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Partnership in Development Project 
(263-0216) 

Issues Paper 

Project Summary 

The Partners in Developnent Project will provide a grant of $97 
million in ESF funds to the Government of Egypt. Dollars will 
be disbursed to the central government, which will, in turn, 
disburse local currency to an asset trust set up to handle 
privatization activities. A dollar disbursement to the central 
government will be triggered by an agreement between the Trust 
and a governorate to divest itself of a particular business. 

The Trust is to be set up as an independent entity to carry out 
privatizations by purchasing businesses or an expanded interest 
in these, restructuring them, and re-selling the business or a 
substantial interest to the private sector. 

The project will (a) privatize 30 governorate owned industries, 
and (5) establish acceptance and understanding by government 
officials, of the legitimacy of divestiture mechanisms for 
valuation, transfer and compensation. (Issue No. 4 deals with 
questions and clarifications concerning project objectives.) 

The Project Review Committee (PRC) met on February 26, 1988 to 
review the Partnership in Development Project PID. The PRC 
recommended ANEPAC review of the PID. The meeting generated 
the following issues and points of discussion for ANEPAC review. 

Issue No. 1. 

The project is entirely capitalized by AID dollar transfers. 
What policy benefits are we to get from the dollars, and what 
is appropriate? 

Discussion: Will the dollar disbursements be keyed to the 
amount of local currency required by the Trust to complete the 

- - 

purchase, restructuring and sale of the enterprise? If this is 
not the case, what will determine the amount of the 
disbursement? The PID does not specify any policy agenda or 
administrative changes required on the part of the central 
government in connection with disbursement of the dollars. The 
argument could be made that holding up disbursement of dollars 
for conditionality levied on the central government could hold 
up privitization actions involving the Trust and a 
governorate. This argument might hold true for the amounts 
required to move forward with a particular privitization, but 



it would be difficult to justify a dollar disbursement in 
excess of the local currency required unless some policy or 
administrative change were obtained. On the other hand, if 
such changes are required, then could dollar disbursements be 
made on the basis of their being obtained, with the amount of 
local currency going into the Trust fund unrelated to the 
fund's immediate needs? How does this approach fit in with 
AID'S sector assistance policy? 

Recommendation: The Mission representative should clarify for 
the ANEPAC, the basis on which dollar funds will be disbursed. 
If the disbursement is not tied to the amount of local currency 
required to carry thru a privitization, then the ANEPAC should 
consider whether the Mission needs to amend the PID to define 
the approach, including the policy/administrative change 
agenda, and show how this relates to relevant AID policy(s). 

Issue No. 2. 

Why is $97 million required, or does this proposed funding 
level relate to the question raised in Issue No. 1 above? 
Should initial funding be at a more modest level until a 
workable divestiture system is developed and proven? 

Discussion: The PID proposes to privatize 30 governorate-owned 
firms by the end of the project. Governorate firms are likely 
to be in the $300,000 to $500,000 range with a top figure 
reaching $1 million or more. Thus, initial funds demand would 
be modest as the GOE is interested in privatizing the larger 
national owned firms only after the system is fully developed. 
A $97 million pilot project runs the risk of creating a 
significant pipeline problem if rapid divestiture does not 
occur. The pipeline would occur if the dollar side of dollar 
disbursements are keyed to privitizations. If they are linked 
to central government actions, a very large surplus of Egyptian 
currency could build up in the Trust. 

Recommendation: A smaller amount of funds should be authorized 
and obligated in the first years of the project to establish 
the Trust and the divestiture system. A phased project, or 
projects, with further analysis and evaluation may be 
appropriate. Additional funds could be added in a second 
tranche after the system has divested several firms, GOE 
interest is proven and investor demand is determined including 
demand for any privitizations on a larger, national scale. At 
that point, a determination on further programming of funds 
remaining in the Trust could also be made. 



In addition, the Mission should develop a business plan for the 
Trust as part of the PP design, which should be periodically 
up-dated. The plan should include a complete set of multi-year 
proforma financial statements, including a cash flow statement 
to help determine the appropriate final budget level to prevent 
pipeline problems. 

Issue No. 3. 

What is the nature of the Trust, which is defined as having the 
characteristics of an investment bank and venture capital fund, 
i.e. would it exist only for the purpose of privitizing 
publicly held businesses, or would it take on other functions 
as well, and at what point in time? 

Discussion: 
than privatiz 
question abou 

If the Trust fund is to take on functions other 
ing existing public industries, there is a 
t potential conflict of interest. Other questions 

also arise concerning the ability of the Trust to carry out 
such expanded functions within the Egyptian legal context, (see 
issue no. 6) and the need for the project design to deal with 
the question of disposition of the fund's assets/liabilities 
(see issue no. 4). 

Recommendation: The Mission representative should clarify the 
nature of the Trust as a basis for proceeding with discussion 
of the issues. If functions other than privatization are 
envisioned, the ANEPAC should consider whether this is 
appropriate for this project. 

Issue No. 4. 

Is the purpose of the Project to establish legitimacy and 
acceptance of the divestiture process - by having demonstrated 
its viability, and to complete privatization 30 governorate 
owned businesses? Or, does the project also encompass a longer 
term purpose of creating an on-going institution which will 
expand the privatization effort to the national level - and 
possibly take on other functions as queried in Issue No. 3 
above? 

What will be the disposition of the funds held by the 
Trust at the end of the project, and how does this relate to 
the project objectives? 

Discussion: The PID does not indicate what will be the 
post-project future of the Trust, or its assets. If a 
longer-term role for the Trust is envisioned, as appears to be 
the case, then the current project must either a) be expanded 
to deal with this, or b) the design must be phased so as to 
provide for evaluation, review and analysis, and decisions 



about further programming of the funds to meet the subsequent 
objectives as they are defined. In any case, the PID should 
indicate what the various alternatives are that the Mission 
would consider for the ultimate disposition of the funds. 

Recommendations: Assuming that the Trust is being established 
to have a longer term impact on privatization, the project 
should still be a phased one as described above. The ANEPAC 
should consider whether the Mission should ammend the PID to 
indicate how the design of the current project will deal with 
the issue of, "what happens next", including but not limited to 
the question of ultimate disposition of the Trust's assets - or 
even liabilities should it incur these. 

Issue No. 5. 1 

Why is a separate Trust entity needed? Why must another 
institution be created? Can we use existing institutions, such 
as the Misr-Iran Development Bank, to manage a the asset trust 
and its activities? Are we overloading a newly created Trust 
with too many tasks? 

Discussion: The GOE is just beginning its efforts in 
privatization, has been very cautious and is risk adverse. The 
designers wanted to limit possible political exposure to 
government and private sector entities involved in the 
privatization process. The creation of the Trust as a separate 
entity, operated by a small management team, creates the 
political buffer necessary for successful implementation. 

The PID indicates that the project does not attempt to build a 
large financial institution, but only a small separate entity 
that can quickly and simply pull together resources from 
several groups to fully develop a privatization process. 
Technical support will be contracted and fhe staff will be 
quite small, according to designers, no more than 5 people. 
The Trust will work closely with banks such as Misr-Iran to 
develop, package and divest public sector firms. 

Is there a point, however, after the privatization process has 
been legitimized, at which it might be appropriate to turn the 
functions of the Trust - and its remaining funds - directly 
over to the regular banking institutions to administer? 

Recommendation: A separate Trust entity is necessary, at least 
during an initial phase. It must be kept small and have 
flexible procedures to acquire necessary technical support and 
lead the privatization process. However, the long-term role of 
the Trust should be defined in terms of the needs and the 
project objectives as described in Issue Number 3 above. 



Issue No. 6. 

Are Egyptian laws and policies now in effect to allow the 
government at both the governorate and national levels to 
divest its assets or must new legislation be created? Can the 
Trust operate basically as a full function investment bank 
and/or venture capital fund? What are the identified policy 
and legal reforms necessary which must accompany the project? 

Discussion: Egyptian laws and regulations are generally not 
conducive to private enterprise. However, the GOE realizes the 
importance  of^-the private sector and is working to alleviate 
the problems. Recent GOE five-year plans push for a greatly 
expanded private sector. 

Preliminary indications by the Mission's Egyptian lawyer are 
that, other than the general regulatory bias toward public 
sector enterprise, there are no significant legal constraints 
toward the privatization of GOE assets. There is a precedent 
in the Pioneer Seed Company, which encauntered no legal 
obstacles during its privatizakion. The Mission will undertake 
a major legal study pertaining to privatization at the local 
and national level. 

The Trust itself can be formed under several laws. Many 
investment companies have been formed under Laws 43 and 159 
without any problem. For some national firm privatization 
candidates, majority ownership restrictions may apply. 
However, even these firms could be restructured under more 
liberal company laws and later privatized. 

Recommendation: As planned, Egyptian legal counsel should 
assess the legal framework and environment for privatization 
during the final design process. The project design should not 
be finalized without all overall operational legal issues fully 
addressed. 

Issue No. 7. 

Is it necessary to capitalize the Trust with US Dollars 
converted by the Central Bank instead of utilizing the Special 
Account LEs or a mix of dollars and Special Account funding? 

Discussion: It is desirable, although not required under ESF 
funding, to have the host country make at least a 25 percent 
resource contribution to the project. There is no GOE 
contribution specified in the PID, although the Mission 
representative at the PRC indicated that the GOE would make 
some contribution to start-up operating costs. 



Should the host country make a more significant financial 
contribution to the capital of the Trust? What is a proper 
contribution level and form? One possibility includes a 
contributi~n to the labor compensation fund; this would 
monetize the local currency involved. Another possibility is 
to use funds from the special account to write down assets of 
companies from book to market value, or to otherwise write off 
their debt. This would not result in monetization, i.e. it 
would be a book transaction, unless creditors were actually to 
be paid off. Moreover, there may be a need in the 
privatization process, at some point, to write down assets, pay 
off debt, and to liquidate some non-viable businesses. 

Recommendation: The ANEPAC should request the Mission 
representative, or the Mission as required, to address the 
issue of a GOE contribution in terms-of establishing GOE 
commitment, and in terms of the project needs which might be 
met by such a contribution. 

Additional Discussion Points 

1. How will the desirability of halting further 
nationalization of entities or expansion of continuing public 
sector entities be addressed by the project? 

2. Will the project work to complement policy reforms in other 
areas such as the Mission's effort in agriculture? Will 
special consideration be given to certain sectors, e.g. 
privatizing agro-businesses such as cotton, rice and sugar 
mills? 

Project Committee: 
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I. Program Factors 

A. Conforn~ity with Recipient Country Strategy/Rograms 

Egypt's second Five Year Plan (FY 1988-FY 199.2) reflects  the GOE's concern for 

increased productivity . It continues a trend toward liberalization of the 

economy begun i n  1974 and em&asizes an expanded role for the private sector 

and the need for continued policy reform. The Plan's objectives also include 

significant reductions in  public sector expenditures and employment, from 3.2 

million employees t o  2 million. 

Significant events: 

8 
19 84 - The Ministry of Local Government's Popular Development Organization 

introduced the possibility of transferring governorate-owned ~ o j e c t s  t o  

the private sector t o  expand ownership out of the government. 

1985 - ?he Second National Conference for wca l  Government endorsed th is  

concept and recommended immediate implementation of the program. ?his 

recommendation was affirmed by the Prime Minister a t  both the Hic$er 

Council for Local Government and the Governors Council. 

1986 - Prime Ministerial Decree ( N o .  601) formed a Hic$er Committee for 

Local and People's Development and launched an effort  t o  i n i t i a t e  the 

transfer of governorate-owned po j ec t s  t o  the people. With th i s  the 

implementation of the. "popularizationn of governorate-owned projects 

began. A national-level working committee was formed to  provide policy 

guidance and support. 

-1987 - Two projects from each of the twenty-six governorates were 
submitted t o  the committee for valuation and possible privatization. 

1987 - The Ministry of Local Government issued a decree that established a 

committee t o  implement the "popularization" program. It is comprised of 

representatives from the Ministry of Local Government, Ministry of 
Finance, Capital mrkets Authority and the USAID. 



1987 - Deputy Prime Minister and Minister of Agriculture and Land 

Reclamtion Youssef Flally expressed h i s  support for privatization a t  both 

the governorate and the national level. Other Ministers and the Cabinet 

a re  discussing privatization as  a method t o  address the GOE's budget 
problems. 

GOE strategy is t o  t e s t  the acceptance of transfer of government assets to 

private ownership. The i n i t i a l  attempts a t  privatization through the 

governorates concentrate on relatively small and nationally unsensitive 

companies, or those "outside the mainstreamn a t  the governorate level. ?he 

WE is willing to  experiment with various forms of privatization, the results  

of which w i l l  d irect ly influence the GOE's strategy on state-owned enterprises. 

This project responds t o  the GOE'stinterests in  th i s  direction and w i l l  

contribute assistance to  the GOE's  goal to  a t t rac t  LE 18 bil l ion in private 

sector investment over the next f ive years. 

B. ~elat ionshir ,  t o  A I D  Strateav Statement 

I n  19 79, U S I D  Egypt's Country Development Strategy Statement (CDSS) stated 

its strategy to  expand private sector development in  order t o  increase 

productive output. Recently, Egypt's economic position has weakened. T h i s  

project plays a key role i n  the Mission's strategy t o  improve the investment 

climate, promote private sector investment, impove business services, and 

expand business finance. ?he FY 1989 CDSS highlights a policy effor t  for 

"privatization of public industries and allowing freer compet i tion between 

private and public firms", and the "reduction in  government interventions." 
r 

Under t h i s  project, support for these policy in i t ia t ives  include a fund to  

help in the restructuring and sale of public sector industries to  the private 

sector, irqxoved banking faci l i t ies ,  equity and venture capital,  and the 

developmel~t of capital markets. 

The strategy of the USAID is t o  support the divestiture of governorate-owned 
industries to impove the investment climate. We propose establishing 
t o  help i n  the financial restructuring and sa le  of these public sector 

industries. If i t  is successful, we w i l l  pursue enlarging the program 
centr a1 government-owned industries. 

a fund 

to  the 

t"k 



A. Problem 

The Egyptian economy is dominated by state-owned enterprises. These public 

sector firms a re  notoriously inefficient and unproductive, and place a heavy 

burden on the government investment budget. 'Ihe GOE is aware of the problem, 

and is developing plans for privatization of state-owned firms. However, 

there is no established system or s e t  of procedures for effecting the orderly 

transfer of ownership of enterprises from the public to  the private sector. 

Goal and Purpose 

4 

Goal: To increase private sector participation i n  commercial enterprises 

in  concert with the objectives of the ~ i v ' e  Year Plan. 

Purpose: To ass i s t  the GOE to privatize governorate and state-owned 

enterprises. 

Strategy: To build experience, competence, and confidence in  the GOE for 

divestiture of governorate and state-owned enterprises and commercial 

operations. 

App-oach: The project would operate in  much the same way as  an investment 

bank. ?he project w i l l  provide financial resources and t e d n i c a l  

assistance t o  the GOE, the Governorates, and employee purchasers through a 

"Trust." The nust would fac i l i t a te  the restructuring of government 

assets t o  a t t r ac t  private sector investors. 

Expected Achievements/Accomplishments 
C 

The project is expected t o  result  in  savings t o  

investment and subsidies, a s  well a s  generating 

government budgets for  

private sector productive 
investment i n  a conkination of debt and equity formulas. The following 
conditions a r e  expected when end-of-project s ta tus  is reached: 



Privatization of 30 governorate-owned enterprises w i l l  have occurred in 15 

major governorates and additional privatization act ivi ty i n  governorates 

w i l l  be underway. 

Institutional mechanisms for privatization w i l l  be i n  place and the 

procedures w i l l  be widely understood by government. The T r u s t ,  which w i l l  

a q u i r e ,  restructure, and s e l l  public sector enterprises, w i l l  be designed 

as a revolving fund, insuring that it w i l l  function for a s  long as  i t  is 

needed af ter  project completion. ES@s w i l l  have been demonstrated as  a 

privatization technique. A Labor Compensation Fund w i l l  be i n  place t o  

provide support and training t o  any workers displaced by the restructuring 

process. The mechanics for asset valuation acceptable t o  the government 

and the private sector w i l l  be operating and broadly endorsed. 
8 

A Committee appointed by the President (&aired by a Wputy Prime Minister 

and composed of senior o f f ic ia l s  such as the Chairman of the Capital 

Markets Authority, the Ministers of Finance, Economy, the head of the 

Central Bank, and the Minister of Planning) t o  f ac i l i t a t e  privatization 

w i l l  be in  operation. 

1. Project Outputs 

(1) An effectively functioning fac i l i ty  for squiring, packaging, and 

sel l ing the assets (The Trust). 

( 2 )  A series of educational workship, seminars, and/or conferences w i l l  

have been conducted to publicize the divestiture process. 

( 3 )  Mecfianics for  valuations acceptable by GOE part ies and the private 

. - sector. 
L 

( 4 )  A Labor Compensation Fund t o  provide severence pay, separation 

support benefits, and retraining for any workers released by the 
Trust during restructuring of an enterprise. Governorate wage rates 

a re  low, and an average worker ra te  of LE 200/month is probably 

generous. A reserve of $4,000,000 equivalent is presumed adequate, 
allowing for over 5 0,000 person months of assistance. 



2. Project Inputs 

The project w i l l  provide capital, technical assistance, and training as  

follows: 

$92.1 million i n  funds which the revolving Trust w i l l  u t i l i z e  

to  "bridgen the process of sale, including a $5 million reserve 

for the Labor Compensation Fund. 

$2.8 million for technical assistance, t o  include advisory 

services t o  the governorates and t o  firms and their employees 

undergoing the privatization process. Technical assistance 

would be provided through an 8(a)  firm, with a s  much Egyptian 
@ 

involvement as  feasible. Advisory services would ass i s t  the 

local government committees to  define privatization approaches 

to  be used and to  undertake the privatization effor t  for the 

governorate un-its i n  coordination with the governors. These 

services would also be available t o  other elements of the GOE 

who seek t o  replicate the Governorate popularization program. 

$1.4 million for training, to  include workshops, seminars, and 

conferences on the medanisrw and procedures of privatization. 

$0.4 million for evaluation and audit. 

$0.3 million for contingency. 

Qltline of the Proiect and How it w i l l  work 

Over 250 governorate-owned enterprises have been identified that a re  engaged 
i n  comnercial operations. Management, expenditures, and pricing a re  

controlled by the governorate. Most governorateowned projects do not have 

accounting records t o  fac i l i t a te  a quick valuation and sale.  There may be a 
need t o  restructure. An intermediary purchase/transfer of many of the 

enterprises t o  a trust  is expected t o  enhance the attractiveness of the 

enterprises t o  the private sector. 



1. COE Strategy 

A national commitment to privatization is not a precondi.tion for governorate 

divestitures. ?he decrees already issued for governorate privatization 

efforts  w i l l  serve a s  the institutional endorsement under whi& the project 

w i l l  operate. 

m e  government's strategy is to s t a r t  a t  lower levels of government in a 

low-key manner t o  t e s t  resistance t o  privatization and t o  experiment w i t h  the 

requisite policies and procedures. Potentially, the lessons learned from this 

effort  would have mutual application. A national-level working committee was 

formed to  provide'policy guidance and support for the governorate effort.  

Forty-six ( 4 6 )  projects were submqted t o  the committee by the governorates 

for  valuation and possible privatization. 

The Committee on ~r iva t iza t ion  (COP) would: 

0 IX termine whid assets should be privatized. 

Q Establish policy guidelines for the disposition prior t o  sale.  

o Monitor and review governorate divestiture and privatization. 

To ensure maximum involvement from the governorates, and t o  minimize delays, 

technical assistance w i l l  be provided t o  the COP. It is expected that  

assistance w i l l  be structured to accomplish: 

(1) The ownership of enterprises would be offered to  the employees f i r s t ,  next 

t o  residents of the governorate. Every effor t  would be made t o  spread 

dwnership and avoid concentration of ownership in  the hands of a few. The 
m 

credibility of the GOE privatization program may depend on widespread 

access t o  ownership. 

( 2 )  The management of these enterprises m u s t  be responsible t o  the new owners 

and focus on serving the mrket.  



( 3 )  The transfer of assets without massive financial losses to  the governorate. 

( 4 )  Tne enterprise m u s t  be a financially viable investment for the new 

owners. The new owners should not be expected to  absorb losses resulting 

from the past. 

( 5 )  Special consideration must  be given t o  the current employees of the 

project t o  purchase the enterprise. They would also be offered 

retraining, alternative employment, or compensation i f  they are  t o  be 

separated (see Labor Compensation Fund on pages 4, 5, and 1 0 ) .  

T h i s  strategy suggests that the.privatization be carried out in  a two-stage 

process. ?he f i r s t  stage would separate ownership and management from the 
I 

governorate. The second stage would trans£ er ownership and management t o  

private citizens. Such a two stage approach would permit governorate 

financial requirements t o  be met and allow for financial restructuring t o  make 
the enterprise at tract ive to buyers. 

Privatization Trust 

The two stage process would be accomplished by creating a t rus t  which is 

authorized to  operate as  an investment bank or venture capital company for the 

: privatization process. 
- 

Once an enterprise is brought to  a condition in  whi& ownership can be 
transferred, the project would ass i s t  the GOE t o  organize the valuation, 

restructuring, and negotiation for the sa le  of the enterprise. Valuation and 
appa isa l  would be done by an uninterested third party in  the private sector 

(for  example an investment bank). To avoid obstacles confronting the 

investors, and t o  insulate the GOE from criticism (such a s  allegations of 

crony ca$i talism, valuation fraud, or other conflicts of interest) , the trust 

could assume the assets and l i ab i l i t i e s  on a temporary basis un t i l  the f inal  

sa le  or ac t  a s  broker for the sale. 

The project would establish the Privatization T r u s t ,  t o  acquire, reorganize, 

refinance, and manage the enterprises during the interim period prior t o  the 

eventual sa le  t o  the private sector. 



The Trust would be managed by a board of directors made up of a majority of 

members from the private sector. A President/Chief Executive Officer would be 

selected from the private sector with the concurrence of USAID,  a Deputy Prime . 
Minister and the Privatization committee. ?he President/CEO w i l l  be selected 

on the basis of h i s  knowledge of business and h i s  commitment t o  the guidelines 

mentioned above. H i s  compensation and incentive package w i l l  be comparable t o  

positions with similar authority and responsibility in the private sector. 

The Trust would be capitalized i n  foreign excfiange. It could also be 

authorized to  receive further amounts of resources from donors and the GOE a s  

required. 

(a )  How the Trust Would Operate 
# 

The Trust would buy the governorate-owned enterprises. The terms of the 

buyout would be negotiated between the Trust and the governorate. ?he 

buyout should not disadvantage the governorate financially. 

Next, the Trust would undertake necessary management and financial 

restructuring of the enterprise i n  order to  make it a t m c t i v e  t o  private 

buyers. Dnployees who doose not t o  stay with the enterprise or who a r e  

determined t o  be redundant may be e l ig ible  for support throu* the Labor 

Compensation Fund. 

Since the t rus t  is a private company, the project would also be operated 

a s  a private company with input and output prices determined by the 

market. Because the Trust is acting i n  the interests of the private 

sector, i t  is assumed that the GOE w i l l  not res t r i c t  its operation. 

m e  to ta l  time for holding turnaround enterprise transitions and the - 
nuher of enterprises in the portfolio of the T r u s t  would be limited t o  

stimulate turnover. 

m e  T r u s t  is the key for acfiieving divestiture because the transfer from 

public t o  private control is accomplished once the Trust takes possession 

of an enterprise. Subsequent resale w i l l  not involve the public sector. 



3. Disbursement Me&anisms f l  

The transfer mechanism m u s t  be agile. The objective is rapid disbursements. 

An i n i t i a l  allocation in  U.S. dollars and Egyptian pounds would capitalize the 

project. Thereafter, disbursements would be made as  follows: 

8 U S A I D  disburses dollars t o  the GOE for the sa le  ( a t  an agreed price) of 

each enterprise a s  i t  is privatized (sold) .  

. s COE disburses equivalent amount i n  LE to  the T r u s t .  

s T r u s t  purchases the enterprise from the Governorate with LE. 

4 
a private sector buyer (or ESOP) pays T r u s t  i n  LE. 

The must may decide t o  finance the sa le  of enterprises on terms other than 

cash i f  the need arises (as in ESOPs for transfers t o  employee ownership). 

The Trust may take t i t l e  to the assets when necessary but it would be 

preferable for the T r u s t  to ac t  as  broker. l%e Trust may receive fees for 

investment banking services provided. 

The advantage for the GOE acceptance of A I D  assistance for th i s  project would 

be potentially rapid  dollar disbursements t o  the GOE for enterprises divested. 

111. Factors Affecting Project Selection and Development 

A. Social and Economic Considerations 

The principal benefits of the project would be the irpoved conditions for the 

private e c t o r  that encourage increased productivity and income through 

increased private sector investment. 

mch of GOE expenditure this  year w i l l  be used for defense, salaries,  

investments and subsidies. Althou$~ results  accruing from t h i s  project are 

not likely to be significant in  relation t o  the mgnitude of the problem, 

these i n i t i a l  privatization effor ts  w i l l  help t o  reduce th i s  burden on the GOE 

budget i f  the GOE accelerates the process. 
- 2  a 9 



A more direct but longer term benefit consists of increased business sector 

incomes as a result of more efficient capital utilization. Preliminary 

analysis conducted by the Misr Iran Development Bank (MIDB) w i t h  Mission 

assistance in  the cases of Minufiya and Darnietta Governorate companies 

indicates the viabil i ty of privatized parastatals a s  on-going private 

enti t ies .  Also, the reduced role of government i n  traditionally private 

sector areas w i l l  foster more eff icient  production and investment conditions. 

The sa le  of enterprises to  the private sector w i l l  enhance the development of 

a capital market. More specifically, in  cases where Employee Stodc Ownership 

Plans are used, employees w i l l  become shareholders building widespread 

ownership into the capital market. 

I 
The long-term desired change is widespread 

and extension of collateral and credit for 

result  i n  the loss of participation of the 

and patronage of commercial endeavors. 

decentralized individual ownership 

investors. The change w i l l  a l so  

governorate bureaucracy in  control 

Egypt's private industrial ac t iv i t ies  are generally composed of small and 

mediumsized enterprises producing food products, l ight  manufacturing, 

textiles,  and building materials. This sector is said t o  consist of 

ap~oximately 13,000 businesses with an average employment of 10 t o  50 

workers. Small and medium scale enterprises employed approximately 624,000 

persons in FY 1982, the equivalent of j u s t  over 40% of to ta l  industrial 

employment. The governorate enterprises w h i h  have been identified by the 

local government privatization committee appear t o  have these same 

characteristics. 

As the process of divestiture takes place, some employees of the enterprises 

to  be privatized my be determined to  be surplus. The Labor Compensation Fund 
would bebestablished to  provide retraining and severance pay t o  those 

employees affected. 

This project expects goal and purpose acfiievement through changes in  

institutional practices and procedures as  measured by the actual divestiture 

of enterprises and the corresponding support by the GOE for privatization. 

?his po j ec t  is a catalyst for c r i t i ca l  improvements i n  the business climate 
nl 

and productivity. i &.! 
1 0  
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B. Relevant Experience With Similar Projects 

The Mission has substantial experience w i t h  the financial community and w i t h  

the governorate organizations. The Mission 's  Private Ehterprise Credit 

project is  also designed t o  increase the private sector 's contribution to  

Egyptian productive output. It provides access t o  medium and long-term credit 

and includes assistance to  small-scale enterprises. The Mission's assistance 

t o  the Capital mrkets Authority strengthens equity participation i n  the 

economy. ?he Mission also has direct privatization experience throu* the 

Private Investment bcouragement Fund's assistance t o  the Pioneer Seed Company 

which resulted i n  the Ministry of Agriculture reducing its equity position i n  

the company from 51 t o  25 percent, thereby giving f u l l  operating control t o  

the private sector. 
8 

A I D  has experience i n  Costa Rica and i n  the Philippines w i t h  similar 

privatization projects. 'Ihis project w i l l  build on that experience. 

C. Recipient Country Agency 

The primary implementing agency w i l l  be the newly established Trust as a 

separately functioning institution in the private sector. The GOE counterpart 

agency w i l l  be the Ministry of International Cooperation. 

D; A I D  Support Requirements/Capability 

Th i s  project is complex arid requires full-time attention. To implement it i n  
accordance with current USDH ceilings, the project w i l l  require the use of 

either a well-qualified American, Egyptian, Third Country National Personal 

Services mntractor or an institutional contractor. m i l e  day-to-day burdens 

can be reduced through general contracts for assistance t o  the Committee on 

Privatization and the Trust, continued monitoring and review w i l l  be 

required. Because of the policy importance attached t o  the project, the 

Mission believes the s t ra in  the project w i l l  place on its workload is well 

worth incurring. 



E. Estimated Costs and Method of Financing (000 U.S. dollars) 

Technical Assistance 
COP Contractor 
Trust Contractors 
Short Term TA 
Long Term TA 

Sub-Total 

Training 
~eminars/Conferences 
Local Workshops 
Labor Retraining 

Sub-To ta1 

Privatization Funds 
Trust U n i t  Purchases 
Labor Comp. Fund 

Sub-TO t a l  
Quipment 
Evaluation 

Contingency 
Other 

Total 

The l i f e  of project w i l l  be five years with funding of approximately $15 

million in the f i r s t  year. 

The host country contribution would be the i n i t i a l  allocation of local 

currency from the Special Account to  establish and,s tar t  up the Trusts. 

F. Design Strategy/S&edule 

The Privatization project is sdleduled for start-up i n  early FY 1989 and l a s t  

for five years. I t  is assumed that the Mission has the authority to  approve 
the PP and Project. f i e  following milestones mus t  be accomodated t o  assure 

on-schedule p o j e c t  authorization: 
C 

AID/W PID appoval 3/15/88 

Guidance Cable Receipt 3/30/8 8 

Feasibility Studies 5/15/88 

Project Analyses/Surmaries 6/15/88 

Other PP Sect ions 6/30/88 



Fi rs t  Draft PP 

Final Draft PP 

PP Approved 

Proag Signed 

To adhere t o  the design schedule, the Mission has identified the need for the 
following contractor expertise: (a )  a legal consultant. A local legal counsel 

w i l l  be contracted i n  February; (b)  a privatization contractor. The 

contractor should have knowledge of privatizations and be familiar w i t h  the 

Egyptian scene, including the capital markets. We are'requesting three 

person-weeks of contractor services through me PRE Wlreau, possibly through 

its Center for Privatization project. We also  need one week of a valuation 

expert I s  services to review and cormnt 
1 

governorates t o  value their companies. 

critique the project's feasibility. 

A selection c r i t e r ia  w i l l  be applied t o  

on the methodology being used i n  the 

We may a lso  need an outside expert t o  

enterprise candidates for 

privatization t o  avoid the possibility of the Trust becoming a holding company 

for unsalable assets. The Trust w i l l  a l so  be subject to  a "cap" on the nurrber 

of enterprises and length of time that any one enterprise can be held by the 

Trust t o  assure turnover. 

In addition to  the above, we request three person-weeks of ANE/PD/PE s ta f f  t o  

a s s i s t  i n  the preparation of the PP in  order t o  insure AWAC guidance is 

sat isfactori ly addressed. 

I t  is anticipated that we w i l l  need $150,000 from PD&S funds from Technical 

Cooperation and Feasibility Studies and LE 50,000 from the A I D  Activity Trust 

Account t o  ass i s t  i n  the preparation of the PP. 

/ 

G. mvimnmental Considerations , 

This project provides funding, technical assistance, and training for the 

privatization of public sector enterprises. None of these act iv i t ies  w i l l  
impact direct ly on the environment. 22 CFR Part 216.2(c) (1) (1) excludes from 
the requirement for any type of formal environmental assessment those actions 

which do not have a direct effect on the natural physical environment and 22  

CFR Part 216.2 (c )  ( 2 )  (x) specifically exempts support for intermediate 
-% J9J 

.," - . -  .. credit  institutions when the objective is to  ass i s t  capitalization. 'I ' .  . - 



H. Policy Issues 

1. . Egyptian Commitment t o  Privatization: 

In Par t  I i t  was noted tha t  the GOE and loca l  government a r e  not only 

in te res ted  i n  privatization,  but have been ac t ive ly  involved i n  developing a 

plan for  "popularizationn of governorate-owned enterprises.  I h e  GOE a l s o  

permitted the  pr ivat izat ion of the  Ministry of Agriculture's seed marketing 

f a c i l i t y ,  and is assessing similar p o j e c t s  i n  the tourism sector .  There is 

no doubt t h a t  t he  Egyptian Government is interested i n  fur ther  pr ivat izat ion 

a c t i v i t i e s .  B u t  w i l l  the  powerful entrenched Nassarite bureaucracy f e e l  

threatened a s  pr ivat izat ion gains momentum, and withhold the i r  cooperation? 

a 
The ac t ive  involvement of a l l  l eve ls  of government seems t o  indicate  genuine 

commitment t o  the  i n i t i a l  pr ivat izat ion agenda. Success of t h i s  Project  w i l l  

provide a so l id  foundation for pr ivat izat ion of much larger national-level 

enterprises,  s o  i t  is careful ly  designed t o  avoid the  s o r t  of a c t i v i t y  t h a t  

would cause an incident.' ?he T r u s t  is intended t o  insu la te  the Government 

from pr iva t iza t ion  ac t iv i t i e s .  Privatized firms w i l l  be offered f i r s t  t o  its 

workers, and then t o  loca l  investors. Every e f f o r t  w i l l  be made t o  avoid 

layoffs, but i f  t h i s  becomes necessary, the  pro jec t  w i l l  make provisions 

adequate t o  avoid antagonizing workers. Thus the Project is designed w i t h  

consideration fo r  p o l i t i c a l  and public s e n s i t i v i t i e s ,  but each s t e p  of 

implementation w i l l  have t o  be taken careful ly .  

2 .  The Trus t :  a New p a r a - ~ t a t a l ?  W i l l  t he  T r u s t  a q u i r e  a por t fo l io  of 

f i n s  and hang onto them, becoming a new quas i -govermnta l  holding company? 

As discussed i n  Part  D. 2., safeguards w i l l  be developed t o  prevent th i s ,  

including l imita t ions  on the nurriber of en te rpr i ses  and the time they can be  

held.. This w i l l  be fur ther  assessed and specif ied during pro jec t  design. 
m 

3. Egyptian Legal Environment: Egyptian laws and regulations a r e  generally 

no t  conducive t o  pr iva te  enterprise.  Are there  ser ious  l ega l  impediments t o  
privatization? Preliminary indications a r e  tha t ,  other than the general 

regulatory b i a s  toward public sector  enterpr ise ,  there  a r e  no s ign i f ican t  



legal constraints. There is a precedent i n  the Pioneer Seed Conipany, which 

encountered no legal obstacles during its privatization. U S I D  w i l l  contract 

for legal counsel t o  reaffirm the precedence and assess the legal framework 

pertaining to @vatization a t  the local and national level. 

There is some question about the legal s ta tus  of the Trust mecfianism. 

However, th is  w i l l  probably require tailoring of the Trus t  t o  work in  the 

Egyptian legal context rather than modifying prevailing regulations. This 

topic is also included in  the detailed examination of the Egyptian regulatory 

environment which U S A D  w i l l  commission a s  an important aspect of Project 

des i gn . 



PROJECT HO, 263-02 16: PARTNERSHIP DEVELOPHENT (Pr ivat iz at ion 1 PRELIIINARY LOG' FRAHE 

Prograr Sector or 6oal , tleasures of Goal Achievement Goal Level Assumptions 

1, Assist the 60E to privatize governorate 1. 3 0  governorate owned enterprises privatized Project Monitoring - Enterprises offered are saleable. 
and state-owned enterprises. throughout 15 governorates. System - 60E has political nil1 to privatize, - Additional enterprises being considered for program. Interim and Final - Capital available to purchase, 
2. Legitiracy of divestiture and rechanisrs 2. I of officials familiar nith and favorable Evaluations - Legislation for privatization approved. - for valuation, transfer, and compensation towards pr ivat itat ion. GDE Records - Employees amenable to privatization nith 
uidely accepted and understood by government - Amount of public criticism. adequate compensation. 
officials, - 8 of .additional projects under consideration, 

- I of other ministries and government 
organizations considering divestiture, 

i =====~-------===+rE===;==-=I=====================z~=======================================================:===================================================================== 

Project Outputs Output Level - 
1, Committee on Privatization 1, I of assets identified. GOE Reports 
- identifying assets t o  be sold within - Pol icy guidelines issued. Consultant Reports - Trust can be implemented 
policy guidelines, and - Reporting system established. Site Visits in legal franenork. 
- monitoring governorate privatization. 
2. Asset Trust functioning t o  purchase, 2. $ paid to Governorates for enterprises, Trust Reports k 
restructure, and sell enterprises to - Brokerage Ices collected from governorates. Financial Staterents 
private sector. - LE collected from purchasers, 
3. Labor Compensation Fund established 3. # of redundant employees separated. 
to compensate and retrain redundant - Arount (LEI severance pay disbursed. 
employees. - I of employees retrained. 
4. Horkshopslseminars held 4. I ol uorkshopslseminars held, 
to publicize divestiture process, - 4 of Participants. 
- - - - - - - - = = = D - - - - - - - - - - D - - - - - - - - - - - - - - - - - - - -  ---------------- 
me------ ---------- ...................... - - - - - - - - - - -a- - - - - - - - - - - - * - - -=====~=========~=z=~=:~Y==:===========~~===Zk=E==~==3=::=~===~~=~===f==5====== 

Project Inputs Implementation Target Input Level 
(000) 

AID Funds T A $2,800 - Availability ol AID Funds, 
Technical Assistance Training 1 , 400 - Appropriate TA available, 

Funds '72,100 Project Agreement 
Evaluation 400 Technical Assistance 
Contingency 300 Contracts 


