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This report presents the results of audit of the Production
 
Credit Project; USAID/Egypt Project No. 263-0147. The objectives

of this program results audit were to: determine whether project
 
goals were achievable; assess whether the indicators for
 
measuring project success were valid; determine whether the
 
project was being implemented in a manner likely to bring about
 
the desired outcomes; assess compliance with applicable laws and
 
regulations; and test internal controls.
 

The audit showed that the project goals could not be achieved,
 
indicators for measuring project success were invalid, and the
 
project was being implemented in a manner that was unlikely to
 
bring about the desired outcomes. Tested items were in compliance
 
with applicable laws and regulations. Internal controls were
 
adequate in regard to the transactions traced through to
 
participating bank records.
 

Several changes were made during the period of project
 
implementation that improved the way in which the project
 
functioned. Fundamentally, however, the project was incapable of
 
achieving its broadly stated goals. Inability to overcome the
 
constraints of a subsdized exchange rate and an interest rate
 
structure imposed by the Government of Egypt precluded the
 
project from being effectively implemented on a market-oriented
 
basis. These problems, combined with the lack of incentives for
 
participating banks to make the types of loans intended, allowed
 
project funds to flow to firms least in need of the financial
 
assistance provided. This latter problem could have been lessened
 
had the Mission established priorities for private sector
 
development and channeled project funds to firms in these
 
sectors, but this was not done.
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We made recommendations in each of 
 these areas to correct the
 
problems noted. USAID/Egypt said that the intent our
of 

recommendation concerning design issues 
was met in the follow-on 
Private Enterprise Credit Project. It said to.3olutions the 
exchange rate and interest 
 rate issues would continue to be
 
pursued, out in the context of overall policy dialogue thewith 

Government of Egypt. The Mission saw no need to provide
participating banks additional 
incentives and rejected the idea
 
of targeting the use of project funds.
 

As a result of these comments, a review and analysis of

documentation pertaining the Private
to follow-on Sector
 
Commodity Import 
 Program Facility component of the Private
 
Enterprise Credit Project was made in July 1986. additional
This 

work was done because the Mission took the position that some of
 
the problems identified had been corrected in the 
 follow-on
 
project. Accordingly, we 
 wanted to find out whether this was
 
correct and/or new approaches had been taken which may lead to
 
tne early resolution of these problems. Unfortunately, the

foliow-on project remains essentially unchanged in terms of the
 
issues addressed in this report. Further, 
 this proiect does not
 
appear to be adequately justified in the context of 
the real 
oh3ectives and, therefore, is vulnerable to criticism of being
implemented in a manner that runs counter to the achievement of
 
the stated project goal and purpose. We have two main concerns
 
with the follow-on project.
 

First, rather than using market-oriented approaches for
 
allocating project resources, it appears that the real purpose of
 
the project is to simply provide subsidized forms of financial
 
assistance to offset 
 those received by public sector activities
 
against which private investors competc, :etting up a dual system

of subsidies for the private sector only reinforces the system of
 
irrational subsidies which the Mission is seeking 
to eliminate on
 
the public sector side. Thus, rather than breaking down barriers
 
impeding private sector growth and development based on the true
 
cost of capital, the project is probaoiy reinforcing these
 
barriers by promoting subsidies which distort the real cost of
 
investment decisions. 

Second, project documentation shows that there has not 
been, nor
 
is there likely to be, any near term policy reforms by the
 
Government of Egypt in regard to the major impediments to project

success--specifically the exchange rate and interest 
 rate issues.
 
The Project Paper acknowledges that the major policy reforms

underlying the assumptions for achieving goal targets are 
 both
 
unlikely and transcend the capabilities of this project 
 to

achieve. This leads us to conclude that the 
 environment does not
 
now exist, nor 
 is it soon likely to exist, to implement the
 
Private Sector Commodity Import Program Facility component as
 
presently justified.
 



We, therefore, 
 disagreed with USAID/Egypt's response on most
matters. The follow-on Private Sector 
 Comzodity Import Program

Facility component of the Private Enterprise Credit Project 
 has
essentially remained 
 unchanged 
 in terms of the design issues
addressed. For example, 
the project goal and p.rpose, the basis
for measuring project goal achievement, anc the assumptions for
achieving goal targets are 
the same as in the Production Credit
Project. These 
 goals and the for
basis measuring their
achievement are 
no more realistic or achievaZie than they were
for the Production Credit Project. Also, 
te follow-on project
continues to tie solutions to the exchange 
rate and interest rate
issues to policy 
 dialogue between USAID/Egyp: and the Government
of Egypt whicn means that it is unlikely that- any 
 movement will
be forthcoming on 
 these issues in the near fiture. Moreover, the
follow--on project proposes 
 no new incentives for participating
banks to align their interests in the project with those of
Mission. While USAID/Egypt rejected 

the
 
tne idea of targeting, the
follow-on project sets 
 forth loan ozjectives for the
participating 
banks that clearly represent a viable form of
targeting. However, this targeting is 
not sufficiently definitive
 or far-reaching. More specific 
 targeting of project funds is
 necessary if there is 
to be adequate assurance that project funds
reach 
those sectors and firms most deserving of support.
 

The House Committee on Appropriations expressed 
concern regarding
distortions in the Egyptian economy in 
 connection with the 1987
foreign assistance appropriations 
 bill, stating that "long-term
economic viability in 
Egypt can best be achieved by fundamental
economic reform.' 
 In keeping with this concern, USAID credit
 programs in 
Egypt should be structured 
 in a manner supporting

this objective rather 
 than reinforcing 
 existing economic
 
distortions.
 

We appreciated the courtesies extended 
 to our staff during the
audit. A summary of USAID/Egypt comments 
 and Office of the
Inspector General 
 comments is included a: the 
 end of each
findings section. The 
 full text of USAID/Egypt's comments is
included in 
 the report as Appendix 1. Please advise us 
within 30
days of 
 any actions taken or contemplated to close the
 
recommendations.
 



EXECUTIVE SUMMARY
 

USAID/Egypt entered into a $68-million grant agreement with the
 
Government of Egypt in September 1982 funding the Production
 
Credit Project, No. 263-0147. An additional $20 million was
 
authorized in March 1985 making the project total $88 million and 
extending the project completion date into fiscal year 1986. The 
primary project goal was to increase the private sector's 
contribution to Egyptian productive output by providing foreign 
exchange on credit terms. By expanding credit availability, the 
project was to directly facilitate increased private sector 
involvement in the Egyptian economy, thereoy promoting long-term 
economic growth and employment. The Production Credit Project was 
followed by the Private Enterprise Credit Project estimated to 
cost $235 million. This new project included a Private Sector 
Commodity Import Program Facility funded at about $117 million 
that essentially continued the activities carrled out under the 
Production Credit Project. 

The objectives of this program results audit were to: determine
 
whether project goals were achievable; assess whether the
 
indicators for measuring project success were valid; determine
 
whether the project was being implemented in a manner likely to
 
iring about the desired outcomes; assess compliance with
 
applicaole laws and regulations; and test internal controls.
 

The audit showed that the project goals could not be achieved,
 
indicators for measuring project success were invalid, and the
 
project was being implemented in a manner that was unlikely to
 
bring about the desired outcomes. Tested items were in compliance
 
with applicable laws and regulations. Internal controls were
 
adequate in regard to the transactions traced through to
 
participating bank records.
 

Several changes were made during the period of project 
implementation that improved the way in which the project 
functioned. Fundamentally, however, the project was incapable of 
achieving its broadly stated go,, Is. Inability to overcome the 
constraints of a subsidized exchange rate and an interest rate 
structure imposed by the Government of Egypt precluded the 
project from being effectively implemented on a mafket-oriented 
basis. These problems, combined with the lack of incentives for 
participating banks to make the types of loans intended, allowed 
project funds to flow to firms least in need of the financial 
assistance provided. This latter problem could have been lessened 
had the Mission established priorities for private sector 
development and channeled project funds to firms in these
 
sectors, but this was not done. 



With a relatively modes t funding level, the project did not 
contain sufficient leverage to achieve the broadly stated goals 
of increasing Egyptian private sector proauctive output and 
expanding investment for productive private sector enterprises. 
Neither the project goal nor purpose were supported by detailed 
economic analysis of the development need to be addressed, nor 
were they linked to the specific design problems identified in 
the Project Paper as major constraints to private sector 
de'elopment. Indicatots of goal achievement were neither valid, 
verifiable, nor quantifiable as required Oy AID Handbook 3. Many 
of the design issues addressed in this section of the report were 
raised when the project was in the approval process, but were 
never deal, with effectively by USAID/Egypt prior to project 
approval cr in the four years since. The issues, therefore, were 
present throughout the life of the project and adversely affected 
implementation. Government of Egypt actions exacerbated the 
project design problems and further impeded cnances of project 
success. 

We recommended that the follow-on Private Sector Commodity Import
Program Facility be redesigned around realistic project goals and 
a specific developmental need that it is capable of addressing, 
and that objectively verifiab'e indicato>" co measure goal

achievements he developed. USAi 'Egypt said the follow-on project
 
met the intent of our recommendation.
 

USAID/Egypt was unsuccessful in getting the Government of Egypt
 
to make the policy reforms that were prerequisites to project
 
success. Therce reforms centered on the exchange rate at which
 
project transactions were to be repaid ,nd the interest rate to
 
be charged borrowers of project funds. The Mission's inability to
 
get the Government of Egypt to move on these issues meant that
 
the exchange rate used to repay project transactions was far
 
below the actual market rate, and that the interest rate charged
 
borrowers of project funds was undervalued and discouraged
 
long-term lending. The Mission was unsuccessful in overcoming
 
these constraints through a policy dialogue with the Government
 
of Egypt prior to project approval and in the four years since.
 
This precluded effective project implementation with the exchange
 
rate issue hav,.ing the most serious con. :quences. 

We recommended tnat USAID/Egypt find a solution to the exchange 
rate problem for the follow-on Private Sector Commodl.ty Import 
Program Facility that is not tied to ongoing policy dialogue with 
the Government of Egypt. USAID/Egypt said that this was neither 
possible nor realistic. We also recommended that USAID/Egypt 
determine what the real market interest rate would be for the 
types of loans to be made, and justify any deviation from this 
rate in terms of attaining project goals. USAID/Egypt agreed that 
the interest rate structure .n Egypt discouraged long-term 
lending and encouraged short-term trade financing but felt 
obligated to use the existing structure while seeking changes in 
it.
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AUDIT OF
 
PRODUCTION CREDIT PROJECT
 

PART I - INTRODUCTION 

A. Background
 

On September 25, 1982, USAID/Egypt entered into a $68-million
 
grant agreement with the Government of Egypt (GOE) funding the
 
Production Credit Project (PCP). In March 1985, an additional $20
 
million was authorized, raising the project total to $88 million.
 
The primary goal of PCP was to increase the private sector's
 
contribution to Egyptian productive output oy providing foreign
 
exchange on credit terms. By expandirng creoi,: availability, the
 
project was to directly facilitate increased private sector
 
involvement in the Egyptian economy, thereby promoting long-term
 
economic growth and employment. 

The project had two components: (1) $87 million of foreign
 
exchange credits to be made available to the private sector to
 
finance purchases of certain raw materials ar~d capital goods from
 
the United States; and (2) $1 million for technical assistance.
 
Credit funds were to be made available to private sector
 
end-users or traders that conducted business with such end-users
 
through eliyible private and public sector oanks. Technical
 
assistance funds were to be made available to finance training 
activities and studies related to the flow of credit to the 
private sector. 

The original project completion date of March 31, 1985 was
 
extended into fiscal year 1986 by amendment #1 to the grant
 
agreement. As of December 31, 1985, the full $87 million of
 
exchange credits had been allocated to nine participating banks
 
and USAID/Egypt had approved 520 separate applications totaling
 
$82 million received from these banks. Most of the approvals
 
resulted in loans oeing made through these banks to Egyptian
 
importers. Loan repayments including accrued interest were to be
 
made by the importers in Egyptian pounds and deposited by the
 
banks into a Special Account established in the Central Bank of
 
Egypt. Funds in the Special Account were to be used for perposes
 
mutually agreed to between USAID/Egypt and the GOE.
 

As a result of an AID Project Evaluation Sunmary approved in
 
February 1985, improvements were made in the project including:
 
(I) changing the exchange rate used to calcula t ( borrowers' 
repayments from Egyptian pounds (LE).84 to LEI.00 to the U.S. 
dollar; and (2) dropping the maintenance of value requirement 
which meant that borrowers no longer had to assume the risk of 
having to repay a greater amount of money due to a pound 
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devaluation. Also, traders were eliminated from participating in
 
the project in 1985 because of Mission concerns that they were
 
capitalizing on the below-market exchange rate.
 

The Project Paper for a new Private Enterprise Credit Project 
(PECP) was signed in July 1986. This project, estimated to cost 
$235 million, included a Private Sector Commodity Import Program 
Facility funded at about $117 million that essentially continued 
the activities carried out under PCP. 

B. Audit Objectives And Scope
 

This program results audit covered project transactions and
 
activities from the commencement of PCP operations in August 1983
 
through November 1985. The audit objectives were to:
 

-- deterinine whether project goals were achievable; 

assess whether the indicators for measuring project
 
success were valid;
 

determine whether the project was being implemented
 
in a manner likely tc bring about the desired
 
outcomes;
 

assess compliance with applicable laws and
 

regulations; and 

test internal controls.
 

The audit included an examination of project authorization
 
documents and other pertinent files and records maintained by
 
USAID/Egypt and AID/Washington. Mission and AID/Washington
 
officials responsible for project design and implementation were
 
interviewed.
 

Using a listing of Mission-approved transactions through November
 
19, 1985, 47 transactions were selected--every tenth on.--for a
 
detailed review. These transactions totaled $7.6 million of the
 
$76.8 million for the entire universe and are listed in Exhibit
 
3. These transactions were traced through Mission records to
 
determine: (1) what commodities were being imported and who was
 
importing them; (2) now tne USAID/Egypt review and approval
 
process wcrked; and (3) whether this process was adequate to
 
ensure compliance with applicable AID policies; and regulations. 

Thirty-five of the transactions in the sample universe totaling
 
$5.8 million were traced to underlying documentation in four of
 
the banks participating in the project, two public and two
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private. The purpose of this step was to: (1) verify the 
completeness and accuracy of Mission records, and (2) obtain bank 
comments on tne project as a whole and specifically thiter role in 
it. These visits were followed up by interviews with eight 
importers that had received project funds--two from each of the 
four banks--to obtain their views concerning project benefits and 
possiole improvements. As of Novemoer 1985, a total of 289 
Egyptian importers had received PCP funds. 

No previous audits of this specific project were made. However,
 
the audit d.rew from a comprehensive study of the private sector
 
Commodity Import Program made by the Area Auditor General/Egypt
 
in i980, and an AID evaluation report of this project approved in
 
Feoruary 1985. The audit work was done oetween September 1985 and
 
January 1986. The audit was made in accordance with generally

accepted government auditing standards. 

Following ceceipt of formal USAID/Egypt comments on July 8, 1986,
 
documentation pertaining to PECP was reviewed and analyzed. This
 
was necessary because the Mission took the position that some of
 
the problems identified in this report had been corrected in the
 
follow-on Private Sector Commodity Import Program Facility
 
component of this project. 

Our analysis of PECP is contained in Exhibit 1 of this report.
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AUDIT OF
 
PRODUCTION CREDIT PROJECT
 

PART II - RESULTS OF AUDIT
 

Tne audit showeu that the 
 project goals could not be achieved,

indicators for measuring project 
 success were invalid, and the
 
project was being implemented in a manner that was unlikely to
 
bring about the desired outcomes. Tested items were in compliance

with applicable laws and regulations and nothing came to our
 
attention that would indicate that untested items were not in
 
compliance. In addition, internal were in
controls adequate
regard to the transactions traced through to participating bank 
records. 

Several improvements were made during tne 
 period of project
implement =tion. Funuamentally, however, the project was incapaole
of achieving the broadly stated goals. Further, USAID/Egpt's
inaslity to overcome the constraints of a subsidized exchange 
rate ana an interest rate structure inposed' by the GOE precluded

the project from being effectively implemented on a
 
market-oriented basis. These problems, combined with 
 the lack of

incentives for participating banks to make the types of loans 
intended, allowed project funds to flow to firms least in need of 
the financi3l assistance provided. This latter problem could have 
been lessened had the Mission establishea priorities for private
sector development and channeled project funds 
to firms in these
 
sectors, but this was not done.
 

This report makes five recommendations calling for project

redesign and improved project implementation to be applied in the
 
follow-oa 
 Private Sector Commodity import Program Facility
 
component of PECP. 

We recommended: having design eftorts 
take place around realistic 
project goals and a specific developmental need that it is 
capable of addressing; developing objectively verifiable 
indicators to measure goal achievement; finding solutions to the
problems of the exchange rate at which project 
 transactions are
 
repaid and the interest rates charged b ets of project funds;

establishing a system of incentives 
 foL tne participating banks
 
to align their interests in the project with 
those of the Mission
 
and thus make the types of loans that would best support project

goals; and establishing priorities for 
private sector development

along with criteria for targeting project funds to sectors and
firms that are most likely to achieve project goals of expanded 
output and employment. 
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A. 	Findings And Recommendations
 

1. 	The Pro)ect Could Not Achieve Its Broadly Stated Goals 

With a relatively modest funding level, the project did not
 
contain sufficient leverage to achieve the broadly stated goals

of 	 increasing Egyptian private sector productive output and
 
expanding investment for productive Frivate sector enterprises.
Neither the project goal nor purpose were supported by detailed 
economic analysis of the development need to be addressed, nor 
were they linked to the specific design problems identified in 
the Project Paper as major constraints to private sector 
development. Indicators of goal achievement were neither valid,
 
verifianle, nor quantifiable as required by AID Handbook 3. Many

of the design issues addressed in this section of the report were
 
raisea when the project was in the approval process, but were
 
never dealt with effectively by USAID/Egypt prior to project

approval or in 
 the four years since. The issues, therefore, were
 
present throughout the life of the project and adversely affected

implementation. GOE actions exacerbated the project 
 design

problems and further impeded chances of 
pru jct success.
 

Recommendation No. 1
 

We 	 recommend that USAID/Egypt, prior to authorizing the
 
disbursement of funds under the follow-on Private Sector
 
Commodity Import Program Facility:
 

a. 	design this component around a meaningful and realistic goal

and purpose and a specific developmental need that it is
 
capable of addressing; and
 

b. 	develop quantifiable indicators that can be objectively

verified to measure goal achievement.
 

Discussion
 

The Project Paper approved in September 1982 stated that the PCP
 
goal 
 was to increase the private sector's contribution to
 
Egyptian productive output, and the purpose to expand
was 

investment for productive private 
 sector enterpr:ses. By
assisting in developing an Egyptian financial system with the 
capability and capacity to provide short, medium, and long-term 
private sector credii needs and expanding credit availability, 
this project was intended to directly facilitate increased 
private sector involvement in the Egyptian economy. This in turn 
was to promote long-term economic growth and employment.
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Two major problems were identified in the Project Paper as
 
constraints to private sector growth:
 

Competition from the public sector which had
 
access to foreign exchange at the official
 
exchange rate; this access in essence was a
 
subsidy since -.he official rate has historically
 
been below the market rate for foreign exchdnge.
 

Uncertainty among potential private investors as
 
to the medium and long-term political environment
 
in Egypt with respect to the treatment of the
 
private sector.
 

Recognizing 
 that the type of assistance envisioned was a complex

undertaking with multiple facets and 
 policy implications, the
 
Project Paper stated that the project was to lay the groundwork

for future interventions in the financial markets to support

productive private sector activities. The project was also to
 
provide for AID participation with the GOE in developing sectoral
 
credit policies more favorable to long-term lending. Although

initial project funding was to be concentrated in short-term
 
financing, the project was to permit AID to move 
increasingly

into longer term financing as appropriate mechanisms were
 
developed and government policy and the marketplace came into
 
closer convergence.
 

Accepting that the Project Paper correctly described the
 
constraints to private sector growth, there 
 was no connecting
 
link between the problems identified and PCP's stated goals.
 

The project subgoal was the development of the Egyptian financial
 
system's capability to service the full range of private sector
 
financing needs. The Project Paper identified some of these
 
needs, but contained no detailed assessment of the obstacles
 

was
preventing their achievement and how the project co assist in
 
overcoming these obstacles. 
Given the size of private sector
 
foreign exchange requirements, estimated at $3.5 billion
 
annually, it was unrealistic to expect that a project initially
 
authorized at $67 million and spread over a 30-month period would
 
be able to achieve the basic structural reforms in the banking
 
system that were envisioned.
 

Decveloprment Need
 

A problem in identifying the specific developmental need to be
 
addressed was known at the time the 
 project was approved in
 
September 1982. An August 1982 memorandum from the Bureau for
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Program and Pc!icy Coordination criticized the project design for
 
failing to adequately explain the development need to be met and
 
for not stating why AID was engaging in this activity.
 

A March 1984 cable to USAID/Egypt, in connection with the
 
$20-million increase in project fu:iding, revealed continuing
 
uncertainty about the development need to be addressed.
 
AID/Washington expressed concern that it still lacked a clear
 
understanaing of how the Egyptian financial system operated.
 
Increased understanding was necessary to properly design the
 
follow-on pro3ect as well as to ensure that AID/Wasnington and
 
the Mission had the same goals in mind.
 

Bank officials we talked to stated that they thought the intended
 
beneficiaries of the project were U.S. exporters, Egyptian
 
importers, and in some cases both. When told tnat the project was
 
justified within AID on the achievement of overall policy reforms
 
to enhance private sector development and investment, one bank
 
official expressed surprise. This official stated that PCP was
 
certainly beneficial to those importers receiving assistance, but
 
that the project was too small to have any real benefit to the 
private sector as a whole. It would make no difference if the 
project disappeared tomorrow. 

Goal Achievement
 

Measurement of the extent to which the project goal was being
 
achieved was based on the assumption that increases in private
 
sector output resulting from project disbursements would be
 
reflected in, dnd adequately measured by, published statistical
 
reports reflecting economic movements at the macrolevel.
 

Economic statistics gathered from such sources, however, could
 
not accurately gauge PCP achievements given the modest size of
 
project funding. The initial PCP authorization of $67 million
 
represented lecs than one percent of the private sector's foreign
 
exchange needs over the 30-month period in which the funds were
 
to be disbursed. By contrast, a December 1984 AID report on the
 
Commodity Import Program in Egypt stated that the macroeconomic
 
effects of even the $300 million per year spent unde- that
 
program were marginal in statistical terms. This report further
 
stated that a significant macroimpact could only be achieved
 
through a multifold increase in funding levels. It was
 
inappropriate, therefore, to base conclusions about project
 
success or failure on statistical reports reflecting movements at
 
the macrolevel.
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The logical framework set forth the following assumptions for
 
achieving goal targets: the GOE would continue to liberalize the
 
economy; foster private sector growth initiatives; and accept AID
 
intervention in the credit sector. However, at the time of
 
project approval, it was acknowledged that major policy reforms
 
suCh as those dealing with exchange rate and interest rate issues
 
transcended the capaoilities of this project. Yet, the project
 
was to be determined a success if major policy r2forms happened,
 
atrd a failure if they did not. In evolving, the PCP was measured
 
oy factors never identified as indicators of goal achievement in
 
the logical framework, such as ability to rapidly move funds into
 
the private sector.
 

A September 1982 memorandum from the Near East Bureau, requesting
 
the Admnnistrator's signature on the grant authorization,
 
acknowledged tLeat the lack of the required separate economic
 
analysis in the Project Paper had been a major issue. Assurance
 
was given that future efforts in the credit area would be based
 
on complete economic and social analyses. An economic analysis
 
was required by AID Handbook 3 to establish the relationship
 
between project costs and the benefits to be derived in ways that
 
can be quantified. Amendment #1 to the grant agreement was signed
 
by USAID/Egypt on March 6, 1985, and added $20 million to project
 
funding, but acsain no substantive euonomic analysis was done.
 

Section 621(o) of the Foreign Assistance Act requires AID to have
 
a management system that includes the definition of objectives,
 
the development of quantitative indicators of progress toward
 
these objectives, the orderly consideration of alternative means
 
for accomplishing such objectives, and the adoption of methods
 
for comparing actual results of programs and projects with those
 
anticipated when they were undertaken. AID Handbook 3, Chapter
 
12, states that AID's evaluation policies conform to the guidance
 
provided by Section 621(b), including the development of
 
quantitative indicators of progress. These requirements were not
 
met in the design of PCP or the successor Private Sector
 
Commodity Import Program Facility.
 

GOE Actions
 

The GOE did not carry out its commitments under the PCP, but
 
instead took actions that impeded project implementation. While
 
the GOE has continued to state its support for new private sector
 
investment, impediments to private sector investment and
 
development continue through a variety of import regulations and
 
other measures.
 

Section 4.1 of the grant agreement required that the GOE, prior
 
to the disbursement. of grant funds, provide evidence of the
 
formal establishment. of a permanent Private Sector Steering
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Committee to engage in regular discussions between the Mission,
 
the GOE, and representatives of the private sector on credit and
 
relatea issues. The Mission inappropriately considered that this
 
condition precedent was met in July 1983 when Ministerial Decree
 
No. 109 was issued establishing the Committee. Although
 
established on paper, the Committee never met as many of the GO­
members were soon transferred to other jobs unrelated to the
 
project.
 

A second key condition precedent to the disbursement of funds
 
required by Section 4.3 of the grant agreement was that the GO­
establish an implementation plan for the training, technical
 
cooperation, and studies activity component of this project. Suc:
 
activities, estimated to cost $i million, were to improve a
 
variety of oanking skills, including staff project appraisal
 
capability and institutional capacity to review, approve and
 
monitor transactions or subloans financed under this project. :n
 
addition, studies were authorized related to credit and the
 
development of new financial instruments for the Egyptian banking
 
system.
 

The date for meeting this condition precedent was extended three 
times and then waived in May 1984. The Mission subsequently 
received an evaluation plan from the GOE setting forth the date 
for beginning the first phase of training in March 1985 by 
sending eight participants to the United States. This date was 30 
months ifter project authorization and the month in which projec: 
implementation was to be completed under the original grant 
agreement. As of the comoletion of our fieldwork in January 1986, 
$134,000 had been disbursed under this component. At that time, 
the Mission was also reviewing a proposal submitted by the 
Egyptian Bankers Training Institute for the purchase of training
 
material ana equipment totaling $500,000.
 

Problems also were experienced with the Ministry of Planning and 
International Cooperation (MPIC) relating to revisions in General 
Circular No. 1. This Circular was first issued in July 1983 and 
set forth formalized procedures by which the project was :o 
operate. After the Mission thought negotiations for revisions to 
the Circular were completed in May 1985, MPIC unilaterally made 
changes that delayed start-up of fund disbursements under the 
$20-million project increment. The revised Circular was formally 
accepted by USAID/Egypt in September 1985, but the Circular 
contained provisions that the Mission took strong exception to. 
Of primary concern was the requirement that MPIC review all 
transactions prior to USAID/Egypt approval. 
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Collectively, these GOE actions suggest less than strong support
 
for the project. This attitude needs to be closely assessed in
 
tne context of defining future project initiatives and the
 
opportunities that exist for their achievement.
 

Management Comments
 

USAID/Egypt recognized that the PCP goals were ambitious and that
 
some of the macroeconomic data to measure project effectiveness
 
was not soundly based. Since the obligation of funds in 1982, a
 
great deal of time and effort have gone into studying the
 
Egyptian financial system. The iollow-on PECP incorporates these
 
results into its design. Accordingly, USAID/Egypt was of the
 
opinion that the new project complied with Recommendation No. I
 
to the extent possible given the factors surrounding the AID
 
program in Egypt.
 

Office Of Inspector General Comments
 

Much work undoubtedly has gone into better understanding the
 
Egyptian financial system. It is unclear, however, how this work
 
has improved the follow-on Private Sector Commodity Imr[ort
 
Program Facility of PECP.
 

The Pro3ect Paper for PECP has essentially remained unchanged 
from the Project Paper for PCP in terms of the issues addressed 
in this section of the report. For example, the project goal and 
purpose; the basis for measuring project goal achievement? and 
the assumptions for achieving go.l targets, are all the same for 
PCP. At the same time, none of the major economic problems
 
plaquing PCP were resolved nor were any new approaches for
 
dealing with them developed. Further, the Project Paper contained
 
no basis for optimism that the GOE was likely to move soon cn
 
these issues, or otherwise create an environment in which the
 
project could effectively function.
 

Accordingly, the intent of Recommendation No. 1 has not been met.
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2. 	Constraints Under Which The Project Operated Did Not Allow
 
For Eftective Implementatlon
 

USAID/Egypt was unsuccessful in aetting the GOE to :hake tne 
policy reforms that were prerequIsites to project success. These 
reforms centered on the exchange rate at which project 
transactions were to be repaid ana the interest rate to I.­
cnarged borrowers of project funds. The Mission's inaoility to 
get the GOE to move on these issucs meant that the exchange rate 
used to repay pr jecL transactions was far below tne actual 
market rate, and that the interest rate charged borrowers of 
project funds was undervalued and discouraged long-term lending. 
The Mission was unsuccessful in overcoming these constraLnts 
through a policy dialogue with the GOE prior to project approvai 
and ifi the four years since. This precluded effective project 
impiementation witn the exchange rate issue having the most 
serious consequences. 

Recommendation No. 2
 

We recommend that USAID/Egypt, prior to authorizing the 
disbursement of funds under the follow-on Private Sector 
Commodity Import Program Facility, find a solution to the 
exchange rate problem that is not tied to ongoing poi cy aialogue. 
with the Govern ment of Egypt. The rate selected should Le as 
close to the market value of foreign exchange as poss:ble, ann 
aiiy deviation from the market rate should be Justified. Any 
spread between the market exchange rate and the exchange rate 
used for t:ansaction repayments should be indexed and kept
 
constant over timle. 

Recommendation No. 3
 

We recommend tnat USAID/Egypt, prior to authorizing the 
disursement of funds under the follow-on Private Sector 
Commodity Import Program Facility, determine what the real.market 
interest rate would oe for the types of loans to be made. If this
 
rate is not adopted, any deviation should be justified and the
 
effect on the attainment of project goals should be explained. 

Discuss ion 

Private sector irmporters having access to project dollars were 
provided a subsidy through the exchange rate. The value of this 
subsidy increased over time to the point where foreign exchange 
was being provided under the pro ject at 43 pe rcent. l,#; ; than 
market value by the completion of our fieldwork in January 1986. 
Expressed another way, the exchange ratet used conta nc-d a 
77-percent suosidy. This subsidy led to the project being 
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characterized by critics as simply a cheap foreign exchange

wi naow rather than an effective mechanis:7 f or assisting the 
privdte sector stisfy its foreign excfiange and credit 
requi r ements. Detai ls concerning the exchang- rate issue are 
contained in Exhin.t 2. 

Fron tne tLIMe the project was submitted for approval, it was the
 
center of con.:-ideraLslt.e controversy. There were design proolems 
Which WOUid not allow the project to function within limits that 
some in AID desired, specifically critics in the Bureau for 
proqran and Policy Cooruination (PPC). PPC took exception to the 
exchange rate at ,,:ich transactions were to z)e repaia and the 
interest rat-- charged borrowers of project funds. Both of these 
rates were contreoiea .)y GOE policies rnat wo Id not allow the 
projct to opt-Jt,: , a fr-e iarKet environment. 

Sev e r, c t2o, of action were considered a: the time the project 
was sut:uitted for approval. UltI;ately, a decisIon Was made to 
reduce fun(Iinriq v,:ls an li;:mit the project scope to short-term 
credit Intrvnt1ions until satisfactory progress had been made 
towards res olv ing thoe2 issues. This approach limited the 
leverage avoilablea to get the GOE to move on reform issues. 

The project a:- approve--d, tnerefore, containec only a short-term 
_cre(l t compontnt witn Ion (-;r term credit components to follow 

gt pon racecon: ngnt sl lsfactor' progress beinq achieviig the 
necessary reform s. The terms short, medium, and long-term credit 
were 1iot (I, f I ne. Project off ic ials told us that short-term 
criedit 1:; up to one year; medium-terrm credit is one to three 
years; and long-term credit is over three years. 

An 

In an August 27, 1982 memiorandum to the Administrator, the Near 
East Bureau provide.u the following rationale for this decision: 

"We ar,_ preparf.r to r wmpha ize our policy concerns to 
the MI -.s ion i r: t h, ar eas of interes rates ard the 
forei gn ,.xcrkinget 1 - however, point thatregimie, we out it 
was t1e Mi s:ion',; judgement that these concerns could 
not of: mt, at (atluring the final four months of 
fiscal ye-,ar 1982, that, in large part caused the Mission 
to g I V0' the long-term credit component for this 
fiscal year." 

It is evident from tne above memorandum that even before PCP was 
formally approved in September 1982, the Bureau considered the 
project had problems with interest rates and exchange rates that 
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could not be solved through the leverage the project could
 
generate. Discussions concerning these problems were made part of
 
the overall policy aialogue between the Mission and the GOE, but
 
tney remained unresolved as of the time the fieldwork was
 
completed in January 1986.
 

Exchange Rates 

In a November 27, 1985 response to a Regional Inspector General 
for Audit, Cairo memorandum expressing concern over the exchange 
rate issue, the Mission Director stated that the exchange rate 
was the highest priority issue in negotiations with the GOE. In 
these negotiations, the Mission was seeking approval to use the 
Commerical Bank Incentive Rate of LEI.35 to the U.S. dollar for 
PCP transactions. While this rate was much below the nar :et rate, 
which was about LEI.77 to the doila.r iFn January 1986, it was far 
better than the rate of LE1.00 to the dollar ised for PCP 
transactions. (In August 1986, agreement was reached with the GOE 
to use the Commercial Bank Incentive Rate for certain dollar 
conversions ana this rate is to be used for the follow-on 
project.) 

The exchange rate subsidy appears to have changed the nature of 
the project fromi the originally intended purposes. Rather than 
focusing on constraints related to the private sector's access to 
foreign exchange, the actual effect of the project was to 
establish a system of subsidies for the private sector designed 
to offset subsidies provided the public sector. This thinking is 
recorded in Amendment #1 tc. the grant agreement signed in March
 
1985:
 

"Tie Production Credit Project was developed during 1982 
in order to continue AID's efforts to alleviate the 
constraint posed by the lack of foreign ex-hange for the 
Egyptian private sector at terms comparafle to those for 
the public sector. The vir tul:, monopoly of the 1atte. 
group in securing foreign excnbinge at official rates ol 
exchange (currently LE0.84 US$.\ .000) has been one of 
the mtany impediuients to pr ivate :gctor rowth in Egyvpt . 

The Egyptian sys ter of ubi des avo r tLh, pub)1ic ,ecctor 
vis-a-vis the3 private :;ector in terrm.; of :,,Iti.fyin th.: 1),-.e2d for 
capital. The sector, r- ,t. d i, nt, gepr i vt, th,-retor,*, aj v, i n 
colnpet11g with the pl]iC s.ctor for markets. Th, :olution to 
this problem f I I(- in ygeLnL g the prefere!ntia t r t'in41t 31v:n the. 

r enmove Setti'( a :;y:, t:1- Iuu), forpublic secto J. up dual of di,,s; 

the pr 1vate sector only serve: to rei iorc the yst,:m of 
irrational sub:; ides which the Misslon is seeking to elmi nate ol 
the public sector side. 
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A June 1985 discussion paper addressing exchange rates used for
 
credit programs prepared by the Mission's Office of Policy
 
Analysis and Development supports this view. This document states
 
that whereas programs such as PCP will represent a significant
 

-,,portion of future U.S. assistance to Egypt, they are not designed
 
to assist private sector entrepreneurs that cannot obtain credit
 
in sufficient quantities or with satisfactory maturities. Rather,
 
due to the manner in which these programs are structured, the
 
deeply discounted exchange rate may be the principal attraction
 
of these programs. As a result, exchange rate subsidies are not
 
in the best interest of either the GOE, which receives no benefit
 
from them, or the U.S. assistance program, which seeks to make
 
the most productive use of its scarce resources.
 

This paper further states that in the past the exchange rate
 
discount has served as a rough proxy for the compensation to
 

.	 borrowers necessary to offset the conditions attached to loans, 
especially U.S. source and origin - requirements. However, 
experience has shown that the cost of such procurement conditions 
is not closely related to differentials between the official and 
market exchange rates as this varies considerably over time and 
by type of transaction. Given these conditions, the pdper 
established the principle that the exchange rate is not the 
appropriate means for adjusting lending costs under U.S. credit 
programs such as PCP. 

Because the project offered below-market foreign exchange from
 
the outset in 1982, it is not possible to know whether project
 
dollars would have moved at acceptable rates were the dollars
 
priced at their market value. Mission officials expressed concern
 
that project dollars would not move at market rates. This concern
 
indicates that the actual availability of foreign exchange is not
 
the main problem, but rather the price at which the foreign
 
exchange is available.
 

Subsidized foreign exchange lowers the cost of doing business and
 
can translate into higher profit margins for those with access to
 
it. As discussed later in this report, several firms we talked
 
with admitted they were attracted to the project solely because
 
of the cheap foreign exchange that added to profits. Subsidized
 
foreign exchange also can lead to unwise investment decisions and
 
eventually to business failures.
 

Credits provided in this manner tend, therefore, not to be used
 
in ways that are best for the economy as a whole. According to a
 
1980 Area Auditor General/Egypt report# the subsidized exchange
 
rate under the predecessor private sector CIP was a magnet for
 
abuse and created the opportunity for the corruption and
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wrongdoing that was documented in the report. Therefore, even if
 
a subsidy to the private sector was the principal project

oojective sought, are
exchange rate subsidies the least desirable
 
way to achieve the objective due to the: (1) potential created 

~for -'Windfall'-- r- s enedane no th susndy
and (2) distortions created in investment decisions on the part
of those who really do need financing assistance.
 

Even with the successful negotiations with the GOE and 
application of the Commercial Bank Incentive Rate to 
 USAID credit
 
programs, this higher rate is not without drawbacks. At LEl.35 to
 
the dollar, this rate is still 24 percent under the market rate
 
which was LE1.77 to the dollar at the completion of our
 
fieldwork.l/ This means the repayment rate contains more of a
 
subsidy element than it did at the time the controversy over this
 
issue oegan in 1982.
 

Over time, it is possible that the spread between the Commercial
 
Bank Incentive Rate and the actual market rate could be just 
as 
great as the exchaage rates applied to PCP transactions. Thus,

the use of the LEl.35 to the dollar rate must be considered a
 
stopgap measure that alleviates the problem but does not fully

correct it. The Mission, therefre, needs to seek a more lastJng

solution which will, among other advantages, free it from
 
continuing to have to renegotiate a rate applicable to USAID
 
credit programs every time there is a serious r.hange in the value
 
of the Egyptian pound relative to the U.S. dollar.
 

The Houst Committee on Appropriations expressed concern regarding

distortions in the Egyptian economy in connection with the 
 1987
 
foreign assistance appropriations bill, stating that 'long-term

economic viability in Egypt can best be achieved by fundamental
 
economic reform.' In keeping with this concern, USAID credit
 
programa in Egypt should be structured in a manner supporting

this o,*3ective rather than reinforcing existing economic
 
distorticns.
 

Managemen: Comments
 

USAID/Egypt welcomed a solution to the exchange rate question

which would 
 meet the criteria set forth in our recommendation.
 
However, '.he Mission did not believe that a solution outaide GOE
 
policy dialogue is either possible or realistic. Further, the
 

.As of September 1986, the market rate was about LE1.93 to 
the
.S. doltlar. 
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Commercial Bank Incentive Rate is to be applied to project 
transactionz under PECP. The Mission contends that this is a 
flexiole rate intendeu to track changes in the economy. 

USAID/Egyu satd that the report did not discuss the size of the 
suosiCy that existed between the market exchange rate and the 
rate usoa to repay project transactions. It noted that there were 
some very real costs associa ed with the use of PCP funds. 
Further, tLe report dic not contain support for the allegation 
that the project had been characterizea as a cheap foreign 
exchani, window. Thu Mission also said tnat with the elimination 
of trao,-rs from the project, the potential for windfall profits 
no longer poss a significant threat. Finally, the Mission 
eilel.eu rhat the subsidy element in the foreign exchange 

provijis niu, not add any" meaningful distortion in investment 
auci so.: i vt-r wroat would ..jeully occur in a market economy. 

Offic Cf nsp-ctor General Comments 

NegotiatLing policy reforms with the GOE has proved to be a long 
annd arduous tosK for USAID/Egypt, particularly in the area of 
exchangyo rats. The policy reform approach did not solve the 
,xcnan,_ rt, problem in the four years since the inception of 
PCP. Fur tnr , the PECP Project Papvr provides no basis for 
optims;;; tht a solution will soon be forthcoming. Rather, the 
i,-vr aj'.: I nnron In credlt projects to bring about economic 
reforis will b dissipated under the policy dialogue approach. In 
the meantimeu, r epayments continue to be made at significantly 
less torn mdrket rates with no mechanism in place to adjust for 
dl fference:s; cauedo by market fluctuations. 

We (1i sgr _'c thLat see#king a solition for the follow-on Private 
Sector Cnno:iiiodiy Import Ptogram Foci lity that is not tied to 
Ov'2roli oulic reforms1; would be impossible or unrealistic. In 
oct, .nsua, pr ?Ledent ha:; alr ady been set by the Mission in 

i985 whn ottaino an incredase in r epayment terms frron LEO .84 
to Lu in, doloL. w,:; done in c11I.U(connfct ion with the 
$20-mi 1 in i ncrease in PCP' funding and did not accompany an 
overall 1ch -q, in GO r:i.)n,'t. a ' pol i.cy. 

!t I!, ' A I /MLgypt took the posItion, in the report'".r Uwn 
fi t11e! thtcom;:,'L. iinKCP Pr oject Paper , ii,? Coleirc ial Bank 

Incon v', P., i; 1.l'xibl' iond could he expected to love in rough 
conct-r t wi i t.11.' Ir'-' mairkeot 0!xchang, rat':. In Marcri 1986, or 
four m:untl,:. i',lors, both (Jocuml./nts't; we'r s igne(. in July 1986, the 
Mi :;: I Of1 I I.' Po I1 c- Anal y:; :; land D.V _lOprlQol t cofllrl],t ed allon ',: of 
anal yI.. n:lowing tlhat thi, rat, was neither close to, nor was any 
attempt Mado to keep it close to, the free market rate. Based on 
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the divergence that existed oetween the Commercial Bank Incentive 
Rate of LEI.36 and the free market rate of LEI.93 as of Septemoer
i986, the use of this ate results in at least a 40-percent
exchange rate subsidy. 

USAID/Egypt was correct in saying that the report does not 
discuss the actual amount of the subsidy element inherent in the 
exchange rate used for transaction repayments. We did not feel 
that the amount of this subsidy could be generalized over the 
many hundreds of transactions involved, a position which is 
supported both by the Office of Policy Analysis and Development 
and the PECP Project Paper. Moreover, PCP was supposed to be a 
project that used a market-or iented approach to facilitate 
increased private sector involvement in the Egyptian economy and 
therebV promoted long-term economic growth and employment. The 
project was not authorized on the basis that a subsidy of some 
description was needed to accomplish these goals. 

Concerning the availability of cheap foreign exchange, a 
77-percent exchange rate subsidy in the loan repayment rate that 
existed at the time we completed our fieldwork would have to be 
considered a bargain. The Bureau for Program and Policy 
Coordination was the first to criticize the project as a cheap 
foreign exchange window in 1982 when the exchange rate subsidy 
was only 20 percent. Several others have made the same criticism 
since that time. For example, an April 1984 Term Credit 
Assessment Report recommended that the market foreign exchange 
rate be used for this project in order to serve both as a source 
of foreign exchange and as a credit facility. The team making
this st uday concluded that the low exchange rate induced 
businessmen to borrow funds for the purpose of obtaining cheap
foreign exchange; then they repaid the loans quickly and, in 
effect, did not use the credit facilities. As noted in the 
Mission's 
transactions 

comments, 
were made 

tne 
on a 

fact 
cash 

that 
basis 

atout 
supports 

24 percent of 
this conclusion. 

PCP 

Elimination of traders from PCP reioved one group that could 
capitalize on the subsidy element for purposes of making windfall 
profits. As long as a large subsidy element exists, however, 
attempts will e made to capitalize on it. According to the PECP 
Projuct Pap'_2 r, the follow-on Pr ivate Sector Commodity Imipor t 
Program Facility will be used to meet legitimate credit needs and 
not s imFIply as a window for be]ow-imharket foreign exchange.
Accordingly, th, use of the facility Lo meet the raw mater 1als 
requi rements of establ i shed f i rris will be restricted, and lending 
to new Lirms that have not previously used project funds wil be 
encourage2u. These steps should strengthen the project and reduce 
the opportunities for windfall profits. 
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Regarding private sector investment decisions, the PECP Project
 
Paper concludes that to the extent there is a major exchange rate
 
differential, the effective cost of capital is reduced. In turn,
 
low-priced capital creates a tendency to make investments which
 
are no, econo;!nically sound. We woula aqree with these statements.
 

Interest Rates
 

Interest rates applicable to loans made by banks in Egypt are set
 
by the Central Bank of Egypt. Even the highest interest rates
 
allowed by the Centcal Bank of Egypt are below the rate of
 
inflation which in 1985 was estimated at about 20 percent. These
 
interest rates are a maximum of 13 percent for industry, 13 to 15
 
percent for the service scctor, and a minimum of 16 percent for
 
trade transactions. 

This interest rate structure discourages Egyptian banks from
 
extending medium and long-term credit. Bankers tend to make loans
 
yielding the highest returns and having the lowest risk. Thus,
 
banks would prefer to loan funds for six months on trade
 
transactions yielding a minimum of 16 percent interest, for
 
example, than for riskier loans of longer duration allowing for
 
ousiness expansion on which the banks receive a maximum return of
 
13 percent. Of the 30 completed transactions that we traced to
 
USAID/Egypt and bank records, 25, or about 83 percent, were for
 
terms of one year or less. Three of the remaining five
 
transactions were for terms between one and three years; two
 
transactions were for over three years.
 

The interest rate issue surfaced as far back as April 1982 in a
 
revi-w by the Near East Advisory Committee--five months prior to
 
project approval. At that time the -Committee recommended that the
 
Mission determine what the real market interest rate would be and
 
require participating banks to lend at that rate. If this was not
 
done, then the Comittee felt that the Mission should be required
 
to explain and justify deviations from this approach.
 

The interest rate structure continues to be addressed in the 
context of the Mission's overall policy dialogue with the GOE, 
but was not considered an issue appropriate to address within the 
conte"t of PCP. In the absence of a change in the interest rate 
structure, however, follow-on initiatives involving longer term 
extensions of credit must find ways to encourage banks to 
undertake riskier and less profitable longer term lending to 
sectors and firms deserving of support. 
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Management Com:'rr' ts
 

USAID/Egypt agreed that the interest rate structure in Egypt
 
discouraged long-term lending and encourage, short-term trade
 
financinc. Nevertheless, the Mission did not expect to negotiate
 
a separate interebt rate for the follow-on Private Sector
 
Commodity Import Prouram Facility because of an obligation to use
 
interest rates prescribed by the Central Bank of Egyot even while
 
seeking changes in this schedule.
 

Office Of Inspector General Comments
 

Many of the criticisms of below-market foreign exchange discussed
 
earlier can be appliea to undervalued interest rates. This is
 
because these are the two major factors that determine the
 
effective cost of capital and thus establish the economic
 
parameters of investment decisions mdde by -:ne private sector.
 
Simply stated, the cost of capital is artificially reduced and
 
investment decisions distorted wneri exchange rates and interest
 
rates comoined result in a net subsidy. Firms that have adequate
 
access to credit, typically those in need of short-term loans,
 
will apply for project funds, thus reducing the pool of fui,'.
 

available for productive private sector firms that can't find
 
adequate medium to long-term credit. For this reason, such
 
subsidies that reduce the cost of capital are not in the best
 
interest of the GOE, which receives no benefit from them, or the
 
U.S. assistance program, which seeks to make the most productive
 
use of its scarce resources. In the case of PCP and the follow-on
 
Private Sector Commodity Import Program Facility, the basic
 
purpose of the project is changed from one based on a
 
market-oriented approach for allo.ating project resources to one
 
which simply provides subsidized forms of financial assistance.
 

This assistance offsets subsidies received by public sector
 
activities against which private investors compete.
 

If the Private Sector Commodity Import Program Facility is to use
 
the current Central Bank of Egypt interest rate structure, other
 
means are needed to encourage banks to undertake riskier and less
 
profitable loncer term lending to sectors and firms deserving of
 
support. One way this can be done is to structure a system of
 
incentives for bank participation as discussed in the next
 
section.
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3. 	 Participating Banks Lacked Adequate Incentives To Support
 
Project Int latives
 

Project success was conditioned ultimately on the quality of
 
implementation by the nine participating banks. These banks,
 
however, were not provided incentives to align their interests in
 
tnc project with those of the Mission. For example, banks
 
received the same flat fee regardless of whether the transaction
 
was paid in cash or on credit terms. This fee did not vary with
 
the credit risks involved or other costs associated with the
 

transaction. Further, these banks were required to assume the
 
full financial responsibility for both principal and interest
 
payments when credit terms were used, but received no added
 
compensation for this risk. As a result, bank officials we
 
interviewea tended to restrict participation in the project to
 
their best customers with the highest credi: ratings. These were
 
not the firmls most like y to make the best use of the funds in a
 
manner supporting proi t goals.
 

Recommendation No. 4
 

We recommend that USAID/Egypt, prior to authorizing the
 
disbursement of funds under the follow-on Private Sector
 
Commodity Import Program Facility, establish a system cf
 
incentives that is in alignment with the costs and risks incurred
 
by participating banks to: (1) engage in the types of
 
transactions that best achieve stated project goals; and (2)
 
encourage lending additional to that which otherwise would occur
 
in the absence of the project.
 

Discussion
 

The project was implemented through nine participating
 
banks--five public and four private--under General Circular No.
 
1. This Circular set forth the formalized procedures by which the
 
project was to operate. Once Circular terms and conditions were
 
agreed to between the Mission and the GOE, the primary
 
responsibility for successful project implementation resided with
 
the participating banks.
 

These banks were allowed a flat fee established by the Central
 
Bank of Egypt stated as a percentage of the letter of credit
 
amount regardless of whether the transaction was paid in cash or
 
on credit terms. Banks were not allowed to keep the interest
 
collected nor were they allowed additional compensation for the
 
costs incurred in: (i) setting up the loan; (2) administering the
 
loan; (3) making principal and interest payments to the Central
 
Bank of Egypt in accordance with Circular terms; or (4) meeting
 
Central Bank of Egypt and Mission reporting requirements.
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Additionally, participating banks were required to 
assume full
 
financial responsibility to the Central Bank of Egypt for any

default by the customer in principal as well as interest payments.
 

We visited four of the nine participating banks--two paulic and
 
two private--to: (I) verify the completeness and accuracy of
 
Mission Lecords; and (2) obtain bank comments on the project as a
 
whole and specifically their role in it. A total of 35
 
transactions valued at $5.8 
 million were traced to underlying

documentation in these discrepancies found
four banks. No were 
 in
 
the documentation underlying these transactions 
 whf -* included
 
principal and interest payments made by the participa-ing banks
 
to the Central Bank of Egypt.
 

We learned the most through discussions with the officials in the
 
private sector banks. The information obtained orally and
 
presented in this section, therefore, is primarily based on
 
discussions with private sector banking officials.
 

One of the key objectives in visiting these banks to find out
was 

how the project benefited them and their customers. All of the
 
banks visited said that at the LEl.00 to 
the U.S. dollar exchange
 
rate, they could use all of the foreign exchange they could get

under the project. One of the private sector banks said it had to
 
ration project funds by restricting amounts provided individual
 
customers to $150,000 
 a year. The reason given for this practice
 
was that the below-market exchange rate created a far greater
 
demand for funds than could 
 be met through the allocations
 
received from USAID/Egypt.
 

The advantage of participating in the project expressed by both
 
private sector banks was that it allowed them to offer their
 
customers a financially advantageous service that was not
 
otherwise possible. In the course of doing so, the banks were
 
able to nurture customer goodwill.
 

It was not surprising, therefore, that private sector bank
 
officials stated that 
access to PCP funds was generally limited
 
to customers had lines credit
who existing of and excellent
 
credit ratings. These also tended 
to be their largest customers
 
who were engaged in manufacturing. Sometimes these customers had
 
sufficient Egyptian pounds to pay cash for the 
 commodities
 
purchased under the project or generated revenues to repay the
 
debt over a very short production cycle of six months less.
or 

This tendency to 
 pay cash was confirmed in the transactions
 
selected for review. Of the 35 transactions totaling $5.8 million
 
in our sample group, 13 transactions totaling $2.3 million were
 
paid in cash. That is, the payments were made without interest
 
shortly after the goods were shipped from the United 
States.
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One private sector bank official stated that his bank would not 
estaolish a new relationship (i.e. accept a new customer) for the 
purpose of engaging in a PCP transaction regardless of the 
transaction size. Bank policy requires that a full credit 
analysis be done before accepting any new customer and this 
cannot be economically justified for a single transaction. In the 
case of its regular customers, this bank would only reluctantly 
engage in small PCP transactions. When this was done, the 
customer was required to pay cash because the transaction cost
 
too much in time and money to set up and administer loans for
 
small amounts even though five-year terms were allowed for some
 
transactions by the latest Circular.
 

This bank official stated that the policies by which his bank
 
operated were applied worldwide and were not deviated from
 
regardless of what was allowed by the Circular. Becaase of a
 
requirement to assume the customer's liability to the Central
 
Bank of Egypt for pcoject transactions, the bank would not give 
approval unless a transactions fell within the customer's 
approved credit limit and the bank would have made a local 
currency loan in the same amount. 

An official from the other private sector bank told us that when
 
credit terms are extended under PCP, revenues are lost that they
 
would otherwise earn from local currency loans made at the same
 
interest rate to enable their customers to pay cash for the
 
transaction. These bank officials pointed out that banks were not
 
allowed -) keep the interest collected from customers when credit
 
was provided under PCP.
 

Officials of both private sector banks said they would not engage
 
in project transactions unless they would make a local currency
 
loan to the importer to finance the transaction under existing
 
lines of credit. This meant that the credit terms available under
 
the project substituted for credit that the hanks would have
 
extended if such terms were absent. Thu.,, these project
 
transactions could not be considered additive nor could their
 
impact be considered developmental.
 

That participating banks relied on intangible forms of
 
compensation is also significant. One reason is that this concept
 
is divorced from market realities which AID is attempting to
 
promote through the project. Another reason is that, in the
 
absence of forms of compensation that would allow the project to
 
operate on a market approach, the project invited abuse due to
 
the profits that stood to be made from the below-market foreign
 
exchange.
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Management Comments
 

USAID/Egypt clearly recogrized tnat the interests of the banks
 
implementina the program and those of AID would not always
 
coincide. Nevertheless, the audit recommendation was rejected for
 
three reasons. First, no further incentives were needed to
 
attract banks to this proqram as there were many more banks
 
willing to 3oin than could be accepted. Second, bank profits in
 
Egypt heretofore have been notoriously high and there was no need
 
to use AID funds to increase them further. Third, banks were
 
earning additional fees and commissions on capital that were
 
additive to their own assets. Thus, the Mission saw no need to
 
provide further incentives to participating banks.
 

Office Of Inspector General Comments
 

USAID/Egypt evidently misunderstood the intent of the audit 
recommendation. The success of credit ini-latives such as PCP 
depends not only on the willingness of banks to participate in 
the pro3ect but also to align their interests with those of the 
Mission. These interests are not served by a fee structure that
 
provides no incentives to pursue these interests and many
 
incentives not to.
 

The deeply discounted exchange rate is a powerful incentive for 
banks to want to participate in the program and thus there are 
more than enough banks willing to do so. However, this should not 
be construed as evidence that these banks are willing to make the 
types of loans USAID/Egypt is interested in having made, such as
 
those for longer durations and for riskier types of transactions.
 

Given present incentives, it makes little sense for participating

banks to direct pro3ect funds to other than their best customers 
with the highest credit ratings. Tnis conclusion is based on the 
fact that the demand for PCP funds was greater than supply, a 
substantial financidl benefit accrued to ( ose having access to 
tne funds, and banks had to assume full financial responsibility 
to the Central Bank of Egypt for both principal and interest 
payments. On the other hand, these recipients were not those most 
likely to make the best use of p):oject funds in achieving 
expandeu productive output and employmrent. 

The follow-on Private! Sector Commodity Import Program Facility
contains several modifications intended to achieve specific 
outcomes. These include: maximizing use of the Facility to meet 
legitimato: credit needs; favoring plant construction &nd 
expansion; and encouraging lending to sma].l-scale firms and those 
which have not previously used the project. At the same time, the 
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Danks are to assume a greater role in approving transactions
 
without prior review by USAID/Egypt. In our opinion, it is not
 
realistic to expect these outcomes in the absence of a system of
 
incentives designed to bring them about. While we believe these
 
changes are appropriate and will serve to strengthen the project,
 
we also feel that they provide further reinforcement for the need
 
to adopt our report recommendation if they are to be successfully
 
implemented.
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4. Better Targeting Of Project Funds Is Needed
 

The project was successful in moving f.'-nds into the private 
sector, but not necessarily in ways support:ng the project goals 
of expan dU Egyptian pr ivdt, sector o.tput and employment. 
USAID/Egypt did not identify prioritieZ for prlvate sector 
development nor establish criteria to ensure project funds were 
targeted to meet these priorities. Further, because the project 
was not operateu on a market-oriented approach, market forces 
could not be relied on to determine the appropriate allocation of 
project resources. As a result, assurance was lacking that 
project funds were used in the manner intended. Based on 
discussions with selected Egyptian importers, there wert many 
indications this was not happening. 

Recommendation No. 5 

We recoimend that USAID/Egypt, prior to authorizing the
 
disbursement of funds under the follow-on Private Sector
 
Commodity import Program Facility, estaoils.:
 

a. p-riorities for private sector development; and
 

b. criteria for targeting project funds to sectors and firms 
within those sectors that are most likely to use these funds 
to achieve project goals. 

Discussion
 

An April 1982 memorandum setting forth the Near East Advisory 
Committee comments on the Project Identification Document stated 
that while employment generation was a major thrust of the 
Mission's strategy in Egypt, the proposed project made no attempt 
to address how to assist in attaining this important and critical 
ODjectiVe. Accordingly, the re was a recommenda t ion that the 
Project Paper incorporat, employment potential directly into the 
project design. Included in the ways mentioned to do this were 
using empl oymrent as i criterion for loan approval and using 
project funds to identi fy productive e.!ctors with the e sgreatt 
potential for e:mployment gonration. Notwithstanding the concerns 
expres.s;ed, t ne# Pr oj ct Pape r did not explore or set forth 
criteria for dealing with this issue. 

The disclo;ure that participating banks were provided with no 
incentives to participate in th,_ types of transactions that would 
most likely result In Uxpande:d output and employment led to our 
concern thdt the transactLions entered into were not likely to be 
additive. In other words, the transactions did not cause 
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investment decisions to oe made that would not have Deen made in
 
the absence of tnu project ano their i;mpdct, therefore, could not 
be expected to be daveiopmental.
 

Eight importers who hac recaived project funds were interviewed 
-- two from each of the four banks--to obtain their views 
concerning project benefits and possible improvements. A 
representative cros.. section of PCP customers engaged in 
different types of uiress activities was selected. Two were 
traders and six were end-users. The end-users were engaged in the 
production of products such a:; batteries, poultry, electrical 
casl,, pnarmaceu icalS, and plastic bags. The commodities 
imported incidaed copper wire rod, plastics, animal feed, small 
equipment, sol id news-ooard, and parts for earth-moving 
eQ!ipWLnt. T 5 ,e" trans.<stions rangne from $10,000 to $500,000 ano 
totaled $1.i mililor. Te com:miodtles imported and the firms 

limportinq thn ir" i c ju"cI il Exhini t 3. 

These import.r.s wore candid in acknowledging that their primary 
attract ion to tLe project was the cheap foreign exchange. Ease of 
obtaining forwign exchange was a secondary advantage. Most, if 
not all, of tne commodities obtained would have been purchased 
even if project cro.its were not available, although probably not 
fro U.S. suppliers. When asked how an increase in the exchange 
rate wojid dffnct tnir desire to continue participating in the 
project, the importers stated that an increase might force them 
to consider outaining their foretgn exchange requirements from 
other sources. 

In the case of tHe larger Lao-43 (joint) Egyptian ownership
companies, the foreign exchange obtained under the project tended 
to be small in relation to their total annual needs, ranging trcm 
four: to seven percent. Conversely, the amount of foreign exchange 
supplieu under the project to the smaller firms tended to be much 
greater in proportion to total requirements, ranging from 17 to 
75 percent. 

The of ffecl t h.It PCP credits had on business operations was 
unknown because the underlying financial records of the firms 
visited wore Hot reviewed. It appeard, nowever , that these 
credits pr imarily srved to add to existing profit margins. This 
view wa supported by both private sector banks off cials who 
stated that the transaction:; .ngaged in by their banks served to 
i ncrease the profits that would otherwise be made by their 
customers. In tnte caseo of one large Law-43 company, a company 
off icial ;,t1 0 that th, sub:; idy element helped offset losses 
resulting froj GOL pricing policies. This official said that the 
same item would have been purchased from the same source (i.e.
their parent company in the United States) even had the company 
not received project funds. 
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The most frequent suggestion to make the project better was to 
establish funding targeting. Recognizing that funds were limited 
and probably would never be large in relation to total private 
sector needs, there was a feeling that more tangible.... accompl ishne nts--woulId--be -iposs iblee:.i f- -c r-i-t e ia---we re--es tablished­
for the targeting of project funds,
 

The interviews also raised questions concerning the uses made of
 
project funds and whether these uses were appropriate given

limited project resources. For examplef a large Law-43 company
 
was in an industry where the GOE dictated production levels as
 
well as the prices charged for products. In some cases, these
 
prices were below the cost of producing the products. The company

could not get a price increase "approved for the products and
 
continues to lose money producing them. Company officials told us
 
that the subsidized foreign exchange obtained under the project
 
is used to help offset th 6eficit incurred in producing one of
 
the products with the greatestlosses.
 

The types of activities engaged in by the importers interviewed
 
raised a number of questions concerning the use of project funds. •
 

-- Should PCP funds be used to help keep a company
 
solvent, or product lines profitable, when GOE
 
policies control the prics that can be charged?
 

Should PCP funds be bused to benefit Law-43
 
companies that have some degree of government
 
ownership and thus cannot be considered fully
 
private sector? 

Should PCP funds be used to help offset pricing

policies imposed by the GOE on an industry and
 
companies within that industry regardless of the
 
degree of private ownership?
 

Should both lirge and small companies alike be
 
entitled to equal participation in PCP when the
 
relative benefits to be derived differ vastly?
 

Most importers could purchase any item on the AID eligible

commodity list under PCP with certain exceptions such as luxilry

goods and consumer goods that are not eligible for financing

under the provisions of General Circular No. 1. The resultigq
 
participation is too broad. USAID/Egypt and the GOB need o
 
establish which sectors of the economy have priority over other'!..
 
Further, a "needs' test to be applied to importers within thesc
 
sectors would ensure that project dollars result in somethi.4
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additional to that which would have happened in their absence.
 
This test is clearly not met when dollars are provided large

multinational firms to substitute 
 for dollars these firms would
 
have obtained at market rates to import the same items,
 

The commodities imported and the firms importing 
them are listed
 
in Exhibit 3. Analysis of the related transactions showed how
 
Egyptian importers realize windfall profits. The potential for
 
these profits is greatest when the cost of money represents a
 
substantial part of total costs and the commodities imported move
 
quickly at established market prices. In such cases, a 70-percent

plus foreign exchange subsidy could directly translate into a
 
mu4tLfold increase in profits with none of the benefits passed on
 
to the ultimate consumer or to the economy as a whole.
 

Because the Mission deterwined that the possibility of windfall
 
profits was most prevalent in the case. of traders, they were
 
eliminated from the project. To a lesser extent, windfall profits

4re still possible for many of the transactions engaged in under
 
PCP. Most of the imported commodities in our sample were raw
 
materials used in manufacturing basic end products like plastic

bags, or otherwise quickly consumed like feed used in the
 
production, of chickens sold two 
days after. they are hatched.
 
Accordingly, the cost of capital represented a large part of

total costs. None of the firms interviewed lowered their product

prices as a result of the discounted foreign exchange; one firm
 
sid it would not be allowed to lower prices as they were set by

the GOE.
 

Priorities for private. sector development should be identified
 

exceptionally complex 


and workable criteria 
sectors and firms that 

established to funnel project dollars to 
are most deserving in terms of these 

priorities. 

Management Comments 

USAID/Egypt said 
several occasions 

that 
and 

the issue 
rejected, 

of targeting 
and that 

was examined on 
targeting was 

and fraught with implementation problems.
The Mission questioned the premise that USAID/Egypt make 
3udgements about which firms or sectors have potential and/or a
 
comparative advantage in production in the complicated 
Egyptian

marketplace.
 

Office Of Inspector General Comments
 

Had PCP operated on a market-oriented approach, we would agree
 
with USAID/Egypt that there would probably not be a compelling

need to target funds. This is because market forces could be
 
relied on to determine the appropriate allocation of project
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resources. As documented earlier in this report in regard to the
 
exchange rate, interest rate, and fee structure for participating

banks, however, PCP and the successor Private Sector Commodity
 
Import Program Facility are largely divorced from market
 

:--real-it ies_.-_ .In--the..- absence- of -any-fundanenta-,-forward-movement, 
about these issues, we continue to believe that targeting is 
needed if there is to be any assurance that project funds reach 
those sectors and firms most deserving of support. 

While the documentation underlying the Private Enterprise Credit
 
Project supports the Mission's position that targeting had been
 
examined, we found no evidence of rejection. In fact, the
 
modifications set forth in the Project Paper for the Private
 
Sector Commodity Import Program Facility, as discussed in both
 
the previous section and this section of the report, clearly
 
represent a form of targeting. We do not believe, however, that
 
this targeting is sufficiently definitive or far-reaching. The
 
Project Paper, for example, shows concern for the agricultural

sector in connection with a discussion of the interest rate
 
structure, and the Project Identification Document discusses the
 
need to provide funds to firms with export potential. These ideas
 
were not brought forward, however, in terms of the lending
 
objectives to be given the participating banks. Further, we
 
question whether the lending objectives to be given the banks are
 
workable. This is because no specific criteria or mechanism was
 
set forth for evaluating performance against these objectives.
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B. Compliance And Internal Control
 

Compi lance
 

Tne audit nhowe that th: project was not in compliance with AID 
r(uldtionu; rejring estaulishment of realistic and achievable 
projwct joulz supportwo by souna economic and social analyse.­
an(1 v, r ,, 1: 11 1 ndicdtors qoal that bdi of achievement can 
ouJt CV vV-rif in. Tn" project also was not in substantive 
CampJ) '1anlCJ -' . conoi itlans proec ee nt relatng to establishment of 
d c or;:,I tt '_" fr 3 o.f di3cussion on credit and related- ptirpose:: 
iss.. Anonkert )ndi t ion precedent related to establishing an 
mplnmnt trio plan for tnie trdini ng, technical cooperation, and 

jtu l,:- co:::)n.'n" wa.; waivx'd. Other than the items cited, tested 
itei'wk wr, in conplianc, with applicaule laws and regulations. 
I ot n N'_. -o-: oZTattenLion that would indicate that untested 

tem wn r: ,'ik 1 compliance. 

' n t. r n,, i Cont r 

Internil cuntrois were adequate in regard to the transactions 
tr~ced rht.:, h to participating bank records, which included 
pr nciv!) in inte-re-st payifents made b these banks to the 
Centra.ianp, of Egypt. Ps i olea wea- nesses were noted in the 
cont.rol a ' ts over deposits inadd into the Special Account as a 
result of loan repayments. This issue is the subject of a 
separate auait by the Regional Inspector General for Audit, Cairo.
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EXHIBIT 1
 
Page I of 7
 

Office Of Inspector General Analysis Of
 
Design And Approval Documents Related To The
 

Private Enterprise Credit Project
 

This analysis was done in August 1986 because USFID/Egypt
 
responded to the draft report on the Production Credit Project by
 
saying some of the problems reported on would be corrected in the
 
follow-on Private Enterprise Credit Project. The analysis is
 
presented in the, same sequence as the findings in the report text
 
so readers can consider each of the issues separately.
 

From fiscal year 1977 through fiscal year 198i, $137 million was
 
disbursed under the private sector component of the Commodity
 
Import Program. DrawJing on this experience, the Production Credit
 
Project was developed in 1982 along similar lines. A new Private
 
Enterprise Credit Project was approved by USAID/Egypt in July
 
1986. The project contains three major components, two of which
 
are to receive funding totaling almost $235 million. This funding
 
is to be split evenly between these two components and spread
 
over a three to four year disbursement period. One of these two
 
components--the Private Sector Commodity Import Proqram
 
Facility--ropresents a continuation of the efforts carried out
 
under the Production Credit Project.
 

Project Goal And Purpose
 

The Project Paper for the Private Enterprise Credit Project 
stated that the project goal was to increase the private sector's 
contribution to Egyptian productive output and the project 
purpose was to expand investment of productive private sector 
enterprises. Thus, the goal and purpose for the project as a 
whole were the same as those for the Production Credit Project. 
Although the Project Paper for the Private Enterprise Credit
 
Project containei much more data than the Project Paper for the
 
Production Credit Project, the goal and purpose were no more
 
realistic or achievable.
 

The Project Paper for the Private Enterprise Credit Project 
ackowleuged the inability of the Mission to overcome the major 
economic reform problems confronting the Production Credit 
Projtect in th, four years since its inception--specificaliy the 
exchangj, rate: and interest rate issues--but proposed no new 
approaches for dealing with them . Further, the paper was riot 
optimistic that the Government of Egypt was likely to move soon
 
on these issues, or otherwise create an environment in which the
 
project could effectively function.
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Also, the logical framework for the Private Enterprise Credit 
Project s-t forth the same published statistical reports as 
stated for the Procuction Credit Project reflect.ng economic 
movements at the macro level as the uasis for measuring thue 
achievement of the project goal. Economic statistics gathered 
from such sources can not accurately gauge project acrliiveinents 
given the modest size 'Df project funding levels. 'no Project 
Paper admits statistical information is not available to 
substantiate the correlation )etween project-induced increases in 
private sector investment with increases in Egyptian productive 
output. The Project Paper adas that the relative magnitud]e of 
project impact can only be inferred. 

The logical framework sets forth the same assumptions for 
achieving goal targets while acknowledging that the major policy 
reforms underlying these assumptions were both unlikely and 
transcendea the capabilities of tnis project to achieve. 

The following statk nent, taken from the Project Pdper, appears to 
reflect a general frustration concerning the, overall slow rate of 
progress USAID/Fgypt has been able to make during the last tern 
years in dealing witn major economic reform issues atfecting the 
private sector. 

"The feasibility of implementing this project was 
determined, in large part, by the business environment 
into which the project will be introduced. Eqypt has not 
enjoyed a great deal of success in attracting private
 
sector investment. High level government officials 
articulate national investmtent objectives and 
priorities, including support for the pr ivate2 sector. 
Yet, today, the words have_ not betn transforme d into 
substantive and meaningful action. A detefrrent to 
increasing private investment is the widespread di strust 
of private oente rpr ises held botLh within gov e r nm42n t 
circles and throughout the gen,_r a I population. For 
nearly ten y ear s, USAID hias soukgh t xpa n.; i o n of tle 
private sector's role in the._ Egyptian eC noMy.
Encountering enormous G0E resistance t h il ieou t the
Egyptian bur eauc racy has limited _anyi reaL ach 1e , ,(vont.
Within this environment , USAID is makIri__a ntI I'_, .r fto r t 
through this project. At the t: theti PID w; coip leted 
in August 1985, a statement by t, e P11) team was; tha t 
ILhe probability of accomplishing this long Istbished 
objective is not as favorable as we would pre-fer.' 

qi.1
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Exchange Rates 

The Project Identification Document stateJ that the foreign 
exchange rate to be applieo to USAID credit programs in Egypt was 
a key issue. When U.S. dollars are passed through to borrowers at 
a deeply discounted exchange rate, access to cheap foreign 
exchange becomes a principal attraction. Firms having access to 
crecit will apply for funds simply to ootain the foreign exchange 
,i., count, thereby reducing the pool of funds available foL 
product e private sector firms that can't find adequate medium 
to iong-ter;n, credi: in the Egyptian market. For this reason, the 
Project Identification Document stated that exchange rate 
st ssi es, are not in the best interest of either the Government 
or Egypt, which receives no oenefit from them, or the U.S. 
cssistance proarai, which seeks to make the most productive use 
of its scarce resources. 

In regarui to the Production Credit Project, the Project 
identifiction Document stated that the exchange rate discount 
nad increaa e1 over time to an amount far greater than could be 

'
just; fi d by t h higner cost of U.S. goods. it stated that the 
follow-on Private Enterprise Credit Project should (I) be 
developed using the principle that the exchange rate is not the 
appropriate means for adjustinj lending costs under U.S. credit 
programs, and (2) use an exchange rate which is at, or close to, 
open market rates. Also, the exchange rate selected should move 
up or down in rough concert with the market rate. 

The Project Paper stated:
 

'Since ATD is interested in improving Egypt's economic 
performance, pr o ect imports should be priced at their 
true scarcity value. Unless there are additional costs, 
use of an overvalued exchange rate results in a net 
benefit in terms of resource transfer to Egyptian 
importers. To the extent that there is a net foreign 
exchange benefit, the effective cost of capital to the 
private sector is artificiolly reduced. This, in theory, 
provides an incentive to invest in projects with lower 
than desirable rates of economic return. It also may 
encourage inappropriate capital intensive investments 
resulting in lower output, employment and growth than 
would otherwise occur." 
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The Project Paper stated that the Commercial Bank Incentive Rate
 
wIAs tu De used for Private Enterprise Credit Project transactions
 
to avoid further market distortions Decduse it fluctuated in
 
relation to the free market rate. It noted, however, that many
 
public corporations and agencies use the rate and, since it is
 
administratively s t oy the Central Bank of Egypt, the Government
 
of Egypt has an incentive to keep it low.
 

A March 1986 memorandum from the Mission's Office of Policy 
Analysis and Development to the Mission's Deputy Director noted 
--hat no attempt was Deing made to keep the Commercial Bank 
incentive Rate close to the free market rate. This statement was 
oased on an ana1ysis showing the bank incentive rate was LEI.275 
to the U.S. dollar when it was estaolisned in April 1985 and 
nearly one year ±ater had increased to LEI.34 to the dollar (a 
6.5 piaster, or five percent increase). During this same period,

the free market rate had risen from LE1,41 to the dollar to 
LEl.61 to the dollar (a 40 piaster, or 28 percent increase). It 
cor 1udeU, therefore, that prevailing market considerations 
q.,1i n g for a muuch higher rate had lost out to Government of 
gypt economic policies calling for maintaining an undervalued
 

exchange rate.
 

This divergence in rates has continued. Between March and 
September 1986, the Commercial Bank Incentive Rate had increased 
to LEI.36 to the dollar (a 2 piaster, or one percent increase) 
whereas the market rate had increased to LEl.93 to the dollar (a 
12 piaster, or seven percent increase). Thus, the exchange rate 
to be used for project repayments under the Private Sector 
Commodity Import Program Facility already contains a 42-percent
subsidy element prior to the disbursement of any project funds. 
This subsidy, which could increase even further, is already twice 
the suosidy tnat was strongly opposed by the Bureau for Program
and Policy Coordination at the time the Production Credit Project 
was approved in September 1982. 

Interest Rates
 

A Septemner 1985 memorandum setting forth the Asia and Near East 
Project Advisory Committee comments on the Project Identification 
Document stated that interest rate distortions will affect all 
three project components, but would have a more pronounced impact 
on credit having longer repayment schedules. This memorandum 
stated:
 

(
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'In Egypt, interest rates on loans are set by the
 
Central Bank without regard to market forces and are
 
presently: minimum 16 percent for traders, 13 - 15
 
percent for service sector, and 11 - 13 percent for
 
industry and agriculture. Such a rate structure
 
discnurages bankers froiD lending to industry and
 
agriculture, thereby hindering development in those
 
sectors. The PID proposes to develop a formula of
 
interest rate plus extra fees so that the cost of
 
borrowing for the industry and service sectors equals
 
the 16 percent rate for 'raders."
 

The Project identification Document explained that bankers like
 
nigher returns and, therefore, prefer to make loans to traders
 
rather than indiistrial and agricultural borrowers. The document
 
pointed out that the interest rates allowed to be charged
 
industry and agricultuire imay not be adequate to cover the cost of
 
funds let alone the costs of loan administration, bad debts, or
 
provide for a profit. This document further stated:
 

"Consequently, the design team will recalculate costs
 
and, if needed, will recommend a formula or combination
 
of interest rates and extra fees so that cost of
 
borrowing for industry and services is approximately
 
equal to traders' cost of borrowing. If the GOE cannot
 
agree to such fees, then the Mission may consider
 
incentive payments to banks for a limited period."
 

The Project Papec stated in regards to the same issue:
 

"Since there is no evidence that the GOE plans to remove
 
the interest rate controls, or otherwise provide for
 
access to term credit for private firms, the major
 
purpose of this project is to use U.S. funds to help
 
offset GOE regulations that inhibit loans to the private
 
sector, especially term loans."
 

The Project Paper went on to state that borrowers might not use
 
AID resources if they are offered at 14 to 15 percent interest
 
rates. The paper appeared to reflect a continuation of the same
 
concern expressed in the Asia and Near East Project Advisory
 
Committee review as to whether there would be a demand for funds
 
for bankable projects at a higher cost of capital than presently
 
exists.
 

The comments regarding interest rates concern us for a number of 
reasons. First, they show there has not been, nor is there likely 
to be, any policy change by the Government of Egypt in regards to 
interest rates in the near future. Second, even if these rates 
were increased for longer term extensions of credits, there may 
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be a limited demand for the funds due tc the lack of any
 
demonstrated bankable projects at the higher cost of capital.
 
Third, rather than using market orientec approaches for
 
allocating project resources, it appears that tne real purpose of 
the project .s to simply provide subsidized fDrms of financial 
assistance to offset those received by purlic sector activities 
against whiciL private investors compete. Settinc up a dual system
of subs iue for the private sector only reinforces the system of 
irrational subsidies which the Mission is seeklnc to eliminate on 
the public sector side. 

It appears that the Prvat. Enterprise Credit Project has not 
been adequately justified in the context of it- real objectives
and is vulnera ul, to criticism that it is to se implemented in a 
manner that runs councer to the acnievement of its stated project
goal an] purpose and the assumptions underlying their 
achievement. Rather than breaking down barriers impeding private 
sector growth and development based on the true cost of capital, 
the project is probably reinforcing these barriers by promoting
subsidies which distort the real cost of investment decisions. 

Incentives To Participatinq Banks
 

The Project Paper for the Private Enterprise Credit Project
contained no discussion of the financial incentives provided
participating banks. However, it outlined several changes to be 
made in the Private Sector Commodity Import Program Facility to 
make this component more efficient and responsive to the credit 
needs of the private sector. The paper stated that the demand for 
funds was likely to exced supply, and thus it was necessary to 
establish ob f.cIves for . ncourw-..nq specific types of activities. 
These objectives were fivefold: 

To maximize the, usje of th, facility to meet the credit needs 
of the productivt private: seoctor and m nimize its use as 
s imply a window for be]ow-market forecign exchange. 

To favor credit for new plant construction, plant expansion, 
or replacement of capital equipment in existing plants, and 
not to meet the raw materials requirements of established 
f i rms. 

To encourage lending to new firms which have not previously 
received project funding. 

To encourage lending to firms outside of Cairo and Alexandria.
 

To encourage lending to small-scale firms. 
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Participating banks are to he given a written statement of 
USAID/Egypt and Government of Egypt objectives and periodic 
evaluations are to be undertaken. Fund allocation is to be baseo 
on the responsiveness of the banks in meeting these objectives. 
These banks are to assume a qreater role and will be delegated 
the right to approve transactions without prior review by the 
Misslonl. However, no specific criteria or mechanism was set forth 
for evaluating performance against these objectives
 

Targeting Of Project Funds 

In addressinq the issue of whether the Private Enterprise Credit 
Project srno.id target credit to specific industries or types of 
Dorrowers, tne Projuct Identification Document states: 

"at is note that future Dr ogr-a strategies include 

selection of specific target sectors consistent with 
AID's fundamental private sector development objectives, 
such a- the automotive indu:stry, tourism, horticulture 
exports anu export development in general. The PP design 
team w1il consider sectoral targeting since funds 
avallaoie- for private sectur purposes are not 
substantial enougn to have meaningful impact if spread 
througnout the economiy.' 

The document further stated that the design team must consider 
providing guidance to participating banks in terms of AID's 
preferences for lending. Examples cited were firms that export, 
m,anufacture products in which Egypt has a comparative advantage, 
and produce products which have an economic advantage over 
imports. 

The Asia and Near East Project Advisory Committee review comments 
noted that if the demand for funds substantially exceeds 
availability, the Mission will want to develop criteria for 
targeting classes of preferred borrowers. It was 5suggested at 
this t im1e that the M1ssion ouiId into the pcoject structure a 
mectiani;i for the annual rf.vie2v ,)f this que';tLion. 

In connection with the Privat, Sect -r Cor-modi ty Import Program,
the Project Pape:r states that the demand for funds i; likely to 
exceed s;(1)1)ly 11nc1 set forth o)jec!ives to be g4ven to th­
par tic ipatirig bank. to be used in evaluating their per formance. 
These objct i ve' include f avor ring credit for n,.w plant 
construct ion, )lant expansion, or replacement of c,p tal 
equipment in existi ng plants; min,mizing the use of the fi L1i1ty 
to meet thel raw mater ials requi rerh ,nt of establi ;hed f!. rms; 
encouraging lendi ng to new firn, which have not previotsly 
received project funding; and encouraging lending to small-.,cale 
firms.
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History Of Concern Over The Exchange Rate issue
 

The Project Identification Document for the Production Credit
 
Project was approved on the basi: that either credit was to be
 
provided in local currency, leaving the borrower to obtain
 
foreign exchange in the open Pi:rkt , or that the foreinq exchange 
loaneu oul would uv r-paic t market rate... BY the time of 
project approvdl in Septenitmr 19b , nowovr, ,hi. mechanis m had 
ueen rev I;ol where loan.; md ,: :n U.S. dJil.ar were to be repalo 
in Egp'tin pon a E 1 ic 1 ' xcnrkdrgd rnte. At t it t iiAt­
the o-i icC1A:; E..o4 o if, (1wowo ir wn~rn ; tLi mdrket [atL 
w s M1.00 ! 011)"11 :. ri:pr':;!"t.n 	 aA .1 	 opproximAtely 
20 	 nerc-riit 5. i! ' fl 1 CL :; r f i c " d s i o mi r i;ue at the t l§.i 

mri.:iur sI 1N 1982the aCt ionl ; win iWL- 0. S.p#L. 2" , 
authoriz i ng L gr .grumNt.r eeq l 

The Buread 	 for Polic, i1n :mos;t inPrurn "Inu. Coornl Ibt was: vocal 
it.; ob3JCtCoL I ; t" t ?1:. " :;L '.i bcau;, t he' fel' t it wa ; rioti 
ju ; t i flend, ago a-t Aga.ncy o i cy, and contrary t the, agreements 
reacle- il th oy v "opm,'nt ot nt2i Pr UJ.act . Progrlam andBp,r,: 
Pol I cy Cuori i r .; Aruri, t. ,a i th:;,I: s. . :J:; i{1i w ref I t, cit it: 

Repre:;en ted A ma jor dep rt ,ur.from trio or iginlI 

proje'ct des;ign. R.ather than the project requiring 
pr ivdt,: .,ector importers to c.nduct business 
within the di c i in- f the0 ir ket , thI­
discounted foreign e xChalnge would a! low them to 
engage 11n ra 1,o Cion: wh ich would not he 
profitable. at the' i ,re, nirkt .2xchinge rate. 

I 1 n :ii(: (1 ,l ocat ion:Perp t Ut,:. ,x '. I ("-:onI( C rather 
than 0l cour '; I n t Lnol ' " ri noat Ion. TIu:; it r unlo. 
coun ter Io bul1 10dinOI tthy Pr I vat. :;ecLor 

based oiI reaI -._.-, t i n viv : l:',nt-. . When a pr oj.ct I :j 
structuiroh :o t hat prt .t con be made f ro: most 
an; inV,'; t ;:,s,,nt , t hi :; at o.. t.!e not Io )of free 
ma k lt f r 20 .111(1 Corip#.)t I 1, 1 o . 

Rei nt orC : I hi, not, 1i tnanot 
the' (ThV'".' NiNll] t. oI E ly 1t o t. pr orauLti ig a 

. thIIe Un itd Stat.ts d nd 

I i bt'.A ; .',I;,!It 0o l o I I Ly an Cc (-1 0n' econoy,11 d 
Mainn',r w I ( cot:( r I tutt 4:, t.( the Ofl t ich i,flt o a 
f, w whiI 1l q n( r ifit the n,, :, of the many. 

The Bureau for Programr and Policy Coor dination1 further objected 
to the $20 mill110 p[ JuO'c admerindIri..t hecaluse of this:.; ;ubs idy for 
the exact :;ame r eas.ons . Iii an Auqu:;t 1984 meiorandum, the Bureau 
for Program and Policy Coordination noted that circumstances had 
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changed substantially for the worse since the time of origina.
 
project approval, with the spread between the official rate and
 
market rate more than doubling. The Bareau for Program and Policy
 
Coordination statec that the.' believed that private sector 
demands for forign exchange were neing met far better then than 
when th-, projuc was; approvej in 1982 and that the project was 
servin, to :austitunt subsidizeu money for market rate money. 

The spreac Dectwcn tre off icial rate and the market rate was a 
source of concern to the team that prepared the Project 
Evaluation Su:navk:y on the ProcuctLon Credit Project approved in 
Funruar' 1965. Their report stated tnat tnis spread was Oeyond 
what coula Dn ju t ified ana thao foroign exchange costs snould be 
increasec. This report further stated that exchange rate 
sunsidus wnicn lower the effective cost of capital are not 
economically cesiranle, explaining that: 

NTo tll - extent that therc' is a net subsidy, the 
effective cost of capital to the private sector is 
artificia ly reduced. This provides an incentive to 
invest iA projects with lower than desirable rates of 
vconu c retirn. The result is lower output, employment 
and growth than would otherwise occur. When offering 
foreign exchange at lower than market rates, the donor 
must choose between providing all the credit that is 
demanded at that rate, or of restricting the amount 
while allocating it by nonprice rationing. In the former 
case, one must ask how long the donor intends to supply 
all that the market will take. In the latter, first come 
first serveu rationing will probably lead to an 
inefficient portfolio of investment projects." 

Early int o the ,uni t of the Production Credit ProncL, we drafted 
a mevior hawum dd Le Octoner 1, 1985 to the Mission Director 
outliinll3 our colcer ns over the exchange rate issue. By that 
time, tn. market rate had increased to LEl.70 to the dollar 
.hur, ea.; th,, exchang, rate app icaone to project disbursements had 
incredan to only LE.00. 'fhi:; constituted almost a 40 percent 
di scount, meani ng that those participating in the Production 
Credit Projct coAl d Ontain dollars at only 60 percent of their 
mar ke-t vo i i,0 . S ince: th,, date of our mnemorandum, the Mission has 
aggreWV; Iv'Ky pur sued a policy dialogue with the Government of 
Egyp to u, the­ ank i nc ent i ve rate, for Product ion Credit 
Proje: t. r ina,,ct ion:; which has approx iMately a tel .35 to the 
doll at 'xchan (,c rate. 

In an Oct obi,r 27, 1985 letter to Ministry of Planning and 
International Cooperation, the Mission Director stated: 
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"With regard to Private Enterproise Credit, our paramount 
concern is that this pogram not only stimulate 
productive orivate enterprir.';, but.'that also conserve-2 it 
foreign exchange and allocalte Lhat foreign exchange to
 
the most tconomlcally productive -ctiviies. Imports of 
capital aooas an.1 inte rmcdiate products at below "ieiL 
free market value woalc resul In commercial operations
wnicn woa receive unneeaed suosidies, and t-ec o,;e a 
drain on the economy, thus defeating the purpose ot the 
program. ntelieve the best way to prevent this is to 
proviae foreign txcnanqe at a rate 1nich reflects 
current mrk( conitions in Egypt. also recognize 
tnat tnere is soei need to discount dollars under this 
program becaus( of U.S. and Government of Egypt
procedureLs and Docause of the current high cost of U.S. 
goods anca transportation. I, therefore, propose that we 
use the fluctuating commercial bank incentive rate as 
the basis for calculating repayment under the PrAvate 
Enterprise Credit Project." 

In a Nove;nor 27, 1985 response to our m-morandum, th,: Mission 
Director sLateu tihat in negotiations with the Government of Egypt
concerning th+, Private Enterprise Credit Project, USAID/Egypt

made the exchange ratk their highest priority issue. He further
 
stated that he was not happy with a continuation 'f a subsidy to
 
the private sector through this project, but did not expect a
 
rapia change in policy to permit the projecc- to operate at a
 
market exchange rate. In August 1986, agreement was reached with 
the Government )f Egypt to use the Commercial Tank Incentive Rate 
for USAID/Egypt credit projects. 
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LIST OF COMMODITIES IMPORTED
 
FOR SELECTED 

Importer/End-Users 


1. 	Amoun Contracting Company 

Import, Export and 

Agencies
 

2. Bim Bim Swect Factory 


3. Taki Vita 


4. Union Carbide Egypt 


5. Walid For Food Security 


6. 	 Thomas Factory For 

Household Appliances 


7. Squibb Egypt 


8. Seti First Travel 


9. 	 Salama Plastic 

Factory 


10. Pfizer Egypt 


11. Plasto Metals Factory 


TRANSACTIONS 

Transaction
 
Commodity Amount
 

Telescopic $151,367
 
Crane
 

Bubble 174,507
 
Base
 

Toulene 250,000
 
Dusoynate
 

Solid News- 10,140
 
board
 

Soybean 242,896
 
Meal
 

Electrical 186,500
 
Motors For
 
Washing
 
Machines
 

Punches and 12,618
 
Dyes for a
 
Press
 

Marine Motors 265,229
 
Generators,
 
Accessories
 

Low Density 250,000
 
Polyethylene
 

Switchboard 32,034
 

Low Density 339,950
 
Polyethylene
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12. Ahmed Mostafa Ahmed Aly 


13. 	Asfour Company For 

Crystal Production
 

14. 	Cairo Trading and 

Distriuution Company
 

15. Delta Plastic Company 

16. 	Dr. Monamed Aly 

El-Meligui 


17. 	Egyptian Company For 

Electric Wires 


18. Egyptian *'ood Industries 


19. 	El-Derwy Farm For Food 

Secur ity
 

20. El Nisr Brush Factory 


21. 	El Shehaby Factory for 

Tin and Plastic Works 


22. Port Said For Plastics 


23. 	German School for 

Sisters of St. Charles
 
Barromeo
 

24. 	International Company For 

Readymade Garments 


25. Magdi Mounir Ghobrial 


26. 	Makhlouf Sons For 

Plastics
 

Irrigation 69,059
 
System
 

Air Compressor 91,200
 

Polypropylene 14,000
 

High Density 229,015
 
Polyethylene
 

Ultra Sonic 30,000
 
Scanning
 
System
 

Copper Wire 162,670
 
Rod
 

Citric Acid 38,752
 

Soybean Meal 499,968
 

Bristles 249,845
 

Polyethylene 98,222
 
High Density
 

Polyethylene 99,707
 

B 's 36,500
 

Prefabricated 307,254
 
Building
 

Copper Wire 190,000
 
Rod
 

Polypropylene 67,200
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27. 	Middle Delta For Plastic Polyethylene 78,834
 
High Density
 

28. Misr Poultry 	 Parent Chicken 116,708
 
Breeding 
Stock
 

29. 	Mokhtar Abd EI-Halim Soybean 499,800
 
Maamoun Meal
 

30. 	Nassar Plastics Factory Polyvinyl 79,650
 
Chloride
 

Impor ter/Traders
 

1. 	Al Watania Company For Vegetable 38,573
 
Trade and Chemicals Seeds
 

2. Anwar Basta Export 	 Spare Parts 163,234
 
and 	Import Company for Earth
 

Moving Equipment
 

3. 	Carlin Middle East Spare Parts 271,714
 
for Earth
 
Moving Equipment
 

4. Chemical Laboratory 	 Laboratory 10,005
 

"Dr. Ahmed Fouad Hettal" 	 Equipment
 

5. Commerce Company 	 Lifts 30,078
 

6. Egyptian Company For 	 Refrigeration 69,850
 
Importing, Contracting Equipment
 
and Trade
 

7. 	Egyptian Seeds Oil Vegetable 173,856
 
and Chemicals Company Seeds
 

8. El Ektessadia Company 	 Generator Set 117,486
 

with Diesel
 
Engine
 

9. 	Gesca Company Medical 117,850
 
Equipment
 

10. 	 International Trade and Polyethylene 358,392 
Industry Corporation 
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11. Magdy Ezzat Elia 
 Polyethylene 61,750
 

12. Marine Propulsion 
 Welding 45,300

and Supply Organization Machines
 

13. Misr Trading and 
 Freon Gas 120,939
 
Investment Company
 

14. El Tawil Manufacturing 
 Polyethylene 78,225

and Trading Company
 

15. Sofico Pnarmac-uticals 
 Polyethylene 499,845
 

16. TransWorld For Trading 
 Polyethylene 282,100
 
and Agencies Company
 

17. Salem Company 
 Prefabricated
 

Building 256,793
 

Total 
 $7,569,615
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, i ,UNITED STATES AGENCY for INTERNATIONAL DEVELOPMENT 

CAIPO EGYPT 

. :.. 

F.ROM: 

SUBZJE: 

A IT D U M 

Mr. Joserh B. 7erri, RIGA/Cairo 

Frank B. Kimball, Dire tor 

rraft Audlt Report on Produc-ion 
Credit Project - No. 213-0147 

8 JUL 1986 

r 

The mission's response to 

Thank you. 

the subject report is attached. 

Att: a/s above 



APPENDIX 1 

Page 2 of 8 

UNITED STATES AGENCY ror INTERNATIONAL DEVELOPMENT 

CAIRO. EGYPT July 3, 1986 

TO: Joseph R. Ferri, RIG/A
 

FROM: 
 David L. Cowles, DOD/CMT James C. Sums, OD/
 

THROUGH: 
 Homi Jamshed, Controller Office
 

SUBJECT: Dra-fP 
 Audit Report: Production Credit Proje-
 USAID/Egypt Project
 
NO. 263-0147
 

The draft audit report on the Production Credit Project is termedProgram Results audit. a
We found that the scope goes well beyond that of a

traditional audit.
 

On page 6 the audit concludes that, 
 ".... USAID/Egypt's transaction reviewand approval process was adequate to insure compliance with AID policies andreg'lations. In addition, no diecrepancies were found in the transactionstraced through to participating bank records. Internal controls overtransaction approvals and disbursements were adequate." Given the 520separate transactions approved by USAID ofas the December 31, 1985 audit
closing date, we are gratified by the audit's conclusion which reinforces the
earlier project evaluation finding concerning the quality of project
execution. As of 6/30/86, 586 transactions worth 86,829,228.77 had been 
approved in like fashion.
 

The audit goes on to discuss and examine such additional issues as whetherthe indices set forth in the logical framework for measuring project successwere valid and realistic, and whether the project was being implemented inmanner supporting its 
a

stated goals, and likelyoutcomes. to bring about the desiredWe note that the audit duplicates, to a marked extent, work done bya four man teem mobilized to evaluate the Production Credit Project inDecember of 1984. Interestingly and we believe worthy of mention the finalaudit report, is that the conclusions of the prior project evaluation and thisaudit report do differ on several major issues.
 

The draft audit report relies and draws extensively on a review ofinternal AID correspondence, files, and documents. It cites and quotes cablesand memos in which such issues as interest rates and foreign exchange rateswere extensively discussed and debated within AID before decision. In thisrespect, the audit provides little new information
results of the credit program but 

or data on the impact anddoes reargue the decisions previously madeby Mission management. Purthermore, while on page 5 the audit states its'findings and conclusions" were 6dsoujaed periodically with the ProjectOfficer at informal meetings, it is P. at no
and conclusions discussed with 
fact that time were these findings


the Office Director or other Mission managementwhy a particular course of action I/
was decided and embarked upon. Given the 

/"Auditor's Note 
- The Project Officer was designated as Mission liaison for the audit,
and throughout our review he ws kept thoroughly Informed.requested a briefing; however, complete 
The Office Director never

discussions were heldon all matteri in the draft report prior to 
with the Office Director ' requesting the Mission's official coients. 

http:86,829,228.77
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conditions under which A) 
programs in Egypt operate, we believe thismana.pment input would be highly important for a balance report. 
 Also credit
activities tc the rrivate sector here have and remain controversial. We thi.ni,the audit, despite i voluJlme, misses tnre :o2cy considerations involved 

Hereafter tis response to 
the draft audit report will not proceed page by
pae but will irstead deal vith each of the five audit recommendations.
Please dc 
note, :owever that -r 
 - r th 
 rdutoCei
Project 1cS 
the project number for the Production Credit
lacer.-tly shown on 
the title page as 263-004,; the correct number
is 263-017. In Appendix I, audit recommendations 3 and ' are identical. 

Recommendation No. 
"I
 

We recommend that USAID/Egypt, 
funds under 

prior to authorizing the disbursement ofthe follow-on Private Enterprise 
a. 

Credit Project (PEC):edesirn tne project around meaningful and realistic goals andpurposes 9,nd a specific developmental need it is capable of 
addres 2n.7; anidev
d. loz, quantifiable indicators that 
are capable of being objectively
verified 
to measure goal achievement.
 

Response
 

We recognize that 

(PCP) 

the project goals under the Production Credit Projectwere ambitious and that 
some 
of the macro-economic data to measure
project effectiveness was not soundly based. T'his was 
a major finding of the
epi lier Evaluation Report 
as well.
 

Since the obligation of funds for the PCP in 
 Atust of 1982,of time a great dealand effort has been spent studying the Egyptian andfinanci.al systemits shortcomings in meeting private sector financial needs.
Credit Study and his Thf Foda Term
prior Banking Survey plus the Term Cred t Ls"c ss&entReport, available in Fi, are but three such efforts wC unr.dertoc,.. 

-PE. ro ect incorporates the results of these various study effcrtsinto its design. THe Mission's opinion
Recommendation is that the new project complies withNo. 1, to the extent possible given the basic factors involving
the AID program in Eypt. For example:
 

the goals are more 
 realistic than those of its PCP predecessor 

the problem is much better understood
 

- 'he refiource,,: to address the problem 
 are greater 

there are multiple interventions including a long-term credit element,and a srail scale enterprise credit guLa-ntee fund
 

the short to mediunL term credit elenient has been modified and will beimplemented as a CIP
 

the quantifiable indicators have been, eetablihed to measure goal
achievement. 

http:financi.al
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Wrerecominend that USAID/Egypt rir tc authorizing the disbursemet of 
funds u.der the follow-on PPC nroect;
problem that i. not 

f n a so:,on to the exchange ratetied to overall GOE -c :cy reform. The mecnanism selected
for loan rer ,a--ertsshould contain an object ve measure of theforeign excnanr-e provided. Any value of thespread between market exchange rates andexchange rates usei for transaction rera-,-mesb d kertconstant over time.
 

Response
 

The Mission, as well as IMF 
 and the World Bary., seek and wouldsolution to the exchange rate question w.ich 
welcome a

would meet thein criteria setthis recommendation. forthHowever, we do no: believe thatsolutior outside of a quick and epsGOE policy reform is either rossible or realisticpoints in this regard. The Administrator Two 
policy dialogue, the seeking of 

of AID has determined that throughGOE macro-economic
vital element reform is an essential,of the AID program to Egypt.implement To recommend that USAID/Cairoits credit program outside of this strategy is not acceptable and weare obliged to 
reject this recommendation.
 

Number two is that as of 71//86, the "bank incentive rate"all AI. will be applied tocredit programs and projects. 
This is a flexible rate, currently1.37:1, that is intended to track changes in the economy. 
The specific proposal discussed on page 32referred to 

of the audit report, which is
as the auction method, is 
one of many such options which the
Rission has considered. 
This particular proposal was discussedof Economy officials with Ministrywho rejected the idea outright. The acceptance by theGOE of any exchange rate is a major policy reform.to vigorously pursue The Misson will continueits goal of exchange rate reform, but it is unrealisticand not feasible 
to expect that an 
optimal solution to this issue will be
possible for one project outside of the overall policy dialogue and GOE
economic reform meacires. . .. a private sector project at 
that.
 

In the discussion section of the audit related to this issue,highly negative consequences a number ofare attributed to theIt is interesting foreign exchange subsidy.to note that nowhere in the audit is the size of the subsidy
discussed. As a matter of information, the market.92:$l rate was approximatelywrlen the project was obligated versus the LE. 
there are nome legal rate of .84:$1. Alsovery real costs to borrowers associatedthese co.sts should also with using the PCP andbe taken into consideration in any calculationnet subsidy to users, of thei.e. determination of the effectiveciting looking at cost of capital vsthe interest rate only. The 25% down payment required bythe program is but 
one small example.
 

On page 27 this 
subsidy is characterized by unnamed critics as making thePCP a cheap foreign exchange window. This allegation isavailable not supported bydata on the project which shows that less than 24% of alltransacto)5 by value were conducted on a cash basis. 

1/ Auditor's Note - The proposal referred to was deleted from the final report. 

Ac 
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On page 32 the audit goes on to report that tne subsidv creates a 

potential for windfall profits and creates distortions in .nvestment 
to eliminate traders the Missiondecisions. With tne joint GOE-USAIL decision 

believe' that the potential for windfal profits no ]order roses a 
significiat threat to tne program. Given the distortions inherent in the 

way 

economy of Egypt, which is still dominated by the public sector, we do not 

believe that a subsidy element from this one project adds in any meaningful 

to a distortion of investment decisions in E&'y-t over what would ideally 

occur in a market economy. Further, in accordpnce "with ":ne Theory of the 

Second Best," it may be entirely possible that by eliminating all subsidies 

to the private sector while they are! maintained in the rublic sector, the 

pattern of investment decisions would be further removed from those which one 

would seek under optimal conditions. In conclusion, while the Mission 

endorses -- e goal of a unified exchange rate, the audit has not adequately 
documented its case that the negative impact of a less than perfect solution 

preclude the Mission from obligating funds to the PEC rrcject. 

Recommendation Nc. 3
 

We recommend the USAID/Egypt prior to authorizing the disbursement of 

funds under the follow-on PEC project justify the interest rates to be used by 
participating banks for lending under the project in terms of achieving 

project goals.
 

Response
 

The interest rate structure in Egypt for all LE lending in Egypt is 

established by the Centra.. Bank. it does discourage banks from term lending 

and encourages short term trade financing. Interest rates are another of the 

Missions important policy issues. Never-the-less, the Mission believes it is 

possible to implement a meaningful credit project under current conditions and 

that the basic rationale for the AID program to Egypt necessitates 
intervention versus non participation and abstinence.
 

The PCP project eliminated trader transactions in October of 1985 on the 

basis that their credit needs were adequately met. Since that time almost 60% 
of all transactions by value passed by USAID included credit terms of 1 year 

or greater. Further, we note one of the major findings of the prior 

Evaluation Report, concluded that the effective borrowing rate for PCP users 

for a 1 year credit is between 21-23%. Given the then estimated 20% inflation 

rate for Egypt, borrowers experienced positive real rates In summary, we are 

obliged reject this audit recommendation since we can not expect to negotiate 

a separate project interest rate with the Central Bank for this follow-on 

project when credit to the private sector is an integral part of our private 

sector strategy. Therefore we will be obligated to utilize the Central Bank 

lending rate structure while seeking changes in this schedule. 
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Recommendation No. 4
 

We recommend the USAIPE.yt prior to authorizin ,fundr under the disbursement ofthe fc-iow-or PEC project, establish
is in alignment with the 

a system cf incentives thatcosts being 
system 

incurred by prticipatng banks. Theshould encourage barks to engage in the types of transactionsachieve thatstated project goals, and tngape in term lending additionalwhich would to thathave been Provided b,- the rarticipatirL banks. 

Response
 

The Mission clearly recognizes 

the progr: and 

that the interest of the banks implementing
those o 
AID will not 
always coincide.
surprising We do not find it
that banks lent funds 
to those customers who had existing lines of
credit or that banks made loans in accordance with overa"
Policies. bank lendiing
We find the audit conclusion that, "these recipient lirms are notthe firms most likely to make the best use of these fundsexpanded productive output in achievinpand employment," startling. We see no reason why
firms with good credit ratings would be 
unable to contribute to
stated goals and, the project's
in fact, are 
those firms most 
likely to contribute to
increased production and 
employment which Egypt so drastically needs now. 

The audit also states that there 
are numerous cases where the bank was
willine to lend its own 
funds to customers and that in these instancestransactions projectcannot be considered 
additive. 
This ignores the issue of foreign
exchange availability. 
Without foreign exchange provided by the project there
would be no 
transaction despite the banks willingness 
to lend local currency.
 

On page 42 there is a troubling comment that 
as a result of the fee
structure which is not market oriented,

profits that stand 

"the project invites abuse due to the
to be made from the 
below market foreign exchange!" Thereare no samples of such abuse documented and it is difficultcharge with to reconcile thisthe earlier conclusion on page 6 that no discrepancies were foundin the transactions traced through the participating bank records.
 
We reject Recommendation No. 4 for the following reasons. 
 First and
foremeost, no 
further incentive is needed to 
attract the banks
program. to this
We have many more bank applicants eager to joincan possibly 17-Tle the program than weunder the program. Second,heretofore bank profits in Egyptwith no competition 
on fees and commissions (set of the Central
Bank) have been nortoriously high compared with other countries.
need to We see no
use AID funds to 
increase the bank'u profitability. Lastly the
statement 
on page 42 
"It also means that the bank is 
losing revenue
could be making on that it
these transactioi.s which it is entitled toquestion. We regard make", wethis statement in

additional fees and 
error since, the bank is earningcommissions on capital that is additivei.e. the b-ank in to its own assets,generating revenue on an 
external source of capital madeavailable to it by USAID and GOE. The funds in question
and yet it generates revenue from 

are not bank funds
 
use of these funds.
provide We see no need tofurther incentives when a great number of banks want to join the program.
 

http:USAIPE.yt
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Note the Mission does not reiect tne idea for tryinp "c further aligr the 
bankr Interests wit. tnos- of A':. Et.ther tha. seer: a n.ac modification in. 
tne nra_:ona.. ban,: fec, structure, wr.ich wouLd be a i.,Itcss: task to nepotiete 
wt, the Cntra.. i , , ,uner c ste-_ a:-e roseJ ur our new credit 
Trotect. 

" banks wi oe ,:ven a w itter, iist of Af's criterlit for judgink, their 
performnnce under tv.e C - Private Sector. Add::icnai funds will not 
be aliocatea hased or. firs: come f:rs- served, a. __ tne pasc, but or. 
now well bUrnk ccn'orm to stated goala. Uanks wi:> t,? evaluated or. 
such roints as: 

1. 	 How many; new customers they proposed, i.e. never ustJ PCP before? 

2. 	 How many clients outside Cairc/Aiexandrio were proposed? 

3. 	 W-hat were the credit terms allowed by the circular extended to 

c lient s' 

4. 	 Whrat is the average size of the client which the bank submits 

transactions for? 

5. 	What is the avera17e transaction size? 

-	 transaction limit.- will be further revised in favor capital equipment, 

- the project will set up a small scale guarantee fund to assist firms 
which have not previously had access to credit. 

Recommendation No. 5 

We recommend that USAID/Egypt prior to authorizing the disbursement of 
funds for the follow-on PEC Project establish: 

a. 	 priorities for private sector development; and 

b. 	criteri. for tarjpetinr project fun(,. to sectors and firms within those 
sectors that are likely to achieve ttv, stated project goals of 
expandinri private sector output arid emplyment. 

Response
 

The audit report correctly states that USAID/Egypt did not attempt to 
identify priorilie:i within the private sector nor to target fund, to meet 
these priorities, decidinf: instead to allow the market place to determine how 
project resources are allocated. The Misson has examined the issue of 
targeting on several occaririons and rejected it. First, targeting is 
exceptionally complex and fraught with problems in implementation and 
interpertation. Fundamentally we question the premise that USAID interpose 

cv 
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itS judgement as 	 to which firmv, cr sector," have potentialb .d /or a 
comparative avantage it: Troduct-or. ir. this comlicated are rlace. Can we 
re A7: r.-ouse oases 	 wil3ure +a: '!- :r. all cucre: an,., a " times be 
superior to tr: e: trn. private nu rf-.3san reactiri to mar:et forces? We 
believe market forces beLt determnr tnf, answer. 

A:, 	 9tter, :'... ii...t-o or. on r.e * that 
-oUld eocn to en:-r.j trat rrojectneec. test ee aLFrid to transatc-or 


dollar, w " ret-ult somUtir.Ii, 1'. 1t:rna, an! to,e 'JA: r.d GOE, as
speC:.fled- or, tn.,-	 ,b ttom- Of' Pnspef~do 	 f.ae4 lion tc wta,t~b~o 	 , esa wo;ichc secse tcrzl- ar>: bWnat 
coMo tis wttlPS these s3ectors" Le eiipit':le is urrelistC, :mrractical and 
teehn-caliy not 	feasible. We estimate tnat UZAIL v-ll proce ss over 330 
transaction;: a'e,"r under the( pr:vat, sec tor C:: C- ar-. tnf kind of 

-analysis co, e'.:. 	fc by. the auc:4, t wou:l ton- more resources, ti e and effort 
than tnoe .XIn:: "'-f'ford and re :. ortantly, nvove ,Ua.-rement we 
believe test b, left to tne private sector znd martet forces. 

Iheudit concludes that a a re:ult of' the lack of tar~otin, there were 
no assurances toot project fund.s: were used in a manner whic- would achieve the 
stated goal: anr that "there were anny indications this was not apppening." 
in support c:f tit conclusion, the audit presents the results o!' interviews 
which; tney carried out with eiht importers! We do not beiteve this sample 
size is .ar,e enoL'n to generate meanin-fu: conclusions reardlng project 
performance. Furttner, we. refer to the prior projec .valuation report which, 
based on a review of 2H8 trinsactions, which concluded that the types of 
commodities and industries receivig PCP funds showed they were appropriate to 
Egyptrs needs. 

We reject Recommendation No. 5 as neither technically nor fundamentally 
sound. 

cc: Mr. Terrence J. McMahon, FM/AD
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LIST OF RECOMMENDATIONS 

Page
 

Recommendation No. 1 	 5 

We recommend that USAID/Egypt, prior to
 
authorizing the disbursement of funds under the
 
follow-on Private Sector Commodity Import
 
Program Facility:
 

a. 	 design tLn[i component around a meaningful
 
and realistic goal and purpose and a
 
specific oevelopmental need that it is
 
capaole of addressing; and
 

b. 	develop quantifiable indicators that can be
 
objectively verified to measure goal
 
achievement.
 

Recommendation No. 2 	 I1
 

We recommend that USAID/Egypt, prior to
 
authorizing the disbursement of funds under the
 
follow-on Private Sector Commodity Import
 
Program Facility, find a solution to the
 
exchange rate problem that is not tied to
 
on-going policy dialogue with the Government of
 
Egypt. The rate selected should be as close to
 
the market value of foreign exchange as
 
possible, and any deviation from the market rate
 
should be justified. Any spread between the 
market exchange rate and the exchange rate used
 
for 	 transaction repayments should be indexed and 
kept constant over time.
 

Recommendation No. 3 	 11 

We recomriend that USAID/Egypt, prior to 
authorizing the disbursement of funds under the
 
follow-on Private Sector Commodity Import
 
Program Facility, determine what the real market
 
interest rate would be for the types of loans to
 
be 	 made. If this rate is not adopted, any 
deviation should be justified and the effect on
 
the attainment of project goals should be 
explained.
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Recommendation No. 4 	 20 

We recommend that USAID/Egypt, prior to
 
authorizing the disbursement of funds under the
 
follow-on Private Sector Commodity Import
 
Program Facility, establish a system of
 
incentives that is in alignment with the costs
 
and risks incurred by participating banks to:
 
(I) engage in the types of transactions that
 
best achieve stated project goals; and (2)
 
encourage lending additional to that which
 
otherwise would occur in the absence of the
 
project.
 

Recommendation No. 
5 	 25
 

We recommend that USAID/Egypt, prior to
 
authorizing the disbursement of funds under the
 
follow-on Private Sector Commodity Import
 
Program Facility, establish:
 

a. 	priorities for private sector development;
 
and
 

o. 	criteria for targeting project funds to
 
sectors and firms within those sectors that
 
are most likely to use these f'nds to
 
achieve project goals.
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