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The Egyptian Economy in Retrospect and Future Prospects

Egypt is at a crossroads. A new government has been formed following the first presidential
election post the January 25 revolution. The government’s priority has been focused on positioning
Egypt back on the road to recovery following significant losses the economy has suffered during
the transition period. To that end, it has become necessary to articulate an economic vision to
help fulfill the growing expectations for a better future post political transformation.

Looking back, it is clear that many years of flawed economic policies helped catalyze the
January 25 Revolution. This edition of the policy viewpoint takes stock of opportunities as well
as the challenges facing an economy that has grown substantially in the last two decades, but
at a high price in terms of perceived inequality and injustice. It concludes by laying out the
main pillars of sustaining inclusive growth going forward. These pillars build on previous ECES
research to address distortions that have built over the past six decades, adversely impacting
economic management and performance. More specifically, it aims to articulate
priorities for the economic reform agenda and help guide policies in the future.

BACKGROUND

To lay the foundations for the economic agenda at this critical juncture of the country’s history,
it is important to flash back on the composite policies that existed over the past several decades
to take stock of the ideology and accompanying policies. The extent to which these policies
have helped or hindered economic progress will inform the vision of the reform agenda.

Egypt’s economic course since the 1952 Revolution has been problematic, to say the least.
The period 1956-1970 was a mixed bag in economic terms. Egypt’s experiment with nationalization
of industry, central planning and the mobilization of foreign assistance did produce some growth,
but left the economy hobbled by regulation and inefficiency, ill-prepared to attract investment
or to grow on its own resources. The open-door policy thereafter relaxed the government’s grip
on productive capacity, and like many other developing countries in this era, Egypt was able
to borrow abroad heavily to support both investment and consumption. But the mountain of
foreign debt that accumulated in the boom proved unmanageable, and the hangover yielded
stagnation throughout much of the 1980s.

Fortune favored the economy thereafter. Much of Egypt’s external debt to governments was
forgiven in the wake of the Gulf War. And much of the rest was restructured through the
International Monetary Fund (IMF) as part of an agreement to contain budget deficits and to
use monetary policy to restrain inflation. During what might be called the stabilization period
(1991-2001), per capita GDP calculated in terms of purchasing power rose from $3,200 to
$4,200 (in 2005 prices). That latter figure is not very high compared to some non-oil producing
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states in the region: real per capita income in Turkey and Tunisia
were $9,100 and $6,300, respectively. But it does suggest how
much the Egyptian economy could improve simply on the
strength of macroeconomic stability.

In the following decade, serious market-based reforms were
introduced, mainly steps toward privatization and deregulation
that permitted growth to accelerate to the seven percent range.
This may seem modest compared to the double-digit
performances of China in most years, but bear in mind that
Egyptians save and, therefore, invest a far smaller proportion
of their income compared to Asians,' and thus Egypt depends
more on foreign investors to meet the demand for capital.

The policies followed during the global financial crisis
also deserve some credit for steering the economy relatively
smoothly through the risks of slowdown in the world economy
and lingering recession at home. Policy priorities were
established to respond in timely fashion with domestic stimulus
packages (mostly in the form of accelerated public
infrastructure investment) that largely offset declines in private
investment and exports. Indeed, in the two years before the
Arab Spring, the economy seemed to be back on the rapid
growth track of the previous decade. In the second half of
2010, it grew at an annualized rate of 5.6 percent, led by
strong performances in tourism (15 percent growth),
construction (13 percent) and information/communications
technology (up to 10 percent).

However, the gains did not trickle down to all. The stimulus
packages, in the form of higher public investment, created
relatively few jobs despite high youth unemployment hovering
around 25 percent, and increasing numbers of new entrants to
the labor market (Figure 1). Moreover, the stimulus investment
barely touched smaller enterprises, which continued to struggle
to access credit and grow in the context of a growing economy.
Indeed, living standards deteriorated for many Egyptians during
the global financial crisis.
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Figure 1. Labor Force and Unemployment
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As the economy started to regain some momentum on the
road to recovery, the January 25 Revolution broke out. The
revolution and lingering uncertainty during the following
transition period have exacted a huge toll on economic
performance. In the first quarter of 2011, GDP was 4.2 percent
lower than the corresponding quarter in 2010.% Tourism, a
particularly important sector to the Egyptian economy both
because it is a key source of foreign exchange earnings and an
employer of countless unskilled and semi-skilled workers, was
hit hard. It had managed to hold its own through the global
recession. But revolutions and tourism don’t mix well: the
sector income fell by 16 percent in 2011 with no signs of full
recovery thus far.

The economy has since been creeping back, but at a pace
far below the average of the past decade and far below the
seven percent pace needed to absorb new entrants to the labor
force or, for that matter, the even more rapid growth that would
be needed to remove the overhang of existing unemployment
that continues to exacerbate post the Revolution.

The Central Bank of Egypt has been at least nominally
independent of the government for a decade. Not surprisingly,
however, it followed a parallel course of stimulus during the
global financial crisis, reducing interest rates to increase private
investment to complement public spending on infrastructure.

World Development Indicators, World Bank. In 2010, gross savings as a share of GDP is 17.8 percent for Egypt, compared to 29.1 percent for East Asia and Pacific. In 2011, owing

to continued deterioration of public savings on account of less fiscal revenues and higher current spending by the government, gross savings as a share of GDP is only 16.9 percent

in Egypt, compared to 28.1 percent for East Asia and Pacific.

For more details, see ECES Policy Viewpoint Series, no. 27 entitled: “The Egyptian Economy Post January 25th; Implications and Looking Forward.”
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However, independence of monetary policy has been undermined
by excessive accommodation of increasing domestic borrowing
by the government post the revolution.

Since the revolution, Egypt’s balance of international
payments has dramatically worsened owing to the sharp decline
in foreign direct investment and tourism receipts, along with
flight of capital. By no coincidence, the EGX30, a price index
of 30 of Egypt’s largest and most liquid companies fell almost
by halfin 2011 before staging a partial recovery. Among major
sources of foreign exchange, only remittances from Egyptians
working abroad have held strong. Continued depletion of
international reserves have forced excessive intervention by
the central bank to stem the risk of depreciation of the Egyptian
pound that could have been significantly larger, although at a
very high cost amounting to a loss of nearly $20 billion of
international reserves.

WHERE DID THE DEVELOPMENT STRATEGY GO
WRONG?

To better formulate the reform agenda post the revolution, it
is important to reflect back on the years leading to the revolution
and answer relevant questions such as why many Egyptians
did not share the fruits of growth. Probably the question is what
never got better to make high growth more inclusive and who
was left behind in the two decades of growth and reform that
preceded the revolution.

Start with the business climate. While Egypt’s private sector
enjoyed greater prosperity in 2010 as the global economy
recovered, it was still left to deal with a legacy of institutional
burdens that distorted its markets. The list of impediments to
free enterprise is long: cumbersome government bureaucracy,
scarcity of skilled labor, pervasive corruption (public and private),
rigidity in the labor market, considerable uncertainty and cost
in enforcing contracts. Accordingly, Egypt ranks 110" on the
World Bank’s Ease of Doing Business index—just ahead of
Ethiopia, El Salvador, Kenya and the Dominican Republic.

On average, it takes 218 days to obtain a construction permit
(compared to 46 days in the United Arab Emirates (UAE), the
regional leader). It takes seven procedures and 72 days to register

property (compared to one procedure and two days in the UAE).
Getting an electricity hookup averages 7 procedures and 54 days,
and costs four-and-a-half times the annual income of an average
Egyptian. The economic reform agenda should establish priorities
to address these structural impediments and swiftly in order to
revive private activity and attract foreign investment.

Rather than focusing on structural reforms and necessary
policies to support private activity, fiscal priorities have made
it more challenging for the private sector to grow, or even
survive, amidst a complex environment in which problems have
grown post the revolution. Moreover, as will be discussed below,
the government’s increased reliance on domestic borrowing to
finance the widening fiscal deficit threatens to crowd out private
borrowers—specially those lacking connections and a blue-
ribbon credit history.

In the absence of a vibrant private sector that creates jobs
and opportunities to increase income, it is difficult for growth
to prove inclusive. Despite substantial growth over the past two
decades, which has made Egypt’s industrial base globally
competitive in key areas and raised average incomes to what
the World Bank calls “lower-middle-income” levels, a
widespread sense of economic injustice helped to fuel the
revolution. The source of this growing discontent is not easy
to identify from summary statistics. Most indirect measures of
the living standards of the low end of the income
spectrum—infant mortality, life expectancy, the percentage of
the population with access to clean water and improved
sanitation—show dramatic improvement since the early 1990s.
And while the percentage of income going to the bottom 10
percent of Egyptians is down slightly from that earlier period,
the economist’s favorite aggregate measure of income
inequality—the Gini index—actually suggests a slight narrowing
of inequality.

But the perception of inequity is another matter. In part,
discontent is probably related to the sometimes stark divide
between urban and rural households. The government’s failure
to invest in agriculture or in rural infrastructure accelerated
migration to already crowded slums, where the culturally
dislocated new residents are last in line for scarce jobs in the
formal economy.






