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In a nutshell

Since the January 2011 popular revolution, the budget deficit in
Egypt has worsened.

A new strategy announced by the government to contain the bud-
get deficit and control public debt includes many measures to raise
revenues and cut expenditures.

However the strategy did not include any measures to reform
budget institutions, which suffer from structural weaknesses that
are highly likely to contribute to further rises in the deficit.

These weaknesses include: a lack of fiscal rules; a right for parlia-
ment to raise borrowing for current spending; and a dual system
that separates the accounts of 700 economic authorities from the
national budget.

To prevent further rises in budget deficits and public debt, the
government must reform the budget institutions to improve the
structures, rules, and procedures that govern the formulation, ap-
proval, and execution of government budgets.

In the immediate term the government must enforce the golden
rule that it will borrow only to invest and not to fund current
spending over the economic cycle, and establish a two-stage sys-
tem of budget voting to limit the extent to which MPs can push
for higher public spending.

Ower the medium term, the government should adopt perfor-
mance-based budgeting, eliminate budget dualism, establish a
medium-term budgeting framework, and improve fiscal transpar-
ency procedures that highlight the real values of the budget deficit
and the annual accrued financial transfers from public economic
authorities.
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1. Introduction

Since the popular uprising in the revolution of Janu-
ary 2011 and its subsequent economic and political
adverse conditions, Egypt’s fiscal imbalances have
worsened. This has been due to dramatic increases in
both the non-discretionary expenses such as wages
and salaries (because of workers’ strikes and demon-
strations, appointment of temporary employees and
applying minimum wage policy), and in subsidies
and social benefits. The annual expenses on current
expenses (wages, subsidies, and social benefits) dou-
bled during the period 2010/2011to 2015/2016.

Accordingly, the overall budget deficit increased
from 9.8% in 2010/2011to 11.5% of GDP in 2014 /2015.
Public debt increased from 82.1% in June 2011 to
98.4% of GDP in December 2015. As a result, interest
payments amounted to around a third of the annual
budget expenses (Egypt’s Ministry of Finance, 2016).

2. Government strategy contains budget deficit...for now

Based on its current or “real” path, the budget deficit
is expected to reach 14.8% of GDP in 2019/2020 (fig-
ure 1). In order to reduce this deficit to 8.3% by GDP
in 2019/2020, the Ministry of Finance has set out a
strategy including measures to increase revenues
such as a move from a sales tax system to a value
added tax (VAT) system, and adopting a new law
on mineral wealth and quarries. On the expenditure
side, government has adopted measures to control
current expenditures, reform the subsidies system,
and contain the wages and salaries bill.

However the government’s measures to contain the
budget deficit does not include any strategic reforms
to address the noticeable weaknesses in budget in-
stitutions in Egypt, despite the weight of academic
literature and empirical studies that show a positive
relationship between strong budget institutions and
better fiscal performance (Zaky & El Khishin, 2016).

Figure 1: Overall Deficit % of GDP
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Source: Egypt’s Ministry of Finance, (2016), Financial statement
of draft budget for the fiscal year 2016/2017.

3. Budget institutions suffer from critical weaknesses

In order to undertake the structural reforms needed
to put the government budget back on a strong and
sustainable path, policymakers will need to address
the weaknesses in Egypt’s budget institutions. There
are three essential weaknesses in budget institutions
in Egypt. The first is an absence of numerical rules
on public expenditure and budget deficit: neither the
constitution nor budget laws enforce legal restric-
tions or numerical rules on public expenditure or the
budget deficit. Since 2005, budget law amendments
have violated the golden rule of fiscal policy that
over the economic cycle, the Government will bor-
row only to invest and not to fund current spending.
Second, the House of Representatives has a consti-
tutional right to increase public expenditure as long
as it does not impose any financial burdens on citi-
zens such as extra taxes or duties. This means that
substantial increases in borrowing are the most likely
way to finance proposed increases in public expendi-
ture at the budget approval stage.
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Third, there is a lack of transparency over the financ-
es of public economic authorities and their link to
the national budget. Public economic authorities are
public entities but are not included in the national
budget. These authorities act as the government’s
arms in providing subsidized goods and services
for the society. This creates a dual structure within
the budget system. Furthermore the application of
different accounting bases leads to a further lack of
transparency: public budgeting is on a fully cash
basis, while the economic authorities apply accrual
based accounting.

4. Weaknesses in budget institutions impose negative side
effects

These weaknesses in the budget institutions have
significant negative side effects. First, violating the
golden rule results not only in an increase in the
deficit as a percentage of GDP, but also in substan-
tial changes in the structure of the budget deficit.
Second, allowing the government to finance current
spending from borrowing give it leeway to finance
substantial increases in current spending out of bor-
rowing at the expense of public investment. This
has resulted in a decrease in public investment from
13.9% of total expenditure in 2003/2004 to only 6.5%
in 2015/2016 (Egypt’s Ministry of Finance, 2016).

At the same time that current spending has enjoyed
a significant increase. These structural changes in
public expenditure and the budget deficit expose
public finance to future risks.

Third, the non-transparent financial relations be-
tween the national budget and public economic au-
thorities result in a growing shortage in cash flow
from the national budget to some economic authori-
ties. This growing shortage means that part of the an-
nual budget deficit is concealed in the income state-
ments of these economic authorities. Many of these
authorities are forced to finance their annual losses
depending on borrowing and short-term credit facili-
ties. The cash-based accounting in public budgeting
results in a lack of transparency in budget appropria-

tions, poor fiscal accountability and causes hidden
increases in the budget deficit.

5. Budget deficit problems will worsen unless addressed

There are three factors that will aggravate the nega-
tive side effects of weak budget institutions on budget
deficits over the coming years. The first is the politi-
cal fragmentation embedded within the parliament’s
structure. Parliament is based on individual rather
than parties. MPs who are independent of parties
gained 54.5% of seats in the last parliament elections
for both individuals and party lists. The percentage
of parties’ seats in parliament is 40.8% distributed be-
tween 19 parties. This hinders the formation of coali-
tions in parliament. Since independent MPs usually
have a direct relationship with voters, their priority
is often to increase public spending for their con-
stituencies. Furthermore the large number of MPs
(596) and parliament’s committees (28) affect fiscal
prudence adversely during the enacting stage of the
budget cycle (Zaky & El Khishin, 2016).

Second, there are about 700 budget authorities within
the overall budget system. Each has to prepare and
discuss its budget with the ministry of finance. This
leads to more fiscal fragmentation and inefficient use
of public resources.

Third, additional financial resources are required to
fulfill citizens’ constitutional rights. The constitu-
tion commits the government to allocate at least 3%
of annual GNP on health spending and to increase
this percentage gradually to comply with interna-
tional rates. The government has also committed to
establish a comprehensive health insurance system
for all Egyptians that covers all diseases. There is
also a commitment to allocate at least 7% of GNP for
spending on education and scientific research and to
increase this percentage gradually to comply with
international rates. Meeting these commitments will
add further financial obligations on annual budget
appropriations (Egyptian Constitutions, 2014).
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6. Recommendation for strengthening Eqypt’s budget in-
stitutions

To prevent further rises in budget deficits and public
debt, the government must reform the budget insti-
tutions to improve the structures, rules, and proce-
dures that govern the formulation, approval, and
execution of government budgets. This will involve
implementing both short- and medium-term reforms
of the budget institutions in order to contain the bud-
get deficit.

In the short term policymakers should enforce the
numerical rules on budget deficits or, at the very
least, reapplying the golden rule to prevent increases
in borrowing to finance substantial increases in cur-
rent spending. They should also apply a top-down
approach for voting in budget approval stage so that
the legislature votes on budget in two separate stag-
es:

* A votes on fiscal aggregates

e A vote on the allocation of resources to different
budget chapters and functional sectors.

e The two-stage approach of budget voting is
likely to limit the extent to which MPs can use
their bargaining powers to push for higher pub-
lic spending.

The government should then legislate for four medi-

um-term reforms:

1. Accelerate the application of a program-based
budgeting system as a first step to adopting per-
formance-based budgeting in the medium term.

2. Adopt a medium-term budgeting framework to
achieve three targets:

* A safety margin of a specific percentage of GDP
deficit limit

* Rapid progress towards fiscal sustainability

® Create room for budgetary maneuvers.

3. Solve the budget dualism problem in order to
improve budget consolidation.

4. Improve fiscal transparency procedures and
strengthen cash base accounting by including
notes that disclose the real values of budget defi-
cit and total annual accrued financial transfers
for public economic authorities.
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