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position of telling GOE that reform is the sine gua ncn for
future assistance to the public sector. However, we under-
stand that in fact USAID/wWashington will not provide assistance
to the Egyptian public sector unless there is "significant re-
form. of the public sector.”

Our approach to this study therefore extended beycnc
solely developing the technical reguisites of prograr options.
Rather, the approach recogrized that there is a neei wi. .in
USAID to better define its orgarizaticral purpose and rcle
vis a vis the Egyptian industrial sector ané AID/Washincton;
andé a need for USAID and GCE to clarify ancé perhaps sirmplify
their relaticnship with one another. 1In the first phase tlre
Cocpers & Lykrani tear atterptel tc bridge this gapr by clarify-
ing the percegticns, attitudes and apgproaches of the varicus
actors tc the incustrial development process. -,The use ci
the £cyptian counterpart tear was crucial 4in this e
In the second phase the neel for dialogue was even mcre ap-
parent.

The issue of structural reform and the rcle of USAID in
relation to reform is a sensitive issue to the Government of
Egypt. First, sovereignty is an issue, seconé the GCE does
not see structural refcrm as a precondition of the U, S.
ass.stance prograr, ané third the GO believes it has made
sigrificant progress towards liberalization withcut gcading
from outside agencies. Because of this sensitivity the tear

believed that our approach to program options must cons:ider

the broad and complex context within which these prograrms
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PREFACE

In May 1982, Coopers & Lybrand conducted the first phase
of a two part evaluatio;'of USAID/Cairo's assistance to the
industrial sector in Egypt. The purpose of the phase one
study was to evaluate the various modes of project and non-
project support to the sector in terms of their purposes and
objectives, the manner in which the projects were to wcrk,
and their accorplishments to date. Our general conclusion was
that there were serious implementation problems because pro-
jects were designe? without a comprehensive assessmert cf
need and in the absence of a coherent operational strateay.
USAID now wishes to capitalize on the lessons learned tro-
these past interventicns and develop new apgproaches tc pro-
vide assistance to Egypt's industrial sector. This {s the
purpose of this second phase of our study.

In initial discussions with USAID/Cairo officials the
Coopers & Lybrand team was informed that the prime focus of
this study was to be on developing prograr options which
could be directly linkezZ to refcrr movement orn the part of
the Government of Egypt. 1In essence, USAID/Cairc stated that
it wished to develop those options which could be "sugportive”
of GOE efforts to mcve toward structural reform and was nct

intended to be "confrontational,” i.e., to place USAID irn the

For a complete description of the background for this

evaluation see Evaluation of the Industrial Production
Project and other Industrial Sector Programs, Coopers

& Lybrand, May 1982, gubmitted to USAID/Cairo.




must operate, ranging from the internal orientation of USAID
as an organization to the political realities which currently
exist in Egypt. In effect it forced us to be sensitive to
questions and issues which ranged beyond the specifics of our
scope of work. Therefore, w2 relied heavily on the opirions
and impressions of a number of key individuals — indivicduals
whose insights and impressions acted as a basis for our con-
clusions and recomnendations.. wWhen possibtle and approrriate
we used quantitative data and documents to SUppCrt our assess-
ment. 7Yet the very nature of the study compelled us tc rely
most often or. the judgment of informed pecple; some with fcor-
mal power and access to official information, others with in-
formal access to current ideas, trends ané thinking {n ccvern-
ment circles.

As a result of ocur agprcach the programoptions presented
in the final chapter of this repcrt are realistic, apprcpri-
atr to the context of Egyptian industrial growth, yet consis-
tent with USAID criteria.

Ou<tline cof the Repcrt

The Coopers & Lybrand tear believes that prior to pre-
senting the three prograr options for consideration a nuwrber
of i1ssues must be addressed by USAID as part of their manage-
ment decision-making process. Most of these issues focus on
the role of USAID as 2z donor agency in Egypt and on the sen-

sitive issues central to structural reform. We believe

L]
For a complete list of interviewees, see Appendix I.
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USAID must address these issues as a ranagement group
prior to selection of a program option to assist the Egyp-
tian industrial sector.

In Chapter 1 we present our assessment of the Egyptian
situation today and its impact on perceptions concerning in-
dustrial development, and a summary of our conclusions con-
cerning the issues of structural reforr.

Within the realities of the Egyptian situation today,
Chaper I1I analyzes the economic reform to date and assesses
future developmert. Chapter III reviews USAID's perforrmance
in the industrial sector and describes the progress USAIC
has made in developing a more strategic approach tc indus-
trial developrent, while Chapter IV cauctions that this strat-
ecy may not be fcllowed because of arn organizational preoccu-
patiorn with structural reforr of Egypt's economy. Further it
Buggests that USAID shoulcd better define its organrizaticnal
rcle if it is to assure any strategic importance in Ecyp:.
Chapter V assesses the various institutions USAID coulé use
to channel {ts funds to the industrial sector anc concludes
that the banking syster, under certain circumstances, is a
viatle alternative. Chapter VI presents three prograr opticns

which incorporate the issues raised in this report.
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I. THE EGYPTIAN POLITICAL AND ECONOMIC
ENVIRONMENT, AND UNITED STATES RID TO
EGYPT'S INDUSTRIAL SECTOR

The current political and psychological situation of
Egypt acts as the background to any realistic assessment of
the economic issues facing the country. We know, for exarple,
that most notions such as free enterprise, a market oriented
econory, the role of the public sector, and even the factor
of time have in Egypt a connotation which differs greatly
fror the one usually accepted in the western industrialized
countries. At the same time the political structure varies
as well. Therefcre an analysis about the role of USAID tc
influence the evclution towards a more rational anc ncre nar-
ket orientel eccnory in Ecypt must inevitably begin with a
few remarks about the present general situation of the coun-
try.
h. POLITICAL SITUATION

The political situat .on of Egypt is clearly very fracile.
Many of the views of influential people we interviewec still
reflect the time whern Nasser was President, emphasizing the
neeé to have social concern for the people while preventinc
social inegualities. By contrast, these same peorle are con-
rernec that the Sacat perioé anéd the "open door” policy is a
period of renewed social inegualities. Fcr exarple, the
*infitah” ané the move towards free enterprise are assoCiatec
with the image of a small group of people building a fortune
and living in an ostentatious way which contrasts with the

very limiteéd means of a majority of the population.



Moreover, the Muslim fundamentalist movement is an un-
derlying concern. Their activism compels every Egyptian
political leader to listen attentively to the "undercurrents”
of the society.

The constraints deriving from an explosive demography
and the present Middle East situation also add to these ele-
ments of instability. People have stated that President
Mubarak must be very cautious because sore elements are
searching for issues that could be used for destatilizing
purposes.

B. ECONOMIC SITUATION

This political background indicates why the econory of
the nation i closely linked to what is inevitably the firs:
gocal: the pcolitical staktility of the nation. 1In our opinion
the Egyptian Governrment will not hesitate, under the presen:
circurmstances, tc ignore the rules of a rational econcry or
even to arbitrate 1in favor cf econcrically unsound decisions
if it 4is necessary to maintair the pclitical balance cf the
nation. Such "irrational"™ options are conceivable because
of two characteristics of the present econcric Egyptian scene.
First, almost a generation of intellectuals has beern taught
in term; of a centrally directed econory with a stronc pub-
lic seci:or and this way of thinking i{s still quite promin-
ent in the minds of most of the people influential around
the Governrent — pcliticians, newspapermen, union leaders
and university professors. Though we cannot substantiate

it, some key people we interviewed said that if influential



Egyptian leaders were asked their preference for a market
versus centrally directed method of running the economy,
many would still be 4in favor of the latter.

Gur interviews also indicated that a significant propor-
tion of influential Egyptians consider a strong public sector
as a natural part of rnational 1ife, and an essential symbolic
part of the independence of the nation. Except for a hundred
years, Egypt, in its 5,000 year lonrng history, has always kncwn
a very centrally directed econory and those 100 years of free
enterprise have made few marks on the nation. In 1952, when
Nasser came into power, only 5% of the firms in Egypt were
controlled by Egyptians; the other companies were leé by
Lebanese, French, English, Italian, Greek or Jewish peccle.

Since the Egyptians consider the public sector as a very
impcrtant part of their independence, the Government is in no
position to attack what is a myth deep in Egyptians' minds;
and the most liberal people in Egypt, even those who have
been educated in the United States dc not imagine the possi-
bility of gquestioning the existence of the public sector.
Therefore {f the United States stated publicly that the liberali-
zation of the Egyptian economy is a condition for continuing
U. S. econoric assistance to the putlic sector, the Ecyptiarn
Government would be compelled to react vigorously, leading
to a severe confrontation situation.

C. PUBLIC AND PRIVATE SECTORS
Though the public sector must be considered as a "fact

of life" for the conceivable future in the Egyptian econory,



it is generally accepted that it must be considerably ra-
‘tionalized to become more effective. The Egyptian Government
also appears to acknowledge the need for a greater private
sector role. 1In fact, the evolution leading to the current
growth of the private sector is striking. Whereas the num-
ber of joint stock companies was reduced from 935 to 3¢ be-
tween Jaruary and June 1961, and increased by 27 units only
fror thern on until 1981, mcre than 500 joint venture firrs,
of private joint status have been formed under the regire of
Law 43(1974). This trendé 4in private sector developmernt may
be increased by the implementation of Law 159, which was
puklishei in Late July, 1962 andé removes most of the lecal
constraints liriting the development of private sectcr firrs,
As fcor the puklic sector industrial firms, a new "pub-
lic sector”™ law will be presented to the National Party and
subritted tc Parliament next Noverber. This law is airel a:
rationalizing the public sector through a reform of the pric-
ing syster, of wage policy and of public sector management
itself. 1In fact, we have been told that the President has
already made the decision to reform the putlic gsector along
these lines and that the discussions which are currently tak-
ing place in Government and which will take place in the
Party and Parliament are mostly intended to let the pcliti-
cal world debate the issues before the new law is published
and enforced some time next year.
D. UNITED STATES ASSISTAKRCE TO EGYPT'S PUBLIC SECTOR
Against this background, it is the major conclusion

of our report that it is unrealistic to condition USAID
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assistance to the public sector on “"significant reform.”™ We
agree some reforming laws are necessary, but on the whole,
considering the strength of the forces opposed to a complete
liberalization cf the Egyptian economy, it probably is wise

to accept that the reforrm will come progressively in ar evo-
lutionary manner. 1In fact, we believe that the reforr will

be quicker to come, and its ecope deeper, it if is accomplished
in this way and not put forward officially as a maicr target

of United States policy. With the exception of very confi-
dential meetings at the highest level, there is little that

can be dcne fror the outside to irfluence the decisiorn of

the Egyptian Government. Any major condition put forwarc
officially for the provisiorn of aid toc the puklic sectcocr will

be deemeld as an unacceptable interference and in fact ray
darmage Urited States efforts to assist private sector devel-
opment.

U. S. aid to Egypt's industrial sector may nevertheless
play a significant role if it can be reorientec, or reagd-
justed, to assist Egypt during its current econoric transi-
tion. 1In the following chapters we provide inforrmation and
our recommendations on how USAID can use several prograr op-
tions to provide assistance toc the industrial sectcr effec-
tively. These options recognize the realities of the critical
relationship between the public and private sectors — both
econormically and politically. The next chapter begirns the
process by describing the realities of the reform movement

in the public sector.



IY. POLICY REFORM IN EGYPT

A. OVEKRVIEW

With the announcement of the open-door policy in late
1973, considerable hopes were raised regarding liberaliza-
tion and overall policy reform in Egypt. More than eight
years have gone by and many observers are disheartened by
what they see as a lack of progress in actually implement-
ing substantive change. For evidence, they point to the
continuatiorn of a comprehensive system of subsidies, to an
economy Btill dominated by an apparently inefficient putlic
sector constrained by a tentacular bureaucracy and tc a wide
array of pclicies seeringly designed to shackle the private
sector. This view has led some to argue that, to the ex-
te:i:t possible, increased pressure oucht to be brought to
bear or. the Government of Egypt to hasten the process of
change.

It appears that this view is based on a series of mis-
understandings and that the policy implication that has been
drawn may have disastrous conseguences. It implies a con-
frontational type of mode, which is specifically what AID
wants to avoid, and is likely to draw a negative response,
as was pointed out in Chapter I. More important, it is en-
tirely unnecessary. The pessimistic view of the reforr
movement in Egypt seems to be based partly on lack of infor-
mation, partly on an inadequate appreciation of the con-

straints faced by the Government of Egypt and partly by an
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undue impatience that may seem appropriate in the West, but
is not 4in the East. The fact of the matter is that there
has been steady, sustained policy reform in Egypt since 1973,
in both the public and private sectors. And this momenzur
has continued into 1962. To push too much harder woulé be
to risk many of the gains that have been achieved.

The following pages will outline several of the areas
in which policy refocrr may be deemed desiratle, ard discuss
the progress that is being made in each case.

B. AREAS OF POLICY REFORM

-

1. Putlic Sector Liberalization

ty
[

ARfter the process of natioralization cf all mazcr indus-
try was comrleted in 19(1, a Scviet-style industrializazticrn
pclicy was adoptel; ccnseguently the Egyptian puklic sectcr
expandel ragpidly during the 19€6C2's. The different puklac
erterprises were ccrntrolled by thirty-eight putlic organ:iza-
tions (mocassasats), one for each industry. By the late
1960's, the disadvantages of a centralized syster were be-
corming apparent. Apart frorm the wage, employment and price
corntrols that were an essential part of governmen: pclicy
(and which will be discussed laterj, there were the usual
types of problems relating to managerial autonory. The neel
constantly to get central apgproval for relatively urimportant
decisions cortinel with approval procedures that were lengthy
and bureaucratic were bound to affect the companies' perfor-

mance adversely.

I1 - 2



A major step toward rectifying this problem was taken in
1975 with t:;:e passage of Law 111: as part of a re-structuring
of public se:tor administration. The holding companies (moas-
sasats) were¢ abolished and replaced by supreme councils for
each indust: The idea was to take only the most impcrtant
decisions — particularly price changes and investment dec:i-
sions — at :he "center” and leave the companies freer tc
make day-to-3day decisions. The boards of directors (arZ hence
implicitly <he chairmer) were given additiona. contrcl over
the operati-n of their companies; they were tu prepare the
draft general plan, other plans for production ang ecu:prent

replacerert, provisior and developrent of finances, anZ s- cr.

Mcre irpcrtant than the lecal statement was the actual
irzlerentation of the new policy. 1In our conversatizsns witl

company chairmer.,, it was apparent that many do feel the: hLave
substantial autonory although there is always rcorm fcr irprove-

"

.~

bo

e
‘.
4]

'

ment. One recurring therme related to auvtonory in mak

b

~
[}

chasing decisions. Above a certain limit, managers wcu

have to go through GOFI procurement procedures, which are

teldious and cause long delays. (whern both AID and GOFI gpre-
cedurss were involved, the result was a nightmare!) The

celling, however, has been steadily raised, up tc LE 3 mil-
lior. now. Further, several chairmer. said that they could
fregquently break up larger purchases into smaller corpcnents,
ench below the ceiling. This type of behavior is clearly
possikly only in a regime where central controls are not be-

ing vigorously enforced.

For a brief description of the key elements in Law 111 and
other important Laws, see Appendix II.
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As a general rule, we had the impressions that success-
ful chairmen, particularly those making profits, haZ sorme-
what more autonormy than the rest. Wwhether this was because
the government perTitted it or whether these manacers werse
aggressive enough to go out and take {t is hard to surmice
In principle, a pclicy that conscicus.y rewarés the bes: ran-
<, h~owever,

agers with ac:onory has much irn 1its fawvcr. 1In Ecv

I >
- -

't

with {ts highly distcrted price syster, it is rct easy tc ckt-
gerve the best manajers., Thus there exists a reei for a

nifcrr, ccmprehensive evaluation system based con shadow
prices as ar {nterir meas:re.
Despite our ygeneral impression that managers carn arcd
', much rermains to be éone.
Trhere is a Burprisingly ccnsistent view that ownersh:ip rmus:
be separatel frcrm marnagerent. Fror our conversaticns, we
founs that this view 1s suppcorted by company cfficilals, rmin-
istries, lahcr bodies and acadermics. There are twc impIriant
channels of moverent in this directrion. First, with the pas-
han
sace of Law 155(1981), it is now possikle fcr puklic sec:cr

maragers to forr whclly-owned sul.sidiaries under Law 159, which

-

woulcd place these subsidiaries in the privats sectcr Ac-
cordingly they would be much freer ol goverrnant CORIrcis

than their mocther companies. At leas: ore cvampany chairman

. B2
Incidentally, it appears that wha: Egyptians call "ecc-
noric" prices are nct the same as appropriate shadow
prices; econoric prices are taken tc mean prices that
cover costs of productiorn.

*n

See Section Two for further discussion, and Apperd:x I1I
for a brief descriptionrn of this law.

(]
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we spoke to already has plans to set up such a company.
Second, there is currently active discussion of a new
public sector law. Two proposals for public sectcr reforr
were under consideration in 19E1; these have now been re-
placed by a third. It i{s embodied in a paper pregarel re-

has

-t

cently by the Ministers of Industry and Ecconory, ari i
been discussed twice by the Supreme Committee fcr Policies
ané Econormic Affairs. It will be presented shcrtly to the
Councz:l of M:inisters and all indications are that a draf: law

based on the approach will be presented tc the People's Asser-

Ely whern it nex:t reccrnvenes in Ncverber. Ccnsilerinc the

"
0
'
b

ts passage by mid-year.
Arart fror- the Governcment initiative on this matter, most
puklic sectcr enterprise managers themselves want greater

né they are suppcrted in this by the la-

[+

freedzr cf action,

bcr uricns, which provide the wcrkers' regpresentatives whe
sit or. the boards of directors. The labor unions are in facet

et g
-<a.1C

ke

rt
e

firr suppcrters of greater managerial autonory for

c

)
’

3
wn

sectcr enterprises and public sectcr entergrise re
long as their essential derands are me: fcr continuaticn cf
tws sets of acguired rights: workers' regresentaticr con the
boards of directcrs and the current syster of profic sharinc.
Thus suppcrt for the new law seers widespread. However, we
cannct preldict at this time what opposing forces may emerge

in the course of implementation.



To turn to the proposed law itself, we believe that the
suggested changes are a significant step towards the gcal of
managerial autonory. ®“The separation of ownership fror man-

agement” is stated as one of the four key principles cf the

4]

proposal. Certainly its purpose anc effect are tc p.ace rire

]
¢

decision-making authority at the corpany level rather than
the center. For exarple, our unofficial translaticrn of the

proposal says, "...companies are indeperdent urits. N: cen-
tral auvthority is allowed tc interfere irn any ranner. The
company's board cf directors is the scle authcrity tc dezer-
mine the cormpary's activity.” 1In fact, the board cf directors
will have erhancel powers under the law.

Oversee:ng the puklic sectcr comparnies will be several na-
tional orgarizations. The proposal paper goes to grea: lengtihs
tc argue that these naticrnal orgarnizations are nct tc be con-

fusel with the putlic orgarizations (mpDassasats) tha: ex:is:e:

o

during 19€2-75, and indeed, the powers cf the nationa. crga
tions are considerakly more lirmited. Manry of the pukl:c crgan-
izations' powers are embodied in the companies' general asser-
blies. Although this appears to be a desiratle ster, the pa-
per suggests that the board of directcrs of the relevan: na-

tional organization should serve as the general asse-tly of

-

O

a company. This would nullify some of the decentralizat:
effect sought and, therefore, deserves revision. A nutber ol
key decisions — 4including price and wage decisions — are
delegated to the caompany's board of directors and of cocurse
this 15 a major step in the right direction. (These are

considered in greater detail in sections three and four below.)
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Overall, the proposed law seeks to give all public sector
companies the privileges given to Law 43 companies; this
alsc will imply considerably more managerial autonory.

2. Private Sectcor Liberalization

It was the contention of USAID/Cairo's Industry Sector
Strategy Annex tc the Egypt FY1964 CDSS that the key elerment
of change needel to achieve liberalization of Egypt's indus-
trial sector is the easing of restrictions on entry cf the
private sector into industrial activities hitherto explicit-
ly or 4mplicitly reserved for the public sector. Greater
ease of entry in the first place leads directly tc expansicn
cf the share of the private sectcy in industrial product:icn.
It alsc puts pressure on the puklic sector entergrises tc
operate on more corpetitively determined market terms, and
to dermand fro- the government authorities the greater f‘ree-

>
S

on ncrmally availatle to the private sector bus

(33

der cf a

0

nct to the public sector enterprises.

Grea: sirides have been made in liberalizing the pri-
vate sector. By far the most important ster was the passage
of Law 43{1974). This was originally intendel to encorpass
joint vertures between Egyptian and fcreign capital, but was
extendeZ tc purely Egyptian firms by an amendrent in 1977,
Firms organized under this law are free to se:t prices, waces
and erployment conditions, can maintain foreign currency ac-
counts, can irport equipment and export goods withcut a li-

cense and enjoy a generous tax holiday. That the law pro-

vided a strong incentive for entry is clear. The private



sector's share in industrial investment rose from four
percent in 1974 to 12% in 1975-78 and to 13t in 1979. GOF1l
estimates the share of private sector's share of the value
of output of manufacturing to have increased from 25% in
1976 to 32% in 19B81. New joint venture investments apgroved
under Law 43 since 1974 reached a curuclative total of 1,62¢
(valued at LE 9.0 billion) by end 1981, of which arcuns
1,000 (valued at LE 5.4 billicn) were in operatiorn or under
construction; about 30t of the approved investments were in
industry. This is a major achievement, specially corgpared
with figures for private sector joint-stock company forma-
tior. under Law 2€(1954). Nz new companies were formed dur-
ing 19€1-7]1 ang orly 27 during 1971-E1.

Nevertheless, there is some feeling that Law 43 could have
perfcrmed better in the industrial sector, and it is therefore
instructive to exarine the impediments to private sectcr ex-
pansion. Althoush we did encounter cormplaints regaréing gcv-
ernment red-tape as a deterrent to private investment, the two
most important reasons that more private funcs are not beinc
invested in 4industry are purely market ones: (a) the labcr
force is unreliable, and skilled workers freguently leave for
higher wages in other Arab states once their traininc is corm-
plete; and (b) high interest rates in the West make risky
investments in Egypt relatively less attractive. A larce
proportion of investible funds with Egypt-based banks find
their way to foreign capital markets. Under these circur-
stances, it is fair to say that external conditions consti-

tute an important (if not the most 4important) factor
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inhibiting Egyptian private sector development in particular
and industrial development in general.

Two other factors,  -however, must be mentioned. First, there
continues to be a fear of possible nationalization, which
shortens the time hcrizons of potential investors. Law 43
explicitly rules out this possibility, but of course in
principle such laws are always revokable. The becst guaran-
tees against nationalization are political and econor:c
stability — as these come over time, the confidence cf pri-
vate investors will improve. Seconé, private sector compan-
ies face the possibility of putlic sector cormpetitior ani
clair it 1s unfair when the puklic sector companies are
subsidized. W:ith the pricing ptlicy emdbodied ir the new
puklic sector law (see section three below), this will be-
come less of a prokler.

Ancther important step ir private sector liberalization
is the passage of Law 159(1981), for which the executing
regulations were signed on June 23. This law simplifies
consideratly the procedure for forming joint-stock and lim-
ited partnership companies and makes it mandatory for the
relevant government agency to respond to an apgplication for
incorperation within thirty days. Further, Law 159 cormpanies
will enjoy all the privileges of Law 43 companies, exceg:t the
freedor to repatriate profits. Lastly, there is no bar tc
public sector companies forming subsidiaries under this law.
Thus, we regard it as a major step towards the increased

privatization of the economy. The issuing of the executing

I1 -9



regulations, we believe, is an important signal that the
process of liberalization begun by President Sadat will in-
deed continue under President Mubarak. Mention should also
be made here that the corporate tax rate was reduced recently
from 41% to 32%, a further incentive fcr private investrent.

One barrier to private enterprise that does continue
is the reguirement of Government approval for new- invest-
rents. Tc soume extent this may be desirakle in an eccromy
which cannct afford the costs of excess capacity being buile.
At the sare tirme, it is impcrtant that the gcvernment nct
play mcre than a minirmal cocrdéinating rcle. The key, there-
fore, is the actual practice of the apgroval process. There
are signs tha: this is indeed bein: strearlinel. Recently
514 new private secicr projects were approved — all had
beer presented within the last six months. And the Deputy
Chairran of GOFI declarecd that the turnaround time would now
be thirty days, the reguirement laid down in Law 15%,

Another cause fcr optimisr is the growinc consensus in
Egyptian policy making circles that the industrial branches

reserved for the puklic sectcr should be limited tc kranches

(such as steel making) which are considered strategic fcr the

[

econory, but that the production of consumer duraktles shou
be opened to the private sector. The change in atmosphere
in this respect over the last two years is remarkakle. 1In
1979, production of washing machines was opened to the pri-
vate sector but the public sector company Ideali was akble to

fight off attempts to divest it of its monopoly of production

II - 10



of refrigerators. Today, although ldeal is still the only
Egyptian producer of refrigerators, even such firm supporters
-0f public sector enterprise as the Egyptian Federation of
Trade Unions state as a matter of self-evident fact that re-
frigerator production is an area for private sector competi-
tiorn with the public sector.

3. Pricinc Policy

The most glaring source of inefficiency in the Egyptiarn
econory is surely the distorted price structure. The need
for price reforr has been discussed for years now with little
moverent in actual practice. The "breagd riots" of January,
1977 4irn response tc announced price increases servec tc un-
derline the d:i:fficulties associatel with pushing prices toc
muclh. Our assessrment, basel orn our conversaticns with a wide
range of people, is that it is extremely unlikely that re-
tall prices of "sensitive” goods such as fooé items, “"popu-
lar"™ clotk ard housing will soon be changed. 1In the present
situation of relative political instability, tarmpering with
these prices would be too risky a path to follow. Neverthe-
less, it should be noted that the large subsidies to essen-
tial goods are a tremendous drain on the treasury, a fact

that was pcintedly mentioned by Presidernt Mubarak in his recent

July 2¢€ speech.. This point has alsc beer attractinc a lot of
edftorial attention recently.

Certainly the pessimistic assessment does not apgly to
pricing reforr in other areas. There seem to be several

areas of movement. First, as the econory gets increasingly

*
He noted that subsidies on bread alone cost the treasury

more than the entire revenues from the Suez Canal.
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"privatized,” especially following Laws 43 and 159, a sraller

proportion of output will have controlled prices. This is true
not only because the private sector is free to set prices with-
in certain limits, but also because public sectcr comrpanies are
freer to set prices when they are selling to the private sector.

Further, public sector expansion is oftern taxing place

through Law 43 and may accelerate under Law 159. These "puklic
sector” comparnies are freer of price corntrcls since the, are

regardec as part of the private sector. 1In at least cne case,

C sectCr company raisel its price by phasing out its

)
[N

a pukl

g o)
4]
[0}
L
£
0
(a4
[
[0}
23
[+ ]
3
(.
~
Ld
V)
()
o
(8]
P
o/
u
[N
[
X
[
(8
o g

O
~
0
Q.
[
(8]
(ad
[N
0]
o)
-
la]
O
8
]
n
[
tr
n
(¥
o))
[
¥
4|
v

Seccnd, puklic secter managers now freguently have the op-
tion tc set prices for new products. In practice, this 1is
used tc raise prices simply by changing the original product
Blightly. Of course this tactic cannot be applied everywhere.
For exarple, there is lirited flexihility to change the speci-
fications, and hence the price, of cement. But the technigue
is easily useé in the pricing of pharmaceuticals. There have
alsc beern some price increases of existing products, either on
an experimental basis (e.g., soap) or if the goods are non-
essential. There has been talk of using this method to actually
remove subsidies on some consumer goods in an incremental way,
e.g., cigarettes and toilet articles.

Third, there is active discussion of an intermediate

rationalization step with regard to public sector prices,

namely to recognize the subsidies involved explicitly at the
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distribut.on stage rather than hiding them at the factory
level. This is an important component of the new public

sector law that was discussed in section one above. Speci-
fically, comparny chairmen are empowered to set prices to

cover cost plus an adeguate profit margin, provided these

dc not exceed the import cost of the commodity. This kind

of instruction has two proklems: (1) the 4impcrt cost is
norrmally takern inclusive of tariffis, sc that we may cfren fini
the "cost-plus”™ price tc be lower tharn that of imported gosds

in the dormestic market but higher than the international pri

0
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0
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and (2) there may frequently be excess demanZ at the an

O

price, arc it 4is unclear whether managers will be perr:.ttel t
finZ the rarket price. Certairly when the goods are actua.ly
scld at subsidizel prices it will be extremely difficult fcr
the manufacturer tc estaklish the free market price which
would be the appropriate one for signalling purposes. Alsc,
the need tc cover cost is suitable only when the prices of
intermediate goods have been set appropriately. Neverthe-
less, the separation of the ex-factory price fror the retail
price will serve three very useful purposes: (1) it will
provide bezter signals to bcth producers and users of a wide
range of goods, particularly intermediate goods that are
priced ccrrectly; {(2) it is liable to restlt in greater mana-
gerial autonory where public sector firms become more prcf-
itable; and (3) by making the subsidies explicit, it will
increase the pressure to remove some of them or at least

to clarify the extent of government support involved.



4. Wage and Employment Policy

Another classic Egyptian problem relates to wage and
employment policy. Here again, major steps have been taken
within the last few years to restore some type of ratioral-
ity to the labor market. The private sector, fcr exargle,
is now largely free of any labor-related contrcls. Law 43
and Law 159 elirinate eny salary guidelines. Under Law 159,
the only labor-related guidelines are that some worker rep-
resentation is requirecd on the board, and 10t of net prcfic
must be distributed to workers in the form of bonuses {ug
tc a maximur of their annual salary). Clearly neither cf
these regulations imposes significant restrictions on the
firms.

In the public sector, matters are not quite as simgle.
The stereotypical image of public sector companies urntil
guite recently was that they were tremendously overstaffed
due to government policies recuiring the hiring of all grac-
uates, and were severely limited by government guidelines
on wages. We found an extremely different atmosphere now,
however. The primary legal instrument for change was Law 4E
(1978), which gave public sector companies con-
Elderatle freedor to set their own employment policy. For
example, the board of directors was empowered to design,
implement and amend the organizational structure of the cor-
pany and to determine hiring procedures. Each enterprise
also was expected to devise its own evaluation and incerntive

system. Although base pay scales were fixed by the government
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and were uniform across companies, each company was given
considerable leeway to fix bonuses, special and merit allow-
‘ances, incentives, etc.

In practice, we found some variation in the actual
implementation of this policy. Many company chairmen felt
they were free to set their own hiring practices and acknowl-
edgel that they were no longer under any great pressure to
hire people they did not want or need. 1In fact, a freguently
mentioned problem was a shortage of workers. Some d:Z still
feel they had an overhang cof surplus workers, which would
need to work itself out through attrition or company expan-
sion. With recgarc to graduates, it is now government pol-
icy to "delay"” their emgplcyment by up to three years i{ neces-
sary and to absor:t ther in administrative departments rather
than the comparies. Overall, therefore, companies feel they
have some control now on their staffing levels.

On salaries, the base pay guidelines set by the govern-
ment are unrealistically low and, on their own, woulc make
it impossible for public sector companies to compete with
the private pector or with employers in oil-rich Arab states.
All comparies supplement the base salaries by "incentive”
payments that vary from 40% to 1508 or even 200t on top of
the base pay. The "poorer"™ companies have less akility to
make such payments unilaterally anéd hence have less control
of their labor force. This is an important way in which
managerial autonomy is implicitly linked to financial scl-

vency of the company. Even the highest supplements, however,
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do not appear to bring a worker's total compensation on a
par with what he could make in the private sector or other
Aradb states. The biggest problen faced by public sec:or

managers is therefore that of lahor flight, particularly tc

)

the Arabk countries — sgomething that is in a sense ex:ernz2

to the econory. As in the case of capital flight occurrar

U

due to high interest rates in the West, there is little that
Egyp: can dc to tackle this protlem. One ster that

might ameliorate it somewhat, however, would be to let pub-

o7

lic sector companies freely set their owrn wages, which woul
be possitle if they were als> free tc set prices.

This refcrm is on the 4immeliate horizcn as an irpcriane
compcnent cf the new pukblic sector law propocsal. As part ©
the neei tc free puklic firms from restrictions anc regula-
tions that impede progress, it has been recogrized that cor-

panies should be atle to set their own wage pclicy, within

sore broad guldelines. The proposal points out the successes

n

achieved in the banking, insurance and petroleum sectcr
Thus the specific economy-wide fixed pay scales wotlé be

e' ‘'nateld and perhaps some vague minimur and maximur guide-
lires wouldé be announced2. As lcong as the maximur figures
are reasonatle, this will be a further impcrtant ster in
granting managers control over wage and employment policy.
The syster of incentives would centinue anyway where neces-
sary. Cortineld with the already-granted freedoms on hiring,
this law might complete the major reforms for labcr pclicy

in the public sector.
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S. Public-Private Egquality

The treatment of the public and private sectors is be-
toming more egual. Of course the most significant develop-
ment is that there does now exist & growing, dynaric pri-
vate sector, in sharp contrast to ten years ago. This is
ar. achievemen: of major proporticns that must not be fcocrcot-
ten. There still exist in Egypt strong forces opposel to
such development, and it is indeed remarkable that liberail:-
2ation of the private sector has acdvanced as rapidly ac it
has. In fact, this ragpid expansion makes other reforr mea-
sures, such as removal of subsidies, more difficult tc irple-
mernt, since private sector growth has beern accampaniel by a

worsening cf incorme dictribution.

(18]

The most interesting aspect of the puklic-private cor-
parisor in Egypt is that pressure for eguality of treatren:
is now corming primarily fror the public sector side of the
eguaticn. At the same time, the private sector is con-
cernec about discririnatory electricity prices anc access
to foreign exchange, and the potential competition fror
subsicdized public companies. However, the private sectcr
firms are not subject to most government price and wace
controls, ard under Lawe 43 and 159, have consideratle free-
dor. with recaré to fcreign currencies and trade transacticns.
In this situation, it is the public sector comparnies that
are pushing for more liberalization, and for once the pc
ical leadership also seers convinced that they must be freel
g0 as to be able to compete with the private sector. Thus

the new proposed public sector law calls for public sector
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companies to be granted the freedoms and privileges granted
to Law 43 companies. Note that the same provision was made
for the private sector under Law 159. Specific liberaliza-
tion of price and wage policies fcr the public sectcr have
already been discussed,

For the public sector companies, there will be a price
for this freedom — they will have to do without subsiZized
inputs. As firms begin to price on a ccst-plus basis, inter-
mediate {:iputs will be priced more realistically. The intro-

uction of mcre rational electricity prices, at least fcr

[V

indust

"

ial use, will alsc be mcre easily accormplishel as

41

part cf this process. Wwe feel that the chances cf th:.s re-

[0

form coming atout are extremely gooZ, since all cencerrne

-

One other way irn which the harmonious - _-existence of
public and private sectcrs may come about {s through an ap-

prcopriate division of industries between punl:c and private

[¢H
(34
(&1

sectors. Similar to the industrialization stratecy a e

v
-

oF
in India, this would sugcest cer<ain industries fcr public

sector expansion and reserve others — particularly consurer

(¥l

goods — for the private sectocr. 1In this scherme, it 1is pCs-
sible to gelect those industries for wihich public secicr
productiorn is most appropriate. Several indivicduals we
spoke to indicated that this kind of division is under in-
formal discussion, although no specific propcsal has been

taktled.



6. Foreign Trade

One of the most important elements of the open-door
policy was -precisely the opening up of the Eyyptian econonry
to fcreign trade. There has been great liberalizazion of
foreign currency contrcls and also of trade itself.

The liberalization of the banking syster is dealt with
in Chapter V. The creation of the parallel foreigr exchange
market is an important step towards more market-orientecl
transactions. Since exchange rates are floating irn most
Western countries, tfHiis may be deemed desirable, although
the superiority of floating over fixed exchange rates is
still a matter cf scme debate. The private sectcr cormgplaint
that they shculd be aktle tc buy hard currency at the cff:i-
cial rate is hardly tenatle; what is desirable is fcr the
puklic sector tc use the market rate also. This will be a
likely result of the proposed puklic sector law. It shoulcd
ther. be possiktle to have a unified anc free exchance markex.
Laws 43 and 159 also removel licensing reguirements for the
impcrt of capital ecuipment and for exports.

C. SUMNMARY

To sunrarize, there has been substantial liberaliza-
tion and pclicy reform in Egypt during the last eight or
nine years. The private sectcr has grown enormously fcllowing
Law 43, and the passage of Law 159 is likely to reinforce
that trend. The public sector has been the beneficiary of
major changes in managerial autonomy, especially through

Laws 111 (1975) and 48 (1%878). It is our sense that in fact
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the autonomy available to public sector managers is fre-
guently not used to its fullest extent: a symptorm that the
country has,limited ability to absorb liberalization. Fur-
ther reform, however, is very much in the air. We can look
ahead to a period when the public sector will be free of
many mcre restrictions ané will be able to operate like Law
43 comparies. Wage and employment pclicy has already been
liberalized to a large extent anéd the new public sector law

{11 basically corcrplete the process. Major price refcrrm 1s
also to be expectel.

This is not tc say that Egypt will be almocs: like a

: ~ ~e W
laissez faire econormy in a few years. The existence, strencil

and continued growth cf the puklic secter are basic tenets cf
Ecvrtian pclicy and are not negctiatle. They are seer as the

pillar on which Egyptian independence rests. The subsidiza-
tior 0f basic commodities is another pclicy on which little
moverent can be expected. This is partly a matter cf pcl-
icy and partly of political expediency. Wrat can be ex-
pectec is for more rational pricing to occur on non-essential
goods and for subsicies tc be recogrized exglic:tly., Pro-
ducers of subsidized goods woulé thern face more aprrcrriate
signals for the value of their output.

It wouléd be urreasonable and unrealistic to expect pub-
lic sector maragers tc be granted complete freelor tc make
investment decisiocns. Such avtonory could easily be mis-
used. The real gocal should be to make the oversight proce-

dure simple and unburdenscme. Cormpany chairmen we spoke to
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did not particularly complain that investments they really
wanted were not approved. The key complaint related to the
delays involved in going through the tediouspurchasépmoce-
dures. These therefore need to be strearlined. Perhaps the
ceilinc or auvtonomdus purchase decisions could be stealdily
raised as a reward for good performance. For this last, it
is vital that the GDE have a comprehensive ancd uniforrm evalu-
ation procedure, which makes exgplicit the values they attach
tc their different ckjectives. AID may usefully fund the
setting up of such an evaluation systenm.

Tris alsc relates tc the use of banking criteria as a

way 0f allocatinc investment funds. 1In an econhory where

(1]

re

0

prices are as cist as they are at present, such finan-

cial-type criteria mare little sense fror the social point
of view. As the price reforms cutlined in the new puklic

sector law come intc effec:, such criteria may becorme e

hough market prices are still

o
r*

little more mearingful, a
urlikely tc approximate true shadow prices. More important,
it is obvious that the Egyptian capital market is far fror-
rfect. Reliance on the market tc allocate funis efficient-

ly therefore does nct even have a theoretical justificetion.
The use of econromic rates of return seems much mcre desiratle.

The key points of this chapter are:

(1) There has been a substantial arcunt cf liberali-
zatior and refcrr in the past decace.

(2) The Egypcian econcrmy has a limited capacity to

accept ané absorbk liberalization.
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(3) As a result, reform must be of an evolutionary
nature.

(4) This evolution is progressing in a substantive
way. Egyptians have indeed internalized the continuing
need for further reform.

AID must consider these factors, the recent history
of events and Egyptian reality as it designs an effective

aid prograr.
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III. AID'S PERFORMANCE AND STRATEGY
IN THE INDUSTRIAL SECTOR

A. OVERVIEW OF U. S. AID TO THE INDUSTRIAL SECTOR

Between FY1575-81, USAID obligated more than $1.4 bil-
lion for the industrial sector in Egypt, 37% of the cumula-
tive U. S. aid package.. The following discussion briefly
describes AID's major activities in the industrial sector,
their achieverments and shortcorings, and lessons for the fu-

*e

ture as AID develops a new industrial assistance prograrn.

1. Otiectives

AID's industrial programs (described in Appendix III)
have not emerge? from a coherent and well-defined induszrial
strategy. Rather, AID's involvement in the industrial sectcr
besan in an unstructured way, with the primary objective of
abscrbing the high level of funds provided by the U. S. gov-
ernment to Egyrzt. Neither the objectives nor the corpcnent
parts of the programs were designed to be complementary ncr
to fit into an overall strategy, although they diZd share
broad goals and common activities to an extent. Exhibit III-1
shows the key programs ané the services provided by each:

* the Commodity Impcort Program

- direct project assistance

* the Industrial Prcduction Program

* Development Industrial Bank

Excluding RL. 480; the share drops to 22% if P.L. 480
is included.

A detailed discussion and comparison of these programs
can be found in Chapter Five of the Phase 1 Report, May,
1982.
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EXHIBIT III-1

AID ASSISTANCE TO INDUSTRIAL SECTOR

Program | c1p | 1PP | Dir. DIB;LIE" IP1
Pro

Service jectg
MDP | ITAPLoca®

Training

Companies x X X x
Y82
Financial x X
Institutiorns

Feasibiiity % %
Stuiy

Loan b ¢ x b4 x X

Technical/ X x x x X
Managenent FY82 (to
Assistance DI1B)

Environmental X
Study and
Equipment

Principally Private Sector

* Exclusively Private Sector
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* Private Investment Encouragement Fund

* Industrial Productivity Improvement

Exhibit III-2 sucnarizes the diverse goals sought by
AID programs over the past seven years. It is first appar-
ent that the most commcn objectives have been capital reha-
bilitation and institution building, the latter aimed various-
ly at ministries, banks and/or companies. Second, structural
reform has been soucht tc date through only two programs, the
I1PP and the direct prcjects, and in both as impliec goals.
Thiréd, the largest sincle prograr in the industrial sector —
the CIP, with 62% of all industrial sector expenditures —
has maintained the sirrzle goal of balance of payment assisiance,
without explicit recosniticn of other outcomes, fro- the obk-
viocus one cf moderrnizaticn of capital stock to the mcre ak-
stract goals of increasei national income and productivicty,
sought through the less drartatic expenditures of other pro-
grars.

2. Achieverent

The impact of AID's involvement with the industrial
sector is rmixel; in ny cases, because of the delayed irple-
mentation, projects have not advanced sufficiently to measure
outcomes. Achievements to date include:

* Some moderrization of industrial capital stoc

(principally through the CIP and direct projects
to date).
* Balance of payments assistance (principally through

the CIP).
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EXHIBIT II1I-2

Program

GOAL

Cip

IPP

ir.
roj.

DIB

PIE

]

hd e

1| bt

Voca.

Balance of Payments
Capital Rehakilitation

" Increase Productivity
Structural Reforr
Increase National Income
Institution Builéding
Improved Environment

Private Sector Produc-
tivity/Efficiency

ns lonz-term

Increazse erployment

Expansior of industrial
sector

Increase productive use
of technciogy

Develop traininc
techrnigues

-

H
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* Some institutional development (particularly in the
DIB).

* Within AID, a better awareness of the problerms facing
Egypt's industrial sgector.

* Within GOE, the banking community and companies,
greater awareness and experience in conducting feasi-
bility studies and in their use in makinc investment:
decisions.

* Increased experience with procedural issues, which
could lead to more compatibility between the USAID
ané GOE systems, anc a willingness to experiment
(e.g., DIE lcans below $1 million are now exerg:
from the U. S. carrier reguirement).

- A greater base of experienced project officers with-
in AID to manage the system.

- An estakblishel presence in the Egyptian industrial
sector.

3. Proktlers

The AID prograr, despite its growing achievements, has
been beset by a number of protlems which in large part have
resulted fror the absence of a comprehensive assessment cf
neeld ard a coherert operational strategy. Programs have nct
been targeted toward any particular industrial sector or se:
of ins+<itutions; instead, rather a shctgun approach has been
adopted. Moreover, the rationale for AID's approach has not
been effectively articulated to the GOE nor would it be im-

mediately apparent to observers from the range ani arounts
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of money applied. Another result is the limited coordination
and interaction among the various AID modes of assistance,
even where goals do overlap.

A second problem is the inconsistent and incoheren: ap-
plication of decision criteria. The IPP, for instance, in-
itially specified only a minimur econormic rate of return of
<

15%; this was later supplemented by a 15t financial rate of

return reguirement. As noted in detail 4in the Phase I repor:

the opague evclution ané application of these criteria led

toc considerakle confusion, uncertainty and frustraticr on

vy

the part of GOFI and the comparies as to the reascns for
AIZ's rejections of projects, as well as consideraz.le tinm
anc experse in feasikility studies which could have beer
cut short, had AID been exglicit in its criteria at arn
earlier decision pocint.

Yet CIF projects, on occasion as large as those cf the
IPP, reguire no minimur financial or economic rate of re-
turn nor even a feasikility study; expenditures are jus=:i-
fied irn a four-to-six page "Activity Justification Paper.”
In the direct projects, a 15% ERR and 15% FRR were neither
necessary nor sufficient conditions for approval; one $%3
million project with both rates below 15% was approveZ while
another with both rates exceeding 15% was rejected. Ncr is
the discrepancy confined to putlic sector programs; DIE
loans specify a 15% financial rate of return while PIE loans
reguired a 15% economic rate and a financial rate to "exceed

the effective cost of funds.® <%he proposed Production Credit
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Project has flipped back to a 154 financial rate of return
reguirement.

A third shortcoming is that discussions have focuse?d
on procedural issues such as procurement and contracting,
crowding out more substantive dialogues on goals and pclicy
change, and contributing to the slow and cumbersome disburse-
ment of funds. In the IPP, for instance, only $6 million

out of $145 million have been disbursed to date, principally

for feasibility studies. In the DIB only $21 million, of
66¢, of the available $31.5 million have been disbursed in
the six years of the prograr~'s operation. The PIE func
apcroved since 197E only $7 B8 million in loans out of the
$3C million credit availa twc joint investors have with-
drawr., leaving actual loan commitments of only $1.8 m:llion.
The direct prcjects have fallen behind schedule as well.

The slow disbursement has led to another probler:
AID's presence, with the possible exception of the CIF, has
not been particularly visible. Despite the large sums okli-
gated for the industrial sector, AID is not perceivec as a
significant factor; in some circles it is even viewed nega-
tively relative tc other possible investment socurces. AID
has, in most cases, made little or no effort to "market” its
funds, although 4in the more recent IPI ar explicit marketing
component is built in. In a financial market where AIDZ funds
are perceived as costly, due to the generally market-level
interest rates and tied aid provisions, more vigorous market-

ing efforts will be essential.
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The lack of visibility, slow disbursement and excessive
procedural erpchasis have contributed to a lack of crecdibility
which has hindered the effective exercise of policy leverage.
In the twc programs where pclicy reforr was implicitly sough:

— the IPF ani direct project assistance — 41t has nct been

realized. For exarrle, in the IPF the goal of structural
reform should have been stated clearly and included as part
of the decision criteria for investments if in fact those

gtructura. issues could be directly or indirectly relatel to

productivity. In the direct prcjects, nC projress o= pricinc

(44

has beer acrhieves, bu: at least in the case of Mehallal, kv

g

t

]
[N

a3 com

(3]

reco

O

May, 1982 AID .ize that "the comrany's {ree-

(18]

LA

dor tc se: prices is lirmited” and tha

(Al

"the dialszue with the
GOE or. textile pricing policies and subsidies must take F-.ace
orn a much broader scale outside the scope of this particular
prcject.”

4. Lessons

AID's experience to date in the industrial sectcr has,

despite its flaws, built a foundation from which tc build

a new prograr. The following lessons should be considered
as AID develops its approach:

fcr its activ-

+ AID must adcpt a consistent stratecy

ities in the indctstrial sector if it wishes to maxi-

(8]

mize prograr effectiveness and pclicy leveragze. A
piecemeal, "target of oppcrtunity approach”™ is likely
to lead only to frustration on the part of both GOE

and U. S. participants.
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* AID must take greater advantage of the potential for
interaction among its programs; the implementation ol
the IPI components, just beginning, provides ar ideal
opportunity for this.

* AID must move beyond the tocls of individual prcjecs
and financial leverage ir order to influence pclicy
effectively, incorpsrating, for exarvple, more syste-

matic pclicy dialogues, and the provis:icn of eccnoric

-

information intc its activities.

« AID mus: accpt selection criteria consisternt with its

overall strategy, mare those criteria explicit to the

GOt and participants at the outset, and apply ther in
a consistent ani ccherent manner.
- AID must recognize that its movement into a "whcle-

the willingness to give

re

saler” rcle carries with 4
up a detailed, onzcins oversight role and cconstant
procedural hagcling; both the wholesaler role arn any
goal of institution building reguire that AID "let go©
of its hithertc paternalistic oversight rcle tc a
significant desree, as does the goal cf maximizing
AlID's limited Btaff resources.

* AID mus: more vigocrous.iy market its programs to ensur
widespread use of its funds and, egually impcrtantly,
to secure its place as a visitie and influential

source of investment funding.
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B. AID's STRATEGY FOR THE FUTURE

USAID has bejun the process of developing a framework
for its operations and addressing some of the issues descrited
above. The CDSS industrial strategy is evidence of this pro-
cess. 1r this secticn we descrize this strategy anid wha: we
conclude is the current percepticn cf the stratecy.

Tem 4 Y
1. Boston University Sector Stratezy E€eud

. Its theme 4is tc leverage currently

-

new plant &nZ rekabilitation, concentratinz on industries

'zt has compzarative advantace. Thus the stratecy
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needel befcre the strategy can be
However, the Bocston University approach does provide a frame-
werk within which a truly comprehensive stratecy can be
developez.

2. USAIZ's Indus+rial Sector Strate

p ()
..

In the FY1984 CDSS, USAID generally adcpted the Boston
University strategy. Thus, they support an industrialization
strategy, with some emphasis on exports, and agree with the
principle that public sector enterprises neeld to operate mor

efficiently. However, they went bevond the Boston University
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EXHIBLIT I11~- 3

STRATLEGY ALGESSMENT
Income from Suez Canal, «Can be "sceded" to Creating productive Jobs would be created
oil, tourism and from ) create productive | >]Obs 15 preferred _ — by developing a large, .___;
remittances and jobs or for various productive, labor in-
foreign aid *Used to support economicC reasons: tensive industrial
additional workers creation of jobgs= sector (industrialiration)
as government indcreased demand/ which focuses on exports
employees use of labor= of manufactured goods

real wages
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Strateygy to
Achieve Indus- o
trialization
Includes:

In short, this strat-
egy would set up a
self-reinforcing

However, there are both Most problems

?asuc!b and liabilities 7:0 industrialization_

to industitrialization: would yield to

N/

increase the effi-
ciencyg and the
output of

existing lndastry
particularly pub-
lic enterprise

allocation of
additional re-
gources to

industry that  relatively high N
would otherwise government; education

go to expand and thc'increased . S v
government emloy- productivity and Liabilities ~

activities with a
lower rate of
return

obtain additional
resources from
abroad, including
private investment

made it attractive
for Egyptiana to
save and invest

in industry

procuss in which a
rapidly expanding,
labor intengive
industrial sector
generates further
resources for ity
own development;
the existence of
attractive jobs in
industry diminished

the pressure for un-

needed jobs in

industry allows a
removal of some

controls without
sharp price rises

Assety

* inexpensive labor

* large number of women
who could work in
industry

* proximity to Euro-

prans/Arab markets

adequate foreign

exchange

perverse incentives

for private and

public managers

* distorted prices

* overstaffing

* ineftective con-
trol system

* {inadequate infra-
ftructure

* lack of technical and

profesiional per-

gsonnel

changed policigs

* change the Lfncentive
system tor public and
private managers to
induce thum to use luus
Capltal, more labor

substantially
increase the rate
of investment in
induscry



A number of policies and programs Based on ausesument of USAID Programmatic Support
:) could help bring about rapid, “'€> EgypL's comparative ad- — for Industrialization
labor irtensive industrial Vantague:
development with tocus on export * outline ot needed macro-
of manufacturued goods tood-veyutable o1ly, cconomic policies
Jaims, starch + steps to 1ncrease
* exchange rate which i1ncreases textiles attractiveness ot exports
the pratitability ot leather products * availability of credit to
manutactured exports cotton underwear private tiimg
* eliminate controls over exports cosmetics « breaking link between
* change prices of industrial cement producer and consumer prices
inputs and products or bicycles for i1ndustrial qouods
"de-1link®™ prices of consumers * stresy on labor intensive
and producers investment
* fiexible credit and higher * takus advantage ot supply
interest rates whach are ot temale labor
variable * promotes cetficiency ot public
* reform wage and .abor pro- sector companices
ductivity policies: .

provides training and incentive
schemes for industrial workers
and manaygers

improve manhaguement
** incredase incentaives
for labor and
management
decreasue overstatting
** increase tralning
especially for women
* in addition to wmacro policy
changes micro changes should
occur in
** managerial autonomy
** incentive systems
(signaling)
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focus on investment by stating that their goals would best
be achieved by pursuing two basic objectives in the area of
industrial policy reform:

* to expand the share of the private sector in indus-
trial production by removing pclicy restrictions on
entry and other policy discrimination against the
private sector.

* to increase efficiency and productivity in existing
puklic sectcr industries.

This view was reinforced by the NEAC reaction to the stratecy
statement.

The present consensus within USAID/Cairo is, to para-

phrase the FY1964 CDSS Pclicy Issues Annex, that AID shculd

tr
..l
(9
N
o}
)
o0}

be seer as "even handel with respect tc Egypt's pu
private sectors, or it may end up empty handed” in its effores
to promcte Ecypt's private secter. AID believes its apgroach
should be non-ccnfrontaticrnal, seeking to support refcrim move-
ments within the Government of Egypt, the trade unions and
the public sector enterprises themselves for liberalization
and reforrm cf the policy environment within which Egyptian
industry operates. Where the USAID Mission is divideé is on
the question of the extent of public sector reform USAID should
reguire as a pre-condition for further corcmitments to puklic
sector investment. The outcome of this debate will have sig-
nificant implications for USAID as an organization.

Although the CDSS states that growth can be achieved both

by increasing investment and by reforming existing policies

III - 14



and procedures, the policy reform objectives in the strategy
seem to have becoume the dominant theme. The issue of in-
creased investment 15 viewel as a means to policy reforr.

In our cpinicn USAID may wish tc ccnsider the implicat:icns

of focusing on pclicy reforr as the prime vehicle for eccnor-
ic growth. It appears to us that if industrial growth basi-

cally captures the thrust of USAID's stratecy then the proper

(V9]

orgar..zational rcle fcr USAID wcull be tc focus crn methods
to increase investment (long terrm) rather than focusinc on
methods to brinc akout reforr.

Ir. the fcliowing secticn we describe areas where there

is agreerent with the GZE on grals and which act as a basis
for forusinzs future USAIZ progrars.
C. USAIT ANT G2IZ CONSENSCS

Tris gecticn reviews the goals, pclicies anc program
orientaticn of the GCI and AID, revealing the key areas of
consensus between the twc parties.

1. Goals

As summarized previously in Exhibit I1I1I-2, in the past
AID's goals were developed on a program-by-progra~ basis and
not derived fror a single strategic approach. The most im-
portant, or oft-mentioned, prograr goals included:

+ institution building

* capital rehabilitation

- balance of payments assistance

» increased ermployment

- increased productivity
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As AID moves into the future, it has laid out a more
developed set of goals for its activities.
The broad macrc goals which AID supports are:
* increase GhP
* increase erployment
- improve balance of payments through reduced imports
and increased exports
* increase the industrial sector's share of GhP

The specific industrial sector goal expected to contri-

bute to the macro gcals is:

to raticnalize Ezyct's industrial sector sc
that investment anc operational decisions
are basel on market criteria
Specific okbjectives within the industrial sector are:

* to increase the private sector's share of industrial
production
* to promote increased efficiency and productivity
in the public sector
To turn to GOE goals, one statement is provided in an
unofficial translation of the FYB82/83 plan. Six princigples
are presented, suppcrting two overriding goals of econoric
stability and monetary equilibrium:
1. Concentrate on consolidation and development cf
the economic performance of existing productive capacity.
Priorities: Food

Clothing
Construction materials
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2. Increase efficiency and productivity of the produc-
tive sector, including supporting services that are linked
to comrodity production, such as transport, comrunication,
education and health.

* Growth rate of 9.8% for commodity production
vs. 6.1% for productive services

3. Increase self-reliance/reduce balance cf payments.
* Increase comr-odity and service exports
q. Increase investment throuch savings rather than
through inflationary deficit finance.

* Attract Arab ancd foreign cagital through in-
spiring confidence

* Oper. investrment channels

* Overcore ad-iristrative obstacles ang bureau-
cracy which impede prcject implementation anc

management
5. Improve individual consumpticn and the stancdard of
livine.

* Guarantee the optimur and effective distribu-
tion of total! local output to satisfy the
masses' consumner needs

- Provide basic public services, such as educa-
tion anéd health, for free or for a marginal fee

* Direct subsidies to those of limitel incore

6. Optimize use of hurmar resources

* Recognizinc that government and service sec-
tors have absorbed nurerous wcrkers, discuising
unemployment, increasingly workers are to be
directed into the hichly productive manufac-
turing ancé construction sectors

- Enhance rural developrent, agricultural develop-

ment and srmaller enterprises in order to lirit
migration to cities

111 - 17



* Training — technical, administrative and
management — 4in both the public and private
sectors

+ The armed forces should play a role in provig-
ing vocational and professional training

Additional goals cited by GOFI in a June, 1982 report,

Industrial Opportunities in Egvpt, dnclude:

- establish integrated industrial zones

- rationalize enercy use

- optimize use of mineral resources

- optirize use of local raw materials

- strencgther open door economy, expanding foreign part-
nerships and giving pricrity to the Egyptian private
sector to participate in joint venture prcjects

- transfer of technclocy

- improve productivity through vocational training,
scientific practice ancg guality control

* spread of small scale industries throughout the
couniry

President Mubarak's July 26th speech also providel a
picture of the GOE's goals for the industrial sector, noting
first that economic reform will take time and that stakility
was the most important prereguisite of economic reforr.. A
key point was the strong encouragement of private sector pre-
ductive enterprises including removing obstacles. Private
sector development was explicitly noted as being perfectly
consistent with continued development of the public sector.
Finally, although subsidies would not be abolished, the fact
that the speech illuminated the cost of various subsidies
lends credence to the notion that their budget costs are of
significant concern to senior GOE policy makers and will in-

creasingly be discussed.
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Further evidence of the government's intent to promote
the private sector was presented at the Ministry of Indus-
try's recent meeting with industrial unions and industry
leaders, to discuss "means of developing and promotinc the
private sector in order to play a more effective role in in-
dustrial development.”

In larce measure, then, AID and the GOE share a cormon

framework cf goals for the economy, in particular both favor-

* a larger industrial share of national production
* improverent in the balance of payment
* devel.opment of private sector industry

S,

(=

[o})
[

Perhaps the princip divercence lies beneath the racrc gca
where there is a difference of emphasis, with the GOZ focused
on egulity concerns as well as issues of efficiency.
2. Policies

In terms of policy reform, a consensus within the GOE
that reforrm is forthcoming was prevalent throughout our dis-
cussions. Yet, as noted in Chapter II, there is not likely
to be a structural reforr but rather a series of efforts that
will continue the Egyptian econormy's evolution since 13745,

The greates: area of consensus between GOIZ and AID lies
in management changes for the public sector, i.e., AID's list
of constraints affecting the public sector. The proposed
public sector law will make significant progress toward eas-
ing employment policies and management policies; where there

is less mcvement expected is in the area of decentralized

financial and investment decision-making.
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There is a broad consensus between GOE and AID in the
second area of policy reform, private sector constraints;
i.e., the GOE 1is actively encouraging private sector parti-
cipation 4in the industrial economy, particularly 4in certain
areas such as building materials. Wwhether the exact mexhod
of that liberalization matches AID's list in the CDSS, e.c.,
tax reformdiscrirminatory pricing, etc. — 4s unclear.

Ir. the final area of pclicy changes sought — pricin

)

and interest rates — there exists the least consensus. The
budget crunch has given the lcng-standing discussicn cf sub-

gicies anew urgency. In addition, the experiments ani c:ys-

(44}
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cussion ©f mcving subsidies away from the point cf p uT

[
{1
1

to the distributicn stage (i.e., out of the conparies' b

gets tc the ministries) are impcrtarnt steps. However, there

is a stronc cormitment tc maintain subsidlies at leas: fcr

basic consumer needs, as affirmed in Mubarak's speech. In
SUSUT - - - - o ‘- i 3 -

its industrial strategy AID recognizes the difficulty of

achieving reform in this area, ané expects it to take tire.

In translating goals and policy changes into progrars,
AID proposed to concentrate on private sector capital forma-

tion, public sector rehabilitation conditioned on reforr, and

.

(2

ang technclo

)
[P0

appropriate assistance in terms of trainin

(V9]

adaptation. This is largely consistent with the GOZ view,
as represented, for example, in GOFI's list of investment
requirements:

 technical knowhow (including licensing)
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* equity participation

- loans

- services (engineering, product development)
* training

* market access

* management

Thus, there is a significant consensus between the GOE
and AID in terms of goals and programs; where they diverge
is in the extent of policy reform to be achieved within the
near term. However, there is a sufficiently large area of
agreement that AID should be able to mobilize its financia:

resources in a way that meets the mutual objectives of both

countries.
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IV. AN ASSESSMENT OF USAID'S STRATEGY:
NEW PERSPECTIVES

A. OVERVIEW

In the previous chapter we concluded that USAID's oper-
ational strategy for industrial development in Ecvpt is fo-
cused primarily on structural reforrm which allows the public
sector to be nmcre efficient, and structural reforr whict al-
lows the private sector to increase its share of industrial
production. This conclusion is reinforced by USAID/Cairc
officials whc state that essentially they are looking for
through which they can svppsrt GOE

"tarcgets of opportunity

[19]

efforts at structural refcrm. There is nc ccncerted effcre

to focus those funds either on specific sub-sectors or on
products where Egypt has a comparative advantage. In essence,
it appears to be an attempt to establish a reward syster- for
"good behavior,”™ i.e., market-oriented behavior cn the par:
of the GOE. Though USAID has gone through consideratle time
and expense to develop an overall development strategy fcr
investmernt of its funds, it is our conclusion that the plans
to carry out that strategy too narrowly emphasize achieving
economic reform through financial leverage.

The essence of this strategy is capturec by the cri-
teria USAID has proposed to use to select program options
for future assistance to the public sector. These criteria
are:

Continued support for the public sector should be

based on interventions that promote "structural”
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reform, i.e., reforms 4in pricing, ermployment, in-
vestment, production, econormic analysis and associ-
ated policies which would eventually enable or permit
the public sector to operate efficiently in a rmore
competitively determined market environment.

+ Support for the public secter shouléd facilitate
private sectcr industrial developrment by enccour-
aging such refcrms as easier maerhel €ntry; greater

access tc credit, foreign exchange and imports;

ments anc criteria £o: ewvaluating assistance propls-
als , for efiiciently channelling forrms of assic-
tance anc fcr achievins the desirel okbjectlives.

* The managerent rcle for USAID should econormize on
scarce USAIL managerment rescurces.

* There shoulcd be stronc prospects for rapicd disburse-

ment and/cr corritment o: ok
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Ar. analysis cf these prograr characteristics reveals

current USAIC percepticns as tc the purpcse, rcle and func-

tion of USAID as arn orgarnizaticern. The first twoc character-

ID is to ¢romote struc-
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tural reform. The assumption is the
achieved it will have a greater impact on economic develop-
ment in Egyrpt than merely transfering financial and technical
resources into a syster that will inherently misallocate
those resources.
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Since that &rgument apparently has been accepteld by
USAID, 4t appeare to have adop:ec an organizational role
which is comsistent with that purpose. USAID now basically
views itgelf as an orgarization which is simultanecusly an
advocate for eccnomic ref~>rr and a promoter of an eccnomic
ideclogy which is private sector oriented. 1Its rcle as a
reforr orgarnization has in fact become 4its stratecy for

economic development,

(84

In carryinc out that role USAIC ncow defines its functicn

(18]

as a8 wholeszaler, acting as a financial institution to trans-

fer bulk firanrci a concditional basis racther
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role. However, we are ccncernes that placins structural re-
fon: as central to USAID stratecy is nct in the best inter-
ests of USAID or the Government of Egypt.
E. REFORM AS A STRATEGY

Ir our preceling chapters we have presented our assess-

ment of the realities of the puklic sectcr. We believe thas

*

there has been reform in the industrial sector and tha: there
have been specific accormplishments towaré rationalizinc the
putlic secter. In addition our interviews with key incivic-
uals and our analysis of the reform effort to date lead us
to conclude that this effort is evolutionary in nattre anc

proceeding at a more rapid pace than is generally recognized

by USAID.



It is also our conclusion that support of the public
sector is essential for private sector development. For
example, private investors expressed tous the fear that AID
withdrawal fror the public industrial sector coulcd ircrnically
backfire against the private sector. If the putlic sectcr
physical plant decays to such an extent that it is nc longer

capable of producinc the country's needs, they argue, the pri-

[#N]

centrcl arns ever

vate sectcr may face increasel pressure an
naticnalization. Therefore, excessively emphasizing element

of a stratecy which preconditions assistance tc the public

tor or. arn i1l definei "significant reform" of the publac

"
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s€ r.ay have a negative impact orn USAIT's a
achieve its ckyec:ives as an organizaticn.

Our interviews incdicate that this approach tc refors

pcint of view it is pclitically unsound. An industiria

stratecy that does not effectively deal with the pulblic sec-

(company chairmern and Government officials) whose assistance
is critical to any successful approach to a private sectcr

development strategy.

Secondly, the approach is perceived as confrontaticonal
by the Egyptians regardless of the manner £in which USAID may
state its case. Should funds be cut off at this time for
future public sector projects, USAID will have effectively

removed itself from a leverage position, even though it may

maintain some presence through projects already underway.



There is no effective way that USAID can "quietly”™ remove
itself frorm the sector without the GO being aware of it ané
negatively teacting to it.

Third, the quid pro quo approach to USAID assistance

may have appeal as a leverage mechanism tc some but in reality
we believe it will actually be counterproductive. The Ecyp-
tians have internalize2 the neel for reforrm, andé any oper
moverment or USAID's part to cond:ticn its assistance tc re-
forr may be a pclitical setback for those Ecyptians whc have

pursued refcrr by making it arn "Egyptian® issue. Reforr cf

the Ecyptiar putlic sectcr must never be viewed as a USxIC
effcre. This pcint has beern macde irn the USAID CDES arnc has

beer. stukstarntiated by our own assessment of the situaticn.

Fourth, & strategy which bases assistance or the condi-

it cannot carry out its intentions. Urnlike some other donor
agencies, the USAID prograr is political as well as eccnomic
— a fact known to the Ecyptians. Therefore, if it is true

that there is a certain overall level of assistance which

must be provided to Egypt, then shifting USAID funds from

n .

acceptakle” pector in

(@]

putlic sector industry to another
reality only becomes a financial shell-game with all its
attendant frustrations, mis-spent energies and lack cf
results.

Finally, having a strategy that places structural re-
form as a specific goal or objective has a tendency to fo-

cus USAID internal management energies on an issue which
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at best can be only marginally influential and at worst is
politically damaging to the USAID program. These managerial

energies are thusdiptracted fror pursuing other issues such

tr
'y

as disbursement of otbligated funds ani establishins arn effec-

tive issue oriented dialogue with the Ecyptians. 1In sumrmary,

havinc a general strategy for eccrnomic development in E
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which heavily emghasizes reforr as an okjective places
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methois rather thar focusin results. USAI

\n

on en

n oouir

opinicn must positicn its 1€ better before it erkarks cn seen-
inc structural reform.

C. AN ALTERNATIVE RCLE FOR USAID

144

Our assessment in Phase I of this project,and our inzer-
views in this seccné phase leaZ us to conclude that USAID can
plan a rcre effective rcle in assisting the Governmen:t cf
Ecypt tc makxe its industrial sector more effective in coniri-
butinc toward growth, eguity ancé stability of the economy.

In developing prograr options for support of the puklic
sector in Ecypt we believe that USAID shcould operate frorm a
new organizational framework which:

- Defines its role as a donor agency in clearer

terms vis-a-vis Egypt’s industrial sector

- Establishes a general stratecy for fulfilling

its role which has specific goals and objectives

* Develops a more comprehensive role in structural

reform which uses mechanisms other than condi-

tional aid.



As a donor agency, USAID can play arn important part in
the industrial sector. As we pointed out in our Phase I re-

port, USAID in relation tc GCEZ ang cther donor agencies was

34

capable of providing a significant pare cf the financial
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capital eguiprent. However, prchlers arose in dissrikc

because USAID was unc.ear what rcole
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ter USAIZ rmay wush tc define its rcle as that cf firmancial
interrei:.ary Thus it can perfcrr a function the GIT anc
other financ:al instititicns cannct ©r are unw...:inz tZ ful-
£ill a+ the present tire This rcle may be definel as a

catalyst fcr chance which focuses cn a majer prekles con-
cerrninc the use c¢f lonz term capital fer invesctrmenst., The
role is describel in mcre detaill in the prograr- cptich sec-
tion cf this repcrt. However, the financial interrmel:ary
rcle places USAIZ much closer to two groups who are central
to industrial developrent, the bankers anc the chairmen of
putlic and private secior cormpanies. If USAID carn define
its role a&s a kridging mechanist fcr these grcups, it can
play a part nc one else at the present tire is akle tc
carry out.

Our seconé point is that as USAIC better defines its
role in the industrial sectcr, it should also develcocyp a
clearer strategy for fulfilling that role. For exarzle, we

suggest that the current industrial annex to the CDSS shoulcd
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ve more specific in terms of goals and operational tactics.

Though policy reform is ar admirable intent, more specific

accormplishrents should be stated which are consisten: with

GCE goals, e.c., increasing the capital avall

- ¢
“d - o

ters invesstm 1f USAID has no

plan, then the CDESS 4irn effect becormes a
with nc clearly defined approach tc car
Adi:ticrnally, 4dndustrial prcaecits such

ticn anc Vocaticnal Training projects will nct be linweld ir
a ccncertel way ani the multiprlier effect of those pro-eceis
will be lcs: USAIL will thus revert tc a "tarcetr cf{ crzoro-
tunity”™ arrrcach fcor incustrial development. We suggest tha
the tire is crrcritune for USAIZ tc review the Bostcn Univer-
ity siratecsy, enter intc & cdialiogue with GOI ani acree cr
sore criteria fcr 4its investment.

Our thirc pcint is basel on comrents we rade in Chzpter
Bix oX our Phase I report. Since USAID is concernec about
ptructural reforr, we have suggestel that the argproazch be
mcre broacd based. Wwe indicated in that repcrt (ani erchz-
size it in this one) tha*t USAID ghould not cdeal with ecconor:
refcrr. baseZ on financial leverage alone. Tt rust insteacd
rely on the cther mecharisms we described: ecocnoric cialecge
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with other donor acencies. Ou

of this study 4is that USAID has

latiorn to the industrial sector to influence struc:u

reform effectively.
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In summary our discussion and interviews with key
Egyptian and American personnel lead us to observe tha:
USAID has four basic organizational scenariocs it can
follow:

1. Focus primarily on structural refcrm 1n the
Ecyptian econormy and only provide assistance
contingent uporn specific reforr accomzlish-
ments. There woulc be no specific stratecy
for development anZ rewarcéing refcrm effcr:s

culéd be on a targe: of oppcrtunity basis.

2. Desicn a strategy for econcric develcprent
but focus prirmarily on structural refcrr which
may or may nct: achieve speciiic econocmic

results.

3. Desicr. anc fcllow a siratecy which airs spe-
cifically at achievins eccnomic resclts and
contributes tc structural refcrrm.

4. Have nc stratecy ani look for prcjects as tar-
gets of oppcrtunity to invest USAID funds.

As our phase one stucy indicated, USAID has operazecl
under Scenaric 4 until the present time. Fror an crcaniza-
tional developrent perspective it is understandalle why th:s
has occurred. For a variety of reasons it appears that USAID
may be in the process of repeating its past mistaxes by er-

"~
[

the structural refcrr element while icgnoring cther

[ 28
)

phasiz
elements, Essentially it is following Scenaric 1. This
scenario does not seer to be consistent with staterents in
the CDSS which seerm to reflect more realietically the Egyp-
tian situation.

We suggest therefore that USAID Cairo and Washinctcn re-
fine the current strategy and follow it in a way which achieves
econoric results which 4n turn will contribute to structurel

reform. The following chapter analyzes the Egyptian institu-

-

tions which USAID could use to implement its stratesy.



V. INSTITUTIONAL ASSESSMENT

A. INTRODUCTION

The purpose of this chapter is to assess the potential
of various institutions and institutional forms in the indus-
trial sector to act as effective channels of funis cr tc
ther other AID concerns discussed previously, including struc-
turel reform. Where apprepriate (e.c., a new instistusicn),
we descr:be briefly the characteristics of the instisuticr.
In view ©f the particular interest expressel by USAID (irn the
scope of work) in the banxing syster as a potentially irpor-

tant channel for USAICZ funds, a majcr part of this charter
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is devcteZ to kanxing dnszituticns. The vario:

considerel are:

+ New institutiorn
* Existinc third party institution
* Public sector comparies
* Small-scale enterprise fund
« Venture capital firms
* Stock market
. Banking syster
B. THE INSTITUTIONS

1. Governrent of Ezcvpt (GOI)

-

Obviously, the GOE is a key institution in undertaking

structural reform of the economy, but is not dealt with at



length here in view of its coverage in earlier chapters.
One suggestion put forward within USAID is that for positive
movenent orn such reform, USAID would provide GCOE with a glob-

al arc-unt of aié for use as GOE saw fit =— the "Llankx chech”

(1]
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o]

-~ -
-~ -

apgroach. The probakle disadvantaces of such a dir

ing arcunts cfaii tc levels anc rates of structural chance.
In our view the key re.aticonship between USAITZ ani GZI shcould
be cne cf cd:ialcsuee ant scktle persuacsicr, bolsterei by finan-

There are a nutber ¢f liritations in respect to the

Miristries ani their agencies (as distincet fror G2Z) as ve-

-]

ey
B

tural refcr— cr as channels cf funcs.

n

hicles fcr stru
are taintei in the eyes cf USAID anZ of some company chairmen
with failures tc move guoickly enough in the past ani alsc are
seer. tc have vestel interests in terms of their exist:in:
powers (e.g., fcr investrment and pricing decisions)! which
woulZ be threatenei. They alsc are stkject to pressures ciher
than the sclely industrial and eccnomic. Finally, deranis on
USAID maracerent ressurces woulcd probatly be consicderaile.

I+ would be unrealistic, however, irn the Egyptian econ-
ory which is likely to remain heavily committed to the public

sector, to expert liberalization of the public sectcr to the

externt that puklic sector companies would have corplete



freedor to invest, whether in arount or in terms of invess-
ment decision criteria. At best, the companies would be per-

ritted whatever level cf investment could be financei frcor

14
(L

irnterrnally generat funds plu

s
o
o

pecified level of exter-

Q

nally fundei investrent. Ccnsezuently, there is a2 neel tc
improve the relevant investrent srills and the awareness ani

accertance ¢f relevant investment criteria within tte Minis-

are miniTizecl.

In view cf their econcric responsikilicies, the Monis-
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Such an institution would probalbly take the fcrr of a

third party investrment bank, which would be independent fror

b

both USAIC an2 GOE on a day-to-day basis. Its capital would

be provicdes by USAID and possikly GJOE (and potentially, other

L)

doncrs) on an annual basis subject to review of perforrmance

and plans at a stratesic level. It would operate within



-

strategic guidelines laid dowr. by GOE in consultation with
USAID. Desiralbly, it should lend to both the public ancé
private industrial sector.

The board micht corprise key representatives of the Ecyp-
tian business and bankinz comrunity as well as of relevant
Ministries or public agencies. At officer level there shoulc

be full capac:ty fcr prcject preparation, apcraisel, loan

0n

A majcr advantacge wouldé be that a new institution woulcd

nct be burcdeneZ by perceived past feilures, whesher orn the

e
barx wculd be atle tc take eguity positicns irn en-
tergrises without raising the political d:iff:culty of owner-
ship by the U. S§. Gevernmen:. Finally, once estaktlaishel, a
thiré party institutior might ke expected to minimize cerzancs

on USAIZ manacerent resources. Demanis micht be further re-

(19]

duceZ 1f existing RIC moies were rationa.iz2el ani channelled
throucgr the new instituticn.

The majcr disadvarntacge must be that the instituticn
would be essentially ancther bank of which Ecyrt has many.
It woulc be a further crain cn scarce Egyptian manaceren:
resources and considerakle time would be reguired (tw: tcC

A

three years) toc establish the institution. There woulc als?



be a substantial risk that neither GOE nor USAID would in
practice adopt a hands off approach.

§. Existinz Third Party Institution

There are a variety of thiré party institutions inter-

ested irn industrial developren:t in Egyptian dndustry includ-

ing:
a) other aid agencies, e.g., IBRZ, Arat Develorrent Bani;
E) the Ecyve:-U. &. Business Counc:l; and
c) the Alutn: Association cf the National Instaitute for
Maracerent Developrent.
althcush (k) ani (¢} clearly woulé not be appropriate as chan-

nels cf funis.
The advantace cf using ancther aid agency would be that
capacity and procedures. Channellinc U. S. aid in this wzav

v
-

would, however, substantially reduce its visikility and wcoull

L}

(A4
)

C

.S

b

b4 a4

.

Nonetheless, such acencies and other third party ins

[Y¢]

e}

& Two-

[T

such as thcse listel have an impcrtant rcle tc play
way dialogue, 4informing USAID's perception cf th - currens
econdoric scene on the one hanZ and stimulating the grouns-
swell for continuing reform on the other. 1Indeel, it may be

-
1

appropriate fcr USAID toc censider initiating a sm~11l, h:

]
)

Jevel dialogue group, cormprising Egyrtians aware of the U. S.
scene and Americans aware of the Egyptian scene, fcr the pur-

poses of assessing both economic trends and new initiatives.
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change woulcd also be vital — for instance, financing of
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consultation with USAID, which would probably include tarcge:
rates of return.
Such firms could readily be invclved with private ani

public sector companies, where the latter establishes Law 42

joint ventures or Law 159 subsidiaries. 1Irn encouraz:in: the

establishrent of such ccrpanies, these firms would als: be

they were inwcliveld Trey woull alsc achieve a rmulticlier
effect by financinz conly part cf enterprises' cagital regolre-
ments. They woull not, hiwever, be appropriate finmarmcinz cr
refor- vehicles fcr existinz puklic sectcr companies per se
€. Stoow Marves

The s%2cx market alsc was examineld by the FREZ Tear, in

relation tc the private sectcr. As regards the pukl:c indus-

trial sectcr, the divestiture of puklic enterprise ownersh:ipo,

o
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throush public cfferincs of shares tcbe listed

>
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b
fu
1

Exchance, 4is not thought tc be practical given the E

(V9]
'ty

3
-

cormitrent at least to maintain the present size ani facuil:i-

)

ties cf the public industrial sectcr. A provisicn in Law 111
prohibits diluticn of the puklic share in publicly owned
companies. There are anyway a number of other issues which

suggest that the stock rmarket is unlikely to be relevan: tc

USAID's industrial stratecy in the short and mediu- terr.



Existing midcéle class investors were badly burned by
the nationalizations of 16€1 and the memories of these

linger. There are at present a sm2l]l number of invest

tCrs,

-

til

b
-

n

with relatively large fortunes, who could be purchasers cf

attractively pricel shares, if sore of the prcfitatle

R S
puk

lic sectcr ccrmpanies were put on the market (thouzsh such an

aprroach is very unlikely tc be acceptatle tc GTEZ). A:
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worrers parcticipaticn. It is a rezuireresnt that new
issces have tc be male at par va.ue.

Recert changes in the ccrmzanies lew and the taxa
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law give sore tax advantaces for ccrpcocrations te

(L
(2]

shares an cr irnd:vicduals tc own ther. It will be a
tively slow process, however, to get encugh companies
the stock rarxet anc in turn tc get the:r shaves c:.st
tc sraller investcre.

Insurance ccrpanies have beern relatively active

ticipating in new Law 43 eguity investments an ccull

€
e an
oW €E .

- e

1

fore be sigrnif:icant pctential purchasers of shares, particu-

larly 4rn light of the new tax laws which give indivacduals

tax acvantaces fcr buying insurance policies, thus increas:

potential resources of the instrance corcanies. Frcr

of view of divesting public enterprise ownership, insurance



companies could constitute a middle ground: while the
larger ones are in the public sector, their ownership of

public sector industrial enterprises would still constitute

;.

sorme measure of decentralization away from direct Minissry

of Industry contrc

Se

The uvtilization of the banking syster as a vehiclie fcr

conscrtiur. has a nurkber of attractions. Such an apgroach
would be visiily marke: crienteZ ang the institctions :in-
vciveZ are by definiticn ccocnversant with the use cf kankins
criteria They are already establishel anc, sulect
strenzcrening of prcoect apcraisal caracity in scre instancTes,
ccull corrence lendinc guite ragidiy. Relaticonships with
other irsiituticns, particularly GOE, are alsc 4in fcrce.  In-
terrna<icrnal kanks, which may prove iLmportant fcr f:inancing cof
join+t verntures are alrealy estaklished. Finally, the:r flex-
itility as institutions offers considerakle benefits: trey
cculc readily deal with puklic or private sector ccrmranies,
cculc take ecuity or loan positicns and 4in many instances

are used tc édcing this, ancd cculd cffer cther necessary kusi-
ness facilities, such as fcreign exchange transacticne., U

mus* be said, however, that the role of the banks wculd be

’

one of srocthing the path of acgreeZ structural refcrrms and
not one cof {rniftiating the:r.
There are a nurber of cautionary points, however.

Even if funds were available in the banking syster, puktlic

v - 10



sector companies would not apply for ther unless the terms
were right, in their view. Subsequently, if a loan were taken
up by a pullic sector company which was then unable to service
the loan, there may be a pclitical difficulty of foreclicsins
or. such a corpany (though this would apply tc any funiins co-
tion ard could be obviated through a loan guarantee scheme!.
I wculld be necessary tc ensure tha+t lcans fcor funis pro-

videZ by USAIZ were nct sics
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woull have occurred in the absence of USAID, althcouch since

there 4s relatively little term leniinc at present, this is

urnl:kely tc be a prokler. Alezuate prolject aprraisal capacity
wcull alsc be essent:ial. It woulld be cCesirable tc selec:

apgrcach tc seexn cut investment cpportunities and pacrace

reguired tc ensure that banks were themselves credit-worthy
ancd alsc that they did not lend to poor risks, simply because
2 P Fa2
it was aid money they were lencding or because a loan guarantee
existed.
cC. DETAILED REVIEW OF THE BANKING SYSTEM
Turnins ncw to a detajiled review cf the banking syster,

shoul e noted at ther branch of eccncri criviey

it shoulcé be noted that no other branch of eccncric activity

~

has beer as prcfoundly change2 by the "Open Docr”™ policy.

After a previous transformation in the Nasser years fror-
private ownership and operation to state ownership anc con-
trol, Egypt's banking syster has become a mixed systen in which

private banks are playing an increasingly impcrtant rcie in

the saving, credit creation and {nvestment processes.

V-1



1. The Structure of the New Syster

At the present time, the chief agency of control anéd
reculation is the Central Bank of Egypt (CBE). The CBZ is
expecied to perforr the duties of a modern centra. tank,
irmzlerentins monetary policy and regulating the corrercial

banks under it¢s ccntrol.

vblic sectcr banks: The Natioral Bank cf Ecypt, The EBank
of ARlexaniria, Bangue M:sr anc Bangue Cu Ceire. These kanks

irnveswrent hcuses, pens:con funds ani insurance ccroanies.

2. Rcles ari Effect:ivenecss

[
[44]
X
b .
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m

The irntent cf this section is tocdescribe bri

'S

purposes anc fccus of the mairn agencies cor groups cf insti-

tutions in the Egyptian bankin: syster, anc tc assess their

a. The Central Banx cf Ezvre
The CEZ was established in 19¢l from the issue degart-

tire i1ts re-

-
[

¢4}

*

ment of the Natiocnal Bank of Ecyrct. At

sponsibilities included holiding gcvern~ent dep
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as a financial agent of the governrent and issuinc ncies.
With the proliferation of barking institutions after 1673,
new regulatory powers were recuirecd. Through a nu~ber of

lecal measures, including amendment of the Banking anc Cred

V - 12



Law 163 (1957), the Central Bank of Egypt ané Banking Syster
Law 120(1975), Law 43(1974) as arended by Law 32(1977), the
CBE is charged with the responsitility of contrclling the
volure and price of credit and recuiating banks dcing busi-

ness in Ecyrt. Tc achieve these purposes certain policy de-

vices are availatlie, including contrcl cf:
1. lending anc deposit rates of interes:,
2. reserve reculirerent ratics,
3. liguidity ratios,
5. loan/deposit ratios, and
5. fcreign currency reserve recuiremencs.

Since orly the last cf these ccnircls aprilies tc fcre:xcr

currency, Law 43 anc the fcre:grn bkranch banks ccing bus:-
ness in fcre:.grn exchance are in practice larcely cutesile cf
the rance cf cirec: contrc: cof the CEX. Their cnly Cirec:

CEZ cconstraint is a 15% reserve recuirerment on fcre:sn cur-

at rates close to LIBOR, B0 this constraint isnct a costly

one.

Concerning managerent cf the LE suprly, ac. cf the
operating ratios abcve are rassive ans curerscre tools cf
pslicy. A fairly srmall change in one cf these can creaze
or destroy millions cf pouncds wcrth of leniing cagzcity an:i
the money supply. The CBE has nc cevice focr makinc rmarg:inal
smocthing adjustrents in credat octstanding. In fact, oper

market operaticns, the most useful anc versatile cf all the

conventional tocls of policy, are conspicuously absent fror

vV - 13



the CBE's list of pol
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same period real GDP grew
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a corgcunc rate of 42.3% a yea
(cormercial banr reserves plus c

grew 23.8% a year.

icy instruments. There is no secondary
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securities nor rediscountinc mechanisr

micht trade in order to regulate cor-
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(Y41

evidently a large potential here for inflation. Durin
period cormrercial bank derand deposits grew 24.5% a year,

while pavings, time and foreign currency deposits cgrew as

[T¢]

a corpsund rate cf 44.8% a year. he risein the depcsit

rate banks are allowel tc pay on pound deposits doubtlessiyy

acccunts for much cf the increasel astractiveness cf guas:

on which rates are nct ccntrcliled by the central banx. The
groweh cf this kinZ cf liguidiscsy means that the CEE

of the rcrney
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cf lizuidity is overhancinz the Egvw
the sys<er be liberalizeZ tc the extend that convers:crn c¢f

intc LE transactions balances becormes atsraci:ive,

192 the IMT estira2te cf M2 had reacheZ LE 12.85 killicn, cf

itself tc coping with dnflationary pressures in a marre:

[Y9]

econory, ncr does it hcold much promise at present fcr serv-

ing as an efficient channel for USAID funds. Potentially, a

CBE rediscount window and pecurities trading desk» coulc be
aprropriate cfficial ocutlets fcr intermed.ate terw USAIC

funds, corrining efficiency and rapid disbursement with Tini-
mal call on USAID marnagement resources. In view of its his-
tcry and bureaucratic orientation, we suggest that in practice
the CBE would be a difficult partner for USAID irn inncvative
financial experimentation.
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b. Puplic Sector Commercial Banks

With the complete nationalization of the banking syster
in 1961, opportunities fcr financial innovation ané rcderni-
zation virtuelly édisagpeared., Between 19€1 and 1974, ccon
sclicaction reduced the comrmercial bankinc syster tc the fcur

key institutions mentionel abcve. By the early 1970's ea:zh

vate gector, Barngue Misr concentrateZ on financinc dcrestic

specia’:zel in lending tc peblic pectcr companies. In ac-
diticn tc these corrercial banrs, there were special:ze:
barnks estatlishes tc deal in mcortgages, social security funis

ani crelit tc the cocperatives. ANorminally pres.Zinc cver

this instituticnal frarewosrk was the CEE, which kv the late

19€C's, had becorme essentially the 3overnment's payrmaster

(44
O

for public pectcr enterprises. By the 1970's, putlic secticr

(34
'
L
(o)
I

firnancial decision-making prerogatives were ccncentrate

-

the hanis cf the Ministry of Econary.

Clearly, in this king cf financial environment bankinc

"

inncvatsicn was difficulr, 4f not impovsitlie. 1In practice,
the barnking syster was the instru-ent nf the state fcr con-

trolling general economic activity. Tre tendency towarc

-

lendinz specialization may have procduce’ some scale econocries
and fostereld narrow expertise in specifi= lines of corrercia

banking, but it also denied bankers the opportunity of



gaining experience in diversified banking operations that
are the hall mark of modern "supermarket” banking. Thus
Egypt enterel the era of liberalization with some conssirain-
ing instituvcional deficits.

Althzush there are perhaps scme residual deficiences
rema.n.ns tolay, our meetinss, interviews and discussizcns

suggest that competition with the private bankinc secticr is

be less thar that cf the grivate banks, we recomrmenc that
the purl sectcr banks be includel in any USAID prograrm teo
increase lont term capital formaticn. Learning by dcing is
perhaps the best teacher anc the modernization of the puklic
sector is clearly served by their inclusion.

c. The Private Banking Secter

Certainly the most interesting anc propitious aspec:

¢ Egyptian banking and credit is the develupment cf private

(20

0.
4

banking since 1873. The private banking sectcr is divide
lezalistically intc cormercial end investment banking branch-
es, but, as far as the terr pattern of lending is concerned,
this distinction 45 of little practical sigrnificance. MCos:

of the Law 43 joint venture and branch bankers interviewed

sa3id their loans were mostly to finance short term tracde, but

v - 17



~virtually all saié they either had some two to seven year

loans ouvtstanding or were considerinc such transactions.

Rollovers, however, appear tc be used with growinc frecguency

»
-

by botk public and private sector borrowers s0 that med:iuor

o))

terr lend:nc is larcer than reported.

Although orly those banks with at least 51t Ecyrtian owner-
shiy may dez! 1n LE, the relative attract:iveness cf dzllar
e is nc particular cdosadvantacze. Mcst fcor-
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upper lirie. OQCther rates auvthorizes by the CEI are 13 toc 13%

or loans tc the service industiry, and a raxirmus rate cf 113%,
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marke+, a&s lonc as the ecuilibriur rate is not less than

16t.
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While the present mixed currency syster serves tc at-

tract dcllars and other currency earnel by Egyptians workring

abroad, when couplel with the generally poor inves:irent cl:i-
mate it tends alsc tc generate ar excess Buprly of lcarzile
funds. As banks abhor icdle balances, funis not veilizeld

in Ecypt are transrittel tc feoreicr eurcicllar centers.

Tre net clairs cf local barks orn fcreicr barnke teniel tc

grow fror- 1578 through 1987, alehcough they ceczlinel sharply

irn 1%:.. Evern sC, the representatives cf the fcreigcr kranch
banxs interviewel were unanimous irn thelr view that there g
nc shortace cf ccllar cuidity in Ezwvroe Trhe ev:Zerce clear-

Nes Claire on Fcoreizr Banks (LE MM)

187E 1978 1980 19€1

Purlic Sectcr Banks §32 775 €7C -7E
Joirt Venture ani Private 143 207 39¢ 66C

Irvess-ent Banws 120 Qs 124 14¢

TOTAL 133E 13€1 14€3 770

Source: Central Bank cf Ezypt

More than a2 hint of financial duzlismis nowagrrcarent

in the Egyptian banking syster. The development cf the pri-

34

e s
raciuire

vate banking sector under Law 43 is changinz the s

of the indus:iry, and two distinct elerents are now evicent:
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one resistant to change, defensive and bureaucratic; the
other modern, expansive ani geared to the wcrlc loarnatle

funds marke:. In the marke:t for foreign currency short terr

(1

funds, cond:itions at present closely resemble those cescribe

by the competitive industry model. The price of funis is

0.
"
t

termirnel by world demani and supply, ani the local marke:
takes the price as given. Local borrcwers carn have virtual-
ly all the funis they

As ar instituticn, the private corrercial banke cifer

carita. fcorraticn. These firms are attune tC molerrn kbuciness
Fractices ani the.r rarret or:ientat:icr irplies that they coold
prov:ide flex:tility ani rary:ic diskurserent cf funis It s
our irzress:icrn that there is a cclleciive capzcity for gro-
ject evaluazion within the banking comanity which coolc be

process cf rzdernization angd their inclusion would stirolate
financial develcprent in general. But having nctel these [éve
atle aspects, we shoulcd alsc observe that the ~ttituie ¢©

-
X3

-

-

(1
b
()

[

GUI ir. practice toward £

(78]

putlic sectcr firrms by this
1)

mecharism is haré tc preiice. »ile several spokesrern fcr

the putlic sector have assured us that the authorities woilcl
not interfere with this approach, we cannot be sure ci the

official response until 4+ is tried. Even s0, OuUr conTlUSITn

is that funding through some mechanisr involving the cocperation
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of the commercial banks is sc promising that alternatives

deserve consideration and experimentation.

a. Islaric Banks

The Kcrarn forkicds usury ancé the Shariah (religious law)

construes this tc include al] interest payments. Preofis,

the other hand, is meritcrious. Since economic efliciency

reguires that paving shcoulc be rewarceZ and that car:tal

be
4]

()

sh

.
-

Q

have evclivel fcr circurvent:ins this prcohikiticon. One tra-

1tiona. methsZ is tne Gourle sale, ir which the borrower

sells the lenier arn asset fcr cas! ani ther irrellately buy

it kack f:r 8 crezter a-cuornt, pavaile ¢n osore futere cate.

oy

. . ...
Islariz barics arerciti-furncuic

ensacel in bcocth commercial and investment barking. Thelir

vensure , the other partners must acree con a suitaktle schel-

ule fcr retiring the bank's ecuity pocsiticn.

Trere are three kinds cf depcsits cffereld by Islarmic
banks to the putlic. Current depcsits are nct interest
bearing, while pavings ané investrent cdepositey earn divi-
dend rates that are corpetitive with the current depcsit

interes: rates offered by ordinary banking institutions.
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Holders of investment deposits must agree tc leave their funés

with the bank for at leas*: gix months.

It is toc early to evaluate the performance of the
two main Islarmic irnstitutions in Ecypt. The Islaric Inter-
national Bank for Investment anc Development, the cre vig::-
el in connecticn with thig geusd
since Octcober, 1921, The Faisal Islamic EBank has beec- i-

- gk -~ -2
Operaticr. screwhat leoncer ani has peern its tceal acce-c grow

dcnzer terT invesirernts It alsz carn be noted thao zrlv v

Gepcsit. an 1%E7.  Thius it ray be that scrme bany liatilissecs
arnalogzus tC loncer terr CDs will have to be offeres ¢
pullic befcre these instituticne becorme sicrificars scnrliers
of lenger terr cagpital *o industry Like the mcre cornven-
tional banks, these inscituticns, irn the ex:s%ting eczrncric

environrent, are not prepared tc put a substantial shrare of
their lcaratle funds intc longer terr iendinc. Serarnt:ic c:if-

ferences ncetwithstanding, thie Islaric bankesin Ecypt are 2

orientation very much part cf the gri-

(e])

spirit, functicn an
vate ccrr-ercial banving system. They, as dc the cther kanks,

represent & prormisinz channel for USAIC capital.

Marxet Ins<itutions

()

e. Cagita

T

Althouch the opening of Ecgypt tc multinational banks has
increase2 the availabllity of loanatle funds, most leniinz 1is
of & short terr commercial nature, providec by putlic cectcr
banks. The table following is a synthesis cf data taken
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frorm A. D. Little,

Review and Evaluatior of Small-S:cale

‘Entergrises in Egypt and CEBE da:a.

data may nct be complete or comprehensive.

We suspect that these

They are incluZe

here orly to provide a sense of proportion anc a contex: for

discussion.

Exhikit V-2

The Structure of Cred::,

19E2

(LE

)
A

Purlic Sectcr Private Sec:or Toral
Eanks Banvs
Corrmer- Invest~ Comrer- Invesse~
cial mens cial mens
(DIE:
Short Terrs
Com~ercial Credit 5B¢€2 1€ 725 443 704¢E
Ter~ Loans:
1 year or less n.a. 45 36¢ 431
More than 1 year 41 65 52 63 221
Tozal 5903 12¢E 777 go2 7702
These data incicate that most lending (92%) is shcre

terr ccroercial credit
puklic cocrmrercial

only eich: percent
mcre than

fer one year.

most likely increase the real

crecdit.

banvs.

Nevertheless, banking institutions 4in Egyr:

srhare cf

intermediate terr-

are

largely encaged in intermediatior that provides fcr consump-

tion rather than cagital fcrmation.

Giver. the thinness of

the organized capital market, it should be wcrthwhile to

VvV -
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exar.ine two public agencies which are of central importance
in the capital formation process. These institutions are
the National Investment Bank (NIE) anc the Development In-

dustrial Bank (DIE).

f. The Naticnal Inves+tment Bank
The National Investment Bank (NIB) is a conduit and

control device fcr putlic funds, rather than a ban¥ in the

n
'y

't

T C

¢

uscal serse. Estaklishel by Law 119(19:57;, NIE is p

(a4

an atterpt to consclidate, rationalize and sirplafy the
syste~ cf peparate budgets and funds that previously hac

corp.icatel state fainance. Its prirary purposes are tc {i-

happene i: the past. About 6Ct of NIE's prcjectis are re-
ceiveZ throuch GCOFI, with the apgroval of the Ministry in-
vclveZd anZd the Ministry of Plarnrning. At the present tine,
NIZ has mcre than 100C prcjects in process.

The scurces of NIE funds include pensicr funi ccllec-

ticns, postal savings, puktlic company surpluses, ptate bué-

p)

)
e

getary transfers anc borrowings frow the Naticnal Bank cf E

tr

We have beer told that any operating deficits are coverei b
the Ministry of Finance. At the present time, NIB's averace
interest cost is about nine percent, while its lendinc rates

range from three percenrt on social welfare projects tc 11t on

export oriented prcjects. There isa new list of proposed NIB
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lending rates which is as follows:

Export industry 6-13 percent

Constructicn and 11
productive industry

Social services 6 "
Housing 7.5 "
Land reclartation 6 -
Utilities 7.5 "

Most NIE prcjects are for one year's duration or less, but
sone are for as many as three years.
In conclusion, NIB is essentially a funding channel fcr

putlic sectcr prcjects that have survived the bureaucratic

*h
jae)
P
o
o3
be |
1
3
)
ot
'™
1

decision process invclwvins the Ministries o
nance, Industry, Econcry and Investment. At present NIE
furncding depencds on a fairly narrow circle of putlic

agencies. Foreign assistance funds attached to parcicular

re

prcjects apparently pass to NIB through the Ministry of In-

e

vestment and Economic Cooperation. Although NIB merits con-
sideration as a channel for {oreign assistance, there rav

be too many diverse bureaucratic interests invclveZ fcr i<
to serve the particular purposes of USAID at this tire.
Indeecd, a USAIC strategy based on funding the NIB would re-
guire 2 great amzunt of preliminary discussion and comypro-
mise, followed by continuous dialogue anéd conciliaticn in

practice.
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g.

Development Industrial Bank

The Development Industrial Bank of Egypt (DIB: was

estaktlished in 1875 as a puklic sector institution and corm-

menced operations 4in 1676 by assuri

Privacte

The DIE

gince lcan

generally res

repayment

ing is und

-
oh

the functions ansd re-

e
~
-

-~
-~

ortfclic cf the Special Serwvices

cf the Banx of Alexandri

|44

Finance, on whose

locans regresentel scre 20% of DIB's lencin

tc a

curren

s are nc longer maZe to the putlic sector.

-

an

> -
-

[N

ice

sub-lcans tc private pectcr org
acc the various industrial naticnal

£

L d
~

-
-

let s © varantee for lcans tc pukblic

J tion of these naticnal

We

w

that the DIB has sufferecd some difficulties th
fror putlic sector companies and that reschedul-

ertaken in preference to mcre drastic action.

Interest rates vary, from 14 to 16% currently, dependi-

ing on the

type anc scale of the borrowers. Donors are said

A4 2¢



to specify minimum but not maximum rates of interest to
borrowers. There is apparently considerable demznd for DIB
loans a’. the interest rates charged. Effective interest
rates are somewhat above those gquoted since borrowers have

to make an interest free cash deposit with DIB. -Repayment
periods may go up to fifteen years, although twelve years

is the normal maximum. Average repayment periods are seven
to eight years including a one-to-two years grace period.
Security for a loan is preferably a bank guarantee but other-
wise a mortgage is taken over fixed assets. Foreign exchanse
risk is borne by the borrowers.

We understand that DIB has had considerable difficulty
in marketinc USAID finance to borrowers when other financing
has been available.

Eguity positions are rarely taken though participations
include banks, a leasing company and brick works. Eguity
participation does not usually exceed 25%, and board me-ber-
" ship would probatly be reguired for a stzke :: excess of 10t.
It is not essential that a loan accompany eguity participatiorn.

DIB has a substantial project appraisal capacity, al-
though there have been criticisms in the past of bottlenecks
and delays on the appraisal process.

Despite very real attractions, DIB is thought to be an
unsuitable channel fo: AID support to the pubtlic industrial
sector for two reasons:

a) its concentration on private sector financing;

b) its difficulties experienced 4in past USAID funéing.
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3. USAID Stratecy and the Bankinc System

The preceding sections point to some conclusions that war-
rant being kept in mind when considering policy options based

on varicus uses of the existins syster. One 4is tha: there is

s

a tendency for shoret terr lcanabtle funds to be in excess sup-

Piy . CE firancing methols, worker rerittances ani cther
scurces of dollar earnings are generating ragic growth 4n bank

reserves which CEBI {s contdnucusly striving tc keer botelel ot

by interest rate pclicy and by its numercus restrictive poiicy

A seccni point cf irgorzance is that dual nature cf the
syster. We conclulde that sulbstantial project research ani

ities o0f the mcre traditional put

IBE woull be useftl in its presen:

mode of operation and suspect that managerent attituies at
the DIE c¢: nce lend thermselves readily to USAIZ czacls In
any use cf the ccrrercial banking syster, instituticrnal CF

-

cures wculd have tc be desiznel tc assure thas

A4

contractual fea
funds were used in Egypt in cenforrmance with USAIC gcals and
not ir. fcreign currency markets abroaZd or in undesiratle pro-
jects in Ecyp:.

In conversations with the CBE a recurring therme con-

cerned the threat of dorestic inflation and the irpact



injections of USAID capital funds might have on local mar-
kets. Stability as well as liguidity concerns are natural

and appropriate for central bankers, and eny new institu-

-

R
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[

tiornal arranserents for funding capital projects shou

()
X

S

(A4

v
-

P
(V8

clude conscltation with the CBE, as well as the Mirs

i,

Finance.

Furtherrcre, in cur view the CEE represents ccnsiceratle
usefuliness In future USAID funling policles. Be-
fcre this pcrential can be realized, however, CEZ neels a
larger dezree cf prliicy autonory from the M:inistry cf Firance

than it has a: present. Ccnrerning treasury pilicy, cest:l

s cocnerol ¢f bank reserves easlier ani the cdeve.cgp-

trcl activities less akrupt anc disruptive in their 4ircace
o the genera. eccncry Sellinc shore terrs pecurities e

cussion with the respensitle authorities and thoroucsh
evaluation cf the ins:i{tutions invclvecl precede USAID inter-
vention in the capital marke:. Finally, given the atuniance

f short terr funds and the official concern for irnflazion,
policy should be designed to convert short terr funis int
long term funds, rather than simply injecting extra licguidity
into the syster.
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L. OVERALL ASSESSMENT
Our assessment of the various institutions succests
that there is scope for USAID to make a multi-institutional

approach to suppcrt ang refors  the public 4induscrial

o)

sectcr. The institutional assessment, in the light of the

1Y

-
-

various criteria emerging in the course of this chage

-

is surmarized 4n Exhibit v-3.
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V1. PROGRAM OPTIONS

A. INTRODUCTION

Logically, any prograr option must include four
distinct elerents: a mode, a target recipient grougp, a
channel and the terms on which aié is made availalle.
There are several different candidates for each of these
elements. Further, a particular selection fcr one ele-
ment may be guite coOnsistent with a2 wide rance of selec-
tions for the other three. Thus there exist irn principle a

vast nurber of pcssible prograr options, each with a partic-

]
te
9]
1

er.en

b2
s

ular sele cr each e

(%)

Exhikie VI-1 illustrates this idea. The exhik:t ccon-
sists cf a tatle with four cclumns for the four elerments
that any progra~ cp:ion must contain. In designing arn ©rt:ch
one woulc seiect one or mcre items fror each cclumn. Thus
one opticrn rmigcht be tc use the banking syster (channel! tc
provide preferential-interest loans (terms) for the caritel

ecuiprent purchases (mode) of Law 43 anc Law 15% companies
(tarcez!. Clearly many such corbinations exist, although
BOme would rmare rmzre sense than others. For examzle, it

woulcd not be reasonatle tc try to channel funds throuch min-
istries to Law 159 cumpenies. The key point to be macde here
is that, given a stratecy, the appropriate selection of the
elements becomes possible. Thus the development of a con-

sistent overall strategy is a necessary pre-condition to the

selection and ef{fective implementation of a prograr ogtion.



Hodes

Capital Projects (loan
or cquity)

Capftal cquipaent
(CIP model)

Training

* mallaguement
¢+ vocational
** financial

Intormat ton/Dialogue
** featntbility studicy
*t econuaic analyucs
*+ torumsu, sewminaro

*++ other donor ticvs

Withdrawal from public
sector (zero tunding)
s totul
++ welective (IPI, CIP,
health cont tuue?)

Export encouragement

U.S5. procedural
changes

One year waiting
period

THE COMPORENTS OF

Tarpets
Public scector, perhaps
condittoned on retorw
law 159 coupanites
law 43 cowmpanics

Holding companten, o,y
tor wpecitic {ndustry

Specitic ftadustrics,
¢.B., teeder (n-
dustrive

Reglonal targets

Infrastructure (alune
or coupled with
compunies)

Vi-1
PROGRAM P TTobg

Channed s

GOE (the blank check approach)
Minfutrien (the IPP approach)

Banking (individual or
convort fum)

New tund

New tnutttutfon (aew thirnd
patly fnvestment bank)

Small caterprive fund
Venture capltal tirow
Stouck market
Coutructor tirau

Exluting third purty touti-
tut fon

Auct ion ftundu

Terws

Equity plus loans

loane alone, wirh or witl
out preferential rates

Equity, posuibly temporar
Vartable ‘ntoerest tates

Loans with "creative
features," c¢.g., progre
sive interest rates

Turget intercat paysents
Grantus

Haintenance of value
requirements

loan guarantees

2

V1



In the specific procrar options that fcllow, we have
concerntrated largely on one elemen: in each ac beinc the

key creative feature of the option. This key element mich

ther have associatel with it a liriteZ rance of chz:ces for

the other elements. We find however that AID coull frecu
ly have consiceratle flexibility choosinz arcns the ciher
e.ements.

est t

-
-

)

o O

.

he sU x vions fcr AIZ's ceoneiferation:

L1 4
()
vy

ar. industrial investrent furnd

auction:ing funis tc the financial sys:er

s2
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nANS ther, wg LCTr LANUT CINSLCEI2LLCI mac. & TreoLTETEDN

(18]

the conclusicne we reachel in Chagter 111 and the crioter:

Vvl - 3



EXHIBIT

X
13

CRITERIA FOR SELECTIO

Creates cagpital for

Rapic distursement
* Foru~ for eccnoric
* Adaptaltle toc changed

Accertatle to GCE

economic siratecy

+ Builds capacity tor
1 P
Develcps linvace hbes
* Indepencent cf GIZ a
* Stratec:ic in scire
* Facilitates structuir
* Enccuoracges rmarkesr si
+ Puklic ard grivate s
* Linkace with other d
° Minimal use of USAID

Vi

VIi-2

OF PROGRAM COPTIONS

long terrT investment
£ furds tc productive units
ue

circurmstances

and USAID

espond to future needs
weer sources and users cf cagatel

=2 USAID operaticnal

managemnent resources
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B. INDUSTRIAL INVESTMENT FUND

1, Goal and Approach

The goal of the program is to promcte economic growth
and ermgloyment in Egypt by providing an industrial finarce
fund fcr long terrm lending, accessible to both the putlic
and private industrial sectors. The fund has tw: key ckiec-
tives:

* tc provide long terr capital for {nvestment by

lengthening and leveracing exicsting liguidity

* to create alternative sources cf carital by strencthen-

irc linxages between public sector firms ard the

Giver the procescs ani structure for approving and irzle-

mentins puklic sectcr dnvestrent in Ec

(¥
-
jge;
[
tr
b2
b
n
n
14
0
re
(8]
*s
A}
'
"
1
tn

vpt

have develcpel little experience with banking criteria, and

"
1]
(34
o7
e}
[#7
]

b |
)
(o]

cormrmercial bankers genera.ly have little unie
the capakt:lities arnd long terrm investment neels of publ:ic
sectcr firrs. Borrowinz is limited tc short term loans for
operating expenses, although these are aprarently frezuently
rollecd over, discuising longer term loans. As nctel pre-
viously, the banking comruanity is reluctant tc maxe lcns term

loars, giver the perceivel risx in the Ecvgtiar envircrr-ent,

2N

historically, and the opportunity cost of funds which cculd
) F

be investel mcre lucratively elsewhere. By sharing the raskx
of long terr investments, the funi will encourage grea:er

private investment and thus play a key rcle in introcucin

()

and strengthening linkages betweern the banks and putlic
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sector companies. The fund will provide an important learn-
ing experience for both parties, while simultaneously main-
taininc linkages to the private sector.

The creative elerent of the Oftior is its flex:t:lity.
LWrile its key feature is the channel, it .;an incerpcrate a
wicde rance of modes, targets ané terms. F.rther, it is
dynaric aprroach, ir that it can evolve ir o nurber cf é:r-
ections over tire tc accormmodate the changinc needs and

irterests of bctX the GOF ané AID.

cratic furi urencuwberel by existing staff cor cther azenizs.

v
-

tweern AID ani fairancial 4instituticns. I+ will serve ec a

O
"1
(a4
0
14
»
b
Wn
(A4
b
3
(19}
[
23
in
re
b
e
¢
e
e
O
1
tn

cormrlerent rather than a competit
suckr ac the Naticral Inve:strment Bank. in tire, we expect
it tc be self-gererating, ccntinuing tc mockilize capitael even

in the atsence cf AIZ participaticrn.

3. Operazicrn
a. FurZinc Levels ani Scurces. The fund shoull be in-

cor~itment from the U. S., perlraps

b
e
[
[+]
[

itiate2 by a substarn
$50-100 m:11l4on annually at the outsex. The annual ccrrit-
merts could gradually rise tc a level of, perhaps, $20°
millicrn. The increments wculéd be based upon a review cf the

tunéd's performance and the speed of disbursement.



Another factor would be the level of participatior by
other donors, including the GOE. Advantages of GOEL par-
ticipation include the possiltle enhancement of a constructive
economic dialogue anc availability of local currency fcr
lendinc. Disadvantages, at least at the outset, migh: be

the pc-~-tial risk cf a delayes startuy, anc the increaces

cor- cf decision-making. Sim:larly, participazicn by
othe. ~eral or multilateral dcncrs, such as the wWorléd

neutralisy. Jcint particigaticr, whether by the GII ani zr

lcar. acceptance ir the pas: In weigh:inz the advantaces anc
d:sadvartaces cf other doncr participaticn, thern, AIC nuse

= r
evaluate the level cf visirt:lity it desires, the pritler cf

tiel prcocurerent rules, the complex:ty of adrinisteranc

r

the fund, ani the pcrential for policy leverage cffered
joint or scle U. S. funding. The key tc the fund is precisely
its flex:kility; it can start off witr U, €. funiing but be

des:crnel tc acccmrclate future participeticn by cther doncors,

b’ o
—
n

includinz the possitility of an eve..ttal phase-cut c
participation or operaticn as a revclving func.

b. Mecraris-. The fundé will shift azmuch resgconsa-
bility as poss:tle, fcr prcject creatidrn, appraisa. anc aZz-
ministration, away from AIL anc ontc exi:siing finarc:e:
institutions. In other wcrds, the f.narncial sector arnZ the

public sector companies, rather than AID, should beccre the

Vi - 7



driving force t¢ bring industrial projects to the func.
The gquestion arises, how can banks anc puklic sector com-
paries be encouraged toc do so0? 1In order to answer this
guestiorn, we neel tc understand the types of risks thaz

are invclvec.

Barkers face three main kinds ¢f risk. These ircliie

the risks of lose throuc! default, interest rate fluc:zuazions

anZ fcreicr exchance rate changes. Greater default riss 1s
norma.ly assiciatel with longer term loans, sSC giver the un-
certair futcre cf Ezyvrt, bankers have gool reascr tc prefer
short ter— lcarns tc lonz ters loans. Cencerminc interes:
risx», @ bazrrxer cornerlerinzg a five year lcan most ass himscoll
whether the averace interest asscciatel with five crne yvear
lozne ricrnt not exceel the rate he car cktawin or the f:ve
year lcarn.. If sz, he will cecline tc maxke the five yezr i1cZan
ir. crder tc awoii thuis lcss Firally, @ borrower tawinc par
cf & lcrnz terr 1czrn in fcreign exchance that rmust be pzic

bacr in fcreigr excharnce rurns Lhe ris» that the rate a: tire

cf recayrent ray be less favcratle tharn the rate a: the tire

the loar 1s rmace Richrzuzsh the fcocrward exchange rarret cfle

m

the prceeit:lity ¢cf hedcing, the tire curaticrn cfferel kv th
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market mizht nc
éustrial lcarns.
Giver. the terr structure of their deposits, then, kanks

)

are unwilling to len

(1,

long terr, since they woulé ther face

a large irteres: rate risk. As a basic principle, we woulc
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.

agrue that econor:c agents shculd nct be forceld tc be
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over which they have no control. Thus it wculcé be des
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for the fund to absorb the risks of interest rate fluctua-
tions, thereby giving banks greater freedom tc lendd long terr.
At the same time, banks should be expected to bear default

riskx, since it is their proper functicr to judge the decree

of risk involved anc to decide whether to accept or rejec:

that degree of risk, Since the funé will rely on the jui

')

ments of the banks regarding the viakb:lity cf the prcyects

beinc funield, 1t is vital tha: bankxs have a strong incentive

tc &z a ©oo2 Jci. Bankers we spcke to peemel quite frer:

"
m
¢!

to bear some o0f this burder, althouch they appeared reluc

re
[¢4

1
re

tc bear all the crec.t risk of pultlic sector corgaries ur.ess
they were backec kv a Government guarantee. Cf ccurse e 1001
guarantee woulld elir:nate the risncf defaclt entirely anc

therery defeat the purpcse. It may

risy», since they influernce neither. The majcr guesticn here,
hcowever, 4s whether public companies wi:ll be perr:ttel ¢
deal in this way with comrmerciel banks. Currently, each pub-
lic sector corpany is instructed to dc all its invesirment
barnkins with one c¢f the fcur majcr putlic sectecr banks. Euot
there is nc legal barrier tc d:versify:inc to other bankc.
Further, there is a keen awareness in Ecyp: tolday of the neel

to look for new channels for investiktle resources. This is,

for exarple, specifically mentioned in the new puklic sectcr
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law. The ability of the fund to leverage additional private
funds, we expect, will be so attractive that sore loosering
up of effective central controls on firms' investment: decisions

is very likely.
The funi could participate thern through three distance

mecharisms, separately or as a hybrigé:
(1) The fund could make loans to cormparies that are
ccfinarncel by kanks or other finarncial instituticns such ac

irsurarce ccrranies cr the investrent funcs cf prcofescicreal

(

re
Wy
[44]
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be sugglyinz bown finarcing (andd therefcre sharinc
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Ssrent as tc the prcject's viakt:
Jatter 1s ecpecially imgortant given the funé's intenieZ rin:
me~ staff.

As arguel earlier, it is cr:tical tha: the defaclt r:osu

be shared Lty the furéd anc the bank througchcut the pericc.
P o

tc are in principie willing tc takxe 5C% cor mIire. Tno interess

rate ris» would be bcrne by the fund. Barnkers seercl scre-

what unw:lling tc accept terms cf longer than severn years;

to allow for thie, the banks coulc receive all their repav-

ments irn the earlier maturities, while the last few rmich:

accrue exclusively to the func.

(2) Tne funZ could precvide all cf the needed funcs fcr



the bank. This approach thus reduces the liguidity risk of
banks traditionally reluctant to tie up their funds for
long termr lending, while the bank faces all of the credi
ris¥k in return for the potential income frorm the terr deposits.
Like the farst mechanisr, this approach minirizes the manace-
mernt drain orn the fund and AID by relyinc on the projec:
aprraisa. capability of the bank or other participating
firanc:ial institution.

(3) As a variant of the second mechanisr, the funi
cculcé fplace tranches with selecteld banks with guidelines fcr

the types of irnvestrents that wculcd be permissiktle. 1Irn cther

ready fcr funding. The prcposal might be attractive tc barnkeg,
ir. that they
poses the leas: ad-inistrative burden for the fung, kut has
the possitle disadvantace cf reducing the fundé's contrcl
over project selectiorn ard tirming. ToC prevent speculation a
cor—:trent fee shoulcd be charcei on unused funds.

c. Maracerent. Tw: aprproaches are pcssikle for man-

acing the fund, which will operate indepencently cI any ex-
isting Ecyptian institution. The fund coulc be manacel Ly
a skeletor. staff consisting of a Directcr anc Assistant D:-
rector, each with previous banking experience, and appropriate
clerical support. Alternatively, management of the fund coulc

be contracted out to a prcfessional financial managerent

vl - 11



firm such as an international investment

bankinc house.

1

either case, the fund would be audited by an independent

accountant who would monitor disbursements, and acdvised,

e.g., on contractual arrangements, by an outside aticrney.

-
o

The staff or contractor wouléd be responsible for ranaseren:

of the funis, i.e.,
second oftions were chosen.

Ir. either case the funcd

&

0

()

of directcrs corpose

>

bankers, gcvernrern

4

0
o |

1

new

reforr, or

use of the
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treasury operations,

cf five tc sever Ec
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lar.

(c

if the firs:
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representatives ang mersbers cf th

o]

cr

would be overseen by a bsard

m

2 rerresentative mix cf

foreign branch Lkanks and

instituticns

facilities.

Tc encourace
as a rationing device shoulé the demand

furd exceed its availakility, the Boarc



to consider guidelines such as:

 high economic rate of return

* Law 43 status

* Law 159 status

* industries in which Egypt has comparative advantage

- corparies in a sector in which price controls have

been lifted

* comparies ir. a sector in which private entry has been

liberalized

* labor intensive industries
corpanies participating in ar experirmental maraserent
auionory procrar

* Joine putlic/private sector industrial preiects

* companries whose marnacers have participated irn finarn-

cial and managerent training prograss

* feeder industries tc a sector deered sicrnificanc:

The Boarcd may wish tc allocate a fixel proporticn (say,
50t) of the funis to public sectcr cormpanies (includ:ing
companies outside the jurisdiction of the Ministry of Indus-
try! anc the rerainder tc private or jcint ventiure ccrpanies,
or alternatively allocate the funcs on ar open ba2s:s. The
risk of the latter is that large puklic prcjects coulc
gquickly abscrb all the fund's annual capital, unless a ceiling
per loarn were aprlied. Another agpprcach would be tc earmark
all funcs, at least for the initial years, to a particular
sector, such as food processing or building materials. A
proportion of the funds could be earrarked for srmall enter-
prise; the small enterprise portion of the Productiorn Credat

Project, for example, could eventually be incorporatel within

the funad.
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e.

Terms.

The banks or participating financial in-

‘stitutions wculd pay a fee for the use of the fund contribu-

tion, perhaps the Central Banrk's maximus inducstrial rate less

a spreald sufficient to attract bank participation. The bor-
rower would be lent, in turn, the furd contribution at the
CELX rate or less, deperniing on whether concessional rates

are necessary to attract
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Advantages

The fund approach offers a number of advantages:
- Flexibility to incorporate a number of donors,
cial mecharnisms, recipients anid to accommodate

over time

industrial firms, which will be increasincly ar

as public sector firms create sgincff{ jcint verntur

o

* Leverazes ancd lengthens licuicdity for industra

jects

pole’

(=)

finan-

Increases ties between the banking gysterm and puklac

'
(34

ans

o
"n

0
1

pr

* Encourages greater investment fror the cap:tal marre:

* Shifts the burder of prcoject review ani manacer.

fro- AIZ tc the financial sys+ter
Creates the basi:s for future reforr leverage arn
pc:icy cdialogues

* Poterntially strenzthens links between AID anc o

dor.cres

bt

« Could evolve intc a mechanrisr that coulé consc

enT

-
~
-

ther

2%eE

[¢0)

1

other AIZ prograrms such as the unspent pcrtiorn of the

o

(&1

PIE furc and the srmall enterprise porticn of th

-~
- -

-

Prosg.

&

or. CreZit Prcject

* Couléd becore a revclvinc funé ani hence a perrz

]
(9]
(4]
tn

source of investikle rescou
+ Has the pctential to coordinate with other AIC
grams such as the Marnacerent Development, ITAF

Vocational Training progrars
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6.

Disadvantages

Startup time may be marginally longer than would

be reguired by direct funding of banks

Depending on the size, cormposition and vesteZl inter-
ests of the board of directcrs, there coulc be pcten-
tial 4infighting over criteria, etc.

An excessively complex weighting scheme fcr ration-
ing funds coulcé boc dowr the disktursement procesc

or be a disincentive to bank participaticrn

Without concessionary interest, at least in the ezrlvy
years cf repayment, participants may nct be interested
givern the acieZ costs of tield aid

AID insistence on reviewi.ng every transactitr (ceg-
pite its intention cf a hands off pclicy) czulcd Cesiroy
the funi's effectiverness, making indcostrea
pants as disillusionec with the funi acs some now are
with other RID incdustrial prograrms

Because prcjects will be screened throuch banis,

firancial rate of return will undoubtelly be ar inher-

Q.
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tn
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ty
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m
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mn

ert criteria. Thus, some socially
with low firancial rates cf return may be screenel cut

before ever reachins the fung.

ARID Criter.ea

Structural Refor~ of Putlijc Secter. Prcjects coulc

be funded ir liberalized sectors (such as building raterials..

The introductior of putlic sectcr companies to the ccrrercial

banking syster will encourage autonory.
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Private Sector Support. The fund will be accessitle

to private sector industrial projects, and could encourags
joint verture spincffs or venturec under Law 159.

Approrriate Institutionz] Arrangements. The fund will

rely or. the expertise ané capab:lity of proven financial in-
Btitutione, without setting up a bureaucracy of its owr.

Ecornorize on AIT Manaceren: Resources. The funi, by

shiftainc responsikt:ility for eveluaticr ang lcan manacererns

to barks, will conserve AID resources.

tn

ores

Rap:Z D:skturserent cf Funis. The fund agpproach en

a rar:c c:skturserent, particularly if disserinateld arcnz a
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C. AUCTION
1. Goals and Approach
The goals
burse capital resources quickly

Egypt for use in lons term investments at least : st irn

€

-

of scarce USAI2 managerent

by

approach tc be followel, it s

the liberalizaticn of the puklic sectcr anid the

of the private sec:cr.
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periciic payments for a success?
fall due, but kidders wculd spec
prcpose tc pay.
would make clear that a successf
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USAID's cormmitment of resources to Egyptia
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The wide ranae of choice available to firms in deter-
miring the size distribution of the payrment strear permits
each tc take into account the length of the project gesta-

tiorn period, start up cocsis, breal ever points and such

matters that are best knowr to erntrepreneurs ané srpecial:icsts

v
(44

ir. procguctiorn. Eacl proposel patter

*

irrlies a particular compounc yielcd to masurity which USAIC
woull ceiculate and use 4irn cdererminins whior kice tC accer:

-4

T cculé choz
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Rlterrat:vely, UEA € ar. apfrcyriate ClsTIunt
rate ani celculate the present value cf each prcposes fFauv-

ment s<rear. Ueincz e:ther rethcel e sustatle cuxcfl point

woull be selectel belcw which nI kice woull be accertecl.

cf payrments. however,

rectly 1r. the actual auct:icrning process, sore effective ar-
stitrticnzl ouvtliet woull ke reguired One pcssikilzty wiuld
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cornetructive ir v:.ew ©of trhe reel fcr seccniery rzryete in k

shcrt anc longer terr securities. Or the other handd, we ceuticnh

that a bureaccractic attitude rich: make the CBE a cé:fficult

ticipant in snnovative firnancial operations. While we succzecst

that the possibilities of ccllaboratiorn with the CEI shr.ln
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be explored, we are not sanguine concerning CBE's usefulness

at this time.

Giver this appraisal

-
)

c~ the proposed fund cr

Y

the m re rec-ctatle molern

tuticns c¢f whith UEAIT wou
ccull alsl Froviie whateve
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that the certificates should be denominated and paid for
in pounds, with the provision that USAID would convert pcundés
to dcllars at whatever rate the bidder is authorizel tc
trade currency.

Tre prcrtlers that are associated with marketing finan-
cial rescurces that are tied tc United States prcoccurerent

are nct unigue tc the aucticn process as a way of disturs-

inz funds. Since each alternative disturserent rethzd must
deal with the prciler in its own way, scme discussion is
apgrcorriate here. It shoulld be ncted, however, that th:is

S

(VS

the sczcpe cf ot
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1s a corrlex prctler that extencs beycn
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Irn cons:der_ng prccourerent 1n the cocrntext cf this &
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ticn, prcceiural chcoices depend tC scme extent on the pur-

poses the aucticn is dnterndel tc serve. If its purpcses are
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tc prcovide a reans fcr rapid distursement of USAIZ rescurces
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at leas+t USAIC rarnagerial cost, then simplicity in cper
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purpcse is t- discover the "pure” return on cagital, thern
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acceptatle fcr converting pounds tc procurement dcllars,
as well as thelr payment scheldules. Bidders could th
trade one cost against the other in determining their op-

timun comprehensive bids.



Concerning risk, there are so many variations possitle
on the theme of risk reduction that, given the preser: sccre

of work, perhaps sore general assumptions and broaZ grincigles

ke assume that exchance risx carn be dispcsel cf esther

by suitatle contractual comritments by USAIZ tc successficl

bidiers, cr by hedging thrcugh the forward marxes by the

idZers therselves Mcre {rgcrtant are the cefault and in-
teres: risws bIrne Ly banks.

Otbservaz:icrn susgests that Ecyvptian banrs are f:irms thas

try tc maxirize prcfite under ccondizicns cf uncertaint:
Higher y:elZ:nz lcans ani securities ten tc be asscciztel
with higher risx, st that bank poretfclic manazers must welgh
Yi€.2s acainst risx in Juising the merits cf loanm agr.icaticns
Asscooins that the rewcorns cn alternative assets arenct per-

fectly ccrrelatel, banks can always reduce risx through

- 3. BE ; (] 34~ ~
portfcli:ic cdiversificaticn. This means lending tc a larce

terms and in differernt recions, including akrcaz. In Ec

at the present tire, however, d:iversificaticrn cces ntt an-

2]
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ude longer terr industrial loans, as loar assets are Ccon-

"

el ir shzrt ter- trade crei.t and the eurcziz..ar rmar-

2]

er

e )
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a
ket. One obvicus reascn 4s the gereral clirmate cf uncer-
tainty that disccurages longer terrm lending. Andther is th
relatively high, if temporary, level of interest rates atroa:d
and the relative risklessness of the eurodcllar marke:. Lack

of modern i{ndustrial experience perhaps plays a part alsc.



At any rate, to offset the perceiveld risks associatel w:ith
longer lencding to industry, USARID might consider dnclucirnc
conditicns in {ts aucticn contracts whereby it shares defaclt
anc interest risk with secondary lencers in direct prcporiicn
to the duratiorn cf the peconcary lending to which k:dders cor-

mit the~selvec.

Banks carn alsc be encouraged tc bié for USAITZ aucti:ico

as they
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lenc:r cf tire the buver hal access tc the funide and the ir-

in

rodcce sccially decsirakle resclts. Givern the

stricting b:idders tc the uvltirate producticn cf tradel croics

culC be a sirple anc attractive stipulaticn. In adi:itice

[P

liberalization of the putlic sectcr cculcd be encourages
explicitly invitinzs b:ids fror firms or representatives cf

sectors that have engaged in competitive pricing, paac

Vi - 23



incentive wages, introauced new products or permitted the
entry of cormpeting private sector firms. In effect, inno-
vative and progressive firrms could be chosen and rewarded.

Throuch selecticn cf rate of return cutoff points, USAIC

could influerce the efficiency of rescurce allocaticn and

by varyinc the cutcf{f pocints amcng different types or classes

of bidcers it cculd prcvide selective encouragerent or re-
waré desiraktle behavicr.
4. Advantaces

It seers clear that the auction approach provides sev-

eral at:iractive advantages. It should without questicn ach:ieve

the gcals cf sreel :rn disturserent of fund: and low USXIT ai-

[o]]

[
provi

(4]

rinistrative cost. Further—:core, 4t shoul

capital in Egyrt anZ it ccull be conducted with little cr nc:

bureaucratic growth. It shculld have broad appeal, as Islar:
b

(e

instituticns neec not be discouragel by dealing an interes

Ve

Finally, the possibilities for 4including attractive terrs fcr

bidders sugcest that in operation the auction process cculé
indeed stiruclate capital feormation, while encourazing inno-
vation in the pukliic sectcr.

5. DisaZvantazes

The prirmary cdisadvantage of the auction syster is tha:
USAID would have no voice in choosing the specific projects
financed by the resources it provides through the auction

process. In fact, the nature of the process is such that

precise control is not possible. We do suggest, however,

useful irnfcrmaticn akcut the effective dermzani for

€ SIIge exira-
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that through devices suck as those mentioned above, the
broad divisions of resource allocation couldbe strongly in-
fluencel. *»ith additiorial timre and thought this objection
could be recducel tc an acceptable level.

€. rRIZ Criter:a

al Refcr of the Purlic Sector. Use of selec-

Seructu

*4

tivity in 4invitation ané acceptance cf bids coulc reward fairrs
fcr past liberal:zing behavicr and encourage future inncvacticn

Funds passec throuch banks tc firms would increase linnace

betweer puklic sectcr and the comrercial barnks.

Private Sectcr Suppcort. The auction process would din-
crease the supriy cf leonz terrm funds availakble tc the privecte
sectcr.

koorcgriate Institut:icnal Arrancerents. The process
wocuolcd reguire a rinirmzl adfiticn to bureaucracy and wiulld re-

ly o the prcject evalueaticorn anc other elements of expertise
ir the banrinc community.

Econor-ize con AID Maracerent Resources. This is one of

the majcr attracticrns cf the aucticn process.

Raz:iZ Disturserent of Funds., The aucticn process shcoulé

—i

provicde fcr extracréinarily rapic disbursersen:.
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D. STRATEGIC INDUSTRIAL FOCUS

1. Goals ané Approach

This option is bclder in concept than the other twc.
Essentially it wouléd focus a significant amount of intecratel
USAID rescurces (financial, traininc, technology, infcrrzticn

on one or mcre specific sub-sectors of industry which wouolcd

b |

be chosern because they represent the core of ar Egyp:tian eco-
nonic growth strategy. It ray relate either tc the bas:ic
industrial develcprent of the country or tc the builéins ug
of its internationally corpetitive 4industrial strencth.

In this respect we ncte that influential Ecyptians see
the develcprent cf their ccuntry on narrow lines moving froro

the raw rater:als existinc in Ecypt to the finished prciuces
that they may eventually expcrt. In ccntrast, as the Eostcoh
University report mentions, the "Far Eastern pattern” cf ce-
veloprert has shown hcow, for a country with a large, educated
labor force the assently of parts producel elsewhere in the
worlcé may be prcfitakle. Mcrecver, it becomes possible tC
forge a backward lirkage to manufacture eguipment and a forward
linkage to produce modern consurer goods. This apcrcach in

a country like Egypt ought tc complement the neel tc develcy

.

the basic industrial sectors of indusctry.
The goals cf this option therefore wouldé be to:
- reduce the balance cf payments deficit
* increase emgloyment
* increase expcrt share of GNP

* increase industrial growth



This would be accomplished by USAID assisting the GOZ

in developing and implementing on an incremental

ternm ecornormic growth strategy.
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To be efficient, this option should be backed by a
significant amount of assistance — several hundred million
dollars. Provisiocn cf the aid would take place through a
nurber cf channels. Thus, fundinc could in principle ke
routec through the puklic or private sector banks ani/cr
through the NIE and DIE though we have rermarkel elsewhere
on the inadvisability cf using these las:t twc inszitutions.

Irn fact the target is rcre important than the channel in

The aprroach has twc fundarental thrusts:

a) a focus cn manufaciurel export or impore substitu-
tion indis+tries within a ccherent economic strategy; and

F! the provisicn cf aid con an intecratel kbasis.

Focus

We consider that USAID should move rapicdly te fclliow
up the Bostorn University stuldy with the air cf imprcving ca

in those areas where it was remarkel as being weak, in crie

to estatlish mcre conclusively the comparative advantace of

(44

Egyptiar mancfiac

-

3

e with GCE at the miristerial level
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e

ente

"

a pclicy o]

i

[19]

intendel tc deronstrate the compatakility of GOX eccnomic

goals, the Bcstcn University repcrt recomrendations ani thi
stratesic industrial focus approach to provizicn of U. S. a
This process need not take unduly long 4in our view. I

o g

order to further USARID industrial support as rapidly as pcs

sible, however, we suggest that there is a need to move
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concurrently with establishing the framework Iur an economic
stratecy as proposed above. USAID should as an act of faith
consider the provision of aid to one or mcre of the irniusiries
of the type listel ir the Boston University report as beinc

ones {irn which vEt has comparative advantage. Essent:izl
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E
these were either based or local raw materials, especially

erefore nateral for ir-
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may ccrprise an impcrtant horme market presently fillel by
irmpcores.

We believe that this approach offers a potential cériv-
ing force fcr econormic growth.

Intecrated Accrocach

s

One obstacle tc the efficient delivery of aid is thacs
it is generally spreaZ over a variety cf different mcies.
Thus, fcr exarple, at present there are four genera. USxICT
progra-s devctel tc increasing productivity, betterinc ran-

agerment ang modernizing technclogy (i.e., IFI, ITAF, VIr an

(3]
n
’A.
1
Y]
b |

IPP). 1Ir our view, by concentrating these componern
integrated way on a selectel indus*ry or enterprise (cr even
to a project within an enterprise) the contribution of each

of the components may be enhanced and the efficiency of U. S.

Vi - 29



assistance much increased because all the facets of the aic
would be applied together on the same project in a very prac-
tical way: for which ever industry or industries USAITZ fo-
cused upor, the supply of eguipment would be integratel with
technical assistance to improve managerent and productiviey
to the staniards reguireZ to use the eguiprent most eff:-
clently.

-

cocull als: be expectel

(1

The aid o a particular i{ndustry
tc generate activity in feeder industries. The irnter-rela-

tionship of irdustries ani sector mich: be expectel tc lead

reaZily tz {Zerntificaticn cf other inZistries regulring assis-
tance, e.c., tc rereiy "broittleneck” situations. Both poblic

arnd private seciCr enterprises shcull be eligible for aiZ.

While USAIZ furnfing rmigh: be concessional irnitielly, ris:nc
anntally tc a2 rmarket rate, it is unlikely 4in the Bhore terr
that GJI be expectel tc disrantle its structure cf interes:

rates d:ifferentiatel by type of industry. Conseguently, he-

0.
o
m

gotiations would be necessary on which projects woul
financeZ by whor within the overall industrial focus.

4. AZvantaces

Suctl an approach would be welcomed by GOE so long as it

did not lead tc unbalanced growth in the econory as a whole.

Yo

Deperding on the industry, it could mee: Ministry cf Finance

desire tc eraktle puklic enterprises to change their product
mix ani achleve greater price flexitbility andéd profitability.
Looking ahead some years, if USAID were to withdraw, it would

leave behind a capability for assessing the total resource
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needs of an industry (physical, financial, information and
human) and more importantly a key change of emphasis in
economic policy.

As mentioned earlier, a comprehensive integrateZ and
focuseZ approach is likely tc be more effective thar a
"targets of oppcrtunity approach” and cculd alsc have an
irportant demcnstration effect for other industries. Further,
it could well achieve the mcst econormic use of existing

assets.
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ecual terms. Altermatively, mcvement in these areas coulc
be part cf the criteriea for selectingc the industry tc be
assisted. Finally, the approach is compatiktle with the
consensus goals of USAID and GOE of seeking improvel LalancCe
of payments anZ increased export share of GNF, emc-loyment

and industriel growth.

5. Disadvantages

There is concern within USA1D at the relatively pocr
track record to date of aid to particular industries. We
suggest, however, that the particular emphasis of this op-
tion, 1.e., meeting a particular manufacturing need within

an industry and applying integrated aid to it, offers greater
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potential for success than failure, especially if, before
the choice 1is made a careful study of the industry or sec-

tor has beer undertaken.
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economic or po

which render inapgprcpriate the focus we propcse We Gz rce
imagine that Ezypt would fcllow an identiczal econcric path
to thcse c¢f the Far Easterrn econonies kit suczest that the
arzroach put forward wouoll point the Ecypedlan eccnory in the
right direction fcr a successficl evzluticers
6. US82IZ Criter:a

Tc sur up this aggroach in relation to specified USAID
criteria

Facil:tate Structural Refcrm. Thisoptionoffers pcoten-

- M PN~ . - s —~ - -~ . —~
tial tc facilitate structurzl refcrm whether by incorporating

flexib:lity tc be achievecd.

Prom-te Privacte Sectcocr. This would be fac:liitatel eithe

tc estaklish jcint venture companies cr ki

tor activity generating activity in feeder indus:iries.

Crarne. cof Funds. As mentioned, the targe: of a:d in
this option 4is mcre 4important than the channel of funds. A

governrent-to-government grant may be appropriate if the
highest levels waive the bureaucratic procedures. Otherwise

this option ought to use the banking systen.
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directly through assistance tc private sectcr coTpanies cor in
Girectly, fcr instance, by ernatling pubklic sectCr cocrpanies
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cire

1

USAID Management Rescurces. The option wculéd re

a lirited staff for the board of directors Secretariat, but
the dermanZ on USAIC management rescurces would be mirnimzal,

by concentratinc adrmiristraticn on the Secretariat, irniecen-

act as a criteria tc chocse the apprcocpriate channel of

described abzsve.



