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HOUSING FINANCE

An Analysis of the Prospects

For Increased Activity

I. INTRODUCTION

The past four years have witnessed a remarkable develop-
ment of Egypt's capital markets. The assets of the banking
sector have increased 286 percent in the 1976-80 period. At
the same time the investment needs identified by the nation's
plans and political prbcesses suggest that even more remark-
able performance will be required in the twenty years remain-
ing until the erd of the century.

Housing is one of these investment needs. The 5-year
National Housing Plan for 1978-82 is extremely ambitious and
has called for housing programs equalling 24 percent of total
national investment. This compares with an 11 percent rate
for the 1973-76 period. To even approach these levels it
seems clear that the nation’s private sector must become amcre
active participaat in the mobilization of resources for invest-
ment in housing.

The purpose of this report is to describe the Cairo hous-
ing finance system through all phases of shelter development,
i.e. from the project concept stage through final sale or lease
of units; to assess the strengths and constraints on institu-
tional and other sources of hcusing finance; to identify and
assess the points within the finance systems where AID funds

could be used to leverage an increase in the flow of funds



toward the production of affordable, non-subsidized shelter
for households in the lower half of Cairo's income distribution.
The emphasis of this mission was to understand the role of

the formal private sector in the process in order to help AID
asscss the usefullness of assistance that would bring about
greater formal private sector participaticn in the attack on
Eqypt's housing needs.

In summary form, the scope of.work called for:

® review of previous analysis,

e description. of the dynamic of public and private

sector production,

® estimation of the order of magnitude of various types of

financing,

® evaluation of the techniques of financing and the

impact of government laws and regqulations,

e assessment of the roles of the varioﬁs institutidns and

"the constraint on the mobilization of resources, and

e assessment of the role plaved by construction materials

financing.

This analysis has drawn extensiVely on two earlier AID
supported studies of the condition of housing finance in
Egypt, the work of the Joint Housing Team for Finance, com-
pPleted in August 1977, and the study carried out by Richard

T. Pratt Associated Inc., in 1979. The two AID funded studies



contain a great desl of information relating to the Operating
Practices of Specific institutions, which has not been repeated

here. Also influential were the analyses of domestic resource

and the private Sectors. In some instsnces, they. have been
kind enough to review the conclusions ang recommendations con-
tained herein, In no case do these conclusions represent
official positions. Without the input from these distinguishegqd
individuals, however, the real workings of the housing finance
brocess would never have been known. (A list of persons inter-

viewed is contained in the Annexes) .

A. Conclusions
~Z2-1usions

1. Shift in Government Policy

The dynamic of the formal housing finance process in
Egypt cannot be understood without careful analysis of the

nation's pPolitical course and the economic consequences.

the international e€conomy, it has become dpparent that the
budget outlay required to meet domestic investment needs is
increasing at a rate which can only be supported by enormous

Increases in government resources. Inp response, GOE Planning



and policy has been diredted at reducing the reliance on
direct government intervention and at mobilizing private
sector resources.

In the mid-1970's, the GOE launched the Al-Infitah

(open . door) policy in an effort to produce a more market-

orientedeconomy. The program has been moderately success-
ful and has been aided by four factors: income from Suez
Canal operations, petroleum exports, workers remittances and
foreign investment. |

These factors. have combined to flood the economy with
foreign exchange, reducing balance of payments concerns and
opening the door, at least a crack, to free market concepts
and techniques. 1n 1980, the banking system recorded a posi-
tive net foreign asset pPosition of $5 billion. Four years
earlier the net position has been negative.

At the same time, domestic resources have been particu-
larly importanf in the development of national investment,
accounting for 67 percent of total new investment in 1980,

a reversal of the situation in 1974. Private sector invest-
ment increased from 5.2 percent of GDp in 1973 to 9.4 percent
in 1979.

This revitalization of national investment has motivated
a more active analysis of the nation's capital markets and
the legislative and fiscal reforms which must complement
efforts to expand the Private market's service to the national

economy.



An important impact of the foreign exchange activity
has been the investment of workers’remittances in housing.
In 1980, the three million Egyptians working abroad remitted
$2.8 billion. Though a sophisticated capital market has not
yet reappeared in Egypt, and private sector business conti-
nues to be characterized by a cash-and-carry approach, remit-
tances have, in some degree, served to broaden the distribu-
tion of the wealth required to make investments in the shelter
sector. The analysis of the nation's capital markets and the
potentials for resource mobilization indicate that the pro-
pensity to save from remittances is much greater than that

from disposable income.

2. More Policy Revision is Necessary

The moderately successful program to attract foreign
resources clearly offers intriguing possibilities for invest-
ment in housing, though a number of obstacles must be cleared
away before such investments can be attracted with ease.

The attempt to lure foreign investment has not yet resulted

in a broadly spread allocation of these new resources through-
out the economy. The primary impact appears to have been
investment in commercial banking (and, therefore, trade finan-
cing), petroleum extraction and commercial real estate.
Investments in manufacturing appear to be growing at a more

gradual pace.



One of the principal obstacles is pPresented by the
government's wage and price policy. The GOE has long recog-
nized a.responsibility to hold down prices on essential items
So that they do not get out of line with incomes, also set
by the government because the five million public sector
employees dominate the labor force. Rent control is one of
the byproducts of this policy.

Increasingly, the market prices of basic foodstuffs,
construction materials and other éssential items, influenced
by international markets, have left incomes behing, creating
renewed pressure for government support and cutting into the
disposable income which might otherwise, be available for
housing expenditures.

The importance of this context for housing finance should
not be underestimated. It affects investor decisions relating
to the term of risk they are willing to accept. Developers
build only for those who can pay cash. It affects credit
policy as even variable rate or graduated payment options are
chancy because income increases are directed by GOE decisiors.
And it affects the bPressures on government to intervene.

In sum, the Egyptian economy is a long way from shaking
loose of tight central government controls and the psychology
that goes with them. Credit Foncier lManagement estimates
that 80 percent of formal housing investment is government

inspired and supported. The National Housing Plan itself



suggeststhat 90 percent of investment during the 1981-85
period will have some link to government programs. Finally,
the broad sweep and the speed of government intervention in
the early 1960s has not been forgotten by private sector
investors. Yet the nation's post-war history gives evidence
of familiarity with a br ader range of options and, the set
of institutions that could handle a more efficient direction
of national resdurces toward housing exists. To make longer
term risk more acceptable to investors and to permit incomes
to relate more closely to actual costs would be among the
primary objectives of any new housing policy.

B. Recommendations (Summarized)

1. Joint Program Objectives

Ina long term context a joint program might focus on:

e encouragement of savings.

‘@ extension of the risk financial institutions are
ready to take on mortgage loans.

o expansion of the retail effr-ts of thrift and
mortgage lending instititions and a concurrent
increase in the flexibility of operations.

o establishment of a mortgage loan purchasing insti-
tution (the beginning of a secondary mortgage
market.)

At present, the atmosphere is not conducive to implemen-

tation of broad scale reforms such as rationalization of rents



and interest rates and reduction of the GOE role in shelter
finance and construction. The approach recommended herein
would lead to a better environment for such reform through
gradual expansion of the formal, non-governmental mortgage
loan market. This means improving the retail aspects of the
housing finance system. Agressive retail banking should be
able to capture new resources and generate demand for mortgage
loans at market rates.

2. Joint Program Contents

The Credit Foncier would appear to be the most logical
instititiqn with which to work as it is now involved in the
Helwan project. The Housing Development Bank may be interested
in such an approach as well, though it does not presently have
the facilities and operating experience that would serve as
the foundation for an agressive retail program.

The home improvement loan program now in the first stages
of development in Helwan may produce an experience that could
be duplicated elsewhere, at least in Cairo. This program
might be expanded to include standard mortgage lending and a
linked savings program. It has been suggested that if a
savings account were required prior to consideration of a
borrowing relationship then savers might accept savings
interest slightly below prevailing market rates giving the
lender a better opportunity to set a workable margin even if

some foreign loan funds were used as seed capital. In addition,



loan interest rates could be lowered somewhat to expand the
potential markct for the'program.

In sum, the basic premise behind this program is that
the availability of funds will generate demand, even at pre-
vailing market rates, and that the linked savings and loan
program would represent a fine-tuning to reach a lower income
group. Joint program funds would be used to open modest branch
facilities (rent, furniture, communications and calculating
equipment) and to capitalize the iending program. The project
"would grow slowly keeping pace ‘with the central institution's
ability to manage new branches. An investment of $25 million
from whatever source represents over 10 percent of the assets
of the nation's largest mortgage banking institution. Such
an investment, while not capable of turning GOE policy around,
would be attractive to the lending institution and could be
used to bring about modifications in operating policy. It
appears that an investment of $25 million would be too large
for immediate absorption but could be disbursed on a time
schedule fixed by the receiving institution's capacity to
expand its retail activities.

The following sections detail the context that makes
such a conservative assistance program appropriate at this

time.
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II. HOUSING PROJECT DEVELOPMENT

A. Government Sponsored Production

1. The Ministries

During the 1960 to 1976 period, ‘it appears that infor-
mal sector housing activity produced three units for every one
produced by the formal sector. Of this formal sector production,
at least 80 percent was either directly produced by government
or financed through the GOE's cooperative housing program. The
1979 housing plan suggests that this GOE éominance of formal
sector housing production will continue in the near  future,
though reductions in direct GOE production are called for.

Government production is undertaken directly by the
Ministries of Housing and of Development. These ministries are
capable of designing and executing projects. The public sector
is the principal employer of the architecture and engineering
professionals produced by the nation's educational system;

The ministries contract with public sector construction
companies to carry out the projects. In some cases they may use
foreign construction companies to provide supervision or tech-
nical input. This is unusual in residential projects. The
nation's public sector contracting companies predominate in
their field in keeping with public sector dominance of the
economy.

Ronts on government built properties are set in keeping
‘'with the incomes of the beneficiaries and often do not relate

to the investment or to the maintenance requirements. The GOE
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is aware that the costs of these programs are too great a burden
for the national budget. The plans for some of the new towns
indicate a reliance on other mechanisms (private contracting,
autonomous public corporations and the qooperativc program) to
carry out the investment in a way that will reduce the strain on
the national budget.

Production figures are greatly confused. The draft 1981-
85 plan continues to use very approximate figures which do not
specify the producer and use general per square meter costs to
set the investmern: levels withoutidifferentiating between types
or | transaction (rental or purchase). The 1978-82 plan called
for production of 150,000 units by the private sector and 175,000
by the public sector. Of this latter figure 120,000 units were
to be produced by the Ministry of Housing. No figurés are given
but it is understood that most of this production was tQ be of
rental units.

Oﬁly the nétional government, at the present time, has
the resources of land and financing to carry out large scale
residential projects. To give an example of the size of national
government commitment to housing production under its own pro-
grams, the new town projects currently under construction or in
the final stages of planning -- the 10th of Ramadan, Sadat City,
the 6th of October and the 15th of May -- will include provisions

for some 340,000 households.
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2. The Governorates

The governorates may build from their own budget funds,
however, their staffs are not as professionally capable as those
of the central government and thercfore:much of the project plan-
ning anq supervision are carried out by central government agen-
cies. Once again, it appears that most governorate produced
units are leased. Two projects now in planning and early con-
struction stages in the governorate of Cairo, Deuwaka and Berket,
are being designed to accommodate some 56)000 households.
Presently plans call for the units.to be leased to families at
monthly rates of LE 2 and 3.

3. The Cooperative Program

in existence since the mid-1950s, the General Authority
for Housing and Building Cooperatives has been an important
vehicle for the production and sale of housing to organized
groups of Egyptians. The program has been used primarily by
public sector employces who form cooperatives that acquire land
and turn to the GAHBC to coordinate construction and the sale
of units to satisfy the cooperative's needs.

In its role as advisor to the cooperatives, the GAHBC
may review the building site selected by the group as well as
the plans for the units. The authority has a large professional
staff for this purpose. The authority may then help the coopera-
tive select the constructicn firm for the job and supervise con-
struction work. Though no accurate figures are available it
appears that this program accounts for less than 5,000 loans

nationwide per year.
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The GAHEC may also operate as a developer. In such
cases, GAHBC staff will handle all the technical aspects of the
project implementation. During the construction process the
Authority will circulate information on the project to prospec-
tive purchasers, and if successful in finding an interested
group, éell the building. If unsuccessful, the Auvthority may
form a cooperative from a waiting l1ist of individuals.

To finance construction of the prod :.t, the GAHBC will
require a down payment from the project's"beneficiaries (the
individual members og the cooperative who will be the ultimate
beneficiaries, since.the loans for purchase of the units are not
made to the cooperatives themselves). The authority may then
lend the individuals up to LE 6,000 for terms of 25- to 30-years.
The intercst rate on the first LE 4,000 required is 3 percent.
The remaining LE 2,000 will carry a 5 percent interest rate.

. There is a 3-year graceperiod on repayment of principal.

Ig should be notcd that many of the GAHRC produced units
have prices in excess of LE 6,000. It is understood that the
beneficiaries will be able to go to other institutions to seek
the additional financing required to cover the full price of

unit.

The GAHBC has no depositors nor does it generate any
funds internally. It borrows an amount equal to the loans
required to purchase the unit from either the commercial banks
;or the housing finance banks. These loans are made at the

Central Bank discount rate (currently 12%) and all CGAHBC



borrowings are secured by a central government guarantee. The
individual cooperativrs or GAHBC itself are responsible for the
loan servicing. The GAHBC will call on the Treasury to make up
the difference between the loan lending rate charged by the
financial institutions from which the authority borrows and the
3 to 5%‘recovered from the project beneficiaries.

The authority sees itself as an arm of the GOE policy,
and as a resalt.is more concerned with the expenditure of funds
for increased quantities of housing tham it is on recovery of
investment. Because there are no limits on family income nor
on the cost of the unit which may be financed by the cooperative
program, it has been possible for this program to serve a wide
range of income levels including families with high income who
may rely on the rather limited levels of GAHBC funding to meet
initial construction reguirements and to provide access to the
use of sube.dized building materials.

4. Public Sector Impact on Private Sector Project

Development

As noted earlier, the commanding positioq of the govern-
ment with respect to residential real estate development is such
as to deter any interest by private sector developer groups.

The GOE controls enormous amounts of land and has the staffing,
and at least, in principle, the funding to carry out very large
scale projects. Finally, the government is able to offer favor-

able financing conditions.



In spite of this dominant position, however, government
planners recognize that a means. must be found to attract more
private sector interest in residential project development.

Put another way, the government must share some of its responsi-
bility for housing production. Recently, in the case of two of
the proposed new towns, the 6th of October and Ameriyah City,
the government has carefully considered the potential for the
private sector development, through use qf commercial terms,
with profits from the more commercially viable components of

thg new town project offsetting the losses to be incurred in
some of the components such as héﬁsing for low-income families,
and has also gone to an international bidding process to attract
foreign éapital and development techniques.

Furthermore, there is some question in the minds of the
GOE planners as to the ability of the Egyptian economy to per-
form at the pace of the past four years throughout the rest of
the century. It is clear that if the present boom tapers off,
even moderately, GOE resources will be inadequate to fund the
extensive investment program required to bring the nation's
infrastructure up to adequate levels.

This problem of private sector intervention in the area
of residential real estate development is evident in the activi-
ties of the National Company for Housing for Professional Syndi-
cates. This company is not technically a government agency,
though it was formed as a result of deliberations by the National

Party and the Engineering Syndicate. The capital has come from
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the syndicate's pension fund and a wide range of public sector
financial institutions, and the objective of the company 1is to
produce increased qualities of reasonably priced houses.

At present, however; the company is focusing on commer-
cial reql'estate development. The company has been allocated a
large tract of land in the 6th of October new town, and is in
the process of designing a moderate-income housing program for
that tract. The fact remains, however, that the advantages to
the investor in the private market fail in the area of commer-
cial rcal estate development. Thus, even those enterprisec
designed with government support and directed to increase private
sector investment in residential real estatte for the nation's
middle- and lower-incume families find entry into the marketplace

difficult.

B. Private Sector Residential Proiect Devéiooment

It seems fair to say that subsecuent to the nationaliza-
tion of private sector business activity in the early 1960s,
this sector lost the institutional structure from which to launch
large scale real estate development programs. The seeds for
change, however, were planted in the 1970s with Law 43 and the
improved performance of domestic investment. As a result it is
now possible to see increasing evidence of private management
of complex real estate projects.

1. No Institutional Base

Nevertheless, there is no "developer" organization as
we know it in the U.S. Real estate development in Egypt contin-

ues to be the result of a combination of land owners, construction



- 17 -

companies, financial institutions, and architectural ang enginecer-~
ing professionals. Even the Osman ang Allam family concerns, the

largest Egyptian construction companies, seldom initiate Projects

by buying up land and assuming the riskt

2. A Cash-and-cCarry Operation

Mosf residential real estate projects carried out in
Egypt today, be they in the formal or informal sector, rely on
cash put up by the eéventual project beneficiaries, In the most
Successful type of Project, the land owner and the construction
group would advertise before the beginning of construction and
collect down pPayments by project benefiziaries who will, in that
way, be guaranteed Priority treatment upon completion of the pro-
ject. “

Interested Purchasers are given an estimated Price and .a
probable completion date and are shown full_plans for the units,
The initial deposit runs between 20 and 30 percent of the estima-
ted price of the unit they are selecting. They will then sign
an agreement of sale with the developer which, as mentioned before,
would pProbably be a Partnership of lang owner, architect, and con-

Struction company.

These agreements do not specify the final cost Oor completior date.
The installments are required at regular intervals regardless of

the actual construction process.



Construction financing may be used in those cases where
the project is particularly big or the land owner and the con-
struction group do not have the funds to begin earth movement
or some foundation work. Often this first step is required as
proof to potential purchasers that the project has been seriously
considered and will, indeed, go forward.

Construction lending is normally handled by one of the
major commercial banks in Cairc. In most residential projects
the construction loan will be a secured loan that is further
supported by the financial capacity of the borrowers. The loan
will be for short terms, between 2- and 4-years and will carry a
floating interest rate, which is an interest rate that may float
with the.maximum allowed by the Central Bank of Egypt (currently
15 percent for loans denominated in pounds). In addition, the
lending institution may charge a managcment fee of one-half to
one percent.

The absence of long-term mortgage financing for
the purchascr of the unit limits the private sector devel-
oper's market to those who can pay cash or amortize any short-
term borrcwings they might make because of their own par-
ticular cash position. It is apparent that accumulated
wealth forms the basis for most investments in residential
real estate in Egypt. This is true at all economic levels.
Though incomes have remained low in relation to costs, the

work opportunities in the Gulf have permitted a number of



low-income Egyptians to accumulate sums sufficient to in-

vest in real estate. Tn the informal sector these remit-
tances are more likely to be invested in improvement or ex-
tension of exising units, but they have also supported much
new unit construction.

Cash project-financing eliminates one of the major
costs facing residential real estate developers. As a
result, exhaustive feasibility studies are not necessary.
The current shortage of housing and the widespread specula-
tion in real estate assure a developer of rapid sale of an
apartment building. Nevertheless, if sales are not immediately
strong, the carrying cost of the unsold units ic greatly re-
duced by the availability of cash produced regularly by the
exXisting purchasers. Consequently, errors in timing are not
very expensive.

For rxample, whereas in most countries time is costly
and jobs are completed as soon as possihle, the Egyptian de-
veloper often gains by moving slowly. The cash payments
made by purchasers can be used topay off any outstanding
construction financing, and any excess funds may be in-
vested. Because payments by purchasefs are made according
to a timetable not based on construction stages, it is
often possible to pace the construction so that no addi-

tional bank financing is needed.
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Clearly,developers using this technique risk the
Possibility that the purchasers will object to delay beyond
the originally promised date of OCcupancy. Two factors re-
duce the likelihood that such problems will arise, First,
the technique is so widely used that a buyer who demanded
his money back would probably face the pProspect of having
to wait an additional four to five years for the comvletion of
any alternative home or unit in which heinight make an in-
Vestment, and furthermore, that investment would probably
require larger sums. Second, the rapid escalation in real
estate values during the last few yvears has Created a body
of speculators. Because these persons do not need a new
apartment as a primary residence, they are in a position to
buy the contract of any complaining purchaser and hold it
until profitable completion of the units.

During the construction process, Particularly if it
is prolonged, increases in the paynents to be made by the
purchaser may be required. Cost overruns of at least 30
percent have been the rule rather than the exception in re-
cent years. The brospective purchaser is required to respond
to these increases. 3 purchaser who is dissatisfied with
the length of time of construction or the increase in the
cost of the unit has little recourse. He is entitied to
demand the return of his deposit and progress payments.
This money will usually be returned without interest and,
in fact, in some cases, there may be a penalty for breaking

the agreement with the developer.
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Final transfer of the property does not take place
directly between the developer and the buyer of the unit.
Transfer taxes require that the builder pay 5 percent on the
first unit sold and 40 percent on each subsequent unit. As
a result, the individual unit buyers are formed into an associ-
ation to which the building is deeded by the buildex. In such
a manner the builder only pays the 5 vercent tax of the first
unit sold. This technique sets up an ownership situation
similar to that of condominiums or cooperatives in the
United States. The Owner's right to sell, rent, or modify
his property is not affected. The establishment of the
association does not necessarily provide for the future
maintenance or operation of the building. It is merely a
tax dodge.

A variety of technigues have been used to attract
funds from potential unit buyers by groups with land and
plans for' residential development. An interesting comment
on the progress being made towards institutionalization of
residential project develowvment may be drawn from the ex-
perience of The Cairo Company. This company required that
each prospective purchasar own at lcast a minimum number of
bonds. The purchaser with the largest number of bonds bought
at the earliest date reccived first choice from among the
ﬁnits. In this way a priority ranking was established. The
Cairo Company also offered a 2 percent ger year interest

rate of the bonds.



Bond issues were consistently oversubscribed since
most buyers bought bonds in excess of the estimated price
of the unit. The cairo Company operated on the assumption
that it would be appropriate to have more bond holders than
units, anticipating construction of future buildings.

The Company, however, ran into difficulties with
construction leaving a number of bond holders with outright
losses. The problems appear to have resulted from the company's
efforts to keep investing construction financing into new
projects.

It is unusual to find subtantial involvement in
residential real estato development by foreign interests.

Some of the Gulf State investors, however, have saown that
they are not particularly concerned with immediate return
and are, therefore, able to make investments in projects
which may have a questionable market at Present but offer
interesting prospects for the future. In one instance, Gulf
State inQestors bought a 150-unit project in Nasr City
where the sale price is expected to be around LE 65,000 per unit.
Though there are a number of lower priced apartments available
in this area (units which have been financed or are being
financed through cooperative brograms), the investors felt
that the land value and construction costs would only in-
Crease with time and that their project should have no

market problems over a S5-year period.



3. Commercial Real Estate Development

The boom in real estate development in Cairo in recent
years has been most apparent in the developinent of commercial
projects, where investors have found plenty of opportunity for
a rapid turnover of investment at market prices. Law 43-projects
enjoy a 5-year exemption from taxes, an exemption which takes
efrect only when the project becomes productive. Some hotel pro-
jects may be favored with an 8-year exemption.

The process of assembling a commercial real estate
development project is not greatly different from that des-
cribed for residential projects. The market is more attrac-
tive. Ideally, investors will loock for return of investment
and profit in a 4-year time period, allowing a margin to assure
the tax excmption. Some of the major commercial banks, such
as the National Bank of Egypt, may take equity positions and
also provide construction financing. In mostcases the project's
lender will expect the land to be already owned by the de-
veloping syndicate. The property may be mortgaged, but un-
secured loans are not unusual. Tt is unusual, however, to
have loans that have terms longer than three to four years.

One atypical project which never:heless offers in-
teresting insight into the real estate development process
in Cairo is the twin-tower, Cairo Plaza project. Among
the Egyptian partners in this enormous commercial venture
which will combine commercial space, office space and a

hotel are: the El-Shams Housing Development Company, the



El-Shark Irnsurance Company, and thé Bank Misr, all public
sector institutions. There is also an Egyptian individual
in the partnership. The foreign partners are extremely
wealthy Saudi-Arabian and Gulf State investors. The initial
estimate for construction costs for this project was $150 mil-
lion of which about 10 percent was put up as equity. Con-
struction financing was provided by the Credit Foncier, the
National Bank of Egypt, and the Misr Bank. The Credit Foncier,
for example, has taken a mortgage with a l2-year term as part
of the package of construction financing. The other banks
have lent against the financial strength of the investors.
Project execution has been complicated and is well
beh:nd schedule. Negotiations are now underway for the
second stage of the construction {inancing, an amount total-

iing $35,000,000 to $40,000,000. The lending institutions

at this point haveasked for the joint guarantces ot the
project investors. Some observers of this project, which
has become something of a scandal, think it would be silly
for the project investors to put up such a guarantee since
they themselves have the financial capacity to fund the
project.

It is not at all clear that the market will support
the rentals that would be required to nffset the investment
in this building if this space were put on the market today.

It has been estimated that office space will have to sell



for approximately LE 4,000 per square meter to make this
project viable. At present the highest rates are around

LE 2500 per m2, with LE 1000 per m2 being far more common.
Furthermore, there is evidence that the boom in high quality
office space has tapered off, possibly because costs have
risen so rapidly. The foreign investors in the Cairo Plagza
project, however, are not concerned about short-term recovery
of investment and are fully prepared to complete the project
according to plans and wait for the market. to catch up.

4. Financing Construction Materials

Building nmaterial purchases are paid for with funds
borrowed for construction financing or down payments received
from the prospective purchasers of units. There is no system
off supplier credits. This situation is as much the result
of the nature of the distribution system as the construction

finance svstenmn.

The more important building materials (cement,
steel, glass, wood) are subject to price and quantity con-
trols (they are subsidized). The official system for obtain-
ing building materials requires evidence that the builder
has been issued a building permit. Holders of permits then
submit their plans and are assigned a quota of materials.

The quota slips are taken to distribution centers where sup-

plies are issued for cash payment.



Parallel to the official system is an equally large
black market in building materials. The nced for a black
market arises from the delays builders often encounter in
obtaining supplies through official channels and the require-
ments of many small contractors who build without permits.
The source of supplies for the black market appears to be
primarily legitimate builders who receive materials through
the official distribution system.

Building materials are not distributed on a first-
comg, first-served basis. Prioritics are assigned according
to the importance of the project. It is not clear exactly
how the priority system works, but it is clear that some
builders and some projects receive supplies much faster
and on a more regular basis than others. Those builders
who become impatient waiting for supplies have the option
of purchasing them on the black narket where materials are
generallf available for as much as three times the official
subsidized price. A builder with a permit who decides to
buy on the black market will, therefore, have no use for the
materials he has ordered throuch official channels. He then
becomes a source of building materials for the black market.

Clearly, this system of materials distribution does
not encourage development of a credit system. The official
éhannels have no need to offer credit as an inducement.

.Not only are they the only official source, they also have



the best prices. Black market dealers, on the othe? hand,
consider the extension of credit an unsound business practice.
For large projects it is the prime contractor's re-
sponsibility to obtain the official quota of goods for the
subcontractors. If the subcontractor is required to obtain
black-market goods to expedite the job, this also becomes
the resvonsibility of the prime contractor. In some cases
the prime contractor will arrange to provide informal fi-
nancing for the black-market purchases of the subcontractor.

C. Residential Market Conditions: Rent Control and
Family Incomes

1. Sales Versus Rental

It is clear that the market in Egypt today favors
housing built for sale. 1In Cairo, apartment units are pre-
ferred over single-family units, presumably because the de-
velopers are maximizing the use.of their property and large,
attractive properties are not available within easy reach

of urban services.

The conditions which characterize the market for
rental are very peculiar, since it would appear that the
bulk of the housing stock is rented. .The absence of rental
construction is not, however, a new phenomenon. The problem
was created in 1960 when a strict rent control law was passed.
This law sets restrictions on the rents that can bhe charged

on either existing or newly constructed units.
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The rents on existing units were frozen at the 1960
level with no provision for future increases to cover main-
tenance or inflation. Significantly, landlords in the late
1950s had been requireld io lower rents by approximately 35
percent so that the rents being charged when the controls
went in&o effect were in most cases less than those set
when the building was constructed.

For new buildings rent is determined by government-
authorized rent control committees on the basis of:

7% of the value of the building and land as
a return to the landlord and

3% of the value of building itself for de-
preciation, repair maintenance, etc.

The value of the land is set at its 1974 price plus
7 percent per year for appreciation. The building's value is
based upon its cost as determined by the amount projected on
the building permit regardless of any cost overruns.

The tenant/landlord relétionship under the law is
biased almost exclusively on the side of thé tenant. In
practical terms, for instance, it is impossible ﬁor the
lessor to terminate a lease even on the death of a lessee.

A tenant's lease is inheritable by spouses, children, parents, and
relatives down te third generation if they have lived in the
apartment with the tenant for one year prior to his or her

death.
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The only excéption to the rate stfucture discussed above

is for furnished apartments. Furnished apartments may be

leased to foreign citizens at an uncontrolled rate.

Egyptian tenants of furnished apartments are exempt to

a lesser extent based upon the term of the lease. If

the Egyptian lessee has rented the apartment for five
consecutive years from the landlord he has the option

of demanding the rent controlled rate. Similarly, if an
Egyptian has subleased an apartment for fen consecutive

years he may assume the leasc of the tenant.

The usc of the furnished apartment excemption is limited
to one furnished unit per person in any one

city. Members of the landlord's immediatc family (spouse
and children over 21) may each own a furnished rented

unit for lease,.

" The effect of the rent control law on this very vital

- sector of_the housing market has been complicated and far
reaching. The most obvious result of the law to any outsider
is the decision by landlords to neglect maintenance of
existing buildings. There have been more subtle social and

economic effects as well.

To increase the return on his investment, the landlord
has two options--both of which usually involve circumventing
the law. First, he can demand key money, a large payment
in cash, from prospective tenants or rent controlled units.

The payment of key money is a standard practice although it
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is strictly forbidden by law. Tenants have occasionally
been successful in recovering key money through the courts,
but more often than not, legal action is not taken or the
landlord wins the case. Key money is not always paid only
to the landlord. A tenant can expect a share of the payment
if he is vacating his apartment or if he chooses to sublet
it at the rent-controlled rate.

Second, the landlord can increase his income by
leasing a furnished apartment to a foreign citizen or, on
a short-term lease, to an Egyptian. Either of these options
is perfectly legal, but restricts the earnings of a landlord
who abides by the section of the law that limits the numbpber
of furnished units he may lease. Frequently, a building
owner will "sell" apartments to relatives outside his im-
mediate family or to friends. These apartments then can be
legally rented as uncontrolled units. Many older apartment
houses have had one or two stories added in order to provide
units which can be sold and then leased.

When renting furnished, uncontrolled apartments to
Egyptians, the landlord must always be aware of the five-

year limit on the lease. Often, a two-year lease is signed

and simutaneously a pre-dated letter terminating the lease
is given by the tenant to the landlord to avoid problems at
the end of the lease. Such short-term leases could be a
hardship for tenants except that most, either have family

members or a friend who arewilling to execute a new lease



in his name, though the actual tenant does not move. Through
this mechanism the landlord avoids a claim that the lease has
been in effect for five consecutive years and that the unit,
therefore, is eligible for the controlled rental rate.

~From the tenant's point of view, the rent control law
has provided an opportunity for home ownercship in fact, if
not under the law. Rates on rent controlled units are very
low in relation to estimated market value.
If the tenant pays the rent, he or she is assured of not only
a home, but also an estate that can be passed onto any heirs,
The existence of key money payments even provides the tenant
with the opportunity to realize a cash gain if he must vacate
his home. Key money can be regarded as analogous to a down
payment for the purchase of a home at almost the purchase
price with the advantage that the responsibility for mainten-
ance lies elsewhere and the monthly carrying costs are min-
imal. The similarity between ownership and rental is so great
that there are individuals who invest in rent controlled apart-
ments. An investor can earn a handsome profit by paying key
money, taking over the apartment and subleasing it as a fur-
nished unit to foreigners or perhaps as office space to a company.
On an investment of LE 70,00Q to 100,000 for a large
apartment in a good area an investor might pay a controlled
fent of 15-25 pounds per month whereas the sublease may bring

in 500-700 pounds per month.
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Among the individuals which the team met (most of
whom were benefiting from the rent control laws) there was
general agreement that rent control was stifling develop-
ment and a major causc of current housing problems. It
was also agreed, though, that the low nonthly payments
and existance of tenure rights made rent control a very sen-
sitive political issue. The consensus was that substantial
change was not likely for may years, but that some movement

towards decontrol had to be initiated immediately.

2. Family Income Levels

A summary cost analysis suggests thut a small
(100 m2) luxury azpartment would have construction costs of
LE 300/m2 and would sell for at least LE 40,000. The ma-

Jjority of Egyptian families cannot afford such a unit.

A recent IBRD analysis of family expenditures
estimated that annual urban family income is distributed

as follows:

0- 778 LE 26.6%
779-1113 LE 23.7%
1114-1782 LE 28.5%

1784+ LE 21.2%
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The expenditure data appears to support an esti-

mated median family income of LE 1,000 per year.

Wage levels in Egypt have been rising rapidly
during the recent past. A 1975 survey, for instance, indi-
cated phat approximately 50% of the urban families had ex-
penditures of less than LE 500 per year. An increasc of
more than 100% in five years is an impressive gain, but it
has not brought incomes up to the levels needed for housing
unit rental or purchase at market rates, because inflation

in housing costs has easily matched the rise in income.

The gap between the income needed to buy a
house and the income available to most families is at the
hcart of the housing shortage in Egypt. Recognition of
this gap has resulted in extensive subsidies to reduce
the cost of building and financing a home. The private
sector is also aware of the discrepancy, and has limited
its efforts to the segment of the market that can easily

afford high prices for coustruction and financing.

The extent to which most people are.excluded
from the housing market can be seen in Table 1. ssuming
that 25% of the median family income or LE 250 per year
is available for housing, the table below examines the
maximum mortgage which could be afforded at 3,6,9 and 12%
for 15, 20, and 25 years terms. At the best possible terms
(3% for 25 years) the median family income will support a

maximum mortgage of only LE 4,283.



Table 1

Maximum Affordable Mortgage by Median Income Family

3% 6% 9% 12%
15 years 2,941 2,407 2,002 1,692
20 years 3,662 2,835 2,257 1,844
25 years 4,283 3,183 2,420 1,928

Table 2 converts the mortgage amount for Table 1 into a
maximum sale price assuming a 30% down payment. This loan
tc value ratio of 70% is relatively generous. Often, down
payments of 50% or more are required to obtain what long

term financing exists. The 30% requirement, however, appears
reasonable for the median income family. As can be seen from

the Table, the maximum affordablec house would be LE 6118.

Table 11
3% 6% 9% . 12%
15 years 4,201 3,439 2,860 2,417
20 years 5,231 4,050 3,224 2,634
25 years 6,118 4,504 3,457 2,754

With most new construction covering units at prices well

above LE 6,000,

it is obvious that even with long term

financing most families cannot on their income afford

even low cost housing now being built.

Private sector

builders do not have any incentive to build housing for

this price range.

believe the risk of default is too great.

Private sector financial institutions



The recommendations contained in Section IV
of this report are designed to help create the capital
market conditions that would expand the number of families
that can afford housing at market rates. Once in place,
these'capital market programs might be fine-tuned to reach
lower and lower levels of income. What is anticipated is

a reduced level of GOE budget commitment,not its elimination.

The income figures make clear, "however, that
the income problem has the greatest influence of any factor
on the attractivencss of the residential market to private

seclor investment.
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III. THE FINANCIAL SECTOR

Two carlier reports, the 1977 by the Joint Housing Team
Finance, and the subsequent report by Richard T. Pratt Associates,
Inc.,presented a thoroﬁgh analysis of the Egyptian financial sys-
tem in general and the housing finance system in particular. 1In
that an objective of the ﬁresent team is to identify,.
and put forth recommendations for a program wherein AlD can assist
the'ﬁgyptian financial system in the mobilization of domestic
savings for long-term mortgage finance, the objective of this
section is to update the two earlier reports and identify those
financial and monetary issues relevant for the development of
such a prbject.

The structure and character of the financial system has
changed substantially since the enactment of the Foreign Invest-
ment Law in 1974 and the abolishment of functional specializa-
tion in 1975. Other recent deyvelopments have liberalized the
“activities of some of the specialized banks in Egypt, created new
specialized financial institutions, and have incréased the flexi-

bility of the Central Bank in its conduct of monetary policy.

A. The Central Bank of Egypt

The Central Bank of Egypt was established inil975 as an
autonomous public entity with the responsigility for controlling
and supervising the country's banking system. The bank 1s also
responsible for formulating monetary, credit and banking policies
and as such has responsibility for determining dis&ount and

interest rates as well as liquidity and reserve ratios. The
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Central Bank conducts the banking operations for the government
as well as other public entities and administers the public debt
for the country.

B. Commercial Banks

l. State Commercial Banks
The banking system irm Eqyp* is dominated by four
national commercial banis which prior to 1975 were assigned to

provide financing for cazriain kinds of public sector economic

activity. Under this sysism of Functional specialization, the

(9
L

)

banks had little operawing flaxibility and were essentially

instruments for carrying cut government éolicy in their respec-
tive areas. This system of farctional specialization was aban-
doned in 1975 at which ¢ims foreigm banks were allowed to enter
the market, and public sectae entities were free to deal with any’
public sector bank they wish.

Almost all loans granted by the four public seétor banks
are short term and in local currency. The maximum interest rate
on local currency loans is currently fixed by the Central Bank
at 15 percent. Most laans are secured by personal guarantees
and merchandise. ‘

In addition two tie tfaditional demand and savings account
deposits the national harks have recently become more agressive
for additional depositss amd have introduced several new forms of
saving deposits. For example, LE 100 invested in ‘an appropriate
bond today will return LE 240 in ten years. Current income bonds

earn interest paid semi-annually. Interest rate on savings and
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time deposits currently range between 5 percent and 11.5 percent.
Non-interest bearing lottery bonds are also avaialble from the
banks.

2. Joint Venture Banks

Under the Foreign Investment Law of 1974, foreign banks
were authorized to conduct business in Egypt. By the end of
1980, 44 banks had becen established under this law. IA order
to conduct business in Egyptian pounds as well as other foreign
currencies a .joint venture bank must possess a majority Egyptian
partner. Of the 44 pgnks, 18 have a majority Egyptian partner
and are authorized to engage in a full rarge of banking activi-
ties, and compete in most areas with the four government owned
commercial banks.

The consolidated balance sheet for these 22 joint venture‘
banks as well as the 4 national banks is presented in table IV-1.
Row 5, shows bank assets to have nearly tripled from 1976 through
1980. In 1980 albne, assets increased by 40 percent. During the
same period, 1976-1980, time and savings deposits (row 8) increased
from LE 482.5 million to LE 2635.2 million for an increase of
447 percent. In 1980, savings increased by 57 percent.

To date Egypt's Commercial Banks have not been active in
the origination of mortgage loans. Loans are ﬁade, however, to
the General Authority of Housing and Building Cooperativeé, the
Credit Foncier, and the Housing Development Bank. As indicated
in Table IV-2, row 11, these loans amount to LE 18.9 million at

the end of 1980. If Central Bank loans are included, row 11,
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a total bank lending to mortgage banks amounted to LE 164.5
million by the end of 1980.

There are twenty-six additional joint—vénture banks and
branches of foreign bapks operating in Egypt whose activities
are restricted to foreign currency operations exclﬁsively. The
consoliaafed balance sheet of these 26 banks is shown in Table
Iv-3.

Central Bank requlations imgose a 25 percent reserve
requirement on all deposits of tluw aboww banking institutions.
However, to permit competition wizh other international financial
center banks, the 15 percent reserus raquirement on foreign
balances is not enforced.

3. Specialized Financial fTrstitutions

Specialized banks are defimed as "non-commercial" and
are intended to serve specific sectsrs of the economy. Such
institutions are state owned and ¢ not accept deposits. The
Agriculture and Development Credit Bank provides short-term
facilities to small farmers for crop financing. The Development
Industrial Bank formed in 1976 ha:s committed LE 60 million in
medium-and long-term loans to prirate sector industries at a sub-
sidized fixed rate of 8§ percent.. Lz 1930, the National Invest-
ment Bank was established to fund ke aperations of public sector
companies and to facilitate the: Tibrencing of large scale projects.

The Bank has an authorized capifczl of LE 3.2 billion.
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Table III-1

Consolidated Balance Sheet of Commercial Banks 1976-80

(In millions of Egyptian pounds)

End of Period 1976 1977 1978 I/ 1979 2/ 1930
1. Foreign assets (nct) _l._i :707.7 969.7 1,061.7 1,087.2
Foreign assects 769.1 1,355.0 1,729.8 1,921.6 2,707.3
Forecign 1liabilities -767.6 -625.3 -760.1 -859.9  -1,620.1
2. Rosor\rcs 451.2 495.4 _5—05.4 §_Q_§._2_ 1,26—81_.___9_
Deposits with Central Bank 381.9 420.4 415.5 681.3 1,109.0
Cash . 69.3 75.0 89.9 121.9 159.9
3. Domestic asscts 2,966.8 3,454.5 4,249.7 5,078.7  7,321.8
Claims on publjc sector 2,530.4 2,911 5 3,001.3 3,930 3 5,‘1554
Central and local govermment(1,306.7) (1,549.4) (1,806.0) (1,969.4) (2,770.4)
Public authoritics (339.2) (266.8) (587.1) (576.9) (956.8)
Public sector companics (884.5) (1,095.3) (1,208.2) (1,384.0) (1,748.2)
Claims on private scctor 3/ 262.1 441.4 581.7 1,012.2 1,747.5
Claims on specialized banks 174.5 101.6 66.7 136.2 116.1
Unclassified assets 194.3 277 .4 384.6 393.5 641.8
5. Assets - Liabilities 3,613.8 4,935.0  6,109.4 7,337.1 10,319.7
6. Borrowing from Central Bank 1,104.9 1,550.1 1,588.9 1,078.2 1,622.5
7. Demand deposits 544.1 782.4 947.6 997.1 1,206.2
Private sector 4/ 539.9 780.7 937.5 990.5 1,202.5
Specialized banks ‘ 4.2 1.7 10.5 6.6 3.9
8. Time and savings deposits - 482.5 652.9 983.3 ,678.2 2,635.2
Private sector 5/ 482.1 625.8 966.0 1,643.4 2,598.1
Specialized banks 0.4 27.1 17. 34.8 37.1
9. Public sector deposits 891.3 1,283.7 1,693.2 2,332.8 2,948.6
Central and local government 99.9 108.3 1o4.9 241.3 348.1
Public authorities 147.1 257.4 431.2 579.4 880.6
Public scctor companies 644.3 918.0 1,097.1 1,512.1 1,719.9
10. Counterpart “funds 155.6 141.6 125.2 105.2 65.8
11. Capital accounts 184.4 226.1 354.8 461.7 755.4
12. Unclassified liabilities 251.0 318.2 436. 4 6583.9 1,086.0

Memorandum item:

. Foreign currency deposits 5/ 2606.7 519.5 746.8 1,216.0 1,747.5

Sources:  Central Bank of Lgypt and IMF: International Financial Staristics.
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Table 1I1-1(footnotes)

1/ Foreign currency assets and liahilities valued at unified (established) exchange rate.
2/ Adjusted to take into account ihe rewlassification of public entities that occurred
in conscquence of the budget refissm umdzrtaken at the beginning of 1980.

3/ Includes cooperatives.

4/ Includes foreign currency depnsits of residents (including international organizations
located in

5/ Excludes earmarked deposits.
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Table III-2 - 42 -

Sunmary Balance Sheet of Mortgage Banks, 1976-80

(In millions of Egypfian pounds)

End of Period 1976 1977 1978 1979 1980
1. Cash 0.1 0.2 0.1 0.2 0.2
2. Foreign asscts (net) 0.2 0.2 -4.2 -0.3 . 0.6
Assets (0.2) (0.2) (1.2) (4.0) (5.2)
Liabilities --) (--) (-5.4) (-4.3) (-4.6)
3. Claims on puhlic sector 4.4 14.8 32.7 53.5 114.3
‘Central and local
government (0.8) (0.9) (9.9) (1.0) (1.3)
Public authorities (2.1) (11.1) (20.0) (50.4)  (110.5)
Public sector companies(1.5) (2.8) (2.8) (2.1) (2.5)
4. Claims on private
sector 1/ 46.9 59.6 79.2 98.2 123.1
5. Claims on banks 0.4 0.1 -~ 10.7 15.3 12.6
Central Bank (0.1) (--) (0.2) (0.1) (0.9)
Commercial banks (0.3) (0.1) (10.5) (15.2) (11.7)
6. Unclassified assets 7.7 9.3 5.4 7.3 16.4
7. Assets = Liabilities 59.7 84.2 123.9 174.2 267.2

8. Private sector

deposits 1/ -- 0.2 1.6 3.3 3.2

9. Public sector deposits 6.4 7.1 12.4 13.3 8.6
Central and local

government (=) (--) (4.6) (0.4) (2.3)

Public authorities (0.1) (--) (0.3) (4.6) (1.2)

Public sector companies(6.3) (7.1) (7.5) (8.3) (5.1)

10. Bonds .8 3.7 3.4 3.5 3.4

11. Funds due to banks 21.4 42.7 68.1 110.0 183.4

(a) Central Bank - (0.2) (24.2) (52.5) (91.9) (164.5)

(b) Commercial banks (21.2) (18.5) (15.6) (18.1) (18.9)

12. Capital accounts 20.9 22.6 25.5 30.8 38.9

15. Unclassified liabilities 7.2 7.9 12.9 13.3 29.7

Source: Central Bank of Egypt.

1/ Includes ccoperatives.
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Table III-3

Consolidated Balance Sheet of Foreign Currency
Banks, 1978-80 1/

(In millions of Egyptian pounds)

End of Period 1978 1979 1980
1. Cash 21.1 : 9.6 9.2
2. Foreign assets (net) 351.5 396.4 : 383.6
Foreign assets (494.3) (585.2) (761.7)
Forcign liabilitiecs (-142.8) (-188.8) (-378.1)
3. Claims on public sector 11.2 24.8 20.9
Central and local govermment (4.5) (4.5) (4.2)
Public authorities w.7) (10.7) (6.8)
Public sector companies (--) (9.6) (9.9)
4. Claims on private sector 2/ 166.2- 253.4 425.5
5. Claims on banks 90.6 100.3 277.9
Central Bank (14.6) (14.8) (46.6)
Commercial banks (76.0) (85.5) (231.0)
Specialized banks (--) (--) (0.3)
6. Unclassified assets 32.3 69.53 54.2
7. Assets = Liabilities 663.9 853.8 1,171.3
8. Private sector deposits 2/ 347.0 465.2 562.1
Demand (68.2) (74.0) (86.5)
Time and savings (278.8) (391.2) (475.6)
9. Public sector deposits 16.1 32.7 40.0
Central and local government (0.2) (0.1) (0.7)
Public authorities (1.4) (1.8) (7.8)
Public sector companies (14.5) (30.8) (31.5)
.10. Funds due to banks 179.1 207.2 327.7
Central Bank (0.6) (7.8) (28.9)
Commnercial banks (178.5) (199.4) (298.1)
Specialized banks (-9 (--) (0.7)
11. Capital accounts 61.4 88.1 124.3
12. Unclassified liabilities 60.3 60.6 117.2

Source: Central Bank of Egypt.
1/ Banks established under Law 43 of 1974 dealing exclusively in foreign currencies.

2/ Includes cooperatives and international organizations located in Egypt.



Insurance Companies

There are at present three large public éector insurancre
companies and one professional reinsurer. Insurance companies
are playing an increasingly important r?le in the financing of
new industrial projects through equity ﬁarticipation. To date
insurance companies are not permitted to invest directly in
mortgage loans. They do however, deposit funds with the Credit

Foncier.

Postal Savings. System

The Postal Saving System operates in the traditional
manner, serving as a vehicle for éavings accumulation for its
depositors. Funds mobilized under this system serve to finance
a part of the government's budget deficit and do not constitute
a source for mortgage credit.

Stock Exchange

In December 1979, the government established a Capital
Market Authority to redevelop the country's stock and bond ex-
change. By late 1980, only 74 companies were listed on the stock
exchange, and 10 of these were law 43 companies. Tax laws have
been a major constraint on the development of this market in that
existing laws impose a 41 percent withholding tax on income earned
from shares. Proposed change in the tax laws should soon reduce
the tax burden to that equal to income earned from bank deposits.

Other 1980 Financial Developments

In addition to the National Investment Bank mentioned

above, the Egyptian Government announced during 1980 plans to
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establish three new specialized financial institutions. A new
National Development Bank ié to assist in the development of
projects in the governorates, the Egyptian International Bank
is to establish a "window" to the international money of the
world, and the National Export-Import Bank is to assist in the
financing of Egypt's exports.

C. Mortgage Finance System

There are currently three mortgage lendiiy institutions
in operation in Egypt. Two of the institutions; the Credit |
Foncier Egyptien, and. the Arab Land Bank are classified by the
Central Bank as Mortgage Banks, and as such the balance sheet
of the two institutions is presented in table IV-2 above. The
newly establsihed Housing Develcpient Bank has been classified
by the Central Bank as an investment bank to reflect a wider
scope of activities.

As indiated in Table Iv-2, row 7, assets and liabilities
of the two mortgage banks increased by 347 percent between the
years 1976 and the end of 1980. During 1980 above the increase
amounted to 53 percent. As indicated in row ll-a, most of this
increase was represented by borrowinjs from the Central Bank,

funds which are earmarked for GAHBC programs.

1. Credit Foncier Egyptien

The Credit Foncier is the dominant institution with
approximately 80 percent of the assets of this group of banks

or about LE 168 million. By year-end 1980 about 60 percent of



its loan portfolio ¢f LE 144 million was in mortgage loans, the
remainder in a variety of projects including commercial real
estate ventures. The CFE may now solicit savings deposits, and
a slow growth in this source of funds is evident. It does not
challenge bank borrowings as the institution's primary resource
(67% of LE 140 million im rescurces). The CFE continues to
operate on a very consersrztive and profitable basis. Recently,
manaéement has decided to ta%ke a more active look at the mobiliza-
tion of resources from outside the goverament but plans are still
in the early stages.

The CFE benefits from the pass-through lending to the
GAHEC, because it is able %o pick up the additional loans that
unit purchasers must take aut in aorder to reach the amount
required to purchase a umit. Such loans carry a market rate of
at least 12 percent. The OFE has asked for the authority to make
the government's 3 percenn: and‘5 percent GAHBC loans directly in
order to eliminate the need for two loan contracts.

Recently, the CFE bas embarked on two voyages which offer
promise of an expanded scwpe of activities. The first is the
formation of a joint ventmzre in combination with the National
Bank, the National Investmeniz Bank &nd the Reinsurance Company.
The purpose of this joint wenture will be increased levels of
housing production and fimance taking advantage «f the CFE's
large land holdings and wmzal estate development experience and

the substantial financial sirengtt of the cother partners. Among
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the objectives considered by the partnership is the creation of
some form of secondary market for mortgage loans.

The second voyage recently undertaken is that of retailing
services. Only the smallest of steps have been taken so far, but
by opening up a loan office in the Helwan area the CFE has bequn
to test the waters for expansion of its contacts through branch-
ing. To date,the CFE has opencd offices in six regionai capitals
and Cairo(Alexandria, Port Sa:iil, Tanta,Mansoura, Zagazig and
Minieh ), but none of these ¢pmwate an agressive retail business.
In Cairo, with a popg}ation axceading eight million, the CFE had
no branch office until the openiry of the Helwan project office.

A successful experience with this small beginningAcould profoundly
change the operating style of the CFE.

2. Arab Land Bank

Prior to 1975 the Arab Land Bank had been involved pri-
marily in Jordan, and by 1978 had originated only 200 loans in
Egypt. Since then the pace of activity.has increascd bringing
the loan portfolion to L.E. 89 million at the end of 1980. The
Bank makes construction loans for low and moderate income hous-
ing as well as hospitals, office building and hotels. The bank
has a paid in capital of LE 5 million and is a wholly owned
government organization. It has only one branch and does not
solicit deposits. The principal source of funds is the Central

Bank, and these funds go to finance the cooperative program.
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3..Housing and Development Bank

Formerly, the Reconstruction and Housing Bank, the.name
was changed in May 1979, to its present name. Owned by a group
of public sector banks, insurance companies and government insti-
tutions, paid in capital totals LE 18 million. The Central Bank
has madé a LE 80 million facility available. Actual funding did
not begin until late 1979, therefore the bank's experience is
guite limited.

Registered by the Central Bank as an investment bank
rather than a mortgagg bank, the bank plans to offer a wide range
of gencral banking fﬁnctions, as well as financing housing and
new ccmmunity projects, and other joint venture investment pro-
jects.

Authorized to accept deposits, the Housing Development
Bank rccently began a program to encourage savings for the pur-
chase of a home. After saving a minimum of LE 2,500 the deposi-
tor is provided a mortgage of equal amount to purchase a flat
built or approved by the Bank. To date, the bank has 150 quali-
fied depositors in the program and has made 30 loans. While
insignificant in terms of the housing finance neeés,this program
represents an attempt to bréak out of the traditional mold of
obtaining nearly all funds for housing finance from the Central
Bank.

In addition, the Bank participates in the subsidized
housing finance schemes though the Cooperative as do the Credit

Foncier and Arab .and Bank.
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D. Structure of Interest Rates

As indicated above, the Central Bank has responsibility
for monetary policy in the country. Until 1975 there was a
statutory ceiling on interest rates. In 1975, banking legisla-
tion was passed authorizing the Central Bank to fix limits on
interest rates depending upon current monetary and credit condi-
tions. As indicated in table IV-4 maximum interest rétes pay-
able as of January 1, 1981 ranged from 5 to 11 percent. On the
lending side the maximum rate for loans to the non-government
sector is 15 percent.. The discount rate, that rate at which
commercial banks borrow from the Central Bank is currently 12
percent.

Despite the increases in nominal interest rates, the con-
tinued high rate of inflation has caused real interest rates to
remain largely negative. Egyptian citizens are now permitted
to hold foreign exchange depos;ts whose rates are not limitéd
by Central Bank. For certain types of deposit rates approach

those paid by the LIBOR overnight rate.



- 50 -

Table III-4

Structure of Interest Rates 1/

( In per cent)

Deposit rates

Demand 'No interest paid-
Savings 7/ 8 1/2
Time
7 days 3/ 5
15 days 4/ 6
1 momtd: 71/2
3 morndis 81/2
6 morithes: 9
1 yeuw 91/2
2 yewrs 10 1/2
3 yea:rs 11
5 yeans 11 1/2
Lending rouras '3
Regula, - 13-15
Cotton. wur export related 11-13
Central Batk
Discount rate 12
Export lefinancing 10

1/ As of Japuary 1, 1981

2/ Transacticns must be carried out by means of savings book.
3/ With a minimm deposit of LE 100,000.

- 4/ With a mmunwn deposit of LE 100,000.

_§/ Banks have the Tight to increase the rate by one percentage
point on bal.umes: in arrears.
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IV, FINDINGS AND RECOMMENDATIONS

A, Findings

l. GOE plans and programs call for greatly increased

expenditures on housing. The National Housing Plan produced in

1979 indicates that hy the year 2000 the nation will need to have
constructed approximajwly 3.& nillion units. The plan for the
first five years, 190 wlmmowszh 1985, calls for productién of about
675,000 units. The #9un wmakss clear that the nation cannot rely
on direct budéet funiimy 20 cover this kind of investment. For
the -period 1981-198'1,, tin2 Plan calls for the government's direct
involvement in formal secior production to remain below 30 percent,
decreasing to 25 percuni. by the last year. The Plan document
projects a LE 4 billiiwr deficit in the resources available for
investment and suggests that LE 2.86 billion will have to come
from foreign resouries. Of principal importance is the realiza-
tion that a determined effort will have to be made to mobilize
resources from elgewhere than the government budget.

2. If the present situation ccntinues, GOE direct contri-

butions to housing investment will grow almost automatically

as a result of the inexease in the spread between the Central

Bank discount rate amt ize mortgage rate for the cooperative

housing program. At piwsent, the cooperative program permits

loans of up to 30 ywass with interest rates ranging between 3 and
5 percent depending o ihe size of the loan. The current Central
Bank discount rate iz 1.Z percent.  During the past 4 years, the

lending rate permit:izaf 15y the cooperative program has not changed



sighificantly. The Central Bank discount rate has increased from
6 percent in 1976.

Though the bulk of GOE production is rental units, the
cooperative program serves as the principal financial mechanism
for acquisition of GOE sponsored units. (There are no data on
GAHBC sponsored production but it would appear to be no more than
5000 units per year nationally.) The program's benefits are
technically available to a wide range of incomes, but the princi-
pal beneficiaries appecar to be middle-income public-sector employ-
ees 'who are capable of working with - their employers to form coope-
ratives. There are few limitations on the type of benefiting
organization or individual, and recuperation of investment is not
carefully monitored. The result is that the program offers a
potential for almost automatic increases in the application of
government resources with a subsequent reduction in the government's

flexibility to direct its housing investment program.

3. Private sector resources will be increasingly vital

if the government is to achieve its housing investment objectives.

The GOE will have to take further specific actions to mobilize
such private resources. Such éctions'would comply with the GOE
policy to increase activity in the banking sector and to move the
economy towards a more open-market management.

The first such steps taken, the promulgation of law 43 and
the related laws, have been successful and have drawn new resour-
ces from the private sector. Sixty percent of investment in 1979

for example, came from foreign savings with remainder being made
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The disparity between incomes and the cost of living is
really a more fundamental type of restraint. Although in ideal
conditions, for example, construction materials to be used for
housing may be acquired at subsidized rates under the cooperative
program,‘labor costs are less easily controlled. The scarcity
of skilled labor, a result, in part, of the emigration of an
important segment of the nation's labor force to the Gulf States,
has driven the cost of construction labor up considerably. The
wage/price disparity has also led to reduced disposable incone,
making it difficult for families to save and difficult for families
to support market rate rents or mortgage amortization programs.
Accumulated wealth, whether from the sale of assets or the hoarding
of foreign earnings has been the major housing investment resource
and real estate investors are attracted only by cash projects.

It is not clear how the GOE plans to work out of this politically
sensitive wage/price bind, but the outcome will be very imporfant
to the process of savings‘ mobilization and the attraction of
investment to housing.

Finally, among the major constraints is the prcdominance of
a short-term bias in risk taking. The investment opportunities
offered to the mass «ff new investors in the économy has permitted
a rapid return and prafit. This oppoftunity for easy gain in an
investment-starved eacmany has been complemented by a sense of
insecurity with respest: & the poliitical situaticn. The memories
of the 1960's have mzt been obliterated and Al-Infitah is not very
| old. Most Egyptian dmwasitors do not appear inclined at this time

to accept risks of mons than 3 to 7 years.



5. The existing banking institutions appear to be struc-

turally capable of taking on increased responsibility in the area

of housing investment. Minor modification of authority may be

required but a lack of institutions does not appear to be a major
constraint to the mobilization of resources for housing finance.
Some increase in capital will probably be required since many of
these institutions are very new, having developed as a result of
the promulgation of'laws during the last half of the 1970s.

| The public sector banks operate on ; commercial basis and
maintain considerable autonomy from the government. Their princi-
pal form of response to new government programs appear to be through
capital subscription in institutions such as the National Company
for Housing or the Housing Development Bank, but they appear to
maintain full control over their lending assets. and to c.nsider
themselves profit-making institutions.

The National Housing Fund and the Reconstruction and Housing
Bank mentioned in earlier studies have now been formalized in the
Housing Development Bank, which opened for business in late 1980.
This institution, considered an "Investment Bank" by the Central
Bank; has a full range of banking powers including long-term mort-
gage lending.

The Housing Development Bank is too new to have any track
record though it appears to enjoy political favor. Its principal
source of working capital is still the Central Bank and its iniﬁial
output will be loans generated by the cooperative program, encroach-

ing in one instance (Nasr City) on the business previously handled
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by the Credit Foncier. The CFE continues to be the most sizeable
and experienced lending institution in the housing finance field.

6. The housing finance system is still without a secon-

dary market or bond market. The Cairo Stock Exchange is under-

going a process of revitalization and is now the target of a
government program to make it a more attractive vehicle for
investment. This is the primary capital market initiative of the
GOE at present. Cértainly" any major increase in investment in
long-term housing finance will require establishment of a liquid-
ity.mechanism so that* loan originators may sell their assets.

The character of the investment climate in Egypt today dcss
not favor an active long-term debt market. The restrictions
mentioned in 4. above are factors. A return to an active stock
market will indicate the return of investor confidence and should
begin to lay the foundation for a market in long-term debt.

7. The result of these conditions is that long-term

financing for the acquisition of housing is not used by upper

income groups, is available to only a small percentage of the

nation's middle income families and is not available to low income

The primary form of fimancing housing construction or improve-
ments is cash with "progress" payments made during the course
of construction. Down-payments pcévide the initial construction
financing. The system favors unit ownership and very low carry-
ing costs. Accumulzted wealth provides the key to access to a
dwelling unit whether it itakes the form of key monéy for rental

units or the paymemt to camtractors during construction.
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The traditional GOE approach to provision of housing, through
subsidization of interest rates or costs, provides severe competi-
tion for any longer term form of housing finance designed to fully
recuperate investment. This is particularly true in the case of
the nation's low and moderate income families.

The policy of using direct budget outlays to help families
acquire housing is unlikely to change as long as the GOE remains
committed to wage and price controls and as long as the government
so dominates ehployment. The GOE plans make ~lear that in spite
of the substantial assistance GOE programs are not sufficiently
effective.

The initial success of the small experiment in Helwan with
home improvement loans, however, suggests that a key to greater
acceptance of the market-oriented, cost-recovery approach may be
the very availability of the funds themselves, funds which can
be obtained free of the more cumbersome bureaucratic requirements
involved in government programs. In sum, the flexibility of
private sector financing may be a strong advantage in an other-
wise very competitive situation.

B. Recommendations

1. The Focus
The primary objective of this study is to surface the
options for increasing private sector intervention in the housing
finance markets that would assist the government. in its effort to
increase housing production as quickly as possible. This focus

is carefully oriented toward the GOE policy of increasing private



sector, market-responsive activity in the economy. The report
also examines the possibilities for a combination of GOE and US
government programs to help achieve GOE policy objectives.

It is clear tha# thwre are certain fundamental issues which
set the context in whi«s: housing programs can be designed. Any
joint GOE-AID program w . L1l hawe to deal with these issues either
directly or by recocnrzing thzt little can be done at present to
resolve the problem. Om:z prel:lem made clear by the description of
existing conditions is tie laclk of large scale experience with
organized shelter develuwpmant outside the government. The CFE
makes about 1,000 lgans annusiliy; the GAHUBC probably makes fewer
than 5000 (about 1,390 -4k funds passed through the CFE) and the
bulk of private secior acliwvity consists of small projects not
directed by major fimumcial o) construction sector institutions.

At the same tims, it i3 evident that a better base exists
for the expansion @f twapital markets today than was the case four
years ago. And, ir fucl, the very expansion‘of those capital
markets fits well withy the national policy determination to open
up the econony. RBecanse Bhis opening must be a gradual process,
it is recommended thai prungezus combining GOE and AID resources
encourage the recent ies Fuive developments in the capital markets
so as to help dirszt: sme ©ff the benefit to the housing sector.

2. The Ohjecizdves of a Joint Program

Tdeally, ®he dbjectives of a joint program would

include the followLng:
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o Encouragement of savings directed specifically at housing.

o Extension of the risk financial institutions are willing
to take on mortgayge loans.

e Lxpansion of the retail efforts of thrift and mortgage
lending institutions and a concurrent increase in the
flexibility of operations.

o Establishment of a mortgage loan purchasing institution

(the beginning of a secondary mortgage market.)

The Joint Housing Team and Eichard Pratt reports have made
clear recommendations dealing with national policy with respect
to housing finance mechanisms and institutional structure. The
reports have also highlighted the fact that a pool of untapped
resources exists which could be morc efficiently directed at the
financing of shelter programs.

The conclusions drawn from this present analysis suggest
that it would be difficult for AID to propose a joint program
which would bring about the profound reforms of policy necessary
to carry out such recommendations as across-the-board rationali-
zation of rental charges and interest rates and reduction of the
central government role in shelter finance and construction.
Some recommendations have been accepted. The Credit Foncier is
now authorized to accept deposits though this new authérity has
not been used to develop the wide-spread savings activity which
was the intent of the recommendations.

Rent controls, low interest rate loans to cooperatives, and

a heavy predominance of government organization in residential



construction appecar to be facts of life which could not be changed
by the mere availability of expanded resources. It scems most
likely that the changes can be brought about by the gradual expan-
sion, over time, of the activities of thHe formal, not directly
governmental, hortgage loan market.

Esscentially, this mcans improving the retail aspects of the
housing finance system. The expansion of the banking sector in
recent years and thé implementation of GOE policy to reopen
capital markets suggest that agressive rétail banking can capture
new resources and make loans at market rates. There is room for
an active private sector along-side the obviously inadequate
public sector programs.

Thus, encouragement of savings directed at housing and the
expansion of the retailing of housing finance services appear to
be realizeable objectives. The extension of risks and the develop-
ment of‘a secondary mortgage markct app2ar to be objectives of a
longer térm nature. These latter two will be more reliant on
the development of national conditions such as:.

o greater confidence in the viability of private sector

capital markets leading to development of a bond market;

o less reliance on strong GOE-set wage and price controls

(including rent controls); and
e perhaps an increase in the importance of the private

sector as an employer.



In summary, the objectives of a joint program would be

selected to help build on the base of retail thrift .nad lending
activitics which exists and which, to some degree, is already
the focus of AID programs.

3. The Sclection of Program Contents

The specialized mortgage lending banks offer the logi-
cal base for program design. Of these, the Credit Foncier has by
far the largest clientelc and longest experience. None of the
three has adopted an agressive retail policy. The new Housing
Development Bank has opened a savings program window but it is
not clear that the Bank's real interest is retail banking as the
government has labeled the HDB an investment bank. The Arab Land
Bank would appcar to be formally structured to handle expanded
retail business, but is smali (assets of LE 90 million) and
.has a management that does not appear inclined to pursue such a
course of business. The offer of additional working capital
might change that attitude.

The DB clearly has political support. Its Board of Directors
includes the CEO's of the CFE and the ALB. It is not clear how
the GOE would react to the selection of only one of these insti-
tutions for special treatment under a joint program.

The early ecxperience of the home improvement lending pro-
gram in Helwan, an element of the current AID-GOE housing
project, would appear to offer the most interesting opportunity
for further joint work in the housing finance area. The new

program, in essence, is the first step in a more agressive retailing
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program, providing the CFE with an opportunity to make its secrvice
more accessible to the Cairo population. If this program is
successfully coupled with increased mechanization of banking pro-
cesses, anda switch to monthly account éabulation, then the CFE
will be able to experience a morc immediate and regular client con-
tact new typce of business relationship. In fact, the CXPGfienCG
may stand out in the financial community where only the National
Bank of Egypt, with 40 pecrcent of the asscts of the commercial
banking sector, has established a network-of 108 branches around
the country and truly can be considered a retail bank. (The NBE
had 27 branches in Cairo with its eight plus million population

at the end of 1979. The Riggs Bank in Washington, D.C. had 26
branches in a metropolitan area of four million where the bank is
confined to opening branches in the Federal District only.)

The CFE appears to be the only housing finance institution
in a position to launch a retail/banking program, but any expan-
sion of outrcach by the mortgage banks would help to build the
private sector lending experience to the point where important
new resources were collected and the visibility of private sector
mortgage lending was such that some political pressure would
develop in support of sceccondary market activities. (It should be
noted here that though the mortgage banks, and the four major
commercial banks, are government-owned, they operate autonomously
much like private instititions and seek to run a profitable busi-
ness. Thus for the purposes of this analysis they are considered

private sector instititions.)
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Expansion of the program initiated in Helwan could include
the’gggigg»gf_standard mortéage loans. Such a program could be
directly linked to a savings effort, not via a contract (the DB
approach) for that is too rigid a mechaqism in the context of
Egypt's economy, but mecrely by giving clients with savings account
experience priority. If requirements are nceded, the consistency
of deposit activity could be used as a mark of the capability to
handle the steady amortization requircments of a mortgage loan.

Additionally a number of Egyptian financiers have suggested
that if long tcrm mortgages at interest rates somewhat below the
market were promised as a result of savings activity, families
would accept a rate on their saving~ that was also below the
market, thereby, permitting a profitable spread at ratcs more
‘acceptablc to some of the country's low and middle income earners.
A mix of capital including GOE funds, HG funds and an AID grant,
might be used to initiate this program at an attractive cost
(e.g. average cost of capital, 6 percent.)

During this phase a single financial institution might be
selected (to reduce administrative problems) to gencrate loans
between 6 to 10 percent depending on the size of the mortgage
needed. Mortgage loans (with 15-25 year terms) might be limited
initially to a maximum of 50 percent of the purchase price of
the house and might be tied to the amount of the deposit.- The
institution would pay 6 pcrcent interest in the savings deposits

versus the 8 to 12 percent currently available on LE denominated

savings.



In a second phase, the program might be extended to other
institutions and to broaden the appeal of long term lending, a
private or government-sponsored mortgage insurance program might
be established. Such a program would reduce the risk for lenders,
thereby permitting better terms (80 percent of the unit value for
examplc);-and provide a means for setting uniform lending criteria.

Table I1T.2 shows that the asscets of the mortgage banks
amounted to LE 267 million or approximat ]y $325 million. The
principal resource was loans from the Central Bank, 62 percent
of total liabilities at approximately $200 million. . The capital
base was $47 million. A joint program which injected $25 million,
for example, would have a tremendous impact. Some of these funds
could be invested directly in facilities, others leveraged through
lending. The result of an expansion in retail activity out to be
very posiltive in the present context of the Eéyptian financial
sector. Since one nf the primary objectives must be savings
mobilization, and the related involvcment of more pcople in the
nations capital markets.

The joint program would be of interest to the CFE and HDB
at a minimum. The lack of any substantial banking experience
works against early involvement of the 1DB.

The CFE, on the other hand, has bécn working with AID programs,
and also is the nation's most experienced housing finance institu-
tion. The installation of necw computer cquipment should help the
CFE to modernize its collection and account managemnent techniques.

Above all these institutions have not drawn on a wide range of
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mechanisms to attract resources. Though they appear conservative
in their management style, it is likely that at least the CFE
would respond to the potential of another approach to resource
mobilization if the appropriate political approvals were in place.

The commercial banks might also be targets for a joint pro-
gram leading to expanded rctail facilities. They would probably
require guaranteces of some sort as they arc leery of making loans
out over five yecars. Incorporation of these institutions into
the rctail housing finance business might’ depend on the longer
term success with development of a sccondary market or an insurance
prograin.

The design of the retail program would draw on the costs
presently associated with the opening of the Helwan office and
the installation of data processing facilities. The CFE will have
some familiarity with personnel and facilities costs but would
need to spend some tim2 working up an expansion plan with kudgets
acknowledging more flexible processing techniques at the branch
level.

4. The Long Term Possibility

The establishment of a mortgage market institution
would offer mortgage originators the opportunity to sell their
assets, thercby maintaining a more liquid position and the flexi-
bility to move in the market when the opportunity presents itself.
Capitalization of such an institution could come from a joint
GOE/AID program. The GOE has capitalized a number of housing

related institutions such as the National Company for Housing



and the Housing Development Bank by requesting participation
from major public sector financial institutions (banks and
insurance companies.)

A possible choice as the implementing institution for such
a program might be the new financial company (now in the final
stage of incorporation) which will result from a partnership of
the National Bank of Egyp!, the National Investment Bank, the
Reinsurance Company and the Credit Fonciér Egyptien. Among the
long-term objectives motivating establisﬁﬁent of this new company
is.participation in a secondary market for housing finance.

guch an institution would undoubtedly be given the authority
t.0 operate across a wide band of income levels. Nevertheless, it
could provide the liguidity mechanism which would permit an insti-
tution, most likely the Credit Foncier, to fund lending activities
over a range of interest rates that reflect, more closely than
existing'govcrnment programs, market trends, but that also permit
access to low income families.

A now sccondary market institution would have to generate
working capital through bond sales. Such bonds would have to be
competitively priced in order to attract private market investors,
and the establishment of such a market in the present vacuum
might well require initial support from public sector companies
through investment of pension funcd asscts, for example.

In order to assure the full acceptance of such a secondary
market by the full range of investor types, the new institution

will have to be given the flexibility to manoeuvre in the market



as necessary, and not be so narrowly focused as to suggest that
it represents merely another form of government program.

As mentioned earlier, it does not appear possible to carry
out a secondary-market-oriented project’at this time. The primary
effort must be to move away from direct GOE participation in the
capital markets as they pertain to housing and to induce private
sector action. A sccondary market program at this time would
result in full GOE ownership of the existing portfolio. The bond
market must open up and rqgtal-construction must become a viable

investment for a joint project in this area to become attractive.
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