing consis-
tently higher poverty rates than their urban counterparts. The poverty gap
index increased with the headcount in both years, but the distributionally
sensitive measure, P2, remained fairly stable for most regions, with the
exception of the Upper Egypt region.

El-Leithy et al. (1999) found that except for the Metropolitan gover-
norates, which witnessed a decrease in poverty in 1996 compared with 1982
and 1991, all other regions saw a steady increase in their poverty between
1982 and 1996. The highest increase in poverty over the period was in the
Upper Rural region, where poverty increased from 17.5 percent in 1982 to
more than 43 percent in 1996. According to Cardiff (1997), there was little
movement in governorate rankings between 1991-96, with the poorest gov-
ernorates at both points being Assiut, Qena, Sohag, and Menia.
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Figure 9.4 Regional poverty, 1982-96 (percent) (source: based on El-Leithy et al.
(1999)).
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Characteristics of the poor: poverty profiles

Poverty is often associated with a number of socio-demographic and eco-
nomic characteristics that are used to construct a poverty profile. Compar-
isons of poverty profiles over time can provide some insights into the
social and economic dynamics of poverty.

Amidst evidence of rising poverty in Egypt, the poverty profile
remained virtually unchanged between 1982 and 1996, indicating a persis-
tence of the socio-economic correlates of poverty in influencing poverty
levels and dynamics. The poor remained closely associated with larger
households, a larger proportion of the young population to support per
adult working member, illiteracy and low education levels, employment in
casual and informal activities in agriculture and construction sectors, and
with female headship of the household. The poor typically faced higher
prices and had fewer sources of income than the non-poor.

The design and format of the 1991 and 1996 HIES allowed the con-
struction of fairly informative poverty profiles at both the national and
regional levels. Information to gauge some characteristics of the poor
prior to 1990 was limited either in scope (such as the 1982 Household
Budget Survey) or coverage (such as the ILO 1977 rural survey). Yet some
of the poverty correlates suggested by these early surveys continued to be
identified by more recent investigations, including the IFPRI/EIHS 1997.

Poverty profiles: 1977-82

Radwan and Lee (1977) provided the earliest reference to a rural poverty
profile. In 1977, the chronically poor in rural Egypt (the bottom 10
percent of the income distribution) depended heavily on transfer pay-
ments and remittances, had a high proportion of disabled people, higher
dependency ratios, and a higher proportion of single-member households
headed by old persons. In addition, the poor were mostly landless and
with limited access to productive assets.

In 1982, urban poverty was associated with industrial and services occu-
pations, while rural poverty was closely linked to agricultural employment
and self-employment. Poverty in both urban and rural areas was also
higher among households whose head was out of the labor force or in
unclassified occupations.

Poverty profiles: 1991-97

Household composition

Poverty was positively related to household size and dependency ratios. Poor
people lived in large households of 6.2 members in 1996, compared to 4.4
for the non-poor. Ultra-poor individuals in 1997 lived in families of 8
members, compared to 5.4 members for the non-poor. Household size for
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the poor was higher in rural than in urban areas (6.8 and 5.4 members,
respectively). Poor households also had a higher proportion of dependants.
In 1996, the dependency ratio was 72 percent for poor households and 51
percent for non-poor households, i.e. on average, every 100 working
members in poor households supported 72 individuals, while every 100
working members in non-poor households supported only 51 individuals.
Higher dependency was a cause of poverty because it implied a higher con-
sumer:earner ratio. The situation was particularly acute in Rural Upper
Egypt, where the dependency ratio for the poor exceeded 100 percent.

The dependency in poor households was chiefly accounted for by chil-
dren less than 12 years of age; thus Datt et al. (1999) reported that in
1997, children accounted for almost 90 percent of dependency in both
urban and rural poor households. Poverty in both 1991 and 1996 varied
positively with the number of children in the household, despite the rank
reversal in 1996 observed for very large households (6+ children).®

Moreover, poverty was higher for households whose heads were at the
tails of the age distribution and for female-headed households. Poor
households in both 1991 and 1996 had very old and very young household
heads (Cardiff 1997). Poverty was also higher for female-headed house-
holds, especially in urban areas. Poverty incidence, depth, and severity
were greater for female-headed compared with male-headed households
in both urban and rural areas, despite the near equality of average real
per capita consumption across the two groups. However, Datt et al. (1999)
found that the gender difference was statistically significant only in urban
areas, implying a higher degree of income inequality among urban
female-headed households.

Educational characteristics

Education was the most influential determinant of poverty. Poverty was
inversely related to educational attainment. Households whose heads were
illiterate or with little education fared worst in both data points and saw
their poverty rates double between 1991 and 1996. Even a minimum of
education impacted on the household’s vulnerability to poverty. In both
1991 and 1996, the poverty rates for the category “reads and writes” were
high but still below the national average. However, poverty also started to
appear among university graduates, probably because of the persistent
and high unemployment rates affecting this group since the early 1990s
(see Chapter 8). The appearance of income poverty among this group
underlined the extent of distortions in the Egyptian economy in general
and the labor market in particular, wherein wealth in human capital and
capability received poor economic rewards.

Education was a more important determinant in escaping poverty in
urban areas than in rural. In all urban regions in 1996, the incidence of
illiteracy and lower educational attainments among poor household heads
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was double the levels for the non-poor, with a relatively smaller gap in the
rural regions between poverty groups. The situation was worst in the
Upper Rural region, where over 88 percent of poor household heads had
less than primary education, if any.

Datt et al. (1999) discuss gender and geographic disparities in educa-
tional attainments of poverty groups. Poor individuals on average
achieved 4.4 years of schooling compared to seven years for the non-poor.
Moreover, within poverty groups, the urban poor attained 5.6 years of
schooling compared to only 3.5 years for the rural poor, and poor males
attained 5.7 years of education compared to only 3.1 for females.

Educational attainment of the household head had important inter-
generational consequences on the dynamics of poverty. El-Leithy et al.
(1999) found a strong relationship between the educational attainment of
the household head and that of the household members. In 1996, for
instance, 74 percent of illiterate individuals in Egypt belonged to house-
holds whose head was also illiterate, with the incidence larger in urban
than in rural areas. Datt ef al. (1999) reported that in 1997, about 64
percent of poor individuals, and 76 percent of ultra poor individuals,
above 15 years had not completed primary schooling, compared to a
national average of 48 percent. Failure to complete primary education was
worse for poor women and the rural poor. This failure is partly corrobo-
rated by evidence from El-Leithy et al. (1999), where the percentage of
non-enrolment among poor children in Metropolitan areas was more
than four times the level for the non-poor, and where non-enrolment
among poor children in rural areas was more than twice the proportion in
urban areas. Not surprisingly, the poorest region, Rural Upper Egypt, had
the highest incidence of non-enrolment (35 percent compared with a
national average of 21 percent).

Several factors underlie the decision whether or not to enroll children
in schools and, conditional upon enrolment, whether or not to continue.
Datt et al. (1999) showed that the principal reasons among poor indi-
viduals for dropping out of school, as well as never attending school, were
financial considerations and lack of desire to continue.” Financial consid-
erations reflected the increasing opportunity cost of education experi-
enced by poor people in the face of rising costs of education and
diminished opportunities for gainful employment once education was
completed. El-Leithy et al. (1999) found that the rising costs of education
disproportionately affected the poor in both urban and rural areas.
Between 1991 and 1996, the real expenditure per capita on education for
the poor increased by 102 percent in urban areas and by 210 percent in
rural areas. This compared with an increase for the non-poor of only 34
percent in urban and 43 percent in rural areas.

The lack of desire to continue could also reflect the effect of poor acad-
emic progress for poor children on their decision to continue enrolling.
High repeater rates, particularly at the end of each cycle, tend to increase
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the opportunity for school drop-out and child labor. In the face of rising
costs, poor families found it increasingly difficult to put up with pro-
longed education cycles due to high repetition. Child drop-out because of
poverty was therefore closely associated with child labor. In fact, in 1996,
the proportion of working children (aged 6-15 years) among the poor
was three times higher than the non-poor in urban regions, and 1.5 times
higher in rural regions.

Employment characteristics

Poverty was associated with self-employment and employment in casual
and unclassified activities. Poverty was further associated with agricultural
activities in rural areas and trade, construction, and transportation activ-
ities in urban areas. Cardiff (1997) showed that the employment
characteristics of the poor remained fairly stable between 1991 and 1996.
Poverty rates were least among wage earners in both 1991 and 1996 and
higher than the national average for the self-employed working alone. As
in 1991, poverty in 1996 was highest for households whose head was in the
“unclassified” category, which comprised the 1991 groups of “unemployed
adult” and “out of the labor force.”

Poverty rates were also highest for individuals in construction, agricul-
ture, and trade and services. The poor were primarily engaged in agricul-
tural and construction activities in both urban and rural areas, and in
manufacturing, trade, and transportation in urban areas.

Along gender lines, Datt et al. (1999) found salaried employment to
be the most important source of income for poor females in urban
areas but not in rural areas. They also found much higher poverty among
self-employed males in urban areas compared with rural areas. Self-
employment was often associated with the informal sector, which was
more prevalent in urban areas.

Income-earning characteristics

Poverty was inversely related to the number of income earners in the
household. Poverty was highest among single earner families in both 1991
and 1996. The data for 1996 showed an interesting rank reversal that may
suggest some diseconomy from increasing earners. Cardiff (1997) suggests
that the data perhaps capture a breakdown in the relationship between
potential income contributors and household economic well-being, as
individuals rely less on the extended family as a mechanism to cope with
poverty.

Wages were the most important source of income for the poor in both
urban and rural areas, followed by agricultural income in rural areas. In
1996, income from transfers and receipts made up more than a third of
total income of the poor in urban areas and almost a quarter in rural
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areas. According to the UNDP (1996), outside-village remittances were an
important source of income for both landless and landed households in
rural areas between mid-1970s and late 1980s. There was a considerable
decline in the flow of these remittances starting in the early 1990s because
of the Gulf war on the one hand, and increased unemployment in urban
areas on the other. Unfortunately, the income section of the HIES in both
years does not allow for a proper analysis of the sources of income of the
poor. Transfer receipts and remittances, particularly important for the
poor, are lumped with income sources in the “others” category. According
to El-Leithy et al. (1999), average yearly per capita income from wages and
transfers in 1996 for the urban poor was LE 1,105 and LE 900, respec-
tively. In rural areas, average yearly per capita income for the poor from
wages, agricultural income, and transfers was, respectively, LE 788, LE
558, and LE 509.

Consumption patterns

Household budgets were largely consistent with “Engel’s Law,” in that
food took up a larger share of the budgets of poor households. In 1991
the urban poor spent 58 percent of their budget on food, compared with
46 percent by the non-poor; in 1996 the respective figures were 53 percent
and 43 percent. In rural areas, the poor in 1991 devoted 63 percent of
their total expenditures to food, compared with 57 percent by the non-
poor; in 1996, the respective shares were 60 and 53 percent. Moreover,
while average total expenditure per capita in real terms for both the poor
and non-poor declined in urban areas between 1991 and 1996, it
increased for the poor and declined for the non-poor in rural areas.
These patterns reflect the improved distributional characteristics of the
rural sample in 1996 referred to earlier.

Expenditure patterns reflected the rising costs of living in urban areas,
especially that of education. Whereas real total per capita expenditures for
the poor declined by 6 percent between 1991 and 1996, real average
expenditure on education increased by more than 100 percent for the
poor and only 34 percent for the non-poor. A similar pattern was observed
in rural areas, with real average expenditures on education for the poor
increasing by 210 percent compared to 43 percent for the non-poor.
Rising education expenditures in urban areas were matched with reduc-
tions in expenditures on items such as housing, transportation, health,
and food.

Poor individuals in both urban and rural areas allocated larger expen-
diture shares on cheaper food items, such as grains and starch (cereals),
vegetables, and dry pulses, and smaller shares to more expensive food
items such as fish, fruits, dairy products, or meat and poultry. Food subsi-
dies played an important role in securing minimum caloric intakes for the
poor in both urban and rural areas. The food subsidy in Egypt in 2000
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included four foods: baladi bread, baladi wheat flour, sugar, and oil.
Baladi bread and wheat flour were universal, while oil and sugar were
available in restricted quotas to households with ration cards. Baladi bread
was the most important source of calories, providing almost 33 percent of
total calories for the lowest expenditure quintile, and almost half of total
calories from cereals in urban areas. In rural areas, subsidized baladi
bread and baladi wheat flour provided about 40-50 percent of total calo-
ries. In both urban and rural areas, subsidized baladi bread and wheat
flour are the cheapest sources of calories among the cereals group. Baladi
bread and wheat flour were also inferior commodities in urban areas, and
to a lesser extent in rural areas. All four subsidized foods provided 44
percent of total calorie availability for the lowest 20 percent of the expen-
diture distribution.

Per capita income transfers because of subsidies on baladi bread and
wheat flour amounted to LE 1.7 per week in urban areas and LE 1.4 in
rural areas, with transfers declining in absolute terms with increasing
incomes. Subsidies on these items therefore seem to have substantially
mitigated the adverse effects of deterioration in consumption on the poor
in Egypt compared to other developing countries. Simulations involving
alternative scenarios for removing the food subsidies imply significant
losses to the poor, with implied savings in government expenditure insuffi-
cient to offset the associated adverse effects on the poor. For instance,
doubling the price of baladi bread would lead to a decline in the total
costs of subsidizing all four goods by 47 percent, but it would also entail a
decline of more than 60 percent in the value of income transfers provided
by all four food subsidies in urban areas (with a smaller effect in rural
areas owing to their higher consumption of subsidized baladi wheat flour
instead of baladi bread). The institution of an alternative targeted system
would entail higher costs of administration and geographic targeting,
which may not justify the removal of the current subsidy system (Bouis
and Ahmed 1999).

Ownership of productive assets and agricultural land

Poverty, in all its counts, was associated with landlessness and varied
inversely with the size of landholding. Datt et al. (1999) showed that
poverty in rural Egypt was highest among non-cultivators (35 percent com-
pared with a total rural poverty incidence of 29 percent). Poverty inci-
dence and severity also fell substantially with larger farm size. Poverty fell
from a high of 35 percent for small farm cultivators to 7 percent for large
farm cultivators. Access to agricultural land therefore remained an
important determinant of the well-being of rural households.

The pronounced incidence of poverty among the landless was related
to several socioeconomic characteristics of rural areas. The problems
arising from the limited amount of agricultural land in Egypt were
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aggravated by an unequal distribution of landholdings and excessive land
fragmentation at the low end of the size distribution. Per capita cultivated
area was only 3.1 kirats in 1981 and further declined to 2.7 kirats in 1994.%
Moreover, UNDP (1996) reported that in 1990 almost 70 percent (2.7
million) of land owners possessed land that was less than one feddan in
size, and together they owned only 18 percent of total cultivated land. In
addition, diverse forms of arrangements, including formal and informal
rental contracts, as well as monetary and crop-sharing arrangements, gov-
erned access to this land. Limited agricultural land and farm sizes far
below those required by modern agriculture were therefore major con-
tributors to rural poverty in Egypt. At the other end of the scale, 0.25
percent of land owners (numbering about 9,000) possessed 15 percent of
the total cultivated area.

Access to community facilities

Datt et al. (1999) found no statistically significant differences between the
poor and non-poor in access to community services, but did find that the
ultra poor were severely limited in their access to facilities such as school,
hospitals, and markets.

How the poor perceived poverty

Through a Semi-Participatory Poverty Assessment approach, the UNDP
(1996) was able to gauge people’s perceptions (both poor and non-poor)
of poverty, and focus on how poor households lived and coped with
poverty. There was considerable convergence of views of both poor and
non-poor people on the meaning of poverty. Both groups associated
poverty primarily with inadequate income, which led to depressed levels
of living on the one hand, and to frequent borrowing and begging on the
other. Moreover, many poor households also identified insufficiency of
income with the instability in its sources. This last element of poverty was
motivated by the temporary types of employment typically associated with
the poor, such as casual labor and employment in informal activities.

In general, poor people identified themselves as poor when confronted
by a material criterion of well-being. For instance, when the poor were
directly asked if they labeled themselves as “poor,” about 24 percent of all
respondents classified themselves as poor (16 percent in urban areas and
31 percent in rural areas). When indirectly approached to define their
poverty status in terms of their wealth ranking, more respondents identi-
fied themselves as poor. The overall response was 36 percent, with urban
responses of 23 percent and rural responses of 48 percent. The predomi-
nance of rural poverty, both as a perception and a deprivation, is obvious.

In terms of how the poor perceived changes in poverty, only 23 percent
of the poor reported an improvement in their living conditions between
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1991 and 1996 — the percentage was higher in rural areas (24 percent)
than in urban (20 percent). Of these 23 percent, the majority attributed
the improvement to factors such as improved general economic con-
ditions and better employment opportunities. On the other hand, the
majority of the non-poor attributed improved living standards to house-
hold-specific factors such as reduced dependency, due to entrance by
some family members to the labor market, marriage, or migration.

However, 76 percent of the poor still reported a worsening in their
living standards over the same period, with urban households reportedly
being more adversely affected by the structural adjustment program than
rural households. Both the poor and non-poor attributed the deteriora-
tion in living standards to causes such as inflation, unemployment, and
economic stagnation. Nearly 25 percent of both poor and non-poor attri-
buted this deterioration to family-specific causes such as retirement, old
age, sickness, or an increase in household size.

To sum up, the results indicate a distinct sectoral difference in poverty
levels and attributes along an urban/rural classification, rather than
across a regional classification. The results also indicate that poverty in
Upper Egypt was substantially worse than in Lower Egypt. Significant dif-
ferences existed in the schooling and education attainment levels between
the poor and non-poor. In fact, education emerged as the most important
determinant discriminating against the poor and influencing the inter-
generational transmission of poverty. Demographic factors were also
important in averting poverty, especially dependency ratios. Poverty in
rural areas was closely linked with lack of access to, and/or ownership of,
productive assets, especially agricultural land, and to adequate agricultural
infrastructure services, such as irrigation. Despite observable shortfalls in
human capability measures among the poor, subjective interpretations of
poverty showed the poor to identify their status with income shortfalls
rather than capability shortfalls. Poverty characteristics have remained
fairly unchanged over the past 25 years or so. The aggregate evidence
therefore suggests poverty in Egypt to be chronic in nature.

The determinants and sources of poverty

While poverty profiles are useful for policy purposes such as targeting
interventions, it is desirable to know the impact of proposed policy inter-
ventions on poverty rates and dynamics. Some studies have gone beyond
the traditional poverty profile to provide “conditional” poverty analysis of
policy interventions. These studies typically assess the effect of policy on a
particular poverty correlate, given the other potential poverty correlates as
identified by the poverty profile.

The preceding analysis suggested that the chief correlates of poverty in
Egypt had remained unchanged for at least two decades. This led some
commentators — e.g. Haddad and Ahmed (1999, 2003) — to suggest that
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poverty in Egypt was “chronic” rather than “transient.” This has two
important implications. The first concerns our understanding of the
causes of poverty. The virtually unchanged nature of the poverty profile
over two decades suggested that there were important social, economic,
and demographic factors operating to reinforce, and sometimes aggra-
vate, poverty trends and to favor the intergenerational transmission of
poverty. In a study that included a panel survey in 1999 of households that
had previously been surveyed in 1997, Haddad and Ahmed (1999) found
that households had had very limited mobility between consumption
groups, and that almost half of the poor households in the panel
remained below the poverty line across the two survey points. They identi-
fied education and unemployment as critical factors perpetuating the
effects of poverty in Egypt.

The second implication concerns the type of policy intervention used
to target poverty groups. As argued by Haddad and Ahmed (1999), if
poverty in Egypt is predominantly chronic in nature, then public policy
needs to address the fundamental determinants of economic growth,
especially the provision of adequate and remunerative employment
opportunities. Chronic poverty also reinforces the case for targeted
antipoverty interventions, such as food subsidies. If poverty in Egypt were
transient, the target would be shifting, and the appropriate policy would
be to aim at better smoothing of consumption for the poor, for example,
through micro-credit programs or insurance instruments that the poor
could access.

The determinants of poverty in Egypt

Examination of the determinants of poverty typically involves simulations
describing the effects of a change in the level of one poverty-specific vari-
able, conditional on other poverty correlates, on observed poverty rates.
Two studies, El-Leithy ef al. (1999) and Datt et al. (1999), included such
simulations for Egypt. Their findings underline that the poor are not a
homogeneous group; rather, poverty groups are differentiated along edu-
cation, employment, and dependency characteristics.

Guided by the poverty profiles, these studies attempted to gauge the
probability of being poor in terms of a number of socioeconomic and
household characteristics. In modeling the probability of being poor, El-
Leithy et al. (1999) used two approaches. The first includes a set of socio-
demographic characteristics and the second includes a set of housing
characteristics.” The performance of the models in correctly identifying
the poor was modest, but nevertheless provided some interesting findings.

First, geographic location appears to have an impact on welfare, espe-
cially in urban areas. Other things equal, being situated in Upper Egypt
reduces per capita consumption levels by almost 20 percent.

Second, household size has a substantial negative effect on living
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standards in both urban and rural areas. In El-Leithy et al. (1999), an addi-
tional unit in the dependency ratio was estimated to increase the probab-
ility of being poor by 44 percent in urban areas and 52 percent in rural
areas. The effect was equally large in Datt et al’s (1999) results. Increasing
household size by one member reduces per capita consumption by nearly
30 percent in urban areas and 12 percent in rural areas. The turning
points at which household-scale economies become significant are 15
members in urban areas and 10 members in rural areas which, however,
constituted less than 2 percent of the respective geographic samples.

Third, household composition is also important. In rural areas only, for
a given household size, increasing the number of children less than 15
years of age reduces per capita consumption by nearly 4 percent. In both
urban and rural areas, welfare increases with the age of household head,
up to 74 years in urban areas and 62 years in rural areas, after which
welfare level declines but only in rural areas. Female-headed households
are also more prone to poverty. Female headship has the effect of redu-
cing per capita consumption by almost 8 percent in rural areas.

Fourth, education is a powerful determinant of living standards in both
urban and rural areas. Even a minimum amount of education has a posit-
ive effect on poverty rates especially in urban areas. El-Leithy et al. (1999)
showed that, maintaining all other variables at their national mean, in
urban areas the proportion of the poor would rise to 59 percent if the
whole population were illiterate, but decrease to 17 percent if the whole
population attained at least secondary education. The effects are similar
in rural areas but the impact is much smaller. Simulations by Datt et al.
(1999) further show that increasing the number of years of schooling for
the household by one year raises per capita consumption by nearly 6
percent in urban areas and 3 percent in rural areas. The effects are even
greater when either parent in the household is assumed to have com-
pleted primary education (10 percent and 13 percent in urban and rural
areas, respectively). The substantial reductions in the distribution-sensitive
measures in urban areas in Datt ef al.’s (1999) simulations further indicate
the important distributional effects of educational attainment. For
instance, other things equal, increasing household average schooling in
urban areas by two years reduces the predicted values for poverty inci-
dence by 23 percent, poverty depth by 28 percent, and poverty severity by
31 percent. The respective measures for rural areas are, 14, 18, and 21
percent.

Fifth, employment status and occupation also matter. If all the popu-
lation were unemployed, other variables unchanged, the proportion of
the poor would rise to almost 70 percent in urban areas and 54 percent in
rural areas. In fact, unemployment has the largest (marginal) impact on
poverty incidence in urban areas. Also increasing the probability of being
poor is employment in construction and manufacturing in urban areas
and employment in agriculture in rural areas. Similarly, female unemploy-
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ment substantially reduces welfare levels, especially in urban areas, while
male unemployment is significant only in rural areas. Simulations by Datt
et al. (1999) show that decreasing by one the number of unemployed
females in the household reduces the predicted incidence of poverty by
nearly 4 percent in urban and 2 percent in rural areas, compared to 3.5
percent and 1.7 percent, respectively, for unemployed males. At the mean
value of land owned and for households with no schooling, female unem-
ployment reduces per capita consumption by 20 percent in urban areas
and by 14 percent in rural areas.

Sixth, ownership of productive assets and access to agricultural land are
positively correlated with consumption. Ownership of cultivated land
improves living standards in rural areas by a sizeable degree. Consump-
tion also increases with the value of livestock owned by the household in
both rural and urban areas. Increasing access to physical capital, however,
provided somewhat ambiguous results. Datt et al. (1999) found that
increasing the area of land owned and cultivated by 20 percent in rural
areas would reduce the incidence of poverty by only 1.5 percent. However,
the effect on poverty rates is greater if one considers only those indi-
viduals whose land area was less than the mean value in the model.

Seventh, access to community services, such as distance to railroad or
supply of irrigation, is statistically insignificant on its own, but is significant
when interacted with other determinants. In rural areas, there are positive
effects of shorter distance to railroad and better supply of irrigation when
interacted with average years of schooling. In simulations that shortened
the distance to the nearest railroad (to less than 4 km), the impact on
poverty reduction was small (only 3 percent). However, the effect of
improving irrigation was substantial; it would reduce the predicted inci-
dence of poverty by 12 percent in Rural Lower Egypt and by 8 percent in
Rural Upper Egypt.

The evidence from surveys pointed to the significance of education and
employment in differentiating between poverty groups, with more pro-
nounced effects in urban than in rural areas. In the latter, additional
factors are important in increasing poverty, such as household size and
dependency, access to arable land, and access to specific community ser-
vices. The effect of these factors on poverty measures is further supported
by results of the simulations. In general, the results for the education sim-
ulations generate the largest impacts on all poverty measurements, with a
particularly pronounced impact on the distributionally-sensitive measure-
ments (such as depth and severity). Moreover, the effects of education on
poverty are stronger than even those resulting from the sector of employ-
ment. Thus, when employment in the construction sector (one of the
sectors most associated with urban poverty) is interacted with illiteracy,
while maintaining all other variables at their national means, poverty
incidence increases to nearly 62 percent in urban areas. Alternately,
when employment in the construction sector is interacted with secondary
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education (i.e. if all those employed in construction had at least secondary
education), poverty incidence falls to less than 20 percent.

“Chronic” versus “transitory” poverty in Egypt

Haddad and Ahmed (1999, 2003) carried the analysis a step further.
Using a panel of households in 1999 that had been surveyed in 1997, they
examined the change in observed living standards in terms of the above
socioeconomic variables and assess their relative contribution to chronic,
transitory, and total poverty.'” Their assessment of changes in living stand-
ards was based on changes in average per capita consumption between
1997 and 1999. They found (2003: 71) that over this period, about two-
thirds of overall poverty was chronic (average consumption over time was
below the poverty line), and almost half the poor were always poor.

Their panel results showed a significant deterioration in living stand-
ards between 1997 and 1999. Average per capita consumption declined by
almost 8 percent in 1999 with a downward shift in the entire distribution
in 1999 compared to 1997. In preserving consumption levels, the Lower
Rural region did best while the Upper Rural region fared worse. More-
over, the results indicate poverty in Egypt to be mostly chronic in nature
and associated with rather limited mobility across consumption groups
(Table 9.5). For instance, while 6 percent of surveyed households were
able to climb out of poverty in 1999, a further 14 percent fell into poverty.

Table 9.5 Households by chronic, transitory, and total poverty status, 1999
(number and percent)

Poverty status Urban Rural Total

Number — Percent  Number  Percent  Number  Percent

Chronic — persistent 23 14.2 43 23.1 66 18.9
Chronic - not persistent 9 5.6 17 9.1 26 7.5
Transitory 20 12.3 25 13.4 45 12.9
Never 110 67.9 101 54.3 211 60.6
Total 162 100.0 186 100.0 348 100.0

Source: Haddad and Ahmed (1999).

Notes

1 Chronic poor, persistent: households that have per capita consumption is below the
poverty line in both years.

2 Chronic poor, not persistent: households with average per capita consumption over the
two years is below the poverty line, but in one of the years per capita consumption was
above the poverty line.

3 Transitory poor: households with average per capita consumption over the two years is
above the poverty line, but in one of the years per capita consumption was above the
poverty line.

4 Never poor: households with per capita consumption that is above the poverty line in both
years.
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Almost 20 percent of the sampled households were persistently poor (i.e.
their consumption levels were consistently below the poverty line in both
years), the proportion being higher in rural (23 percent) than in urban
areas (14 percent). Using per capita poverty measures, almost two-thirds
of total poverty in Egypt was to be regarded as chronic, and this rises to 73
percent in the Upper Urban region followed by 69 percent in the Upper
Rural region.

In explaining the changes in consumption between 1997 and 1999,
Haddad and Ahmed (1999) found education, represented by the average
years of schooling, to be important in increasing per capita consumption
in rural areas, but not in urban areas; in the latter, female unemployment
was an important determinant reducing consumption. None of the other
poverty correlates was statistically significant. The authors concluded that
upward mobility resulting from education was limited in urban areas. This
view is reinforced by the elevated unemployment rates among graduates
in urban areas.

Nevertheless, education emerged as an important factor in averting the
risk of both chronic and transitory poverty in urban areas, and only
chronic poverty in rural areas. Additional factors increasing the risk of
chronic poverty included large households and age of household head in
urban areas, and the number of children below age 15, female headship
and ownership of agricultural land in rural areas.

In general, the results suggest that of all the socioeconomic character-
istics, education was the most discriminating between poverty groups.
While it may not contribute to increases in per capita consumption in the
short run, possibly because of labor market rigidities that prevented the
reflection of higher education in greater labor returns, education had a
powerful distributional impact in the long run. This made it important for
averting the risk of chronic, and sometimes transitory, poverty. Other
factors, such as female unemployment, female household headship,
dependency, and access to agricultural land were also important in attain-
ing a certain consumption level, but their distributional effects were much
smaller.

Growth and redistribution effects of poverty changes

In a somewhat similar exercise, El-Leithy et al. (1999) decomposed poverty
changes between 1991 and 1996 into growth and redistribution effects.
They analyzed changes in poverty rates in terms of changes in the redistri-
bution of living standards, as distinct from growth in living standards. The
analysis showed that increases in poverty levels at the national level and in
urban areas were mainly attributed to reductions in per capita expendi-
tures, whereas improved redistribution mitigated the adverse effects of
falling per capita expenditures in rural areas. Improvements in distribu-
tion, however, were not always strong enough to offset the negative impact
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of reduced per capita expenditures, so that even in cases where the coeffi-
cient on the redistribution component exceeded that on growth (such as
in Lower Rural and Upper Rural regions), the incidence of poverty still
increased, although by much smaller magnitudes than in urban regions.
Given the expenditure distribution in 1996, El-Leithy et al. (1999) sug-
gested that the elasticity of poverty rates to growth was quite significant.

Poverty in 2000

The most recent study of poverty was based on the Household Income
and Expenditure Survey of 2000. The HIES 2000 raised four important
points: (1) it reported that, for the first time since 1982, overall poverty
dropped in Egypt; (2) poverty fell even though inequality increased; (3)
even though overall poverty decreased, poverty in both urban and (espe-
cially) in rural Upper Egypt increased; and (4) unemployment was not an
exceptional cause of poverty.

On the basis of the lower poverty line, the study — MOP/World Bank
(2002) — concluded that poverty had fallen to 16.7 percent of the popu-
lation compared with 19.4 percent in 1996. This means that 10.7 million
persons in 2000 were unable to obtain their basic nutritional require-
ments and non-food items, compared with 11.5 million in 1996 — a reduc-
tion of 800,000 individuals. The use of the upper poverty line showed a
similar change; the incidence of poverty in 2000 dropped to 42.6 percent,
compared with 51.4 percent in 1996. This represents the first change in
the trend of poverty incidence since the early 1980s.

A caution should be entered at this point. The results of the HIES 2000
have given rise to two main comments. The first queries the emphasis
placed by the HIES 2000 on the lower poverty line, and is skeptical about
its importance for policy in the Egyptian context. In an increasingly
middle-income country, such as Egypt, one would not expect to find large
numbers of the utterly destitute; hence, the focus of the HIES 2000 on the
lower poverty line obscures the more relevant problem, which is the large
number of persons still below the higher poverty line.

The second raises concerns about apparent inconsistencies in the
results of the HIES 2000. Thus, Adams and Page (2003) point out that
between 1981 and 2000, real mean per capita expenditures as measured
by the household surveys fell by 14 percent and 31 percent in urban and
rural areas respectively. Such substantial declines can be expected to lead
to increases in poverty. However, the HIES data suggest that while the
incidence of poverty rose in rural Egypt, it fell in urban Egypt and for the
country as a whole. Moreover, while real mean household expenditures
declined by 14 and 31 percent for urban and rural households, real GDP
per capita for the country as a whole was reported to increase by 54
percent. Adams and Page term these results “puzzling,” and requiring
further examination. Another such result was that decreasing poverty in
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urban Egypt was associated with a significant worsening of the income dis-
tribution (the Gini increased by 8.3 percent). The findings of the HIES
2000 that follow should be read in the light of the foregoing comments.

The chief characteristics of poverty in Egypt as the country entered the
twenty-first century can be briefly summarized. Of the poor, 8.2 million
were located in rural areas and 2.5 million in urban areas. The incidence of
poverty was strongly dependent on the growth of the economy, and particu-
larly on the sectoral composition of growth. In 1996-2000, economic
growth in Egypt was driven largely by domestic demand and impacted
chiefly on construction, import-substituting manufacturing, financial ser-
vices, and tourism. Agriculture grew modestly (less than 3.5 percent a year)
and contributed only about half a percentage point to GDP growth.

By the late 1990s the regional distribution of poverty had become a
major issue. Between 1996 and 2000, poverty declined rapidly in the four
metropolitan governorates (Cairo, Alexandria, Port Said, and Suez), mod-
erately in Lower Egypt, but actually rose in Upper Egypt'' (see Figure 9.5).
This was in line with the regional growth in productivity and incomes. The
data do not permit a precise analysis of differential productivity growth
between Upper Egypt and the rest of the country. However, the informa-
tion available — for example, in INP (1996, 2002) — suggests that Upper
Egypt was less well endowed in activities in which productivity increased,
such as manufacturing, and that it also lagged behind Metropolitan and
Lower Egypt in productivity growth in activities, such as agriculture, that
were common to both regions. GNP per capita in the Metropolitan
areas grew by 8.9 percent a year, in Lower Egypt by b percent, and in
Upper Egypt by only 0.5 percent annually. While rural areas in general
exhibited a greater degree of poverty than urban areas, the situation was
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Figure 9.5 Regional poverty, 1991-2000 (source: based on El-Leithy et al. (1999)
for 1990-91 and 1995-96; MOP/WB (2002) for 1999,/2000).
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systematically worse between Upper Egypt and the rest of the country.
MOP/World Bank (2002: v) found that two-thirds of the 10.7 million
persons classified as “poor” in 2000 were located in Upper Egypt — 5.8
million in rural Upper Egypt, and another 1.4 million in the urban parts
of Upper Egypt. The number of poor people and the share of people who
were poor both increased in Upper Egypt between 1996 and 2000.

Poverty in Egypt continued to be relatively shallow; thus even small
movements in incomes could shift a significant number of persons above
or below the line. This also means that, with proper targeting, relatively
small transfers of income could raise substantial numbers of the poor
above the poverty line. In fact, MOP/World Bank (2002: 13) estimated
that if perfect targeting of poverty-alleviating transfers were possible, it
would have required only about LE 350 million per year, i.e. about 0.1
percent of GDP in 2000, to lift everyone out of poverty.

MOP/World Bank (2002: 17-19) found that between 1996 and 2000,
three different regional patterns of equity emerged. At the national level,
growth was not pro-poor, and the Gini coefficient increased from 0.345 to
0.378. A similar pattern was observed in the Metropolitan region, with the
Gini rising from 0.374 to 0.396. Lower Egypt, however, combined high
increases in per capita expenditure with a better income distribution; in
fact, the Gini for rural Lower Egypt dropped to 0.248. The third pattern,
for Upper Egypt, combined decreases in per capita expenditures with a
worsening of the income distribution, so that both factors contributed to
increasing poverty. The Gini coefficient for urban Upper Egypt at 0.406
showed the highest inegalitarianism in the country (but that for rural
Upper Egypt remained around 0.27). Inequality in Egypt in 2000, there-
fore, resulted mainly from inequality within regions rather than between
regions. Computations using the Theil index showed that 82.1 percent of
the inequality in 2000 resulted from intra-region variation, while 17.5
percent would be explained by inter-region variation. The corresponding
figures for 1996 were 87.2 and 13.2 percent.

Consistent with the findings of earlier studies, the most important corre-
late of poverty was with education; out of every ten Egyptians, three were
illiterate, while out of every ten poor persons, five were illiterate. Similarly,
out of every ten Egyptians, four lived in a household of which the head was
illiterate; out of every ten poor persons, six lived in a household with an
illiterate head. The presence of education enabled individuals to access
employment opportunities, and even a moderate improvement in educa-
tional attainment could substantially reduce the ranks of the poor. More-
over, the lack of education set up a vicious circle — individuals without
education tended to be poor, and the poor were less able to afford educa-
tion. Education thus becomes doubly critical, affecting not only the present
generation, but also in transmitting poverty across generations.

Other correlates of poverty also remained consistent with previous find-
ings. Demographic factors, such as the size of the household, were import-
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ant; for example, while out of every ten people in Egypt three had more
than three children, out of every ten poor people five had more than
three children. The rural-urban divide was significant — six out of ten
Egyptians lived in rural areas, but eight out of ten poor people lived in
such areas. The slower growth of productivity and value-added in agricul-
ture took its toll on those who were employed in that sector — four out of
every ten people in Egypt worked in agriculture, but for poor persons the
figure was six out of every ten.

Annex: conceptual issues in measuring poverty

Poverty estimates are sensitive to several methodological choices, such as
the welfare indicator, the units of measurement (e.g. household versus
individual, or income versus expenditure), or the adjustment of poverty
lines over time. This annex addresses some of the main conceptual issues
that arise in the measurement of poverty.'

1 Welfare indicators

Poverty comparisons are typically defined in terms of a pre-specified stan-
dard of well-being (Ravallion 1992, 1994). The most commonly used
approach is to define as “poor” those individuals or groups whose income
is inadequate to provide them with the level of nutrition, clothing, and
shelter deemed as the minimum by the norms of that society. A broader
interpretation of this concept would approach Sen’s (1981) notion of
“capability deprivation,” wherein the definition of poverty is extended to
embrace non-material aspects, such as inadequate access to education and
health services — factors that improve the capabilities of individuals and
expand their command over resources.

A single universally-accepted indicator of non-material well-being or
deprivation does not exist. Measures of human (capability) poverty have
undergone several revisions. In 1995, the UNDP HDR introduced the
concept of capability poverty, defining this in terms of deprivation in
three basic capabilities — the capability to be healthy and well nourished;
the capability for healthy reproduction; and the capability to be
educated.” These were incorporated into a single index — the Capability
Poverty Measure (CPM). The UNDP HDR 1997 refined this into the
Human Poverty Index (HPI), which combined deprivation in three ele-
ments: survival (deprivation in longevity), knowledge, and adequate stand-
ards of living in terms of overall economic provisioning.'*

2 Units of measurement

Poverty comparisons are based on poverty lines where the unit of mea-
surement is either the household or the individual. Individual-based



274 Poverty and income distribution

poverty lines are preferred to household-based ones. Household-denoted
yardsticks of expenditure or income might be misleading, since for a
given level of per capita consumption, larger households would be placed
above the poverty line while smaller households would be placed below it
(Lanjouw and Ravallion, 1996). This approach, however, does not capture
the effect of scale economies or the demographic composition of house-
holds, and could therefore overstate poverty. Hence, adult equivalence
scales are often applied to adjust the individual welfare measure to reflect
differences in age and gender patterns of households" (Ravallion 1992).

The most important source of information for poverty assessments is
household budget surveys, which provide detailed information on house-
hold incomes and expenditures. Cardiff (1997) and El-Leithy et al. (1999)
provide a number of conceptual and empirical considerations that seem
to favor expenditure- over income-based poverty lines. First, expenditure
better reflects “realized opportunities,” especially in environments where
the poor are credit-constrained and savings are negative. Second, income
streams for the poor are typically fluctuating and derive from a multiplic-
ity of sources, which makes it hard to obtain accurate information on
income. Third, while income streams may be variable, the poor tend to
smooth consumption over time, which makes expenditure a better indica-
tor of longer run living standards than is current income. Although
expenditure-based poverty lines fail to account for consumption of public
goods, they constitute a useful monetary aggregate that reflects individual
preferences, given a set of prices and incomes.

3 Poverty lines

Poverty lines can be absolute, relative, or subjective. Absolute poverty lines
are anchored in a cost-of-basic-needs concept. The usual approach is to
define an absolute food poverty line in terms of the estimated cost of a
food bundle that provides a stipulated energy intake, deemed essential or
minimum, by the standards of a given society and is based on consump-
tion patterns of the lower expenditure groups in that society. The food
poverty line is then augmented by an allowance for non-food consump-
tion.' Two questions can be asked. First, how much do households who
are capable of meeting nutritional requirements and choose not to (i.e.
those whose total expenditures are just equal to the cost of the food
basket) spend on nonfood items? Second, how much non-food spending
is done by households whose food expenditures are just equal to the cost
of the food basket? The former procedure yields a lower (sometimes
termed an wultra poverty line) because it defines the poverty line in terms of
those households who had to displace minimum food consumption in
order to purchase essential non-food items; the latter an upper poverty line.
The non-food spending associated with spending displacement is
obtained by regressing food share on the log of the ratio of total spending
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to the food poverty line, and household composition variables. A model
(Engels curves) commonly fitted is: F'S;= o+ 3 log (7S,/FP)+ &; where FS;is
the food share of the #th household, T§;is total spending, and FP the food
poverty line. A variable representing household size is often added. The
intercept represents the average food share of households who can afford
the food poverty line. Since the total poverty line is the sum of the food
poverty line and non-food spending at the food poverty line, it can be
obtained by multiplying the food poverty line by a factor equal to 2 —a.”
The non-food component associated with actual non-food spending of
households who reach the food poverty line is obtained by using the
following formula, along with intercept and slope coefficients estimated
earlier: FS= (a;+B,)/(1+B,). The total poverty line is then obtained by
dividing the food poverty line by the final estimate from this equation.

Relative poverty lines recognize the interdependence between the poverty
line and the rest of the income distribution. As Fields (2001: 91-3) points
out, this concept covers two separate ideas. In the first type of relative
poverty measures, a relative poverty line is the income level that cuts off
the lowest x percent of the population in the national income distribu-
tion; the World Bank, for example, uses the lowest 40 percent. Anand
(1997: 244-5) raises two objections to this method of defining the poor:
(1) it prejudges the extent of poverty (it is x percent by definition); (2)
poverty in this sense can never be eradicated, because there will always be
a lowest x percent in the income distribution. In the second sense of rela-
tive poverty, the higher the poverty line used the richer is the country in
which poverty is being measured. Examples of such relative poverty lines
are half the mean income (as used by the European Union) or two-thirds
of the median income (as used occasionally by the World Bank). With rel-
ative poverty lines specified in this manner, it is no longer true that the
poverty cannot be eliminated.

Subjective poverty lines define poverty in terms of individual perceptions
of what constitutes a socially acceptable minimum standard of living in
that society. Poverty measures according to this approach tend to be an
increasing function of income, because individuals with higher incomes
set higher thresholds for minimum standards of living.

4 Poverty measurements

In addition to the Headcount Index, the Foster—Greer—-Thorbecke (1984)
class of decomposable poverty measurements is increasingly used. This
includes three indices: the headcount index, the poverty gap index, and
the poverty severity index.

The decomposable poverty measure may be defined as:

1 q
Po=—> [(z=y)/4"
ni=
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where Pis the poverty measure, o is the weight attached to the normalized
gap function [(z—y,) /z] of each individual, y; is the income of the i-th indi-
vidual, zis the poverty line, and ¢ is the total population below the poverty
line. Fields (2001: 84-5) points out that this measure essentially weights
each individual’s normalized gap function by itself, so that the income of
an individual whose income is 10 percent below the poverty line is
weighted by 10 percent, one whose income is 50 percent below the
poverty line by 50 percent, and so on." For individuals whose income is at
or above the poverty line the gap is zero, and hence the weight is zero.

The most commonly used weights are 0, 1, and 2. When o =0, the
measure reduces to the “headcount ratio” or the headcount index (F,),
which gives the percentage of households or individuals who fall below
the poverty line. However, this measure is insensitive to the depth of
poverty, or the distribution of the poor below the poverty line. The latter
can be captured by setting a =1, thus obtaining the poverty gap index (P)),
which measures the gap between the observed expenditure levels of poor
individuals and the poverty line. Under the assumption of perfect target-
ing, the poverty gap index denotes the amount of resources needed to
raise the consumption of the poor to the poverty line. To obtain estimates
of consumption shortfalls, the poverty gap index is first multiplied by the
inverse of the headcount index. For instance, the UNDP’s (1996) estimate
of a poverty gap of 12.8 percent in urban areas in 1996 and a headcount
index of 45.0 percent implies that the average consumption of the poor
was 28.4 percent below the poverty line.

This measure, however, still misses the distributional effects of transfers
between individuals below the poverty line. For instance, a transfer from a
poorer to a relatively less poor individual (but still below the poverty line)
would leave both the headcount and poverty gap indices unchanged, even
though the former individual is now worse off. Hence, the “squared
poverty gap,” or the poverty severity index (P,) is computed by setting o = 2;
this measures the inequality of distribution below the poverty line. This
measure gives more weight to individuals who are further away from the
poverty line; thus, the higher the index, the greater the extent of poverty.



10 Toward sustainable growth

Strategic and institutional issues

What are the key issues that Egypt must address in order to sustain a
growing level of prosperity in the next two decades and beyond? The
matters to be tackled comprise the economic as well as the broader institu-
tional and behavioral. This chapter provides a framework for thinking
about these questions.

First, consider the broad societal challenge that Egypt faces. For most
societies, a basic aim is to offer a better life to its citizens. A starting point
(but only a starting point) towards that aim would be the provision of ade-
quate income, which means creating a sufficient number of productive
jobs. The contours of this task are set by the size and growth of the
country’s population. For several years Egypt’s population increased at
more than 2.5 percent a year, and this rapid growth has left a legacy in the
shape of a large and young population. Such a population structure will
continue to generate a rapid increase in the labor force — although the
population growth had dropped to about 2 percent a year by 2000, the
labor force was still growing at 2.7 percent a year. Given a labor force of
about 19 million in 2000 (of which 1.3 million were said to be unem-
ployed), this implies a labor force in 2010 of about 25 million.

“Full employment,” however, does not necessarily mean that everyone
is employed at any given moment. Lord Beveridge, whose Full Employment
in a Free Society (1944) established the guidelines for the full employment
strategy of the British Labour Party, defined “full employment” as compat-
ible with 3 percent unemployment, allowing 1 percent each for frictional
unemployment, seasonal unemployment, and overseas factors. Nor does
the United States equate full employment with 100 percent employment
of the labor force. In its Economic Report for 1962, President Kennedy’s
Council of Economic Advisors accepted 4 percent unemployment as con-
stituting full employment. In 1977, the administration of President Ford
changed the full-employment benchmark to incorporate 4.9 percent
unemployment in the calculation of the full-employment GDP. In 1979,
the Carter administration adjusted it further to 5.1 percent. Other coun-
tries also appear to use a similar approach; in a recent report on full
employment for the Prime Minister of France, Pisani-Ferry (2000: 52-3)
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argues that an unemployment rate of 5 percent would not significantly
differ from that to which more elaborate definitions of “full employment”
would lead, and uses this as the basis of his analysis and recommendations.

If “full employment” in Egypt is taken to accept that 5 percent of the
labor force will remain unemployed because of frictional and structural
reasons, then employment in 2010 must be about 24 million. This will
require the creation on average of about 620,000 new jobs a year in order
to employ all the new entrants into the labor force and to steadily reduce
the numbers of the presently unemployed so that full employment is
attained in ten years.'

In a market economy the demand for labor is generated by economic
growth. The World Bank (2001: 12) reported that in 1991-2000 the
economy created 436,000 jobs annually. In order to create the number
of jobs required for full employment, the economy has to generate a
higher demand for labor by growing noticeably faster than it did in
1991-2000.

How much faster must it grow? Mohammed (2001: 11) estimated the
elasticity of employment creation with respect to real GDP growth at 0.53
for the period 1990-97, while MOP/World Bank (2002: 40) put it at 0.5
for 1995-99. An annual increase of 620,000 jobs is roughly a 3.2 percent a
year increase in employment. On the basis of the more recent estimate of
employment elasticity, the economy would need to grow at around 6.4
percent a year in real terms in order to reach full employment (as defined
above) by 2010. And if one adjusted the labor force figures in order to
reflect more fully the participation of discouraged workers and women
and for reducing underemployment, a required growth of real GDP in the
neighborhood of 7 percent a year would not be unreasonable.

As against this requirement, what is the long-term potential growth rate
for the Egyptian economy? We can approach the question in a number of
ways.

First, the potential growth rate for any country is given by the growth of
the fully employed labor force plus the growth of labor productivity. In
2000 the Egyptian labor force was growing at an annual rate of 2.7
percent, while Radwan (2002) and Nassar and El-Leithy (2003) estimated
the growth of labor productivity in 1988-98 at 1.6 percent a year. This
gives a potential growth rate for the Egyptian economy of 4.3 percent per
annum (if the entire increase in the labor force is assumed to be
employed).

Second, another view of the long-term possibility is suggested by what
the economy has actually been able to do over an extended period. Over
the three and a half decades, 1965-2000, the growth of real GDP is esti-
mated at 5.2 percent a year. However, this figure is inflated, because the
national accounts overstate the weight of industry, the faster growing
sector, and understate that of agriculture, the slower growing. Correcting
for this bias would give a growth rate of 4.5-4.7 percent a year.
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A third view of potential GDP, following Backhouse (1991: 100-1), can
be obtained by inserting into a Cobb-Douglas production function the
parameters for capital and labor productivity from Mohammed (2001),
increasing the capital stock by assuming steadily rising investment until
the investment/GDP ratio reaches 28 percent, and replacing the labor
actually employed by the “fully employed labor force” (95 percent of the
labor force in our case). This procedure provides a figure of 4.4 percent a
year as an approximation of the “full-employment output.”™

A fourth calculation is provided by Alba et al. (2004) who used a
Hodrick-Prescott filter (a smoothing technique that removes low-
frequency variation in a time series in order to obtain a trend component)
of real GDP level data to estimate potential GDP and variations from the
potential during the period 1960-2003. Their estimates showed the
growth rate of potential GDP reaching a high of 7 percent in the mid-
1970s and dropping steadily thereafter to a little over 4 percent in the
1990s.

These different approaches thus converge towards rather similar
results: in round numbers and given the existing institutional structure,
the potential growth rate of the Egyptian economy is about 4-5 percent
per annum. At the risk of some oversimplification, then, one might say that a basic
condition for Egypt to meet the societal challenge is to raise the growth rate of the
economy from its present potential of 4-5 percent a year to 6.5-7 percent annually
Jor at least two decades.”

How did actual GDP growth in the recent past compare with the poten-
tial? The actual growth rate of the GDP in 1992-2002, about 4.6 percent a
year, did not fall far short of the potential. However, it began from a lower
level of GDP, and the continuous compounding of even a relatively small
difference in growth rates can have quite a substantial cumulative effect
over a ten-year period. By the end of the period, the persistent “output
gap” resulted in a cumulative loss of about LE 140,000 million in 1992
prices, meaning that Egypt lost more than 75 percent of one (average)
year’s output in 1992-2002.

Two conclusions follow. The potential GDP growth rate is less than that
required for Egypt to attain its employment goals, and the actual GDP
growth fell short of even this insufficient potential. Figure 10.1 also shows
that, except for 1994-95 and 1998, the unemployment rate and the GDP
moved in the same direction. Therefore, the basic task for Egypt is to raise
the potential growth rate and to perform to the higher potential in a sus-
tained manner. The critical issues that Egypt will have to address in
accomplishing this task are examined in this chapter.

The prime mover of GDP growth is investment. This, of course, does
not mean that investment is the only factor that drives growth; improved
labor training, better management, and more efficient organization con-
tribute in significant measure. However, no country has managed to
sustain growth over a multi-decade period without a substantial increase in
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Figure 10.1 Unemployment and shortfall between potential and actual GDP,
1992-2002 (percent) (source: MOP; World Bank LDB).

the investment:GDP ratio. Moreover, investment also acts as the main
vehicle of technological change, because technology most often comes
embedded in new capital equipment. Thus, both because it adds to pro-
ductive capacity and because it serves as a major conduit for transferring
advances in productivity, investment must be seen as the single most
important factor for Egypt’s growth. To sustain a growth rate of 7 percent
a year, the economy is likely to require an investment rate of perhaps
25-28 percent of GDP (assuming an investment:output ratio approaching
4:1, which is in fact lower than in the “East Asian miracle” countries), com-
pared with an average of 19 percent in 1995-2000. The first critical devel-
opment concern for Egypt, therefore, is the set of issues relating to the
investment rate: how to raise the rate, and why in the decade of the 1990s it
did not respond to the incentives provided.

Investments must be financed. Egypt has a variety of financing options:
domestic savings, external assistance, foreign direct investment, and bor-
rowing from abroad. While the optimal mix will depend on a number of
factors, the bulk of sustainable financing will have to depend upon
domestic sources. The second critical development issue, therefore, is how
to raise the domestic savings rate from its present 16 percent of GDP to
around 22-25 percent. This is a significant, but feasible, aim. It may help
to put matters in perspective by reflecting that for more than three
decades the fast-growing economies of East Asia have routinely posted
savings rates in excess of 35 percent of GDP.

An important consideration for policy is that the areas of growth and of
efficient job creation will be more restricted than in the past. The agricul-
tural sector cannot absorb a substantial number of additional workers, the
public sector should not take on extra labor. Moreover, the demand for
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labor in the main destinations for Egyptians working overseas is largely sat-
isfied; hence emigration does not offer a solution to Egypt’s employment
problem. This means that the space for action by the policymakers is
limited — the additional employment must nearly all be created in the
private non-agricultural sector of the domestic economy. This constraint is
liable to raise some problems. First, employment growth in this sector has
been predominantly for males: between 1976 and 2000, male employment
growth was almost three times that of female. Second, the vast majority of
jobs in this area of the economy are not legally protected. These considera-
tions will have to be borne in mind when developing employment policies.

Between 1992 and 2002 this subsector grew at an approximate real rate
of 8.5 percent annually, while employment in this sector is likely to have
been growing at about 3-4 percent. Policies to strengthen the business
environment thus form the third broad set of issues. This must cover a
strengthening of the institutions supporting the private sector’s function-
ing, in particular the bureaucracy, the commercial judicial system, the tax
administration, the financial sector, and the educational and labor train-
ing systems. It will also require special attention to the problems of small
and medium enterprises.

Sustained real growth of 7 percent a year will require the creation of a
larger demand than can be generated through domestic efforts; thus,
Egypt will have to make greater efforts to access the international market.
This will call for major changes in some key institutions, such as the incen-
tives for import-substitution versus those for exports. It will also require
the economy to become more competitive, particularly in view of the
increasing trends towards globalization. Moreover, an important concern
for Egypt is food security. Given the size and growth of the country’s
population on the one hand, and the increasing constraints on water and
land on the other, it does not appear likely that “food security” can mean
“food self-sufficiency.” As usual, Richards (1993: 244) offers an incisive
insight, namely, that food security for Egypt must increasingly mean
foreign exchange security, and that Egypt must perforce become a more
efficient participant in the international economy simply in order to
assure its food supply.

The fourth major development issue is thus a reorientation of the
development strategy in the direction of rapidly boosting exports (which
will also increase domestic savings).

The growth of GDP will be meaningless as a guide to the well-being of
the population unless the issue of poverty is squarely faced. A sustainable
long-term development strategy must also focus attention on disparities in
regional and gender rates of poverty.

Growth cannot be sustainable if it degrades the quality of life, a key
ingredient of which is the condition of the environment. This is all the
more important in Egypt, where 98 percent of the population is packed
into 4 percent of the land area.
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Finally, any discussion of sustainable growth in Egypt must confront the
question of water. The increasing demands on the Nile’s water from all the
riparian countries, and the strategies that can help satisfy these require-
ments, must be addressed.

Investment

The principal difficulty in raising growth to the levels required is that the
investment rate dropped sharply after 1988 and has remained at about 20
percent of GDP. The rate must be raised to 25-28 percent of GDP; this is not
impossible, indeed, the country attained even higher rates in the late 1980s.

What pulled down the investment:GDP ratio? The fall in aggregate
investment resulted from the cuts in public investment after 1990 that
were effected as part of the stabilization measures of 1991. The authori-
ties’ thinking was that if public investment were cut back, but at the same
time the private sector was permitted to enter fields (such as infrastruc-
ture) from which it had hitherto been excluded, aggregate investment
would not suffer. However, while public investment fell as a result of the
budgetary cuts, private investment did not rise commensurately. There-
fore, aggregate investment fell almost 10 percentage points of GDP
between 1990 and 2000. If Egypt is not to revert to the public sector to
drive growth, then it has to devise measures to address the reasons for the
lethargic response by the private sector. The critical measures that need to
be addressed in order to stimulate the private business environment are
discussed later in this chapter.

Savings

In the second half of the 1990s, Egypt attained a sort of balance between
savings and investment. However, as can be seen from Figure 4.4, this
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equilibrium was brought about by reducing investment, not by raising
savings. In order to accelerate the growth rate of its GDP, Egypt must raise
the level of productive investment. In order to make the growth rate sus-
tainable, Egypt must raise the level of domestic savings and increase the
competitiveness of its production. The fundamentals of Egypt’s economic
problem have not altered in four decades.

In order to finance investment in a sustainable manner, Egypt will have
to raise the domestic rate of savings from about 16 percent of GDP in
2000 to the neighborhood of 22-25 percent. This will still leave foreign
savings to provide around 3-4 percent of GDP.

How can Egypt attain higher rates of domestic saving? The factors
behind an enhanced savings performance are not fully understood by
economists, but the experience of fast-growing countries suggests four
avenues that Egypt could pursue.

These comprise faster growth (which would raise incomes and therefore
savings); accelerated privatization (which would utilize assets more effi-
ciently); financial sector reform (which could increase the surpluses of
the pensions funds by investing them at market rates rather than in
government projects, and mobilize more resources through an expanded
insurance industry); and the improvement of government finances, particularly
by holding down current expenditures through a reform of the civil
service.

The development strategy

In 1965-2000, Egypt’s growth was constrained principally by the balance
of payments. The constraint arose because the country could not run an
external deficit indefinitely. Lenders lost confidence and refused to
provide more funds, or only offered them at usurious rates of interest or
on other objectionable conditions. In the meantime, the country had to
transfer substantial amounts of resources abroad in the shape of interest
and amortization payments, thereby further reducing its ability to import
capital goods and intermediate products. Egypt’s balance of paym