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 PREFACE

 
 

 This report is based on a study conducted by the Development Economic Policy Reform
Analysis (?DEPRA?) Project, under contract to the United States Agency for International
Development, Office of Economic Policy and Analysis, Cairo, Egypt (USAID/Egypt) (Contract
No. 263-C-00-96-00001-00, Task Order 15).
 

 The DEPRA project is intended to encourage and support macroeconomic reform in
Egypt through the provision of technical assistance and services to the Ministry of Economy, with
particular focus on international trade and investment liberalization, deregulation and financial
sector strengthening.
 

 The study was conducted, and this report was authored by, a team of consultants
comprised of Dr. Mayada M. Baydas, Team Leader and Microfinance Specialist, Mr. John M.
Porges, Senior Banking Specialist, and Mr. Stephen P. Wade, Banking Specialist; and Dr. James
L. Walker, Senior Economist and the DEPRA coordinator for the study. The team would like to
express their special appreciation to Dr. Omar Salman, Helwan University, who provided
instrumental support in interviewing managers of financial institutions and other establishments. 
The team would also like to express their gratitude and special thanks to  Dr. Sarah Loza,
SPAAC, and her team members who were extremely efficient and cooperative in conducting the
survey of micro, small, and medium scale enterprises.  The assistance of Drs. Alia Almahdi, Hoda
El-Sharkawi, Khairy El-Giziry, and Salah Zein El-Din is well appreciated.
 

 The team would like to express their gratitude to the Research Information Sector,
Ministry of Economy, and in particular Dr. Farouk Shakweer, First Under Secretary of the
Ministry of Economy, for their efforts in supporting this study.  Thanks are also due to all the
managers of banks and non-bank financial institutions, as well as the managers and owners of the
micro, small, and medium scale entrepreneurs interviewed during the course of this study.  The
authors remain solely responsible for all opinions expressed in this report.
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 Executive Summary

 
 Egypt’s financial sector has undergone extensive liberalization since 1991.  Credit controls

have been eliminated, interest rate and foreign exchange regimes have been liberalized, modern
banking regulations and treasury bill auctions have been introduced and the stock market has been
revitalized.  However, the financial sector remains dominated by government institutions with very
weak performance allocating an excessive portion of private saving to finance public sector debt. 
In addition, the bulk of formal sector credit is directed to large firms.  Small and medium-scale
enterprises (SMEs), including informal microenterprises, which generate most of the nation’s
value added and employment, are generally perceived to be excluded from formal financial
institution financing and rely largely on informal and self financing.  Donor-subsidized SME credit
programs cover a fraction of the financial demand of these enterprises.  Because this perceived
shortfall in credit availability to the more dynamic section of Egypt’s economy runs counter to the
Government’s priority of increasing the economy’s growth rate and providing expanding
employment, the Ministry of Economy (MOE) requested that this  financial reform study be
conducted to focus on making credit more readily available to SMEs.
 

 The objective of this study is to determine the main constraints to greater availability of
credit to micro, small, and medium scale enterprises (SMEs) that have potential to grow and
provide employment in Egypt and to provide policy recommendations for increasing the
availability of such credit. While emphasis is placed on small and medium scale enterprises with
potential to grow, the study also assesses the financing situation of informal sector
microenterprises with growth potential and the experience of and constraints facing banks and
non-bank financial institutions regarding microfinancing, including special donor and the
Government of Egypt (GOE) sponsored programs.  Various financial products of actual or
potential significance to SME financing are explored, including leasing and loan guarantees. 
These analyses provide the basis for recommendations regarding policy, legal and regulatory
reforms, and special programs which would improve the availability of credit to the SME segment
of the Egyptian economy.
 

 The study primarily involved an examination of the supply of and demand for financial
services in the SME sector in Egypt.  This entailed, on the one hand, interviews with private and
public sector financial institution managers that supply credit to SMEs.  These interviews took
place in Cairo, Alexandria, Port Said, Damietta, 6th October City, 10th of Ramadan City, and
Fayoum, and included the Central Bank of Egypt, eleven commercial banks, three business and
investment banks, two specialized banks and five non-bank financial institutions.  On the other
hand, the demand investigation involved interviews with 173 SME owners/managers to estimate
their demand for credit.  These interviews took place in Greater Cairo, including the 6th October
and 10th of Ramadan Cities, Alexandria, and Fayoum. These firms were randomly selected in the
manufacturing, service, and trade sectors.  We focused primarily on the more dynamic sub-sectors
of textile-garment manufacturing, furniture-wood processing, shoe making, artisanal craft
production, carpet weaving, tourism companies, hotels and restaurants, service companies, and
wholesale and retail trade.
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 Supply of Financial Services to the SME Sector
 

 Based on an understanding of the supply of and demand for financial services in the SME
sector, appropriate intervention schemes and adequate policy reforms are proposed to assist in the
development of financial markets. Results of the study indicate that despite the overwhelming
prevalence (over 98%) of micro, small and medium enterprises in the Egyptian economy,
commercial banks are lending relatively small percentages of their loans to these enterprises.  Very
rough estimates of the volumes of such lending by the sample group of banks indicates that the
total SME lending by the whole banking sector is estimated to be between 5-6%.  Almost all
microenterprise lending by commercial banks is politically motivated, with the primary impetus for
it coming from the Social Fund for Development (SFD) initiative of government.  The below
market interest rates passed on to micro and small borrowers through SFD discourage broader
participation in SME lending by commercial banks.  Bankers say that they lose money on SME
loans, primarily because of the high loan loss rates and higher than normal expenses related to this
type of lending.  With the exception of the National Bank for Development (NBD), banks eschew
microenterprise lending primarily because it is costly and risky.  In addition, commercial bankers in
Egypt, as in most of the rest of the world, have very little understanding of the dynamics of
microlending and how to make it work.  None of the sample banks, with the exception of the
NBD, had the policies, procedures, personnel, systems, training and philosophy in place to be
successful in microenterprise lending.  This is consistent with experience elsewhere in the world.
 

 Bank collateral policies varied considerably among the sample banks with requirements
ranging from 110% to 200% of loan value.  Collateral included real estate, inventories, accounts
receivable, marketable securities, cash, equipment, contract and lease assignments, and bank and
personal guarantees.  All sample banks make uncollateralized loans.  While some banks didn’t think
their collateral policies were more or less harsh with regard to smaller borrowers, most banks
indicated that the smaller the borrower the more difficult it is for them to provide the necessary
collateral either because they don’t have it or because registering it is too expensive.
 
 In general, the banking system is not sufficiently competitive because the majority of financial
resources of the nation are controlled by five large government-owned banks.  This concentration
of power reduces competition and limits the use of more modern technology, particularly
computerized internal reporting systems in branches out of Cairo, and limits the range and use of
certain financial products and services (e.g. factoring, forfaiting and bankers acceptances).
 

 Five special financial models were studied.  The NGO model, as exemplified by the
Alexandria Business Association (ABA), appears to be a viable model in Egypt.  An expansion of
the number of institutions employing the model would be beneficial to the availability of credit to
SMEs.  In addition, encouraging a cautious move up market by the stronger of these institutions
may be warranted to reach more small and medium scale enterprises.  There is some concern
whether the model can be scaled up market using the current, uncollateralized lending approach,
but there is reason to believe that the additional portfolio and individual borrower risks expected
with larger client size can be contained with a controlled approach to expansion and with
appropriate modifications to the operating systems based on experience.  Institutions
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 experienced in the application of best practice lending guidelines should be prudent lenders at
 any level in the SME market.

 Given the fairly widespread application of the NGO model in Egypt, and the operational
maturity of international best practices in  microfinance, there may be merit in encouraging the
development of a microfinance industry around this model.  Formalizing the model as an industry
through innovative, flexible legislation would enable practitioners like ABA to access funding
from commercial sources.  However, although the ABA financial track record is excellent, banks
may not be able to provide any significant amounts of uncollateralized lending to ABA-like
foundations because of their legal status which prevents banks from taking them to court in case
of default.
 

 Special programs for micro and small enterprise lending within banks also appear to be
viable.  NBD has expanded its micro lending program rapidly and achieved profitability in a
reasonably short period.  This has been achieved through efficient operations, controlled loan
losses, close performance monitoring ratio and a high effective interest rate.  The program is
reaching a significant number of borrowers, and has been successful enough to warrant a decision
to implement it throughout the bank’s branch network. 
 

 The credit guarantee model, as exemplified by the Credit Guarantee Corporation, also
offers certain benefits.  CGC is the only private company in Egypt issuing guarantees to banks for
SME lending and has been responsible for increasing bank credit to the sector.  With total
guarantees outstanding of LE191 million, its has leveraged its LE94 million collateral fund two
times.  Claims against its guarantees have been a fraction of 1%, which is very low by international
standards.  On the other hand, concentration of business with a limited number of banks indicates
that CGC has not been successful in its marketing activities, or that unresponsive operating habits
may be limiting its business, or that only limited demand exists for its guarantees.  Moreover,
guarantee fees cover only a small part of CGC’s expenses.  The bulk of the operations are
financed by income from a soft loan from government and a grant from USAID.  While this does
not appear to be unusual around the world, it does call into question the long term financial
viability of the CGC approach unless it is able to expand its guarantee activities to a much broader
market.  A government SBA is not a viable alternative.
 

 The Social Fund for Development (SFD) appears to be a well-intentioned government
program targeting unemployed graduates, but its activities distort credit markets with subsidized
interest rates and sub-standard repayment rates.  SFD should not be expected to become a viable
model for achieving a self-sustaining expansion of credit to microenterprises without a
considerable shift in emphasis towards enhancing the financial incentives to, and the institutional
capacity of, banks and non-bank financial institutions with regard to SME lending. 
 

 Egypt’s nascent leasing industry probably offers one of the most important models for
expansion of SME financing in the future. With flexible instruments which can supply nearly 100%
of equipment financing requirements and can match payments to specific cash flows, leasing offers
a potentially significant alternative source of SME financing in Egypt, where small entrepreneurs
have limited access to term borrowing.
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 Demand for Financial Services in the SME Sector

 The survey of SMEs generated a number of findings regarding their demand for financial
services.  First, the primary source of financing used by most entrepreneurs in the sample was
retained earnings.   Second, trade credit in the form of supplier credit and customer advances was
significantly used by over half of the micro, small and medium scale enterprises.  Third, informal
and formal loans seemed to be substitutes for entrepreneurs depending on the size of the business.
 A smaller share of microentrepreneurs used formal loans than those using informal loans, while a
smaller share of small and medium scale enterprises used informal loans than those using formal
loans.  Over half of the small and medium scale enterprises had an effective demand for bank
financing over the past year.  It is important to note, moreover, that the average amounts used by
the entrepreneurs, across the three size categories and sectors of operation, reflects significantly
higher values of formal loans compared to informal loans.  Loan quantity rationing was found not
to be the problem or bottle neck, contradictory to popular belief of discrimination against small
businesses.  The observation of entrepreneurs often self-selecting themselves out of the formal
credit markets was reported to be based on their fear of inability of repayment, availability of other
sources, religious beliefs, or regarding market interest rates as being too high.
 

 Entrepreneurs in the sample were found to participate in different savings channels. 
Among the most common savings channels were commercial banks. On the one hand, the majority
of the entrepreneurs operating small and medium scale enterprises held at least one account with
one of the commercial banks in the country.  On the other hand, only one third of the
microentrepreneurs held an account with one of the commercial banks. “Gam’iyat” or RoSCAs
were the second most widely used saving channel among the entrepreneurs in the sample.  Again
size of the enterprise presented significant differences.  Over a third of the microentrepreneurs
participated in these groups while about one fourth of the small scale entrepreneurs did, and only a
few medium scale entrepreneurs were members of these groups. Finally, very few entrepreneurs
reported saving money with informal collectors.  The few who did reported that they held some
funds with a family member.
 
 Supply of and Demand for Financial Services in the SME Sector
 

 Findings of the study provide valuable insights into the supply of and demand for financial
services in the SME sector in Egypt.  While commercial banks indicated that SME lending
represents a very small share of their overall portfolio, analyses of the entrepreneurs’ demand for
formal financial services indicated that over half of the small and medium scale enterprises draw
on loans from banks.  The disparity is largely a result of the bankers’ perception that SME lending
is typically microlending.  The small and medium enterprises’ demand for formal financial services
is clearly different from that of microenterprises.  Small and medium entrepreneurs were found to
draw on significant amounts of formal loans, much higher than those typically reported by bankers
when asked about the amounts borrowed by small and medium size businesses.  Small and
medium scale enterprises did not seem to have a binding constraint with respect to accessing bank
financing.  As expected, commercial banks did not engage in microlending, except through special
programs and lines of credit.
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 NGOs and special programs, such as the SFD, provide the bulk of microlending largely to
microenterprises and some small scale businesses.  Enhancing the growth of such programs, based
on “best practices” in microlending will undoubtedly increase the outreach and sustainability of
these institutions and contribute to more credit flowing to the SME sector.  These efforts,
 however, will only reach a small share of the vast microenterprise sector.  Microentrepreneurs
 rely to a large extent on non-bank sources of financing, such as retained earnings, informal loas,
and trade credit.  A large number of small and medium scale enterprises draw upon these non-bank
sources of financing as well.  The extent to which bank financing is utilized by small and medium
scale enterprises, however, is much more significant than the extent to which microenterprises
draw upon bank or special program financing.  Self-selection out of the formal financial markets by
microentrepreneurs explains part of this phenomenon, contrary to the common belief of rejection of
SMEs by formal institutions in general.
 
 Recommendations
 

 Improving the overall performance of the financial sector would benefit all enterprises,
including micro, small, and medium businesses.  Overall performance could be improved with the
following recommendations:
 

• Continue and accelerate privatization of the banking system to increase the level of
competition and the services provided to the SME sector. 

• Privatization should be complemented by an effort to reduce the dominance of these
institutions by breaking them into smaller entities to encourage competition and innovation.

• Reverse the current Central Bank position against approving the entry of additional foreign
banks.  The window allowing entry by purchasing the public share holdings in joint venture
banks is positive, but insufficient.  Many foreign banks will only enter the market if they can
own 100 percent of the operating entity.  In other markets, such as the rapidly advancing
markets in Asia, free market entry has resulted in more modern banking practices, increased
competition leading to cheaper and more readily available credit, and stronger financial
institutions.  Egypt is not over-banked.

• Reduce the cost of funds to financial institutions by lowering reserve requirements to
prudentially required levels.  Coupled with an enhanced competitive banking environment and
increased banking efficiency, this would result in lower current market interest rates.  Potential
money supply expansion could be controlled by open market operations of the central bank.

• Eliminate government influence on the banking industry calling for lower interest rates on
SME lending.  Below-market interest rates reduce incentives for bankers to provide SME
loans.

• Fully implement the new government regulations to require full disclosure in bank financial
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reporting via detailed audited annual reports and semiannual reports according to international
standards.  In the free and private banking market envisioned in Egypt’s future, better
information will generally draw more resources to the better performing banks, and this will
ultimately improve the overall availability of credit at all levels.

• Improve supervision of banks to reinforce prudence and competition in lending.  Enforcement
of  rules for  provisioning and capital adequacy will allow banks that actively find and develop
good borrowers to expand faster than banks with non-performing loans.

• Continue and accelerate the process of court reform, particularly the creation of special
commercial courts.

• Modify current legislation to enable more flexible, secure, and inexpensive loan
collateralization.

• Reform the SFD program to use its resources to stimulate a free market in the provision of
financial services to small businesses by providing financial, rather than political, reasons for
banks and other institutions to participate in this market.

• Draft new, modern legislation governing NGO financial institutions such as ABA.  To attract
wholesale funding from commercial banks, the legislation should allow these NGO financial
institutions to obtain a legal status similar to that of a joint stock company while retaining their
non-profit status.

• Donors and the Government should encourage the establishment of special units within banks
to stimulate both wholesale and retail SME lending through the provision of subsidies to cover
start-up costs.

• Donors and the government should encourage the expansion of the private sector Credit
Guarantee Corporation program rather than dilute its focus or compete with it through the
establishment of a government SBA program.

• Trade liberalization policies should be accelerated to provide increased opportunities to the
SME sector by increasing competition among wholesalers of raw materials supplying many
entrepreneurs operating micro, small, and medium scale enterprises.

• Provide incentives to marketing and/or trading companies which would assist in marketing the
finished products for SMEs in both domestic and foreign markets.

• Focus primarily on providing financial and non-financial services to small and medium scale
enterprises with growth potential.  Findings of the study support that small and medium scale
enterprises are the growth engines of the economy rather than microenterprises which are the
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typical income generation vehicles.

• Also focus on providing financial and non-financial services to young enterprises with growth
potential.  Young enterprises are typically those in their early stages of growth, in contrast to
start-up enterprises which have a high degree of failure.

• Relax the non-financial constraints that limit enterprise growth.  Tax laws, labor laws,
marketing, and government bureaucratic procedures and red tape, were all suggested by
entrepreneurs to present significant problems limiting their operations and growth.  Improved
access to input and output markets, more efficient government procedures, amended labor and
tax laws that foster SME growth, would provide a more conducive environment for business
development in general.
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 Chapter One

 
 Study Overview

 
 
 I. Objective of the Study
 

 The objective of this study is to determine the main constraints to greater availability of
credit to micro, small, and medium scale enterprises (SMEs) that have potential to grow and
provide employment in Egypt and to provide policy recommendations for increasing the
availability of such credit. While emphasis is placed on small and medium scale enterprises with
potential to grow, the study also assesses the financing situation of informal sector
microenterprises with growth potential and the experience of and constraints facing banks and
non-bank financial institutions regarding microfinancing, including special donor and the
Government of Egypt (GOE) sponsored programs.  Various financial products of actual or
potential significance to SME financing are explored, including leasing and loan guarantees. 
These analyses provide the basis for recommendations regarding policy, legal and regulatory
reforms, and special programs which would improve the availability of credit to the SME segment
of the Egyptian economy.
 

 This chapter provides an overview of the Egyptian economy in general, and the enterprise
sector in particular, and outlines the methodology adopted in the study.  The second chapter,
presents an overview of the financial sector, the Egyptian banking system and relevant legislation,
and reports on the supply of financial services to the SME sector.  Chapter three deals primarily
with the demand for financial services by SMEs, detailing the characteristics of the enterprises and
their demand for alternative financial services based on a survey of SMEs in the manufacturing,
service and trade sectors.  The fourth, and last chapter, draws together the conclusions from the
supply and demand analyses, and provides policy recommendations.
 
 
 II. Structure of the Economy
 

 The Egyptian economy is struggling to sustain its large population of 58 million people,
with the pressure of almost half of the population residing in cities and the other half in the 3
percent of the total area which constitutes arable land (World Bank, 1997).  The heavy reliance of
the Egyptian economy on agriculture has declined over the past two decades as its share in the
gross domestic product (GDP) fell from about 30 percent in 1970 to about 20 percent in 1995. 
The agricultural sector, however, remains an important pillar of the economy as it amounts to
about 20 percent of total exports (World Bank, 1997).  In addition, agriculture is the primary
source of livelihood for many Egyptians as it employs about 64 percent of the total rural labor
force, and 9 percent of the urban labor force (Richards, 1994).
 

The decline in the share of the agricultural sector’s contribution to GDP has been
countered with an increase in the contribution of the service sector to GDP which rose from 42
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percent in 1970 to 60 percent in 1995 (World Bank, 1997).  Industry, however, has remained
stagnant at about 20 percent of GDP over the past two decades.  Changes in the structure of
production reflect more closely changes in employment opportunities in both urban and rural
areas.  While only about 36 percent of the total rural labor force are engaged in non-farm
employment, about 38 percent of the average rural household income is derived from non-farm
activities (Richards, 1994).  The World Bank’s recent estimates indicate that three out of four
non-agricultural, private sector jobs (about 3.7 million workers) are in the micro and small scale
enterprise sector (World Bank, 1994).  Micro and small scale enterprises, moreover, represent
about 98 percent of the total private non-farm establishments in the economy.
 

 These changes in the structure of the economy are partially the outcome of the Economic
Recovery and Structural Adjustment Program (ERSAP) adopted by the GOE.  From about the
early 1990s the Egyptian government increasingly exposed economic activities to market forces in
accordance with the structural adjustment program reforms.  The structural adjustment program
encompassed many reforms in key sectors of the economy including financial markets.  By the mid
1990s interest rate policies were generally liberalized, credit controls eliminated, modern banking
regulations introduced, treasury bill auctions offered, and the foreign exchange regime liberalized.
 These efforts, nonetheless, have not resulted in a competitive financial sector largely due to the
predominance of state-owned banks excessively engaged in financing public sector entities.
 
 
 III. Methodology
 

 A wide variety of definitions segmenting micro, small, and medium businesses in Egypt
exist.  Given the objective of our study, and our focus on small and medium scale enterprises, the
following breakdown was used in the interviews with managers of banks and non-bank financial
institutions:
 
 Micro =   1-    9 employees and/or loan size of LE        500 to LE 19,000
 Small = 10-  49 employees and/or loan size of LE   20,000 to LE 99,000
 Medium = 50-100 employees and/or loan size of LE 100,000 to LE 250,000
 
 The classification of enterprises among the three size categories based on the number of
employees only was used during the SME survey.  Our study of the supply of and demand for
financial services in the SME sector in Egypt included the following:
 

• reviews of relevant literature;

• interviews with officials from the Government of Egypt and donor agencies, private
and public sector financial institutions and associations for background information. 
These background interviews took place largely in Cairo;

• interviews with private and public sector financial institution managers that supply
credit to SMEs.  These interviews took place in Cairo, Alexandria, Port Said,
Damietta, 6th October City, 10th of Ramadan City, and Fayoum, and included the
Central Bank of Egypt, eleven commercial banks, three business and investment banks,
two specialized banks and five non-bank financial institutions;
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• interviews with 173 SME owners/managers to estimate the demand for credit.  The 
interviews took place in Greater Cairo, including the 6th October and 10th of
Ramadan Cities, Alexandria, and Fayoum. These firms were randomly selected in the
manufacturing, service, and trade sectors.  We focused primarily on the more dynamic
sub-sectors of textile-garment manufacturing, furniture-wood processing, shoe
making, artisanal craft production, carpet weaving, tourism companies, hotels and
restaurants, service companies, and wholesale and retail trade.

 
 Both interviews with the managers of financial institutions and the interviews with

enterprise owners included questions on finance in general, and specific inquiries related to
international trade in particular.  Analyses of the trade related information are presented in a
complementary DEPRA report entitled Egypt: Trade Finance Reform for Small Business
Development.
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 Chapter Two

 
 The Supply of Financial Services for Small Businesses

 
 
 I. Overview of the Financial Sector
 

 While long term debt capital is available to a limited extent from insurance companies and
relatively few bonds placed privately and through the Cairo Stock Exchange, the Egyptian banking
sector provides the great majority of credit in Egypt.  The banking sector consists of the Central
Bank of Egypt, 28 commercial banks, 29 business and investment banks and 6 specialized banks.
 

 At the end of 19961, the system had assets of LE391 billion distributed as follows:

 Commercial banks, both private and public, control the majority of the financial assets in
Egypt, hold nearly ninety percent of the deposits, and provide more than three-quarters of the
credit available in the country. 

 For most of the past thirty-five years, the government and government-owned banks and
enterprises dominated the credit markets.  However, primarily due to improvements made under
the ERSAP, private business borrowing accounted for more than fifty percent of the credit
extended in 19962, as indicated above.  Credit to private business grew at a rate two to three times
that of government borrowing in 1996. Commercial credit tended to be largely short term, with

                                                
 1 Central Bank of Egypt, Annual Report, 1995/96.  The remaining 33% of the banking system?s assets are held by the
Central Bank of Egypt.

 2 Ibid

 Assets Deposits Credit
 Commercial Banks     53%     88%   77%
 Business and Investment Banks   10%       9%    13%
 Specialized Banks        4%       3%    10%

 The Egyptian Banking Sector

 6/95 3/96 6/96 2/97
 Government & public business sectors 39% 38% 36% 35%
 Private business sector 47% 49% 50% 51%
 Households & foreign sector 14% 13% 14% 13%

 Credit Facilities by Beneficiary Sector
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nearly seventy percent having a maturity of less than one year.3  Additional statistics
regarding the structure of banking in Egypt are presented in Appendix B.
 
 
 II. The Egyptian Banking System
 

 Prior to 1961, Egypt’s banking system was largely private, but in that year, twenty-seven
commercial and specialized banks were nationalized.  By 1964, the number of banking institutions
had been reduced to four government-owned banks.  In the early 1970s, a series of laws began a
general economic liberalization which affected the banking industry.  Law 43 of 1974 allowed the
reentry of foreign banks.
 

 As part of the Economic Reform and Structural Adjustment Program (ERSAP) that began
in 1991, the Government of Egypt has initiated a set of financial reforms which include the
following elements:
 

• Elimination of interest rate controls;

• Elimination of foreign exchange controls;

• Abolition of credit ceilings;

• Elimination of non-commercial, directed credit to public enterprises;

• Foreign banks and their branches were permitted to deal in local currency;

• Enhanced prudential regulations and bank supervision.
 

 In general, these moves served to strengthen the banking sector.  Combined with initiatives
to privatize state-owned enterprises, revitalize the stock exchange, and provide better liquidity
management, these elements have made greater volumes of credit available to the private sector,
including small and medium enterprises.  The overall macro economic environment, particularly
freer markets and lower inflation, have generally benefited all enterprises.
 

 Concentration of Financial Power in State-owned Commercial Banks
 

 Despite the progress stimulated by the ERSAP, an analysis of the financial information
available from the commercial banks and the Central Bank for fiscal years 1995 and 1996 indicates
the following situation:
 

• The overwhelming majority of commercial bank assets, loans and deposits continue under the
control of government institutions.  Four government-owned commercial banks, National
Bank of Egypt, Banque du Caire, Banque Misr and Bank of Alexandria, dominate the financial
sector with more than half of all loans and advances outstanding.  When one adds to this figure
the Principal Bank for Development & Agricultural Credit (PBDAC), a government-owned

                                                
 3 El-Rafaie, Faika, 1997, ?Financial Intermediation: Efficiency of the Egyptian Banking System?, The Egyptian Center
for Economic Studies
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specialized bank, the percentage jumps to more than sixty percent.  These five banks control
89% of the branch bank outlets in Egypt and 69% of the bank deposits in the country. 
Preliminary figures indicated that dominance of the government-owned commercial banks has
not significantly dropped in 1997.  However, government participation in banking sector has
been reduced through the privatization of the joint venture banks.

 

• These government institutions continue to lag significantly behind their private sector
counterparts in almost all areas of performance:

 
 In general, the public commercial banks do not appear to be progressive in offering
modern services.  They indulge in anti-competitive practices such as offering subsidized
interest rate loans, and generally do not price their loans consistent with risk.  Their
dominance in the market weakens the environment of competition essential for improved
customer services to borrowers as well as depositors.  Their corporate culture is based on
a vision of themselves as government employees following government rules regarding
accepting deposits and making loans.  They do not see themselves as financial
intermediaries competing with each other in a market to identify new opportunities to earn
higher yields with less risk for their depositors and shareholders.

 

• In addition, a very large portion of the non-performing assets of the financial sector appears to
be concentrated in the state-owned commercial banks, and these institutions do not appear to
be taking aggressive steps to purge their balance sheets of these bad loans, or enforce financial
discipline on non-performing borrowers.

 
 Privatization of the state bank ownership positions in joint venture banks, which account

for about a quarter of the commercial branches in the country (excluding the PBDAC network) is
a positive move, but is not yet complete.  The government has announced plans to privatize the
state banks themselves, but progress in this has been minimal.
 

 Despite indications that the number of bank branches per thousand people appears to be
below regional standards and the world average4, the Central Bank of Egypt is apparently not

                                                
 4 El-Rafaie, Faika, 1997, ?Financial Intermediation: Efficiency of the Egyptian Banking System?, The Egyptian Center
for Economic Studies.  El-Rafaie?s figures indicate that in Egypt there are 26,567 persons per branch, and  even the
major population centers, where most of the branches are located, are under banked (for example, Cairo is about

  5 State Private 5 State Private
   Banks  Banks  Banks  Banks

 Return on assets .3%       1.7% Loans/branch     LE 42,000  LE 133,000
 Return on equity 4.2%         23.2% Loans/employee  LE 1,095      LE 2,073
 Deposits/branch    LE73,000      LE164,000 Profit/branch   LE 200      LE 4,400
 Deposits/employee LE1,925        LE2,851 Profit/employee     LE 41         LE 731
 

 LE figures are in 1,000s

 1995 Profitability Measures
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allowing additional foreign bank entry into the local market.  Instead, the Central Bank favors
further branching by existing banks. A number of  bankers interviewed indicated that the Central
Bank is far less likely to approve new branch applications from private banks as compared with
state banks, or is likely to take an inordinately longer time in approving such applications. 
Because most of the lending to small and medium business appears to occur at the branch level,
this appears to limit the credit available to small and medium business.
 

In short, the availability of credit to all sizes of Egyptian enterprise appears to be
constrained by the fact that most of the financial assets of the nation are under performing.   This
appears to be the result of:
 

• their over-concentration in a limited number of state-owned financial institutions;

• the lack of modern managerial practices in the state-owned financial institutions and in some
private institutions.  For example, in none of our discussions in state-owned banks did
managers refer to the output records of computerized financial reporting systems.  Several
mentioned that such reports were not available to them and/or their operations were not
computerized;

• loan write-off policies which are inconsistent with loan performance.  Some state banks appear
to be rolling over delinquent loans to government business entities rather than writing them
off.  This practice is not uncommon in government-owned financial institutions world wide,
well-known for creating economic drag on economic development;

• the lack of competition in the financial sector.  Egyptian government banks appear to offering
a limited range of traditional products to their customers.  A highly competitive banking
system would be aggressively looking for good loan opportunities and offering a wider range
of services.  Many of the government bankers we spoke to did not appear to have any targeted
or aggressive marketing programs for their SME lending;

• limited and inconsistent financial reporting.  Information stimulates competition.  The financial
reports of government-owned banks do not disclose much information needed for making
meaningful analysis and comparisons.  In addition, detailed information is important for
investment decisions.  Variations in the level of disclosure, and inconsistency in presentation,
will ultimately affect investment decisions, particularly when state banks are privatized.  Full
disclosure would encourage investment and broaden the supply of funds to the banking sector.

 
 
 III. Relevant Legislation
 

 Banking Legislation.  The Egyptian banking system is guided by the following
legislation5:
 

                                                                                                                                                        
18,205 persons per branch.  The world average appears to be below 5,000 persons per branch.  The comparable
figure is 5,664 persons per branch for Lebanon (Baydas, 1996), and 9767 persons per branch for Jordan.

 5 ?Banking Legislations?, The Central Bank of Egypt, December, 1994 and subsequent updates
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• Law No. 120 of 1975 regarding the Central Bank of Egypt and the Banking System,
• Presidential Decree No. 59 of 1993 issuing the Statutes of the Central Bank of Egypt,
• Presidential Decree No. 187 of 1993 issuing the Executive Regulations of the Banks and Credit Law,
• Presidential Decree No. 205 concerning the Law of Confidentiality of Bank Accounts,

• Law No. 97 of 1996 amending some provisions of the Banks and Credit Law issued in Law  No. 163 of 1957 and
Law No. 120 of 1975 regarding the Central Bank of Egypt and the Banking System.

 
 Banking legislation governing the ownership of banks in Egypt and Central Bank

  authority regulating the banks was liberalized in 1974 to remove the prohibition on foreign
ownership, which had a dampening effect on bank competition in Egypt.  Present regulations do
not appear to constrain lending except in the promulgation of normal prudential and monetary
controls such as minimum reserves and single borrow limits.  The reserve requirements in Egypt
are 15% of deposits, and the maximum loan limit to any one borrower is 30% of a bank’s capital.
This limit does not apply to government banks.  By comparison, the reserve requirement in the
U.S. is basically 10%6, and the single borrower limit is 10% of capital and reserves.  The higher
reserve requirements in Egypt increase the cost of credit to all borrowers, including micro, small
and medium scale businesses. In addition, the fact that the single borrower limits are higher and do
not even apply to government-owned banks, the largest providers of credit, tends to promote
more concentrated and riskier loan portfolios and reduces the availability of credit to smaller
enterprises since larger entrepreneurs absorb more credit than would otherwise be prudent.
 

 There is no specific legislation that encourages banks to lend to SMEs.  The removal of
interest rate controls should have a positive impact on such lending in that it allows banks to price
loans to SMEs at higher levels to cover the higher risk and administrative costs associated with
this type of lending.
 

 The Central Bank of Egypt indicated there are no regulations requiring banks to demand
collateral on loans, except on loans in excess of one year, and there are no special regulations
requiring additional provisioning for uncollateralized or “clean” lending.   Therefore, there appears
to be no official regulations penalizing SMEs, which generally have less collateral to offer than
larger firms do.
 

 The Central Bank, and other government entities, are said to use “moral suasion” to
encourage banks to lend to SMEs.  This would, on the face of it, have a positive influence on the
availability of credit to the smaller enterprises.  However, since the government strategy has been
to offer credit to smaller firms at below market interest rates (e.g., SFD program), it is likely that
the overall availability of credit to small enterprises is negatively impacted, since commercial banks
would earn less on every below-market-rate loan they make to the small business segment.  Banks
perceive SME lending to be more risky and more expensive, and the normal economic response
would be to charge higher prices to reflect the risk and cost inherent in this segment.  The
perception of government pressure to “under-price” SME loans leads to sub-economic returns in
SME lending and inhibits the involvement of the banks in this segment, especially private banks.

                                                
 6 U.S. reserve requirements are 0% for the first $2.8 million, 3% for between $2.8 million and $48 million, and 10%
above $48 million.
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 Legislation Governing Private Societies and Organizations.  As in many other nations,

much of the finance available to microenterprise in Egypt is provided by non-profit, non-
government organizations (NGOs) such as the Alexandria Business Association and the Egyptian
Small Enterprise Development Foundation.  The limited finance available to these programs
comes primarily from donor agencies.  Unless they can access commercial sources of finance, the
growth potential of microfinance industry worldwide is limited.  However, advances in
understanding of the demands and behavior of microenterprises has led to the adoption of
technologies and management tools that enable success in lending to microenterprises - e.g.
acceptable repayment rates, efficient operating control and self-sustaining interest/fee levels. 
These practices are at play in Egypt, and, as elsewhere, have opened the possibility that banks and
other commercial financiers could become a major source of loan capital as the NGOs
demonstrate good performance records.  Unfortunately, the legal status of NGOs in Egypt
 appears to inhibit bank lending to these organizations in amounts significantly in excess of the
collateral funds placed at the banks.
 

 NGOs in Egypt are governed by Law No. 32 of 1964 and Presidential Decree No. 932 of
1966.7  These statutes, as with all Napoleonic Code law, grant specific rights, privileges and
responsibilities.  Rights not specifically granted do not exist.   Under this legislation, NGOs are
licensed by the Ministry of Social Affairs (MSA) after having submitted their by-laws, lists of their
directors and a specification of their intended activities to MSA.   They can accept voluntary
contributions and are exempt from certain taxes.  However, since there is no specific authorization
to borrow funds, it may be assumed they are not authorized to do so.  In addition, since NGOs are
licensed rather than “legal persons,” there is some question whether they can successfully be sued
in court.  These two issues, the lack of specific authorization to borrow and the lack of a legal
status, appear to be the reason why bankers are reluctant to lend significant amounts to NGOs in
excess of their cash collateral.  Foundation “borrowing,” then, could be interpreted as the banks
simply administering their funds on an collateralized overdraft basis on behalf of the foundations.
 

 Because of this lack of legal status, banks are reluctant to lend to foundations on the basis
of cash flow records, even when those records show solid, positive performance over a number of
years.  This is in stark contrast to the bank willingness to make cash-flow-based loans to
businesses, which can be sued.  This significantly limits the volume of credit which the banks
could supply wholesale to the foundations for on-lending to small borrowers.
 

 IV. Interview Findings
 
 1. General Findings
 

 Sample Size.  The interview sample consisted of 17 financial institutions, including seven
government-owned banks, comprising the four largest commercial banks, two specialized banks
and one classified as a business and investment bank.  Interviews at these banks included senior
                                                
 7 Law No. 32/1964 Concerning the Private Societies and Organizations with its Executive Regulations,
 Oct. 1996,  The Middle East Library for Economic Services.
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managers in the head offices and, in the case of the commercial banks, the managers of branches in
outlying areas such as 6th of October City, 10th of Ramadan City, Damietta, Port Said,
Alexandria and Fayoum.  The sample also included ten private and/or joint venture banks located
in Cairo and Alexandria, of which seven are commercial banks and three are business and
investment banks.  Collectively these banks represent 74% of the assets, 82% of the deposits, 87%
of the loans and 86% of the branches in Egypt, most of which are controlled by the public banks.
 

 Definitions.  During the course of the interviews with bank managers, it became apparent
that each of the banks had its own definition of how to classify credit business by size.  The
definition of micro, small and medium businesses was different with each bank, and could differ
even within the same bank depending on which manager was interviewed.  For example, the
definitions used by senior management at the headquarters of one state-owned bank differed with
that of the branch managers of the same bank outside of Cairo. 
 

In addition, few bank managers classified businesses by employee size.  Typically, they
classified them by the size of loans given, but even this definition was imprecise because the same
borrower might have had several loans of vastly different sizes.  It could be concluded that the
best classification criterion might be the “relationship size,” that is, the size of the credit
relationship with a customer.  For example, a large customer is likely to have many loans, some of
which may be significantly smaller than others.   Conversely, a small business, may have one or
more large loans more commonly associated with medium scale business, depending on the nature
of his industry.  Unfortunately, the management information systems of the banks interviewed did
not seem to disaggregate loans outstanding according to business or loan size.
 

 Most bank managers interviewed resorted to describing the breakdown of their loan
portfolios by size of loan.  The estimates of total volume of credit available to each of the three
size categories, micro, small and medium, provided in subsequent sections, are based on these
estimated breakdowns.
 

 Data Quality.  With one exception, at a private bank, none of the bank managers
interviewed referred to any form of computer printout when estimating the breakdown of their
loan portfolios by loan size.  Therefore, the estimates of total volume of credit available to each of
the three size categories can be viewed as very rough estimates.  Despite the wide variation in the
quality of loan data, the interviewees provided very useful information regarding their:
 

• attitudes toward micro and small business,

• approaches to handling it,

• views on collateral,

• constraints to making additional credit available to these firms, and

• suggestions for making additional credit available to these firms.
 

 There was a surprising level of consistency among interviewees on many of these issues.
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 2. Findings: Commercial Banks
 

 Loan Portfolio Attributes.  Consistent with the banking industry as a whole, the bulk of
the loans of these banks, roughly 83%, was short term lending for working capital purposes. 
There was a wide variation in the largest sectors of business for these banks, with manufacturing,
commerce (wholesale and retail trade) and tourism being the most frequently cited. 
Approximately sixty percent of lending was to the private sector, versus slightly greater than fifty
percent for the banking industry as a whole.  
 

 The sample group is estimated to have had approximately LE5.9 billion, 6.4% of their
collective portfolios, outstanding to the SME segment of the economy at the end of 1996
distributed as follows:

 
 Based on the relative size of credit available from public and private institutions in the banking
system, it is estimated that SME credit was approximately 5-6% of all credit extended by banks
 in 1996.
 

 Micro enterprise credit was almost exclusively supplied by public banks with most of the
private micro credit being provided by the National Bank for Development.  However, the
distribution of medium and small enterprise credit in the sample more closely approximated the
overall estimated distribution of credit between public and private banks (66% vs 34%).  While
loan sizes ranged from LE500 to millions of pounds, many banks indicated minimum loan sizes of
between LE50,000 and LE500,000.
 

 Nine of seventeen banks reported pricing smaller loans differently from larger loans. 
About half reported higher rates for smaller borrowers, and about half reported lower rates.  On
average, respondents indicated that they were pricing term loans only .5% higher than working
capital loans. Private bank interest rates were between .4% and 1.1% higher than the rates of
public banks, and their fees were .4% higher on average.
 

 Attitudes Toward SME Lending.  Micro enterprise lending was primarily via the Social
Fund for Development (SFD) program with the exception of the National Bank for Development
(NBD).  Only one other private bank in the sample indicated doing SFD lending.  Public banks
account for more than 87% of SFD usage, and 99% of SFD usage by banks. There is nearly
unanimous agreement that the SFD business is unprofitable, and that banks would not undertake it
on their own for this reason.  Although the SFD indicated that ten private banks were joining their
program, there were no significant new SME initiatives mentioned by the sample banks with the
exception of the National Bank for Development, which is expanding its programs at its own

 SME  Medium  Small  Micro Credit SME Medium  Small Micro
 Public banks 4.3 2.5   1.2    .60 66% 81% 81% 78% 94%
 Private banks 1.6 1.0     .5    .04 34% 19% 19% 22%  6%
 Totals 5.9 3.5   1.7    .64     % of collective portfolio6.4% 3.8% 1.9% .7%

 LE billions Egyptian ------Total Sample Group----------
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expense (USAID’s support for the program has come to an end).
 

 Most banks indicate that small and micro lending is more risky than medium and large
lending and that the administrative costs are either the same or higher (i.e., the cost is higher per
LE disbursed).  All of the banks involved with SFD lending reported very high loan loss
experiences (from 8% to 90%).  All of the sample banks indicated that small and micro loans are
less economic, and with the exception of NBD, they prefer not to do this type of lending.  The
fact that they are making some token small and micro enterprise loans is primarily due to political
pressure, either real or perceived.  In some cases it appears that residual socialist attitudes among
the public bankers are contributing factors. 
 

 While most banks believe that microfinance is unprofitable, nearly half believe that their
lending to small and medium enterprise is profitable or will become profitable (two-thirds of the
banks).  It should be assumed that, due to differences between banks as to what constitutes small
and medium lending, and due to the fact that all managers interviewed provided rough verbal
estimates of the size of their lending in these categories, many of these bankers were referring to
loan and enterprise sizes larger than those defined in the interview questionnaire. 
 

 Government Policy Constraints.  None of the banks could identify any government
policy which was constraining the supply of credit to smaller borrowers, with the exception of
 one bank which stated that the SFD program may be distorting the market by artificially
depressing interest rates.  Many banks stated that the government is encouraging them to drop
 their rates to smaller borrowers.  The government’s position on subsidized lending for SMEs
clearly contributes to limiting the volume of SME lending.
 

 Internal Bank Policy/Attitudinal Constraints.  The following policy or attitudinal
constraints were stated as being internal to their banks:
 

• higher collateral requirements for smaller borrowers to cover additional risk;

• policy restricting bank to lend to larger business;

• no loans under LE50,000 are allowed;

• policy is to lend larger sums because smaller loans are unprofitable;

• credit policies dictate larger loans.
 

 The respondents gave the following explanations why their banks do not extend more
loans to smaller business:
 

• higher risk with smaller business exhibiting 30%-90% write-off rates at some banks;

• high administrative costs;

• meeting collateral requirements is too expensive for smaller clients;

• high cost, high risk, low or no return;

• success depends on analysis and follow-up;

• clients are not aware of what banks are looking for;
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• bank does not understand this business;

• small businesses do not come to the bank.
 

 Collateral and Guarantees.  Collateral policies varied considerably among the banks. 
The collateral levels required, as percentage of the loans extended, ranged from 110% to 200%,
with the lower percentages usually applying to domestic and international trade finance, the latter
against letters of credit.  Types of collateral include registered real estate, inventories, accounts
receivable, marketable securities, cash, equipment, contract and lease assignments, and bank and
personal guarantees. Collateralization of inventories is effected using a “two key” system in which
inventory may be drawn by the entrepreneur, who holds one key, from a secure warehouse only in
the presence of a representative of the bank, who holds the other key, thereby giving the bank
effective control over the inventory. 
 

 All banks indicate that they did do some “clean” (uncollateralized) lending, but only eleven
indicate that they provided clean loans to small business.  All banks state that there were no
Central Bank sanctions against clean lending. 
 

 Over three-fourths of the banks stated that their collateral policies toward smaller
borrowers do not differ from those applied to larger borrowers.  Those banks with policy
differences, indicated that their policies were more relaxed for smaller businesses.  Several banks
indicated that the cost of perfecting or registering collateral, which is paid by the borrower, is
high, and is a deterrent to borrowing.
 

 All banks indicate that the court system is cumbersome, inefficient, antiquated and corrupt.
 They endeavor to structure their lending so as not to rely on the courts, generally through good
credit analysis.  They indicate that legal action can take six months to five years
 depending on the nature of the case, and the court and judges involved.
 

 Almost all banks indicate that they use guarantee programs to cover small lending.
  Twelve said that they use the program of Credit Guarantee Corporation.  One used the Export
Credit Guarantee Corporation programs.  Those using guarantees do so to complement a client’s
collateral position which is inadequate.  Those that do not use guarantee programs stated the
following reasons for not doing so:
 

• problems encountered making applications for the guarantee programs;

• cost of guarantees are a burden on the borrower;

• problems in realizing proceeds from the guarantees when borrowers default.
 

 The views expressed by the bankers interviewed generally correspond to the findings of a
recent report8 which suggested that legal reform with respect to collateral could improve SMEs
access to credit.  That study identified the following difficulties related to collateral in Egypt,
many of which were cited by the commercial bankers interviewed:
                                                
 8 ?Report on Collateral-based Credit in Egypt?, IRIS, 1997
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• titles to property are difficult to verify;

• properties being pledged as collateral must be specifically identified and among those allowed
in the civil code;

• state notarial offices are not centralized or computerized, making it difficult to determine
whether property has been pledged or not.

• lenders must apply for a court order to seize property and sell it;

• fees for registration of collateral are very high;

• commercial mortgage must be taken on all the assets of a business, and it is not possible to
lodge a claim singling out particular assets (law 11/1940);

• a pledge of movable property must entail possession by the lender.  Non-possessory pledges
are not supported in law.

 
 Specialized Units, Systems and Personnel to Service SME Business.  Only two of

seventeen banks report separate units to handle small/medium business, and one of those units has
only three people attached to it.  Over three-fourths of the banks report that small/medium lending
was available for all branches.  In only one bank, NBD, is there a specific manager in charge of
micro/small lending.  None of the banks except NBD target the marketing of SME lending in any
way, or offer any special products or services to the sector, and none except NBD report the
presence of any of the following basic microfinance best practices9 in servicing the SME sector:
 

• special microfinance products and lending technology (e.g. small loan sizes, short maturity,
cost-covering interest rates,  appropriate loan screening and monitoring);

• special lending technology (i.e. appropriate loan screening and monitoring);

• loan approval authority at the loan officer level;

• specialized software for SME loans that supports an efficient management information system
(except NBD, which employs a special system);

• special remuneration based on performance of loan officers servicing the SME borrowers;

• special selection criteria in hiring staff for the SME.

Only one-third of the banks reported having special training for SME personnel, and only
one, NBD, reported using outside technical assistance in implementing their SME program. 
Almost all loans in the SME category were to individual business enterprises.  There were no
loans to “groups” as is common in some microfinance programs.

In summary, with the exception of the NBD, none of the banks interviewed exhibit efforts
to create the special “technologies” necessary for success in the SME market.  Almost none are
aware that SME lending can be more successful through special handling.

Suggestions for Improvement.  The banks interviewed made the following suggestions

                                                
 9 Baydas, Graham and Valenzuela, 1997;  Christen, Rhyne and Vogel, 1996.
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for increasing the amount of credit available to the SME sector:

• expansion of branch networks;

• lending via finance companies;

• subsidized loans to banks from government and donor agencies;

• subsidize the cost of marketing and administering such loans;

• teach borrowers the needs of the banks regarding financial information;

• funding sources should share the risk (a reference to SFD);

• improved follow-up work;

• provide additional technical and financial support from government;

• lower the reserve requirements to reduce the cost of funding these small loans;

• reduce fees on collateral/guarantee registration;

• subsidize interest rates;

• create a new bank to support this type of business;

• develop a special unit within the bank;

• make small business lending profitable;

• improve small businesses to make them creditworthy;

• establish more branches, particularly in 6th of October and 10th of Ramadan cities;

• lend on raw materials, but on strict supervision;

• create special finance companies, funded via venture capital and/or bonds;

• tax incentives;

• small business must start coming to the banks.

These comments support earlier statements concerning  perceived higher risks and lower
returns in small enterprise lending.  Most bankers feel the source of the solution is external, that is,
government or some other entity ought to assume some of the risk or raise the return through
subsidies or special incentives.  However, several suggestions, such as increased branching, better
training, improved operations and new approaches (finance companies) were aimed at expanding
credit through improvements by the banks themselves.

3. Findings: Non-Bank Financial Institutions and Specialized Programs

The following non-bank financial institutions and specialized programs were included in
the interview program for study as alternative models for increasing the supply of credit to small
enterprises:

• Alexandria Business Association

• Special Microfinance Program of the National Bank for Development

• Credit Guarantee Corporation

• Social Fund for Development

• Orix Leasing Ltd.
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Summaries of the findings from interviews related to these programs, and resulting
conclusions about their efficacy as models for expanded credit to micro, small and medium
business, are provided below.

a. The NGO Model.  One alternative model to commercial bank lending, especially in micro
and small enterprise lending, has been the use of NGOs or private development foundations.  The
NGO approach to SME lending has gained prominence worldwide,10 and has been growing in
importance in Egypt11 through the support of a number of donors, including USAID. 

Established in 1983 as the Economic Committee for Businessmen under the auspices of
the Alexandria Chamber of Commerce, the Alexandria Business Association (ABA) registered
with the Ministry of Social Affairs in 1988 as a private non-profit organization. In 1989, ABA
signed a seven year cooperative agreement with USAID to provide financial and technical services
to small and microenterprises unable to access credit from the formal banking system.  The Small
and Micro Enterprise Project (SMEP) was launched in 1990.  The organization has evolved into
one of Egypt’s most successful micro lending programs with more than 15,000 customers and
largely self sustaining operations designed around the best practices in microfinance.  The model
employed by ABA is in operation in five other similar organizations elsewhere in Egypt12, and
appears to have potential for greatly expanding the availability of credit to micro, and possibly
small enterprises.

ABA is governed by a fifteen member board of elected directors and a four person executive
committee.  Day to day operations are the responsibility of the executive director.  ABA is divided
into five operating divisions: Financial, Management Information, Operations (includes the ten
branches), Legal, and the Alexandria Small Business Center, a technical support facility which
provides non-financial services to assist in skills training, production technology, marketing, and
the technical and administrative problems of its clients.  ABA also provides microfinancial
consultancy services to national, regional and international agencies and institutions.  ABA’s total
staff is currently about 220.

The Small and Micro Enterprise Project (SMEP) functions using the following
arrangements with Egyptian commercial banks:

• USAID-donated funds are deposited in US$ interest bearing accounts at several
commercial banks.  Interest earned is reinvested in the same accounts;

• The interest bearing accounts serve as collateral at the commercial banks for SMEP

                                                
10 Otero and Rhyne, 1994

11 Stallard, Bagchi, and El Agouz, 1995

12 ESED (Cairo), ASBA (Assiut), SBA (Sharkia) and SEDAP (Port Said).  USAID reports that through these NGOs,
including ABA, ?to date (end of August, 97) 138,000 loans valued at LE 412 million were disbursed to more than
64,200 borrowers with less than a 3% default rate.?
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overdraft accounts in Egyptian pounds;

• SMEP identifies qualified borrowers and disburses loans using checks drawn on these
overdraft accounts;

• Participating commercial banks provide ABA with daily faxes listing each loan repayment
received, and this information is inputted into the ABA management information system.

This arrangement allows ABA and its clients to utilize the banks’ branch networks and
secure funds handling systems of participating banks without having to shoulder the expense of
creating those networks and systems.  The arrangement also provides SME’s experience with the
formal banking system, and vice versa.  In addition, as banks have become familiar with the
SMEP, they have begun to allow ABA to draw overdrafts in excess of collateral funds.  This
leverage is important to the long range growth of such programs, however, as noted earlier the
legal status of NGO appears to be a limiting factor to the amount of uncollateralized credit that
banks are willing to extend to NGOs.

SMEP lends only to existing enterprises and has two target customer groups:

• Micro enterprises with 1-5 employees make up approximately 75% of the SMEP. These
entities can obtain loans of LE1,000 to LE3,000.

• Small enterprises with 6-15 employees make up the remaining 25% of the program. 
These entities can obtain loans of LE5,000 to LE25,000. 

Actual loan sizes have been modified from time to time in accordance with market demand
and usage.  The portfolio as of May, 1997, consisted of:

• 65% manufacturing (garments, wood products, building materials, food processing, leather,

and metal, plastic, paper, glass and wax products).

• 24% commercial trade
• 11% services

SMEP has concentrated its activities primarily in Alexandria, which has a population of
approximately 4 million.  ABA estimates that it is reaching roughly 10% of the estimated 150,000
micro and small entrepreneurs in the city.  It recently branched outside of Alexandria with a new
program in Kafir El-Sheikh governorate.

SMEP extends more than 2,000 loans per month at flat interest rates and repayment
periods of four to eighteen months.  Effective interest rates, inclusive of fees, are in the 27-28%
range.  All loans are given on an individual, uncollateralized basis.  Promotion is via ABA
extension officers and through word of mouth. Extension officers operating out of nine ABA
branch offices in Alexandria and one branch in Kafir El-Sheikh appraise credit needs and assist the
potential borrowers to complete their applications.   Applications are reviewed and approved by
branch loan committees.  In some exceptional cases, because of unusual size or documentation
problems, loans may be referred to ABA headquarters for approval.  Initial approvals take
approximately two weeks from application, and repeat loan approvals take about three days. 
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Extension officers are remunerated with a bonus scheme which emphasizes performance, both in
loan growth, new clients and repayments, with special emphasis on the latter.

New client loans are disbursed twice a month, while repeat loans are disbursed four times
a month.  Disbursement is by check drawn on the ABA overdraft account.  Repayments are made
to the same account.  Borrowers are required to sign promissory notes, one for each scheduled
repayment.  All new borrowers receive a 45 minute briefing orientation from the relevant branch
manager to ensure their understanding of how the system works and of the services ABA can
provide.

ABA’s management information system (MIS) contains all information on the borrower,
including the status of current and previous loans.  The MIS generates daily reports for ABA
management and extension officers.  Late payments are immediately followed up by the relevant
extension officer and a letter of collection.  Loans in arrears longer than one week are turned over
to the ABA legal department for corrective action.  ABA is currently in the process of
decentralizing the MIS system so that reporting from the commercial banks will go directly to
ABA branches.

ABA uses conservative loan loss provision and write off policies.  Debts more than ninety
days in arrears are wholly provided for.  Debts are written off entirely once they have become a
year past due, however, efforts are still made to collect those debts.  The percentage of the
portfolio at risk at any given time is between one and two percent.  To date, less than one percent
of the cumulative portfolio has been written off.

Since 1994, approximately 24 months after commencement of operations, ABA has been
covering its operating and financial costs with revenues generated from its programs, and its
operating cost ratios are among the best in the microfinance world.  This is well documented in
ABA’s audited annual and unaudited semi-annual financial statements. The ability of ABA and
similar NGOs to cover all their operating and financial costs within a relatively short period has
encouraged USAID to provide start up funding for an additional sixty NGO microfinance units.

        Alexandria Kafir El-Sheikh
       Governorate Governorate           Total    

Cumulative Amount Lent LE 217,917,250    561,160 218,478,410
Cumulative Number of Loans          76,920           512          77,432
Average Loan Size LE                       2,833        1,096            2,822
Cumulative Number of Clients          28,733           512          29,245
Active Portfolio Size LE   49,241,000    561,160   49,802,160
Loans Outstanding LE     32,835,770    561,160   33,396,930
Latest Repayment Rates %         99.19%     99.25%
Source: Alexandria Business Association

ABA’s Small and Micro Enterprise Project
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The application of prudent lending practices has enabled ABA and other NGO models in
Egypt to generate attractive financial track records.  If these NGOs were businesses, their records
would attract loan support from the commercial banking industry, support which could
significantly multiply the volume of funding available to microenterprises and to small businesses if
the NGOs were to adjust their lending techniques for this market (e.g. collateralized loans, etc.). 
Key to obtaining this support is conversion of NGOs to a legal status which banks are comfortable
with, and ensuring that banks are aware of the performance of individual NGOs and that they
understand how NGOs sustain their track records.

b. The Bank Microfinance Unit Model.  The National Bank for Development (NBD),
founded as a private, for-profit bank in 1980, is the most proactive private bank in the field of
micro lending, and represents one possible model for increasing credit availability to these
segments of the economy.  Its sixty-six branches (18 offer Islamic banking) constitute the largest
private banking network in Egypt, and the sixth largest overall.  NBD ranks ninth in the nation in
assets, deposits and credit extended, but 16th in profits and 18th in profitability.

NBD began micro lending with the Rural Small Scale Enterprise Pilot Credit project
(RSSE) in four branches in 1989 with $750,000 from USAID.  In 1992, NBD initiated the Small
Enterprise Credit Project (SECP) in the Greater Cairo area with a grant from USAID of LE33
million which it supplemented with LE10 million of its own funds.  Agreements with UNICEF,
CIDA and the Ford Foundation followed.  The program employees most microfinance best
practices including dedicated, specially trained loan administration personnel with performance
incentives, separate financial reporting systems (a Oracle-based, Alpha Misr-created program),
and multiple income sources resulting in a high effective interest rate (46% without including the
opportunity cost of capital)13.

SECP has an average loan size of about LE4,000 (LE10,000 maximum).  Lending
amounts range from LE250 ($74) to LE 5,000 ($1475) with no additional requirements placed on
the borrower.  However, once the loan size exceeds LE5,000, the borrower must sign the
Commercial Registry and file a tax payment form.

NBD provided no indication of its loan loss experience except a statement that its
“repayment rate” was 97%.  The percentage of its portfolio that was either current or less than
180 days in arrears at March, 1996, was 97.1% and a February, 1996, report to USAID indicated
96%.  SECF loan loss provisions for 1995, the last year complete figures were available, were
4.6% of year end outstandings (write-offs were .2%).  In addition, a 1996 evaluation showed
some decline in the repayment rate as the portfolio grew with time which may indicated a
repayment rate below that of the stated 97%.14  As indicated in the following table, SECP’s loan
                                                
13 Tucker, William R., 1996, ?Evaluation of the Small Enterprise Credit Project?, USAID, page 14.  To achieve the
high effective rate of interest necessary for sustainability, NBD employs two direct (interest and transportation fees)
and three indirect (savings, penalty fees paid in advance, and insurance fees) approaches to revenue generation. 
Starting with a base interest rate of 16% but excluding income from mandatory savings, these revenue streams result in
a 46% effective rate, 18-20% higher than that of the ABA.  The yield on the mandatory savings raises the rate to
almost 52%.

14 Ibid, page 31.
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loss provisions are higher than those of  NBD’s in general.

NBD Profit & Loss Statements 15

By the end of 1994, NBD had achieved break-even and generated a profit on SECP
activities. NBD states that its microfinance operations continue to be self-sustaining, generating a
profit margin of approximately 3% of revenues (versus 5% for its commercial operations) which
corresponds to a 1996 evaluation of their program.16   As indicated in the following table, SECF
generated about the same return on assets employed as the bank did in general, however, the
program is more costly to administer.

At the end of 1996, NBD had LE77 million outstanding to more than 19,000
microenterprises.  About 12% of these loans are to women.  As of August 31, 1997, twenty NBD
branches currently offer microfinance services, and a decision was recently taken to expand
microfinance services to all branches.  Presumably this decision was based on the success of the
program to date. 

NBD estimates that approximately LE300,000 is required to extend SECP to a new
branch.  Specialized training accounts for a meaningful portion of this cost.  NBD intends to build
a training center for micro lending.  New SECF employees are recent college graduates hired on
three year contracts.  Good performers receive permanent employment.

The NBD’s microfinance has grown into a sustainable program based on internationally
accepted best practice in micro lending.  Inaugurated with capital from USAID, SECF grew
rapidly using the bank’s branch network, which have afforded microfinance clients the opportunity

                                                
15 National Bank for Development Annual Report, 1996, and Tucker, William R , ?Evaluation of the Small Enterprise
Credit Project?, USAID , 1996.

16  Ibid

Revenue          1996                           1995               1995       
Interest 305,521 60% 265,648 59%    7,003 56%
Commissions 136,496 27% 107,885 24%    2,030 16%
Investment Income    70,032 14%   73,405 16%    3,542 28%

512,049 446,938  12,575
Expenses
Interest Costs 346,322 72% 299,006 71%    3,664 30%
G&A Expenses    72,805 15%   63,040 15%    6,570 54%
Loan Loss Provision   47,448 10%   51,873 12%    1,235 10%
Other     2,255 <1%        780 <1%
Depreciation   12,331   3%     7,570   2%       733   6%

481,161 422,269  12,202
Profit Before Tax   30,888   24,669      373
% of Revenues       6.0%       5.5%     3.0%
% of Assets        0.6%       0.5%     0.6%
% of Equity     12.7%     12.2%     1.4%
Net Interest Margin (40,801) (33,358)    3,339
G&A/Total Revenue    14.2%     14.1%   52.2%
Provisions/Loans         1.6%       2.0%     5.6%

       Total Bank         Total Bank                   SECP
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to develop wider banking relationships.  SECF is now expanding bankwide using the NBD’s own
resources.  While the program is profitable, it is not clear whether other banks are willing to start
similar programs without donor and/or government start-up assistance.  Senior management in the
SECF unit also questions whether the SECF model can be scaled up to small and medium sized
borrowers on an uncollateralized basis.

c. The Credit Guarantee Model.  The Credit Guarantee Corporation (CGC) was
established as a private sector joint stock company in 1989 with the support of USAID.  Its
shareholders and directors are nine Egyptian commercial banks and one insurance company.  CGC
has two basic guarantee programs, the Small Scale Enterprise program (SSE) which guarantees
loans to SMEs and the Health Cost Recovery Project (HCRP) which guarantees loans to health
care providers.

Under the SSE program, CGC issues guarantees to banks of up to 50% of their SME
loans (single loan maximum size = LE1.7 million; maximum maturity = 5 years).  To initiate
operations, the Ministry of International Cooperation (MIC) lent CGC LE60 million for fifty years
(10 years grace on principal), disbursed in three equal tranches (1990, 1993 & 1996).  These
funds are held in interest bearing deposits with commercial banks as a collateral fund to pay claims
under SME guarantees issued by CGC. 

In 1993, USAID and CGC signed an agreement setting up a $10 million (LE33.8 million)
Guarantee Facility Fund to support guarantees under the HCRP.  HCRP guarantees up to 80% of
bank loans to health care providers for use in starting private practices, purchasing equipment or
upgrading clinics.  The program is serving 2,070 health care providers, and a second loan is being
considered by USAID.

Under the SSE and HCRP programs, CGC charges a fee of 1% per annum on the
outstanding balance of the guarantee.  This guarantee fee income averaged 18% of total revenues
and 20% of total expenses during 1995 and 1996.  The interest received from deposits and
investments relating to the USAID and MIC provided funds averaged 66% of total revenue and
73% of total expenses in 1995 and 1996.

SSE and HCRP guarantees issued in 1996 were LE66.7 million and LE17.4 million,
respectively. Since its inception through October 31, 1997, CGC has issued a total of LE462
million in loan guarantees (average size LE52,820) covering 8,745 bank loans totaling LE973
million (average size LE111,246).

Claims become eligible for payment under CGC’s policy once the bank has taken legal
action against the borrowers. The policy is to pay claims not later than 10 working days after
receipt of the claim, if it is justified.  Payments of claims as of August 31, 1997, totaled LE1.5
million, or .46% of the LE329 million in SSE guarantees issued since inception, and LE189,000,
or .17% of the LE113 million HCRP guarantees issued through August 31,1997.

In 1992, CGC signed an agreement with the Social Fund for Development for a ten year,
LE10 million loan available in two equal tranches with a two year grace period on interest.  The
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loan, repayable semi-annually, currently carries an interest rate of 7% p.a.  The loan principal is
placed with participating banks for on-lending to SMEs.  The balance of the  outstanding SME
loans made by banks under this program was LE4,385,123 on December 31, 1996.  The income
from this program averaged 16% of total revenues and 17% of total expenses during 1995 and
1996.

Several problem areas have been identified at CGC which merit, and in some cases are
already receiving, special attention:

Unresponsive Operations.  Some banks have indicated that CGC has been slow in
processing loan applications to be guaranteed and slow in paying claims against
guarantees.  In response to these complaints, an intensive analysis was undertaken by CGC
which resulted in better loan administration policy.

Stagnant Growth.  SSE guarantees issued declined 3.9% and .6% during 1995 and 1996,
respectively.  However, 1994 was an unusual year with a 75% surge in guarantees issued
due to the heavy volume (50% of the total number of credits guaranteed) of SFD-program
loans being submitted by banks for guarantee.  In response to an unusually high default
rate on the SFD loans, however, CGC cut back on this type of business in 1995 and 1996.
 In addition, according to CGC, a booming Cairo Stock Exchange had a dampening effect
on the loan demand of small businesses during these years.  Growth in CGC’s core
guarantee business resumed in 1997, however, with an 8.5% growth rate anticipated based
on the first ten months of operation.  This renewed growth is attributed in part to the
administrative decentralization of CGC into six zones, consistent with many banks in
Egypt.

High Total Guarantee Cost.  CGC’s operational cost is in the region of 4-5% of
outstanding guarantees, which is low to moderate for developing countries.17  The 1%
guarantee fee is, therefore, is only possible because of subsidies equivalent to 3-4% to
banks and borrowers.  The subsidy, of course, originates from the MIC subsidized loan
and USAID grant funds.  Without these subsidies, CGC would have to expand its
guarantee portfolio more than fourfold, with no increase in expenses, for the guarantee
program to generate the income necessary to cover the cost of its administration. 
However, this does not appear to be a unique situation as pointed out by Levitsky.18

Concentration of Business with One Customer.  One bank, the National Bank of Egypt,
accounts for 64% of CGC’s business.  A major shift in business directed to CGC by NBE

                                                
17 Graham Bannock and Partners Ltd, 1997, volume I, Page 58.  CGC appears to be operating relatively efficiently for such an
operation in the industrializing world with costs between 4-5% of guarantees outstanding as compared to Korea?s 7.1%, Indonesia?s
7.5% and Colombia?s 14.5%.  The experience elsewhere would suggest that a new government entrant into the credit guarantee field is
likely to increase the cost of providing this service in Egypt where cost is already a significant factor inhibiting expanded use of credit
guarantees.

18 Levitsky, Jacob, 1997, ?Credit Guarantee Schemes for SMEs - An International Review?, Small Enterprise
Development, Vol. 8, No. 2
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could have a significant negative impact on CGC’s bottom line.  In addition, only a small
fraction of the other thirty-one banks with which it has contractual arrangements use its
services.  This concentration suggests that either CGC must expand its marketing efforts
to satisfy unmet demand for its services or that such demand does not exist.

An agreement between USAID and the government of Egypt, signed in September 1997,
proposed US$85 million for a new program in which CGC would serve as a wholesaler of loan
collateral funds to existing and new organizations, including NGOs and commercial banks,
which lend to small and microenterprises.  US$4.2 million has been earmarked for CGC in fiscal
year 1997/98 to cover operating expenses for this new program and for use in guaranteeing 100%
of the SME loans made.  When these new organizations become self-sustaining, the collateral
funds will be granted to them.  It is envisioned that 60 new units of NGOs and other organizations
will be established throughout Egypt for this purpose, and CGC will replace USAID in the
supervision of these activities:

In addition, CGC has been in discussion with USAID to develop the following activities:

• Guarantee export finance facilities to SMEs and emerging businesses;

• Establish a credit reporting capability;

• Guarantee leasing facilities or contracts;

• Develop factoring guarantees;

• Deliver training on the principles of trade finance, leasing and risk management for exporters
and bankers.

The desire for an expanded loan guarantee program has reportedly led to high-level GOE
proposals for development of an Egyptian small business administration modeled on the U.S.
Small Business Administration (SBA). The SBA, created by Act of Congress in 1953, assists
small business by guaranteeing bank loans.  It guaranteed over $27 billion in loans to 185,000
small businesses in 1996, about 25% of the $105 billion in small commercial and industrial loans
made in the US that year.  Serious questions about the efficacy of SBA guarantees have been
raised in the United States (e.g., Rhyne (1988) and Beam (1996)).  In particular, the high
operating costs of SBA, equivalent to over 4% of guarantees outstanding in 1996, do not
recommend it as a cost-effective model for loan guarantees.19  Though the SBA has had over 40
years to develop its $27 billion guaranteed loan portfolio, which should allow for significant per
unit cost reductions, American taxpayers were obligated to subsidize SBA with some $852 million
tax dollars last year.  There is no evidence to suggest that a government credit guarantee program
in Egypt would be any more cost effective.  On the contrary, there is much evidence to suggest
the opposite.

                                                
19 Graham Bannock and Partners Ltd, 1997, volume I, Page 58.  The direct cost of the SBA?s operation (4-5%) falls
toward the higher end of the cost range for programs elsewhere in the industrial world Germany, Netherlands and Spain

are between 1-2% while France and the UK are 5-6%.   On the other hand, CGC, which is still in its early stages of
development, appears to be operating relatively efficiently for such an operation in developing countries with costs
between 4-5% of guarantees outstanding.
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d. The Government Subsidized Interest Model.  The Social Fund for Development (SFD)
was established in 199020 to alleviate problems resulting from implementation of Egypt’s
economic reform and structural adjustment program (ERSAP).  SFD receives much of its funding
from donors.  Operating in all 26 governorates, SFD administers two major programs that provide
credit:

SFD’s EDP operates through intermediary agencies such as banks and NGOs, including
business associations.  NGOs receive grant funds for on-lending while the former receive funding
via loans requiring repayment to SFD.  These executing agencies are responsible for technical
support, marketing and promotion in addition to project/credit assessments and loan monitoring. 
The costs of these functions are not provided by SFD.  Entrepreneurs seeking SFD funds can
approach SFD directly, or present his/her proposal to a participating NGO or bank. 

EDP funds can be used to finance all types of activities except land reclamation.  The
program provides both working capital and fixed asset financing.  There is no minimum loan size,
but the maximum is LE50,000 per individual and LE200,000 per partnership.  The criteria for
eligibility are:

• Entrepreneur must reside in the geographical locale of the executing agency

• Minimum age of 21 years

• Proven record of experience and personal motivation

• Participation in project financing

In the case of fixed asset capital investment funding, repayment periods range from 18 to
48 months depending on the sector of activity and grace periods range from 6 to 18 months.  For
working capital financing, repayment periods range from 18 to 36 months with grace periods of 6
to 12 months.  Acceptable collateral include post-dated checks and promissory notes, machinery
and equipment, insurance on fixed assets, and personal guarantees. 

Interest rates on new projects are 7% of declining balances, and 9% on existing projects. 
The SFD program allows banks a margin of 3%; banks can source SFD funds at 4% for start-ups
and 6% for existing businesses.  SFD is planning revisions to this interest rate structure in 1998. 
The rates will vary between 7% and 13% with higher rates for repeat loans and for existing and
larger businesses.  Bank margins will be higher for smaller business lending.

SFD prefers to focus lending on start-up firms which it believes provide more new
employment than existing enterprises.  Management, accounting and marketing training are

                                                
20 By the State Act No.40 -1990.

LE Millions in Credit Disbursed as of 11/96
Enterprise Development Program (EDP) 1,125
Community Development Program (CDP)    244
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instrumental to success and are provided by SFD in courses along with individualized counseling
sessions to prepare the borrowers to apply for bank loans.  Only 10% of the trainees in Cairo and
large urban centers complete the training and obtain loans versus up to 100% in the governorates.
 Some borrowers can and do apply directly to banks. 

The biggest problem appears to be getting banks to approve the loans.  This may stem
from poor bank experience with these loans.  Bankers interviewed indicate that their loan loss
experiences with SFD programs were very high, ranging from 8% to 90%.  They attributed this to
SFD focus on start-up businesses and to the widespread view among borrowers that SFD loans
were government giveaways.

According to SFD, the organization will focus on sustainability in its second phase, which
began in January, 1997, and ends in December, 2000.  SFD is considering lending to larger
enterprises while continuing to subsidize rates to the poor.  Disbursements totaled $660 million
during the five years of Phase I.  Phase 2 funding will be $740 million.

SFD reports that its programs have provided loans to 65,000 enterprises.  SFD’s EDP
works with sixteen banks, of which ten are private.  However, SFD’s 1996 annual report indicates
that it has disbursed to only two of the private banks.  The large public banks account for the vast
majority of SFD disbursements as follows21: 

In its efforts to assist small start-up businesses, especially unemployed school graduates,
the SFD has subsidized their loans.  While this approach may provide net benefits to the
borrowers, the policy has undermined the overall development of SME lending in the following
ways:

• The focus on start-up businesses, which have a very high probability of failure everywhere
in the world, has led to a high default rate on these loans.  SFD maintains that the default
rate is only 8%, but bankers interviewed reported much higher rates, in one case as high as
90%, and this loss experience has contributed heavily to the  negative view of SME
lending held by most of these bank managers.

                                                
21 Social Fund for Development, Annual Report, 1996

National Bank of Egypt LE 277,401 24.7%
PBDAC           213,005 18.9%
Bank du Caire                     175,605 15.6%
Misr Bank                     167,951 14.9%
Bank of Alexandria               146,418 13.0%
IDB                         1,237   0.1%
Private Banks                         4,500   0.4%
Non-bank programs               138,638 12.3%

               LE 1,124,755
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• The requirement to on-lend SFD funds at below market rates at spreads insufficient to
cover the additional risk and administrative costs involved with this lending has
discouraged banks from expanding their SME lending beyond levels deemed politically
expedient.

• The SFD interest rate subsidy policy also undermines the long term sustainability of its
own programs as well as other finance programs, such as those run by NGOs.

• While SFD has attempted to reduce bank administrative costs through its training
programs for the lenders, it has done little to develop the institutional capacity within the
banks to better understand and manage SME lending.  While the SFD has recently initiated
efforts to develop such capacity through bank manager training, the effort is insufficient
compared to the need for bank reform in this regard.

e.  The Leasing Model.  Equipment leasing, which can supply nearly 100% of the
financing required and tailor lease payments to specific cash flows, offers a potentially significant
alternative source of SME financing in Egypt, where small businesses are largely excluded from
term borrowing.  Reports prepared by the World Bank (1995), KMPG Peat Marwick Policy
Economics Group for USAID (January 1996), International Finance Corporation (March 1996),
and USAID (November 1996) document that up to a third of capital expenditure is being financed
through leasing in other developing economies.

To take advantage of this potential financing mechanism, the International Finance
Corporation (IFC) assisted the GOE to develop the recently enacted Financial Lease Law (Law

95/1995) and associated  Executive Regulations, which have all the necessary elements for the
development for a sound leasing industry.  This law adequately addresses pertinent issues such as
depreciation, taxation, registration and repossession. While leasing companies can depreciate
leased assets, lease payments are tax deductible expenses for the enterprises that use the leased
equipment in their business.  And because title is held by the leasing companies and is registered,
repossession of the leased equipment from defaulting lessees is expected to be less of a legal
problem than foreclosing on a defaulting debtor.  However, enforcement of lessor rights has not
yet been tested in the Egyptian courts in a significant way.

In an effort to develop a “model” leasing company with strong demonstration effects for
the establishment of other leasing companies, the IFC has helped to establish one of Egypt’s first
leasing companies in 1997.  The ORIX Leasing Egypt (OLE) includes participation by the
National Bank of Egypt, Commercial International Investment Company (a subsidiary of CIB,
Egypt’s principal private sector bank), ORIX Corporation of Japan, ORIX Leasing Pakistan
Limited, and IFC.  OLE began operation in the fall of 1997 in Cairo, and has plans to expand to a
second location in Alexandria.  According to OLE management, their leasing products will be
targeted to small and medium enterprises, with an expected average lease size of around $25,000,
and an unofficial minimum lease size of $10,000.   With the cost of capital estimated at around
10%, leasing rates of around 16.5% are anticipated.  This is expected to be quite competitive
given market rates for short term bank lending of  11% - 17% and the difficulties of SMEs
obtaining term loans.  Typically, leases run for three years at which time title would  automatically
pass to the lessee without any additional payments, assuming the lessee had paid 10% down to
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obtain the lease.  With the normal 20% per year depreciation which is currently allowed in Egypt,
this would mean that the leasing company might have a 30% paper loss when it transferred the
title to the lessee at the end of the lease.   Leasing companies hope to be allowed to take a more
accelerated rate of depreciation and/or the tax loss at the end of the lease.  However, the
government and tax authorities have yet to effectively resolve this issue.  

Reportedly, since the passage of the 1995 leasing law, some 25 other leasing companies
have been established with a total of LE226 million invested capital.22  While other reports suggest
that over a hundred leasing companies have been formed, this is probably an indication of business
intentions rather than actual investments.  In addition, banks and other financial institutions are
already doing some informal leasing, without being formally registered under the leasing law.

Comparative Assessment of Non-bank and Special Financing Models.  The reviews of
the above five models indicate that microfinance can be cost effectively delivered by both
 NGOs and specialized programs within banks. Both models provide collateral free lending to
established enterprises.  While the models have high operational costs requiring interest rate
spreads about 20% and 30%, both are potentially profitable.  Using internationally recognized
 best practices in microfinance, such as proactive outreach to micro and small entrepreneurs, staff
incentives based on performance, and timely management information systems, these models
have developed sustainable operations around well diversified portfolios with small loan loss

                                                
22 Speech by Dr. Nawal El Tatawi, Minister of MOEIC, to the Financial Leasing Seminar of the Egyptian
Businessmen's Association, April 18, 1997.

ratios.   With start-up support grants, including collateral funds, provided by donors or
government, these programs can achieve sustainability in several years.

NGOs are limited in the amount that they can borrow from banks on the basis of their solid
financial performances due to their legal status and to the fact that most bankers are not familiar
with their performance records.  Unless this funding constraint can be overcome, NGOs will be
precluded from further expansion in the microenterprise segment of the economy and from
moving up market into larger small and medium scale lending.  Microfinance units within banks,
while benefiting from better access to deposits and offering an easier path for borrowers to
graduate to regular commercial loans, also have significantly higher overheads and higher effective
retail interest rates.  In addition, they often face a cool reception within banks, where incentive
structures and corporate culture favor large scale commercial operations (Baydas, et. al., 1996).

Credit guarantee programs offer opportunity for overcoming the limitations of small and
medium enterprises with respect to the provision of loan collateral.  A general shortage of
collateral and the cost of perfecting it limit access to credit by these firms, and the guarantee
mechanism helps overcome these limitations.  While CGC’s average operating costs are within
international norms, they could be reduced significantly if the guarantee program continues to
expand.  There is no compelling reason to support a government run SBA as an alternative.
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Leasing offers significant potential to fill the void in term financing for small and medium
scale enterprises.  As with loan guarantees, one of the benefits of leasing is that it overcomes the
collateral shortfalls of SMEs.  In addition, leasing’s interest margins of 6% to 7% and its flexible
repayment structures make it very competitive with all alternative forms of SME financing. 
Leasing’s application to microfinance is less evident.

SFD subsidized lending policies may provide net benefits to unemployed graduates and
others who receive such loans, but the program has discouraged significant growth in bank
financing to SMEs by removing the economic incentives for such lending.  The program has also
missed the opportunity to institutionally develop solid, sustainable wholesale and retail SME
financing programs within banks.  While SFD has apparently become increasingly aware of the
need for financial sustainability in SME lending, and may pay greater attention to bank incentive
structures and institutional development in the future, the effect of its programs on the availability
of SME finance to date appears to have been counterproductive.
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Chapter Three

The Demand for Financial Services
in the Enterprise Sector

I. Introduction

1. Purpose of the Survey

This chapter reports on the small enterprise sector in Egypt.  The main focus of our
analysis is to examine the financial services that entrepreneurs draw upon to finance their
enterprises.  In addition to the services offered by formal financial institutions, banks and non-
banks, entrepreneurs draw upon a complex set of informal contracts with various economic
agents.  These contracts are used for both savings and loan purposes.  An assessment of the role
and performance of formal financial institutions and special microfinance programs is not sufficient
to evaluate the entrepreneurs' demand for financial services.  The puzzling question is what are the
preferred sources of finance that entrepreneurs use to fund their operations?  Is the popular belief
of formal financial markets discriminating against small scale enterprises true or is it a
misconception?  This assumption, often based on reported responses of entrepreneurs that finance
is the main constraint they face, will be discussed in this study. The primary purpose of this
chapter is to analyze the entrepreneurs' choice of the sources of funding new investments and
operations of the firm and examine the determinants of the capital structure and growth of micro,
small, and medium scale enterprises (SMEs) in Egypt.

This chapter deals primarily with a survey of small enterprises in the manufacturing,
services, and trade sectors in Greater Cairo, Alexandria, and Fayoum.  The introduction presents
an overview of small enterprises in Egypt and the environment for business.  The following section
reports on the enterprise survey outlining, first, various economic characteristics of the enterprises
and entrepreneurs and second, highlighting the significance of the existing financial channels
entrepreneurs use in financing their operations.  The third section examines the determinants of the
entrepreneurs’ use of alternative sources of finance, as well as the determinants of growth of
enterprises in Egypt.

2. Small Enterprises in Egypt

The limited role of small enterprises in many African countries implies a persistent need to
examine the real constraints affecting their growth.  In Egypt, similar to other countries in Africa,
population growth is high.  World Bank projections indicate that, with an average annual growth
rate of 2 percent, the 58 million Egyptians in 1995 will be competing for resources and
employment with an additional 6 million Egyptians by the year 2000 and another 30 million by
the year 202523.  The spread of small enterprise employment probably exceeds official estimates.
                                                
23 World Development Report, 1997.
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Employment figures in Egypt indicate that the 721 thousand individuals operating non-
agricultural micro and small scale enterprises in 1976 increased to 1.1 million in 1986 (World
Bank, 1994).  The 1994 World Bank study estimates that there exist some 2 million micro and
small scale enterprises representing 99 percent of Egypt’s private sector non-agricultural
economic units.  Field assessments of the rural small scale enterprise sector conducted in 1990
conservatively estimate that there are about 906,000 small scale enterprises in the secondary and
rural towns of Egypt (Gardner and Proctor, 1990). Moreover, a study of artisanal enterprises
suggests that there are 150,000 artisans employing about 300,000 individuals in the non-service
informal sector (Jones, 1988).  Although small business activities are reported to include
commerce, restaurants, hotels, personal services, manufacturing, transport, mining, construction,
and repairs among others, there is a continued ignorance about the size of the various sub-sectors
of the enterprise sector.

The performance of the various sectors of the Egyptian economy has varied over the past
decade.  While services, which comprised 59 percent of GDP in 1995, grew at a rapid rate in the
1980s, it had a slow growth rate in the 1990s (World Development Report, 1997).  Agriculture,
which comprised 20 percent of GDP in 1995, has been growing at a modest rate at best in the
1990s.  Industry, which contributed roughly 21 percent of GDP in 1995, however, has been
stagnant since the early 1990s.  Manufacturing, which contributed about 12 percent of industrial
output in 1980, has grown very slowly to contribute 15 percent in 1995.  While Egypt's largely
traditional exports have declined from about 14 percent of GDP in 1980 to about 7 percent of
GDP in 1995, non-traditional exports (NTEs) or manufactures have grown from 11 percent to 33
percent of total exports in 199524.  Although non-traditional exports contribute only a modest
share of total exports, many of these products comprise value-added manufactured goods.

This study focuses primarily on some of the more dynamic sub-sectors in the manufactur-
ing, services, and trade sectors in our field survey in Egypt.  These are textile-garment
manufacturing, furniture-wood processing, shoe making, artisanal craft production, carpet
weaving, tourism companies, hotels and restaurants, service companies, and wholesale and retail
traders.  These sub-sectors capture two important factors that affect the operations and growth of
businesses in the enterprise sector.  First, the consideration of these sub-sectors allows us to cut
across the various size categories of enterprises, micro, small, and medium scale enterprises25. 
Second, input materials used by these enterprises are obtained from both national and foreign
suppliers, and products are sold to both national and foreign customers.  This implies that
entrepreneurs have contracts with the domestic and offshore suppliers and buyers through import
and export arrangements.  These relations will allow us to examine the growth potential for non-
traditional exports produced by these types of enterprises.

                                                
24 Traditional exports are mainly petroleum and cotton, while non-traditional exports (NTEs) include ready-made
garments, processed wood products, processed aluminum products, leather products, and horticultural crops, etc.

25 The classification of the size of enterprises is based on the number of employees.  Enterprises with: 1-9 employees
are microenterprises; enterprises with 10-49 employees are classified as small scale enterprises; and enterprises with
50-100 employees are classified as medium scale enterprises.
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3. The  Environment for Business

The positive and stable economic conditions of the post ERSAP period have generated a
favorable environment and many business incentives for local and foreign entrepreneurs.  The
trade liberalization policies have had a positive effect on the SME sector because of the abundance
of imported raw materials and the competitive environment among some of their suppliers.  In
addition to liberalized trade policies, some of the factors affecting the environment for business at
the micro level are the regulatory framework, tax policies and the role of support institutions.

The regulatory framework governing business operations and expansion has established
rules which entrepreneurs generally try to avoid.  Entrepreneurs seem to have found alternative
means of expansion.  The size of the enterprise, measured by the number of employees, is affected
by regulations on business expansion and evolution.  SMEs in Egypt are mostly sole proprietor-
ships.  Owners typically manage their enterprises and hire workers to help run their operations. 
During the field work conducted for this research, it was found that SMEs accommodate
apprentices who seek training and learn by working on the job.  This phenomenon offers an
escape for many SMEs who do not wish to register their employees with the Social Security
System and pay monthly contributions towards their pension funds, or to comply with other labor
laws26.  Moreover, occasional or temporary workers are also used to avoid social security.  Social
security taxes are an incentive for enterprises not to expand their formal employment but to
expand their operations and output with informal labor.

Other regulatory constraints which hinder business growth include the large start-up costs
firms have to pay in order to comply with business registration laws (World Bank, 1994).  
Businesses are supposed to go through six layers of approval, which involve licensing,
incorporation, commercial registration, location registration, local-level licensing, and tax
application, before they can commence their business activities.  Operating in the informal sector,
therefore, is a less expensive alternative for many micro and small scale enterprises.  As a part of
the ERSAP, new legislation provide some incentives for private sector development and introduce
improvements to the regulatory system (World Bank, 1995).

In general, taxes, which reportedly reach up to 40 percent on commercial profits and
personal income, seem to stifle enterprise activity and growth in Egypt (World Bank, 1994). 
Interestingly, even microenterprises are subject to tax liabilities, based on estimates made by tax
officers, which they pay regularly.  In order to encourage investments in value-added
manufactured goods and non-traditional exports, firms in the new industrial cities, such as the
10th of Ramadan and 6th of October, are given an income tax exemption for a period of 10 years.

The government of Egypt and the donors have established a number of business support

                                                
26 Under the labor law, for example, businesses with 50 or more employees which fail to establish internal labor
relations and industrial safety committees, are penalized even if the company provides a more effective working
environment.  This could result in costly and time consuming disputes with government officials.  Moreover, employee
dismissal is virtually impossible, thus, hampering the development of many labor-intensive ventures (World Bank,
1994).
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institutions to assist and develop small scale industries in the country.  The Credit Guarantee
Corporation (CGC) is a private company, initially funded by USAID, that provides guarantees
for small businesses borrowing from commercial banks with little or no collateral.  The Social
Fund for Development (SFD) is a government supported agency which focuses on the
development of micro and small scale enterprises by providing loans at subsidized interest rates. 
Small scale enterprises in Egypt also receive support from donor supported non-governmental
organizations (NGOs), as in many other countries27.

II. Characteristics of the Enterprise Survey

1. Overview of The Survey

To examine the alternative financial networks in the small enterprise sector in Egypt a
survey of 173 micro, small, and medium scale enterprises was carried out in October of 1997. 
The surveyed enterprises were located in the Greater Cairo region, which included the cities of 6th
of October and 10th or Ramadan, as well as in Alexandria and Fayoum.  These urban and peri-
urban areas were chosen because they host a large and diverse number of enterprises across
various sub-sectors and size categories that could provide information about the issues in
question.  Given the objective of our study, that is to focus on the development of small scale
enterprises, we adopted the definition that microenterprises are those enterprises which employ 9
or less workers, small scale enterprises are those with 10 to 49 employees, and medium scale
enterprises are those with 50 to 100 employees.

A. Characteristics of the Enterprises

The enterprise survey covered the manufacturing, services, and trade sectors of the
economy, with particular focus on the more dynamic sub-sectors.  As mentioned earlier, these
consisted of textile-garment manufacturing, furniture-wood processing, shoe making, artisanal
craft production, carpet weaving, tourism companies, hotels and restaurants, service companies,
and wholesale and retail traders.  Table 1 (Appendix A) provides the breakdown of the share of
enterprises in each sector in the sample. The distribution, where over half of the enterprises fall in
the manufacturing sector and roughly one fifth in each of the services and trade sectors, is similar
across the three size categories.  Data in table 1 also show the distribution across the geographic
areas in the country, where about half of the enterprises were selected in the Greater Cairo area,
about one third in Alexandria, and one fifth in Fayoum.  Again, this distribution allowed us to
interview businesses across the three size categories, in the various sub-sectors under
consideration, and in the dynamic capital Cairo, as well as in the city of Alexandria in the Delta,
and the town of Fayoum in Upper Egypt.

The majority of the micro and small scale enterprises in the survey were proprietorships
and about one third were partnerships. Medium scale enterprises, however, displayed the opposite
pattern where two thirds were partnerships and one fourth were proprietorships. Very few
                                                
27 The function and role of SFD, selected NGOs and donor programs are reviewed in chapter 2 of this report.
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enterprises had other ownership structures, such as simple commandite28, de-facto partnerships,
limited liability, or joint stock.  This pattern is consistent with the overall ownership structure for
non-agricultural private establishments  in the country where almost 90 percent of businesses are
reported as proprietorships, while the other forms include five percent as partnerships29.

The vast majority of the businesses across the three size categories were registered
businesses which operated with licenses and possessed tax cards.  The majority of the small and
medium scale businesses also paid social security for all their employees or at least some of them. 
Not surprisingly, about half of the microenterprises, however, did not pay social security for their
workers.  The primary reasons reported by business owners for not complying with the social
security system were that the procedures were difficult and costly.  This, on the one hand, resulted
in about one third of the microenterprises being classified as informal (32 percent), less than one
fifth semi-formal (14 percent), and about half  fully formalized businesses (54 percent)30. 

Formalization of Businesses             
Small and medium scale businesses, on the
other hand, were largely formal businesses (70
percent and 88 percent, respectively), with
some semi-formal enterprises (23 percent and 8
percent, respectively), and only very few
informal (7 percent and 4 percent,
respectively).

The average enterprise in the sample has been in operation for about 15 years with the
interviewed managers/entrepreneurs running these businesses for an average of 11 years (Table 2).
 The average value of physical assets, excluding land and building, as expected varied significantly
by size of the enterprise.  Microenterprises had an average value of assets worth L.E. 26 thousand
(with a median of L.E. 6,000), while small scale enterprises had an average value of assets worth
L.E. 630 thousand (with a median of L.E. 80,000), and medium scale businesses had an average
value of assets worth L.E. 3.3 million (with a median of L.E. 2.5 million ).31

On average, microenterprises started with 4 workers and currently employ also an average
of 4 workers, while small businesses started with an average of 9 employees and currently employ
21, and medium scale enterprises started with an average of 27 employees and currently employ
91.  These figures imply that small and medium scale businesses in the sample have experience

                                                
28 Simple commandite refers to the partnership with silent shareholders.

29 Data based on CAPMAS statistics as of 1986.

30 Businesses were classified as formal enterprises if they fulfilled all four requirements including registration,
licensing, possessing a tax card, and making social security payments for all their employees; semi-formal if they
fulfilled registration, licensing, possessing a tax card, and making social security payments for at least some of their
employees; and informal if they did not satisfy at least one of the four requirements.

31  The exchange rate at the time of the survey was US$ 1 = L.E. 3.4

 Micro Small Medium
 Formal 54% 70% 88%
 Semi-Formal 14% 23% 8%
 Informal 32% 7% 4%
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significant growth, while microenterprises have
been stagnant.32 The average annual growth rate,     Employment Profile of Businesses     
based on the change in the number of
employees over the life of the business,
consistently reflects that small and medium
scale enterprises have been growing at an
average of 34 percent (with a median of 11
percent) and 38 percent (with a median of 14
percent), respectively.  Moreover, average
growth rates in production over the past year, as reported by the entrepreneurs during the
interviews, are in line with the average annual growth rate figures.  Both small and medium scale
enterprises have experienced positive single digit growth rates in production over the past year,
while microenterprises had a zero median growth rate in production over the past year.

B. Characteristics of the Entrepreneurs

Small scale enterprises frequently have been characterized as consisting of many otherwise
 unemployed workers who operate mostly in the informal sector.  In our sample, however, the
majority of the entrepreneurs had registered businesses.  This is not surprising given that over half
of the entrepreneurs had finished at least high school level of education or higher (Table 3).  The
typical 45 year old male entrepreneurs, moreover, operated their enterprises as full time
businesses.  The majority, who were either owners or partners, did not hold any other
employment. However, like some of the characteristics of the enterprise, the entrepreneur’s
position in business varied by size of the enterprise, particularly for medium scale enterprises.  One
fourth of the interviewed respondents among medium scale enterprises were managers.

C. Regional Differences

Characteristics of the enterprise varied to some extent based on the geographical location
(Table 4).  Enterprises in Greater Cairo and Alexandria, on the one hand, constituted about two
thirds of the total sample.  These were largely established businesses that had been in operation on
average 16 and 17 years, respectively, employed an average 26 and 23 workers (with medians of 9
and 11), respectively, and had physical assets worth almost L.E. one million on average (with
medians of L.E. 35,000 and L.E. 20,000, respectively).  The town of Fayoum, that is about 100
kilometers South of Cairo in Upper Egypt, constituted our peri-urban/rural sphere.  Peri-
urban/rural enterprises in Fayoum, on the other hand, had been in operation for about 8 years,
employed about 14 workers on average (with a median of 6) and had a total value of physical
assets of about L.E. 50 thousand on average (with a median of L.E. 15,000).33

                                                
32 Small scale enterprises grew from being microenterprises at start-up and medium scale enterprises grew from being
small scale enterprises.

33   The large variation between the means and medians, particularly for physical assets, illustrates a widely skewed
distribution which highlights the fact that in urban areas larger enterprises exist while in the peri-urban/rural areas it is
less common.

 Micro Small Medium
 # of Start-up Employees    4    9   27
 # of Current Employees    4  21   91
 Annual Growth Rate    7%  34%   38%
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The sectoral distribution of the urban and peri-urban/rural enterprises was similar across
the three regions.  The size distribution of these enterprises, however, varied.  While the surveyed
urban enterprises, in Cairo in Alexandria, were disbursed across micro, small, and medium scale
enterprises, the peri-urban/rural enterprises in Fayoum were concentrated in the micro and small
scale categories.  This is consistent with the figures of the average value of physical assets, which
re-enforces the differences in the existing concentration of micro, small, and medium scale
enterprises in the urban and peri-urban/rural regions.  While there is a continuum of the various
size categories in the urban cities of Cairo and Alexandria, the medium scale enterprises are almost
non-existent in the peri-urban/rural region of Fayoum.  Finally, while the gender composition of
the peri-urban/rural sample of Fayoum is about one fifth women entrepreneurs, the urban sample
consists of a majority of men entrepreneurs.

D. Gender Differences

Characteristics of the enterprises varied to some extent based on the gender of the
entrepreneur (Table 5).34  The most striking difference was associated with the size of these
enterprises.  On the one hand, female operated enterprises on average started as micro businesses
and continued operation within this size category.  On the other hand, male operated enterprises
started as small scale enterprises and continued operation in this size category.  Again, this was
consistent with the difference in the average value of physical assets which was about three
quarters of a million L.E. for male operated enterprises, while reaching only L.E. 17 thousand for
female operated enterprises.  Another variation was the gender composition of the sample across
the three sectors.  The services sector was almost absolutely dominated by men, while the
manufacturing and trade sectors accommodated some women entrepreneurs .  This is not
surprising in this typically traditional society where garment manufacturing, for example, is an
appropriate women's specialty while service sub-sectors are men's professions.

E. Sector Variations

Sub-sector analysis entails examining commodity-specific sub-sectors with the objective of
identifying support systems and constraints facing micro, small, and medium scale enterprises. 
This methodology allows for the study of the role of the various economic agents, the terms and
conditions of their contracts, the linkages in their transactions and the constraints affecting the
different economic units in a certain market.  Thus, by considering an industry or sub-sector
classification, similarities and differences among firms may be identified that explain variations in
the performance of enterprises across different sub-sectors.  However, prior to analyzing the
differences in the contracts between entrepreneurs and their suppliers and customers and the
performance of these enterprises, it is useful to quickly review the differences in the characteristics
of the establishments across the three sectors under study.

                                                
34  It should be noted that while the women entrepreneurs sub-sample is relatively small, we present some of these
comparisons to gain a glimpse of gender differences.
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Enterprises operating in the service sector had the largest value of physical assets
followed, second, by manufacturing enterprises, and third, by trade establishments (Table 6). 
Traders do not utilize much machinery or tools which explains the low average value of their
physical assets.  Traders, however,  have been in business the longest time on average (18 years). 
Enterprises in the manufacturing and service sectors have been operating on average for 14 and 15
years, respectively.

Industry classification is associated with the concentration of micro, small, and medium
scale enterprises in certain sectors.  Statistics in table 6 indicate that the majority of enterprises in
the trade sector fall in the microenterprise category when they first begin their operations.  Very
few traders were found in the medium scale category.  Similarly, based upon the number of
current employees, most traders remain microenterprises.  Figures in table 6, also indicate that
currently most of the manufacturing and service enterprise fall in the micro and small scale size
categories, with some in the medium scale category.

Growth in employment is reflected by the differences in the average number of employees
the firm starts with and the current number of employees (Table 6).  While traders do not seem to
experience a major change in the number of employees, employment figures for the manufacturing
and service enterprises indicate substantial increases over the lives of these enterprises.  The
annual growth rate for enterprises measured by the change in number of employees over the
number of years the enterprise has been in operation indicates that services enterprises have
experienced the highest growth rate followed, second, by manufacturing enterprises, and third, by
traders.

2. Significance of the Existing Financial Channels

The sources of funding and the savings channels entrepreneurs draw upon are various. 
They fall into informal and formal networks.  The informal channels that prevail in Egypt include
family and friends; suppliers credit and customer advances ( i.e., trade credit); “Gam’iyat” 
(Rotating Credit and Savings Associations, or RoSCAs); and informal collectors.  Although the
formal financial sector in Egypt is expanding, formal channels reported by the entrepreneurs were
mostly commercial banks.  Compared to the wide array of informal financial channels, formal
channels were limited in their role as financial intermediaries, particularly for micro and small scale
enterprises.

A. Investment Capital

For most entrepreneurs in this survey, personal savings accounted for the majority (77
percent) of the investment capital (Table 7)35.  The second most often used source of investment
capital was bank loans (19 percent).   This source, however, varied significantly by the size of the
enterprise.  Not surprising, over a third of the medium scale enterprises reported using bank loans
as a source for investment capital, while less than one third of the small scale enterprises did, and
only a few of the microenterprises reported using bank loans as a source for investment capital.
                                                
35 Investment capital refers to the latest major investment, either for expansion or start-up purposes, that the
entrepreneur has undertaken.
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Only a very small number of entrepreneurs reported taking informal loans from family or
friends for investment capital, and only one entrepreneur used an NGO loan and another used a
supplier loan for their investment purposes.  These findings, not surprisingly, are similar to
enterprise behavior in most developing countries.  Entrepreneurs typically rely on savings to
finance new business ventures or expansions,

particularly in less developed capital markets
where bank financing or non-bank financing
sources, such as venture capital, scarcely
represent the primary sources of business start-
up or expansion costs.

Figures in table 8 indicate that the source
of investment capital varied slightly by sector of operation.  These statistics indicate, first, that the
majority of entrepreneurs in all three sectors relied  heavily on personal savings as a source of
financing to start or expand business ventures.  Bank loans ranked as the second source of
investment capital, particularly for the service and manufacturing sectors.  Lastly, loans from
family, friends, and suppliers assisted only a small share of entrepreneurs in the sample.

B. Contractual Relations with Suppliers and Customers

Sectoral and sub-sectoral variations imply differences in the linkages and contracts in the
distribution or production of goods among the different entrepreneurs, suppliers, and customers. 
These variations are mainly manifested in the existing contracts between entrepreneurs and their
suppliers and customers across different sub-sectors.  Entrepreneurs purchasing input material on
credit and/or selling products after receiving advance payments are engaged in trade credit
contracts.  Trade credit is one of the sources of financing working capital for many enterprises in
both developing and developed capital markets.  The linkage between input suppliers and
entrepreneurs as well as the linkage between entrepreneurs and their customers in the enterprise
sector in Egypt present a complex variety of contracts across the three sectors under study.

a) Relations with Suppliers

The majority of the entrepreneurs in the sample purchased input materials in the domestic
market either from national suppliers or local agents (Tables 9 and 11). A few enterprises in the
medium scale category import materials directly from off-shore suppliers.  The relationship
between suppliers and entrepreneurs typically influences the nature of the sale contract between
these economic agents.  Entrepreneurs who purchase inputs on credit typically buy from one or
two suppliers.  This relationship reduces transaction costs and helps resolve part of the
asymmetric information problem that is often encountered between the principal-lender and the
agent-borrower in credit contracts36.

                                                
36 See Stiglitz and Weiss (1981) for a discussion of asymmetric information problems in credit markets.  Asymmetric
information problems refer to the adverse selection and moral hazard behavior that the principal-lender encounters as
a result of the agent-borrower?s undetermined type, i.e. good or bad borrower, and unpredictable action, i.e. repayment
performance.

       Sources of Investment Capital

Savings 87% 69% 64%
Family & Friends4% 3% 0%
Bank Loan 8% 27% 36%
NGO Loan 1% 0% 0%
Supplier Loan 0% 1% 0%

           Micro     Small    Medium
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The majority of the entrepreneurs in the sample
purchased their major inputs in cash. 
Interestingly, over half of the entrepreneurs
across all three size categories bought inputs
on credit.  The credit linkages between
entrepreneurs and suppliers particularly stand
out for medium scale enterprises (80 percent, table 9).   In addition, more enterprises in the
manufacturing and trade sectors (54 percent and 83 percent, respectively, table 11) purchase
inputs on credit than enterprises in the service sector (23 percent).

The terms and conditions of the supplier trade credit contracts varied significantly
depending on the size of the business (Table 10).  As expected, larger enterprises (i.e., those in the
medium scale category) used larger amounts of supplier credit.  On average, the value of the
credit reached L.E. 368 thousand per transaction, representing over half of the value of the
transaction.  Small scale businesses used,  on average, L.E. 23 thousand per supplier credit
transaction (with L.E. four thousand median), while microenterprises used L.E. 3 thousand per
supplier credit transaction (median L.E. one thousand ).  Interestingly, the value of the supplier
credit used by micro and small scale enterprises represented almost the total value of the
transaction.  The frequency of using supplier credit varied across the size categories as well. 
While small and micro enterprises used supplier credit as often as 23 and 44 times per year on
average, respectively, medium scale businesses used supplier credit on average 7 times per year.

Most of the supplier credit was typically extended for an average of 3 months.  Moreover,
the majority of the entrepreneurs, across the three size categories (78 percent), reported getting
goods on credit free of interest charge37.  Some suppliers, depending on the particular product and
market structure, charged some interest which averaged about 10 percent over the 3 months
average term of the credit contract.  In any case, about half of the entrepreneurs reported
providing their suppliers with security in the form of a signed promissory note to pay at the end of
the term.  The use of security was more frequent for small and medium scale enterprises than
microenterprises.  This is probably due to the fact that small and medium scale entrepreneurs had
larger amounts of supplier credit per contract.  Lastly, the terms and conditions of the trade credit
contracts did not seem to vary significantly across the three sectors in the study.  The most
notable finding was that the few entrepreneurs in the service sector who accessed supplier credit
used on average close to L.E. half-million per transaction.  This stands out in sharp comparison to
entrepreneurs in the manufacturing and trade sectors who used L.E. 50 thousand and L.E. 30
thousand, respectively.

Some entrepreneurs (18 percent) in the sample reported providing advance partial payment
on occasions to their suppliers to secure access to the needed types of input materials.  This

                                                
37 Interest charge on supplier credit was measured by considering the difference between the price of goods when sold
on credit and the price of goods when sold in cash.  The mark-up traders usually attach to the credit price, compared to
the cash price, represents the implicit interest charge.

Form of Payment to Suppliers
Micro Small Medium

Retained Earnings 62% 77% 84%
Credit 48% 53% 80%
Advance Payment8% 23% 36%
Consignment 2% 6% 4%
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relationship was more prevalent among medium scale enterprises (36 percent), and to some extent
among small scale enterprises (23 percent), than microenterprises (8 percent).  Sector variations
shed additional light on this relationship.  Traders and manufacturing enterprises (26 percent and
18 percent, respectively) seemed to provide advances to their suppliers more often than service
enterprises (10 percent).  Very few entrepreneurs in the sample purchased inputs on consignment
(4 percent).  Those who bought on consignment, however, were largely concentrated in the trade
sector (14 percent).

The supply of trade credit by suppliers of inputs is dependent on the type of commodity
and the degree of competition among suppliers in the market.  The higher the degree of
competition, the  more incentive there is for traders to offer trade credit as a marketing tool to sell
their commodities.  Moreover, the more perishable the commodity is, the more incentive there is
for traders to offer trade credit to reduce storage period and potential damage.  These factors
explain why there is more trade credit offered to enterprises in certain sub-sectors than others.

b) Relations with Customers

Goods and services produced by the enterprises in the sample were largely sold in the
domestic markets (Tables 13 and 15).  About one fifth of the manufacturing enterprises sold in
both domestic and foreign markets.  Moreover, about one third of the medium scale enterprises
and one fifth of the small scale enterprises sold in both domestic and foreign markets.

With respect to the sale of output, the majority
of the entrepreneurs sold for cash (82 percent)
and about half offered credit to their customers
(46 percent), while only very few sold on
consignment (5 percent).  Interestingly, a
larger share of the medium scale entrepreneurs
(40 percent) took advance payment from their
customers than did micro and small scale entrepreneurs (26 percent and 22 percent, respectively).
 Taking sector of operation into account implied that about one third of the entrepreneurs in the
manufacturing and service sectors (33 percent and 29 percent, respectively) also received advance
payments, while only a few traders took advances from their customers (6 percent).

The terms and conditions of the customer advance contracts varied significantly depending
on the size of the business (Tables 14 and 16).  As expected larger enterprises, i.e. those in the
medium scale category, took larger amounts of customer advances.  The value of the credit
reached on average L.E. 134 thousand per transaction, which represented about one third of the
total value of the transaction.  Small scale businesses used on average L.E. 17 thousand per
customer advance (with L.E. four thousand median), while microenterprises took on average L.E.
one thousand per customer advance transaction (with L.E. one thousand median).  The frequency
of using customer advances varied across the size categories as well.  While small and micro
enterprises took customer advances as often as 10 and 32 times on average per year, medium
scale businesses used customer advances on average 4 times per year.

 Form of Sales to Clients

Cash 77% 86% 88%
Credit 36% 52% 60%
Advance Payment 26% 22% 40%
Consignment 1% 6% 12%

Micro Small Medium
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Most of the customer advances were typically extended for a period of one month.  Most
of the entrepreneurs reported providing their customers with security in the form of a signed
promissory note with the amount received and the promise to deliver the product at the end of the
term.  The use of security was more frequent for small and medium scale enterprises than for
microenterprises, due to the larger amount of advances involved.  Lastly, the terms and conditions
of the customer advance contracts did not seem to vary significantly across the three sectors in the
study.  As with the supplier credit, the most notable difference with customer advances was that
the few entrepreneurs in the service and trade sectors who used customer advances reported using
larger amounts than entrepreneurs in the manufacturing sector.

The nature of the product and its value directly affect the method of payment.  Most of the
manufacturing products, and particularly the custom-made orders, require advance payment as a
guarantee and deposit to allow the entrepreneur to purchase input materials.  Traders have less
customer advances flowing into their enterprises because the nature of their sales are not

generally customized.

C. The Demand for Informal Loans

The demand for informal loans by entrepreneurs in the sample was significant (Table 17). 
Differences based on the size of the enterprise, however, existed.  Almost half of the
microentrepreneurs in the sample had requested an informal loan at one time, while only one fourth of
the entrepreneurs operating small scale businesses did, and yet less than one fifth of the entrepreneurs
operating medium scale businesses reported ever requesting an informal loan.  Loan quantity rationing,
i.e. borrowers being rejected loans completely, was not reported save for a single case.

The source of informal loans over the past year was largely from family and friends.  Only a
couple of microentrepreneurs reported having borrowed from moneylenders.  Informal loans were
typically given in a matter of days for periods ranging from 6 to 3 months. Microentrepreneurs used
smaller amounts of informal loans (L.E. 3 thousand ) than entrepreneurs operating small and medium
scale businesses (L.E. 16,000 and L.E. 22,000) on average.  This is not surprising, given that
microentrepreneurs have demand for smaller loan amounts and have a smaller capacity for repayment.
 Most informal loans were unsecured and provided free of interest charge except in a few cases.  This
is typical for informal loans as it is socially and religiously unacceptable to charge interest on these
types of loans or hold collateral.  Personal relations allow lenders to make judgments about the
creditworthiness of their borrowers and induce borrowers to fulfill the repayment promise.

D. The Demand for Formal Loans

The demand for formal loans was found to vary significantly by size of the business (Table 18).
 About two thirds of the microentrepreneurs in the sample never requested formal loans, compared to
about half of the entrepreneurs operating small scale businesses, and only about one third of the
medium size businesses.  The reason provided by the entrepreneurs for never requesting a formal loan
varied again by size of the enterprise.  On the one hand, one third of the micro entrepreneurs who
never requested a formal loan reported their primary reason being fear of inability to repay the loan, a
few others (12 percent) suggested that they had religious reasons, while some others thought that they
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did not have sufficient collateral (12 percent), or that the interest was high (12 percent), or that
banking procedures were difficult (16 percent).  Only a few microentrepreneurs (14 percent) reported
that access to other sources of finance was their reason for not requesting formal loans.  On the other
hand, the primary reason reported by entrepreneurs operating small and medium scale enterprises for
not requesting a formal loan was the availability of other sources of finance (31 percent and 50
percent, respectively).  The second most frequent reason was religious beliefs (22 percent and 25
percent, respectively), the third, was high interest rates (19 percent and 12 percent, respectively), and
the fourth was difficulty of banking procedures (6 percent and 12 percent respectively).  Interestingly,
among the entrepreneurs who had requested a formal loan in the past, very few had their loan
applications rejected, i.e. loan quantity rationed.  The reasons a few entrepreneurs were rejected were
because they did not have sufficient collateral or banking experience.

Consistent with the information reported on the request for loans, and the infrequent
occurrence of loan rejections, the majority of the entrepreneurs operating medium scale
enterprises (64 percent) reported using formal loans in the past year (Table 19).  Similarly, almost
half of the entrepreneurs operating small scale enterprises (44 percent) reported using formal
loans in the past year, while only about one fifth of the microentrepreneurs (20 percent) had
used a formal loan in the past year.  These findings are similar to the results reported in the 1994
World Bank survey, where almost two thirds of the medium scale enterprises interviewed had
received loans from banks, and over one third of the small scale enterprises and less than a fifth
of the microenterprises reported receiving loans from banks (World Bank, 1994)38.

Micro and small scale entrepreneurs reported using two loans on average, while medium
scale entrepreneurs used four loans on average over the past year (the median of number of loans
was one for all three categories).  Public sector banks were the primary source of the majority of
the loans obtained by micro, small, and medium scale entrepreneurs.  Private bank loans were
primarily focused on medium scale enterprises.  Interestingly, however, half of the microenterprise
loans granted were associated with a special program, such as the Social Fund for Development or an
NGO, while only a few of the others had such linkages.

Most of the loans reported were working capital loans, however some were fixed assets loans.
A few entrepreneurs who operated medium scale enterprises reported using domestic and foreign
letters of credit, and in a couple of cases entrepreneurs even used discounts of drafts or a letter of
guarantee.  Interestingly, while very few entrepreneurs reported being rejected their loan applications,
a few did report being loan size rationed, i.e. unable to borrow the amounts they requested.  Loan size
rationing was experienced more significantly by smaller enterprises, that is, more by microenterprises
than by small scale enterprises, and least by medium scale enterprises.  Loan approvals and
disbursements were reported to take from two weeks to a month.

Average loan amounts, as expected, varied vastly by the size category of the enterprise. 
Microentrepreneurs reported an average loan amount of L.E. 17 thousand, while entrepreneurs
operating small scale enterprises reported an average loan amount of L.E. 360 thousand, and yet

                                                
38 The definition adopted in the World Bank study refers to businesses employing 1 to 4 workers as microenterprises,
those with 5 to 9 workers as small scale enterprises, and those with 10 to 100 workers as medium scale enterprises.
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entrepreneurs operating medium scale enterprises reported an average loan amount of L.E. 1.3
million.  Loans were generally granted for periods ranging from one to two years at interest rates
ranging from 13 percent to 16 percent39.  Interest rates, however, varied by size of the enterprise.
On the one hand,  microenterprise loans, which as mentioned earlier were often associated with
special programs, reported a below the market average interest rate of 13 percent.  On the other
hand, entrepreneurs operating small and medium scale enterprises had average interest rates of 15
percent and 16 percent, respectively, which were in line with the current market rates in the
country.  Most notably, however, all loans given to micro, small, and medium scale enterprises
were secured by collateral with values averaging over 100 percent of the loan amount.  The
average value of the collateral was higher the smaller the businesses, reaching 183 percent on
average for microenterprises, 148 percent for small scale enterprises, and 133 percent for
medium scale enterprises.  Typically more than one collateral was used to cover the total value of
the security.

E. Significance of the Existing Current Sources of Financing the Business

In summary, the alternative sources of financing current operations of the business seemed to vary
by size of the enterprise and sector of operation (Tables 20 and 21).  First, the primary source of
financing used by most entrepreneurs in the sample was retained earnings.   Second, trade credit in the
form of supplier credit and customer advances was the second significant source used by micro, small,
and medium scale enterprises.  Third, informal and formal loans seemed to be substitutes for
entrepreneurs depending on the size of the business.  A smaller share of microentrepreneurs were found
to use formal loans than those using informal loans, while a smaller share of small and medium scale
enterprises used informal loans than those using formal loans.  It is important to note, however, that the
average amounts used by the entrepreneurs, across the three size categories and sectors of operation,
reflects significantly higher values of formal loans compared to informal loans.  Loan quantity rationing
was found not to be the problem or bottle neck, contradictory to popular belief of discrimination against
small businesses.  The observation of entrepreneurs often self-selecting themselves out of the formal
credit markets was reported to be based on their fear of inability of repayment, availability of other
sources, religious beliefs, or regarding market interest rates as being too high.

The sources of finance may be characterized in a ranking order starting with the most to the least
frequently utilized.  First is retained earnings as the overwhelming source; second are customer advances
and supplier credit; third comes informal loans from family and friends or formal loans from commercial
banks, depending on the size of the business.  This preliminary ranking order falls in line with the pecking
order theory of finance that will be tested subsequently.40

                                                
39 Interest rate charges reported by entrepreneurs include fees.  Entrepreneurs generally did not know how much was
the interest rate and how much were the fees.

     40  The pecking order theory of finance suggests that ?Safety first,? i.e. not losing ownership control of the firm, is
the principle that is used to rank the firm's preferred sources of financing in priority order (Cuevas, 1992; Donaldson,
1961, 1969; Myers, 1984).  It is argued that firms choose to finance investments first from internally generated funds
since this represents the safest source of financing.  External sources of financing, therefore, are ranked second.
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F. Significance of the Existing Saving Channels

Entrepreneurs in the sample were found to participate in various savings channels.  Formal
channels consisted of accounts in commercial banks.  The informal channels were represented by the
“gam’iyat” or RoSCAs and the informal collectors.  Table 22 presents the share of entrepreneurs saving
with formal institutions, informal groups and informal collectors by size of the enterprise.

Among the most common savings channels were the commercial banks.  On the one
hand, the majority of the entrepreneurs operating small and medium scale enterprises held at least
one account with one of the commercial banks in the country.  On the other hand, only one third
of the microentrepreneurs held one account on average with one of the commercial banks. 
“Gam’iyat” or RoSCAs were the second most widely used saving channel among the
entrepreneurs in the sample.  Again size of the enterprise presents significant differences.  Over a
third of the microentrepreneurs participated in these groups while about one fourth of the small scale
entrepreneurs did, and only a few medium scale entrepreneurs were members of these groups.   The
amounts contributed to these groups  ranged from L.E. one thousand to over L.E. 20 thousand per year
per member.  Finally, very few entrepreneurs reported saving money with informal collectors.  The few
entrepreneurs who did reported that they held some funds with a family member.  This is probably due to
the reason that the sample enterprises were largely concentrated in urban and peri-urban areas where this
phenomenon is less practiced than in rural areas.

In summary, the array of saving channels and the different concentrations of entrepreneurs by
size category among these channels indicates very important findings.  Monetary savings are very
important to entrepreneurs.  Almost every entrepreneur has used at least one savings channel to keep
her/his deposits as a means to manage liquidity of the enterprise.  Moreover, entrepreneurs draw upon
formal channels, commercial banks in general, as well as on informal channels, such as RoSCAs, to
deposit their savings.

3. Problems and Constraints

Entrepreneurs are typically perceived to face problems and constraints limiting their growth
and expansion.  Most of these problems are often attributed to lack of finance.  Problems outside
financial markets, however, represent important barriers to entrepreneurs in many environments.  In
our sample, first, the most significant problem reported by microentrepreneurs was weak demand,
followed by domestic competition, raw materials and marketing (Table 23)41.  Second, entrepreneurs
operating small scale enterprises reported that taxes was their most significant problem, followed by
marketing, weak demand, and labor problems.  Third, entrepreneurs operating medium scale
enterprises reported that labor problems ranked as their most significant problem, followed by
marketing, taxes, and weak demand.  Interestingly, finance was not presented to be the most serious
constraint except by a few entrepreneurs in each size category.  When asked about their second most
significant problem microentrepreneurs reported taxes, raw materials and domestic competition, while
small scale enterprises reported marketing, domestic competition and taxes, and medium scale

                                                
41 Entrepreneurs were asked to list their three most significant problems in a descending order, with no suggestions
offered by the interviewers.
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enterprises reported raw materials and labor problems.  Again, finance was reported as a second most
serious problem by only a few entrepreneurs.  These evaluations, although subjective and based on the
entrepreneurs’ initial responses, serve to highlight the point that finance is not necessarily the bottle
neck as widely perceived by many small business advocates, including governments and donors.

Entrepreneurs were also asked to evaluate their growth in production over the past year. 
Those who did not experience any growth were asked to list the three most significant constraints
limiting their growth.  Microentrepreneurs largely reported weak demand and domestic
competition as their primary reasons, while small scale entrepreneurs suggested weak demand and
marketing, and medium scale entrepreneurs regarded weak demand and labor problems
as their principal constraints (Table 24).  The second reason provided by the entrepreneurs as to
why they did not experience growth over the past year was either domestic competition or taxes.
 Again, contrary to popular belief, finance was not reported to be the major obstacle.

Lastly, the entrepreneurs were asked to rank a set of constraints, suggested by the
interviewers, among three classes representing whether they have no problem with the particular
issue addressed, or they have some problems, or they have a severe problem42.  This exercise
allows us to get an overall estimate through normalizing the answers of the severity of each
problem to the enterprise sector43.  The responses for each size category of enterprises were
analyzed separately.  With respect to microentrepreneurs, the  most severe constraints were tax
laws, costly bank financing, inflation, weak demand, government procedures, cost of raw
materials, and competition (Table 25).  With respect to small scale entrepreneurs, a similar
pattern of problems was found (Table 26).  The most severe constraints were tax laws, costly
bank financing, inflation, producing quality products for foreign markets, government
procedures, competition, and weak demand.   Medium scale entrepreneurs, as well, ranked lack
of technical labor, costly bank financing, tax laws, government procedures, costly raw materials,
inflation, and weak demand as their major constraints (Table 27).

Interestingly, the constraints ranked most severe by small and medium scale entrepreneurs
place emphasis on the same issues concerning microentrepreneurs.  In addition, the majority of these
constraints fall outside the financial markets except for the view that bank financing, at current market
rates, is costly.  These findings, again, are consistent with the results of the 1994 World Bank survey,
where the level of interest rate was the most severe problem reported by all micro, small, medium, and
large scale enterprises (World Bank, 1994).  This is not surprising, and is the typical rhetorical
response for entrepreneurs in many environments.  Size of the enterprise, however, seems to influence
the effective demand for bank financing.  As discussed earlier, while many small and medium scale
entrepreneurs have an effective demand for bank financing, at current market rates, the majority of the
microentrepreneurs have a very limited demand for bank financing.
                                                

42 Interviewers probed entrepreneurs for a response concerning each particular constraint suggested to the
entrepreneur.

43 Normalization of the entrepreneurs? responses involved estimating the weighted average of the degree of
severity, with no problem  0, some problem 1, and severe problem 2, where the weights were given by the
percentage of respondents for each degree.  The weighted average was then normalized by 0.02. The normalization
rates range from 0 to 100, where 0 represents no constraint.
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III. Determinants of the Use of Financial Services and Growth Among Micro, Small and
Medium Scale Enterprises in Egypt

1. Determinants of the Use of Financial Services

Despite the numerous projects and policies initiated to assist micro, small, and medium
 scale enterprises over the past decade, there is a lack of  understanding about the entrepreneur's
effective demand for alternative financial services under the circumstances found in many low
 income countries.  Most of the literature that describes the sources of finance for micro, small,
and medium scale enterprises in low income countries across various sectors is based on a
descriptive rather than a diagnostic framework (e.g. Cortes et al., 1987; Levy, 1993; McLeod,
1991; Kilby et al., 1984).  Descriptive studies often provide reports of field surveys of various
sectors in these countries.  The identification of finance as the primary obstacle to develop small
scale enterprises in some of these studies, however, is highly rhetorical when based on the
entrepreneurs' subjective responses (e.g. Levy).  Entrepreneurs when asked about their access to
formal finance typically respond by claiming “a need for credit at reasonable prices.”  These
subjective questions are rarely specific enough to show how the entrepreneur would respond to a
 rigorous subset of loan terms and conditions.  Under increasingly rigorous terms and conditions
 the demand for credit would decline.

A critical problem in the assessment of small enterprise sector studies is that they consider
formal financial contracts that entrepreneurs use as being exogenously predetermined, and not a
function of the overall mix of financial services entrepreneurs choose to use and the particular sectors
within which they operate.  An entrepreneur's use of alternative financial services is determined by a
number of factors.  These include characteristics of the enterprise, attributes of the entrepreneur,
interest rates of alternative sources of financing, and the respective shares of these financial assets and
liabilities over the production period.  Size of the enterprise  influences the financial behavior of the
entrepreneur since larger scale affects the costs and bargaining power of  accessing external financial
services.   Sector of operation directly impacts the physical asset composition and volatility of earnings
which influence the financial structure.  Furthermore, investments in physical capital, i.e. tangible
assets, allow a firm to provide collateral and in turn access debt financing easier.  Finally, among the
characteristics of the enterprise and its external relationships, the nature of the input and output
linkages found among the various economic agents--producers, traders and consumers--also affect the
financial contracts that are available to an entrepreneur.

A set of entrepreneurial characteristics influence the financial behavior of the entrepreneur 
managing the firm.  These include education level, age, risk taking attitude, and the degree to which
the entrepreneur is informed.  Entrepreneurs who are better informed and have completed higher
levels of education, are likely to use more debt finance than their less informed counterparts.  Older
entrepreneurs, however, are likely to be more risk averse and less interested in using external finance. 
The entrepreneur's attitude towards risk suggests that risk averse entrepreneurs use less debt finance
than risk taking entrepreneurs.

This section analyzes the differences found across sectors in the sources of finance used
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 by micro, small, and medium scale enterprises in Egypt.  An examination of the entrepreneur's
choices among various sources of financing will shed light on how financial contracts influence
firm behavior across sectors.  This analysis utilizes the sub-sector approach to demonstrate how
input purchases, output sale contracts, informal sources and formal finance simultaneously
determine the financial structure of the firm.  The section presents a model which addresses the
sources of financing of micro, small, and medium scale enterprises and presents empirical
implications based on the survey in Egypt.

A. The Empirical Model

The empirical model describing the capital structure of the enterprise may be presented by
considering the set of endogenous variables: cash or retained earnings (RE), trade finance from
suppliers and customers (TL), non-commercial informal loans (IL) from fellow entrepreneurs,
friends and relatives, and formal loans (FL) from commercial banks and other non-bank
institutions such as microenterprise programs; and the set of exogenous variables: characteristics
of the enterprise (YK), including value of physical capital (K), the profitability of the firm (P/T),
where (T) is the total cost of inputs (T) and (P) is the price of output (P), size of the enterprise
(Size: Micro, Small, and Medium), sector of operation (Sector: MNF, SRV, TRD), the age of the
firm (YRS), interest rates associated with the financial liabilities (ij), where (j= TL, FL), the use of
bank deposit accounts (ACCT) and a set of entrepreneurial or managerial abilities (A), which
included proxy variables, such as the education level (EDUC) and age (AGE) of the entrepreneur. 
The variables in the model are specified in table 28.

The allocations of financial assets and liabilities used to finance the firm's operating costs
for a given period are jointly determined in a structural system of simultaneous equations (eqs. 1-4). 
The empirical model can be written as:
 

 (1) (RE)= + (i )+ (i )+ (TL)+ (Y )10 11 TL 12 FL 13 14 Kβ β β β β
 
(2) (TL)= + (i )+ (i )+ (IL)+ (Y )20 21 TL 22 FL 23 24 Kβ β β β β
 
 (3) (IL) = + (i )+ (i )+ (FL)+ (Y )30 31 TL 32 FL 33 34 Kβ β β β β
 
 (4) (FL)= + (i )+ (i )+ (RE)+ (Y )40 41 TL 42 FL 43 44 Kβ β β β β

 
The objective of this model is to examine the financial structure of the firm using the

structural system of simultaneous equations which accounts for the endogeneity of financial
contracts in different sectors.  The financial assets and liabilities on the left hand side (LHS) of
equations 1-4 represent: retained earnings (RE), trade loans (TL), informal loans (IL), and formal
loans (FL).  These endogenous variables, which are determined simultaneously, are explained by
a set of exogenous or predetermined variables on the right hand side (RHS) including:  characteristics
of the enterprise (YK)--which is described by value of physical capital (K), the profitability of the firm
(P/T), size of the enterprise (Size: Micro, Small, and Medium), sector of operation (Sector: MNF,
SRV, TRD), the age of the firm (YRS), and a set of entrepreneurial or managerial abilities (A), which
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included proxy variables, such as the education level (EDUC) and age (AGE) of the entrepreneur--,
the use of bank deposit accounts (ACCT), and interest rates associated with the financial liabilities (ij),
where (j= TL, FL).  Moreover, following the safety first principal, the use of the alternative financial
asset and liabilities is jointly determined, with retained earnings ranked first, trade loans second,
informal loans third, and formal loans fourth.

The model tests for the entrepreneurs’ use of the safety first principal of the pecking order
theory and the determinants that affect the entrepreneurs’ choices of the alternative sources of
 finance.  This implies, first, that more profitable enterprises, those with larger values of physical
assets, larger enterprises in the small and medium scale category, older enterprises, those run by
older and more educated entrepreneurs, are expected to use safer internal sources of finance or
retained earnings (RE) to a larger extent than their counterparts.  Second, entrepreneurs using
external sources of finance are expected to use safer and less costly sources, such as trade loans
(TL) and informal loans (IL), first, and more risky sources of external finance, i.e. formal loans
 (FL), second.  Again, more profitable enterprises, those with larger values of physical assets,
larger enterprises in the small and medium scale category, older enterprises, those run by older
and more educated entrepreneurs, are expected to use safer external sources of finance to a larger
extent than their counterparts.  The model was estimated using the log functional form44.  The
appropriate econometric technique was used to produce the most efficient results45.

B. Results and Discussion

Table 29 presents the results of the long-term multipliers generated from the first-stage estimation of
the reduced form equations.  Among the significant relationships, profitability of the enterprise has a
positive effect on the entrepreneur's use of retained earnings and negative effect on the entrepreneurs’
use of trade credit.  The coefficients for profitability indicate that more profitable enterprises use
smaller amounts of supplier loans and customer advances and more retained earnings to purchase their
inputs.  The value of physical assets of the enterprise has a negative effect on the entrepreneurs’ use of
informal loans and a positive effect on the entrepreneurs’ use of formal loans.  This contradicts the
pecking order theory, however it is in line with asymmetric information theory46.  Physical assets are

                                                
44 The literature does not provide any implications as to which functional form is more appropriate; however,
having a set of variables derived from the marginal productivity of physical capital among the explanatory
variables suggests that the log form may describe the true functional form better than the  linear form.  The
production function is a general power function which is estimated more efficiently using the log functional form.

45 The different financing sources that an entrepreneur may use to fund total expenditures over inputs represents
some zero and non-zero amounts for the variables (RE, TL, IL,  FL) on the LHS of the equations in the model. 
The sequential two-stage estimation technique used in the study involves, first, estimating the reduced form
equations using the standard tobit model for equations with limited LHS variables.  Second, we obtain the
predicted values of the endogenous variables from step 1, and insert the predictors for the endogenous variables
on the RHS of the equations in the structural model.  Third, we estimate the structural equations using the tobit
maximum likelihood technique to generate the results of the model presented in table 30.  This methodology is
similar to that used in Nelson and Olson's model (1978), reviewed by Amemiya (1984) under a type 4 tobit
model, which generates consistent and asymptotically normal estimates.

46 Asymmetric information problems refer to the adverse selection and moral hazard behavior that the principal-
lender encounters as a result of the agent-borrower?s undetermined type, i.e. good or bad borrower, and
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typically used as collateral by formal lenders or at least are a proxy for capacity of repayment in an
attempt to resolve part of the asymmetric information problems.  The age of the business, however,
has a negative effect on the entrepreneurs’ use of formal loans implying a preference for the use of
other internal and less risky sources of finance in line with the pecking order theory.

Size of the enterprise seems to have an influence on the entrepreneurs’ choice of the
alternative financing sources.  Small and medium enterprises have a positive effect on the use
retained earnings, in line with the pecking order theory, implying that they use more retained
 earnings than microenterprises.  Moreover, medium scale enterprises have a positive effect on the
use of trade credit.  This finding can be explained by the large amounts of trade credit flowing to
medium scale enterprises compared to micro and small scale businesses.

Sector differences also have an effect on the entrepreneurs' use of the various channels of
finance.  Entrepreneurs operating manufacturing enterprises use more retained earnings and less
informal loans than those in the other sectors.  Enterprises in the service sector, similarly use more
retained earnings, implying that traders use less retained earnings than entrepreneurs in other sectors. 
Enterprises in the service sector, however, use less trade loans than manufacturing and trade
establishments.  This again was expected, as trade credit is more typical for enterprises in the
manufacturing and trade sectors using customer advances and supplier credit.

More educated entrepreneurs, as expected, use less formal loans  than less educated
entrepreneurs.  This implies that while more educated entrepreneurs have more information, they seem
to be more risk averse, choosing to use safer sources of finance than formal loans.  Older
entrepreneurs, also, seem to be rather risk averse in terms of their use of informal loans compared to
younger entrepreneurs.  Older entrepreneurs, however, use less retained earnings than younger
entrepreneurs.

Lastly, the use of formal deposit services has a positive effect on the use of formal loans.
This is not surprising given that most entrepreneurs who do not have reservations dealing with
commercial banks to meet their deposit demands probably use these banks for their credit
services as well.  Moreover, the use of bank deposit services has a positive effect on the use of
retained earning.  This relation implies that entrepreneurs who use more retained earnings in
financing their business operations hold deposit accounts.  Interestingly, the use of retained
earnings is negatively associated with the interest rate on trade loans, implying that at higher
interest rates on trade credit entrepreneurs use more retained earnings.  The use of trade loans, as
well as informal loans, are positively associated with the interest rates on trade loans, while the
use of formal loans is positively associated with the interest rate on formal loans.  These results
 can be explained by the fact that the equations represent a market outcome and do not allow for
separation between the demand and supply for the financial sources.  Thus, the positive
association between the financial liabilities and their respective interest rates implies a
combination of demand and supply behavior and the resulting use by entrepreneurs of these
financial channels.

                                                                                                                                                              
unpredictable action, i.e. repayment performance.  For further details see the literature addressing asymmetric
information, e.g., Stiglitz and Weiss (1981) and Gale (1990, 1991) among others.
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Results of the second-stage estimation, presented in table 30, are similar with respect to
most of the factors discussed among the long-term relationships, reflected in the first-stage
estimation, in addition to some new implications.  Among the additional implications of the
second stage estimation are the findings that enterprises which have a larger value of physical
assets and those that have been in operation for a longer period of time use more retained
earnings than their counterparts.  The age of the business, also implies that enterprises that have
been in operation longer use less informal loans.  Moreover, older entrepreneurs use less trade
loans implying a risk averse behavior.  Lastly, and importantly, the use of trade loans has a
negative effect on the use of retained earnings.  This implies that entrepreneurs who use less trade
loans are using more retained earnings, which is a safer source of finance, in order with the
pecking order theory of finance.  In addition, the use of formal loans has a negative effect on the
use of informal loans.  This result implies a substitution effect between formal and informal
loans, where entrepreneurs using informal loans use less formal loans and vise-versa.  This inverse
relationship is also in agreement with the pecking order theory as it implies these two financial
liabilities are substitutes rather than complements.

C. Lessons and Implications

The results of the capital structure model provide several lessons and insights about the
importance of the various financial services entrepreneurs draw upon in financing their operations.
First, retained earnings are used more by profitable small and medium scale enterprises, those in the
manufacturing and service sectors, younger entrepreneurs, and those who hold accounts with banks.
Second, profitability, medium scale enterprises, and those enterprises operating in the service sector
have a negative effect on trade loans.  Third, informal loans are larger for enterprises with small value
of physical assets, those in the service and trade sectors, and younger entrepreneurs.  Fourth, increases
in formal loans are associated with increases in the value of physical assets of the enterprise, a
decrease in the age of the enterprise, less educated entrepreneurs,  and those who hold accounts with
banks.  And finally, fifth, the effect of using trade loans is to decrease the use of retained earnings and
the effect of using formal debt financing and informal loans indicates a substitutional rather than
complementary relation between these sources.

2. Determinants of Enterprise Growth

The literature on the role of the entrepreneur in the dynamic theories of firm growth, reveal
how incomplete research is on the relationship between growth and the capital structure and asset
portfolio choice of the enterprise.  Our lack of understanding of this relationship has led to many
efforts to assist SMEs in low income countries with fruitless results.  Empirical studies in developing
countries point to the abundance of small scale enterprises as a source of income47.  Anderson (1982)
states in his discussion of entrepreneurship and small scale industries in low income countries that
although there is a tremendous entrepreneurial response in regions of rapid market growth, the
entrepreneurial variable cannot be regarded as an abundant or slack variable and, thus, requires
adequate attention by those involved in the development process.
                                                

47 A study of the dynamics of small scale industry in Africa reports that the majority of the African firms are small
scale enterprises, located in rural areas and producing simple consumer goods (Liedholm, 1990).
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Theories of firm dynamics, which are quite sparse and still at an early stage, have in
 different ways employed entrepreneurial skill as a principal part of their analyses. Among the
entrepreneurial models, Jovanovic (1982) assumes that individuals have different managerial
abilities which they are not sure of when they enter an industry, yet as they learn entrepreneurs
change their operations over time.  This model postulates that the growth rates and failure rates
of the firm are inversely related to the age and initial size of the firm.  A more recent study
examining firm size and optimal growth rates follows a different approach in which, due to
dissolution costs, growth rates of small and large firms follow different trends48 (Segal and
Spivak, 1989).  This model considers that the choice of allocating profits between dividends and
retained earnings is inclined towards the latter, which if reinvested in the firm enhances future
growth and, thus, yields an endogenous growth rate.  The results indicate that the growth rate of
small firms tends to be higher and more variable than that of larger firms which grow at a fixed
rate as advanced by Gibrat's Law.  Segal and Spivak's work throws some light on the rate of
growth of the firm considering the dissolution costs and the reinvestment of profits.  The model,
however, does not allow for external financing through any form of debt or equity.

The evolution and dynamics of small scale industries in developing countries have been
explored by Michigan State University mostly with reference to changes in employment rates
(Liedholm and Mead, 1990; Liedholm and Mead, 1987; Liedholm and Parker, 1989).  In examining
the factors that influence the growth of a small firm, Liedholm and Mead (1990) draw attention to the
size and age of the firm, and agree with the inverse relationship between growth and age of the firm as
well as between growth and size of the firm49, consistent with Jovanovic’s model and contrary to
Gibrat's law50.  Liedholm and Mead in their review of the state-of the-art of firm growth theories state:
"Unfortunately, neither the Jovanovic nor the other evolutionary models indicate what the key
determinants of this managerial ability might be or how it might be augmented." (Liedholm and Mead,
1990; p. 12).

Contemporary research has neither indicated clearly what the key determinants of managerial
or entrepreneurial ability are, nor has it indicated what the key relationships might be between the
operations and growth of SMEs and their capital structure and asset portfolio choice.  The two issues
are related in the sense that managerial ability might be one of those key determinants influencing the
entrepreneur's choice of certain sources of financing and investment; however, there are more factors
affecting this choice, as discussed in the previous section.  The preceding studies constitute a body of
literature which tackles an important dimension of the forces that bring about change and growth in
small scale industries; however, these studies raise questions regarding SMEs financial strategies and
operations.

                                                
48 Dissolution costs include largely the loss of intangibles of the firm such as reputation and organization and a
subset of bankruptcy costs (Segal and Spivak, 1989).

49 This view is in agreement with the Jovanovic theoretical model (1982). Empirical findings supporting these
hypotheses are found in Evans (1987a, b).

50 Gibrat's Law states that firm growth is independent of firm size; that is, the firm grows at a fixed rate (Gibrat,
1931).
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A. The Empirical Model

The empirical model describing the growth rate of the enterprise (GRATE) takes into
account, first, capital structure of the enterprise by considering the set of variables: retained
 earnings (RE), trade finance from suppliers and customers (TL), non-commercial informal loans
(IL) from fellow entrepreneurs, friends and relatives, and formal loans (FL) from commercial
banks and other non-bank institutions such as microenterprise programs.  Second, the set of
variables describing characteristics of the enterprise and entrepreneurs include: characteristics of
the enterprise (YK), including value of physical capital (K), the profitability of the firm (P/T), where
(T) is the total cost of inputs (T) and (P) is the price of output (P), size of the enterprise (Size: Micro,
Small, and Medium), sector of operation (Sector: MNF, SRV, TRD), the age of the  firm (YRS),
interest rates associated with the financial liabilities (ij), where (j= TL, FL), the use of bank deposit
accounts (ACCT) and a set of entrepreneurial or managerial abilities (A), which included proxy
variables, such as the education level (EDUC) and age (AGE) of the entrepreneur.  The variables in
the model are specified in table 31.

The objective of this model is to examine the determinants of the growth rate of the enterprise
using the following equation (5):

 (5) 
(GRATE)= + (i )+ (i )+ (TL)+ (FL)

+ (IL)+ (C)+ (Y )
50 51 TL 52 FL 53 54

56 57 57 K

β β β β β

β β β

The entrepreneurs’ choices of financing, both internal and external, provide a wide array of
possible capital structures.  The model allows us to take the capital structure of the firm into account
when examining the determinants of firm growth.  This model attempts to add to the empirical
research on the relationship between financial contracts and the operations and evolution of micro,
small, and medium scale enterprises by considering the characteristics of the enterprise and
entrepreneurs as well as their capital structure choice.  It is expected, as postulated by previous
theoretical and empirical work, that age and size of the enterprise are inversely related to firm growth.
Profitability of the firm, the use of retained earnings, and the use of other safe sources of finance,
however, is expected to have a positive effect on firm growth.

Given that some enterprises have experienced some growth while others have not, presents
some zero and non-zero amounts for the (GRATE) variable on the left hand side (LHS) of the
equation in the model.  The standard tobit model is, therefore, the appropriate estimation technique to
generate the results (Table 32)51.

                                                
51 The model is estimated using the log functional form.  Again,  having a set of variables derived from the
marginal productivity of physical capital among the explanatory variables suggests that the log form may describe
the true functional form better than the  linear form.
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B. Results and Discussion

Among the significant relationships, profitability of the enterprise has a positive effect on
the growth rate of the firm.  This implies, as expected, that more profitable enterprises experience
more growth.  Firms that have been in business longer have a lower annual growth rate compared
to enterprises which have been in operation shorter periods of time.  This relationship is
consistent with the Jovanovic theoretical model and Liedholm and Mead empirical work, which
supports the inverse relationship between growth rate and age of the enterprise.  Larger
enterprises, i.e. those in the small and medium scale categories, however, experience higher
growth rates than microenterprises.  This relationship is in line with the view that microenterprises
experience less growth because they are primarily income generating businesses and do not have much
growth potential.  Our sample does not include large scale enterprises, but  if we were to make any
inferences, we could speculate that our results are also in line with the Jovanovic model as they imply
that small and medium scale enterprises grow more rapidly than larger enterprises.  In addition, results
of the model imply that manufacturing enterprises grow more than enterprises in other sectors.

Age of the entrepreneur has a positive effect on the growth rate of the enterprise implying
that older entrepreneurs experience higher growth.  Lastly, with the respect to the use of the
alternative financial assets and liabilities, the use of retained earnings has a negative effect on the
growth rate of the enterprise, while the use of trade loans has a positive effect on the growth rate
of the enterprise.  These relations imply that use of internal sources of financing, holding all else
constant, and being rather risk averse is inversely related to the growth rate of the enterprise,
while drawing on safe external sources of finance, such as trade credit, supports a higher annual
growth rate of the firm.  Importantly, the use of formal sources of finance, such as bank and
microfinance program loans, does not have an effect on the growth rate of the enterprise.

C. Lessons and Implications

Results of the growth rate model indicate that, first, more profitable enterprises grow
more than less profitable ones.  Second, older enterprises have a lower annual growth rate than
younger enterprises.  Third, enterprises in the manufacturing sector have higher growth rates than
those in the service and trade sectors.  Fourth, small and medium scale enterprises have higher growth
rates than microenterprises.  Fifth, older entrepreneurs operate enterprises that have higher
growth rates than younger entrepreneurs.  And lastly, sixth, the use of retained earnings
has a negative effect on the growth rate of the enterprise, while the use of trade loans and bank
deposits have a positive effect on the growth rate of the enterprise.
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Chapter Four

Conclusions and Recommendations

The supply leading approach to the development of financial markets to serve micro and small
scale enterprises, largely prevalent in the 1970s and early 1980s, has left researchers wary of the
consequences of targeted credit and special microenterprise programs52.  Fungibility of credit presents
a critical issue in the study of the impact of loan services provided by enterprise development
programs to SMEs53.  The demand approach to the development of financial markets, which has
developed since the late 1980s, has placed emphasis on the development of viable and sustainable
microfinance institutions to serve the poor in general and micro and small scale enterprises in
particular. The investigation of the nature of SME’s demand for alternative financial services, on the
one hand, yields important insights into the operations and growth of SMEs.  The investigation of the
nature of the supply of financial services to the SME sector, on the other hand, yields significant
insights into the nature of the financial markets.  Based on an understanding of supply and demand,
appropriate intervention schemes and adequate policy reforms can be proposed to assist in the
development of financial markets and SMEs.

I. Supply of Financial Services to the SME Sector

1. Commercial Banks

A. Despite the overwhelming prevalence (over 98%) of micro, small and medium enterprises in
the Egyptian economy, commercial banks are lending relatively small percentages of their loans
to these enterprises.  Very rough estimates of the volumes of such lending by the sample group
of banks indicates the following:

                                                
52 The ?supply leading approach? to the development of financial markets is based on the perception that the
provision of cheap targeted credit to disadvantaged sectors of the economy, such as small farmers, micro and small
entrepreneurs and women, would result in growth and expansion of the economic activities operated by these
economic agents.

53 See Adams and Von Pischke (1991) and  Von Pischke and Adams (1983) for detailed views on the difficulty of
assessing the impact of agricultural loans because of fungibility.

 % of Bank Loan Portfolios
 Medium 3 - 4 %
 Small 1 - 2 %
 Micro 0 - 1%
SME Aggregate 5 - 6%
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The total SME lending by the whole banking sector is estimated to be between 5-6%.

B. The reasons cited by commercial bankers for the relatively low level of SME lending are
as follows:

• SME lending represents higher than average risk and lower than average returns for most
bankers;

• SME loans are administratively more expensive than larger loans, particularly costs related
to marketing and follow-up;

• Banks need a large branch network to reach SME customers effectively.  Most of the
banks in the country do not have such networks, particularly the private banks other than
NBD;

• SME entrepreneurs are frequently incapable of preparing the information which would
make them bankable.  They often do not maintain the accounting records necessary to
produce the financial reports on which bankers would base a cash flow analyses, and they
often do not have the managerial skills and experience to develop other data necessary to
support cash flow analyses (e.g. market studies);

• Small businesses often do not have the collateral normally required by banks.  Their
businesses may be too small or too young to have accumulated substantial collateral, or
even if they have it, they have not taken the formal steps to register it, as is necessary in the
case of real estate, or they are not inclined to risk losing these assets by pledging them to a
bank;

• Excessive collateral requirements deter small borrowers even when they are inclined to
pledge collateral.  The cost of registering collateral is also high (e.g., 5% for mortgages);

• A socialist mentality among many bankers as evidenced by the often cited solution to
making more credit available to SMEs - “the government needs to  fund such programs at
below market interest rates to enable the banks to provide low cost credit to the poor.”

C. Almost all microenterprise lending by commercial banks is politically motivated, with the
primary impetus for it coming from the SFD initiative of government.  With the exception of
the National Bank for Development, banks eschew microenterprise lending for the reasons
cited above.  In addition, commercial bankers in Egypt, as in most of the rest of the world,
have very little understanding of the dynamics of micro lending and how to make it work. 
None of the sample banks, with the exception of the NBD, had the policies, procedures,
personnel, systems, training and philosophy in place to be successful in microenterprise
lending.  This is consistent with experience elsewhere in the world.

D. Current government policy toward micro and small business lending, implemented primarily
through SFD, is counter productive because:

Subsidized credit does not resolve the problem of financial institutions? lack of
active provision of financial services to the targeted exporters.  This is due to the fact that subsidized
credit does not enhance the capacity of the involved institutions in developing the borrower-lender
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relationship, or adopting the appropriate financial technologies, and management information systems,
among others, that would allow these institutions to serve this clientele after the special lines of credit
are consumed.

• Subsidized credit does not provide an appropriate incentive structure for borrowers and
lenders, thus intensifying adverse selection and moral hazard problems and resulting in
large default rates.  As with many targeted government credit programs in other parts
of the world, government subsidized loans are viewed by many as a giveaway program
in which lenders do not have to be repaid.

• Fungibility issues are a major intricacy in the face of targeted credit.  Subsidized credit
favoring microentrepreneurs is likely to be used for a number of productive and
consumption purposes other than those targeted by the program.

• The below market interest rates passed on to SME borrowers discourage participation
of commercial banks.  Bankers say that they are losing money on these loans, primarily
because of the high loan loss rates and higher than normal expenses related to this type
of lending.  But for the political force exerted, and some residual socialist thinking
among bank managers, they would not do this type of business.

• In addition, the poor SFD loan recovery rates appear to have given SME lending a bad
name among commercial bankers inhibiting the credibility among them of well run
microfinance programs.

• The focus on recent graduates’ start-up businesses greatly increases the risk of default
and the cost of SFD lending by the banks.

• The high loan loss experience associated with the SFD business reinforces the negative
attitudes (high risk, low or no return) of bankers toward SME finance.

E. Informal government pressure on government banks to lend to small business at lower than
market interest rates discourages private banks from entering this segment.  Since this type of
business is more expensive to conduct, the pricing ought to be higher to reflect the greater
cost.  The fact that this is not the case discourages private bank lenders.

F. The banking system is not sufficiently competitive because the majority of financial resources
of the nation are controlled by five large government-owned banks.  This concentration of
power reduces competition.  This in turn limits the use of more modern technology,
particularly computerized internal reporting systems in branches outside of Cairo, and limits
the range and use of certain financial products and services (e.g. factoring, forfaiting and
bankers acceptances).

G. Collateral policies varied considerably among the sample banks with requirements ranging
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from 110% to 200% of loan value.  Collateral included real estate, inventories, accounts
receivable, marketable securities, cash, equipment, contract and lease assignments, and bank
and personal guarantees.  All sample banks make uncollateralized loans.  While some banks
didn’t think their collateral policies were more or less harsh with regard to smaller borrowers,
most banks indicated that the smaller the borrower, the more difficult it is for them to provide
necessary collateral either because they don’t have it or registering it is too expensive.

H. All banks indicated that the court system was slow, cumbersome, inefficient and corrupt. 
These responses, and responses cited in other studies, indicate that commercial court system
upgrading and legal reforms with regard to collateral would have a positive effect in banks’
propensity to lend.  Improvements in the accuracy, ease and cost of perfecting or registering
collateral, in the allowable collateral types, in the range of collateral specificity, and in the
enforceability of lender’s rights to foreclose in the event of default.

2. Special Financial Institution Models

A. The NGO Model

The NGO model, as exemplified by the ABA’s SMEP, appears to be a viable model in Egypt. 
An expansion of the number of institutions employing the model would be beneficial to the availability
of credit to SMEs.  In addition, encouraging a cautious move up-market by the stronger of these
institutions may be warranted to reach more small and medium scale enterprises.  There is some
concern whether the model can be scaled up-market using the current, uncollateralized lending
approach, but there is reason to believe that the additional portfolio and individual borrower risks
expected with larger client size can be contained with a controlled approach to expansion and with
appropriate modifications to the operating systems based on experience.  Institutions experienced in
the application of best practice lending guidelines should be prudent lenders at any level in the SME
market.

Given the fairly widespread application of this model in Egypt, and the operational maturity of
international best practices in  microfinance, there may be merit to encouraging the development of a
small business finance industry around this model.  Formalizing the model as an industry through
innovative, flexible legislation would enable practitioners like ABA to access funding from commercial
sources.  However, two of the larger banks interviewed indicated that although the ABA financial
track record was excellent, they could not do any significant amounts of uncollateralized lending to
ABA-like foundations because of their legal status.

The legal status of organizations like the ABA make them difficult to take to court, and banks
are reluctant to provide credit which is not cash collateralized.   A modification of NGO’s legal status
toward something more closely approximating a joint stock company would enable the banks to lend
to these entities if their financial performances otherwise warranted it.  The resultant leveraging of
credit resources available from commercial banks could make significantly larger pools of funds
available to micro, small and medium enterprises through ABA-like entities across Egypt.  Key to this
are self-sustaining operations following “best practices” in microfinance, that is operations based on
sound credit assessment, loan follow-up and operating controls.  Commercial banks providing
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financing for these associations on the strength of their balance sheets and their operating
performances should be forthcoming with the improved legal status of the NGOs.

ABA has clearly demonstrated that microfinancial institutions can be financially viable
once start-up costs and initial loan funds are provided, usually by donor agencies.  In ABA’s case
operating viability appears to be based on “best practices” in microfinance.  Its performance and
that of several other similar institutions indicate that it may be possible to establish an “industry”
of such entities, operating under special rules, which could draw funding from banks and other
commercial sources.

B. The Bank Microfinance Unit Model

Special programs for micro and small enterprise lending within banks also appear to be viable. 
NBD has expanded its micro lending program rapidly and achieved profitability in a reasonably short
period.  This has been achieved through efficient operations, controlled loan losses, close performance
monitoring ratio and a high effective interest rate.  The program is reaching a significant number of
borrowers, and has been successful enough to warrant a decision to implement it throughout the
bank’s branch network. 

The SECF is a microfinance program, and again, there is some question whether its practices
can be scaled upward for application to small and medium sized business on an uncollateralized basis. 
However, since NBD as a whole operates profitably, with an overall return on equity well in excess of
that earned by its microfinance program, one might argue that NBD has demonstrated that it can
deliver services profitably to all sizes of enterprises.  As such, NBD appears to represent a model for
the extension of credit to micro, small and medium scale businesses.

C. The Credit Guarantee Model

The credit guarantee model, as exemplified by the Credit Guarantee Corporation, also
offers certain benefits.  CGC is the only private company in Egypt issuing guarantees to banks
for SME lending and has been responsible for increasing bank credit to the sector.  CGC has
diversified by guaranteeing the loans of medical practitioners to establish, upgrade or expand
private practices and clinics.  With total guarantees outstanding of LE191 million, its has
leveraged its LE94 million collateral fund two times.  Claims against its guarantees have been a
fraction of 1%, which is very low by international standards. 

On the other hand, concentration of business with a limited number of customers opens
CGC to significant risk, and indicates that CGC has not been successful in its marketing activities,
or that unresponsive operating habits may be limiting its business or that only limited demand
exists for its guarantees.   CGC appears to be taking steps to deal with its operating problems,
but the addition of new responsibilities at the request of USAID will make achieving this task
more challenging.

CGC’s core business, guarantees, appears to be nowhere close to covering the cost of
CGC’s operations.  The bulk of the operations are financed by income from a soft loan from the
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government and a grant from USAID.  While this does not appear to be unusual around the world,
it does call into question the long term financial viability of the CGC approach unless it is able
to expand its guarantee activities to a much broader market.  Expansion into new lines of business,
particularly export credit guarantees, should be considered risky.  A government run guarantee
 program, modeled on the U.S. SBA, does not appear to be a cost effective alternative.

D. The Government Subsidized Interest Model.

SFD appears to be a well-intentioned government program targeting unemployed graduates,
but its activities distort credit markets with subsidized interest rates and sub-standard repayment
rates.  SFD should not be expected to become a viable model for achieving a self-sustaining
expansion of credit to microenterprises without a considerable shift in emphasis towards enhancing
the financial incentives to, and the institutional capacity of, banks and non-bank financial institutions
with regard to SME lending. 

E. The Leasing Model

Egypt’s nascent leasing industry probably offers one of the most important models for
expansion of SME financing in the future. With flexible instruments which can supply nearly 100% of
equipment financing requirements and can match payments to specific cash flows, leasing offers a
potentially significant alternative source of SME financing in Egypt, where small entrepreneurs have
limited access to term borrowing.

II. Demand for Financial Services in the SME Sector

The analysis of SME demand for financial services entailed examining the enterprise sector in
the urban and peri-urban regions of Egypt.  The main focus of our analysis was to examine the
alternative financial services that entrepreneurs draw upon to finance their enterprises.  In addition to
the services offered by formal financial institutions, i.e. bank and non-bank intermediaries,
entrepreneurs draw upon a complex set of informal contracts with various economic agents.  These
contracts are used for both savings and loan purposes.  The demand study includes analyses of the
entrepreneurs' choice of the sources of funding new investments and operations of the firm and
examines the determinants of the capital structure of micro, small and medium scale enterprises, and
the determinants of enterprise growth.

A survey of 173 micro, small, and medium scale manufacturing enterprises was carried out in
October of 1997.  The surveyed enterprises were selected in the urban areas of Greater Cairo and
Alexandria, and in the peri-urban region of Fayoum.  These areas were chosen because they represent
the only regions in the country in which one finds a large and diverse number of enterprises across
various sectors and size categories that could provide information about the issues in question.  The
enterprise survey focused primarily on some of the more dynamic sub-sectors in the manufacturing,
services, and trade sectors.  These are textile-garment manufacturing, furniture-wood processing, shoe
making, artisanal craft production, carpet weaving, tourism companies, hotels and restaurants, service
companies, and wholesale and retail traders.
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The majority of the enterprises in the sample were proprietorships operated by middle
aged male entrepreneurs.  The predominance of formal enterprises in the sample, among all
micro, small, and medium scale enterprises, was rather surprising and contrary to the perception
that these enterprises are largely informal.  It is important to note that while small and medium
scale enterprises recorded fairly significant rates of growth over the life of the enterprise,
microenterprises have been stagnant.  This finding supports the view that microenterprises are
income generating models rather than growth models.

Sources of finance for current operations included both informal and formal channels.
The alternative sources of financing the current operations of the business seemed to vary by size
of the enterprise and sector of operation.  First, the primary source of financing used by most
entrepreneurs in the sample was retained earnings.   Second, trade credit in the form of supplier
credit and customer advances was significantly used by over half of the micro, small and medium
scale enterprises.  Third, informal and formal loans were substitutes depending on the size of the
entrepreneur’s business.  A smaller share of microentrepreneurs used formal loans than those using
informal loans, while a smaller share of small and medium scale enterprises used informal loans than
those using formal loans.  Over half of the small and medium scale enterprises had an effective demand
for bank financing over the past year.  It is important to note, moreover, that the average amounts
used by the entrepreneurs, across the three size categories and sectors of operation, reflects
significantly higher values of formal loans compared to informal loans.  Loan quantity rationing was
found not to be the problem or bottle neck, contradictory to popular belief of discrimination against
small businesses.  The observation of entrepreneurs often self-selecting themselves out of the formal
credit markets was reported to be based on their fear of inability of repayment, availability of other
sources, religious beliefs, or regarding market interest rates as being too high.

The sources of finance may be characterized in a ranking order starting with the most to the
least frequently utilized.  First is retained earnings as the overwhelming source; second are customer
advances and supplier credit; third comes informal loans from family and friends or formal loans from
commercial banks, depending on the size of the business.

Entrepreneurs in the sample were found to participate in different savings channels.  Formal
channels consisted of accounts in commercial banks.  The informal channels were represented by
“gam’iyat” or RoSCAs and informal collectors.  Among the most common savings channels were
commercial banks. On the one hand, the majority of the entrepreneurs operating small and medium
scale enterprises held at least one account with one of the commercial banks in the country.  On the
other hand, only one third of the microentrepreneurs held an account with one of the commercial
banks. “Gam’iyat” or RoSCAs were the second most widely used saving channel among the
entrepreneurs in the sample.  Again size of the enterprise presented significant differences.  Over a
third of the microentrepreneurs participated in these groups while about one fourth of the small scale
entrepreneurs did, and only a few medium scale entrepreneurs were members of these groups. Finally,
very few entrepreneurs reported saving money with informal collectors.  The few who did reported
that they held some funds with a family member.  This is probably due to the sample of the enterprises
being largely concentrated in urban and peri-urban areas.  This phenomenon is practiced more in rural
areas.
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Entrepreneurs, in addition, were asked to list the three most significant problems facing
them in their operations.  The most significant problem reported by microentrepreneurs was weak
demand, followed by domestic competition, raw materials and marketing.  Second, entrepreneurs
operating small scale enterprises reported that taxes were their most significant problem,
followed by marketing, weak demand, and labor problems.  Third, entrepreneurs operating
medium scale enterprises reported that labor problems ranked as their most significant problem,
followed by marketing, taxes, and weak demand.  Interestingly, finance was not presented to be
the most serious constraint except  by a few entrepreneurs in each size category.  When asked to
rank the severity of a number of binding constraints, however, tax laws, costly bank financing,
inflation, producing quality products for foreign markets, government procedures, competition,
and weak demand, were suggested by entrepreneurs across the three size categories.  The view
that bank financing is costly was not surprising, and is the typical rhetorical response of
entrepreneurs in many environments.  Size of the enterprise, however, seemed to influence the
effective demand for bank financing.  While many small and medium scale entrepreneurs have
an effective demand for bank financing, at current market rates, the majority of the
microentrepreneurs have a very limited demand for bank financing.

The differences found across size categories and sectors of operation and the sources of
finance used by enterprises in Egypt were further tested in an empirical model examining the
determinants of the entrepreneurs’ choice of the alternative financial services.  The analysis found that
profitable enterprises rely more on the use of retained earnings and less on trade loans.  Enterprises
with larger value of physical assets use more formal loans in line with the asymmetric information
theory, and less informal loans.  In addition, enterprises that have been in operation a longer period of
time use less formal loans and more trade loans.  Manufacturing and service enterprises use more
retained earnings than trade enterprises. Service enterprises, however, use less trade loans than
manufacturing and trade enterprises. With respect to the size of the enterprise, small and medium scale
enterprises use more retained earnings than microenterprises.  Interestingly, size of the enterprise did
not have an effect on the entrepreneurs’ use of formal loans.  Characteristics of the entrepreneurs
implied that older entrepreneurs use less retained earnings and informal loans, and the more educated
entrepreneurs use less formal loans, than their counterparts.  Lastly, the use of trade loans has a
negative effect on the use of retained earnings, and the use of formal loans has a negative effect on the
use of informal loans.

In addition, the determinants of the growth rate of the firm, including the use of the alternative
financial sources and the characteristics of the enterprise and entrepreneur, were analyzed.  The results
indicate that, on the one hand, more profitable enterprises, those in the manufacturing sector, small
and medium enterprises and those operated by older entrepreneurs/managers experience higher growth
rates than their counterparts.  Older enterprises, on the other hand, grow at slower rates than younger
enterprises.  Moreover, the use of retained earnings has a negative effect on the growth rate of the
enterprise, while the use of trade loans and bank saving accounts have a positive effect on the growth
rate of the enterprise.  These findings suggest that efforts aiming at providing services to enterprises in
their early stages of their life cycle are appropriate54. These efforts, however, should not ignore the
                                                

54 This, however, should not be confused with efforts trying to assist  recent graduates with no business experience
by furnishing them with business plans and subsidized loans for business start-ups.
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other factors which influence firm growth, such as profitability of the business and size of the
enterprise.  Our results also support the view that small and medium scale enterprises have a larger
potential for growth than microenterprises which seem to have limited potential for growth in
comparison.

III. Supply of and Demand for Financial Services in the SME Sector

Findings of the study provide valuable insights into the supply of and demand for
financial services in the SME sector in Egypt.  While commercial banks indicated that SME
lending represents a very small share of their overall portfolio, analyses of the entrepreneurs’
demand for formal financial services indicated that over half of the small and medium scale
enterprises draw on loans from banks.  The disparity is largely a result of the bankers’ perception
that SME lending is typically microlending.  The small and medium enterprises’ demand for
formal financial services is clearly different from that of microenterprises.  Small and medium
entrepreneurs were found to draw on significant amounts of formal loans, much higher than those
typically reported by bankers when asked about the amounts borrowed by small and medium size
businesses.  Small and medium scale enterprises did not seem to face a binding constraint with
respect to accessing bank financing.  As expected, commercial banks did not engage
in microlending, except through special programs and lines of credit.

NGOs and special programs, such as the SFD, provide the bulk of microlending largely to
microenterprises and some small scale businesses.  Enhancing the growth of such programs, based on
“best practices” in microlending will undoubtly increase the outreach and sustainability of these
institutions and contribute to more credit flowing to the SME sector.  These efforts, however, will
only reach a small share of the vast microenterprise sector.  Microentrepreneurs rely to a large extent
on non-bank sources of financing, such as retained earnings, informal loans, and trade credit.  A large
number of small and medium scale enterprises draw upon these non-bank sources of financing as well.
The extent to which bank financing is utilized by small and medium scale enterprises, however, is
much more significant than the extent to which microenterprises draw upon bank or special program
financing.  Self-selection out of the formal financial markets by microentrepreneurs explains part of
this phenomenon, contrary to the common belief of rejection of SMEs by formal institutions in
general.

IV. Recommendations

Despite numerous projects and policies initiated to assist micro, small and medium scale
enterprises in low income countries, little is known about the impact of these efforts on enterprise
operations and evolution in these countries.  The persistent question, that is often debated, is to
what extent do financial services and credit programs assist the operations and evolution of SMEs? 
The supply leading approach to the development of financial markets to serve micro and small scale
enterprises has recorded many more failures than successes.  Intervention programs focusing on
distributing cheap loans are as short lived as the life of the operation that is required to allocate the
funds.  NGO financial institutions that do not also engage in deposit-saving mobilization incur greater
moral hazard because there is limited constituency in the institutions concerned with responsible loan
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evaluation practices and effective recovery problems.  Successful microfinance programs, whether
deposit taking or not, have to adopt appropriate organizational designs, financial technologies,
management information systems, and incentive structures for their employees, among others, to
achieve viability and sustainability.  Furthermore, savings, whether informal or formal, are an
important component of  the entrepreneurs' portfolios.  Programs that plan to channel financial
services to entrepreneurs should attempt to  mobilize their funds.  However, mobilizing deposits
should be subject to regulation and these institutions should be monitored by the regulatory authorities
in order to ensure the safety of depositors.  Perhaps some programs could choose to work with
commercial banks to reach more entrepreneur savers and borrowers.

Commercial banks, also, have a role in the provision of services to the SME sector. There
needs to be a strong incentive for any banking institution, however, to agree to work with an
enterprise development program.  Given that the financial markets in Egypt are not competitive
enough, no commercial bank is forced to look for new customers at the time that it is enjoying a large
share of the market.  Hence, there is more incentive for the government to induce competition in
financial markets by implementing policies that would increase the number of the financial institutions
that would reach different classes of customers and leave the existing banks no room for exercising
monopoly power.  It is vital for the government, therefore, to adopt financial liberalization policies
that enhance bank privatization which will lead to increased competition in the domestic markets
across different sectors of the economy.  The following sections outline proposed recommendations
pertinent to each segment of the economy.

1. With Respect to Banking

Improving the overall performance of the financial sector would benefit all enterprises,
 including micro, small, and medium businesses.  Overall performance could be improved by adopting
 the following:

A. Reverse the current Central Bank position against approving the entry of additional
foreign banks.  The window allowing entry by purchasing the public shareholdings in
joint venture banks is positive, but insufficient.  Many foreign banks will only enter the
market if they can own 100 percent of the operating entity.  In other markets, such as
the rapidly advancing markets in Asia, free market entry has resulted in more modern
banking practices, increased competition leading to cheaper and more readily available
credit, and stronger financial institutions.  Egypt is not over-banked.

B. Eliminate government and donor influence on the banking industry calling for lower
interest rates for SME lending in general, and SFD loans in particular.

C. Continue and accelerate privatization of the banking system to increase the level of
competition and the services provided to the SME sector. 

D. Privatization of banks should be complemented by efforts to encourage competition. 
These may include requirements to reduce the size and dominance of some institutions
or more access to new entrants.
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E. Reduce the cost of funds to financial institutions by lowering reserve requirements to
prudentially required levels.  Coupled with an enhanced competitive banking
environment and increased banking efficiency, this would result in lower current market
interest rates.  Potential money supply expansion could be controlled by open market
operations of the central bank.

F. Continue with the government/IMF program to require full disclosure in bank
 financial reporting via detailed audited annual reports and semiannual reports

according to international standards.  In the free and private banking market
 envisioned in Egypt’s future, better information will generally draw more

resources to the better performing banks, and this will ultimately improve the
overall efficiency of the banking system at all levels.

G. Improve supervision and regulation of banks to encourage prudent competitive
performance through loan classification, provisioning for losses, and capital adequacy
requirements. Banks that seek out and service good borrowers will be allowed to
expand faster than banks with non-performing loans.

H. Increase the frequency and variety of training courses related to SME finance through
the Bankers’ Association and the Bank Training Institute at the American University of
Cairo.  Courses should be added which not only enhance the understanding of the
special situation of SMEs, but also focus particularly on the additional hurdles they face
and the risks involved.

2. With Respect to the Legal System

An efficient legal system in which commercial disputes can be settled quickly will be of positive
benefit to smaller borrowers because it will reduce the overall cost of conducting business at this level.

A. Continue and accelerate the process of court reform, particularly the creation of special
commercial courts.

B. Egyptian legislation relating to collateral should be modified as follows55:

• Non-possessory pledges of moveable collateral should be made possible;

• A central computerized registry of liens should be created.  This would enable
lenders to identify assets which are subject to prior claims, and would protect
the secured creditor against third parties claims by prioritizing the order of
claim.

• Lenders should be allowed to seize and sell collateral without court approval
unless the borrowers or other creditors legally contest the seizure;

• Fees for registering collateral should be reduced to a reasonable flat charge.

                                                
55 Based in part on reforms suggested in ?Report on Collateral-based Credit in Egypt?, IRIS, 1997
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• Secured creditors should rank ahead of all other claims in the event of debtor
insolvency;

• All creditors, not just banks authorized by the CBE, should be allowed to single
out specific assets for collateralization.

The above reforms could be accomplished by an amendment to the civil code.

C. Enact new legislation for NGOs as outlined in the subsection below entitled “NGO
model Reforms.”

3. With Respect to Special Programs

The following recommendations are geared to encourage “organic,” rather than “directed,”
stimulation of credit supply to the smaller borrowers.  The application of market pricing, innovative
services and technologies, efficient operations, and prudent banking practices, generally known as
“best practices” in the microfinance industry internationally, can lead to the development of an new
segment of the financial industry, populated by both banks and non-bank financial institutions, which
compete to provide services to small businesses for financial reasons.

A. SFD Program Reforms

Reform the SFD program to use its resources to stimulate a free market in the provision of
financial services to small businesses by providing financial, rather than political, reasons for banks and
other institutions to participate in this market.  Incentives could be in the form of subsidies of the cost
of inaugurating special small credit programs within these institutions rather than subsidized interest
rates for SME borrowers.  Incentives should be structured to encourage banks to participate at both
the retail and wholesale level, where in the latter case, other institutions, such as foundations, would
provide the retail service. 

B. NGO Model Reforms

The financial track record of ABA, that is, its widely diversified portfolio, its strict operational
policies and tight financial reporting, its low loan loss experience and its financially self-sustaining
operations, should merit lines of credit from formal financial similar to those extended to other
businesses.  However, to attract such wholesale funding from commercial banks, foundations such as
ABA must be allowed to obtain a legal status similar to that of a joint stock company while retaining
their non-profit advantages.  The drafting of new, modern legislation governing financial institutions
such as ABA is required and recommended.

The design of this new legislation should create a new category of financial institutions,
perhaps called SME Finance Companies, which would:

• Cater to micro, small and medium enterprises demand for financial services;

• Initially be non-deposit taking institutions. However, the new legislation and resulting Central
Bank of Egypt regulations should be drafted with enough flexibility to allow for these
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institutions to evolve and mobilize deposits once the CBE has additional staff trained to
supervise this new industry.  Prior to achieving deposit-taking status, these institutions could
provide savings services indirectly through the branches of their correspondent commercial
banks;

• Be subject to a special supervisory division of the Central Bank of Egypt;

• Be required by CBE regulation to operate according to the “best practices” guidelines for
microenterprise lending;

• Once they have become deposit taking, these institutions should have minimum capital
requirements set at some prudent level, perhaps LE25 million;

• Be rated annually by an independent, non-governmental group, on the basis of financial
performance and adherence to  the “best practices” guidelines for microenterprise lending;

• Be required to publish audited annual reports and unaudited semi-annual reports according
to a specific “full disclosure” format.

The new legislation should also specifically allow for the conversion of existing NGOs or
foundations to the new form of institution.  Accounting standards should be adjusted, if necessary,
to classify grants from government, donor agencies or others as part of the equity accounts
of the  new institutions.

Reforms to the SFD program suggested above should conform to this new legislation in
that SFD resources should be restricted to those organizations which conform to best practice
guidelines and achieve above average rating standards. 

C. Bank Microfinance Unit Model Reforms

Donors and the Government should encourage the establishment of special units within banks
to stimulate both wholesale and retail SME lending through the provision of subsidies to cover start-
up costs.  A program of incentives (e.g. tax relief partial subsidy to cover start-up costs) to create
SME lending units should also be considered.  Wholesale lending could be directed to non-bank
financial institutions following best practice guidelines, and again, the reforms to the SFD program
suggested above should support these new units with SFD resources only when they conform to these
guidelines.

D. Credit Guarantee Model Reforms

The donors and the government should encourage the expansion of the private sector Credit
Guarantee Corporation program rather than dilute its focus or compete with it.  CGC is a young
company still perfecting its credit guarantee operating system.  The low level of guarantees
outstanding in relation to CGC’s overall collateral funds, and the low level penetration among CGC’s
thirty-two client banks, suggest that CGC needs to market its loan guarantee products more
aggressively.  However, CGC is being encouraged by USAID to greatly expand its role to include
issuing new types of guarantees (exports and leasing) and administering USAID’s microfinance
program.  These diversifications will present significant organizational challenges to CGC. 
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Indeed, successfully integrating its new functions without jeopardizing existing business will
require careful planning and resource allocation, especially in the case of USAID’s microfinance
program which represents a significant departure from business as usual at CGC.  Successfully
absorbing its new role will require special attention on the part of senior management, careful
planning, and fresh training for existing and new management and staff, all of which will divert
management attention from its core loan guarantee business.  As with diversification in any
organization, caution is highly recommended.

It is further recommended that CGC be discouraged from entering into the export credit
guarantee business for two reasons.  First and foremost, this is a highly specialized line of work
more closely resembling the insurance industry than the credit guarantee business.  Second, and
as indicated in the accompanying study on trade finance reform, the Export Credit Guarantee
Company of Egypt (ECGE) has found limited demand for export credit guarantees because of the
low level of Egyptian exports.

The desire for an expanded loan guarantee program has reportedly led to high-level
government proposals for development of an Egyptian small business administration modeled on
the U.S. Small Business Administration (SBA).  The need and desirability of such a new Egyptian
government program is clearly in question given the serious questions about the efficacy of SBA
guarantees which have been raised in the United States and the high operating costs of government
run programs elsewhere in the world.56  Clearly, a private sector managed CGC which continues to
bring down its guarantee costs through expansion of its guarantee business offers the better alternative
for Egypt.

D. The Leasing Model

While the new legal and regulatory environment appears to be supportive of leasing, the
government will need to carefully monitor the performance of this emerging financing industry to
ensure that the potential growth is realized.  

4. General Recommendations

First, trade liberalization policies should be accelerated to provide increased opportunities to
the SME sector.  Trade liberalization has a positive impact on increasing the competition among
importers and traders.  Consequently, increased competition among wholesalers of raw materials
supplying many entrepreneurs operating micro, small, and medium scale enterprises presents incentives
for these suppliers to engage in offering trade loans as a marketing facility to encourage the sale of
their commodities.  On the other hand, trade liberalization encourages exports which opens new
channels for sale in new expanded markets.

Second, removing the laws prohibiting foreign-owned trading companies and providing
incentives to marketing and/or trading companies which would assist in marketing the finished
products for SMEs in both domestic and foreign markets should be pursued.  This task could involve

                                                
56 Graham Bannock and Partners Ltd, 1997, volume I, Page 58.
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organizing a larger scale of operation which would act as a middleman between local enterprises and
larger scale enterprises or foreign customers and assist in brokering information and transferring
customer advances to the enterprises which would serve as a source of financing for working capital.

Third, efforts should focus primarily on providing financial and non-financial services to
 small and medium scale enterprises with growth potential.  Findings of the study support that
small and medium scale enterprises are the growth engines of the economy rather than
microenterprises which are more typically income generation vehicles.  This does not imply that
initiatives focusing on providing financial and support services to microenterprises are not
 worthwhile, however it is important to recognize the limitations of the expected outcome of these
efforts.

Fourth, efforts should also focus on providing financial and non-financial services to young
enterprises with growth potential.  Young enterprises are typically those in their early stages of
growth, in contrast to start-up enterprises which have a high degree of failure.

Fifth, and finally, efforts should focus on relaxing the non-financial constraints that limit
enterprise growth.  Tax laws, labor laws, marketing, and government bureaucratic procedures and red
tape were all suggested by entrepreneurs to present significant problems limiting their operations and
growth.  Improved access to input and output markets, more efficient government procedures,
amended labor and tax laws that foster SME growth would provide a more conducive environment for
business development in general.
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Table 1. Characteristics of the Firms in the Enterprise Survey.

Micro Small Medium Total Sample

Sample Size (n=84) (n=64) (n=25) (n=173)

Sectors

Manufacturing 62% 56% 72% 62%

Services 14% 23% 16% 18%

Trade 24% 19% 12% 20%

Location

Cairo 51% 33% 28% 41%

6th of October 1% 6% 16% 5%

10th of Ramadan 1% 6% 16% 5%

Alexandria 25% 37% 32% 31%

Fayoum 21% 17% 8% 18%

Ownership Structure

 Proprietorship 71% 55% 24% 58%

 Partnership 18% 28% 60% 28%

Simple Commandite 1% 11% 12% 6%

Informal Partnership 1% 0% 0% 1%

Inheritance/ De-Facto 8% 3% 0% 5%

 Limited liability/ Joint Stock 0% 3% 4% 2%

Business Possesses

Registration 82% 95% 96% 89%

License 84% 98% 96% 91%

Tax Card 90% 98% 100% 95%

Social Security for All Employees 58% 70% 88% 67%

Social Security for Some Employees 21% 25% 12% 21%

Formalization of Businessa

Formal Business 54% 70% 88% 65%

Semi-Formal Business 14% 23% 8% 17%

Informal Business 32% 7% 4% 18%

Reason for not Formalizing the  Business:

Difficult Procedures 75% 70% 67% 73%

Lengthy Procedures 3% 20% 33% 10%

Costly Procedures 19% 10% 0% 15%

Nobody Complies with Procedures 3% 0% 0% 2%
Source: DEPRA Enterprise Survey, 1997.
Note a: Formal enterprises fulfilled all four requirements including registration, licensing, possessing a tax card, and

making social security payments for all their employees; semi-formal businesses fulfilled registration, licensing,
possessing a tax card, and making social security payments for at least some of their employees; and informal
did not satisfy at least one of the four requirements.
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Table 2. Profile of the Firms in the Enterprise Surveya.

Micro Small Medium Total Sample

Establishment Profile

Avg. Number of Years in Operation 16
(12)

14 (10) 18 (17) 15 (12)

Avg. No. of Years Entrepreneur in
Business

15
(10)

13 (10) 18 (17) 11 (11)

Avg. Age of Entrepreneur 44
(42)

46 (46) 47 (48) 45 (45)

Avg. Value of Physical Assetsb 26 (6) 630 (80) 3286
(2500)

709 (20)

Avg. Number of Start-up Employees 4 (3) 9 (7) 27 (25) 9 (5)

Avg. Number of Employees Last Year 4 (4) 19 (13) 86 (88) 21 (9)

Avg. Number of Current Employees 4 (4) 21 (15) 91 (95) 23 (10)

Avg. Annual Growth Ratec 7 (3) 34 (11) 38 (14) 22 (7)

Avg. Growth in Production over the last
Year

55 (0) 6 (3) 6 (10) 3 (0)

Source: DEPRA Enterprise Survey, 1997.

Note a:  Statistics reported present means and medians in parenthesis for the given sample.
Missing  information did not exceed a few observations for a given variable.

Note b: L.E. 1000
Note c:  Annual average growth rate measured by change in number of employees over the years

the enterprise has been in operation.
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Table 3. Selected Characteristics of the Entrepreneurs in the Enterprise Survey.

Micro Small Medium Total Sample

Gender

 Male 92% 95% 96% 94%

 Female 8% 5% 4% 6%

Education Level

Post Graduate 0% 3% 4% 2%

University Graduate 20% 39% 52% 32%

Technical 20% 19% 8% 18%

High School 6% 8% 4% 6%

Basic Education 18% 6% 16% 13%

Read & Write 23% 23% 12% 21%

Read 4% 0% 0% 2%

Illiterate 9% 2% 4% 6%

Position in Business

Owner 81% 70% 52% 73%

Partner 15% 19% 24% 18%

Manager 4% 11% 24% 9%

Other Employment

Other Private Business 0% 3% 4% 2%

Private Sector Employee 2% 0% 0% 1%

Public Sector Employee 0% 0% 0% 0%

Government Employee 5% 2% 0% 3%

None 93% 95% 96% 94%

Source: DEPRA Enterprise Survey, 1997.
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Table 4. Selected Characteristics of the Enterprise by locationa.

Greater Cairo Alexandria Fayoum

Sample Size (n=89) (n=53) (n=31)

Establishment Profile

Average Number of Years in Operation 16 (14) 18 (17) 8 (7)

Average Number of Start-up Employees 10 (5) 11 (6) 4 (3)

Average Number of Current Employees 26 (9) 23 (11) 14 (6)

Average Value of Physical Assetsb 816 (35) 932 (20) 49 (15)

Sector of Operation

Manufacturing 69% 55% 55%

Services 12% 24% 22%

Trade 19% 21% 23%

Gender

Male 95% 98% 81%

Female 5% 2% 19%

Size Categories: (No. of Employees)

Micro: (1 - 9) 50% 40% 58%

Small: (10 - 49) 33% 45% 35%

Medium: (50 - 100) 17% 15% 6%

Source: DEPRA Enterprise Survey, 1997.

Note a:  Statistics reported present means and medians in parenthesis for the given sample.
Missing  information did not exceed a few observations for a given variable.

Note b: L.E. 1000
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Table 5. Selected Characteristics of Enterprises by Gendera.

Male
Entrepreneurs

Female
Entrepreneurs

Sample Size (n=162) (n=11)

Establishment Profile

Average Number of Years in Operation 16 (13) 9 (7)

Average Number of Start-up Employees 10 (5) 3 (3)

Average Number of Current Employees 24 (10) 14 (6)

Average Size of Physical Assetsb 758 (25) 17 (10)

Size Categories: (No. of Employees)

Micro: (1 - 9) 47% 64%

Small: (10 - 49) 38% 27%

Medium: (50 - 100) 15% 9%

Sector of Operation  

Manufacturing 62% 64%

Services 18% 9%

Trade 20% 27%
Source: DEPRA Enterprise Survey, 1997.

Note a:  Statistics reported present means and medians in parenthesis for the given sample.
Missing  information did not exceed a few observations for a given variable.

Note b: L.E. 1000
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Table 6. Selected Characteristics of Enterprises by Sector of Operationa.

Manufacturing Services Trade

Sample Size (n=107) (n=31) (n=35)

Establishment Profile

Avg. No. of Years in Operation 14 (12) 15 (13) 18 (17)

Avg. No. of Start-up Employees 10 (5) 11 (5) 6 (3)

Avg. No. of Current Employees 26 (10) 25 (13) 14 (4)

Avg. Size of Physical Assetsb 633 (23) 1530 (55) 227 (10)

Avg. Annual Growth Ratec 29 (7) 12 (7) 9 (7)

Avg. Growth in Production over the last
Year

3 (0) 10 (5) -14 (0)

Size Categories: (No. of Employees)

Micro: (1 - 9) 49% 39% 57%

Small: (10 - 49) 34% 48% 34%

Medium: (50 - 100) 17% 13% 9%

Gender Composition:

Male 94% 97% 91%

Female 6% 3 % 9%

Source: DEPRA Enterprise Survey, 1997.

Note a:  Statistics reported present means and medians in parenthesis for the given sample.
Missing  information did not exceed a few observations for a given variable.

Note b: L.E. 1000
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Table 7. Sources of Investment Capital Reported in the Enterprise Survey by Size of

Business.

Micro Small Medium Total Sample

Investment Capital

Personal Investment
from Savings

87% 69% 64% 77%

Family & Friends 4% 3% 0% 3%

Bank Loan 8% 27% 36% 19%

NGO Loan 1% 0% 0% 0.6%

Supplier Loan 0% 1% 0% 0.6%

Source: DEPRA Enterprise Survey, 1997.

Table 8. Sources of Investment Capital Reported in the Enterprise Survey by Sector of

Operation.

Manufacturing Service Trade Total Sample

Investment
Capital

Personal
Investment from
Savings

77% 77% 77% 77%

Family & Friends 2% 0% 9% 3%

Bank Loan 19% 23% 14% 19%

NGO Loan 1% 0% 0% 0.6%

Supplier Loan 1% 0% 0% 0.6%

Source: DEPRA Enterprise Survey, 1997.
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Table 9. Selected Indicators of the Relations between Entrepreneurs and Suppliers by Size of

Business.

Micro Small Medium Total Sample

Contractual Relations with
Suppliers

Public National Suppliers 1% 3% 12% 3.5%

Private National Suppliers 94% 88% 40% 82%

Foreign Suppliers 0% 3% 12% 3%

More than One Supplier 4% 6% 36% 9%

Form of Payment

Retained Earnings 62% 77% 84% 70%

Credit 48% 53% 80% 55%

Advance Payment 8% 23% 36% 18%

Consignment 2% 6% 4% 4%

Source: DEPRA Enterprise Survey, 1997.

Table 10. Selected Characteristics of the Trade Credit Relation (Credit Payment) between

Entrepreneurs and Suppliers by Size of Businessa.

Micro Small Medium Total Sample

Entrepreneurs Using Supplier Credit (n=40) (n=34) (n=20) (n=95)

Ave. Value of Transactionb 3 (1) 37 (5) 673 (300) 16 (5)

Ave. No. of Transactions/yr. 23 (7) 44 (10) 7 (5) 27 (7)

Ave. Value of Creditb 3 (1) 23 (4) 368 (200) 75 (3)

Entrepreneurs charged zero interest 80% 73% 78% 75%

Avg. Interest Rate (interest >0)c 9 (10) 10 (4) 12 (10) 10 (8)

Avg. Duration of Credit (Days) 89 (90) 121 (90) 120 (90) 107 (90)

Use of Security 35% 50% 75% 49%

Source: DEPRA Enterprise Survey, 1997.
Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 

information did not exceed a few observations for a given variable.
Note b: L.E. 1000.
Note c: Average interest or mark-up over the transaction period was calculated for the number of

entrepreneurs who were charged positive interest rates.
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Table 11. Selected Indicators of the Relations between Entrepreneurs and Suppliers by Sector of

Operation.

Manufacturing Service Trade Total Sample

Contractual Relations with
Suppliers

Public National Suppliers 6% 0% 0% 3.5%

Private National Suppliers 80% 94% 89% 82%

Foreign Suppliers 2% 0% 9% 3%

More than One Supplier 12% 6% 3% 9%

Form of Payment

Retained Earnings 74% 87% 46% 70%

Credit 54% 23% 83% 55%

Advance Payment 18% 10% 26% 18%

Consignment 2% 0% 14% 4%

Source: DEPRA Enterprise Survey, 1997.

Table 12. Selected Characteristics of the Trade Credit Relation (Credit Payment) between

Entrepreneurs and Suppliers by Sector of Operationa.

Manufacturing Service Trade Total Sample

Entrepreneurs Using Supplier Credit (n=59) (n=7) (n=29) (n=95)

Ave. Value of Transactionb 417 (7) 514 (4) 96 (4) 16 (5)

Ave. No. of Transactions/yr. 26 (6) 35 (7) 27 (10) 27 (7)

Ave. Value of Creditb 51 (3) 416 (3) 31 (3) 75 (3)

Entrepreneurs charged zero interest 79% 72% 79% 75%

Ave. Interest Ratec (interest>0) 11 (4) 14 (14) 8 (9) 10 (8)

Ave. Duration of Credit (Days) 99 (90) 127 (90) 120 (90) 107 (90)

Use of Security 52% 28% 48% 49%

Source: DEPRA Enterprise Survey, 1997.

Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 
information did not exceed a few observations for a given variable.

Note b: L.E. 1000.
Note c: Average interest or mark-up over the transaction period was calculated for the number of

entrepreneurs who were charged positive interest rates.
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Table 13. Selected Indicators of the Relations between Entrepreneurs and Customers by Size of

Business.

Micro Small Medium Total Sample

Contractual Relations with
Customers

Domestic Customers 92% 80% 68% 84%

Foreign Customers 0% 3% 4% 2%

Domestic & Foreign 8% 17% 28% 14%

Form of Purchase

Cash 77% 86% 88% 82%

Credit 36% 52% 60% 46%

Advance Payment 26% 22% 40% 27%

Consignment 1% 6% 12% 5%

Source: DEPRA Enterprise Survey, 1997.

Table 14. Selected Characteristics of the Trade Credit Relation (Advance Payment) between

Entrepreneurs and Customers by Size of Businessa.

Micro Small Medium Total Sample

Entrepreneurs Using Customer
Advances

(n=22) (n=15) (n=10) (n=47)

Ave. Value of Transactionb 3 (2) 39 (12) 522 (107) 127 (5)

Number of Transactions/yr. 32 (5) 10 (8) 4 (2) 19 (5)

Ave. Value of Advanceb 1 (1) 17 (4) 134 (54) 35 (2)

Ave. Duration of Credit (Days) 30 (20) 39 (30) 53 (35) 38 (30)

Use of Security 54% 93% 91% 74%

Source: DEPRA Enterprise Survey, 1997.

Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 
information did not exceed a few observations for a given variable.

Note b: L.E. 1000.
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Table 15. Selected Indicators of the Relations between Entrepreneurs and Customers by Sector of

Operation.

Manufacturing Service Trade Total Sample

Contractual Relations with
Customers

Domestic Customers 77% 97% 94% 84%

Foreign Customers 2% 3% 0% 2%

Domestic & Foreign 21% 0% 6% 14%

Form of Purchase

Cash 74% 97% 94% 82%

Credit 61% 13% 26% 46%

Advance Payment 33% 29% 6% 27%

Consignment 7% 0% 0% 5%

Source: DEPRA Enterprise Survey, 1997.

Table 16. Selected Characteristics of the Trade Credit Relation (Advance Payment) between

Entrepreneurs and Customers by Sector of Operationa.

Manufacturing Service Trade Total Sample

Entrepreneurs Using Customer
Advances

(n=36) (n=9) (n=2) (n=47)

Ave. Value of Transactionb 41 (4) 420 (26) 305 (305) 127 (5)

Number of Transactions/yr. 14 (5) 42 (10) 5 (5) 19 (5)

Ave. Value of Advanceb 14 (2) 102 (11) 105 (105) 35 (2)

Ave. Duration of Credit (Days) 38 (30) 33 (10) 60 (60) 38 (30)

Use of Security 22% 100% 100% 74%

Source:  DEPRA Enterprise Survey, 1997.

Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 
information did not exceed a few observations for a given variable.

Note b: L.E. 1000
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Table 17. Selected Characteristics of the Informal Loans Entrepreneurs Use by Size of Businessa.

Micro Small Medium Total Sample

Ever Requested an Informal Loan 48% 25% 16% 35%

Ever Rejected an Informal Loan 1% 0% 0% 0.6%

Used an informal loan Last Year 42% 19% 12% 29%

Ave. Number of Loans Last Year 5 (2) 4 (2) 1 (1) 4 (2)

Source of Most Significant Loan

Friends 18% 3% 4% 10%

Family in Egypt 23% 16% 8% 18%

Money Lender 1% 0% 0% 1%

Ave. Number of Days to get Loan 5 (2) 6 (2) 2 (2) 5 (2)

Ave. Value of Loanb 3 (1.5) 16 (5) 22 (14) 7 (2)

Ave. Interest on Loans 1 (0) 3 (0) 0 (0) 1.6 (0)

Ave. Duration of Loan (Days) 140 (87) 216 (165) 110 (90) 157 (90)

Ave. Value of Collateral as % of Loan 0 0 0 0

Source: DEPRA Enterprise Survey, 1997.

Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 
information did not exceed a few observations for a given variable.

Note b: L.E. 1000.
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Table 18. Selected Characteristics of Entrepreneurs Demand for Formal Loans by Size of  Business.

Micro Small Medium Total Sample

Never Requested a Formal Loan 68% 45% 28% 54%

Reason for Never Requesting a Loan:

Insufficient Collateral 12% 3% 0% 8%

No Financial Statements 0% 0% 0% 0%

High Interest 12% 19% 12% 14%

Difficult Procedures 16% 6% 12% 12%

No Banking Experience 3% 3% 0% 3%

Availability of Other Sources 14% 31% 50% 23%

Religious Reasons 12% 22% 25% 16%

Fear of Inability of Repayment 30% 12% 0% 22%

Other 0% 3% 0% 0%

Request for Formal Loan Rejected 7% 3% 8% 6%

Reason for Being Rejected:

Insufficient Collateral 2% 3% 4% 3%

No Financial Statements 1% 0% 0% 1 %

No Banking Experience 4% 0% 4% 2%

Source: DEPRA Enterprise Survey, 1997.
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Table 19. Selected Characteristics of Formal Loans Entrepreneurs Used in the Past Year by Size of

Businessa.

Micro Small Medium Total Sample

Used a Formal Loan in the Past 25% 52% 66% 48%

Used a Formal Loan Last Year 20% 44% 64% 35%

Characteristics of Last Year Loans:

Ave. Number of Loans Last Year 2 (1) 2 (1) 4 (1) 2 (1)

Source of Most Significant Loan:

Public Bank 19% 36% 44% 28%

Private/Joint Venture Bank 1% 8% 20% 7%

Loan Associated with Special Program

Social Fund for Development 8% 3% 0% 5%

Credit Guarantee Corporation 0% 0% 4% 1%

NGO 4% 3% 0% 3%

Type of Last Year Loan:

Working Capital Loan 15% 27% 25% 21%

Fixed Assets Loan 4% 9% 9% 6%

Domestic Letter of Credit 1% 2% 4% 2%

Foreign Letter of Credit 0% 3% 13% 3%

Discount of Drafts 0% 3% 9% 2%

Letter of Guarantee 0% 0% 4% 1%

Loan Size Rationed Borrowers as a % of
Total Number of Borrowers

29% 19% 13% 20%

Ave. Number of Days to get Loan 35 (30) 41 (15) 15 (15) 33 (15)

Ave. Value of Loanb 17 (15) 360 (200) 1326 (1000) 509 (170)

Ave. Interest and Fees Charges (%) 13 (10) 15 (16) 16 (16) 15 (16)

Ave. Duration of Loan (months) 20 (12) 24 (15) 17 (12) 21 (12)

Ave. Value of Collateral as % of Loan 183 (100) 148 (120) 133 (120) 155 (120)

Type of  Collateral:

Real Estate 2% 2% 4% 2%

Machinery 4% 3% 4% 4%

Inventory 0% 0% 0% 0%

Bank Accounts 2% 4% 12% 4%

More than One Collateral 12% 35% 44% 25%

Source: DEPRA Enterprise Survey, 1997.
Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 

information did not exceed a few observations for a given variable.
Note b: L.E. 1000.
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Table 20. Current Funding Sources Reported in the Enterprise Survey by Size of Businessa.

Micro Small Medium Total Sample

Sources of Funds:

Retained Earnings (Cash) 62% 77% 84% 70%

Avg. Value Last Yearb 15 (3) 238 (45) 2256 (1020) 503 (35)

Trade Credit (Supplier/Customer) 65% 62% 84% 65%

Avg. Value Last Yearb 25 (6) 172 (32) 1664 (390) 340 (17)

Informal Loans 42% 19% 12% 29%

Avg. Value Last Yearb 11 (3) 81 (10) 22 (14) 28 (4)

Formal Loans 19% 44% 64% 35%

Avg. Value Last Yearb 39 (10) 674 (200) 7606 (1500) 2319 (200)

Source: DEPRA Enterprise Survey, 1997.
Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 

information did not exceed a few observations for a given variable.
Note b: L.E. 1000

Table 21. Current Funding Sources Reported in the Enterprise Survey by Sector of Operationa.

Manufacturing Service Trade Total Sample

Sources of Funds:

Retained Earnings (Cash) 74% 87% 46% 70%

Avg. Value Last Yearb 637 (35) 274 (34) 239 (31) 503 (35)

Trade Credit (Supplier/Customer) 70% 45% 83% 65%

Avg. Value Last Yearb 328 (12) 572 (50) 248 (40) 340 (17)

Informal Loans 27% 22% 40% 29%

Avg. Value Last Yearb 25 (4) 31 (3) 35 (5) 28 (4)

Formal Loans 37% 32% 23% 35%

Avg. Value Last Yearb 2678 (150) 767 (625) 2470 (225) 2319 (200)

Source: DEPRA Enterprise Survey, 1997.
Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 

information did not exceed a few observations for a given variable.
Note b: L.E. 1000.
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Table 22. Savings Channels Reported in the Enterprise Survey by Size of Business.

Micro Small Medium Total Sample

Entrepreneurs Holding Deposits in
Formal Institution

30% 81% 84% 57%

Avg. Number of Current Accounts 1 (1) 1 (1) 2 (2) 1.5 (1)

Avg. Number of Savings Accounts 1 (1) 1 (1) 1 (1) 1.3 (1)

Avg. Number of Fixed Deposit Accounts 1 (1) 1 (1) 1 (1) 1 (1)

Entrepreneurs Participating in
Informal Groups (Gam=iyat)

39% 25% 8% 30%

Avg. No. of Groups Participating in 2 (1) 1 (1) 1 (1) 1.7 (1)

Avg. Size of Contributionb 8 (1) 7 (6) 20 (20) 9 (5)

Informal Collectors

Entrepreneur Saving with Collectors 5% 5% 0% 4%

Avg. size of Depositb 3 (3) 3 (2) 0 3 (2)

Source: DEPRA Enterprise Survey, 1997.

Note a: Statistics reported present means and medians in parenthesis for the given sample. Missing 
information did not exceed a few observations for a given variable.

Note b: L.E. 1000.
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Table 23. Selected Indicators of Constraints and Problems Facing the Entrepreneurs by Size of

Business.

Micro Small Medium Total Sample

Most Significant Problem:

Weak Demand 31% 13% 8% 21%

Marketing 11% 16% 20% 14%

Labor Problems 5% 11% 28% 10%

Raw Materials 12% 9% 4% 10%

Infrastructure 4% 2% 0% 2%

Financing Costly 0% 3% 0% 1%

Insufficient Sources of Financing 8% 6% 4% 7%

Domestic Competition 14% 8% 4% 10%

foreign Competition 0% 0% 4% 0.6%

Taxes 8% 22% 12% 14%

Government Procedures 4% 3% 8% 4%

Customs 1% 0% 0% 0.6%

Problems with Clients       1% 3% 0% 2%

Machinery & Technology 1% 0% 4% 1%

Others 3% 4% 2%

Second Most Significant Problem:

Weak Demand 8% 7% 0% 6%

Marketing 10% 15% 5% 11%

Labor Problems 0% 3% 19% 4%

Raw Materials 16% 8% 29% 15%

Infrastructure 1% 3% 5% 2%

Financing Costly 2% 7% 5% 4%

Insufficient Sources of Financing 10% 5% 5% 7%

Insufficient Guarantees 0% 2% 0% 0.6%

Domestic Competition 13% 13% 5% 12%

Foreign Competition 0% 2% 5% 1%

Taxes 21% 12% 5% 16%

Government Procedures 9% 10% 9% 9%

Export Problems 0% 0% 5% 0.6%

Customs 0% 2% 5% 1%

Problems with Clients       8% 10% 0% 7%

Machinery & Technology 1% 2% 0% 1%
Source: DEPRA Enterprise Survey, 1997.
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Table 24. Selected Indicators of Constraints and Problems Facing Entrepreneurs who did not

Experience Growth in Production over the Past Year by Size of Business.

Micro Small Medium Total Sample

Number of Competitors in Market

1-2 7% 11% 8% 9%

3-5 16% 11% 16% 14%

6-10 19% 12% 12% 15%

11+ 58% 66% 64% 62%

Most Significant Problem if no Growth:

Weak Demand 42% 31% 46% 39%

Marketing 6% 20% 15% 11%

Labor Problems 0 % 3% 15% 3%

Raw Materials 4% 3% 0% 3%

Infrastructure 1% 0% 0% 1%

Financing Costly 3% 3% 15% 4%

Insufficient Sources of Financing 14% 14% 0% 12%

Domestic Competition 18% 9% 0% 13%

Foreign Competition 0% 3% 0% 1%

Taxes 8% 6% 8% 7%

Machinery & Technology 0% 3% 0% 1%

Others 3% 6% 0% 3%

Second Most Significant Problem if no Growth:

Weak Demand 6% 7% 0% 6%

Marketing 8% 10% 0% 8%

Labor Problems 3% 7% 11% 5%

Raw Materials 11% 3% 22% 10%

Financing Costly 2% 0% 0% 1%

Insufficient Sources of Financing 9% 10% 11% 10%

Domestic Competition 29% 31% 11% 28%

Foreign Competition 0% 3% 0% 1%

Taxes 24% 21% 22% 23%

Government Procedures 6% 3% 0% 5%

Export Problems 0% 3% 11% 2%

Customs 2% 0% 0% 1%

Others 0% 0% 11% 1%
Source: DEPRA Enterprise Survey, 1997.
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Table 25. Selected Indicators of Constraints and Problems Facing Micro Entrepreneurs

No
Problem

Some
Problems

Severe
Problem Normalization

Strong Competition 26% 38% 36% 55%

Weak Demand 21% 31% 48% 63%

Business Registration 87% 2% 11% 12%

Export Procedures in Foreign Markets 29% 57% 14% 42%

Quality Products for Foreign Markets 29% 57% 14% 42%

Timely Delivery of Exports 43% 57% 0% 28%

Costly Raw Materials 33% 17% 50% 58%

Lack of Raw Materials 67% 16% 16% 24%

Costly Equipment 53% 21% 25% 35%

Lack of Technical Labor 75% 9% 16% 20%

Labor Laws 80% 4% 16% 18%

Tax Laws 24% 18% 58% 67%

Government Procedures 31% 19% 49% 58%

Infrastructure 63% 13% 23% 29%

Inflation 26% 15% 60% 67%

Lack of Financing from Suppliers 61% 11% 28% 33%

Lack of Financing from Banks 52% 9% 39% 43%

Financing from Banks Costly 24% 17% 59% 67%

Insufficient Guarantees 58% 8% 35% 39%

Banking Procedures Lengthy 49% 13% 37% 43%

Client Repayment Problems 54% 24% 22% 34%

Insufficient Information 83% 11% 6% 11%

Instability of Investment Environment 70% 17% 12% 20%

Source: DEPRA Enterprise Survey, 1997.



88

Table 26. Selected Indicators of Constraints and Problems Facing Small Scale Entrepreneurs

No
Problem

Some
Problems

Severe
Problem Normalization

Strong Competition 36% 32% 32% 48%

Weak Demand 42% 23% 35% 46%

Business Registration 92% 2% 7% 8%

Export Procedures in Foreign Markets 40% 33% 27% 43%

Quality Products for Foreign Markets 19% 50% 31% 56%

Timely Delivery of Exports 71% 29% 0% 14%

Costly Raw Materials 47% 17% 36% 44%

Lack of Raw Materials 72% 15% 12% 19%

Costly Equipment 49% 16% 34% 42%

Lack of Technical Labor 56% 13% 31% 37%

Labor Laws 61% 14% 24% 31%

Tax Laws 29% 9% 62% 66%

Government Procedures 45% 5% 50% 52%

Infrastructure 60% 3% 37% 38%

Inflation 32% 18% 50% 59%

Lack of Financing from Suppliers 59% 15% 26% 33%

Lack of Financing from Banks 63% 8% 28% 32%

Financing Costly from Banks 33% 13% 53% 59%

Insufficient Guarantees 86% 14% 0% 7%

Banking Procedures Lengthy 55% 16% 29% 37%

Client Repayment Problems 56% 21% 23% 33%

Insufficient Information 71% 11% 17% 22%

Instability of Investment Environment 61% 27% 12% 25%

Source: DEPRA Enterprise Survey, 1997.
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Table 27. Selected Indicators of Constraints and Problems Facing Medium Scale Entrepreneurs.

No
Problem

Some
Problems

Severe
Problem Normalization

Strong Competition 56% 16% 28% 36%

Weak Demand 40% 20% 40% 50%

Business Registration 100% 0% 0% 0%

Export Procedures in Foreign Markets 50% 50% 0% 25%

Quality Products for Foreign Markets 57% 43% 0% 21%

Timely Delivery of Exports 71% 29% 0% 14%

Costly Raw Materials 42% 8% 50% 54%

Lack of Raw Materials 67% 21% 12% 22%

Costly Equipment 48% 26% 26% 39%

Lack of Technical Labor 25% 25% 50% 62%

Labor Laws 60% 4% 36% 38%

Tax Laws 36% 16% 48% 56%

Government Procedures 33% 21% 46% 56%

Infrastructure 52% 12% 36% 42%

Inflation 37% 21% 42% 52%

Lack of Financing from Suppliers 61% 4% 35% 37%

Lack of Financing from Banks 50% 14% 36% 43%

Financing Costly from Banks 30% 13% 56% 62%

Insufficient Guarantees 86% 4% 9% 11%

Banking Procedures Lengthy 61% 17% 22% 30%

Client Repayment Problems 54% 21% 25% 35%

Insufficient Information 62% 12% 25% 31%

Instability of Investment Environment 57% 39% 4% 23%

Source: DEPRA Enterprise Survey, 1997.
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Table 28. Definition of Variables in the Simultaneous Equations Model: Determinants of the Use of

the Different Sources of Financing.

Variables Definition

Exogenous Variables

K Physical assets (L.E.);

P Total value of output (L.E.);

T Total cost of inputs (L.E.);

YRS Number of years the enterprise has been in operation;

MNF Dummy variable = 1 for manufacturing;

SRV Dummy variable = 1 for services;

SMALL Dummy variable = 1 for small scale enterprises;

MEDIUM Dummy variable = 1 for medium scale enterprises;

AGE Age of the entrepreneur (Years);

EDUC Educational level of the entrepreneur;

ACCT Dummy variable=1 for entrepreneurs using a bank deposit account;

ITL Interest rate on trade loans;

IFL Interest rate on formal loans;

Endogenous Variables

RE Retained Earnings;

TL Trade Loans;

IL Informal Loans;

FL Formal loans.
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Table 29. Results of the Reduced Form Equations of the Model: Determinants of the Use of the

Different Sources of Financing (Log Functional Form).

Variables TOBIT
(RE)

TOBIT
(TL)

TOBIT
(IL)

TOBIT
(FL)

Const. +* +* +*** -

K + + -* + ***

PT +** - * + +

YRS + +* - - **

MNF + ** - - * +

SRV + *** - ** - -

SMALL +** + - -

MEDIUM +** +* - -

AGE -* - - -

EDUC - + - ** - **

ACCT +* + - + *

ITL -** +* +** -

IFL + + - + ***

Log-Likelihood -408.1 -390.8 -228.6 -143.6

***,  **  & *  represent significance at 1, 5 and 10 percent levels,  respectively.
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Table 30. Results of the Second-Stage Estimation of the Model: Determinants of the Use of the
Different Sources of Financing (Log Functional Form).

Variables TOBIT
(RE)

TOBIT
(TL)

TOBIT
(IL)

TOBIT
(FL)

Const. 3.9 (2.2)** 3.6 (3.2) 5.69 (1.8)*** -2.24 (2.36)

PT 0..05 (0.13) -0.14 (0.09)* 0.05 (0.12) 0.17 (0.21)

K 0.09 (0.05)* 0.01 (0.07) -0.05 (0.68) 0.34 (0.09)***

YR 0.23 (0.13)* 0.12 (0.14) -0.19 (0.12)* -0.34 (0.16)**

MNF 0.24 (0.27) -0.31 (0.29) -0.44 (0.27)* 0.08 (0.42)

SRV -0.41 (0.50) -0.79 (0.32)** -0.41 (0.35) -0.08 (0.57)

SMALL 0.50 (0.22)** 0.07 (0.23) -0.10 (0.26) -0.29 (0.44)

MEDIUM 1.27 (0.51) 0.56 (0.35)* -0.05 (0.45) -0.12 (0.66)

AGE -1.1 (0.54) -0.77 (0.60)* -1.19 (0.51)** -0.56 (0.66)

EDUC 0.05 (0.22) 0.09 (0.23) -0.30 (0.25) -0.72 (0.31)**

ACCT 0.46 (0.22)** 0.06 (0.22) -0.08 (0.25) 0.69 (0.45)*

ITL 0.22 (0.17)*

IFL 1.88 (0.16)***

CHAT -0.01 (0.11)

TLHAT -0.22 (0.13)*

ILHAT -0.08 (0.15)

FLHAT -0.035 (0.02)*

Log-Likelihood -409.18 -390.84 -229.44 -143.58

Asymptotic standard errors are reported in parentheses.
***,  **  & *  represent significance at 1, 5 and 10 percent levels,  respectively.
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Table 31. Definition of Variables in the Growth Model.

Variables Definition

GRATE Annual growth rate measured by change in number of employees over the
years the enterprise has been in operation.

K Physical assets (L.E.);

P Total value of output (L.E.);

T Total cost of inputs (L.E.);

YRS Number of years the enterprise has been in operation;

MNF Dummy variable = 1 for manufacturing;

SRV Dummy variable = 1 for services;

SMALL Dummy variable = 1 for small scale enterprises;

MEDIUM Dummy variable = 1 for medium scale enterprises;

AGE Age of the entrepreneur (Years);

EDUC Educational level of the entrepreneur;

ACCT Dummy variable=1 for entrepreneurs using a bank deposit account;

ITL Interest rate on trade loans;

IFL Interest rate on formal loans;

RE Retained Earnings;

TL Trade Loans;

IH Informal Holdings in RoSCAs;

IL Informal Loans;

FL Formal loans.
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Table 32. Estimation Results of the Growth Rate Model (Log Functional Form).

Variables TOBIT
(GRATE)

Const. -2.0 (1.7)

0.16 (0.1)*

K

YR -0.28 (0.11)***

0.39 (0.23)*

SRV

SMALL 1.08 (0.23)***

1.41 (0.37)***

AGE

EDUC 0.24 (0.21)

-0.04 (0.02)**

IL

TL 0.03 (0.02)*

0.01 (0.05)

IH

ITL 0.04 (0.12)

-0.19 (0.19)

ACCT

Log- Likelihood -262.2

***,  **  & *  represent significance at 1, 5 and 10 percent levels,  respectively.
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Source: Central Bank of Egypt - Annual Report: 1995/96

 

Egyptian Banking System: 1996

Assets of the Egyptian Banking System
(LE millions)

129,811Central Bank of Egypt

208,467Commercial Banks

37,348Business and Investment Banks

15,303Specialized Banks

390,929Total

Credit Granted by Banks in Egypt
ChangeRelative

from '95Importance(LE millions)

20%78%99,907Local Currency Facilities

24%22%28,919Foreign Currency Facilities

21%100%128,826Total

Credit Granted by Sector in Egypt
ChangeRelativeSpecializedBus. & Inv.Commercial

from '95ImportanceBanksBanksBanks(LE millions)

20%78%12,0009,46378,444Local Currency

24%22%6327,24021,047Foreign Currency

21%100%12,63216,70399,491Total Credit

10%14%2,8132,41813,049Government sector

14%22%365527,578Public business sector

30%50%3,60512,35348,954Private business sector

19%12%6,2111,1848,674Household sector

-24%1%0931,236Foreign sector

10%13%77%Relative Importance

Loans & Advances Egyptian Banks by Maturity
ChangeRelativeSpecializedBus. & Inv.Commercial

from '95ImportanceBanksBanksBanks(LE millions)

69%47%74%71%One year or less

19%75%5,8495,84854,276In local currency

25%25%346,29115,775In foreign currency

31%53%26%29%More than one year

21%84%6,1523,56623,951In local currency

20%16%5977935,164In foreign currency

10%13%77%Relative Importance

Deposits Held by Banks in Egypt
ChangeRelativeSpecializedBus. & Inv.Commercial

from '95ImportanceBanksBanksBanks(LE millions)

15%72%5,8408,460110,424Local currency deposits

3%28%206,80942,593Foreign currency deposits

11%100%5,86015,269153,017Total Deposits

3%12%1,9331,03118,013Demand deposits

12%81%3,89712,697125,177Savings deposits

16%7%301,5419,827Blocked deposits

3%9%88%Relative Importance

Appendix B
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Banks in Egypt

I. Commercial Banks (28)

A. Public Sector Banks (4)

  Bank of Alexandria
  Banque du Caire

Banque Misr
National Bank of Egypt

B. Banks Established Under the Investment La  w ( Private & JV Banks)(23)

  Al Watany Bank of Egypt
  Alexandria Commercial & Maritime Bank
  Bank of Commerce and Development
  Banque du Caire et De Paris
  Cairo Far East Bank
  Commercial Egyptian Bank
  Commercial International Bank
  Delta International Bank

Egyptian American Bank
Egyptian British Bank
Egyptian Gulf Bank
Egyptian Saudi Finance Bank
Egyptian Workers Bank
Misr America International Bank
Misr Exterior Bank
Misr International Bank

Misr Romanian Bank
Mohandes Bank
National Bank for Development
P. Said National Bank for Development
Suez Canal Bank
The Nile Bank
United Bank of Egypt

C. Banks Established Under Private Laws (1) Faisal Islamic Bank of Egypt

II. Investment and Business Banks (29)

A. Joint Stock Companies  (8)

   Banque Du Caire Barclays International
   Credit International d=Egypte
   Egypt Arab African Bank
   Housing and Development Bank

Islamic International Bank for Investment & Development
Misr Iran Development Bank
National Societe Generale Bank
Societe Arab International de Banque

B. Banks Established Under Private Laws (4)

  Arab African International Bank
  Arab Investment Bank

Export Development Bank of Egypt
Union Arab Bank for Development & Investment

C. Foreign Bank Branches   (17, excluding those in the process of closure)

  American Express Bank Ltd.
  Arab Bank
  Bank of Nova Scotia
  Banque Paribas
  Citibank
  Credit Suisse First Boston

Credit Lyonnais
Jammal Trust Bank
Mashreq Bank
Middle East Bank
National Bank of Abu Dhabi
National Bank of Greece

National Bank of Oman
National Bank of Pakistan
National Bank of Sudan
Rafidain Bank

III. Specialized Banks  (6)

  Arab Land Bank
  Credit Foncier Egyptien
  Industrial Development Bank of Egypt

Naser Social Bank
National Investment Bank
The Prinicpal Bank for Development & Agricultural Credit

Source  ABanks Registered with the Central Bank of  Egypt in October 1997,” Central Bank of Egypt
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Appendix C

Scope of Work

Financial Reforms for Small Business Development  in Egypt

Development Economic Policy Reform Analysis Project (DEPRA)

Cairo, Egypt

(Task Order 15 - Contract No. 263-C-00-96-00001-00)

August 29, 1997

1. BACKGROUND

As part of Egypt’s Economic Reform and Structural Adjustment Program (ERSAP), the financial sector
has undergone extensive liberalization since 1991.  Credit controls have been eliminated, interest rates
have been liberalized, modern banking regulations have been introduced requiring banks to conform to
capital adequacy requirements and risk classifications in line with international practice, treasury bill
auctions have been introduced to manage liquidity, the foreign exchange regime has been liberalized, and
the stock market has been revitalized.  However, a considerable amount of further financial development
is needed.  The financial sector remains dominated by public sector banks, pension and insurance
companies with very weak performance allocating saving to productive investments.  Private saving is
excessively used to  finance public sector debt.  The remaining formal sector credit is almost exclusively
directed to large private sector firms.  While small and medium-scale and informal micro enterprises
(SMEs) generate the bulk of the value added and employment, the sector is largely excluded from formal
financial institution financing, and therefore relies primarily on high-cost informal financing.  Extensive
donor-subsidized SME financing programs cover less than 5 percent of the sector’s needs.  Given the
priority given to increasing the economy’s growth rate and providing expanding employment
opportunities to reduce widespread unemployment and underemployment, the Ministry of Economy
(MOE) has proposed that DEPRA conduct a financial reform study that focuses on how to make credit
more readily available to SMEs.

While there already are a number of GOE and donor special SME financing programs which are
supported by extensive research efforts,  the lack of SME formal sector financing appears to remain a
significant constraint to SME development.  Even if there is no actual shortage of SME finance, the issue
of such finance is very much on the policy agenda.  There is much interest in both the GOE and donor
community to expand special programs to overcome the perceived credit shortage.  Furthermore, much
of the research that has been conducted to date has not been widely distributed, including the excellent
unpublished work by the World Bank in 1995 and a number of internal consulting reports prepared for
USAID.  Hence, a MOE sponsored DEPRA study that was endorsed by the MOE and widely distributed
within the GOE and donor community could generate significant dialogue for needed policy reforms. 
Freshly generated reform proposals from a credible MOE/RIS - DEPRA study could lead to broader
understanding and acceptance of the  reforms, especially given the current policy environment which is
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more supportive of needed reforms than existed prior to the change of government in 1996. 

The study will contribute to current knowledge about how credit practices may have changed in recent
years in light of expanded financial markets, the advent of leasing companies, and other developments.

The policy recommendations of the proposed study would rest on empirical and theoretical
analyses of the constraints and issues relevant to SME development and financing.  In particular,
the study would evaluate a number of testable hypotheses, such as the following:

1.  SMEs  have significant potential for growth and employment generation in Egypt, especially
small and medium scale enterprises which could capture economies of scale and adopt modern
technologies and expand exports.

2. SME growth could be significantly accelerated by increased access to finance.

3.  SME financing is constrained by the high cost of providing such credit due to the need to
engage in intensive outreach marketing and high loan appraisal and supervision costs.

4.  Limited competition in the  banking sector (due to such factors as government ownership of
commercial banks, controls limiting number of banks, etc.) constrains the provision of credit to
SMEs.

5.  The proliferation of GOE and donor funded SME programs with subsidized interest rates
tends to crowd out the commercial banking sector from SME lending.

6.  The difficulties of SMEs providing bankable collateral and the prohibitive cost of collateral
recovery through the judicial system disproportionately hampers lending to SMEs, especially
smaller SMEs.

7.  Bank financing for SMEs will be delayed until the banking sector is further reformed,
including the privatization of commercial banks and increased free market competition amongst
banks.

8. There is potential for bank lending to SMEs that could provide collateral, documented cash
flows and credit histories.  Bank lending is not feasible for informal micro enterprises unable to
document their creditworthiness.

9.  SME financing through leasing, loan guarantees and other informal sector financing products
offer the most potential for SME financing in the near term.

10.  Some SME special lending programs have demonstrated that they can be replicated
commercially, including uncollateralized SME lending, loan guarantees, and leasing.

2.  OBJECTIVES

This study is intended to determine the main constraints to providing credit to SMEs that have a
potential to grow and provide needed employment in Egypt.   Hypotheses regarding SME
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development and financing will be tested against empirical evidence and form the basis for policy
recommendations. While emphasis will be placed on small and medium enterprises which could
capture economies of scale, adopt modern technologies, and/or expand into export markets with
improved access to financial sector services, the study would also assess the financing situation of
informal sector micro enterprises with growth potential.  In addition, the study will focus on the
experience of and constraints facing formal and informal financial institutions with SME financing,
including special donor and GOE sponsored programs.  Various financial products of actual or
potential significance to SME financing would be explored, including leasing, loan guarantees,
factoring, etc.  These analyses would generate recommendations for policy, legal and regulatory
reforms and special programs needed to accelerate needed reforms.

3. TASKS

A joint MOE/RIS - DEPRA study team will carry out the following tasks in conducting the study:

Task 1. Review the literature on SMEs and formal and informal financial institutions providing
or potentially providing SME financing in Egypt, emphasizing small-scale non-agricultural
enterprises that could expand with financing for plant and equipment investments and/or
exporting.

Task 2. Review the experience in other countries with extending financial services to serve
SMEs, with emphasis on leasing, loan guarantees, and long-term financing.

Task 3.  Interview GOE, donor and private sector officials and experts in Egypt on the
issues facing the development of SMEs and meeting their financial needs.  In particular, obtain
the views of officials and experts of the MOE, Central Bank, World Bank, IMF, UNDP,
USAID, Egyptian Exporters Association, academic and private think-tanks, etc.   A small group
of interested public-private sector stake-holders will be invited by DEPRA to serve on a Study
Advisory Group.  The study team will consult and interact with the Advisory Group to the
maximum extent feasible.

Task 4.  Develop questionnaires for interviews with SMEs and Banks.   Include in the SME
questionnaire questions about SME financing needs and experience with banks and other
financial institutions.  Confer with the World Bank staff about earlier SME questionnaires. 
Develop a second questionnaire for interviewing banks and other financial institutions about
their experience with SME financing.

Task 5.  Translate the questionnaire/s into Arabic.  

Task 6.  Develop a sampling methodology for selecting the SMEs and Banks to be
interviewed.

Task 7.  Field test and refine the questionnaires.

Task 8.  Interview at least 75 representative SMEs in three large urban centers (Cairo,
Alexandria, and one other center) and non-farm SMEs in two rural communities to determine
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the proportion of their sources and uses of funds and the particular constraints they face in
remitting and receiving remittances, obtaining short and long term credit, and managing their
financial resources over the different seasons.  In particular, explore the extent to which they
secure informal and formal finance through trade credit, accounts receivable finance, discounted
instruments etc., the terms and conditions under which financing  is available, and the impact of
this finance on investment, exports, and employment.  Prepare analyses of the SME interview
data, focusing on SME demand for financing, problems of obtaining credit, and impacts of
removing financial and other major constraints to SME growth.  Discussions with many
professionals suggest that a larger number (e.g., 200) of SME interviews would be desirable to
allow more rigorous data analysis.  This will be explored and implemented to the extent feasible.

Task  9.  Interview managers of major donor and GOE sponsored special SME financing
programs, including those providing uncollateralized loans to informal micro enterprises, loan
guarantees, leasing, and trade financing to determine the feasibility of commercially replicating
these programs in the formal or informal financial sectors and/or linking them with formal
financial institutions.  Based upon these interviews and earlier research of programs in Egypt and
other countries, prepare analyses of major special finance programs.     

Task 10.   Interview a  representative sample of managers of banks and other financial
institutions.   At least 20 institutions in the above five geographical areas would be interviewed,
including providers and potential providers of financial services to SMEs, about their experience
in providing such financial services and the difficulties they experience, particularly on account
of institutional, policy and regulatory constraints.  Determine how adequate collateral could be
provided by SMEs, how it could be efficiently recovered through the judicial system in the event
of default, and how other credit  documentation could be improved.  Based upon these
interviews and other relevant research,  prepare analyses of the problems and capacity of banks
and other financial institutions to provide SME financial services.   

Task 11.  Determine the extent to which urban SME transactions, including exports and
imports, are constrained by lack of access to formal financial institutions, and the potential of
innovative financial instruments to relax those constraints.

Task 12.  Provide a prioritized set of policy and regulatory reforms that the GOE  could
implement to facilitate increased SME access to financial services.   Particular attention will be
paid to cross-cutting effects on the prudential soundness of the financial system and other
economic priorities of the GOE.

Task 13.  Prepare a draft report of findings, conclusions, and recommendations for review by
and discussion with officials of the GOE, USAID, other donors, and private sector groups in
Egypt.

Task 14.  Produce a Final Report incorporating the study’s final findings, conclusions, and
recommendations to the GOE and donors for improving SME financing and growth in Egypt. 

After the study is completed, it is expected that the Final Report would be presented at a
Conference on Financial Sector Reforms and SME Development in Egypt.  Follow-up discussions
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with GOE and donor officials on implementation of recommended reforms are also anticipated.

4. METHODOLOGY

The Team Leader should propose to the DEPRA study coordinator a detailed Work Plan for the
study.  It is anticipated that the joint DEPRA - MOE/RIS team would work mostly in Cairo,
reviewing relevant literature and interviewing GOE, donor, private sector, and financial sector
officials and SME owners/managers.  However, the team would also need to travel to several
other urban centers and rural communities in Egypt for interviews with formal and informal
financial institution managers and SME owners/managers.

The interviews of SME owners/managers will require the development of an interview form. 
Interviews of this sort have been successfully conducted on a qualitative basis in many commercial
centers and their interview forms can be used to develop the interview for this study.  See for
example Benedict’s 1962 study of Tehran’s bazaar merchants, the recent Asian Development
Bank sponsored surveys in five Asian Countries, the World Bank 1993/94 survey of private
enterprises in Egypt, and the 1995 interviews of Egyptian rural enterprises by Nagy and Adams. 

Interviews with financial sector managers will also be based upon an interview form.  While this
may draw on the form developed by Nagy and Adams (above), it will necessarily be much more of
a guide for open ended discussions of SME financing issues with financial institution managers.

This SME finance study will benefit from the opportunity to collaborate with another more
focused, DEPRA study on Trade Finance Reforms for Small Enterprise Development in Egypt
(see attached SOW).  The latter study includes interviews with financial institutions and SME
export-oriented enterprises and analyses of trade finance constraints and policy issues.  While it
focuses on trade finance, it will facilitate and complement the more general SME domestic finance
study.  The overall effectiveness and synergy of both studies would be increased if they are
implemented in tandem.

5. DELIVERABLES

1.  A detailed Work Plan within one week of beginning the study.

2. Questionnaires to be used for interviewing SMEs and banks/other financial institutions, within
3 weeks from commencement of the study.

3.  A Draft Report with findings, conclusions, and tentative recommendations for review by and
discussion with GOE officials, USAID staff, Study Advisory Group, and other representatives
of financial institutions and the business community in Egypt at least one week prior to team
departure from Cairo. 

4. Meetings and presentations to the above groups to obtain their review and comments.

5. A Final Report, incorporating review and comments, completed before team departure from
Cairo. 
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The Draft and Final Reports shall be written in English with an executive summary translated into
Arabic.  The Final Report will also be submitted on a computer diskette, with Word Perfect or
MS World for text files and Excel or Lotus 1-2-3 tables and graphs. 

6. LEVEL OF EFFORT AND STAFFING REQUIREMENTS

The study will require five experts, three Egyptians and two expatriates, working over 3.5
months.  The Egyptian expert consultants will be contracted for 2 person months each.  They
should have graduate training in economics or business administration, be familiar with the
workings of the financial sector and SMEs in Egypt, and have experience conducting the sort of
SME and financial sector interviews envisioned.

One of the expatriates will serve as team leader and be contracted for up to 3 person months.  The
other expatriate will be contracted for up to 2.5 person months.  The consulting time in Egypt will
be broken into 2 three to six week periods separated by up to one month off.  The expatriates
should have graduate level training in economics or business administration, experience with
SMEs and financial services for them in a wide variety of countries, and particularly experience
with expanding access to formal financial institutions.  They should also have some background in
the debates on financial development and repression and its relation to overall development.  At
least one of the expatriates should have experience with interviews of private sector enterprises.  

Four MOE/RIS staff economists capable conducting interviews in Arabic, translating for the
expatriate experts, and computer processing the interview forms and other data analyses will be
required for two months full-time.  They will be provided by RIS without charge to the study. 
The study team will be supported on a part-time basis by one DEPRA Egyptian long-term
economist.

The study will reserve funding for contractor(s) who may be required to assist with the  proposed
survey of SMEs.  If and when such contractor(s) are identified, written approval from the COTR
will be requested before issuing contract(s).  It is anticipated that the contract(s) would be in the
form of purchase/work order(s) for survey deliverables. 

7. START AND COMPLETION DATES

The study would begin on or about September 7 and be completed by December 19.   The Final
Report would be presented at a MOE/RIS - DEPRA sponsored Conference on Financial Sector
Reforms for SME Development after the study is completed.

8. LOCATION OF WORK

Unless otherwise agreed to by the Study Coordinator, all work will be done in Egypt, except for
up to 4 days work on the questionnaire that may be done in the USA by the team leader working
with counterparts at the World Bank.  While most of the work in Egypt will be done in or around
Cairo, the team will need to travel to other locations in Egypt to conduct interviews.
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9. REPORTING PROCEDURES AND OTHER CONDIITONS

The team leader shall report to the DEPRA study coordinator.  The consultants will collaborate
with and contribute to the DEPRA Trade Finance Reform for Small Business Development study.
 The team leader will be in charge of both study teams.  The consultants shall work closely such
GOE officials, USAID/Egypt staff, and representatives of the financial and business community. 
In particular, the consultants shall work with Dr. Farouk Shakweer, First Undersecretary,
MOE/RIS, and/or others designated by him. 

A six day work week is authorized for expatriate short-term consultants for work performed
outside the United States.  The DEPRA Project shall provide necessary in-country logistical
support, including transportation, office space, access to telephones, essential photo-copying, and
basic secretarial support.  A printer in the DEPRA office will be available for printing computer
files.  However, the consultants would need to provide their own personal computers.  The
Egyptian team members, in addition to their professional duties, shall be expected to act as
translators and interpreters as needed for interviews, essential documents and reports, and to
facilitate the activities of the expatriate consultants or study coordinator as needed.
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List of Organizations Contacted

Al Watany Bank of Egypt
Alexandria Business Association
Alexandria Commercial and Maritime Bank
Arab Management Association
Arab Investment Bank
Bank of Alexandria
Banque Misr
Banque du Caire
Central Bank of Egypt
Commercial International Investment Co.
Credit International D'Egypte
Credit Guarantee Company
DEPRA Project (MOTS)
DEPRA Project (MOE)
Egyptian Exporters Association
Egyptian Center for Economic Studies
Export Development Bank of Egypt
Export Credit Guarantee Co. of Egypt
Industrial Development Bank of Egypt
International Finance Corporation
Ministry of Economy
Ministry of Trade & Supply
Misr International Bank
Mohandes Bank
National Bank of Egypt
National Bank for Development
Nile Clothing Co.
Nile Bank
Nile Agricultural Development Company
ORIX Leasing Egypt S.A.E.
Societe Arabe Internationale de Banque
Suez Canal Bank
U.S. Agency for International Development
United Company for Oriental Sweets
United Securities Stockbrokers
World Bank
World Trading Company (Egypt)






















