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Cash transfer assistance is provided in recognition and support cof
Government of Egypt progress in implementing comprehensive economic

reform.

The Government's reform program is intended to transform

n economy based

Bgypt from a centrally planned command economy to a
The reforms

on free enterprise and reliance on market forces.
fer evidence progress
{as a Cash Transfer) i
urgent foreign exchange obligations of the

supported by this Cash Trans
The form of this assistance
immediate relief on
government.

towards this gcal.
is intended to provide
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I. The Setting For U.S5. Bconamic Assistance

The overall objective of U.S. economic assistance to Bgypt is to foster
economic and social development. Eoconomic assgistance is one of the key
elements of broader U.S. support to facilitate and encourage the establishment

of a permanent, comprehensive regional peace.

Egypt is a leader in the region and a strong advocate of regional peace.
However, her ability to continue this role is influenced by domestic economic
conditions. For the past few years, the economy has been very fragile as a
result of a long period of subesidies, price distortions and govermment
controls. The balance of payments and the govermment’s budget are in
substantial deficit. There is a very large external debt and related annual
debt service payment. Real economic growth has essentially stopped. In
addition, inflation and unemployment have erocded real incomes and introduced a
source of potential social instability and discontent.

The highest priority of econaomic policy is to charnge the system from central
management and control to a greater reliance on markets in order to achieve
sustainable growth in real income and employment, To accomplish this economic
transformation without a serious disruption in the social order, Egypt needs
temporary relief from external debt service payments and a substantial
infusion of external resources during the period of policy reform.

The Goverrnment of BEyypt is now engaged in negotiations with the IMF for a
second Standby arrangement. When the Standby is in place, Egypt will seek a
Paris Club rescheduling of current debt service payments and arrearages. The
Standby arrangement and Paris Club rescheduling are also expected to result in
the recpening of some lines of intermational credit. 1In addition, the
goverrment. is negotiating a Structural Adjustment Ioan with the IBRD and hopes
to camplete the agreement as soon ag the Standby arrangement is in place. The
agreements with the IMF, Paris Club and IBRD will partly ease the goverrment’s
resowrce problem. However, additional resources in the form of continued high
levels of U.S. grant assistance are required during the pericd of economic
adjustment.

U.S. econanic assistance is provided to Bgypt in the forms of project
assistance, commodity import programs and as cash transfers. The provision of
cash transfers has been agreed to by Congress in order to support significant
economic reforms taken by the goverrment. In May, 1990, the Govermment of
Egypt made substantial progress in implementing reform measures, primarily to
correct energy prices and reduce subsidies. The govermment also, since the
last cash transfer in August 1983, made a nmumber of other changes in policies
related to exchange rate unification and liberalizing the operation of public
sector industries. The release of this cash transfer is in recognition and
support of these policy reform measures.
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II. Backgroamd and Recent Boondmic Developments

Bgypt has had a centrally planned economy since the revolution in 1952. State
control has been exercised through a large govermment bureaucracy and through
state ownership or control of a majority of the productive assets. Prior to
1973, goverrment policy pramoted rapid industrialization and a strengthening
of the military. Since 1973, the goverrment has expended substantial
resources to pramote popular consuption and soclal welfare.

Between 1975 and 1980, Bgypt‘s real econamic growth socared to some 8% annually
based on a surge in foreign exchange receipts. The principal sources of
foreign exchange were petroleum exports, Suez Canal and tourism receipts,
supplier credits, worker’s remittances and foreign borrowing (See Table 1).

Table X
FRINCTPAL: FOREIGN EXCHANGE RECEIPTS AND GOVERNMENT DERT
(In $ billions)

1975 1980 1984/85 1987/88 1988/89
Petroleun 0.4 2.9 2.9 1.7 1.1
Suez Canal 0.1 0.7 0.8 1.3 1.3
Tourism | 0.4 0.8 0.8 1.6 2.0
Supplier Credits 0.4 0.8 0.9 1.2 0.8
Worker Remittances 0.4 4.0 3.5 3.4 3.5
Govearnment Debt - 20.0 36.4 43.1 45.8

Egypt’s economic growth did not result from improvements in the economy’s
productivity or industrial comparative advantage. Between 1980 and 1984/85,
when several important sources of external earnings stagnated or declined,
real econamic growth tapered off to an anmual average of about 3%. In 1985/86
the econony experienced a more precipitous decline in petroleum earnings. The
collapse of the world price of oil also restricted the demand for BEgyptian
labor in the oll producing states. Consequently, worker remittances also
declined after 1984/85.

The large decline in earnings from petroleum and worker remittances occurred
at a time when debt service payments were becaming an important outlay in the
Balance of Payments (See Table II). The growth in the remaining traditional
sources of foreign exchange earmings and non~traditional exports was not
sufficient to compensate for the decline in petrovleum related earnings and
meet rising debt service payments. Also, no new sources of foreign exchange
earnings emerged. Conseguently, with imports continuing to rise at 20% per
year fram 1881/82 through 1984/85, the current account deficit remained high
during this period at about $2.5 billion anmually.

The deficit in the Balance of Payments Current Account was largely financed by
government borrowing, which pushed Egypt’s official external debt to $40
biilion in 1986/87. By 1986, credit sources and donor flows could no longer
finance the balance of payments deficit and the goverrment began incurring
arrearages in its debt service payments. With a bleak forecast for the
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balance of payments, slow growth in the econawy, and creditor pressure for
payments, the government, in 1986, began negotiations with the TMF on an
econcmic structural adjustment program to be supported by a Standby
arrangement and Paris Club debt rescheduling. At the same time, the
govermment introduced a series of measures including txade restrictions to
control demand for foreign exchange.

The scarcity of foreign exchange led the govermment to introduce severe
restrictions on imports, resulting in a 20 percent decline in imports and a 50
percent decline in the current account deficit in 1986/87. In addition, after
lengthy negotiations, the GOE reached an agreement. with the IMF in April

1987. 1In May, several major economic reforms were introduced and a Paris Club
rescheduling was expeditiously concluded.

While the first Standby and Paris Club rescheduling provided significant
relief to the immediate balance of payments problems, the goverrment’s reform
program was hot adequate to reverse the deterioration in key economic
indicators. After the initial improvement in the balance of payments because
of the rescheduling, a rise in imports wmatched by new revenues brought on
additional deficits in the current account and new arrearages on debts.
Domestic reverme measures were also inadeguate to bring the budget under
control and the reliance on money creation to help finance the deficit
sustained inflation. Real interest rates remained negative. Nominal energy
prices averaged only 20 percent of the economic price. The foreign excharge
regime remained restricted and contained multiple, overvalued rates., Severe
controls remained on the private sector and significant inefficiencies
remained in the public sector. Finally, implicit and explicit subsidies
continued to fuel consuption and distort investment choices.

By the Spring of 1988, the econcmy’s performance in meeting Standby targets
was recognized as unsatisfactory. Moreover, without further adjustment
nmeasures ard debt reschedulirng, the goverrment believed it would eventually be
unable to provide a mumber of subsidies which have long been considered
essential for social stability. Conseguently, discussion of a stronger refomm
program to support a second Standby and debt rescheduling commenced with the
MF.

Unfortunately, after two years of intense discussions, the goverrment ard the
IMF have not as yet reached agresment on the economic reform program neaded to
correct Egypt’s economic problems. The furndamental issues preventing
agreement are the size of the foreign exchange and Interest rate corrections
ard the schedule for eliminating key price distortions and reducing the budget
deficit to a manageable level. The goverment has consistently argued against
the IMF’s assessment of the size of the foreign exchange and interest rate
corrections needed, and has pressed for a gradual approach for reducing
subsidies. The IMF has held that a more rapid implementation is essential to
correct the balance of payments and budget problems in the medium term. While
the govermment has implemented a number of significant reforms during the
summer of 1989 and in the Spring of 1990, these reforms ware irsufficient as
the basis for the second Standby. However, recent discussions of the
remaining policy issues suggest that the govermment is considering refolms
which could lead to the conclusion of the second Standby ard Paris Clup
reschedul ing.
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In mid-1989, the government began discussions with the World Bank for a
Structural Adjustment Ioan (SAL). fThe policy agenda for the SAL focuses on
reforms in industrial policy, pricing amd the trade regime and is
camplementary to the macroeconcmic reform program under discussion with the
IMF, In November 1989 and February 1990, significant progress was made in
designing the reform program and setting its implementation echedule. The
important elements of this agenda include; 1) the sale of non-strategic
companies and assets owned by the public sector: 2) the transformation of the
remaining public sector companies to a commercial basis of operation; 3)
liberalizing investment laws to remove barriers to private sector investment;
4) significant reductions in subsidies in energy, transportatien,
pharmaceuticals, consumer goods and agricultural imputs; 5) significant
improvement in the pricing of cotton amd rice; 6) a reduced and tightly
controlled govermment investment budget; 7) removal of trade restrictions; and
8) reform of the tariff structure.

IIX. U.8. Policy Dialogue

USAID has been conducting a camprehensive policy dialogue with the goverrment
since 1984, Our initial objective was to help the government obtain a clearer
understanding of the extent of the distortions in the econanwy, particularly in
the exchange rate, the budget, interest rates, energy prices and in the
agricultural sector. To this end, USAID provided the government with policy
analyses in each of these areas. A further objective was to persuade the
goverrment that it should seek the support amd resources of the larger
international donor cammunity by developing its reform program with the help
and support of the IMF and the World Bark.

With the signing of the first Standby, USAID moved the emphasis of its policy
dialogue towards supply side measures. USAID’s analysis had shown that the
centralized and controlled nature of the Bgyptian economy had confined the
effects of the Standby reforms to a contraction in demand. Controls on
business and investment prevented an adequate supply response to the new price
gignals which had been introduced. Without a growth in production,
productivity and employment, further price reform and subsidy reduction would
likely be increasingly more difficult to implement because of popular
discontent over the reduction in real wages. Thus, in USAID’s view,
liberalizing the economy to encourage investment and growth was critically
needed in order to conpensate for the inevitable rise in prices as subsidies
were removed.

Since 1984, $1,042 million have been pruvided to the goverrnment of Egypt as
Cash Transfers. The provision of Cash Transfers has been closely associated
with USAID’s policy dialogue effort. Since 1986, Cash Transfers have been
conditioned on the implementation of economic reforms. The FY 1986 Cash
Transfer recognized a significant reform in the trade regyine and customs
tariffs. The ¥Y 1987 Cash Transfer was supported by a wide range of reforms
which led to the first Standby arrangement with the IMF and Paris Club '
rescheduling. The FY 1983 Cash Transfer was also supported by a wilde rzuwge of
reforns including improvements in the exchange rate, improved energy pricing
and the opening of the tourist sector to significant private sector

irvolvement.
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Justification for the Cash Transfer

This section catalogues and assesses the main economic reforms undertaken in
FY 90 which are additional to those taken prior to FY 90. The implementation
of these measures provides the basis for the FY 89 appropriated Cash

Transfer. The primary justification for the release of the FY 89 appropriated
Cash Transfer is that these actions evidence continuing GOE resolve to shift
the economy from central control to a market basie.

A.

1.

3.

The reforms which support this Cash Transfer are as follows:

Reduction of aihgidies. The prices of flowr, rice, macarcni, sugar,
cigarettes, petroleum products, electricity and fertilizer were increased
in a major package of subsidy reduction measures. (May 1990).

Movement toward exchange rate unification. In August 1989, the Central
Bank excharxje rate was devalued from $1 = IE 0.70 to §1 = LE 1.10.
Purthermore, the recently approved GOE FY 91 budget incorporates a
further devaluation of this rate to §1 = IE 2,00, The GOE FY 91 budget
becomes effective July 1, 1990. .

Increased producer incentives. Producer price for cotton has been
increased by about 30 percvent and the import market for wheat has been
opened up to the private sector.

Industrial liberalization. Price controls have been lifted on f£ifty six
public sector produced products. (May 1990).

Trade liberalization. The list of bamned imports was reduced by 60
customs categories (ocut of 270 categories).

TImpact of tho reforms.

The reduction of subsidies is clearly the boldest measure taken by the
goverrment this year. The subsidy reductions were primarily in widely
consumed comodities which have been traditionally heavily subsidized.
Also, the price changes were introduced essentially at the same tine.

The size of the price increases as well as the public nature of their
change was an important departure from the goverrment’s previous approach
to reducing subsidies. In the past, prices were raised with little
publicity and often by altering the quality or size of the product.

The revenue effect of the price changes is projected to be IE 2.5 billion
(see Table III for detail). These measures, in the context of the
recently approved FY 91/92 GOE budget, are expected to contribute to a
reduction of the budget deficit equal to 2.5 percent of Gross Domestic
Product (GDP). The total budget deficit is projected to be less than 10
percent of GDP.
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The movement of the Central Bank exchange rate in August 1989 was not a
significant economic reform measure. The devaluation was small and there
was no adjustment of prices or the visibility of the subsidy on the
budget. However, the movement of this rate did reflect the goverrment’s
willingness to change a long held symbol of finmancial policy. Of more
significance is the planned further devaluation of this rate which is
reflected in the FY 91/92 budget which became effective on July 1, 1990.
Consequently, the recently approved FY 91/92 budget which accommodates
the further devaluation, makes the real subsidy to a muber of strategic
imports (e.g. wheat) more visible.

The goverrment has argued that the rise in the price paid to cotton
farmers improves the incentive for producing this crop. 'The 30 perocent
price increase will mwore than compensate for inflation. However, farmers
continue to have a strong financial incentive to grow other major field
crops — wheat, clover, com, rice — instead of cotton. Cotton is still
a heavily controlled and taxed crop in order to keep prices on inputs for
inefficient state-controlled spinning mills low and to capture producer
surpluses for the goverrment. Furthermore, policy distortions in other
areas of agriculture, particularly the continued favorable treatment of
the livestock industry, have resulted in unusually high incentives to
groew crops which campete with cotton.

Permitting private sector wheat imports is a necessary prevequisite
reform to the termination of the government’s wheat import moncpoly.
Hewever, the private sector has not, as yet, used its new ability to
obtain import permits in a significant way. For this to happen, the
private sector needs greater access to foreign exchange which would
follow from expected reform of the foreign exchange system. Also, the
private sector needs more time to assess the actual market for
unsubsidized wheat before it commits substantial rescurces to import this
cammodity.

The decontrol of prices of a fifty six industrial products is the first
stage in a process hegotlated with the world Bank for the proposed
Structural Adjustment Ioan. The comodities vhose prices were
decontrolled congist of goods which are produced in a conpetitive
ervirorment and have low import protection. The World Bank estimates
that the decontrolled commodities represent approximately 8 percent by
value of industrial production. The importance of the price decontrol is
that it removes one of the important bureaucratic constraints on the
efficient operation of public sector industries. Also, when expected
{mprovements in investment licensing are implemented, the private sector
will have greater freedom to conpete in the production of these goods
since the freedam to set prices permits the private sector to correctly
price quality differences vis-a-vis public industrial competitors. The
inplementation of this measure verifies that the goverrment ls
implementing its program to shift the public sector to a market baslis.
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5. The items eliminated from the import bamned list represent a small
percent of imports., While not gignificant financially, the measure is
further evidence of the govermment’s willingness to reduce direct
administrative controls on trade. In the past, the goverrment has
strongly held that techniques such as banning imports were a more
efficient method of managing the allocation of scarce foreign exchange
than reliance on market forces. fThe implementation of this measure
reflects a change in govermment policy towards the market.

V. Other U.S. Non-project Assistance

A. Oommodity Import Program

Since the resumption of economic assistance to Bgypt in 1975, $4.378 billion
have been provided under the Commodity Import Programs. Currently, $200
million are provided annually to Egypt by legislative earmark for public
sector and private sector CIPs. These CIPs help finance imports of needed raw
materials and other commodities. Imports’ finance is provided because the
correction in the balance of payments cannct, in the long run, be absorbed
solely by a contraction of imports. Such an event would result in a sericus
economic recession within Egypt, adversely effecting the consumption and
exployment of the lower income groups.

This year, the amount of rescurces Congressionally earmarked for CIP has been
divided to provide $50 million to the public sector and $150 million to the
private sector. This split follows from the government’s increased emphasis
on greater private sector involvement in the economy. During the past few
years, and particularly last year, the goverrment has eliminated its import
monopoly on a number of important conmodities including wheat and corm. In
addition, the govermment has been attenpting to change the policy envirerment
to encourage greater private sector exports, The private sector has shown an
interest in assuming the responsibility to import bulk agricultural
comodities. However, in the tightly controlled foreign exchange market, the
private sector has had difficulty in gaining access to hard currency. This
year’s allocation of CIP retains rescurces for high priority public sector
inports and helps to relieve the private sector’s foreign currency problems
associated with their greater responsibility to import commodities which had
been exclusively inported by the public sector.

B. PI—480 Title I, IT and IIT

From FY 1975 through 1990, the U.S. financed $3.2 billion in PL480 Title I and
IIT commodities. ‘The FY90 program level is $153 million. The major portion
of this assistance has been for wheat grain and flour. The U.S.-supplied
wheat has been a critical element in meeting the demand for this basic

foodstuff by the growing Egyptian population.

Title II grant obligations from FY 1975 through FY 1989 totaled $179 million
and have been used to support feeding (including MCH) programs 1n Byypt.

These PLA80 shipments conplement CIP-financed shipments of corn, vegetable
0il, tallow and of other consumer goods in helping provide a higher level of
domestic consurption than Bgypts stringent balance of payments situation



13 0d—do—cid io: 1 USRI D UH I RUZTER £ WL SbbLEoL ol

-8 -

would otherwise permit. In addition, PI480 cammodities directly support the
consumption of low incame BEgyptians and, therefore, directly support the goal
of stabhility.

VI. Impact on U.S. Balance of Payments

The imvediate impact of the Cash Transfer on the U.8. balance of payments will
be neutral. The grant will be spent entirely on debt service payments owed to
or guaranteed by the U.S. Govermment and the purchase of U.S. goods
(specifically wheat). It is unlikely that the Cash Transfer will result in
any long term positive or negative effects on the U.8. balance of payments.

VII. Cash Transfer Implementation
A. Uses of Cash Tramafer Proceeds

Grant proceeds may be used by the Govermment of Egypt (GOE) for any or all of
the following purposes determined by the GOE to be necessary for balance of

payments purposes:

(1) Financing the import of capital gouds, raw materials and other goods
and related services deemed essential by the GOE. The source and crigin
will be AID Geographic Code 000 unless otherwise requested by the
Goverrmment and agreed to by AID.

(2) Servicing of U.S. Goverrment or U.S. Goverrment guaranteed debtw
except FMS and other military or "ineligible" debt. "Ineligible" debt
refers to debt arising from, for example, police related equipment or
other items considered by AID to be inappropriate for AID financing. (A
Grant Agreement covenant will prohibit such "ineligible" expenditures.)

(3) Other purposes or uses as subsequently agreed between the parties
(e.g., payment of non-U.S. debt or non~U.S. guaranteed debt or
procurenent of canmedities from nen-U.S. source/origin).

In negotiating the above uses, we noted that AID has a policy (STATE 3285792 of
October 20, 1987) that countries receiving cash transfer assistance use the
proceeds for purposes (1) and (2) noted above (imports from the U.S. anxi debt
service to the U.5.) in that order of preference. In this regard, the GOE has
indicated its intention to use the cash transfer proceeds for items (1) and
(2). USAID considers that any combination of these two uses - (1) or (2) -~
would be appropriate under the circumstances and that we need not requive a
specific justification for the combination which the GOE in fact choosess.
Also, we believe the GOE should be encouraged to use cash transfer resources,
within the parameters of the two specified eligible uses, for purposes which
the GOE determines for itself are most effective and efficient. In sum, We
believe the above-cutlined arrangements concerning use of proceeds -
arrangements which will permit the GOE to make its own choices within two
categories of eligible uses - reflect a due appreciation for AID’s policy
preferences within the Fgyptian context. Thus we do not plan to carry

* The AID/W policy guidance does not explicitly equate debt gquaranteed ly t.he
USG with debt owed to the USG. However, the policy purposes seem very similar
and we are, in fact, eguating the two for this purpose.
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the concept of an “order of preference" over into the Grant Agreement ——
since to do so would raise, undesirably we believe, issues for still
further negotiation, justification and documentation subsequent to Grant
Agreement execution., Therefore, the Grant Agreement will not reflect any
"order of preference" between the two specified eligible uses. However,
should the GOE later wish to use cash transfer proceeds for other
purposes, then AID would request the GOE to provide us with evidence that
no pressing requirements exist under the two specified uses before AID
would concar in alternative uses.

Also, we note fram the AID/W cash transfer policy guldance (STATE 325792)
that any use of cash transfer proceeds to service debt owed to any
institution (U.S. or otherwise) is permissible only where a showing can
be made that such debt service requirement "is a significant barrier to
growth and development®. In the case of Egypt, the critical element is
that continuation by the GOE of debt service payments to U.S. and other
official creditors is necessary to maintain sufficient creditworthiness
to gain access to new loans and grants frum those creditors. Such loans
and grants are, in turn, required to finance a major portion of the
foreign exchange and investment expenditures needed to facilitate a

resumption of econcmic growth.

USAID has been informally advised by the authorities of the Central Bank
of Egypt that this Cash Transfer is expected to be used primarily to pay
current and past due payments on GSM-102 and PI480 debt.

B, Special Accaunt for Cash Transfer Dollars.

A prc:v:.s:.on of the FY 89 Appropriations Act specifies that countries
receiving cash transfer assistance establish a separate account for the
dollar assistance. Policy guidance on ESF Cash Transfer Assistance in
Handbook 1 offers further guidance on interpreting this provision.
Accordingly, the following procedures apply to the establishment of this
account. for BEgypt:

This account will be used solely for the receipt of FY 89 appropriated
cash transfer assistance from AID. The proceeds will not be co-mingled
with other funds from any other source. Should any interest be earned cn
such account, such interest will be treated as though it were grant

proceeds xecemed under the terms of the cash transfer agreement. Any
required redposits (fram hypothetical misuse of funds) will be similarly
treated.

The FY1990 Appropriation Act added further elaboration of separate
account requirements for cash transferz. AID issued guidance for the
financial management of dollar separate accounts in STATE 194322 (June
17, 1990). Althouch this Cash Transfer will be funded with FY 1989 ESF
appropriations, the FY 1990 statutory provisions and AID guidance have
been reviewed so that the implermentation arrargements for this program
will be in conformance.
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C. Monitoring and Andit

Egypt will advise AID in writing quarterly of disbursements and the uses
to vwhich such grant proceeds have been put. The accounting books and
records will be available for inspection by USAID or AID’s designee for a
period of three years following the date of last dislursement of the
grant. Evidence of uses would include letters of credit for imports,
cancelled documents of loan indebtedness, and the like.

The grant. agreement. and implementation letters will contain provisions
for acoounting, reporting and monitoring of the grant proceeds in
conformance with dollar special account guidance issued in State 194322
dated 6/15/90. Specifically in regard to this quidance and the need to
assure the capability of the implementing agency (GOE Central Bank) to
adequately manage the special non~comingled account, the Mission has
reached a positive determination. This judgment is based on the Bank’s
excellent management of last year’s cash transfer special account, the
fact that this authorization is for a very similar/identical program,
and, the fact that Regional Inspector General/Caire conducted an
assessment of last year’s special account transactions with no adverse
findings on the bank‘s management. The capability of the implementing
agency is therefore, reasonably assured.

D. Iocal Currency

FAA Section 531 (d) requires that, as to Coammodity Import Programs and
"other program assistance," AID funding be used, "to the maximm extent
feasible," to generate local currencies for support of AID funded Basic
Human Needs activities.

AID/W has indicated that, as a matter of policy, deposit arrangements
apply to Cash Transfer generations (see 89 STATE 185485.) "“Generations"
occur for this purpose when cammodities are imported using Cash Transfer
funds; and "generations" are computed (as under Commodity Import Program
arrangenents) on the basis of the highest official exchange rate (LE per
dollar) available to importers for any transaction. Therefore, to the
extent that local currency is generated wwer the -Cash Transfer
Agreement, deposits will be required. AID/W has confirmed that such
deposits may be co-mingled with the already existing Special Account
established and maintained under CIP documentation (89 STATE 185485).
‘Thus, Cash Transfer related local currency will be programmed and
expenditures monitored according to the same procedures currently used
for the CIP Special Account. It should be noted that the GOE has
followed a practice of maintaining a separate account for local currency
generated under each CIP program (and for the FY88 Cash Transfer).
However, these acocunts collectively comprise the Special Account
governed by the 1980 Memorandum of Urderstanding regarding Special
Account. Programuing and monitoring by AID is carried ocut with referarnce
to the aggregate Special Account, as contemplated by 8% STATE 185485.
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The grant agreement will not require local currency deposits for Cash
Transfer dollars used to pay eligible debt service payments. The reason

for this is that such deposits would require the goverrment to create new
local currency, given the current budget deficit situation. Requiring
the govermment to print new money introduces inflationary pressure. The
inflation arises because the payment of external debt does not bring new,
real resources to Egypt to satizfy the local demand generated by the
spending of the new money deposited in the local currency account. For
the next several years, a principal macrveconamic goal will be to f£ind
ways by which the goverrment can reduce the rate of monetary expansion.
Forgoing local currency deposits when the cash transfer dollars pay
eligible debt service supports this macroeconamic cbjective.

VIII. Beneficiariea

As the FY 1989 CDSS stated, over the long run, a comprehensive reform
program will benefit the poor by stimulating employment opportunities as
the econamic situation improves. The reforms which have been made to
date, however, are short of what is needed to stimulate the economy. In
fact, the immediate effects of the reforms noted above are primarily teo
increase prices and consequently reduce demand, without a commensurate
increase in investment or employment. These reforms will, therefore,
have the effect of reducing real incomes. The GOE is aware of this and
has tried to minimize this effect on the most vulnerable groups. For
example, the electricity tariff increases were targeted primarily at
industrial users, leaving small residential consumers with much lower
proporticnal increases.

Nevertheless, the inmediate effect of these reforms is to reduce incomes,
particularly for low and middle income urban Bgyptians. With reduced
incomes, more poor Bgyptians will be forved into the labor market,
particularly women and children. Employment possibilities for these
groups in the formal production sector will be very limited, so most will
go into low productivity, low pay jobs in the service sector. While
wamen entering the labor force under the current economic conditions will
generally be poorly paid in low productivity jobe, their entry reduces an
important social barrier —- i.e., the custom of seclusion of women --
which is unlikely to be raised again when the economy improves and
productivity (and income) rise.

Informal studies show that when income is reduced, poor families tend to
sperd less on school expenditures, and girls are probably affected
first.

The cash transfer will help to eliminate some of the negative impacts of
the current economic decline by providing badly needed foreign exchange
resocurces for commodity imports and debt payment. Further, the cash
transfer affords USAID a volice in policy discussions with the GOE to
advise on the needed direction of reform to lead a sustainable, growing
econony where incomes and employment will increase. Though the immediate
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impacts of the current set of reforms have been negative on Egyptian
incomes, failure to undertake the reforms would ultimately lead to
greater incame and employment declines, without the promise of an
eventual upturn in the econamy.

The govermment. is, however, preparing to implement a significant
liberalization of investment procedures,~a privatization of goverrment
businesses arxd a restructuring of inefficient public sector industries.
These programs are expected to improve the investment climate and create
new jobs and incame.

IX. RECOMMENDATTON

The Project Committee recommends that, at this time, a $115 million cash
transfer to the Govermment: of BEgypt (GOE) be approved ard authorized.
Obligation of funds (through execution of a Grant Agreement) would take
place upon satisfactory outcame of the Congressional Notification
procedure and receipt of an OMB funds apportiorment.

X. AUHORITY

Under Delegation of Authority No. 653, the Egypt Mission Director may
approve and authorize non-project assistance following consultation with
AID/W; such has taken place through the months.

DoC., CT90 July 1, 1990
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Table 1II

{in &illions of curcent dollars)

CURRERT ACCOUNT

Euporls
Felroleua
{thec of whicht
Ageiculluce
Olher
leparts
Trad= kaiance

fervices Keceipts
Shipping
Suer Canal dues
Tourism
Investreal income #
Olher
Services Fayments
Interesl 4
Other
Services Yalance
Horker Renillsnces

-

Currenl Account Balance
Qfficial fransfers

Current A/C Balance

D N L L LY T T TN

+ IHr Eslimates

$4These fiqures refer Lo inferest obligalions,

1763/84

4350
2957
1393
863
730
-10738
-6388

4188
521
974
025

1079
789

-4103

-2535

~1548

85

3930

-2313

1964/83

4185
2691
1294

554
740
~10516
-633

4178
404
877
B50

1044
781

~4308
~24B6
-1822

~130

3497

-2%64

1983/86

3406
2215
{191
475
716
-9206
~3830

4073
RPL
1028
800
914
137
~441¢
-2342
2068
-337
2913

-3214

1386787

2831
1470
1361
447
894
-71952
-3124

4037
508
j146
1200
-7%0
{19t
-41546
-2749
-2007
8t
3012

-2028
974

~ 1084

2 B2 3362932

1987788

3368
1637
171t
498
1213
-9838
~6470

5493
m
1268

. 1600

1000
1779
-3300
-3100
-2200
193
3386

-28H
698

-2193

1588789

CALL
1064
1480
372
1108
~10079
~7533

6416

531
1307
2021
1000
1359

3530

=317
116

-2449

fictual paynenis, however, amounted lo $1.29 willion, $1.094 eillion, $0.7B5 aillien
and $:.016 aillion in the period 1985/86 - BB/BY.

F.
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Table III

Bage 1990 Additional Gross Net QOE
Revenue or Price Planned Revenue Revenue
Quantity Increase Increase Impact Impact *
Affected to mid-May (nillion)  (million)
Electricity LE 1,425 +38% LE 542 LE 460
(EEA est) (EEA est) (EEA est)
Fuels (excluding LE 2,032 +45% LE 920 LE 800
sales to EREA) (USAID est) (USAID est)
Subtotal, Enecqy LE 1462 LE 12607
MOS Supply Commodities
(USAID ests)
- Flour, bread
baladi 3.51mmt ?
shami 1.62mmt ?
~ Flour, other
82 percent 0.31lmmt +100% LE 116
72 percent 0.20mmt +120% 60
bakery 0.20mmt ?
lux bakery 0.10mmt +57% 41
- Macaroni 0 .05mmt +54% 21
LE 238 LE 2007
- Frz fish/meat ?
- Tea subsidy LE 98 mil cancel?
Rice, rationed +38% LE 50! LE 50
- nonrationed +50% (USAID est) (USAID est)
Sugar , rationed +50%
nonrationed +653%¢a

I I I §

State Enterprise Prices

fertilizer, 12/89

Subtotal, Non-Energy

Grand Total

cigarettes LE 2,000 +13-20%
medicines +20%
coop egys +67%
phosphate +938%

LE 400 none
(GOE est) (USAID est?)
LE 75 LE 29
(USATD est) (USAID est)
LE 1034 LE 2007
LE 2496 LE 1560

After allowance for prospective increases from 1989/90 to 1990/91 in the
LE costs of inputs {e.g., lmports, fuel, rice procurement) and other
production costs (labor, etc.).

USAalD/PDS/E, 5,/30/90



