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privace Sector Industvial Develepment Strately: Executive Sumnory

[»]

1. Geuneral Private Sector Jtrategy

The expanding cole of the private sector nas been a key feature of

]

Lovpt’s econoﬁic experieuce since the strategy of Bl Infitah was adopted.
Its share in preduction, alrthough still modest, has been grewing. TEs
rising share in invescment inplies inereasing momancam in che future.,

he Law 43 companies have been the leading 2dgn of the response to
succasgive steps in liberalizution of the economy. Manufacturing projacts
nave atout half of the LE 4200 millioa of totai invastment in inland nea-
finaucial projects approved by end-1980. Egyptian owned companies have
abonc 40% of total capital. Two problem aveas, however, arc that enports
by Law 43 companies have boen less than expected, and that the experience
with Free Zones has been disappointing.

Yo incerviewcd 46 private companies -— solectad from four indusiries
and including Law 43 and othe . Egyptian companies. Most of the companics
are expanding producticn by at least 20-30% per year, and many move rapidiy
then that., They sell in lomestic malke;s on the basis of product quality
and service to customers. and feel they can readily ovut-compete public
certor rivals. There are many 3stories of encerprising rasponses by indivi-
Jual cormpanies to market opportunities.

The governwent nas adopted or is considering three major policy inicia-
bloes that would further stimulate che private sector. .

1. The new Company Law will reamove or rolax for all pri&ate conpanies

pany restrictive provislens that -rere 1ifted earlier for Law 43

comp/anies.

&Y
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The revised ilncoma2 tax law will reduce dacisively the extra tax

N

burdern praviously imposad en income from dJdistribuced profits vs.

' {ncome from intersst, Lt would lower the tax rata on retained
profits tu.20-32ﬁ {ne well as cutting all other ra es) .

3. A variety of ideas for developing the doumestic financial warkets
joclude inducing more Law 43 companies Lo raise funds through
public share issues, and continuing to rajize nominal intavast
ratos to positive woal levels.

Although onc may reasonzbly ericicize some 2spects of these propnsals
(nctably.reducing raxes across the board), taken together they seem likely
£n zive an impertus to private sector development ccmparable to Law 43,

Futernal dounors should be.supportive of these three initiatives,
cacticwlarly in the form of program or sector assistance to cushion initial
costs in che balance of payments or (espesially) the budgat.

1I. Industrial Export Strategy
Rapid expansion of industrial exports 1g probably the key to an appro-

priate develupment strategy for the eighties. (a) Export expansion is

(o]
.

necded to maintain availability foreign exchange as remittances, potro-
ieun earnings, and extermal aid rise wore slowly. (b) An export orientad
tndusrrial sector is needed to generate surficient cmployizent; exports
‘permic output Lo grow moxe ripidly and tend to be morzs labor intensive.

(¢) Industries thzi export must have comparatively low real costs, so their

il

groutit increases the overall efficiency of the Industrial. sector.

»

An industuial experts slrategy must be launched now in order to yileld

)

berefits by the latter eighties, when they will be most nzaeded.

(11)
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Among the companies we intervicwed, substantlal exporters wore mote
frequent 1n tertiles rhan other industries, and zmong Law 43 companies
thopn other companies, but much dupeods on the strategy of individual cwmers.
Proedominantly negative comments abcut the existing custons drawback =cheme

{ndicate that a basic change is nended. There are many indications that

ccmpanies are seasitive o Faciors affecting the relative nrofiltability
of exports and domestic sales; export prices were g2uer ally reported to be
lower.

Ezypt faces soma underlying economin obstacles to expanding industrial
exports. (a) Abundar: foreign exchange earnings in the wear future will
1pad to a lewer cxchange rate than 1s needed to stimulate exports for later
in the decade. (b) Donmestic inflation at rates above international -Lnfla-
tion will reduce the profitablility 5f exports. (c) Preotection and import
substitution policies create uninceaded biases against cxpd.ts.

tndustrial export policies uust therefore aim to raise substancially
che profitability of exports vis-a-vis domestic sales.

1. The two-muatrket exchange system should be retaiued, in order to give
all industrial exporis the more favorable rate in their cwn exchange
market, and the official rate should be kept closev to equilibrium.

2. A new tax rebate system, Lo replace customs drawbacks, should
provide a prcmpl, standard rebare for each kind of praduzt, ade-
quate to cover all custems duties and taxes that directly or

indirec che input costs of exporters.
! P
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3, An export credic system with preferential intorest rates sihould

te established.

(11d)



4. Tnatitutions Kuat now control exports should be cransformaed into

0

export promotion ageancie
EQternnl donors should suppert such inﬁovative policies for industrial
cxport expansion, either through program or s2ctor assistance, ov through
projact support for the tax rebate system or the export credit system.
717, Tndustrial Fipranciog Strategy
Tndustrial financing is an avca for poth permissive and incentive
pollicics Lo 2rcourage nilvate industrial investment.

The main insticutions financing private industry fall into three groups.

-1

Lie Devalopment {pdustrial Bank s much the largest, is relending concessional
loans from crtarnuil doaccs, and gives considarable attention to small scale
companies, Misr Iran and the Arvab Investment Bank are publicly owned Law

43 investmenl hanks, cobiain most of their funds from deposits, and aim at

¢

larger projects. Although the Law 43 bauks mainly take short term deposits

2

and make shorc term trade loaus, their medium term project lending is
significant in aggregate, and varies among bank managements.

We uupplemeﬁrud our 46 company interviews witn interviews of ‘4 banks
of differcnt kinds. There has not been any problem with .quity funds,
largely hecause most companies prefer to Le fanily affairs. Threc-fifths
of the companies had had medicm term foreign exchange loans, of cen more
ghan oue Forn successive investments. The others either did not nezd %o
borrow or wera averse to it. Company cxperiances and bank comnlants suggest
that overall supply avd demand of medium term funds are about in balance.
There are more disputes about lending terms; jumps in eurocurrency interest
rates have ralsed companies' costs under existing locns with vaviaple

interest charges.

2
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Tndustrial financing policles should be Lapcoved in Lwo miin ways —-—

by modifylng tewrns of financing and by Sroadening channels for lending to

Industrial projacts must Cace major lhusiness risks during thelr

sastation process -- WOTR sorious thun in trade zad senvices.

(s3]

Exchange rate and jonterest rate risks, however, aT?2 financial risks
which wost companies are not well suited to bear. Tue government
can assume chese cisks if it is effectovely managing the talance

of payments and debt servicing capacity of the whole ecouviuy.

The preferred tarms for foreiyn exchaage loaas would he venayaent

in pounds at the exchange rate when the loan was made, and a {ixed
interest rate for the term of each individual loan. The govern-
ment could authovize such texrms on joans frem special funds
channeled through financial fnstitutions.

The DIB already offers nearly these rerms, using concessicnal tuads
from external donors;'thc.government would need cnly to assume the
exchange risk. Misr Iran and the AIB couid offer similar terms ou
part of their loans, by oEtaining concessional funds through the
government from external donors. The Luw 43 banks could do so,

1f an Industrial Financing nund with external donotc supporc
(similar ro the new Private Investment Encouragement Tund) wera
sat up to share in individual banks' loaus.

Addicional chaonels should be set up to finance piojects of gmall
scala {ndustrial compandies; only the DIB has suhstuﬁtial activity
novi. The basic problem 's that such leanding is more costly to

lenders, so must have outside support. A& Small Industry Fund with

v)



extornal donor support could [frse help Mice Lram, the AIR, and

a few active Law 43 banks build
and then share in their ilending

Exrernal doncrs should support such

industrial Financing, by providing conces

the AID to cxpand lending at iuproved ter

ap their saall scale capability,
to small companies.

improvemcenizs in private sector
sional funding for Misr Iran and

ms; for th:a cuggestad Tndustrial

Financing Fund to shure with Law 43 bavnks in improving ierms; and for the

L
s}

O

suggested Small Industry Fund to build up additional channels dealing

with amall scaie industrial companies.

(vi)



PRIVATE 3TCTOR IVDUSTRIAL DEVELOPMENT STRATEGY
1
Daul G. Clark

1 General Private Sactor Strategy
The expandiug ¢ole of the private scctor has been a key feature of
Egypt's economic experience during the seventies, since thie strategy of

.

El-Infitah (the cpening) wa1s adopted late in 1973. The private sector

o,

has been the leading edge in the response of producers to ucceessive
steps in 1iberalization of the economic system.

A principal objective of El-Infitah has been & broader and more active
private sector, within Egypt's mixed system of public and private eater-
prises. We can distinguish “wo main ¢lements in a purely cconomic
rationale for this objective: First, private companies are likely to
have comparative advantages in carrying out gome of the econcmic adjust-
mants needed for éore rapid de&elopment. For example, they seem to be
comparatively effective in cearching out foreign markets for expanding
{ndustrial exports. Seccnd, by being especially responsive to market
{ncentives, private companics are 1likely to increase competition in domes-—

tic markets. lore competitive markets, in turn, cught to stimulate both

the public and the private sectors to become more progressive. Wle should

1My colleagues thnroughout tuils study have been Prof. Sultan Abu Alv of

Zagazig University and Prof. Johu Stewart of American University in
Cairo. We have worked together in defining procedures, cavrying out the
research, and discussiog findings and implications. Ultimately, however,
T must accept responsibility for the judgments fn this report.



weep these two considerarions in mind as we cxamine the actual experience
with private sector devclopment.
A. The womentum of private sector cxpansion

The private sector enters the eighties with a great deal of momentum.
Tts share in production, although still modest, has been growing, and its
rising investment share implies continuing output growth in the future.

Last year the Ministry of Planning revised the nztional accounts
ostimates for the years 1975 tnrough 1979. AdjustmentS vere made parti-
cularly in sectors in which.private activities are prominent, znd in which
revised sample bases and nev data permitted fuller coverage of tham.l Tor
1979, trade and finance was raised 35% in 1975 prices and 867 in current
prices; housing, 73% and 78%; construction, 8% and 63%. The cembined
eifect of thesc and other adjustuwents was to raise GDP at factor ccst in
1975 prices by 7%, GDP at factor cost 1n current orices by 19%, and the
implicit GDP deflator by 117%. Thus the revised national accounts show a
significantly differeat picture of the present sector structure of the
econcmy. Over the 1975-79 period, they also indicate a marginally hagher
raal growth.rate of the aggrepgate econémy (8.7% ve. 8.5%), a notably nigher
growth rate at curreat prices (24% vs. 20%), and a notably hicher implicit
inflation rate (l4% vs. 117%) .

Wichin the industrial sector, private sector activities arc still
relatively large in certain industries and quite small in others. A 1977
breakdown between public sector and private sector value added for 18

industries within manufacturing (excluding petroleun refining) indicates

1 - .

Sae IMS, Arab Republic of Epypt - Recent Fconomic Developments, January
1981, Adjustmeuts are calculated py comparing the fovised figures with
previously available figures for 1975 to 1979.
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an overall 33% share for the private companies. (See Table 1.) fhe
industries with higher private shares (in order of amount of private
valuc added) wcfc foods (65%), clothing (877%) , wood products (907),
metallic products (38%) , printing (55%), and leather products (82%). Tne
six largest industries with private shares uadex 20% (in order of total
value added) were spinning & weaving (18%), chemicals (20%), basic metals
(8%2), other manufacturing (11%), transport equipment (372), and electric
machinery (38%). This general pattern of private Sector or public szector
concentration invparticular.industries is likely to change only gradually.

The trends over time, however, generally indicate relatively mcre
rapid expansion of the private cowpanies within a given industry. In
those industrics undzr the supervision of the Ministry of Taduscry, thc
recorded velue of output from 1976 to 1980 incrteased by about 247% per
year for the private companies, as against about 19% for the public com-
panies. (See Table 2.) There were differentials in favor of the private
companies in all four of the large industries —; spinning and weaving,
foodstuffs, chemicals, and engineering and metal products. Moreover, as
nministry officials indicate, coverage éf the newer Law 43 companies in
these data is incomplete, and trends of private sector expansion are prob~
ably understated.

The share of the private sector in aggregate investment has also bezn
rising, with significunt implications for the future. Trom 1975'to 1979,
the share of the private sector in gross fixed investment for the economy
as a whole rose from about a fifth to about a fourth, while the share of
the new Law 43 companiecs in total private investment rose from about a
ceath to about half. (See Table 3. These figures are part of the revised

national acccunts.) Within the industrlal sector, Law 43 investwent alone



had risen to 22% of the total by 1979; within services, to 254 (largely
tourism); and within agriculture, to 14%. Since producticn necessarily
lags behind investment, the rising private share in investment implies
that the private share in production is likely to continue éo increcase in
the future.

B, Expericnce under Law 43

The most dramatic element of the new economic policies of Al-Tnfitah
was to welcome Arab and foreign ipvestment in Egypt. The orrangements
for foreign investment, however, have actually worked out as the lkey
chaanel for a much broader process of expanding the role of the private
gector in the Fgyptian economy.

The revisecd investment policies are reflected in Law 43 of 1974, as
clarified in certain raspects by Lavw 32 §f 1977. Investment projects sub-—
ject o Law 43 wust be appfoved and registered by the Investment Authority.
The criteria for approval are quite broad, however. Projects involving
fcab or foreign investors are gencrally expected to ba joint ventures
wlth Egyptian investors. The Egyptian partners wmay be private individuals
or coﬁpanies, or they may be public sector companies, which treat thelir
participation in the joint venture as a private sector subsidiary. DMore-
over, projects which are eatirely Hgyptian owned are eligible for Law 43
status, and a substantial fraction of the projects Qndertaken are indeed
wholly Egypiian.

The most significant incentives under Law 43 are thai approved pro-
jects are exempted from many restrictive laws which would otherwisc apply
to private sector companies. These exemptions permit greates discreticn
in many Llmportant areas —-= hiring workers without going through the ewmploy-

mont offic.s, amount of any distribution of profits to workers, nature of



worl.xr participaticn in management, composition of shareholdars and Loards
of dipectors, rentals which can be charged in nev buildings, imporuing

and exporting wichout licenses. Thus the new private sector ventures
urider Law 43 have an unprecedented scope for opcrating commercially in
tesponse to market conditions.

Law &3 projects are eligible for a number cf financial incentives.
Profits are exempt from che conmercial and indnstrial proefits tax for a
tax holiday perviod -- typically five years, although in special cases
longer. Interest on forcign loans is exempt from both the relevant
schedular income tax and the gensral Income tax during the tax holiday,
apd distributed profiis up ta 57 of investment are exempt from the goneral
{ncome tax indefinitely. The Investment Authority may grant some ﬁrojects
exemption from custems duties and import taxes on their imported capical
aquipment and constructionlmaterials. After being approved many projects
do obtain at least some excmptions.

here are some special provisions for banks in the law. Joint veni~
ture commercial banks, operating both in local currency aund foraign
exchange, are authorized, with a minimum of 50% Egyptian equity. Joint:
venture investment banks are also authorized, coperating only in foreign
exzchange, but free to finance foreign trade as well as investment. Tinally,
wholly foreign branch banks ave authorized, operaﬁiﬁg only in foreign
exchange. The Law 43 banks are subject to Central Bank regulations in
+helr foreign exchange transactions, but in practice have operated quite
freely.

The law also establishes Tree 7ones in which manufacturing, storage,
and services may locate. Projects in free zones can import goods from

abroad or cxport gocds to abroad, free of customs duties and with stmpli-



fied clearance proceduras, ‘Local goods entering a zone pay any applicable
export duties, however, and goods moving f;om a zone into the demestic
cconomy are subject to customs dutics (adjusted jn the case of manufac-
tured products for thc percentage of leocal costs). In lieu of any profits
rax, free zone projects pay the Investment Authority au annual fec of 17
of the value of goods entering the zone (for storage prujects) or leaving
it (for monufacturing projects).

Vhar can be said about the economic effzcts to date of the new invest-
ment projects formed under Law 437

First, the Law 43 program is broad and diverse. There were about
1,300 approved projects, as of Dec. 31, 1980, with totzal autherized invest—
ment of about LE 6,800 million. (See Table 4.) It is helpful for analysis
to sepavate the free zons, banking, and petroleum projncts, which operate
under quite distinctive circumstances. The remaining "ialand non-
financial" projects have an investment value of about LE 4,200 million.
The sector composition of this investment was about 0% in manufactuiring,
20% in tourism, and 10% each in agriculture, housing, and services. Within
manufacturing, the industry with largest authorized iavestment was building
materials (337%), followed by eagsineering products and textiles (17-187%
each), and then foods and chemicals (13% ecach).

Projects are typically joint ventures, as expected. DMore prcjects are
wholly or essentially Eayptian owned, however, than are wholly cr essen-
tially foreign owned. About 407 of authorized capital in tha inland non-

financial sectors is in compenies with nine-tenths or wore Egyntian capital,

N\

about 107 is in companies with uine-tenths or more Arab or foreign capital,

1 . .
The analysis here draws on a Study on Law 43 Investment Policies, carvvied

out »y a working group under Abdel Galeel EL Emary, former Central Bank
governor, and published by the Ministry of Economy in December 1979. Some

.

of the staristics have been updated to Dec. 31, 1980.
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and about 50% is in other joint ventures.

In ihe second place, the Law 43 program has built up 2 considerable
aipeline of approved investment projects which are under exccution or still
being organized, and not yet in production. As of Dec. 31, 1980, only
about 17% of the LE 4,200 of i{nland non-finarcial investment nhad reached
thie production stage; about 44%.was under execution, and the remaining 36%
had only been approved. (Sec Tables 5 and 6.) Sowe such pipelire is an
inherent featurc of any investment PTOCESS, but its size in this case
probably reflects in part remediable delays in the implementation of Law
43 projects. The El Emary report inferred that the most important problem
causing delays was finding a suitable locatiom, with adequate land, infra-
structures, and telephene and utility connections. There was c¢vidently a
strong unsatisfied demand for locatlong in plannecd industrial =zreas.

At the same time, it is aignificant that the movement cf projects
frou the pipeline into production nas recently been accelerating. Between
end-1978 and end-1980, the value of inland non-financial projects ia pro-
duction rose from LE 329 to LE 699 millton (fot manufacturing, from LI €4
to LE 277 million). The value of new appiovals during the two-year pariod,
however; was LE 1736 millioun (icr panufacturing, LE 1036 million). Thus
the pipeline of projects under execution actually increased by LE 524
million (for manufacturing, LE 963 million), while the pipeline of pro-
jects only approved also increased by LE 743 aillion (for manufacturing,

LE 559 million). 1In vicw of the size of the present pipeline, and the
recent trend in projects cutering producticn, it seems evident that the
value of Law 43 investment coming into production will continue to increase

rapidly during the rext few years.



Tn the third place, one of the aims of Law 43 has Yeen to accelerate
{nnovation in products of techniques of production. The E1 Emary study
inferred that a considerable fractien of inland non-financial projects are
introducing new ox better products (ec.g. many projects making plastic
products or engincering products), and that a substantial najority are
making innovations in productive techniques (typically through more irodern
zachinery) or management (e.g. in tourism OT housing construction).

Another alm of the program has been to expand cmploymernt opportunities.
Althougzh employrent effects will increase as more projects coma into pro-
duction, thelr wagnitude will be limited by the fact that the avovage
capital per job in Law 43 projects is about double the overall averdge for
the eccnomy.

Fourth, probably the most important efflect of rhe Law 43 program is
that the new investment pLojects are the leaders in the expansion of the
private sector. The 1,300 approved projects involve formation of a large
nunber of new private companies. These companies are permitced to operate
much more responsively to market forces than could the older private com~
panies, and they also benafit from initial financial incentives. The 40%
of projects which are wholly or essentially Fgyptlan-owned are the key
channel through which private individuals (including returried emigrants)
are investing. In addiclon, <he 50% of projects which are essentially
jolnt ventures include wmany in which the Arab eor fcrelgn partners can con-
tribute improved prqduct designs, preduction techniques, or management
experience. Thus the private companies operating under Law 43, though still
only a small part of the economy, ave a significant source of competitive

market pressures in a more liberalized economy.
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Moreover, the Lav 43 program is affecting the deminant public sector

3}

of the cconomy. About a fifth of inland non-financial investment under
Law 43 is in projects in which public companies are partaers. Such pro-
jects arc most pgominent in tourism, agriculture, textiles, and building
materials. Public sector managers typically seek joint ventures in order
to avoid the many constrainta on managerial discretion under which they
have chafed. ZIntering joint ventures poses certain problems for the vigor
of the pareat companies, and raises broader policy issuesil put the point
here is that Law 43 cnables soma public companies, through now private
subsidiaries, to become more responsive to market forces in part of thelr
activities. In addition, public sector companies will increasingly have
to react to competitive pres&ures from the private sector.

The Law 43 banks also appear to be playing a signiflcant iole 1n
modernizing the banking sector of the economy. (The new banks' activi-
ties in financing trade and investment are analyzed in Part 111.) The
El Emary report observed that they.have been a significant channel for
repatriation of Egyptian‘foreign exchange holdings, provided banking sar-
vices need by other Law 43 projects, helped create an active iuter-bank
market 1n Egypt, contributed to lowering interest premiums over london
inter-tank offering rates which Egypt pays in financing cxports aud Imports,
and begun to stimulate the four public sector Egyptian banks Lo become
wmore competitive. At the same ¢ime the report concluded rhat the existing
number of bauks was already sufficient for these purposes, and suggesied

ways in which the four public sector commercial banks could respond move

1.
Sea Leroy Jones, Improving the Operationnl Lfficiency nf Public Indus-
trial Enterprises in Egpypt, (another study im this project).
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actively to competition and to new bankiang opportunities.

" Thus the experience under Law 43 1is pred;minantly one of wmomentum and
achlevement. Thérc have been two problem areas, however, which are particu-
larly velevant fer private sector industrial develcpment strategy.

Oue problem is that exports by Law 43 companies have cften been less
than originally expected. The law emphasized exports as an ocbjective, and
many projects projacted significant experts when they were approved, Anong
inland manufacturing projects that were in production by end-1978, projoects
proposing to export over a chird of output had 52% of guthorized invest-
ment, znd prejects proposing to export smal Ler prvoportiecns had 127 of
{nvestment. Our company interviews in Part II show that there is actualiy
an iwmpressive range of export activity among Law 43 companies, yet at the
came time a number of companies which expected to export arc uoct doing s0.
There seem to be two general reasons —-= apart from simply over—optimistic
goals set during the approval process. The eccnomy has been expanding
rapidly and having considerable inflaticn, so that domestic sales have baen
easier and morc profitable. The liberalization of foreign exchange availa--
bility, parﬁicularly through the own cﬁchange markat, has reduced pressurd
to obtain foreign exchange through exports. To address this export problem,
rhe E1 Emary report cmphasized general expert promotion policies to raise
.the profitability of exports relative to domestic sales for the whole
economy.

Another problem is that the experience with the Free Zones has been
disappointing. One would expect Egyptian free zoues to attract signifi-
cant expert oviented manufzcturing, in view of Egypt's location near Eurcpe

and at the center of the Arab world, and its expericnce as the most indus-
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trialized large Arab ccuntry. Approved fre: zone projects actually amount
to about a fifth of total authorized investment under Law 43, +ith manufac-
turing projects about half of the free zone totul, storage projecis some-
vhat ovsr a quarter, and Lervice projects somewhat under a quarter. But
most of the manufacturing investment was not under execution by end-1978,
so about 85% of the lunvestment actuvally in production was in storage or
sorvices projects.  The difficulty is partly that infrastructure invest-
ments in the crganized public free zones have lajmed, SO many projects
Lhave located temporarily in aveas designated as private free zcnes, or
have simply been delayed. Unwillingness of Arab Common Market countries
to consider free zone exporters c¢ligible for tariff prefercnces, and the
political estrangemant botween Egypt and.other Arab countries, ha é been
obstacles.

The carly prominence of storage projects in the free zones poses PLob-
lems. They yield less employment and lower raturns to the econcmy than
manufacturing, have rent and tax advantages in competing with storage and
wholesale trading companies located inland, and occupy a large fraction of
the limited land area in the existing zones. They also require more diffi-
cult coatrols against smuggling. The El Ewmary report proposed that the
Authority should not approve additional storage projects, and should raise
rentals aud seck to release space within the zones for macufacturing., It
also suggested that the Avthority should schedule constiuction to speed
completion of thosc areas within zones which are furthest advanced, aud
should operate sowe areds within the larger zones as industrial areas for
{nland industrial projects.

Despite these problem areas, the general experience under Law 43 secms
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to demonstrate how responsive Lo market opportunities private sector
companies are, when the legal and economic environment enables them to be
so. The momentum built up bi the new Law 43 companies during the seventies
provides the foundation for further progress in private sector industrial
development during the cighties.

C. The private sector other than Law 43

private companies other chan those formed under Law 43 fall into two
groups.l One group are companies formed under Law 26 of 1954. These are
companies with a legal cxistence iudependent of the persous of tlair
owners, and may be organized eithev as joint stock companies or as one
of two forms of limited liability companies. They arz subject to the
Companies Adminiscrstion of the Ministry of Trade. The other group are
partnerships formed uider the gereral commercial code. They are consi-~
drved legally as extensions of the persons of their partners, and may be
organized either as limited or as general partnerships. These companies
are simply registered in the Commercial Registry.

Ag of the end of 1979, the Investment Authority indicated that there
were 724 Law 43 companies, of which 396 were joint stock companies The
Companies Administration indicated that there were 308 Law 26 companies,
of which only 47 were joint stock companies. The Commercial Registry
sndicated that there were 82,000 partnerships, predominantly of the
general (unlimited liability) type. Although the data are not fully
comparable, it appears that the Law 26 companies have only a modest

fraction of the investment and the cmplovment of the Law 43 companies,

1 . . ,
Sce Hafez Chanem and Dina Dakroury, "A Review of the Fconomic Effeccts
of Changes in the Companies Law," unpublished paper, April 1980.
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and also much less than all the partnerships taken together. Cver the
three years 1977 to 1979, while about 500 companies were Leing formed
under Law 43, obout 100 were formad under Law 26.

D. Indications of growth and competitiveness from company interviews

As one imporgant part of this study we have interviewed owners or
executives of 46 private scctof companies about their domestic growth
and competition (see Part I), export sales and problems (sce Part 10,
and iuvestment financing sources and problems {see Part IiI). Tha com-
panies were chosen frem four industries —- textiles (i3), chemical pro-
ducts (11), englneering and metal products (15), and foods (7). They
included three kinds of companies —- Law 43 joint ventures (21), Law 43
Lgyptian companies (11), and other Egyptian companies (14). The inter-
views pursued the same general questions, in a flexible style that permitted
pursuing interasting cxperiences, and were conducted by one or more »f the
three principal participants in the study.

The 46 ccmpanies are not intended to be a representative sample of all
private sector industrial companies. Rather, our sample is designed co
reveal reasonably representative experiences -- in domestic production,
exports; and investment financing —- that the three kinds of companies in
four interesting industries have had.

The Law 43 companies were selected from the records of the [uvestment
Authority, and most of the non-Law 43 Egyptian companies had been borrowers
from the Development Industrial Bank. The sclection of individual com-
panies sought to exclude ones that had not been in production for two
years, and to inclule a signf@icant number that were thought to be export-

ing. The companies turned out to have equity capital mainly in the range
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LE 200 thousand to LE 5 millicn, and employment mainly in the range 25 te

1090.

The general picture of cxpansion of ﬁroduction and sales is impres-
sive. A third of the companies in our sample are cxpanding production
and sales by 20-30% per year, and ha.f are expaunding at rates higher than
chat. A sixth are growing relatively slowly or not expanding, and a few
facg real difficulties. Although these figures gsually refer to values,
the rates of voluwe increasc probably average only moderately less, since
many companies had only recently started production. Very rapid grow<h
scems to be most frequent irn the textile industry, and least frequent in
the foods industry. Very rapid growth secers te be rmore frequent among
Lav 43 companies (vhether they are joint ventures or wholly Fgyptian),

but is also found among the non-Law 43 Fgyptian companies.

In discussing their competitien in the domestic market, the competi-

tive advantage most frequently cited by the companies was quality of product.

Quality referred variously to material used, technology embodied in the
product, quality control, and style. The other commonly cited advantage
was marketing effort and sarvice to customers. This referred variously to
prompt and frequent deliveries, dealing directly with customers, providing
maintcnance service, and adapting products to customers' needs. It may
alco be noted, as an indicator of competitivences, that among the companies
with rapid or very rapid sales growth, four were selling primarily in
expert markets and five weve making substantial export sales.

The jnterviews did not obtain iuf wmation from vhich firm estimates
could be made of the levels of protection against import competition which
companies are vecelving. (In principle we would like to calculate an
effective rate of protection, or ERP, which measures the effect of tarlffs

or subsidies, on both inputs and outputs, upon the profits and wages earned
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by domestic producers.) However, we can make'some suggestlve guesses about
whether protection is high, medium, cT jow ~- based on percentages of imports
in value of product, tariff rates reported on some products and irputs,
comments about import compet.ition, and extent of export gales, In tex-
tiles, many companiés are capable of exporting -- particularly cotton pro=
ducts, but alsc sume products of other materials. At the same tine, soﬁe
companies secm to have high protection (e.g., ERP perhaps 250%) on domestic
sales of clothing of synthetic matevials. This apparently results from
much higher nominﬁl tariffs on products considered luxurdies than on imported
materlals used to produce them. In chemical products aud engineering and
metal products, many companies seem tO have medium protection (e.g., ERP
perhans 40-60%). This apparently results from nominal tariffs of perhaps
40-60% on the products, which are often intermediate gocds or construction
iuputs, eund glmilar taciff rates on the imported materials. At the same
rime, some companies in these sectors can export, some seem to have low
protectiou, and some high. In food products, many companies scen to have
modium.or low protection.

To get the foreign exchange necded fer imported inputs to their produc-
tion process, the great majority of companies in our sample purciuase dollars
in the own exchange market. Another significant group meet their forecign
exchange needs from their own exports, while two obtain partial payments
from scme custemers in dollars. A third group get foreign exchange alloca-
tions from the official pool, but since the cllocaticens are Insufficient or
delayed, they also drav on the own exchange market.

Thus the general picture is rhat most of the private sector companies

juterviewed are cxpanding production rapidly ot very rapidly, tnat they are
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competing in domestic markets on the basis of product quality and especially
service O Cusiom2rsS, that a signiflcant fracéiou arc capable of exporting,
that many can operate with a medium or low level of tariff protectlon,

and rhat most.rely on the own exchange marliet to ueet their operating needs
for foreign exchange. e will examine other aspects of these companies'
experiences in Parts TT and III, with respect to exports and to investment
financing.

Underlying tne general picture there are many interesting stories about
the respensiveness of individual companies to market opppttunities, as they
arise in curresnt operations. One company is shifting a step in the produc-
tion process from a European factory to the Egyptian factory. One couwpany
showed a customer how he could cut inventory costs by relylng on the com=
pany's readiness to make Erequent deliveries of any varieties ordered.
several companies are phasing out a low profic product in order to focus
on higher profit products. One company, which has had difficulties reach-
ing irs sales cbjectives, is dévoting part of its capacity to supplying a
single'customer, and shifting o;her capacity into & new product. One com-
pany is building a Factory to cxpand from its present stage of producing
its product into an earlier stage. Other instances of companies' enterpris-
ing actions will bo noted when we consider exports and investment finaucing.

The private companics in our sample often had dealings with public
sector companies as suppliers or customers, although they teanded to prefer
dealing with private companies. A complaint about public sector ;uppliers
was infrequent and unrcliable deliveries; some textile companies vewound
yarn from public scctor wills to vemove flaws. A complaint about public

sector customers was that the tendering procedures let small price differ-
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ences dominate Quality considerations. The companies interviewed also
often had public sector competitors, but very fow seemed to feel signi-
ficant pressure from them. Most indicated that they could readily out-
compete public rivals because of product quality and especlally custcmer
service. This suégcsts ~hat continuing expansion o¢f the private sector,
with a competitive edge in responsiveness to customars’' needs, is Yikely
to exart more and more pressure for reforms ro improve the competitiveness
of public séctor companies too.
E. Current policy proposals for encouraging the private sector

It happens that at the time this study was being made, the Egyptian
government was considering three important policy proposals for further
encouraging the growth of the private sector. The first is a ncw Compaay
Law, revising and rerlacing Law 26 of 1954, which would enable all private
companies to operate in a more flexible markat orientad style, similar to
that row permitted onty for Law 473 companies. The second is a revision of
corpany and indiyidual income taxes, which would make the tawation of income
from profits wore equivalent to the taxation of income from interest and
from other sources, and would lower tax rates. The third is a broader
range of ideas for development of financial mavkets, as crucial intermedi-

aries between private savers and private iuvestors.

5]

The company law and the income tax revision weré passed by the Pcople
Assembly in August, 1981, and the third group of proposals are heing con-
eidered in the new Capital Markecrs Authority and other concerned agencies.
These three policy initiatives may have im acts on private soctor davelcp-
ment as significant as the major policy redirection under Law 43,

The ancw Company Law is first of all a modern law, designed wo facili-
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tate formation of private companics and to engble thew to operate flexibly.
For example, it simplifies procedures for forming a company, permits com-
panies to have authorized capital larger- than iLssued capital, authorizes
mergers and allows companies as well as persons to be partners in limited
liability coumpanies, shavpens requirements for independent auditovs, and
strengthens vights of individual shareholders.

Most importantly, the new law eliminates or modifies greatly the
restrictive provisions cf Law 26 which were introduced during the sixties.
These provisions have curely inhibited puvivate sector activities in many
ways. In particular, as dmpliecd in section C above, they have apparently
led private investors to prefer to remain as partnerships rather than
companies, and whenever possible to make investments under the Law 43
rather than the standard arrangements.

Law 26 now rcquires, in the case of joint steck cowpanies, that at
least four members of the board of directors be elected by the workers.
The new law permits {ia executive regulations) other forms of worlker parti-~
cipatién In the management of a company. e.g. making board membership con-
tingent on the union having the necessary ownership of shares. Moreover,
the new law clecrly gives to the board of directors full authority to
manage the company. It also eliminates for all companies the present LE
5000 limit on annual compensation for any officer, director, or employes.

Law 26 now requires that 257 of distributed net profits bhe allocated
directly or indivectly to the workers. The new law changes this to 104
of distvibuted crofits (or 100% of the wage bill, whichever is smaller),
for companics with more thaa LE 20 thousand of capital., UNaturally this

issue has been conivoversial, but from the standpoidnt of unloans it is
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reportedly acceptable, and Erom the standpoint of owners it scems to be a
ressonable accomncdation %O traditicn and to a broadly-stated article In
the conatitution. The new lawralso drops a mandarory allocaclon of 57 of
distributed profits for purchase of government bonds.

The Shura Council added to the draft law a broad provision granting
to companies Zormed under it all'of the benefits of Law 43 companies excent
repatriation of capital ard profilts. Depending on how it is interpreced
and implemented, this could have two distinct kinds of effects. First,
it could extend to all companies some Very important Law 43 exemptlons
from restrictive featuces cf other laws -- from haviaug LO hwire wew 2wploycees
thrcugh the employment offices, from belng subject to rant centrols on neu
buildings, and from having to obtain licenses for Ilmports and exports.
$acond, it could extend five year fax holidays tc all companies that invest
in the broad ficlds listed in Law 43, with the approval of the Tavestnent
Authority.

From the standpcint oi private gector development, the first group of
effects seem clearly desirable. Indeed they are necessary to enable new
companies tc operate as competitively as Law 43 companles. The second
effect ~- generalizing the five year tax holiduys -- seenms undesirable.

The government's large iscal deficits, and tie serious inflation to which
they are contribuzing. imply that no proposal for tax reductions should be
accepted ualess it can be justified by large benefits to the economy &5 a
whole. Whace tax holidays rake economic sease, the case for ghem is that

they can be focusad on some Linds of investments, for whilch the real

profitability to the whole economy 1s notably higher rinan the financial

profitability to the company. They should not be given to other more
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"average' investments. Ar argument of 'treating everybody the same' is
not adequate. (An amusing feature of the debate in the Assembly is that
this argumant was used by spokesmen f£or companies in trade and services
to contend that the holidays shculd not be limited even to the broad
fields listed in Law 43.)

Turning to the law revising income taxzes, there are three aspects of
{1t which call for comment.

One basic difficulty with the present system is that it consists of
syve schedular taxes on different sources of income =-- wages and salaries,
commercial and industrial profits, the professions, movable property (i.e.,

distributed profits, dividends, and interest) and real estate. Both the

tax on profits and the tax on distributed‘profits or dividends are éollected
at the company level, although in principle the company 1s liable cn the
retained profits and the owners oOF shareholders on the distributed profits.
Combined income after the schedular taxes ls then subject to a general
{ncome tax, which has very progressive rates, but in practice yieids little
ravenue.

This kind of system leads to differences in marginal rax rates upon
different forms of income, and distorts inceutives, since the various
schedules have different rate schedules and exemptions. It also leads
to horizontal inequities between taxpayers with the same total incomes,.
but getting their income from different sources. The income tax revision
retains the schedular'system, however, and (as in the interim tax law of
1978) patches it up to address the most urgent problems.

From the standpoint of private sector industrial development, the

most urgent problem in the present system is that the tax burden on inceme
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from profits has been highcr.than on income from interest. In the early
seventies, the schedular tax rates both on gommercial and industrial profits
and on distributed profits, dividends, and intcrest were at Elat rates,
carried over from the past, of about 40%. Then at various times in the
late seventies, pa;tly in order to avoid conspicuous {ncreases in nominal
intarest rates, interest from alﬁost all forms of firancial assets has been
made tax exempt. The exemptions apply to time deposits, savings deposits,
term deposits, investment certificates, development bonds, and dollar
deposits -- essentially everything except government bonds purchased com-
pulsorily. Private savers tnerefore now have a clear, large tax incentilve
to prefer interest income over income in the form of distributed profits

or dividends.

The tax burden on income from profits has also been higher than on
income from wages and salaries and from new real estate ventures. The
schedular tax on wages and salaries has an exemption and a sequence of
lower to higher bracket rates, which hold down the average tax burden.

The schedular tax on real estate has percentage rates on assessed values
of land and of buildings, which for new ventures not subject to rent con—
trol typically work out considerably less than 40% of income. The nost
werrisome tax differential, however, is between income from interest and
income from prefilts. |

The income tax revision has an ingenious device to reduce this tax
discrimination against profit.income. A reduced tax rate on distributed
profits or dividends is to be set below the standard tax rate, which applies
to retained profits, by an absolute percentage rate equal to the highest

tax-free interest rate on deposits authorized by .the Central Bank in a



given year. In principle both retained profits and distributed profits of
companies are to be taxed under a nev schedulgr corporation tax, rather
tlan under the former profits and movable property schedules. But the
effoct is still that the company {s liable on the retained profits, and the
owners or shareholders on the distributed profits, at the new reduced rate.
In addition, under the general income tax, there is a rough allowance for
the taxes on profits paid at the company level -- in the form of deducting
from total taxable income half of the dividends or distributed profits
raceived.

A reasonable tax policy argument can be made that a better way to
narrow the tax differeuntial between profits and interest would be to
reduce the tax exemption given to interest. This approach would be more
consistent with facing tﬁe government's fiscal deficits. But ome way or
the other, cutting substantially the tax differential between profit income
and interest income is a constructive step. It should provide a signifi-
cant stimulus to the flow of savings into private sector investment. It
also has the effect of reducing the tax differential between profit income
and income frbm wages and salaries or réal estate.

A third aspect of the tax bill is that it lcwers tax vates in all the
schedules and in the general income t&X. It does this mainly by canceling
ﬁhe defense, security, and jihad surcharges on the basic income tax rates,
and setting new income tax rates between the present basic rates and the
present rates plus surcharges. Under the new corporatlon tax on profits of
companies, the standard rate becomes 32%, compared to the present schedular
rate of 427 on commercial and industrial profits. Partnerships and indivi-

duals have new rates, under the schedular tax on commercial and industrial
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profits, that range from 20% to 32%, depending on the amount of profits.
Somewhat similar reductiouns are made in all the other gchedules. The
general inceme teX {s to have an exemption of LE 2000, and rates from a7z
up to 50%, coﬁpared to the present top bracket rate of 80%.

Given the goverrment's basic fiscal problems, and the inflationary
tensions to which they are contributing, it is hard to avoid the concluéion
that these across-the-board tax reductions are too widespread and too deep.
As a sllver lining, however, a cut of this size in the taxes on company
profits ought to have a demonstrable positive impact on the amount of
retained profits used for reinvestment by private cuompanies and partner-
ships.

The policies for development of financial markets are not yet specific
draft laws, but a range of ideas for ways to encourage flows of financial
savings from private savers to private investors. They are being consi-
dered in the Capital Markets Authority, the Central Bank, and other agencies
and the Internaticnal Finance Corporation of the World Bank has been drawn
upon as a consultan't.1

policies for financial development need to encourage both the demand
for and the supply of publicly held shares in joint stock companies. On
the demand side, the new income tax law will already raise significantly
the attractiveness of shares relative to interest yielding financlal assets.
In addition, extending the existing tax credit for initial invesiment in
Law 43 shares to subsequent public issues by Law 43 companiles, and to

initial investment and subsequent public issues by joint stock companies

1 -
See IFC, Report and Recommendatiorns on Development ot Capital Markets in
Egypt, January 1981,
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formed under the revised Company Law, would bg reasonable steps. Longer
run institutional improvements, such as strengthening of auditing proce-
dures and of the stock exchanges, would help. But probably the most impor-—
rant impact on dewand would be a succession of public issues by established
profitable companies during the next few years, which are priced to sell
and subsequently receive continuing dividend increases.

On the supply side, policies must recoguize that the great majority of
private companies will continue to be family entezprises, and will typically
operate either as.limited 1iability companies c¢r as closely held joint
stock companies. Thus the companies most likely to be induced to make
public share issues are Law 43 joint stock companies which want to expand
their initial projects, and older companies which, under the new Company
Law, reorganize as joint stock companies and then expand their investmant.
The pdicies needed are various forms of suasion (a term intcnded to embrace
informal pressures, CHA regulations linked to company size, and 1if neces-
sary some tax sweetening) both to induce more private companies to adopt
the joint stock form, and to induce more established companies to finance
expansions through public share issues.

Selected public sector companies are also suitable for issuing shares
tp draw on private savings for e:{pansion.1 The main criteria are that they
be profitable without high subsidies or protection, be engaged in activi-
ties for which commercial principles are appropriate, have a substantial
private share in cwnership and the board of directors, and be permitted to

operate as private companles free of government coutrols. Law 111 of 1975,

Lsee Ministrv of Econemy, "Policy Study in Issuing Shares of Public Sector
Companies,' March 1979.
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which prohibits any reductions in the existing rercentages of public cwner-—
ship in public sector companies, would of course have to be revised. Over
time, the proposea general reforms of the public sector, 1if adopted, would
increase greatly the number of public sector companies suitable for issuing
shares.

Tha bulk of private savings in financial forms will continue to fléw
into interest paying deposits and other claims on financial institutioms,
however, and here there are other promising policies. Probably the most
important is to céntinue the'gradual process of raising nominal interest
rates on pound-denominated assets until they offer substantial positive
real interest rates (corrected for inflation) -- that is, uncil they approach
levels which are clearly competitive with alternative uses of private sav-
ing. Nominal deposit rates now range from 5% to 11.5%, and normal lending rates
from 13% to 15%, whereas the general rate of domestic inflation is at least
15%, and longer-term dollar deposits yield about 17%. When and if domestic
inflation drops closer to international inflation, or international interest
rates drop closer to domestic rates, these occasions should be seized us
opportunities to let real interest rates continue to rise toward competitive
levels, not as occasions to cut nominal rates again. Another constructive
policy would be for the Central Bank to encourage Law 43 banks, public sec-
tor banks, and insurance companies {suasion again) to expand their portfolio
investments in private companies' shares. A rcle for some banks as charnels
for distributing new share issues to the public, on a best-efforcs basis,
might help stimulate interest in this use of their own funds.

We would judge that passage of the new Company Law and the revised

{ncome tax law, and then introduction over several years of a seriles of
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policy measures Lo develop the financial markets, would constitute a water-
shed‘in‘private sector developnent comparable to that of adopting Law 43

in the early days of'El-Infitah.v in particular, there is probably a back-
log of company reorganizations and expansion investments which have been
held up during the extended discussions of the two proposed laws. Althkough
one may reasonably criticize some specifics, and urge further actlons not
now proposed, these three jnitiatives taken together are 2 constructive

and {mportant advance in private sector development strategy.

F. Possible contributions of pxternal donors

The principal aim of cxternal donors, wicth respect toO general policies
for private sector development; should be to be supporti&e of the three inter-
related initiatives which the government is pursuing. The most effective
aid instrument foT this purpose would be program or Sector assistance, to
cushion the incremental costs in the balance of payments OT (especially)
the government budget of adjustments to these new policies. Readiness to
provide such assistance may also help encourage the government to move ahead
with some of the promising ideas on the agenda for financial market develop-
ment over the next two OT three years.

One specific possibility for project assistance also emerges from the
analysis so far. It is project support for constructing planned industrial
areas for inland industrial investments, which have iand ready for use,
adequatc basic infrastructures, and utilicy connections. Although the
benefits from prepared areas in free zones have been limited, prepared inland
areas would easc what scems to be a serious bottleneck in prompt implementa-
tion of industrial projects. A project for such areas could also help in

addressing some basic issues of geographical lccation for Egyptian industry.
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II. Industrial Export Strategy .
A. The key role of industrial exports in developmeut strategy

kapid expansion of industrial exports is probably the key cempouent
of an overall deve;opmenc strategy for Egypt appropriate for the eighties.
There are three main reasons.for the priority of industrial exports.

First, rapid growth of industrial exports is needed to maintain the
ready availability of foreign exchange upon which continuing overall pro-
gress in an open economy depends. The expansion of foreigﬁ exchange avail-
ability ia the seventies has depended mainly upon remittances, external
aid, tourism, the Suez Canal, and petrolaum. Receipts from remittances and
peiroleum will probably at best be rising much more slowly in the latter
eighties, and there 1s a political risk that remittances wight actually
fall. It is probably undesirable, as well as infeasible, for Egypt to rely
on higher flows of external concessional financing than at present. Thus
a central objective of development strategy must be to carry thrcugh du-.ing
the eighties a transition to greater.self reliance in obtaining foreign
exchange.l

Of the main possible sources of additional foreign exchange, industrial
exports seem much the most promising. Although improved policies may vield
nodesi lncreases in agricultural exports, rising domestic demands for fnod-
stuffs and industrial inputs are a fundamental constraint. Although contin-
uing industrial development will lead automatically to some import sibsti-

tution and foreign exnchange savings, a policy of encouraging further import

lSee World Bank, Domestic Resource Mobilization and Growth Prospects for
rhe 1980s: Arab Republic of Egvpt, December 1980. Also Heury J. Bruton,
"Egypt's Development in the Seventies'', Economic Development and Cultural
Change, forthcomilng.
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substitution by even more protective measures than at present would have
high real economic costs per dollar saved. .Expansion of industrial exports,
on the other hand; would take advantage of Egypt's location close to
Eurcpean and Arab markcts, and her capacity and experience as the leading
industriai power in the Arab world. With well designed policies, industrial
exports should be capable of elastic expansion at comparatively low real
economic costs per dollar earned.

Second, rapidly increasing industrial exports are ncedéd in order for
the economy to generate a sufficient growth of employment during the eilghties.
Since the labor force 1is likely to increase more rapidly than in the past,
snd since such important sectors of employmcnt'as emigrants abroad and the
government will probably not be expanding as they did in the past, the two
principal sectors for future employment expansion must be industry, first
of all, and trade and servics:s.1 Moreover, expansion of industrial exports
is likely tc be essential if the industrial sector is to contribute suffi-
ciently to employment growth, for two reasons. On the one hand, industrial
exports offer elastic markéts which would permit industry to expand its
output more rapidly than domestic demand. On the other hand, the industrial
products most competitive in export markets tend to be more labor intensive
than the vest (though not in all cases). Thus an increasiugly export ori-
ented industrial sector would both expand output faster and generate more
employment per unit of output than otherwise. In addition, employment in

the trade and services sector, which is comparatively labor intensive, would

l. A

See Bruce Vermeulen and Gustav Papanek, Labor and Industrial Promotion in
Egypt, (another study in this project). Also ILO, Erplovment Oppovtunities
and Poverty in a Changing Iconomy: Egypt in the 1980s, forthconing.




be stimulated indirectly by more rapid growth of industrial oucput -and
employment, 8 well as digectly by export and import transactions.

Third, rapid'eipansion of industrlal exports can coutribute greatly
to making the industrial sector increasingly.cfficient as the sector grows.
Those industries within the sector which are capable of exporting signifi-
cant percentages of their outpuf must sell competitively at international
prices. They must thercfore have comparatively low real costs, in terms
of the amount of domestic capital and labor used to produce a given value
of output. Those industries which cannot exporf, and must sell virtually
all their output ac home, typically have comparatively high real costs.

That ls, they use much more domestic ~apital and labor to produce an‘equi—
valent value of output for the economy. Such industries are able to pay for
the extra capital and labor they use only because they typically get some
fcrm of protection, which permits them to raise their domestic prices above
he international prices. Clearly, trapid expansion of the exporting indus-
tries, by shifting the industry mix toward those vwith comparatively low

real costs, will increase the overall efficiency of the industrial sector

as it grows. Rising efficiency, in turn, is the basis for rising real
incomes of the capital and labor employed.

What is involved in a development strategy emphasjizing rapid expansion
of industrial exports? We will explore various aspects of this question in
the following sections. But one point should be emphasized immediately:
industrial exports cannot Ye turned on abruptly when needed, like water
from a tap. It takes time for the government to adopt and implemecnt energe-
tic export promotion policies, for companies already exporting to widen their

sales channels and adept additional products to export markets, for companies
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not now exporting to recognize new profit opportunities and wake investments
to break into export markats, and for all these actions to cunnulate into a
substantial impact on the economy. An industrial exports strategy must be
launched now in order to yield substantial foreign exchauge, employment,

and industrial efficiency benefits by the latter eighties, when they will

be most needed. |

B. Indications of export capability from company interviews

Our interviews with private companies revealed a numbéf of suggestive
points about export potential in the industrial sector.

Export activity was more widespread among the couwpanies interviewed
then we expected. Nearly a third of the companies were either exporting
the bulk of their output or exporting a substantial fraction (like a third).
About another quarter were either exporting small amounts of their output
or had plans to export that had some concreteness. This left about half
which were selling only domestically, and either not intending to export
or expressing only vague interest in.future exporting. The substantial
exporters were most frequeﬁt in the textile sector, but were also found in
engineering and metal products, chemicals, and foods. Indeed, one inference
we draw from the interviews is that the principal factor determining whether
a company is export oriented is often the enterprise of individual owners,
rather than more general sector circumstances.

The exporters were drawn mainly from the Law 43 companies -~ both the
joint ventures and thé Egyptian owned companies --— and were rare among the
non-lLaw 43 Egyptian companies, except in the cextile industry. Although in
some of the joint ventures the Arab or foreign link seemed to contribute to

exporting, the main advantages of the Law 43 companies as a group Over the
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non-Lavw 43 companies wzre presumably their freedom to operate flexibly and
cheir ipterest in cousidering exports. On the other hand, although most of
the Law 43 companies had proposed to export when they were approved, only
half of those‘that had proposed to do so were actually exporting.

The principal export markets were in Eureope, particularly for companies
exporting textiles and engincering products. Arab markets were nearly ;s
important, particularly for companies exporting products used in coustruc-
tion and foodstuffs. Although many non-exporting c anpanies referred to the
Arab‘boycott as a reason, only one had had a sharp fall in exports to Arab
countries, which it artributed to the boycott. A modest number of companies
were selling to the U.S., often commenting that it is harder to break in
there than in Europe. In discussing how they marketed exports, many com=
panies stressed Ehat they exported directly through their own agents oOr &0
visiting buyers, and some described very energetcic investigations and sales
efforts.

One area explored in the interviews was experiences with government
regulations affecting exports. Here a distinction must be drawn between
the textile industry, where the Cotton Textile Consolidation Fund has a
central role in everything involving cotton, and the other industries.

The CTCF allocates raw cotton and cottcn yarn to USEIS, grants export
liceunses, approves product quality and degign, and sets minimum export
prices. Textile companies working only with synthetics are little affected
by the CICF. Some companies indicate that theirrworking relations with the
CTCF go smoothly; they tend to be older companies whose operatlions are also
linked with the public sector. Other companies complain greatly about CICF

controls, particularly minimum export prices which they say do not recognize



specific competitive circumstances, or pricing tactics needed to make inijtial
cales. These companies tend to be newer and ﬁore assertively private. The
extensive controls of rhe CTCTF over cotton textile exports do seem to be an
anomalous carryover from the past.

In industrles other than textiles, the General Organization for Exports
and Imports grants export and import licences, and overseces minimum export
prices and quality controls. Among the companies we interviewed, only a
few non-Law 43 exporters reported difficulties with "red tape' in the Customs
and the Export—Import Organiéation.

Many exporters were asked about their experience with the customs
drawback scheme, which permits exporters to obtain refunds of customs
duties paid on their imported inputs. Only two indicated that the scheme
worked satisfactorily for them -- ani both were cases in which the {mported
inputs were components of considerable value and customs duties were waived
in advance. Other companies either complained about extremely long delays
in obtaining drawbacks, or said they didn't even apply for drawbacks because
the complicaticns were LoO great. The existing drawback scheme seems to be
almost‘a compiete failure as a policy té facilitate exports.

Probably the most significant results of the interviews were indica-
tions of the sensitivity of cémpanies to the relative profitability of
éxport sales and domestic sales. A large majority of the companies that
obtained different prices for their exports and their domestic sales stated
rhat their export price was 1ower:— (Only some food companies wer; the
ecxceprions.) Why then did these companies export? Some companies said
that larger export orders and production runs Jowered costs to offset lower

prices. Several companies noted that their export earnings enabled them to
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finance import neeas without paying the hipher exchange rate required to
purchase own exchange. Some non-Law 43 ewporters of cotton textiles received
an éxpért subsidy from the Cotton Textile Consolidation Fund. Vor non-
exporters, on the other hand, the standard reason given for rot exporting

was that the domestic market readily -~ and profitably -- ahsorbs their
output. These indications of coﬁpanies' sensitivity to comparative prices
and to other influences on export profitability suggest that any policies
which effectively raise returns on exports vis-a-vis returns on domestic
sales could lead to significant reactions.

There were several indicatlons of the sensitivity of companies to
exchange rates, as well. The keenest complaints about exchange rates came
from cotton textile exporters, who were required to convert their export
proceeds at the -70 plaster rate, aithough they typically had to purchase
in the own exchange market at least part of the foreign exchange for their
imported inputs, at rates rising into the 85-90 piaster range. The fact
that about half the companies importéd between 35% and 75% of the value of
their material inputs, and that most use the own exchange market to finance
them, indicates that the own exchange rate is a key factor in their cost
and profit calculations. The fact that a prominernt motive for exporting is
to ecarn foreign exchange instead of buying it at the own exchange rate
suggests that offering this rate to sxporters who now get only lower rates
could significantly affect export incentives.

The interviews also bring out a number of revealing stories about
individual export experiences. One' company's exports are coordinated with
the operations of an associated European company, so that production sched-

ules in both Egypt and Europe may be adjusted as the companies expand.



One company, as part of an imaginative marketing effort to enter the U.S.
market, had adapted its preduct in design, coior, and size to meet Amcrican
tastes. One owner travels extensively to Arab and African countries each
year, to keep in touch personally with the markets and to establish new
outlets in additional countries. One company, producing high technology
products uced in construction, stresses direct sales to contractors abroad
who will recognize the technical advantages that warrant relatively high
prices.

These individual experiénces {1lustrate the kinds of enterprising
activities that may be required for expanding industrial exports. They also
suggesg that private sector companies are likely to have some natural
advantages in exporting. Responsiveness to changing market opportunities
and readiress ta adapt production to customers' needs are presumably their
greatest strengths. (In consideriié reforms of the public sector, a speci-
fic focus on changes to stimulate éxport competitiveness would nevertheless
be a promising approach.) Thu; policies for expanding exports and policies
for developing the private sector are likely to reinforce each other.

C. Export trends and policies

Industrial exports have not contributed significantly to the overall
expansion of foreign exchange availability in the seventies. That depended
predominately on receipts of remittances and externai aid, and on exports
of tourism services, Suez Canal services, and recently petroleum. Never-
theless there have been some significant changes in the level and composi-
tion of industrial experts, which suggest thatAthey could be more dynamic
in the future.

The total value of industrial exports increased about 207 per year
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from 1977 to 1980. (Sce Table 7.) Exports for convertible currcency in-
creased more rapidly (about 23%) and exports ¢hrough bilateral accounts
more slowly (atout 13%), as some bilateral argreements ended and as a larger
part of exports were sold in Western Europe. The value of private sector
exports expanded somewhat faster than public sector exports (23% vs. 19%
in the data, which probably understate the private sector trend). For the
private sector, convertible currency exports expanded about 377% per year,
while bilateral account exports remained constant. For the public sector,
exports to the two currency areas expanded at more similar rates. Thus
Egypt'é industrial exports, although limited in amount, have been able to
expand in the more competitive'convertible currency markets, and private
gector exports in particular have been increasingly focused on thesé mar-
kets.

Mearly half of the yalue of 22 principal manufactured exports in 1979
was cotton yarn, about a quarter was 7 other textile products, and about
a quarter was 14 other products from fruit juices to aluminum bazs. (See
Table 8.) Among the textile exports, cotton 7arm, cotton fabrics, cotton
waste, carpets, aind made-up textiles increased considerably in value (over
a third) from 1976 to 1979, although only yarn and fabrics expanded in
quantity, as contracting sales to Eastern Europe offset rising sales else-
where. Among the 14 other export products, fruit juices, cigarcttes, es-
sential oils, pharmaccuticals, and aluminum bars increased considerably in
value from 1976 to 1979; alcoholic beverages, perfumes & cosmetics, leather
clothing, footwear, p- " ited books, and wooden furniture increased or de-
creased ouly marginally; and leather bags, vement, and iron & steel sheets

decreased markedly. Only 3 or these 14 expanded in quantity -- aluminum
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bars, cigaretteé, and footwear. If the data extended through 1980.(a good
export year) some of thesé trends would be higher, but the general picture
{s that cnly about half of the principal m;nufacturcd exports have been
expanding.

Analyses of the cconomic profitability (at internatiornal prices) of
producing some 50 individual manufactured products suggest that a number of
the 22 principal exports, as well as other manufactures mnot on this list,
ought to be capable of seiling competitively in export markets.1 Products
among the 22 in whigh Egypt probably has a comparative advantage in-
clude carpets, knitted undergarments, clothing, cotton fabrics (fine fabrics
from long-staple yarn or ordinary fabrics from short staple yarn), fruit
juices, cigarettes, assential oils, perfumes & cosmetics, leather clothing,
leather bags, and wooden furniture. Other products not now among tha 22
principal exports, for which Egypt probably has a comparative advantage,
include several food products (jams, biscuits, confectionary, starch, pre-
served beans); sdme textile materials (rayon filament and polyester fibres);
several chemical products (phosphate fertilizer, PYC & plastic products,
synthetic leather, paints); some building materials (tiles, sanitary ware)
rubber tires; and several engineering products (bicycles, televisions, re—

frigerators, washing machines, room air conditioners, sewing machines,
enamel ware, batteries, electric cables). On the other hand, existing
exports of cotton yarn (relatively coarse yarn spun from long-staple cot-
ton), aluminum bars, and {ron & steel sheets do nct appear to be econom-
ically profitable at international prices, but are exportabla because of

underpriced inputs.

1 . , .

See Robert Lucas, Future Directlons for Investment in Egyptlz Manufactur-
ing: Comparative Advantage; and Hanaa heir-Ll-Din and Robert Lucas, Com-
parative Advantape in Levptian Manufacturing, (other studies in this project).




External markets are quite open to Egyptian manufactured exports,
The Cooperation Apreement of 1977 betweon Egypt and the European Lconomic
Commur.ity provides that all manufactured exports to the EEC are free of
customs duties and other similar charges.l They are also free of quantil~
tative restrictions or quotas, except rhat cotton yarn and cotton fabrics
(not other textile products) huvé quotas under separate arrangeuents.
These quotas have been ineraased 5% annually, buf they are broken down by
individual EEC countries, and the overall quota has often not been fully
used. Manufactured axports to the United States, again except for some
textile products, benefit from the Generalized System of Proferences for
exports from developing countries. Since Egypt is a very small supplier,
the risk rhat large and rapidly expanding suppliers may lose GSP privi-
lages in 1.S. markets is not relevant foxr Egypt.

During the latter seventies Ezypt has been one of the least active
developing countries in adopting policies designed to stimulate manufac-

vity seems to be due to the past

b

tured exports. In part, Egypt's iuaﬁt
tradition that industrial policy aims to supply domestic demands and

avoid imports, and that only surpluses are exported. This tradition is
reinforcéd by the carryover of past institutions. In textiles, the Couton
Toxtile Concolidation Fund grants export licenses, sets minimum export
prices'that differ among markets, inspects and controls quality, oversees
the operation of quota systems, and compensates cxporters for the additioral

cost of using high quality Egyptian yarn rather than the lcw quality yarm

Ministry of Economy, "Effects on EZgypt of the Second Enlargement of
Furopean Economic Community," September 1979.

.
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that forelgn exporters use. For other prcducts, the General Organization
for Exports and Imports has similar licensing, price control, and quality
control functions.

In 1979 a Presldential Decree did ostablish the Egyptian Export Promo-
tion Center. Its cnalrman is the Minister of Economy, and it3 deputy
chairman is Adviser tc the Depuly Priue iinister on Export Promotion. It
" undertakes studies on export markets for particular products, aseists
exporters with their problems, and makes propesals on such policies as the
custons drawbacks. But it is a staff organization, does not have operat-
ing responsibilities like the CTCF and the GOEL, and appears to be haviag
little impact compared to thece line organizations.

Egypt's inactivity in export policy also seems to be due partly to
1imired awarcuess among policy makers of rhe importance of eccaomic fnc-
tors in depressing or stimuiating exports. Our analysis in the provious
sccticn suggescs that private exporters are quite sensitive o the prices
of exports, the own exchange rate, and anything that alters the relative
profitability of selling abroad or at home. Public sector reforms will
presumably make public sector managers more sensitive In the future. For
the 1980s, export policies focused on economic incentives are likely to
be the key to impro?ing the mediocre export experience of the past, and
taking advantage of the export opportunities now being nissed.

D. Indwstrial export policies for a new stage of developwent sirategy

The central aim of industrial export policies appropriate for the
aighties should be to raise substantially the profitability of expor® sales
relative to domestic sales. The analysis in the last two sactions has

shown that there is considerable dynamism and potential among industrial
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and that private companies can be counted on to be responsive

in export returns. What, specifically, can be donea?

t recognize at the bapinuing that, in the circumstancaes of the

gyDt must overcome sSome basic ecounomic obstacles to expanding

ial exports.

The prospect that foreign exchange earnings from petroieum and other

impermanent sources will be much more

abundant in the earlicr yeurs of the

decade than later means rhat market forces will result in too low an

exchange rate. A well designed

on the higher future exchange

export expansion strategy should be focused

rate which can be expected when foreign

exchange becomes less abundant. But the lower actual exchange rate will

nct be giving potencial exporters

the cime consuming marget

for su

Mcreover, the prospect is that

hstan

the right incentives to begin immediately
ket development and investment activities required

rial export expansion.

Lgypt will continue Lo experience

domestic inflation that is more rapid than international inflation. A

continuing
resources,
fiscal and
have bheen,

put upward

of =xports

axport

A third basic obstacle is that

has

a higher rate than jnternational

place a wide range of import

high rate of investmant will maintain pressure on domestic
even though foreign exchange will be abundant. Even if domestic
monetary policies were to be made less inflationary than they
structural adjustments in prices znd wages weould continue to
pressure on the overall price level. But domestic inflation at
inflation will reduce the profitabilitcy

vis-a-vis domestic sales —-- the opposite of what is needed for

expansion.

Egypt, like virtually all countries,

substitution policies, which have the
P
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effect of estabiishing an»unintendgd bias against companies tha: export.
Countries stress import substitution mainly because the pelicy instruments
*o restrict imports, and thereby to raise the profitability of replacing
imports (at higher prices), can be easily implemented. The bias results
because companies.producing import replacements for the domestic markeat
receive a substantial implicit sdbsidy from their customers, whereas therse
is no cowmparable subsidy for companies selling their products in export
markets. They must sell without protection, while their costs have been
raised by protection for others. Mofeover, a furcher bias against expori-
ing companies results from the fact that extensive import restrictions lead,
through market forces, to a lower exchange rate than otherwise, which also
reduces the profitability of exports.

Effective industrial export policies for the eighties must overcowe
these basic econcmic obstacles, and raise substantially the profitability
of exports relative to domestic sales. Government administrative improve-
ments and campaigns, althcugh desirable, are inadequate.

*xchange rate policies are the first promising area for actions to
stimulate exports. In August, 1981 (when it happens that the first draft
of this étudy was just completed), the government raised the official
exchange rage from 70 to 84 piasters per dollar. However, it seems quite
prebable that further adjustments in the exchange rate system will become

-
necessary in the future. The continuing gap between the free {own cxchaqge)
rate and the official (unified) rate suggests that the official rate is

on ‘at hipgher rates

=N

st1ll uot in equilibrium. Continuing domestic irnflat
than international inflation suggests that an official rate which 1s

wiahle 4n 1081 will beccme increasinzly out of equilibrium as time passzs.
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Moreover, as the gap between the free and thc_official rates widens, it
will get wore difficult to collect sufficient foreign exclange for the
official pool, which has led in the past to disruptive patchwerk chaunges
in forelgn cxchange rules, and unannounced public sectov transactions at
higher than official rates.

When furtcher adjustmedts in the exchange rate system become necessary,
the aim should be to use the occasion to introduce changes that ave expli-
citly designed to raise the profitability of exports relative to domestic
sales. The most effective way would be to retain a two-market forecign
exchange gystem, and to give all industrial exporte the higher exchange
rate in the free (own exchange) market. In practice the Law 43 companirs
can already convert expori proceeds through the free market, 3o the rele-
vant action would be to extend an assured legal right to do so to all pri-
vate companiés that axport industrial producﬁs. (The foreign exchange
arrangements for public sector companies must be considered as part of
broader public sector reform, but it may well be desirable to provide
specialltreatment for their foreign exchange earnings from industrial
exports, including the higher free exchange rate.)

We recognize that a raasonable argument can be made for a different
modification of the present exchange rate system —- to merge the own
exchange and official markets into a single market, to establish a unified
excharge rate at a lavel high enough to be close to eguilibrium, cnd to
initiate a practice of adjusting this rate frequently in small steps. The

general argument for this altoernative ie that it would permit more ecffirient

allocation of foreizn exchange among uses and more aniform incentives to
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larger initial rise in the exchange rate would tend to push up prices more,
particularly in the public sector, and make it harder to manage inflation
pressures. Our argument here, howaver, does not address thase difficult
macro issues. Our argument is simply that, from the standpoint of an effec~
tive industrial export strategy, eXpOTrts need a hisher preferential vace in
order to help offset the three iﬁtrinsic obstacles te exporting discussed
ahove.

The second promising idea for export policy is to establish a new tax
rebate system for exports, to replace the utterly inadequate customs draw-
back scheme.l The aim is to assurc industrial exporters that, in spite of

domestic protection, their costs of material inputs used in producing their

]
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exports (net of rebates) will be approximately the same as costs
national prices. Since the new scheme would both increase the size of the
tax rebate for a typical recipient, and assure chat virtually all industrial
exporters receive rebates promptly, it would increase significantly the
returns from exports relative to domestic sales.

The principle for determining the amount of tax rebate due for an
exported product has three elements. The rebate should include both custows
duties (énd associated import taxes) and domestic excise taxes (and similar
{ndirect taxes) that are cmbodied in the costs of inpukts. Ii should refer
both to imported inputs used directly by the producer and to the indirect
import content of domestically supplied inputs. The amount of direct and

indirect imports should be calculated marginally, recognizing that for

1 .
See Ministry of Econeamy, "Policy Study on Inceatives for Manufactured
Tuvnartes Nurv Drawvhack on Exports,' iarch 1930.
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many materials that are partly imported and partly produced domestically,
the marginal source is imports. Moreover, the new gcheme should estimate

a sctandard tax regate for each kind of product, using information about

the twvpical composition of inputs and the marginal sharc of imports. It

{15 not necessary to estimate or justify the vebate for each individual com-
pany. The aim, after all, is to.define a soundly based export incentive.

The administrative aspects of the scheme are as important as the size
of the tax rebate. With a standard rebate fer each kind of product; stated
as a percentage of its value, an exporter would simply have to demonstrate
the kind of product he 3s shipping, to become eligible fcr the rebate. The
application procedure could be simple, and payment of the rebate could be
{immediate —- thus greatly increasing the incentive effecte.

The third premising area for export policy is low cost cxport credit.
This type of ewport incentive is quite widely accepted internationally,
and can be provided threcugh the banking system rather than as 4 cost in
the government budget. Like the otﬁer two proposed incentives, export
credit at a preferential intercst rate would help to offset the blas
against exports and in favor of import replacement that now exists.

A ciearly focused and simply administered form of export credit could
just finance, at a preferential interast rate, the time lag betwcen ship-
ment of exports and reccipt of payment from foreign customers. This kind
of scheme provides benefits only for actual export sales, and could be
suppuerted simply by a special fund or discount wiadow at the Central Bank.
The implicit bencfit is modest. (For example, a three month export credit
at 6%, compared to a commercial credit 2t 18%, would be approximately equi-

valent to 3% of the value of the shipment.) But-this kind of export credit
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may have morec leverage than appears, because competing suppliers from other
couﬁtrics often have simile. facilities, and it would enable an Egyptian
exporter to compete in sales terms 1if necessary.

nther more ambitious programs of low cost credit for exporting com-
panics might provide working capital loans at preferential interest rates,
or even medium term credits for investment. But such programs are fuzzier
and riskier, because working capital and plant are used for both export
and non-export production, and compzuies that propose to ezport may in the
event export less than cxpected., A narrow and simple scheme might be pre-
forable, at least at the beginning.

Covernment export promotion activities are of course a fourth impor-
tont policy area. Indeed, new export incgntives like broad tax rcbates or
low cost export credit could also have significant promotional side cffects,
by demonstrating conspicuously that the government is sewrious about stimulat-
ing industrial exports.

Probably the most significant institutional improvements would be.to
tvansform the General Organization for Exports and Imports and the Cotton
Textile Consclidation Fund from regulatory to export promotion institutions.
Thie would involve removing their authority to control prices and designs
and quality of exports, anl instead mandating them to offer product quality
analysis and marketing information as consulting services to exporting com-
panies -- both private secctor and public sector. The Egyptian Export Promo-
tion Board should probably be given a more functional role as staff agency
for the ijnistry of Economy's foreign trade branch, with a mandate to focus
its policy analyses on measures intended to raise the profitability of

exports relative to domestic ‘sales.



£. Possible contributions of external donors

Ianovative policies for industrial export expansion, we have argued
here, ghould nave a central role Ln a new scage of Eaypt's development
strategy appropriate for the eighries. Probably the most comstructive
form of external assistance in this respect would be program or seclor
agsistence, to assure the gove:nﬁcnt that any initial foreign exchange or
government revenue costs of innovative policies would be sustainable.

Two possible extecrnal assistance projects are also suggestcd by our
analysis. One is a project of technical and equipment assistance to help
design aﬁd then implement a new scheme for rebating the costs of customs
dutles and indirect taxes that are embodied in industrial exports. The
sther is a project for similar assistance L0 help design and then imple-
wont a new export cvedit scheme. This project could also involve a grant
or loan to establish a revolving fund of foreign c¢xchange frem which the
export credits would be drawn.

Anothnr imporiant contribution of donor countries is to be recepiive
to the exzpanding industrial exports from Egypt which the new export poli-
cles are designed to achieve. As noted in section C, the EBuropean Commun-—
lty's asﬁociation agr2ement and the United States' general system of prefer-
ences are at present quite open to increasing Egyot's industrial exports.
$lace Tgypt is now a small exporter, future resiscance to larger export
sales wmay not arise. But 1t is egsential that it nct arise, and that

external donors recoznize and welcome the key role of expanding cxports in

Egypt's overall development.
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1II. Industrial Finaacing Strategy

A. The role of private sector industrial financing in davelepment strategy

An overall development strategy that is appropriate fov the eighties
will surely iﬁclude offorts to encourage expansion of private companics in
the industrial sector of the economy. Private companies can be expccte§
o ba particularly resnonsive to customers' demands and to strengihen
competitive forces within domestic markets, as suggested by our analysis
in Part I. They can be expected to be particularly effective in penetrat-
ing export markets for industrial producté, as suggcsted'in Part I1. Given
Egypt's mixed enterprise system, encouragement of private companies and
management reforms for public sector companies should go hand in hand.

We can distinguish two general kinds of policies to encourage private
industrial companies. One kind is permissive policies, which seek to permit
private initiatives to pursue market opportunities, particularly by reduc-
ing previous government restraints on the private sactor. Such policies
{nciude, for example, the new Company Law for non-~Law 43 companies, the
reduction of income taxes on prOfits relative to interest income, and
proposais to drop government controls on exports. Another kind 1is incen-
tive policies, which scek to stimulate selectad industrial activities that
are judged to have higher economic profitability than private financial
profitability. Measures to stimulate industrial expotrts, such as a higher
exchange rate than the officizl rate, and a system of broad and prompt
rebates of taxes that raise input cOsSts, illustrate this kind of policies.

Tndustcial financing policies, which scek to provide suitable channels
and suitable terms for financing {ndustrial investments by private com=

panies, have both permissive and incentive aspects. To some extent they
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are intende! to.overcome the‘markep imperfectioné in financing arrangements
for private investment that typically prevqil in developing countries, and
inhibit private initiatives. To some extent they ave intended to stimulate
industrial investment in particular, hecause risks are judged to be espe-
cially nigh for pfojects in industry, relative to trade and scrvices.

B. The structure of financing iﬁstitutions

The financial institutions that have the most important voles in
financing private sector industrial projects can be divided for analytical
purposes into three groups -- the Development Industrial Bank by itself,
the Misr Iran Development Bank and the Arab Investment Bank, and the new
Law 43 banks. In addition, the public secéor commercial banks and the
public sector insurance companies nave specialized roles.

The Develcopment Industrial Bank is an established public sector ionvest-
ment bank (under the Central Bank) with a definite mission to promote pri-
vate sector industrial investment.1 Its total loans and investments as of
Dec. 31, 1980, were half again as large as the MIDB and the AIB combined.
Since ;t makes hardly any equity and securities investments, the DIB's
medium and long term loans were about three times those of the other two
banks. (See Table 9.)

The DIB has been expanding rapidly by obtaining, through the govern-
ment, concessional loans from many external donors —; World Bank, A.I.D.,
African vevelopment Bank, OPEC Special Fund, European Investment Bank, and

the Swiss governmeni. Thus it is able to lend at comparatively fawvoruble

lSee Coopers & Lybrand, Evaluation of AID/DIB Loan Program and Assessment

of Future AID Assistance ior Industrial Private Secctor Develovbment, May
1981. See World Baok, Development Industrial Bank, Egpvpt: Staff Appraisal
Report, February 1980,
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terms, and still operate with respectable financial profits. 1t is the
main institution lending to the older non-Law 43 private comparies, and has
been active with Law 43 companies as well. As a public sector compAany,
it has had some difficulties in building a suitably professional staff and
applying modern investment banking techniques, although the consensus is
that it has become an increasingly effective crganization. Qur company
interviews turned up a number of critical comments about the DIB, notably
for slow and bureaucratic procedures. But the interviews aiso provided some
very positive comments, particularly from companics that had had successive
loans from the DIB as they grew.

The DIB gives considerable emphasis to lending to small scale indus-
trizs. This is partly because most of the older private companies have
been swall, and partly because several external donors (World Bank, OPEC,
African Development Bank) have provided funds intended to assist swmallier
companies. Of loans approved in 1980, 13% of the foreign exchange loaus,
54% of the pound loans, and 67% of the short term loans -- 37% combined --
went to'small companies by.the World Bank definition (less than LE 200,G00
of fixed assets other than land and buildings at 1980 prices). An interest-
ing recent project is a $3.6 millicn loan to about a hundred very small
weaving companies in a district of Cairo, through a private cooperative, in
order to purchase about a thousand new looms plus accessory eauipment. The
scheme took two years to arrange, dincluding negotiating through the coopera-
tive, finding a suitable low-cost loom from Taiwan, acrranging for minor
product adaptations, and assuring chat the supplier would set up a service
and spares center. In view of the administrative costs of lending to small

borrowers, it is not surprising that our intervicws with other banks did



49

not reveal much incerest in pressing into the small company field .

The Misr Iran Development ﬁank and the Acab Investment Bank are Law
L3 investment banks in which the Egyptian goverunment has a dowinant frac-
tion of the cap'ttal.1 They obtain the bulk of their funds from foreign
exchange deposits, however. Like the DIB, they have a definite mission to
promote private cector iandustrial invesiment. In doing so, they frequeﬁtly
take equity participation in projects, in addition to making loans. (See
Table 9.)

Mist Iran and the AIB are aiming at projects ifrom $1-2 million on up,
and lend almost entirely to Law 43 companies. They give & great deal of
emphasis to promotion of projects, seeking out projects that will meet
an emerging market opportunity through an appronriate technoiogical advance,
and using modern project investigation and evaluation techniques. One
interesting aspect of Misr Iran's approach is that it has tcaken the lead
in organizing several syndicated loans, involving public sector banks, Law
43 banks, and foreign bauks as well as itself. The syndicates have nelped
very large projects to obtain financing at a lower margin over LIBOR, and
to get export credits from foreign government ugencies at especially attrac-
-ive rates. The ALB has sponsored a new joint venture cowmpany, with parti-
cipation by Arthur D. Little and Sociecte de Traction e Electricite, teo
emphasize economic and financial (in addition to the usuzl engineering)
analysis of projects.

The Law 43 bauks have three different forms. The commercial banks can

be wholly Egyptian, or joint ventures with at least 50% Ezyptian equity,

1See World Bank, Loan to Misr Tran Development Bank, Epypt: Staff Appraisal
Report, April 1980.
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and they can accept deposits and make loans in both pounds and foreign
exchange. The investment banks can be joint ventures with majority foreign
or Arab owmership, but they can operate only in foreign exchange. The
branch (or merchant) banks are entirely foreign or Arab companies, are
simply authorized to operate in Egypt, and must also make all transactions
in foreign exchange. All three forms, however, can make loans for any
purposes and any maturity.

Although all three forms of Law 43 banks mainly accept short term
deposits aund make short term trade loans, they also engage in medium term
projcct lending which in aggregate value is a significant third component
of private sector investment financing. The aggregated balance sheets as
of Dec. 31, 1980, show rhat the Law 43 investment banks had made 14% of
their loans with a maturity greater than a year, and the Law 43 commercial
banks 8%. Since the commercial banks had larger total assets, however,
the value of such loans was similar for the two kinds of banks. (See Table
10.)

Our study includes interviews with banks, as explained in the next
section. The interviews suggest that differences among Law 43 banks in
their investment finencing depend mainly on their individual strategies,
not their legal forwms. Among the two investment banks and the branch bank
in the sample, there were notably different percentages of medium term
loans within total loans, and of industrial projects within med fum term
loans. HManagement interest in project lending also varied in lass measur-
able ways. Among the four commercial banks interviewed, the joint ventures
seemed more concerned with project lending than the Egyptian cwned banks,

but individual differences were again notable. The range was from active
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interest, comparable to an active investment bank, through reluctant response
to-gcvernment suasion and bank competiticn, to virtually no interest.

The pudlic scctbr commercial banks, of course, have much larger net
assets —— four times as large ~-— as the Law 43 banks. But they do very
little lending with maturity lenger than a year —— only about 1% of total
loans. Their investments are over three-fourths in government securities,
and the balance are mainly in public sector companies or joint ventures
involving public sectoc companies. (See Table 10.)

Tha public sector insurance companies also have a specialized role in
investment financing. The two insurance companies we interviewed had
invested 20-25% ot thelr total investments in equity or long term loans to
Law 43 companies. A majority of the Law 43 companies, however, vere com-
panies that had other public. sector participation, or had been formed to
carry out prominent government aims like food security. Although a signi-
ficant channel of public sector funds to Law 43 projects, the insurance
companies had eridently nct been bold.

These different groups of financial institutions, with difcerent

apprnaches to private sector lending, need to be kept in mind in consider-

ing investment financing policies.
C. Tadications of financing needs from company and bank interviews
Our interviews for this study provide a variety of revealing indica-
tions about how present industrial financing arrangements for private com-
panies are functioning, and about problems that suggest new pclicy actions.
The nature of the 46 company interviews has been described in Part I.
In addicion, we interviewed top cfficials in 14 banks or other financial

{astitutions. Tne bank interviews were intended to look at industrial
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financing experlences also from tne lenders' viewpoint, and to provide
{ndications of any differences among different kinds of institutions. The
banks included the Development Tadustrial Bank; the Misr Iran Development
Bank and the Arab Investment Bank; two Law 43 investment banks, one branch
bank, and four commercial banks, with various ownerships; one public sector
commercial bank; two public sector insurance companies; and the new Private
Investment Encouragement Fund.

Some of our questions were about companies' experiencés in raising
equity capital, both in the formation of the company and for expansion.

The responses do not suggest that there has been shortage of equity funds.
The bulk of the companies, including many of the Law 43 joint ventures, are
still essential;y family or clusely held encerprises. The owmners of such
companies want to have and to keep close control over their activities.

For expansion they want to put In son.: more equity and borrow the rest, then
pay off the loan while building up their equity further. Some of the larger
joint ventures (some wholly private,.some with public sector participation)
had to assemble initial caﬁital, but indicated no difficulties.

Moreover, about two-fifths cof the companies interviewed had already
substantially increased or multiplied their initial capital or their fixed
assevLs, through retained profits plus borrowing. Only 10-15% scemed not to
be expanding their equity ac all, and in some of these cases the owners
had other business activities on which they preferred to conceuntrate. A
fuﬁure need to raise outside equity funds seems most likely to arise for
larger joint wventures as they continue to expand, and for very succassful
family companies whose investment needs in time outrun their retained pro-

fits.



The extent of equity partlcipation by the banks is correspondingly
1{mited. Only Misr Iran and the ATB take equity shares in a significant
fraction of the projects they finance, typically just to fill out a nearly
complate package.

Thus companies' actual experience with Investment financing has been
mainly with medium term loans of'3 to 7 years. About three-fifths of the
companies had obtained medium term loans, usually to finance the foreign
exchange costs of investment in equipment. Moreover, they'had often had
more than one'such loan, for successive additional investments, and some-
times from different sources. As a group, the borrowers drew on all the
different kinds of bauks, including in a few cases offshore banks and
foreign banks. Only two companies interviewed had had lcng term loans,
in both cases projects with which the government was clearly sympathetic.

We were surprised that as many as two-fifths had not had medium term
loans, and that there were non-borrowers among all three kinds of com-
panies in our sample. The larger pa}t of the non-borrowars seemed to be
gC becgusc they did not need to borrow; their investment needs could be
covered by their own capital and retained profits. The smaller part said
they did}Dt like to borrow, some for explicitly Islamic reasoms and others
perhaps just to keep business simple.

The general view of the banks seems to be that the supply of £funds
for medium term lending is quite adequate to meet the Jemands of private
coﬁpanies that have sound investment pcojects. The DIB, Misc Iran, and
ATB devote considerable effort to promoting projects. They also tend to
emphasize the importance of companies' making thorough prcject analyses,

and to be expanding their assistance in this area. Those Law 43 banks



that have relatlvely uore interest {n medium term lending than the others

typically say they are scarching for borrowers, and prepared to bend lend-
l \

ing criteria as far as they prudently can.

The companies' ewperiences in obtaining medium term leans described
above seem to be consistent with the banks' interpretation that the supply
of medium term funds is adequate. An overall supply-decmand balance is not
really surprising, since investment projects have an inherent gzstation
process, while domestic money and credit and (more rececently) foreign
exchange reveuues and depesits have been increasing rapidly.

Terﬁs of the foreign exchange loans raise more jntricate questions.
Reasonably standard terms from all leanders include a minimum company con=
rribution to the investment of 30-40%, and a mortgage on the company's
asscis as collateral. The D;B, Misr Iran, and AIB tend to of fer somewhat
longar maturities than the Law 43 banks, in some cases ten years. The DIB
can extend foreign cxchange loans repayable in pounds, althougih borrowers
have an exchange rate risk. Misr Iran and the AIB and the Law 43 banks
lend and are repaid in foreign excnange; thus the exchange risk rests on
the borrowers. The DIB, using concessional funds from external donors, can
charge fixed interest rates a 1ittle below the iending rates ftor pound
loans authorized by the Central Bank. HMisr Iran can do the same for the
part of its leuding based on & World Bank loan signed at the end of 1980.
These interest rates are thus cousiderably more favorable than recent
eurocurrency vates. The Law 43 baaks land at variable eurocurrency rates,
in the order of 2% over LIBOR. All lenders have various other charges or
costs uhich raise cffective rates above nominal rates.

The companies interviewed did not seem to be having serious difficul-



ries as a result of these terms. Only a few reported liquidicy probleus,

and the rcasons Were usualiy standard commercial matters. The banks reported
very fow bad loans, and usually attributed them to company wmanagement pro-
blems. A number of ccmpanies complained about movtgage collateral require-
ments, or reported disputes with banks about collateral. A fau companies

had actually obtained leans on their general credit, on the other hand.
Others argued that their size and past success ought to permit them to do

so now. The availability of lcans securcd by a company's general credit

may be increasing, and ought to do so as the momentum of private sector
development continues.

Many companies complained - about too high intcrest rates. To some
extent this was presumably just a lagging reaction to the Central Bank's
recent successive raises in pound lending rates toward positive real levels.
Movirng both deposit rates and lending rates up &9 positive real levels.,
however, is a crucial policy for improving the effectiveness of the whole
financial system, in an era of world and domestic inflation.

More importantly, the complaints about high interest rates reflected
the shock of sharp increases in eurocurrency interest rates in 1980 and
again in 1981, which have raised payments on all past foreign exchange
loans subject to variable interest charges. The Law 43 banks, HMist Iran,
and the AIB, in so far as they are landing their Eoréign exchange deposits,
which must be paid competitive eurocurrency interest rates, can hardly do
other rhan adjust their medium term loan rates as their deposit rates vary.

Nevertheless there is a basic questicn whether rhe present pattern of
interest rates and exchange rate rizks on foreign exchange loans 1s appro-

priate for private sector {ndustrial investment projerts. A number of both



companies and banks stressed that such industrial projects have leagthy

gestation periods. The risks of interest rate fluctuation and exchange
rate changes add to the intrinsic commercial risks of investment.

The compénies {interviewved, taken all together, had had expericnces
{n obtaining or discussing medium term loans with all kinds of banks.

Much the most widespread experience (18 companies) had been with the DIE;
they included 12 which were initially chosen for the sample from DIB lists,
and 6 others. There were 10 companies with euxperience with Law 43 banks,

8 with public sector banks, 4 with Misr Iran, and 4 with' offshore or foreign
banks.

The pattern of flows of medium term industrial financing appears to
be somewhat segmented. The wholly private Law 43 companies, both joint
ventures and Egyptian owned, rended to deal with the Law 43 banks. The
few Law 43 companies with public sector pariicipaticn had mainly dealt with
Misr Iran and the public sector banks. The non-Law 43 Egyptian compianies
tended to deal with the DIB (even though this tendency was probably exag-
garated in our sample) and the public sector hanks.

On the other hand, individual companies were able to arrange to meet
their medium term needs in a variety of ways. One company, wanking to
expand its equipment quickly to fulfill a large contract, had the enter-
prise to put together a package including a loan from a Law 43 branch bank,
a Furopean export credit, a loan from an Egyptian Law 43 commercial bank,
and some personal capital. A considerable number cf companics obtained
medium term Financing from different kinds of scurces -= 2.8., DIB and a
Law 43 branch bank, a Law 43 investment bank and a public sector bank. In

their short term borrowing, wmoreover, many companies borrowed from both a
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Law 43 bank and a public sector bank, presumaply for dollar and for pound
credits. Individpal companies seem to search out flexibility within the
system. .
D. Financing'pélicies for the eighties

Our analysis 1In the last two sections suggests that the present system
for financing private industrial investment is active, evolving, and Euﬁc—
tioning reasonably well. But there seem to be two significant needs for
policy improvements. One important improvement would be to modify . financing
terms to fit bettér the intrinsic risks in the gestatior process of private
industrial investments. The other important improvement would be Lo broaden
the channels for financing investment by small scale industrial companies.

The intrinsic gestation process of industrial investment prujects
involves major business risks and takes at least several years. A new
project must accept major uncertainties about the snags that arise during
investment, the technological shakedowm and managemznt adjustments in
starting production, and the customers' response and profit margins achiev-
able in the market.. The gestation process 1s typically longer and the
uncertainties greater in industry than in trade and services. In our inter-
views, both baunks and companies pointed out that many companies have been
taking longer than expected to go through this gestation process. Expan-
sion projects face somewhat smaller uncertainties and may resolve them
sooner, but are essentially similar. It is econcmically desirable that
companies bear these ﬁajor business risks, and individual couwpanies have
the knowledge and power to manage thein.

Tnvestments financed with foreign exchange loans face financial risks

too. In particular, there is the risk of exchange rate changes and the



risk of intercst rate changes under loans with variable rates. Individual

companieas typically lack rhe knowledge and the power to manage these risks.
Policy measures to modify financing teras, however, can at least reduce the
financial risks associated with investment, so that companies can focus on

their intrinsic business risks.

One significant risk during the eighties 1is bound to be the risk of
exchange rate changes. Although this risk is lees imgortant for zxporters
than for other companies, it is relevant for all because unpredictable
exchange rate increases can reduce abruptly the profitabllity of any pro-
ject undertaken with a loan commitment. Under an earlier A.L.D. loan to
the DIB, when the official rate was raised from 40 to 70 piasters, the
fracas that broke ocut among borrowers, the DIB, the government, and A.I.D.
illustrates the impact of this risk.

At present, on DIB pouﬂd loans supported by external donors, the govern-
ment takes part of the exchange risk (for changes between the dollar and
the currency of the donov's lcan), but the private botrvowers must accept
the risk of changes batween the pound and the dollar. There is no ecoromic
obstacle to the government taking the whole exchange risk from the borrowers,
provided that it is managing the balance of payments and the reserves 5o as
to maintain the debt servicing capacity of the whole economy. The present
DIB terms would simply have to be modified, to permit borrowers to repay
their pound loans at the exchange rate prevailing when che loan was made.
Possibie arrangements with other financial institutions than the DIB are
discussed below.

In opposition to this proposal, it might be argued that the main reason

for future devaluations cf the pound is likely to be a higher rate of Egyptian



{inflation than of world {nflation, that during such inflation borrowers will
experience both higher pound trevenues and higher pound CcOStS, and
that borrowers will . therefore be quite able to beat higher pound costs
of loan service following devaluations. But the amount and timing of.future
devaluations will probably be affected also by impulses from specific ltems
in the balance of payments, and by discretionary government dacisions. More-
over, trends in individual borrowers' pound tevenues and costs during infla-
tion are likely to differ from average trends, and variations in the amount
and timing of devaluations due to other influences are likely to affect
individual borrowers quite differently. Thus the exchange tisk in loans
remains a significant consideration for investment decisions of individual
private firms. Our approach here urges that loan terms should press firms
to focus on the intrinsic business risks éf their industrial investments,
and relieve them from the financing risks that they are 11l equipped to
manage.

Another significant risk during the eighties is unpredictable changes

in eurocurrency interast rates, and therefore in variable interest charges

linked to LIBOR in foreign exchange loans from Misr Iran, AZ3 and the Law
43 banks. For a project already financed, this means that if eurocurrency
rates rise, the company's committed financing costs are raised unexpectedly,
and its profits reduced. Of course if eurocurrency rates fall, the company's
profits unexpectedly benefit. But for each individual company, the risk of
running into the wrcng interesi rate trend, rather than its original terms,
is serious.

In order to address this problem, an arrangement 1is needed by which
financing institutions could offer some proportion of their medium and long
termn loans ai fixed interest rates, while the government accepted the risk

of fluctuations in eurocurrency interest rates. Such an arrangement is



discussed below. Note that ghe fixed interest rates could change from

year to year, and the aim could be to adjust them to reasonable estimates
\

of average short term market rates over the next five year period. The

fixed rates would move sluggishly -- perhaps initially below short term

rates but in the fgturc sometimes above them. Note also that over a

period of years the government could offset gains (when eurccurrency rates

fall) against lossecs (when eurcocurrency rates rose).

In opposition to this proposal, it might be argued that, in an infla-
tionary world with more active use of monetary policy, fluctuations in euro-
surrency interest rates are a risk to wnich firms everywhere must become
accustomed. We recognize the fcrce of this argument, as it applies to

es in trade and services. 3But

.

short term borrowing for less risky activit
for medium and long term borrowing to finance industrial investinent projects
with their major business risks, the further rick of an unlucky rise in
eurocurrency intevest rates is more serious for individual firms. Again we
feel that relieving firms of a financing risk which they are ill equipped

to manage would contribute to encouraging sound industrial investments,

Thus the preferred financing terms, for medium to long term foreign
exchange loans tc finance private scctor industrial investment projects,
would be repayment in pounds at the exchange rate prevailing when the loan
was made, and a fixed interest rate for the term of each particular loan.
Such terms would reduce the financing risks which now add to the intrinsic
business risks of industrial projects -- already more difficult than trade
and services projects. Such terms should be recognized as a policy that is

explicitly intended to stimulate private sector industrial iavestment.



These improved terms would not be practicable for all loans by finan-
cial instlituticns, since they obtain most of their funds as short term
deposits denominated in foreign exchange and at interest rates which must
vary with eurocurrency rates. Thesc terms could be offered, however, for
additional sources of funds channeled by the governmant through financial
institutions. How could such additional channels be arranged for different
kinds of institutions?

It is easy to provide such terms for loans through the DIB. The DIB
is a public sector bank, concerned with positive but not maximum profits,
obtaining its funds from the Central Bank aad external donors. The
concessional loans from oxternal donors, through the government, already
permit it to offer borrowers fixed interest rates at levels somewhaﬁ below
the standard indicated abnve. Since the DIB operates under the Central
Bank, it can already permit.repayment of foreign exchange loans in pounds.
In order to relicve borrowcrs from the exchange risk they now bear, the
government could simply permit borrowers to repay at the exchange raté as
of the date of the loan, rather than as of the date of the paymeni. The
ralending provisions in the government's own loans from external dounors
vould also have to Specify that the government bears the full exchange risk.

Achieving more suitable terms for loans through Misr Tran and the
AIR is somewhat more complicated. Although their capital is public, they
obtain the bulk of their funds from foreign exchange deposits, on wvhich they
must be capable of paying short term market interest rates. Nevertneless,
éé;&éicagie arrangemeuts could euable»them to offer borrowers the same
terms as the DIB's, in at least par: of thelr lending activities. External

donors could similarly make concessional loans to them, through the govern-—



ment (as the Wo;ld Bank has fecent;y done for Misr Iran). Then, for loans
drawing cn these funds, fixed interest rates could be offered at the indica-
ted levels. The govevnment could similarly remove the exchange cisk from
barrowers, and permit borrowers to repay their loans in pounds, while main-
taining ics commigment to repay external donors in foreign exchange.
Achieving more suitable terﬁs for loans through the Law 42 banks is
considerably more complicated. DBut it is essential, in order to make
suitable terms widely available. A significant share of private sector
industrial financing is being provided by the Law 43 banks, and they intro-
duce flexibility and competitiveness into the system, The cxtensive recoursa
to them by private companies, despite more costly terms than the DIB, is an
indication of their value. The complications arise because they are defin-

itely profit maximizing tirms, make medium term project loans as only part
of their activities, and get virtually all of their funds [com deposits in
foreign exchange that must pay market interest rates.

A promising arrangement would be for the government to establish an

A

Tndustrial Fineucing Fund, which would operate as dn intermediary betweeﬁ :
externai donors, on the one hand, and the many Law 43 banks plus public
sector banks, on the other. The IFF would offer to share witn individual
banks in financing individual private industrial projects, and to set terms
for its loans which would result in satisfactory combined terms fer the
package. The individual banks would coutinue to deal with borrowers, to
screen projects, Lo set terms on their loans, and to assume normal lender's
risks. The government would cbtain concessional funds for the IFF from
external donovs, and agree to accept the exchange risk and permit repayment

in pounds. The horrowers would end up with a loan package, including a bank



loan and an IFT loan, with combined terms more appropriate for industrial
investments.

A wodel. for this kind of arrangement already exilsts: the Private
Iavestment Encouragement Fund, which was established last year within the
Investment Authority, and initially funded by an A.I.D. grant of $33
million.1 Borrowers can repay the PIEF loans in pounds at the exchange
rate as of the date of the loan, i.e., withoit exchange risk. The interest
rate will be fixed for the term of the loan, and will be set simply at the
current Central Bank rate for pound loans.

Of course the PIEF alsc has scme particular features which are not
{inherent in the approach. The various limits on the size of the PIEF's
loans, its share in the package with the participating bank, and itg
share in a gilven project imp;y that projects are likely to range from
about $700,000 to $10 million. The bulk of the graat (530 million) can
only be used for purchase of goods and services from the U.S. Since the
A.I.D. support is a grant, the PIEF is likely to be quite profitable, and
the profits plus the rcpayments should cumulate substantially in the
future. The first PIEF loan proposals were considered only in June, so
it is too early to reach any judgments about hor useful it will preve to
be.

In any event, the main point nere is that an intermediary Industrial
Financing Fund similar to the PIEF could be the kay to extending improved
financing rerms for private industrial projects quite widely through the

———

bahking system.

1 ‘ .

See Robert R. Mathan Associates, A Study of the Feasibility of a Private
Iavestment Ercouragement Fund for the Epyptian Private Sector, September
1979. '
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The second important area for policy improvements is to develop more
channefs, with more funds, to finance projects of small scale industrial
companies At present the DIB is the only institution with substantial
activity in the small scale field.

By =mall scale we mean industrial companies with such characteristics
as LE 200-300 thousand pounds of fixed assets (similar to the World Bank's
definition in its DiB 1loans) and a labor force in the order of 25-100.
(Very small coﬁpanics, operating in workshops with much less fixed assets
and labo; forces of five or ten, are a quite different group with different
needs.) Such small scale companies correspond to the cmaller non-Law 43
Egyptian companies in our intervicews, and to many of the existing Law 26
companies likely to be affected by the new Company Law. These small scale
companies are strategically placed to expand into larger industrial firms
in the future, to respond to export incentives, and to make effective use
of improved availability and terms of financiag.

Th» basic problem is that lending to a larger number of small com-~
panies is more costly for ény financial institution than lending to fewver
larger cqmpunies. The administrative problems are likely to be different
as well as greater, and the risk of bad loans is likely to be higher. Thus
appropriate charnels for financing small scale industrial companies must
have significant pgovernment oY external donor support.

The DIB is clearly an appropriate instituticn. It is a public sector
baunk, already has a special department for small scale industry, and (with
funds from particularly interested external denors) has been expanding its
lending to smaller companies. It should press ahead.

But an adequate outreach to small scale industry must have more than



a singlg public sector channel. And in order for Misr Iran, the AIB, and

a few of the more active Law 43 banks to enter this field in a serious

way, they would need to build up staff and procedures for special small
borrowers' departments. Accordingly, they would need to get outside finan-
clal support to cover the additional costs of the build up, and then to
help support the extra costs of continuing opevations.

A promising approach again seems to be for the government to establish
a financial intermediarv. A Small Industry Fund could chanﬁel concessional
funds from external donors to the modest number of banks that can be
induced to enter the small scale field in a committed way. The first
phase, providing support to the banks as they build up their capability,
would resemble a conventlonal external assistance project. The second
phase, sharing in the banks' lending to small borrowers while bearing most

f the extra costs, would he more novel. Although the Small Industry Fund
would be more complicated than the Industrial Financing Fund, devising its
specifics should not be beyond the wit of man.

In conclusion, we wisﬁ to emphasize that the policy measures to
improve financing terms for industrial projects and to broaden financing
for small scale companies should be meshed with the broader efforts to
develop Egypt's financial markets discussed in Part I. In particular, the
policies should mesh with efforts to assure positive real interest rates
for widely held financial assets, aud to induce larger private companies to
firance part of theilr future investment through share issues.

E. Possible contributions of external donors
External donors could contribute in three main ways to improving

Egypt's arrangements for financing private industrial investment. Tirst,



they could make concessional loans.for use by the Misr Iran Davelopment
Bank and the Arab fnvestment Bank. The government could then enable these
)

two publicly owned Law 43 banks, as well as the Developmeint Industrial
Bank, vo do part of their lending at terms especially suitable for indus-
trial prciects. Specifically, Misr Ivan and the AIB could offer some
medium to long term loans repayagle in pounds without exchange rate risk,
and with intercst rates fixed for the term of each loan. 'Second, external
donors could provide concessional funding for an Industrial Financing Fund.
The IFF would share with any of the Law 43 banks and public sector banks in
financing private industrial projects, and thereby permit combined terms
for the loan package to approach those just described. he IFF would be
similar to the recently established Private Investment Encouragement Fund.
Third, external donors cculd provide concessional funding for a Small
Industry Fund. The SIF would help a limited number of interested banks,
besides the DIB, to build up theilr capability for dealing with small com-
panies, degspice the extra costs of shch lending. The SIF would then share
in expanding these banks' loans to small borrowers.

External assistance for these three initiatives would have the func-
tion of program support for innovative government policy measures, designed
to stimulate private industrial iuvestment. Support for any of them, how-

ever, could take the form of project loans cor grants.
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Table 1 Industrial Value Added in 1977:

Public Sector and Private Sector

(LE 000)

Industfy Total Public Sector| Private Sector| % Private
Foodstuffs 172,600 60,000 112,600 65
Beverages 16,800 14,300 2,500 15
Tobacco 33,600 31,400 2,200 7
Spinning, Weaving 220,500 180,500 40,000 13
Clothing, footwear 86,300 11,400 74,900 87
Wood products 16,700 3,500 33,200 90
Paper products 22,900 22,400 500 2
Printing 20,500 9,200 11,300 55
Leather products 8,900 1,600 7,300 g2
Rubber products 9,100 8,500 600 7
Chemicals 126,200 100,500 25,700 20
Non-metallic prod. 45,900 34,600 11,300 25
Basic Metals 75,100 59,400 5,700 8
Metallic products 33,200 20,500 12,700 18
Non-electric mach. 12,400 10,700 1,700 L4
Electric Machinery 43,400 39,900 3,500 3
Transport Equipment 54,600 49,900 4,700 9
Other m“““facEEEEEEM__-57’AOO 50,900 6,500 11
Total Manufacturing 1,076,100 719,200 356,900 53

University.

preparing the 1977 input-output ta

matrix.

Development Research and

Technological Planning Center, Cairo
Data from many official sources have been used in

ble and social accounting



Table 2 Industrial Production 1976-8G:

Public Sector and Private Sector

(gross value of output at current prices, LE million)

1976 . 1977 1978 1979 1980 est. 197680
Aunnual 7%
Tucreasc
¢ faning, weaving 755.8 836.5 1,097.5  1,163.3 1,382.8
Public sector 563.1 641.1 798.3 838.7 1,015.9 15.9%
Private sector 192.7 195.4 299,2 324.6 366.9 17.5%
yodstuffs 774.8 845.9 958.1 1,190.4 1,459.7
Public sector 591.7 667.3 755.9 894.7 1,027.2 14.8%
« Private sector 183.1 173.6 202.2 295.7 432.5 24.0%
Chemicals 232.3 279.2 313.5 413.7 552.4
. Public sector 180.4 202.4 235.0 297.1 £14.1 23.1.7
Private sector 51.9 76.8 78.5 116.5 138.3 27 .8%
Faglveering, metals 446.2 541.4 653.8 836.5 1,129.7
Public seckor 381.2 471.2 569.1 723.1 940.9 25.3%
Private sector 65.0 70.2 84.7 113.4 188.8 30.5%
" inlng, refractory 27.9 35.2 60.3 83.6 100.9
. Public sector 7.7 ) . 33.6 42.4 51.7 61.0%
Private sector 20.2 ) 35.2 26.7 41.2 49.2 24.9%
ood products
Privatre sector 60.4 75.0 99.9 107.6 119.2 13.5%.
eather products.
Private sector 162.2 170.5 248.9 362.5 413.7 26.47%
‘otal 2,459.6 2,783.7 3,432.2 4,157.6 5,158.4 20.3%
Public sector 1,724.1 1,590.3 2,391.9 2,796.0 3,449.8 18.97
Private sector 735.5 793.4 1,040.3 1,361.6 1,708.6 23.5%
% Private 29.9% 28.5% 30.3% 32.7% 33.1%

" Source: Ministry of Industry, as reported by the IMF.

from January-June figures for 1979 and 1980.
under the Ministry's supervision.
Lawv 43 companies is incomplete, and that private sector

understcated.

Estimates for 1980 are projected
The figures cover only industries
Ministry officials indicate that coverage of
trends are probably



(LE million)

. 1979
1975 1976 1977 1978 1979 % of GFI
Gross fixed invest. 1265 1450 1838 | 2618 3346
Public sector 1064 1153 1477 2179 2547
Private sector 201 297 361 439 799 247%
Law 43 :
(less land) 22.5 102.8 177.6 256. 356.6 117
GIFI by sector % of sector
Agriculture 95 28 146 191 268
Law 43 0.1 1.1 21. 36.6 147
Industry 287 379 5601 765 817
Law 43 13.8 30.0 70.8 106. 179.1 227
Petroleum 122 186 206 201 450
Law 43 4.3 5.9 5.6 7. 3.0 27
Construction 31 30 48 132 76
Law 43 0.4 1.5 1.7 5. 9.2 127
Transport, etc. 383 - 373 443 692 882
(incl. Suez)
L 43 marine etc. 0.9 19.3 6.6 47 28.5 } i
L 43 storage- 14.7 21.8 11. 18.6
Housing 177 128 125 136 142
Law 43 0.1 3.8 4. 8.1 67
Services 73 97 138 212 307
L 43 tourism 2.1 31.2 33.6 53. 65.0
257
L 43 health etc. 0.1 3.8 4, 10.4
Electricity 53 59 109 203 229 -
Urilitles 46 45 66 96 160 -
Trade, finance 16 26 30 37 70 ~
Less: land -17 =21 ~35 =47 ~56

Sonree

Ministrv of Planning., as reported by the IMF.




Table 4

Approved Law 43 Investument Projects, as of 12/31/78 and 12/31/79

(Anthorized capital plus loans, LE thousand)

SECTOR DEC., 31, 1973 DEC. 31, 1980
Z of
Investnent % of Inland Tnvestment | Inland
(LE 0Nn0) or FZ Total (LE 000) or I'Z
Total
Inland:;
Tourism 570,282 21 770,979 14
Transport 60,706 2 86,318 2
Agriculture 251,219 9 345,684 6
Manufacturing 1,047,837 38 2,083,395 38
Textiles 295,097 11 346,081 6.
Foods 67,271 275,392 5
Chemicals 112,437 271,835 5
Engiqeering 282,108 10 333,489 7
Building 221,739 8 694,800 13
Metals 36,208 1 46,912 1
Pharmaceuticals 16,731 0.6 32,550 0.6
Hood 16,246 0.6 27,336 | 0.5
Housing 243,248 9 415,107 8
Services . 247,339 | 9 455,594 3
Contractors 56,759 2 158,062 3
Health 51,509 2 81,122 1
Other 139,061 5 216,410 4
Non-Financial Total 2,420,631 88 4,157,007 77
Banking 129,467 5 496,700 9
Investment Cos. 194,526 7 661,321 12
Petrol/Mining 9,378 0.3 105,484 2
Inland Total 2,754,002 100 5,420,582 100
Free Zones:~
Agriculture 54 0 n.a.
Manufacturing 334,613 48
Storage 175,797 25
Services 137,436 20
Non~Financial Total 647,900 93
Banks 6,250 1
?etrol/Mining 42,241 6
Free Zone Total 696,391 100 1,370,526 | 100
Inland - Free Zones:-
Non-Financial Total 3,068,531
Grand Total 3,450,393 6,791,108

Investment Authority.

Source: /Thc Authority's figures for the inland textiles sector have been
adjusted by reducing the Ameria project from LE 530 to LE 212
mijlion, to represent approximately the*rephasing which has been

agreed.

The Ameria project is under executione




Table 5 Proportions of Projects in Production, Under Execution, end Only Approved, as of 12/31/78 and 12/31/8¢C

(Authorized capital plus loans, and per ceat of sector total)

Dec. 31, 1978 : ' Dec. 31, 1980
Production Execution Only Apprcved Production Execution Only Approved
LE 000 % LE 000 % LE 000 % LE 000 % LE 000 Z LE 000 x
Inland:- .
Taurism 83,768 15 327,313 57 159,201 28 78,939 10 447,231 58 244,809 32
Téansport .7,665 13 26,582 44 26,1891 43 71,016 82 597 1 14,705 17
‘ériculcure 36,731 15 165,026 66 49,4621 20 134,617 39 78,118 23 132,949 38
Manufacturing 64,080 6 614,071 59 369,686 | - 35 276,927 13 877,228 42 929,180 55
~ licusing 124,346 51 82,572 34 36,330 15 65,7517 16 298,656 72 56,654 12
Scrvices 12,747 5 86,241 |~ 35 148,351 | 60 71,382 16 124,010 27 260,202 57
Non-Financial Total 329,337 14 1,302,075 54 789,219 33 698,638 17 1!825,900 44 1,632,539 39
Banks §0,467 70 32,000 24 7,000| 24 227,300 46 32,400 7 237,000 4&
Investment Coa. £3,200 27 98,976 51 42,350 221j 324,565 49 121,087 18 215,665 33
Petrol/Mining 6,289 67 1,329 14 1,7601 19 15,722 15 19,454 18 70,308 67
Inland Total 479,293 17 1,434,380 52 840,329 1 31 1,266,229 23 1,998,841 37 1 - 2,155,512 40
Free Zones:-
Agriculture 54 100 - - - - n.a. n.a. n.a.
Manufacturing 27,687 8 34,334 10 272,552 g1
" Storage 103,896 59 55,243 | 31 16,658 | 20
_ Services 62,914 68 9,343 7 35,179 | 26
Non-Financial Total 224,551 35 99,920 15 324,429 1 50
Banks 6,250 100 - - - -
Petrc; /Mining 37,012 68 2,391 6 2,838 7
Free Zone Total 267,813 28 101,311 15 327,267 1 A0l . 350,615 26 751,559 33 266,352 24
Inland + Free Zcnesg:-—
licn-Financilal Totall 553,338 18 1,401,294 46 1,113,859 36
Grand Total 747.105 22 1,535,691 45 1;1672596 34 |11,616,844% 24 2,750,406 40 2,423,864 .36
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Toble 6 Msnufacturing Projects (by Industry) In Production, Under Executioa, end Only Approved, ag of 12/31/78 and 12/31/80

(Authorized capital plus loans, and per cent of sector total)

Dec. 31, 1978 Dec. 31, 1980
Production Execution Only Approved Producticn Exccution Only Approved
LE 000 % LE 000 | % LE 000 % LE 000 LE C00 % LE 000 | %

Inland:-

Manufacturing 64,080 [ 614,071 59 369,686 35 276,927 13 877,288 42 929,180 45)
Textiles 6,091 2 284,983 97 4,023 1 22,614 7 262 ,€14 85 30,853 9
Foods 5,451 8 25,639 38 36,181 sS4 63,731 70,114 25 141,557 51
Chemicals 26,519 24 49,957 44 35,961 32 76,942 122,551 45 72,342 27
Engineering 5,175 20,024 7 256,905 91 30,741 107,319 28 | 250,429 64
Building Mat. 754 0.3 199,838 90 21,147 10 35,072 246,789 36 409,939 59
Metals 19,137 53 15,672 43 1,399 4 . 33,805 11,822 25 1,255 3
Pharmaceuticals 240 1 5,779 35 10,712 64 4,521 6,534 20 21,495 66
Wood 713 4 12,179 75 3,354 21 9,501 16,545 61 © 1,230 5

Fraze Zoues

Manufacturing 27,687 8 34,334 10 272,592 81 n.a n.a. n.a.
Texciles 11,708 16 14,210 15 48,440 65
Foods 5,953 49 78 1 6,093 30
Chemicals 9,399 33 6,701 24 12,299 43
Enginzering 452 2 3,782 13 24,510 85
Building Mat. - - 822 1 152,537 55
Metals 175 1 3,141 10 26,7220 89
Pharmaceuticals - - 5,600 74 1,993 26




Table 7 Industrial Exports: Public Sector and Private Sector
(LE million?)

1977-80
1976 1977 1978 1979 1980 ect. 1980 annual 7%
% increase
iports 207.1 360.2 477.3 458.5 619.8  100% 19, 8%
1 Convertible currency 103.4 249.0 370.5 337.3 459.9 147 22.7%
Public sectc 90.5 218.9 338.3 298.5 382.3 627 20.4%
Textiles (34.9) (63.2) (134.6) (110.1) (157.3)
Other (55.6) (155.7) (203.7) (188.4) (225.0)
Private sector 12.9 30.1 18.0 33.8 77.6 13% 37.1%
Textiles (4.7) (3.8) (4.1) (7.0) (14.0)
Other (8.2) (26.3) (13.9) (31.8) (63.6)
Bilatevral accounts 103.7 111.2 106.8 121.2 159.9 267 12.97%
Public sector 72.3 85.1 80.6 098.2 133.2 21% 16.1%
Taxtiles (62.0) (79.4) (75.0) (91.9) 126.9
Other (10.3) (5.7) (5.6) (6.3) 6.3
Private sector 31.4 26.1 26.2 23.0 26.7 47 0.3%
Textiles (3.9) (5.5) (3.9) (1.3) 0.5
Other (27.5) (20.6) (22.3) (21.2) 26.2
Total exports 207.1 360.2 477.3 458.5 619.38
Public sector 162.8 304.0 418.9 396.7 515.5 837 19.27%
Private sectorT 44.3 56.2 58.4 61.8 104.3 17% 22.9%

Source: Ministry of Industry, as reported by the IMF. The figures cover only industries
under the Ministry's supervision. Ministry officials indicate that coverage of
Law 43 companies is incomplete, and that private sector trends arc precbably
understated.

a. The 1976 data are at the official exchange rate of LE 1 = US$2.5556. Beginning in
1977 convertible currency exports and parallel market imports are at the parallel
exchange rate of LE 1 = US51.4286; bilateral accounts exports and imports are at
the rate of LE 1 = US$2.5556.




Table 8 22 Principal Manufactured Exports: Value in 1979, Value Index 1976-79, Quantity Index 1976-79

Value Vaiue Index (1976 = 100) Quantity Index (1976 = 100
in 1979 )
(LE mil.) 1976 1977 1978 1979 1976 1977 1978 1979
Cotton yarn 130.1 100 118 154 224 100 87 96 122
(excl. East Europe) (45.5) (100) v (282)
Cotton fabrics 41.0 100 140 155 234 100 103 113 316
(excl. East Europe) (34.0) (100) (263)
Cotton waste 10.5 100 113 157 226 100 93 130 90
Carpcts, etec. .1 100 151 151 164 100 143 98 191
Under;arments, knitted 3.2 100 97 102 ‘l 95 100 92 84 57
(excl]. East Europe) (2.6) (100) (441)
Qutergarments, knitted 4 J 100 71 87 J 82 100 71 - 79 65
Clothing .7 100 72 70 73 100 81 82 79
(excl. East Europe) (2.0) (100) (704)
Made-up textiles 4.8 100 157 93 134 100 1590 91 .94
(excl. East Europe) (4.5) (100) (496)
Fruit juices 3.9 100 70 117 182 100 52 99 g
Alcoliolic beverages 3.5 100 201 158 121 100 138 66 61
Clvarettes 0.5 100 495 86 343 100 347 120 133
Per{umes, cosmetics 7.1 100 122 97 88 100 104 S6 35
Essential oils 6.9 100 135 149 136 100 74 08 64
Phzrmaceuticals 1.4 100 150 87 137 100 114 76 47
Leather baes, etc. 0.6 100 47 40 27 100 62 48 35
Leather clothing 2.4 100 21 77 93 100 125 61 73
Footwear 3.2 100 123 125 5 100 115 210 252
Printed books 3.8 100 132 83 107 100 143 90 g2
Woocden furniture 2.6 100 68 45 &5 100 55 35 59
Cement 0.07 100 52 29 12 100 50 21 7
Iron & steel sheets, etc. 7.0 100 39 26 49 180 36 23 38
Aluminum bars, etc. 31.0 100 192 a0 475 100 149 42 144
Total 278.8

Source: Calculated from value and quantity data in CAPMAS, Monthly Bullet&n for Trade Statistics, January-December is-—
sues. The figures excluding exports to Eastern Europe are frcs the Cotton Textile Consolidation Fund.



Table 9 Loans and Investments of Development Industrial Bank,
Misr-Iran Development Bank, and Arab Investment Bank,
Dec. 31, 1930
(LE million and %)

DIB MIDB ATB
LE mil. (% of 3) IE mil.” (% of 3) LE mil.® (% of 3)
m™ytal loans and investments 121.8 (59) 62.3 (30) 23.7 (1
b
Loans, med./long 104.5 (75) 16.2 (12) 18.3 (13)
Local currency (63.0)
Foreign curr. (41.5)
woans, short 17.3 21.2 b
Local currency (17.3)
Foreign curr.
nvestments, securities : 20.3
Equity investments 4.6 5.4
ash & other assets, net 43.9 35.4
‘s5eks = Liabilitles 106.2 -59.1
veposits : ' 68.2 43.6
,Capital & reserves c 32.2 12.5
ther liabilities c’ 5.8 3.0

,Sources: DIB, MIDB, and AIB

'a. MIDB and AIB figures are converted from dollars at LE.7 = $1.

b. AIP loans and advances include a small amount of short-term.
DIB capital accounts as of 9/30/80 were LE24.8, liabilities to the Central Bank were
LE38.6, and liabilities to foreign sources were LE37.3 million.
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~ Table 10 AsseC§ and Liabilities of Law 43 Investment Banks, Law 43 Commercial Banks,
and Public Sector Commercial Banks, Dec. 31, 1980
(LE million and %)
L43 Investment L43 Commercial Public Commercial | Law 43
. as 7% off
LE million % LE million yA LE million % Total
1. Total assets 1616.7 1942.0 10,369.3
. Assets, net? 887.7 100 1459.1 100 3910.5 100 21
3. Cash + domes. bal., netd" -66.1 -7 216.6 15 1156.1 13 12
. Balances abroad, net?® 421.3 47 397.7 27 670.8 8 55
5. Loans < 1 year 383.0 43 671.3 46 5825.5 65 15
‘. Loams > 1 year 60.0 7 54,8 4 77.0 | 0.9 60
7. Government securities 4,2 0.5 7.5 0.5 506.7 6
', Investments 31.2 4 8.9 0.6 150.7 2 21
s, Fixed & other assets 54.1 6 102.3 7 523.7 6
! . Liabilities, nec? 887.7 100 1459.1 100 8910.5 100
1l. Doposits 669.6 75 1151.1 79 5754.3 65 24
1, Capital & reserves 144.8 1€ 192.3 13 214.4 2
L. Other liabilities 73.3 8 115.7 8’ 2941.8 33
! .. Contingenr liabilities 755.0 85 920.0 3 6527.3 20
-4
z % 3
17546
,'ans > year/all loans 14 8 1
6+8/6+7+3
VMyn~-gov./medium + long 96 89 31
pal. abroad/deposits 63 35 12
S+6+74+3/11
yans + invest./deposits 71 65 114
N .

surce: Central Bank

a.

Not cash + domestic balances are net of balances due to domestic banks (418.4, 295.0,

296.4, respectively). Net balances abroad are net of balances due to banks abroad
Net assets and net liabilities are net of balances due both

(310.6, 187.9, 296.4).
domestically and abroad.



