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ABSTRACT: This research aimed at outlining a proper mortgage practice system in Egypt through filling in the gaps that exist in the current practice. To this end, the institutional and regulatory structures of two international mortgage systems, namely: the U.S. and the Malaysian, were examined through an extensive literature survey. On the other hand, data on the current Egyptian mortgage practice was collected, analyzed then compared to both practices. 

The results identified several limitations in the current Egyptian mortgage practice such as: inefficient procedures of property registration; absence of an efficient mortgage secondary market and relatively high mortgage lending rate. 

Finally, the study presented several recommendations for improving the existing Egyptian mortgage practice, among which were: realizing a proper secondary market; establishing efficient credit enhancement tools and lowering the mortgage lending rate. 
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BACKGROUND
Sirmans (1989) defined the term mortgage as follows: “mortgage refers to both the instrument that pledges real estate as a security for an obligation and the process of pledging real estate as security”. Duncan (2000) described the primary mortgage market as the market which involves origination and servicing of mortgage loans secured by real estate. Mortgage secondary market, on the other hand, allows mortgage originators to sell mortgages that they do not wish to hold in their portfolio and allows ultimate investors to hold mortgage assets without becoming involved in the mortgage origination and servicing (Larkins 1982; Rushing 1989a;  Duncan 2000). Accordingly, a Special Purpose Vehicle (SPV) is established to purchase the securitized assets (portfolios of loans) and issue securities collateralized by real estate loans in either a private or a public issue (Weis, Makary,  Post, Keshen  and  El-Barkouky,  2002).
Caswell (1982) asserted that the secondary market was created in the U.S. to remedy inadequate capital accumulation in the mortgage lending market. Ball (1990) had further supported Caswell’s idea. Ball mentioned that the creation of large-scale financial institutions in the U.S with sufficient governmental support might provide solutions for that problem. Kuhnle (1973) mentioned that an effective nationwide secondary market for conventional loans had emerged in the U.S. since 1972. The creators of this secondary market were: Federal National Mortgage Association (FNMA); Governmental National Mortgage Association (GNMA); Federal Home Loan Mortgage Corporation (FHLMC) and Federal Land Banks and Farmers Home Administration (FmHA). They are considered federally-sponsored credit agencies (FSCA) that tend to increase their holdings of home mortgages more rapidly when interest rates rise and less rapidly when interest rates decline (Sirmans, 1989). 

Rhee and Shimomoto (1999) undertook a regional study under the supervision of the Asian Development Bank to examine the feasibility of Mortgage Backed Securities (MBSs) markets in Asia.  The authors covered eight member countries:  the People’s Republic of China, India, Indonesia, Republic of Korea, Malaysia, Pakistan, Philippines, and Thailand.  The authors asserted that since 1986 a secondary market based on Malaysian Laws relating to property ownership, legal charges and transfer of charges has emerged. This was when Cagamas, the national mortgage corporation did exist. 

Michel (1994) demonstrated that Cagamas in Malaysia was the most successful example of a secondary mortgage facility in a developing country. Thus, Cagamas is considered a Special Purpose Vechile (SPV) similar to FNMA in the U.S. (Rhee and Shimomoto, 1999). Furthermore, the authors mentioned that originators sell the loans to Cagamas  at a value equal to the outstanding principal balance of loans. They further act as loan servicers to Cagamas and continue collecting the loan.

By 1998, the Egyptian construction industry ranked thirty-third in the global construction market with a volume of 12.711 billion U.S. Dollars (the Business Information Center of the American Chamber of Commerce in Egypt, 2003).  After 1998, the Egyptian construction industry was knocked  out from its ranking due to several reasons, ahead of which was the turn down in the construction of residential units due to a recession in the sales of housing units. By 2002, a sharp decline was further experienced in the sales of housing units due to the various credit restrictions adopted by banks, coupled with high interest rates in relatively short amortizing periods. Accordingly, home financing process was held up, as the purchasing power of low and middle income homebuyers was not sufficient to buy homes with such provisions. This situation imposed the need for a long term housing financing mechanism that would directly retrieve the residential construction sector. 

In June 2003, the first mortgage company in Egypt was founded through a partnership between eleven of Egypt’s biggest companies in the fields of real estate, banking and insurance, with a combined total capital of 500 million EGP and a paid-in capital of 250 EGP. The company launched its activities in March 2004. The first Mortgage company offers financing up to 85% of a property value, at an interest rate of 14%, payable over a maximum of  20 years through monthly installments of 40% of the borrower’s income. 
The property financed by the first company should have an area between 50 and 180 square meters. “The property area is calculated as the net property area, excluding stairwells, elevator shafts, balconies and entrance”. Further, a broker certified from the Mortgage Finance Authority (MFA) could be consulted to affirm that all the fundamental requirements in the house are present. 

Favorable terms apply to borrowers with an annual income lower than LE 9000 (around $1450), including a government-subsidized interest rate of 6%, a longer mortgage period of 30 years, and a lower monthly installment of 25% of the borrower’s income.  A report should be completed by one of the licensed appraisers determining the offered price (provided that the desired unit area does not exceed 80 square meters).
In May 2004, the second Egyptian mortgage company launched its activities. It finances purchase and construction of housing units in Greater Cairo and new urban areas.  It differs from the first mortgage company in the fact that it targets middle-income borrowers applying for housing units of values above 100,000 EGP. The cost of finance by the second company equals 14%, and the loan is to be paid over 10 years through monthly installments of 35% of the borrower’s income. Loan-to-value ratio is a maximum of 75%.

Eventually, and as a result of this research, the Egyptian Company for Mortgage Refinancing (ECMR) was established in June 2006 with an initial capital of 200 million EGP to support the market. At present, the company will receive a 214 million EGP loan from the World Bank to start its financing operations this year. ECMR was established by the Central Bank of Egypt and 24 private and public financial institutions, German-Arab Chamber of Industry and Commerce  (GACIC, 2007).

ECMR is similar to Cagamas in Malaysia. Thus, besides providing secured loans to banks and mortgage companies, it also issues long-term bonds to the public in order to support its activities and expand its lending beyond the initial capital. Leverage capital will be 1 billion EGP and it will serve as the industry’s first liquidity facility. ECMR will refinance loan portfolios for banks and mortgage finance companies at below-market interest to keep liquidity in the system (GACIC, 2007).

Further, the preliminary 2006 end-of- year figures of the Mortgage Finance Authority (MFA) showed that the total mortgage lending volume has reached EGP 1 billion. The lending volume is expected to reach EGP 4 billion by the end of 2007, as more banks and other lending institutions enter the market. Furthermore, the licensing of additional mortgage finance companies is expected to help lower interest rates, which represent one of the biggest obstacles facing borrowers under the current system, German-Arab Trade Magazine (GAT, 2007).

STATUS OF THE EGYPTIAN REAL ESTATE FINANCING PRACTICE BEFORE THE ENACTMENT OF THE MORTGAGE LAW
After conducting Intensive interviews with several categories of Egyptian developers regarding the existing lending market situation; and obtaining feedback on relevant inquiries from real estate experts, the following market conditions were comprehended: 

· Before the enactment of the Mortgage Law, the Egyptian housing finance market was not well developed. Exclusive of three specialized institutions that finance real estate as a sole entity or as key part of their business, all other lending institutions did little financing of home purchases, while housing banks were primarily financing contractors and developers and only small portion of their loans financed homebuyers.
· Thus, the purchases of new houses were generally financed by developers, while differed installment arrangements implied an effective interest rate of about 20%, which was to be paid on less than five to seven years time with approximately half of the price to be paid In cash. However, a reasonable mortgage rate of less than 14% was recommended by experts (Weis et al., 2002).

· Most developers depended on post-dated checks, social insurance, identification numbers and termination clauses to insure repayments, which never guaranteed the money, but only guaranteed that the borrower in default would be penalized because foreclosure actions were neither clear nor supported by Law.

· The majority of Egyptian homebuyers could not attain a proper financing for their homes and accordingly, real estate transactions have become weaker. As a result there was a decline in the residential sector.

OBJECTIVES AND NETHODOLOGY
This research was mainly targeted at outlining a proper regulatory and institutional structure for a sound long-term housing finance mechanism in Egypt. This objective was fulfilled through filling in some of the gaps that exist in the current mortgage practice by studying proven international mortgage practice systems and comparing them with the current Egyptian practice. 

To this end, two international mortgage systems were scrutinized, namely: the U.S. mortgage system as the oldest and the most efficient practice in the world, and the Malaysian mortgage practice which is considered an emerging practice in a developing country of social and economical circumstances similar to Egypt. 

Boleat (2003) stated that “many countries have years of experience of regulating mortgage markets. That experience has not always been good. Huge mistakes have been made. Thus, there should be a culture of learning from experience so that the same mistakes are not repeated and that best practice can be built on”.

Accordingly, relevant mortgage practice data was collected via an extensive literature survey which provided an in-depth understanding of the various components of both systems. The basic functions of their mortgage institutions, together with the role of their governments pertaining to government policies and subsidies, management of credit enhancements, management of land titling, property ownership procedures and setting up of system regulatory and supervision control were investigated.

On the other hand, a study of the status of the Egyptian lending practice after the enactment of the mortgage law was conducted through various readings in laws, decrees, regulations, publications and practices pertaining to the Egyptian mortgage. Field data was collected through interviews with various experts in Egyptian mortgage companies, Capital Market, registration offices and law firms. Several interview forms, which addressed miscellaneous issues pertinent to the Egyptian mortgage practice, were utilized. 

Data collected was analyzed then compared to the U.S. and Malaysian mortgage practices in order to fit in the best practices of both and to provide recommendations regarding the actions that should be taken by the Government and relevant entities to attain a sound Egyptian mortgage system.

EGYPTIAN MORTGAGE PRACTICE
Real Estate Finance Law
As a national requirement, a new mortgage market law
 has been enacted in 2001.  Since then, substantial progress has been achieved in establishing a new Government regulatory institution for newly specialized mortgage lending companies, and for preparing the Executive Regulations of the Law.  In addition, the Government took some actions to restructure property registration processes and to put in place the judicial infrastructure that would strengthen both the mortgage market in specific and the Capital Market at large. To elucidate this idea, the status of the Egyptian mortgage market will be introduced, which comprises the Egyptian mortgage system as proposed by the Egyptian Government and the existing market and statutory constraints.
Loan underwriting standards

No guidelines yet exist to determine the basis upon which risk analysis is to be made to judge the borrower’s capacity to fulfill a pre-originated loan. On the other hand, the law focused on the presence of legally sound collateral as the major decisive factor that attracts a lender to lend rather than focusing on the borrower’s credit worthiness. 

a) Mortgage payment ratio

 Article 3 of the Executive Regulations stated that the value of monthly loan installments should not exceed 40% of the borrower’s income for non low-income borrowers.

b) Loan-to-value-ratio (LTVR)

Article 3 of the Executive Regulations stated that LTVR is 90%. 

Borrower’s creditworthiness

The law focused on insuring legal and available collateral rather than focusing on the credit worthiness of the borrower. This was obvious from the various articles discussing collateral, foreclosure and registration of the property. Alternatively, determination of the borrower’s capacity and not his credit was tackled in one single sub-article of the executive regulations. 

Mortgage brokers and real estate agents

a) Mortgage brokers

A license is not required to become a real state broker in Egypt. The only requirement set by the Law is to register as a broker with the (MFA).

Currently, there are around 300 brokers registered at the MFA. Few of them are recognized as mortgage brokers and the rest are considered loan agents that perform below average mortgage brokerage activities.

b) Real estate agents

Their roles as described by the Law are similar to executive agents. They are only responsible for the preparation of the auction procedures, notification and publishing procedures during the disclosure phase.

c) Fees of brokers/agents

Fees were set by the market at 2% of the originated loan.

Real estate appraisals

Appraisal regulations are not yet available. A number of professionals, including engineers, university professors and valuation staff of commercial banks, have performed real estate valuations.  

Securitization

Securitization concept emerged after the enactment of the Mortgage Law. The responsibility of its existence and supervision lies on Capital Market Authority (CMA). The CMA is responsible for processing and supervising securitization; where the sources of funds for real-state finance can be accessed only through it. 

 The Real Estate Law limited securitization activity to the activities of the companies working in the field of financial securities. Furthermore, the Capital Market Law included various sub-articles regarding the proposed mechanism of securitization, the obligations of securitization companies and their guarantees to investors to provide security yields instead of the mortgage originator, which constitutes a true sale. It also highlighted credit classification, composition of securitization bonds prospectus and information memorandum, companies covering and merchandising securitization bonds and duties of custody trustees. 

Accordingly, institutions participating in securitization are:

a) Special Purpose Vehicles (issuers)
Securitization of real estate loans is the only viable source of long-term financial resources needed to sustain an active housing finance market in Egypt.  This is because short-term commercial bank deposits are not appropriate for funding long-term real estate loans.

In essence, traditional providers of long-term finance such as life insurance companies, pension funds and high net worth investors would not originate nor service real estate loans themselves, but would invest in fixed-income securities collateralized by real estate loans through a special entity that performs loan securitization, which is the loan securitizer or the special purpose vehicle (SPV). 

Securitization companies of original paid-in capital of five million EGP are allowed by the Capital Market Law to do securitization. They issue bond securities supported by portfolios of non-homogenous loans.

b) Rating agencies: exist in the Egyptian Capital Market.  They perform credit rating to help investors in making decisions whether to invest or not in a certain security.

c) Loan servicers: entities that service the loans after selling the mortgage in the Capital Market.  They collect periodical payments from the borrowers and convey them to the SPVs in order to be distributed over secondary market investors.  In most cases, loan originators (mortgage companies) act as loan servicers.
d) Loan underwriters: some investment banks could perform some of the tasks of underwriters such as: assuring the issuer of enough liquidity and assessment of risks out of the issued securities. Their efficiency should be monitored through regulations and guidelines, which do not yet exist.

e) Custody trustees: after an agreement with the SPVs, one of the Egyptian banks or companies that are licensed to exercise the custody trustees' activities should be in charge of following up all transactions related to the securitized security-holder's equity, in addition to documenting and enforcing the rights of security-holders.  

f) Primary dealers: the main tasks of primary dealers, according to regulations, are to guarantee the full issue of Governmental securities in the primary market, such as Treasury Bills and Government Bonds and to activate secondary market transactions through re-purchase or re-selling of Government Bonds. A primary dealer should be approved by CBE and licensed by CMA.

Property registration and land title

Egypt is characterized by a low proportion of home ownership. A recent report by the American Chamber of Commerce (2003) mentioned that the value of real estate assets in Egypt is around 70 million U.S. Dollars, out of which 90% is not registered, which the author called “Dead Capital”.  Only about 10% of urban Egyptian properties are registered (Struyk, 2006).

 In essence, two main reasons were spotted as the basis of the registration problem in Egypt: first, the high registration fees of real estate which used to be 12% of the property value; and the process of registration involved a great deal of bureaucracy and inefficiency. Consequently, much land was not registered and accordingly, could not be used as loan collaterals under the real estate mortgage system, which only deals with registered lands and properties. 

As a response from the Government, it minimized the registration fees to 3%.  Notwithstanding the above, interviews conducted confirmed that the overall registration fees including the cost of surveying and other administrative costs might reach 4.5% of the property value. In addition, lengthy and uneasy procedures of registration and recurring visits of land surveyors are two obstacles that compel people to refrain from registering properties and lands.  For example, it was mentioned during interviews that surveying procedures of lands took about six months to be completed.   

Consequently, these problems resulted in the absence of qualified properties to be financed by mortgage companies.  In addition, some citizens who were asked about their experience with registration mentioned that it was cheaper for them to obtain validity and execution decision in court instead of registration; though court decisions might take longer than the registration process. 

Thus, in order to clarify the difference between registering the property through a registration office and filing a validity and execution writ, a specialized Egyptian lawyer was consulted. A conclusion was reached in this regard that a validity and execution decision is only a temporary solution that mortgage companies shall never recognize unless registered, because as mentioned above, the Mortgage Law recognizes only registered properties for a valid lending transaction.

Recent developments have occurred in property registration.  In 2005, the executive regulations of the real estate finance law were amended, with one provision being that a mortgage could be issued for an unregistered property if the property were deemed to qualify for registration. This regulatory change obviously dramatically increased the number of properties qualifying for mortgage loans (Struyk, 2006). 

Credit enhancement (loan insurance)

Some insurance policies are yet neither available nor specified in the Egyptian mortgage insurance market; nonetheless, they are used worldwide with high effectiveness. In addition, no institutions do exist in order to provide credit enhancement on mortgage bonds.

Mortgage lending rate

The Egyptian mortgage lending rate equals to 14% with a margin of 4% over the prime lending rate of CBE.  However, this leaves the mortgage companies with only 1.5% profit, which will be further decreased when attempting to securitize the mortgage loan and provide other guarantees. 

Low income borrowers

Article 6 of the executive regulations recognized a ceiling of 9,000 Egyptian pounds per year on single low-income borrowers. This way a considerable percentage of young borrowers of low-income citizens have been excluded from benefiting from the law. A report by Weis et al. (2002) stated that around 65% of the total families in Egypt have annual income less than LE 20,000 per year. 

Foreclosure

Before the enactment of the Mortgage Law, lenders were unable to take the possession of lands that were used as loan collateral in case of the borrower’s default. This situation created a tendency from lenders not to consider loans with land as collateral. Therefore, the law attempted to tackle this problem and set out procedures for taking possessions. 

Questionnaire Survey on the Lending Practice of the Egyptian Mortgage Companies
Personal interviews were conducted with managers of mortgage companies using a special questionnaire form (Appendix A) which discussed miscellaneous issues pertaining to the Egyptian lending mortgage practice. In due sequence, they  are: underwriting standards; borrower’s credit worthiness; real estate brokers/agents; real estate appraisals; property  registration and land title; loan insurance; loan servicing; mortgage lending rate; low income category and foreclosure. 

THE EGYPTIAN MORTGAGE SYSTEM: ANALYSIS AND MEANS OF IMPROVEMENT
This part attempts to highlight some of the missing components or those needing further development in the Egyptian mortgage practice. For this purpose, an integrated analysis is carried out, whereby the existing Egyptian mortgage system outlined above is compared to the U.S and Malaysian mortgage practices. Moreover, legal, regulatory and policy actions that the government may apply to enhance the current status of the mortgage practice are portrayed.
Unavailability of Standard Underwriting Guidelines 

No specific standard underwriting guidelines are yet prepared to determine the borrower's capacity. Moreover, no check is required on the borrower’s stability of employment. Interviews revealed that the borrower’s salary, income statement, assets in banks and any owned real estate are analyzed by the mortgage company to determine the borrower’s eligibility. Further, LTVR are fixed. However, interviewees revealed that Egyptian mortgage companies secure LTVR between 75-85% without requiring insurance on such loans. 

The reason why Second Mortgage Company reduced LTVR to 75% is the fact that there is no quantitative data on the borrower’s credit (no risk scoring mechanism), while the existing qualitative credit information is not enough. Thus, the company attempted to reduce the risk exposure by such constraints (Richards 2005).

Further, 40% of the borrower’s salary is a high maximum to be paid as monthly installments compared to other international standards. Therefore, the risks out of the loan transactions are higher than those of international practices. Table-1 compares the U.S., Malaysian and Egyptian mortgage practices.

	Insert Table-1 around here


Consequently, standard underwriting guidelines should be set by MFA, including the main areas related to the borrower’s risks mentioned in the above table. Special forms should be included in these guidelines, such as: Verification of Employment (VOE) and Verification of Deposits (VOD) issued by Fannie Mae in the U.S.

On the other hand, either the maximum Mortgage Payment Ratio should be lowered to 30%, or a maximum Total Debt Ratio of 40% is used, concurrently with a maximum Mortgage Payment Ratio of 35 %.

Finally, LTVR should not be fixed. Its determination should be linked to the type and significance of loan insurance. LTVR tables should also be prepared. 

Unavailability of Borrower’s Credit Rating

The Egyptian practice did not recognize rating bureaus for determining the borrower’s credit worthiness. Further, credit scoring system was not yet used. Credit inquiries made by mortgage companies, own staff raise the mortgage cost for borrowers, in addition to the time taken to make these inquiries. However, mortgage companies wrongly depend on future cash flows from the sale of the collateral at foreclosure to redeem their borrowed moneys instead of an accurate determination of the borrower’s credit worthiness. Table-2 summarizes the main differences among the three practices.

	Insert Table-2 around here


As a solution, credit bureaus similar to those in the U.S. and other developed countries should be established to reduce the time and cost associated with individual inquiries made by mortgage companies and to increase the efficiency of determining the borrower’s credit rating. 

Non Existence of Qualified Brokers and Real Estate Agents

Mortgage brokers are not working as efficiently as they are supposed to be because their tasks were not clearly mentioned in the law.  Interviewees cited that approximately 20% of clients were attracted through mortgage brokers. On the face of it, 40% to 50% of residential mortgage in the U.S., loans were originated using mortgage brokers and loan correspondents via means of the whole sales (Dennis and Robertson, 1995). Table-3 delineates the differences among the U.S. and the Egyptian practice.

	Insert Table-3 around here


Thus, specialized training sessions and brokerage courses should be conducted to increase the number of registered brokers/agents registered with MFA and to raise the quality of brokers that have been already registered. The role of real estate agents should be clearly defined by Law, which is completely different from the role of execution agents. On the other hand, the use of commission loan agents could increase the amount of loans made by mortgage companies. Finally, a maximum ceiling for mortgage brokers should be specified in the regulations to avoid exaggerated commission fees. 

Absence of Standards and Qualifications for Real Estate Valuation

The absence of guidelines, standards and forms has resulted in many conflicts and inconsistencies in appraisal reports. For example, it was mentioned during interviews that three different appraisals from three different appraisers for the same property gave completely different values. Currently, mortgage companies require appraisers to evaluate properties by market approach, cost approach and rental approach. In addition, due to the currently weak real estate market in Egypt and the lack of data on comparable properties, the appraisal process was made difficult. Therefore, a new society has begun collecting comparable sales data to form a data base in this regard.Table-4 demonstrates the discrepancies among the three practices. 

	Insert Table-4 around here


Accordingly, establishing professional standards for appraisal and appraisal methodology are necessary actions that should be taken by the government. Furthermore, some uniform appraisal forms similar to FNMA’s and FHLMC’s appraisal forms should be used. Also, a database on comparable sales in all Egyptian governorates should be prepared by a specialized entity.

Absence of an Egyptian Mortgage Secondary Market 

Despite that some efficient regulations were set by CMA, there are not enough mortgages to be securitized due to the non-presence of registered lands. In other words, in order to set a proper secondary market, an efficient primary market should exist. Further, securitization companies are not allowed to generate their own securities similar to FNMA, FHLMC and Cagamas. Rather, they only transfer the risk from the mortgage companies in the primary market to the Capital Market investors without bearing any risks in the middle. However, due to the inexistence of a credit enhancement mechanism, default risks will be solely carried by Capital Market investors. Furthermore, securitization companies are not capable of creating an efficient market for mortgage bonds due to their insufficient capital and their being away from government support.
  Finally, the bond market in Egypt has not yet evolved. For example, long-term debt securities, which are issued for maturity periods of more than seven to ten years, are not frequently issued. Table-5 illustrates the differences among the three systems. 

	Insert Table-5 around here


Therefore, the government should provide the secondary mortgage market with sufficient mortgage bonds as soon as the primary market is ready. This requires the establishment of financial institutions like FNMA in the U.S. or Cagamas in Malaysia. They purchase loans from mortgage lenders and issue MBSs in the capital market through an efficient panel of primary dealers and underwriters, which diversifies lending risks and motivates Capital Market investors to purchase such securities. Merging potential Egyptian Special Purpose Vehicles SPVs under one large entity initiating securitization or, permitting an international conduit to invest in mortgage loans and conduct securitization activities, are all recommended solutions.
Moreover, an efficient bond market should exist by providing the required infrastructure for trading mortgage bonds. For example, long term bonds should be issued in the market to provide long term yield indices. Underwriting guidelines should be available to loan underwriters in order to assure the issuer of adequate liquidity. Rating agencies should be involved as well as insurance companies in assuring the secondary market investors of the presence of enhanced securities. 

Weak Home-Ownership and Inefficient Registration Procedure of Lands 

Although the Government has lowered land registration fees, high registration fees along with lengthy registration procedures are still hindering the mortgage system. An interview at one of the mortgage companies revealed that only 15 loans have been actually made by the company out of thousands of applicants submitted due to the scarcity of registered properties. Mortgage companies generally require a registered trust deed unless the property is located in a new city where a letter from the competent authority is required to prove that the land is sold to the seller.

Further, no central land titling or land registration agency is present in Egypt which renders it difficult to establish clear title to land and property. Thus, borrowers conduct extensive and expensive due diligence to establish legal titles to land and property through hiring local law firms to conduct title search. In this regard, Egyptian mortgage companies require Form 19 that reveals the existence of any liens on the collateral for the past 10 years. Table-6 highlights the discrepancies among the three practices.
	Insert Table-6 around here


Therefore, the Government should persist on lowering the registration fees to a maximum of 1.5% of the value of the property to encourage owners to register their properties.  Another alternative is to use flat rate fees for registration as those applied in the U.S. and the U.K. The Government must also certify private registration companies to handle registration procedure, and certify engineering firms to perform surveying of mortgage land.
On the other hand, in order to develop the Egyptian registration procedures, a corporal record should be developed primarily in new cities and used by all registration offices. This helps stabilize property ownership and facilitates property data retrieval. 
Title search agencies should be created to provide title insurance to assure homebuyers that the properties are free from title problems. Finally, establishment of escrow companies is necessary. These companies keep an escrow account for every homebuyer that help both loan servicers and homebuyers to pay all mortgage obligations on their due dates (Office of FHEO 1998).

Unavailability of Credit Enhancement Tools  

Due to the non-existence of mortgage insurance institutions, several significant insurance policies are missing at the Egyptian mortgage market, especially those pertaining to insurance/guarantees on the entire loan value in case of default, which are considered significant credit enhancements in mortgage secondary markets. Further, there are no guarantees that no liens are cumulating on the property during the financing process. Interviewees indicated that insurance policies required from the borrower by mortgage companies, are equivalent to the value of the loan for the entire period of payment against the following hazards: death; disability and fire. 

 Table-7 summarizes the main differences among the three practices. 

	Insert Table-7 around here


As a result, some insurance policies need to be available in the Egyptian mortgage insurance market to minimize lending risks, such as: insurance on losing employment; insurance on installments; title insurance; insurance/guarantees on loans to secondary market investors and insurance against the volatility of interest rates.
Furthermore, underwriting standards, similar to those set by FHA in the U.S, should be developed.  Also, the use of escrow administrators for escrow accounts as in the U.S.  is recommended to guarantee that no liens are cumulating on the property. 

High Mortgage Interest Rates and Absence of Variable Rate Mortgage Instruments 

Interviewees proclaimed that the Egyptian lending rate is considered relatively high. Further, they explained that this percentage could not be reduced by the mortgage companies for the following reasons:

· The CBE lending rate of 10% could not be decreased unless the Egyptian current economic standards are modified.

· The prime lending rate determined by commercial banks is 12%.

· A fee of 0.5% of the value of any originated loan is to be paid by the mortgage companies to the Real Estate Activity and Subsidy Fund. 

This problem, combined with the non-presence of long–term bonds and the non-existence of long-term bond yield indices, would extremely increase lending risks. Table-8 compares the three mortgage practices: 

	Insert Table-8 around here


Accordingly, the Government should reduce the current mortgage lending rate, thereby adjusting the Egyptian economical standards, which in turn would reduce the Prime lending rate of the CBE. A lending rate of 12% is recommended.

Further, Fixed Rate Mortgage (FRM) should not be the only available mortgage instrument in the Egyptian mortgage market. Adjustable rate mortgage (ARM) and graduate payment mortgage (GPM) should be available to reduce interest rate risks on lenders and consider low salaries of young borrowers, respectively. Also, interest rates could vary from a borrower to another according to the LTVR and the borrower’s credit rating.

Incorrect Definition of Low Income Homebuyers Category 

Respondents stated that a regulation has excluded considerable percentage of low-income borrowers. Moreover, the Mortgage Law concerning Activity Guarantee and Subsidy Fund determined that, every 5 years, the Fund supports defaulted borrowers for three months only for reasons that were elucidated neither by the Executive Regulations nor by the Decree that created the Fund.  It was also stated that the funded amount would be recollected.

Therefore, the first alternative to remedy this problem is to remove Article 6 of the Law, pertaining to low-income homebuyers,  and  a  subsidized fixed interest rate is determined on a case-by-case basis after conducting considerable due diligence on borrowers. 
Another alternative is to delete Article 6 of the Law and combine the Government Mutual Funds, Mortgage Activity Guarantee Funds, and Mortgage Companies' Funds to lend with lower rates. Consequently, moderate-income borrowers of salaries less than 3000 Egyptian pounds per month, in addition to low-income borrowers, could benefit from this hybrid mix fund.  
The Government may issue subsidized mortgage bonds, similar to Mortgage Revenue Bonds MRBs of the U.S. to provide subsidized mortgage loans to low and middle-income borrowers at below-market rates. In addition, the three-month support of defaulted borrowers should be substituted by subsidized loan insurance similar to that offered by FHA. 

Unproven Methodology of Foreclosure Actions

Although foreclosure articles were properly set by Law, respondents mentioned that there was yet no confidence in the marketplace that they would work efficiently.  Execution agents were not yet established and the right for redemption by borrowers was unconstrained. 

Therefore, in order to guarantee that foreclosure procedures run effectively, educational and awareness programs are required along with the publication of standard procedures and guidelines. Moreover, legal real estate agents stated by the Regulations need to be certified. Also, some similar practices to pre-foreclosure sale; short sale; deed-in-lieu and others could be used by the mortgage companies in addition to foreclosure. . 
CONCLUSIONS
After the enactment of the Mortgage Law, various gaps did exist in the Egyptian mortgage practice which slowed down the performance of the mortgage lending market on both the primary and secondary markets. Following are the major gaps of the system as extracted from the analysis phase of the paper:

· No standard underwriting guidelines are developed in the Egyptian mortgage market. Alternatively, mortgage companies use the payment ratio of 40% set by the Law as the main criterion that determines the eligibility of the borrower depending on the presence of collateral that would maintain their rights in case of default by the borrower.

· Determination of the borrower’s credit worthiness is only dependent on feedback from inquiries made by the mortgage companies which are not advantageous in terms of time and cost.

· Real estate transactions are made more difficult by the minimal number of qualified and professionally trained mortgage brokers and agents. Further, no maximum ceiling was mentioned by the executive regulations regarding the fees of mortgage brokers/agents.  

· Egypt has neither professional standards nor qualifications for real estate valuation, which are important for good loan decisions and confidence of investors in MBSs. 

· The secondary market has not been activated in Egypt for many reasons. First, due to the lack of an efficient primary mortgage market as there are not enough mortgages to be secured, mainly because of the non-presence of registered lands. Second, owing to the absence of huge and governmentally supported financial institutions, the loans might not be swiftly transferred from primary dealers to secondary market investors. 

· Egypt suffers from a low proportion of home ownership and a high proportion of informal housing. In addition, high fees and inefficient procedures for land registration are major problems facing the applicability of the mortgage system.

· Specialized mortgage insurance institutions, similar to the FHA or VA in the U.S., do not exist in Egypt to provide the same credit enhancement on mortgage bonds.

· In comparison to international practices, the Egyptian lending rate of 14% is considered too high to make housing affordable to a large segment of the Egyptian population. 

RECOMMENDATIONS
In order to assist the Government to decide upon the priorities of actions to be implemented, the foremost recommendations included in this paper are ranked on an itemized basis. This would facilitate acquiring an adequate number of real estate loans in a short time, which in turn would help facilitate designing a stable mortgage system.
· Create huge financial entities supported by the Government to promote the secondary market.
· Modify the registration procedure.

· Provide full loan guarantee on installment payments.
· Form title search agencies
· Reduce mortgage interest rate.

· Standardize underwriting guidelines.

· Establish credit bureaus.
· Develop appraisal standards and code of ethics.

· Activate mortgage brokers and execution agents.

APPENDIX A
Interview Form

Lending Practice of Egyptian Mortgage Companies

General

1. Approximately, how many loans were made by the company until now?

2. What are the types of loans offered by the company? Discuss loan terms.

Underwriting Standards 

3. Does your company use  loan underwriting form?

4. What sources of the borrower’s income are analyzed by the company?

5. Do you have special VOE and VOD forms? 

6. How do you determine an approximate LTV ratio?

7. Do you think that a maximum of 40% of the borrower’s salary is a high maximum to be paid as monthly installment? 

Borrower’s creditworthiness

8. How do you determine the borrower’s creditworthiness?

Real estate brokers/agents

9. What percentage of customers was attracted through real estate brokers? 

10. Do executive regulations covered the tasks of real estate brokers and real estate agents efficiently? What are these tasks?

11. How much is the fee of a loan broker?

Real estate appraisers

12. Are there any appraisal standards/guidelines/forms that are followed?

13. What are the methods used in appraisals?

Securitization

14. From your perspective, what is still missing for securitization to be initiated?

Property registration – land title

15. What are the procedures/requirements by the company that guarantee that the property is registered in the seller’s name?

16. Do you think that title search/insurance companies are required?

Loan insurance

17. What types of insurance policies do you require?

18. Do you think that insurance policies required by the company are adequate guarantee?

Loan servicing

19. How do you collect loan installments? (e.g. use special collectors, send bills).

20. What is your action in case the borrower failed to pay on the due date?

21. Do you agree on having an Escrow account handled by a third party? Explain.

Mortgage lending rate

22. Do you think that the current mortgage rate of 14 percent is high?

23. If yes? How can such rate be decreased?

24. Do you use variable interest rates?

25. Does your company apply other mortgage instruments? What are these?

Low income category

26. Do you think the definition of low income category is correct as stated by the executive regulations?

Foreclosure

27. Based on foreclosure procedures stated in the law, do you believe that you could retain the property in case of the borrower’s default?
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Table-1: Comparison of underwriting criteria 

	Criteria of comparison
	U.S. system
	Malaysian system
	Egyptian system

	Income determination
	-  qualitative and quantitative underwriting standards, including: borrower’s credit; collateral appraisal and borrower’s capacity

- Information  is validated through : credit reports; VOD and VOE

- Use standard forms
	- Included in Cagamas underwriting guidelines

- Use standard forms
	- Neither standard underwriting guidelines nor forms are used

	Loan-to-value ratio
	- Not fixed and assessment based on standard criteria

- Private insurance plays a role in increasing LTVR

- Mortgage appraisal reports and LTVR reports are used
	- Assessment based on standard criteria by Cagamas as follows:

· 90-100% for low-cost housing

· 80-90% for medium-cost housing

· 70-80% for high-cost housing

- LTVR tables do not exist
	- Fixed,  between 75 - 85%

- LTVR tables do not exist

- Insurance has no effect on LTVR



	Mortgage payment ratio
	- 29% of the borrower’s monthly income as set by FHA
	- 30 % of the borrower’s gross monthly income
	- 40% of the borrower’s monthly income

	Total debt ratio
	- 41%  as set by the FHA
	- Does not exist
	- Does not exist


Table-2: Comparison of credit worthiness and credit bureaus

	Criteria of comparison
	U.S. system
	Malaysian system
	Egyptian system

	Borrower’s credit worthiness
	- Use credit score method; loans with higher credit scores are subjected to underwriters’ reviews (Chen 2000) 
	- borrowers are subjected to credit worthiness, along with the requirement of specific documents such as: borrower’s past and present employment earnings and  bank account balances


	- No quantitative methods



	Credit bureaus
	- Credit bureaus are present and  interfaced with FNMA and FHLMC automated underwriting departments
	- Do not exist
	- Do not exist


Table-3: Comparison of real estate agents and mortgage brokers

	Criteria of comparison
	U.S. system 
	Egyptian system

	Mortgage brokers
	- A license is required but no certification or exams are required

- Can originate the whole loan sale

- Fees are between 0.5-1.5% of the originated loan
	- Neither a license nor a certificate is required

- Concept of the  whole loan sale is not recognized by Law

- Fees are 2% of the originated loan

	Real estate sales agents (Realtors)
	- Key persons who determine which property and mortgage company are chosen by a borrower;80-90% of homebuyers followed the recommendations of real estate agents (Dennis and Robertson 1995)


	- Some conflicts do exist between the tasks of real estate agents as mentioned by the Law and those recognized by international practice: (Articles 16-27) of the Mortgage Law




Table-4: Comparison of mortgage appraisals

	Criteria of comparison
	U.S. system
	Malaysian system
	Egyptian system

	Appraisal regulations and standards
	- Appraisal regulations exist under U.S. Banking  Law

- The Uniform Standards of Professional Appraisal Practice USPAP require real estate appraisers to be licensed 

- Standard  forms are used


	- Regulations exist under Malaysian appraisal regulations and standards

- The Board of Valuers, Appraisers and Estate Agents of Malaysia regulate valuers, appraisers and set appraisal standards


	- Appraisal regulations do not exist under the law

- No forms are used

- No requirements for certification of appraisers  were  traced in the Law

	Tests required
	- Tests are required by various appraisal boards such as: the Appraisal Qualification Board (AQB) and the Appraisal Standard Board (ASB)
	- A test of professional competence is set by the Board of Valuers 
	- No tests are required by Law

	Code of Ethics
	- Included with standards
	- A Code of Ethics is developed by the Board
	- Does not exist


Table-5: Comparison of securitization structure

	Criteria of comparison
	U.S. system
	Malaysian system
	Egyptian system

	Securitization entity
	- Various mammoth structures such as FNMA, FHLMC, GNMA and other private conduits
	- Cagamas Berhard is  the only active institution in the Malaysian secondary market supported by the  Malaysian Central Bank, and is the largest single issuer of Private Debt Securities (PDSs )


	- SPVs described by the Law do securitization

	Securitization methods
	- Either whole loans are purchased by mammoth entities, then special MBS/pass through securities are sold in the Capital Market or,

 - Conventional or Federal Housing Administration (FHA) insured loans are securitized via any of the above institutions and converted into FNMA’s or FHLMC’s MBS or converted to Mortgage Backed Bonds MBBs in lenders’ own name


	- Cagamas purchases whole loans and issues its backed securities in the form of Cagamas bonds (long-term) and Cagamas notes (short- term) which are tradable in the market. 
	- SPVs do not purchase the loan, but only securitize the loan


Table-6: Comparison of ownership registration and land title 

	Criteria of comparison
	U.S. system
	Malaysian system
	Egyptian system

	Ownership/registration/mortgage instrument
	- Recording at the state is important to avoid liens from claimants of ownership 

- Mortgage instrument should be in writing and the debt is secured through a promissory note

- The loan could be in the form of a mortgage (two-party contract) or a Trust deed (three-party contract)
	- Ownership is either free hold or leasehold based on Torrens system of land registration, where a land title  certificate show full, valid and indefeasible title
	- Ownership is only valid through notarization; mortgage is registered at a notarization  office 

- A registered trust deed is required 

	Guarantees on property liens
	- Title search companies investigate the ownership of the property for any encumbrances and provide insurance to share the risk associated with the event that clear title cannot be established 
	- Any remedy to a claimer to his title would lie against an assurance fund established by the government
	- No guarantees

	Registration fees
	- Based on flat rates
	- Not traced
	- 3% of the property value plus 1.5% surveying and other administrative  fees


Table-7: Comparison of mortgage insurance situation

	Criteria of comparison
	U.S. system
	Malaysian system
	Egyptian system

	Available insurance types
	- Hazard insurance, life insurance,  disability insurance, fidelity insurance, errors and omission insurance, title insurance and insurance on volatility of interest rates
	- Hazard insurance; life insurance, disability insurance and  title insurance in the form of assurance fund
	- Hazard insurance, life insurance  and disability insurance 

	Insurance underwriting standards
	- FHA  and Veteran Administration(VA) issued strict underwriting standards
	- Not available
	- Not available


Table-8: Comparison of existing mortgage lending rate and instruments

	Criteria of comparison
	U.S. system
	Malaysian system
	Egyptian system

	Mortgage lending rate
	Approximately 7.5%
	Approximately 11%
	Approximately 14%

	Interest margin above cost of fund
	1.5 to 2%
	0 to 2.5%
	4%

	Fixed Rate Mortgage (FRM)
	Available
	Available
	Available

	Variable Interest Rates
	Available
	Available
	Not available

	Graduate Payment Mortgage (GPM)
	Available
	Not available
	Not available

	Adjustable Rate Mortgage (ARM)
	Available
	Available
	Not available
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