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                              Report: Egypt’s Subsidy System


Like many countries around the world, Egypt started subsidising basic food items such as bread and rice in the aftermath of the Second World War. When President Nasser’s government overthrew the monarchy of King Farouk in 1952, Egypt entered a period of modernization and social reform. Subsidies were fundamental to Nasser’s socialist economic model, but from the 1970s Egypt’s government recognized that an attempt needed to be made to cut subsidies as it was, and still remains, a large burden on the government’s budget. President Sadat’s attempts at liberalizing the Egyptian economy came to a head in January 1977 following a mandate set out by the International Monetary Fund (IMF) and the World Bank declaring that state subsidized food should be terminated. The announced end to subsidies on flour, rice and cooking oil let to the ‘Bread Riots’ resulting in the government’s abrupt cancelling of its plans to cut subsidies.   
Subsidy Reform Initiatives

A key component of the economic reform programme of 1991 was subsidy reform, again advocated by the IMF and World Bank. The Egyptian government set out to cut and eliminate subsidies on many products and proved relatively successful; currently only basic food, energy, transport and medicine are still subsidized by the government. In recent years the government has strategized to address the gradual reduction of subsidies primarily on basic food items and energy provision with medical services not considered a priority for liberalization. The Egyptian government believes that it should continue to provide affordable medical services to all its citizens. In 2009 the government of Egypt spent an estimated total of US$ 8.4bn on subsidies, energy subsidies amounted to an estimated US$5.89bn, 70% of total subsidies. While this is a huge burden on the government’s budget, it is essential to keep in mind that around 43% of Egypt’s population live in deprived conditions. Almost half of Egypt’s citizens cannot survive without subsidies unless they receive adequate monetary compensation should food and energy subsidies be eliminated in the future.
Most economists would agree that the current state subsidies in Egypt do not add to the sustainability of its economy, especially in instances where lower domestic supplies lead to a strong increase in demand of these products. The gradual phasing out of subsidies would therefore lead to more cost-efficient market and Egypt’s move from a state-dominated economy to a free-market economy will evolve further. 
Energy Subsidies

From 2004 the Egyptian government has significantly decreased subsidies on domestic energy prices and by fiscal year 2007-2008 all subsidies were removed from energy intensive industries such as the petrochemical, steel and cement production. In early 2008 the government formulated its plan to reduce domestic energy subsidies by 5% annually, the Ministry of Energy and Electricity has since 2008 increased consumer prices by 7-11% in several Egyptian governorates. Energy prices in Egypt increased by 5.8% for commercial enterprises, and 5.7% for the public sector. In May 2008 fuel subsidies were also slowly reduced. The aim of the government is to use revenue generated by the reduction of fuel subsidies to compensate for the social and economic effects of the rising food prices. 
Food Subsidies

The Egyptian government instated in 2004 is regarded as pro-business and works to gradually liberalize Egypt’s economy. While the country’s food and energy subsidies don’t align with the government’s liberalization strategy, decreasing subsidies particularly for food products has proven challenging. In fact, early in 2004 the government increased the amount of subsidy to reduce prices of nine basic foods to their levels before the devaluation of the Egyptian pound in January 2003. The government also maintains heavy subsidies on sugar. In May 2008 the food subsidy programme was increased to benefit around 70% of Egypt’s population. 
Egypt’s population is wary of any changes in subsidy of food items, yet many realise that food subsidies frequently benefit Egypt’s rich population more than its poor citizens. A case in point is Egypt’s subsidy on bread; the government underlines that it is only the lowest quality bread that is subsidized and that the rich community will buy better products. However, as subsidized bread is cheaper than animal feed, many Egyptian cattle and poultry growers abuse the effort of the government to provide subsidized bread for low income groups. This creates bread shortages and brings to light the weakness of a state subsidized economic model. The government insists that people are aware of the flaws in the subsidy system in order to gain public support for the economic ‘restructure’, the gradual removal of subsidies. 
Most prominent and controversial amongst restructuring plans for food subsidies is the transformation from the country’s ‘in-kind’ system to a cash payment system that would directly target those in Egypt that need it most. Since its initiation in 2006, pilot programmes for automated food distribution are now running in 19 governorates. The programme uses a ‘smart card’ to monitor consumer acquisitions. The concept behind this is to monitor and identify where cash welfare payments need to go. The immediate problem of this programme is that the government will have difficulty reaching every citizen in need of subsidies as there is a severe lack of information on Egypt’s low income groups. At the same time both the government and public fear that transformation to a cash payment system will result in a high rate of inflation. 
Effects of the Global Economic Crisis

As the world is dealing with the repercussions of the global economic crisis, Egypt’s government has had to re-evaluate its restructuring programme and give preference to the protection of its economy. The high international prices and increasing domestic demand on top of the gradual removal of subsidies on fuel and increase in prices of some commodities had already led to a strong rise in inflation to 23% in September 2008. Inflation is estimated to average 10.5% in 2010 and drop further down in 2011 but any decrease in subsidies logically presents a real risk to Egypt’s inflation rate. The main objective of the Egyptian government is currently to maintain economic and social stability. It is likely that Egypt’s fiscal reforms will be delayed by around 2 years. According to Finance Minister Youssef Boutros-Ghali, plans to go down to a 3% budget deficit by 2012 have now been pushed back to 2014. Non-energy intensive industries (industries that require less than 50kw/hr electricity or 66m cu metres natural gas per annum) are enjoying a six-month freeze in energy prices (started in January 2010).

Conclusion

In Egypt’s continual development towards a free-market economy it is essential that the government gradually tackles its burdensome subsidy system. The current economic crisis and social constraints prevent the government from decreasing subsidies at a fast pace. However, ever increasing global prices will only strain the budget of the Egyptian government further should its subsidy system remain unaltered. Egypt will need to move to a more sustainable economic system while at the same time making sure its population does not suffer the consequences of strong subsidy reductions and high inflation. Cash compensation in the form of welfare payments is a viable option provided the government takes care in understanding and offers compensation to all of Egypt’s low income groups. The government will also need to find ways to encourage investment in order to increase local production of essential food and energy products, this will relief the burden of subsidy on the government’s budget. For example, 77% of edible oil is currently imported and subsidised which costs the government a staggering LE 2bn per year and is likely to increase to LE 2,5bn in five years. Changes in Egypt’s subsidy system will undoubtedly be a costly and lengthy procedure but crucial in its liberalization process.  
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