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1.
Introduction The Government of Egypt (GOE) is currently arranging two sorts of foreign borrowing. One is a US dollar denominated Euro Bond issue that will refinance existing debt. This is allegedly being done to “test” the market and provide a borrowing benchmark for potential private Egyptian foreign borrowers. The other is an Egyptian pound debt issue to foreigners and/or foreign banks (Romanian banks are being talked about). It is not clear why GOE is undertaking this domestic currency foreign debt issue, but it seems likely that it is an attempt to circumvent the Central Bank's (CBE’s) foreign debt ceiling. This Note takes the position that either type of borrowing in foreign markets will reduce domestic welfare. The GOE should not therefore do either of these. Nor should it engage in any more foreign borrowing until and unless truly competitive domestic debt (asset) markets emerge in Egypt. To the extent that GOE is worried about the exchange rate, it should help foster the development of domestic debt markets and make sure that they are open to unfettered foreign participation.  

2.
In fact, GOE should hasten the emergence of domestic debt or asset markets by openly selling domestic currency debt domestically. In cases, such as possibly the present one, where it is not clear that there is a need to borrow more Egyptian pounds, GOE can still hasten the development of domestic debt or asset markets by domestically refinancing some of its existing foreign debt, thereby reducing foreign indebtedness. This note sets out several rationales for this position, organized by subtopic.   

3.
One Important Argument The essence of one important argument against GOE issuing these debt instruments in foreign markets is that anything that delays the emergence of domestic debt (asset) markets is costly to Egypt because it delays the onset of faster growth in GDP and productive employment. Welfare would improve if GOE issues more debt to non-bank domestic savers rather than issuing it abroad. The costs of borrowing abroad rather than from emergent domestic asset markets are opportunity costs or opportunities forgone. These are different from and much larger than any financial benefits that might accrue because international interest rates seem lower than domestic ones
. Domestic debt or asset markets are needed to improve rates of return to and the levels and breadth of participation in private saving/investment. Propensities to save in Egypt are high, but private savers are discouraged by a lack of domestic access to GOE debt. At the same time that domestic access is limited, GOE is providing foreigners with the chance to buy this debt.

4.
The Need for Domestic Asset Markets In several other notes,
 I make the point that the role of asset markets is crucial in liberalizing private saving/investment opportunities so as to increase their levels and productivity. Historically, for most countries, the asset market for government debt is the first to develop.
  Given this, the GOE should foster asset market development by issuing bonds domestically. The trading of other assets, beginning with paper assets (e.g., mortgages, leases, etc.), but progressing to real investments, follows. In a note about the liquidity crisis
 I indicated (see paragraphs 18-21 of that note) that there are currently some GOE-imposed institutional problems preventing the emergence of a true debt market in Egypt. For at least this reason, after tax ex anti interest rates on GOE bonds can not be said to be market determined and are likely to be too high. However, these problems do not rationalize issuing Egyptian debt in foreign markets. Instead they point to the need for GOE to encourage the emergence of domestic debt markets. This is especially the case at present, since it is not clear that more net GOE borrowing is currently needed. 

5.
I can supplement the above with an observation about developed versus developing countries. Developed country governments do not undertake foreign borrowing. All their borrowing is denominated in domestic currency units and issued in domestic debt markets. Foreigners, including foreign governments can participate in these domestic markets, but all the debt is “local.” If purchased by foreigners, whether private or government, it is subject to exchange rate risks that the issuing government is not obliged to cover.

6.
All Foreign Borrowing is the Same Is there any difference in GOE borrowing foreign exchange from abroad with dollar denominated as opposed to Egyptian pound denominated debt? I think not. The key difference when it comes to public sector borrowing is the location of the debt market. Public sector borrowing in domestic debt markets is subject to exchange rate risks. Public sector borrowing in “international” debt markets is not. This is entirely different from private borrowing, which is subject to exchange rate risks. The sale in international markets of GOE Egyptian pound denominated debt carries an implicit exchange rate guarantee so that lenders will not lose if there is a devaluation. 

7.
By convention, governments can not default on sovereign debt. Instead, payment difficulties lead to rescheduling. Rescheduling follows precedents, one of which, enshrined by the Bank of International Settlements (BIS) is that the foreign exchange value of domestic currency denominated foreign debt sold in foreign markets is determined at the exchange rate that prevailed when the debt was incurred. If GOE borrows LE300 of foreign debt at $1 = LE3 it owes $100 in foreign debt. But if there is a devaluation so that  $1 = LE6, the BIS rule prevents GOE from saying that it borrowed LE300 and therefore only owes $50 of foreign debt. Rescheduling may only require repayment of e.g., 20% of the $$ value of the debt, but the domestic currency cost of that 20% still rises with each devaluation.

8.
The Exchange Rate Issue I suspect that the real reason GOE is issuing debt in international markets is to alleviate a foreign exchange shortage without resorting to an official devaluation. This is a bad reason. It also seems possible that international issue of domestic currency debt is being done to circumvent a Central Bank (CBE) dictum that there be no increase in public sector foreign debt. This is another bad reason, made worse because, as paragraphs 6 & 7 above show, such borrowing is foreign debt in disguise. The primary problem with borrowing internationally rather than domestically, especially to defend the exchange rate, is that it will very likely be much more financially costly than it appears. This is because real domestic rates of return to investment are well below the likely real costs of foreign borrowing. 

9.
A Second Reason Not To Borrow from Abroad The currently proposed foreign borrowing will harm the Egyptian economy because the real ex post interest costs on the international borrowing will far exceed the real costs of domestic borrowing and the real yields on domestic investments in Egypt. Essentially the GOE is borrowing expensively and lending cheaply. This is a major mistake. There is no doubt that real rates of return to domestic investments are low in Egypt. But why do I say that the real ex post interest charges on international borrowing will exceed current real rates of return to domestic investments? There are three main reasons. First, foreign exchange will become more costly in the future meaning it will cost Egyptians more than current international interest rates to service their foreign debt. This is essentially saying that there will be devaluation of the Egyptian pound. Second, and related to the first, is that the higher international rates of return to savings/investment will cause an increase in the private demand for foreign exchange as an asset or saving/investment instrument
. We will thus see the public sector borrowing foreign debt at the same time that the private sector is lending abroad. For both these reasons the ex post interest cost on foreign borrowing will be well above the current nominal foreign borrowing cost and well above the current real rates of return to investment in Egypt.   

10.
The third reason, related to the second is that real ex post domestic debt interest rates are too low in Egypt. That is, the actual rather than ideal costs of domestic debt in Egypt are too low, far below the apparent costs. This explains both why real rates of return to investment are low and why private Egyptians want to save/invest abroad. A major reason that domestic borrowing is so cheap, ex post, relates to poor financial practices in Egypt. Debt service collections are frequently accomplished through capitalization rather than actual payment. Bankruptcies and sales of collateral are extremely rare. 

11.
A Third Reason Not to Borrow from Abroad Increasing public sector foreign debt reduces Egypt’s ability to adjust to negative external shocks. This may seem like an obscure problem, but it is not. It is currently believed that the world is experiencing generally favorable international economic circumstances, meaning that the probabilities are relatively high that an adverse shock is on the way. Put differently, this is a period when GOE should be repaying debt, because Egypt’s imports are relatively cheap and her exports relatively dear. In addition, as paragraphs 6 and 7 above make clear, there is no way for governments to default when there are adverse international shocks. Instead, there must be reschedulings, which will put Egypt, which is relatively rich, at a disadvantage compared to other highly indebted countries.

----END----

� There is almost always some government-imposed distortion when domestic interest rates are too high compared to international ones. In most cases, as in Egypt, an important reason is an overvalued exchange rate. Once there is a devaluation, the LE cost of foreign borrowing rises precipitously.


� See for example my DSP 2: Note 5. “Should the Government of Egypt Try to Bring Informal Firms into the Formal Economy?” TAPR, 11/6/00. 


� Ironically, the requirements for financing wars have led to the creation of domestic debt markets for government bonds There is currently a belief that asset market development can start with stock markets. I am skeptical, however.


� DSP 2: Note 2. “THE LIQUIDITY, EXCHANGE & INTEREST RATE PROBLEMS IN EGYPT.” TAPR, 10/12/00.





� This is covered in several on my DSP 2 notes but see DSP 2: Note 2. THE LIQUIDITY, EXCHANGE & INTEREST RATE PROBLEMS IN EGYPT Robert Myers, 10/12/00, USAID/TAPR, Cairo, Egypt.
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