INTRODUCTION

Although the ideological stance of Egypt
shifted toward socialism, nationalization,
and a closed economy in the 1960s, and
then back to an open-door policy in the mid
1970s, some features are common to the
entire period. Successive governments have
relied on centralized administration, public
sector dominance over economic activity-
despite privatization efforts-and a generous
contract that provides open-ended
subsidies-despite attempts at rationalization
and targeting.

social

Each decade of the second half of the twen-
tieth century has had a different focus and
different achievements. During the 1950s
the country was able to overcome social
inequality through reducing disparities in
income and wealth distribution. During the
1960s education and health services expan-
ded significantly as well as jobs in the public
sector. In addition, the government guaran-
teed jobs to university and secondary school
graduates.

During the 1970s subsidies became an
important tool in securing a social safety
net. Efforts also began to make better use of
the desert: new communities were establi-
shed to reduce urban concentration and
industrial pollution. During the 1980s the
focus was on expanding and upgrading the
country's infrastructure. A new population
policy constrained runaway population grow-
th and emphasized basic health care for
women and children.

The cost of these achievements was high
and the growth path appeared to be unsus-

tainable. Policymakers often lost sight of the
tradeoffs involved in these achievements. An
early emphasis on university education
neglected basic education, leaving nearly
half of the adult population illiterate. Too
much emphasis on subsidies left too few
resources for investment and led to growing
indebtedness. The drive toward employment
in the government and public sector lowered
If
Egypt is to achieve sustainable growth, a

real wages and reduced productivity.
better balance must be struck between equi-
ty and efficiency, the resource base must be
better utilized, and the country's most
important asset-its people-must play a lar-
ger role in the process. These objectives
require reformation of the institutional fra-
mework to allow people to participate at
every stage of development. While public
spending must be used to prioritize human
development, decentralization and democra-
tization must be accelerated and shared by
civil society.

In 1991 Egypt adopted a bold economic
reform and stabilization program to address
a problematic social and economic situation
which manifested itself in rising structural
unemployment, debt,
double-digit inflation, and increasingly nega-
tive fiscal and external deficits. Stabilization

mounting external

and liberalization have been achieved, signi-
ficantly raising the country's creditworthi-
ness. However, although macroeconomic
indicators have improved, stabilization has
had a number of negative impacts-sluggish
GDP growth, mounting unemployment and
increased poverty-which must be addressed
if to be sustained.

development is



Resumption of high levels of investment is
essential, and should be boosted by private
sector confidence and by a well-focused
public program for developing social and
physical infrastructure. Egypt needs to laun-
ch a second reform program, one that
achieves structural adjustment and institu-
tional reform, creates an equitable and self-
reliant society, promotes sustained growth,
and allows its citizens to achieve living stan-
dards commensurate with the country's
potentials.

After this introductory chapter, Egypt's Profile
contains five chapters, each concerned with
one thematic issue addressing its qualitative
and quantitative dimensions. The five chap-
ters are successively: Chapter 1, a macroe-
conomic overview followed by fiscal and
monetary issues; Chapter 2 addresses finan-
ce issues, covering financial performance
indicators, capital market, banking sector
policies, etc; Chapter 3 deals with trade
issues. It analyzes key trade policies, import
and export statistics, further examines trade
in services, FDI trends and regulations, and
highlights
Chapter 4 focuses on governance and institu-

regional trade agreements.
tional issues. It includes an analysis of poli-
cy-making process; it also examines the
range of political actors, legal structures and
institutions. Chapter 5 is devoted to labor
and human resource development issues and
an analysis of labor market performance and
labor market institutions is presented. An
examination of the legal framework for the
labor market, employment and wage trends,
education and training, women and develop-
ment, social protection and poverty is also

covered.

The main findings of the five chapter may be
successively summarized as follows:

1. Macro Economic, Fiscal, and Monetary
Policies

On the macro economic, fiscal, and monetary
policy fronts, economic growth in Egypt has
shown a declining trend since 1998-99 despi-
te a strong performance following the suc-
cessful stabilization program implemented in
1991. However, the Egyptian economy faced
three major external shocks, in 1997-98: the
emerging markets crises, the Luxor attack on
tourists, and the sharp decline in oil prices in
1998.

Egypt's GDP growth rate started to decline
largely due to a combination of the lagged
effects of these three external shocks and
the global economic fallout from the events
of September 11, 2001, aggravated by the
recent war in Iraq and the consequent uncer-
tain and unstable political conditions in the
region. The slowdown continued till 2002-03,
compounded by rising inflation, high unem-
ployment rate, widening fiscal deficit and
growing domestic debt. Moreover, economic
activity continued to be constrained by high
real interest rates, poor levels of productivity
and competitiveness, a shortage of foreign
currencies, and a depressed regional and

global environment.

It is common for a small "open" economy to
be exposed and affected by external shocks;
however, exposure does not necessarily
imply vulnerability. It is the responsibility of
the government to deal with these shocks in
order to minimize their negative conse-
quences. This requires taking the right mea-
sures at the right time. In that context, there
is an urgent need for serious fiscal reforms in
the areas of taxation, subsidization and
public debt in addition to expediting the pri-

vatization process.
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There is a need to strengthen fiscal perfor-
mance, not just through tax reforms and
expediting privatization, but also through
more radical measures at the revenues and
expenditures side of the budget. Improving
fiscal performance does not only require tax
reform and enhancing tax administration, but
it also warrants revising expenditure items in
the budget, realigning their priorities, and
securing their effectiveness. Most of these
measures, if carefully designed and targeted
should not affect the poor. To the contrary,
delays in restructuring expenditure priorities
and sources of revenue are more likely to
have a negative impact on the poor
Examples of restructuring measures include
addressing the issue of implicit subsidies-
adjusting the prices of petroleum products to
reflect changes in international prices, and
increasing electricity prices, which have been
kept constant since 1991, to reflect changes
in the cost of production. This does not requi-
re just a single shift in prices, but involves
the establishment of a mechanism based on
objective criteria through which the prices of
such products would be revised according to
market conditions without administrative
intervention. Moreover, it is essential to revi-
se tax holidays and exemptions and to put a
cap on annual increases in wages and sala-
ries not exceeding the annual change in the
consumers' price index.

Another flagrant example of not taking the
right measures at the right time is the mana-
gement of the foreign exchange policy. Since
the slowdown in GDP growth observed in
1997-98 and the accompanying deterioration
in the external position, the government has
resisted the devaluation of the Egyptian
pound by injecting sums from the internatio-
nal reserves into the foreign exchange mar-
ket. International reserves declined from 18
billion dollars in 1999 to 14 billion dollars in
the year 2000. Chronic shortages of foreign

liquidity, the absence of a market-clearing
mechanism, and inadequate institutional fra-
mework compelled the government to
announce successive devaluations of the
pound between 2000 and 2003 until it sud-
denly announced in January 2003 the free
float of the Egyptian currency. This regime
needed to be supported by an inflation-tar-
geting framework for monetary policy. This
framework, in turn, requires certain precon-
ditions to be implemented effectively. These
preconditions are strong fiscal position, a
well-developed financial system, well-
understood channels between monetary ins-
truments and inflation, a reliable methodolo-
gy for projecting and forecasting inflation,
transparent policies, and finally Central Bank
independence together with a clear mandate
to achieve price stability. Until now, and after
more than 18 months have elapsed since the
free float was announced, the only progress
achieved has been on the legal front. Law no
88/2003 has been

Central Bank its operational independence.

issued, granting the

Other preconditions, including the develop-
ment of an appropriate institutional infra-
structure and monetary policy instruments
are still under considera-tion. However, it is
mainly effective implementation, rather than
issuance of laws, that is required for an effec-
tive monetary policy to be achieved.

2. Financial Policy

As to issues of financial policy, the analysis
emphasizes progress in reforming financial
markets in Egypt over the last decade of the
twentieth century, although there is still
much to be done. While reform of the finan-
cial sector focuses on liberalizing particular
little

institutional

financial variables, it appears that
attention has been given to
reform at the micro level of financial inter-
mediaries. There is a need for a financial poli-

cy to deal with the required reforms that



should include reform of institutions, instru-
ments, market structure and conditions, as
well as the future of the financial sector at
large and its position in the region.

The profile highlights issues of financial sec-
tor reform, emphasizing financial liberaliza-
tion in the banking as well as the insurance
sectors, recent legal changes, development
of supervisory and regulatory bodies, institu-
tional reform and corporate governance,
soundness of the financial system, and finan-
cial innovations, particularly in the banking

sector and the capital market.

Micro prudential indicators give mixed signals
for the soundness of the banking system in
Egypt and reveal several areas of deficien-
cies. Despite these deficiencies, banks are
supported by a stable and strong deposit
base. Indicators reveal the better performan-
ce of private banks as opposed to public
banks. Although still retaining public confi-
dence, the portfolio conditions of the four
public banks are raising concerns, as the
public banks have been used to channel
resources to public sector companies and
preferred private sector users, some with
questionable creditworthiness. Public banks
in Egypt tend to have lower incentives to
identify problem loans, to minimize costs,
and to innovate. They are confronted with
little competition, their losses are often cove-
red by the government, and they are protec-
ted from closure. Promoting more effective
market discipline in the financial system
could be supported by privatizing the ban-
king sector, promoting a more contestable
banking system, and moving toward a com-
petitively neutral regulatory environment.
However, it is worth noting in that respect,
that privatization of public banks is not one of
the government's priorities. The focus is ins-
tead on changing the management of these

banks. Furthermore, the government has

tended to privatize public sector shares in
joint venture banks.

Capital market funding and development of
securitization is essential. An amendment to
the capital market law has been drafted,
offering an adequate legal framework for
securitization. The proposed law is generally
well conceived and integrated within a
flexible capital market law regarding bond

markets.

Although there are a number of positive fea-
tures in the Egyptian financial system, there
are still areas of deficiencies. Discussion has
been raised regarding the benefits and costs
of unifying financial regulatory bodies under
one umbrella, creating an Egyptian Financial
Services Authority. Such a "super regulator"
will solve the problem of a lack of superviso-
ry coordination in a growing market where
traditional barriers between different service
providers are being reduced. Since the aboli-
tion of the Ministry of Economy in 2001, res-
ponsibility for the financial sector has been
scattered between the prime minister, who is
politically accountable for the banking sys-
tem; the minister of planning, who is respon-
sible for insurance companies; the minister
of foreign trade, who is responsible for the
capital
which is under the minister of housing; and

market; and mortgage financing,
leasing companies under the Investment
Authority. This situation has been addressed
with recent cabinet reshuffle and restructu-
ring. A Ministry of Investment has been crea-
ted in July 2004. The newly established
ministry is responsible for desiging the finan-
cial policy and for coordinating among
various financial sub sectors. It is respon-
sable and accountable for the financial sector
the

Insurance sub sector, the capital market,

including the Investment Authority,

mortgage financing, and the public enterpri-
se sector, without any involvement in imple-
mentation and supervision, which remain the



responsibility of various regulators of finan-
cial sub sectors.

The Central Bank as a supervisory authority
over other banks has kept its independence
by reporting directly to the President.

It is however premature to assess the effi-
ciency of this move which appears to be in
the right direction

3. Foreign Trade

Regarding foreign trade issues, although
Egypt was among the first countries in the
MENA region to adhere to an open-market,
export-promoting strategy, it has neither
succeeded in achieving high export perfor-
mance and growth nor did it attract signifi-
cant levels of foreign direct investment (FDI).
Qualitative changes in exports, in terms of
increased diversification, have been achieved
but remain short of responding to world
demand and alignment with changes of
export structure in the main trading partners.
Egypt's reliance on exports of fuels, agricul-
and material-based

tural raw materials,

manufacturing (textiles, garments, leather
goods, wooden furniture, and other similar
materials) remain predominant. Knowledge-
based (high technology content) exports are
minimal, hardly reaching one percent of
manufactured exports. Main imports conti-
nue to be machinery, equipment, and means
of transport, in addition to food products.
Egypt's major trading partners are the EU
and the USA, however, the share of Arab
countries and of other countries of the world

have increased.

As a member of the WTO, Egypt is not fully
benefiting from available opportunities.
Moreover, during the 1990s, Egypt joined a
number of regional trade agreements and is
still negotiating others, yet the benefits of
entering such agreements remain modest.

The deficit in trade balance has been wide-
ning, but is attenuated, and is occasionally
more than compensated by the services
balance surplus, mainly due to tourism reve-
nues and Suez Canal proceeds, and by wor-
kers remittances. These alleviated the nega-
tive impact of merchandise trade on the cur-
rent account.

Inflows of FDI have been hovering around an
average of US $1 billion yearly, and portfolio
investments are limited and irregular.

The most binding constraints on export per-
formance are the lack of human skills and
technical capacity, as well as supply factors,
distorted incentives structures, and flawed
market signals, rather than by external
demand conditions, which affect the compe-
titive position of exports . These supply fac-
tors are either of a structural nature or rela-
te to policy barriers. Structural factors inclu-
de limited export supply capacities, high pro-
duction and transaction costs, institutional
and bureaucratic impediments, and the anti-
competitive behavior of firms, which in the
absence of a clear competition policy resulted
in highly concentrated domestic markets
structures and high domestic profit margins.
Policy barriers include relatively high and dis-
persed tariff structures unmatched by an effi-
cient rebate scheme to compensate its anti-
export bias effect, fairly high sales tax and
other financial levies and surcharges on

exports and imports, and an overvalued
exchange rate, all of which led to a distorted
incentives structure. These distortions favo-
red domestic sales at the expense of exports
and discouraged investments, both domestic
and foreign, from building up further export

capacities.

Network industry and services sectors (tele-

communications, transportation, finan-cial
services, electricity, etc.) have undergone

serious attempts at moderni-zation. Their



performance has improved and their capaci-
ty to support the participation of domestic
firms in investment and external trade has
been enhanced. However, there is still room
for improvement. To illustrate, the banking
and insurance sectors provide no special
financing and insurance schemes for exports,
unlike other developing and newly developed
countries that have succeeded in their export

promotion drives.

This analysis emphasizes factors increasing
costs of production and of exports, yet com-
petition does not only rely on low costs.
Development of reputation for quality and
reliability in export markets is also necessa-
ry. Specializing in "niche" products that can
be differentiated from those of external com-
petitors is required. Focusing on high value
added products per unit of domestic input
and emphasizing quality are warranted.
Building effective marketing channels, ensu-
ring that production meets foreign market
requirements and responds to quality stan-
dards, and creating an export "culture" are
also required.

Membership in the WTO and participation in
several regional trade agreements with the
EU, and with Arab and African countries may
offer wider market access to Egypt's exports,
improve the credibility of Egypt's policies,
and present better investment potentials.
However, marked efforts have to be exerted
at the macro-economic level, such as raising
the domestic savings rate and directing addi-
tional investments to build supply capacity in
exportables. This further requires improving
the investment climate through addressing
structural constraints by reducing high pro-
duction and transaction costs, alleviating ins-
titutional impediments and bureaucratic intri-
cacies, enhancing domestic competition, and
addressing the anti-competitive behavior of
firms.

Redressing the domestic incentive structure
resulting from policy barriers is also required.
This entails further reduction of the tariff
levels and dispersion of the tariff structure,
alleviation of the burden of the general sales
tax on inputs to exportable and pervasive
financial levies and administrative measures
associated with trade and investment activi-
ties. Avoiding overvaluation of the exchange
rate compared with other competing coun-
tries and ensuring its flexibility and stability
are also compelling necessities.

These macro-economic requirements have to
be supplemented with identification and alle-
viation of export constraints at the sector or
activity level and further, at the firm level.

4. Governance and Institutional Issues

As to governance and institutional issues, the
focus will be restricted here to issues related
to the investment and business climate. The
expression "investment and business clima-
te" refers to the wide range of laws, regula-
tions, policies, and customs which collective-
ly form the environment in which business is
conducted.

There is no doubt that the investment regime
has been successful in attracting local and
foreign investments, although with varying
degrees of success throughout the period
considered. However, two shortcomings have
persistently plagued this regime. The first is
the unclear rationale for the inclusion of cer-
tain industries and activities in a manner that
reflects particular interests, and the second
is the excessive reliance on offering tax relief
and other exemptions as a means of attrac-
ting investors.

An overall investment climate that includes
macroeconomic stability, sound monetary

policy, an effective payments system, a pre-
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dictable and efficient judicial system, sound
corporate governance practices, fair and pre-
flexible

dictable taxes, labor regulations,

adequate communications infrastructure,
and generally comfortable living conditions
are what constitute an attractive investment

climate.

It has been shown that the process of refor-
ming Egypt's governance structure is dyna-
mic but too slow. The constitutional frame-
work contains some positive elements and
others that must be revised. The regulatory
environment of laws of investment, capital
market, and property rights has manifested
an ability to correct itself and to respond to
market needs. Nevertheless, after more than
three decades of pursuing a policy aimed at
encouraging investment and promoting free-
dom of economic behavior, the regulatory
and institutional framework for promoting
private business, whether local or foreign, is
still lagging. Three overall issues have not yet
been properly addressed. The first is the
emphasis on piecemeal and exceptional law
making intended to resolve one or more pro-
blem for investors in the absence of an ove-
rall framework for the required comprehensi-
ve regulatory framework. Thus partial
reforms have tended to lose their effective-
ness by the counter effect of persisting rules.
The second issue is the failure-despite great
efforts and investment of resources-to signi-
ficantly reform the bureaucracy in a way that
achieves a noted impact, thus leaving the
investors facing problems of incompetence,
delay, and sometimes corruption. The third
issue is the inability to achieve a break-
through in reducing the time spent and in
enhancing the certainty of outcome of court
litigation, which severely constrain the judi-
cial recourse available to investors and entre-
preneurs.

Finally, the political context of accountability
and contestability exhibits vibrance and self-

corrective power, although less here than in
other areas. Further opening of political posi-
tions to competition and a more enabling,
liberal environment to support NGOs are still
required to improve the environment of
accountability of the government, the

bureaucracy, and the private sector alike.

5. Labor and Human Development

In terms of labor and human development
the
employment situation rose to the top of

issues, over the past twenty vyears,
public policy concerns, as economic restruc-
turing and reform failed to redress the high
youth unemployment rate and stagnating
real wages. Developments in the labor mar-
ket have been shaped by the interaction of
two sets of forces.

(i) Labor supply pressures driven by the
growth of the working age population
and the rise in its educational attain-
ment, leading to the largest ever cohort
of new entrants to the labor market.
(ii) On the demand side, the slowdown of
hiring by the government combined
with the decline in size of the state-
owned enterprise sector has curtailed
the major labor absorption mechanisms
in the Egyptian economy.

These declining labor demand trends were
further compounded by the continuing loss of
employment in agriculture and the slowdown
in international labor migration.

Although discussions and attempts at refor-
ming the labor market regulations instituted
in the 1950s have been underway since
1994, a new labor law allowing employers
some flexibility in hiring and firing was only
enacted in April 2003. The delay in adopting
more flexible rules at a time of greater
reliance on the private sector for labor
absorption resulted in a sweeping informali-



zation of the labor market. The growth of
informal employment in Egypt is reflected in
the growing importance of small and micro
enterprises in the Egyptian private sector and
to the spread of informal hiring practices in
the large private enterprise in their attempt
to evade restrictive labor regulations.
Despite attempts to constrain hiring in the
government and in the state-owned enterpri-
se sectors, the public sector continues to be

the dominant employer of educated workers
in Egypt.

The combination of increasing labor supply
and incomplete structural change on the
demand side has produced poor labor market
outcomes over the past decade. Based on
official statistics, the unemployment rate
increased from 8% in 1990 to 11% in 1995
and settled around 9% in 2001. This is wide-
ly agreed to be an understatement of the
unemployment rate. Open unemployment is
heavily concentrated among educated wor-
kers, especially those with secondary school
certificates. Of 1.8 million unemployed in
2001, 97% had a secondary education or
above, of which 69% were secondary school
graduates. Real wages fell significantly bet-
ween 1985 and 1995, a period of slow grow-
th and painful macroeconomic reforms. Real
wages appeared to have recovered somew-
hat since then, but most of the improvement
was for workers in state-owned enterprises
rather than in the private sector.

Gender continues to be a major line of seg-

mentation in the Egyptian labor market.
Women are more than four times as likely to
be unemployed as men, according to official
statistics. Those who work earn significantly
less than men in the private sector, even
after taking into consideration education and
experience. These gender gaps are not only
large, but they are also increasing over time.

These growing gender gaps appear to be
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attributable to the slowdown of hiring in the
government, where women are treated as
relatively equal to men, and to significant
barriers to entry into the labor market that
women are facing in many parts of the
Egyptian private sector.

Besides being significantly higher among
females than among males, open unemploy-
ment in Egypt is increasingly concentrated
among young, educated new entrants to the
labor market who would have, in the past,
been eligible for public employment guaran-
tee. In contrast to open unemployment,
visible underemployment, defined as invo-
luntary part-time work, primarily affects les-
ser-educated males in casual wage employ-
ment. This is undoubtedly the form of unde-
remployment that is most closely related to

poverty in Egypt.

Turning to the performance of real wages in
the 1990s, official wage data are only avai-
lable for state-owned enterprises and formal
private sector enterprises with ten or more
employees and hence the picture regarding
wages is only partially complete. Real wages
eroded throughout the 1980s. They fell at an
average annual rate of 5.4% from 1982 to
1991 in state-owned enterprises and at a
rate of 4.5% in the formal private sector. The
decline was felt across all industries. Real
wages recovered slightly in the 1990s, espe-
cially from 1995 to 2001. In state-owned
enterprises, wages increased at an average
annual rate of 3.9%, returning to their 1978
level. In the formal private sector they only
recovered at a rate of 0.8% annually, barely
approaching their 1976 level. These results,
although not reflecting a complete picture of
what happened in the overall private sector,
which is largely informal, are sufficient to
conclude that real wages in the private sec-
tor have been essentially stagnant after a
decade of real wage erosion in the 1980s.



Furthermore, it may be concluded that wages
in Egypt have been sufficiently flexible and
that the modest performance of the private
sector in employment creation cannot be
attributed to wage inflexibility.

Finally, a major change in the rules governing
labor markets was instituted in April 2003
with the adoption of the new labor law no
12/2003. The new law increases the flexibili-
ty of employers to terminate the employment
relationship due to economic necessity. It
also stipulates that definite duration employ-
ment contracts can be renewed an indefinite
number of times rather than immediately
turning into indefinite duration contracts
upon renewal. It specifies the terms of com-
pensation or severance pay that workers
would receive if laid off. On the collective
labor-relations side, the major novelty in the
law is that it grants workers a limited right to

strike.

It is too early to determine the effect of these
institutional changes on the Egyptian labor
market. However, the effect in the immediate
future is likely to be small. The job security
rules of the old labor regime were so strict
that private employers routinely hired wor-
kers without the benefit of legal employment
contracts or forced new recruits to sign unda-
ted letters of resignation before starting their
jobs. Moreover, the new law only applies to
new employment contracts rather than exis-
ting ones, so existing job protection remains
in force. These legal reforms will be most
significant for state-owned enterprises and
privatized firms that have a major portion of
their workforce under the protection of legal
contracts. They will also be relevant to forei-
gn investors who might have been scared
away by the strict job security rules that were
previously applied. Together with expected
reforms in tax and corporate regulations, the
new labor law is a sign of increased market
liberalization in the Egyptian economy.

In summary, monetary, fiscal, and financial
reforms, which were successfully applied
starting 1991, enhanced macroeconomic
performance in Egypt. The inflation rate
declined, the exchange rate stabilized, forei-
gn reserves accumulated, and the fiscal defi-
cit as a proportion of GDP reached a one-digit
figure. However, delays in implementing
structural and institutional reforms constrai-
ned the economy and limited its capacity to
react to external shocks and to adapt to exo-
genous developments. Unemployment rates
increased, investment rates slowed down,
unused productive capacities rose, growth of
manufactured exports lagged, and recessio-
nary tendencies shifted to stagnation. These
developments made structural and institutio-
nal reform more difficult but at the same
time more compelling. A clear plan of action
coupled with time-determined programs for
implementing comprehensive structural and
institutional changes have to be prepared,
with a particular focus on:

(i) Removing barriers to domestic and forei-
gn investment and supporting small as
well as medium and large enterprises.
Giving priority to social spending in edu-
cation and health services, emphasizing
quality and labor market requirements.
Speeding up the pace of reforms
without exaggerating their social impli-
cations and their expected outcomes on
the poor.

(i)

(iii)

Most of these measures, if carefully designed
and targeted may have a limited social
impact. Furthermore, delays in implementing
the required reforms are likely to have a dee-
per long-run negative impact on the poor.
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