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ABSTRACT

Access to finance is important for growth and economic development. Having an efficient financial system that can deliver essential services can make a huge contribution to a country’s economic prosperity.  Getting the financial systems of developing countries to function more effectively in providing the full range of financial services is a task that will be well rewarded with economic growth. Where macroeconomic environment is sound, the efficient and prudent allocations of resources by the financial system leads to increasing productivity, boosting economic development, enhancing equality of opportunity, and reducing poverty.
The potential for financial development and growth in Egypt is large as macro economic policies and overall business environment fundamentals are increasingly supportive.  Although significant progress has been made in the implementation of financial sector reform measures in Egypt since mid-2004, challenges still remain.  Various financial indicators put the Egyptian financial system at a moderate level in financial intermediation over the period from 2000 to 2008, compared to other developing and developed countries.  Finance has been mainly going to large privileged enterprises, while small and medium enterprises, as well as start-ups, have limited access to finance.
I. INTRODUCTION—Theoretical Background
Access to finance is important for growth and economic development. Having an efficient financial system that can deliver essential services can make a huge contribution to a country’s economic prosperity. Greater financial development increases growth, reduces economic volatility, creates job opportunities and improves income distribution, as has been established by a large empirical literature.  A well-functioning financial market plays a critical role in pooling of savings, channeling funds to their most productive uses, and allocating risks to those who can best bear them.

Getting the financial systems of developing countries to function more effectively in providing the full range of financial services is a task that will be well rewarded with economic growth. A well developed financial market comprise spectrum of well-functioning banks, and non-bank financial institutions.  Where macroeconomic environment is sound, the efficient and prudent allocations of resources by the financial system contributes to increasing productivity, boosting economic development, enhancing equality of opportunity, and reducing poverty. Empirical evidence has shown that the financial systems in advanced economies have contributed in an important way to the prosperity of those economies. 

A well developed financial market comprise spectrum of well-functioning banks, and non-bank financial institutions.  Banks provide deposit and payments services, allocate resources, and monitor operations of firms. Equity markets provide financial leverage and ensure efficient allocation of resources. Well-developed capital markets force banks to pay more attention to smaller firms and households. Active domestic bond markets provide firms with long-term domestic currency finance and ease credit crunch during periods of bank stress. Housing finance is important for households and provides an important asset for entrepreneurs. Successful leasing, factoring, and venture-capital markets provide financing and enhance an economy's productivity.
II. Overview on the Financial Sector Reform Program in Egypt (2004-2008)

The potential for financial development and growth in Egypt has increased since late 2004 as macro economic policies and overall business environment fundamentals have become increasingly supportive with the launch of the comprehensive economic reform program by the Cabinet appointed in July 2004. This is evident in the accelerating economic growth, increased market confidence, strong capital inflows, stability in the foreign exchange market, and significant increase in international reserves. The impact of the broad range of structural reforms, particularly those affecting the investment climate is being reflected in the significant improvement in the investors’ perception of the business environment.
A cornerstone of the government’s comprehensive reform program is the Financial Sector Reform Program (2004-2008), endorsed in September 2004.  The program aims at improving the soundness of the financial sector and fostering an enabling environment for the emergence of an efficient, increasingly private-led financial system that serves Egypt’s development and growth objectives.  The program is underpinned by significant improvements in the legal, regulatory, and supervisory framework across the bank and non-bank financial institutions, with the aim of enhancing competition, improving financial intermediation, fostering more efficient mobilization of savings, and ensuring systemic soundness.  An integral component of the strategy is to promote the quality of information and market discipline by upgrading financial institutions' accounting, auditing and reporting to international standards.

Significant progress has been made in the implementation of these financial sector reforms. The financial sector reform program and changes in the business environment have rejuvenated banks. The institutional and operational restructuring of the state-owned commercial banks
 has improved their efficiency and profitability. Banks have improved their credit policies and procedures, while provisioning for past problem loans; upgraded their banking services; widened the range of lending products available to the non-corporate sector; and diversified products as the regulatory framework adjusted to the new environment. The government has also made an effort to address state-owned banks’ non performing loans (NPLs), including adopting a time-bound scheme with resources from the privatization proceeds earmarked for its implementation.

The consolidation of the banking system with the exit of small private and joint-venture banks and the entry of several strong foreign banks is expected to enhance competition in the market. Through a series of acquisitions, mergers, and revoking of licenses of banks that do not comply with the minimum capital requirement, the number of banks and branches of foreign banks was reduced from 57 to 37 as of June 2008. Such rapid consolidation will lead to opportunities to exploit economies of scale, financial innovation, lowering the cost of financial intermediation. The privatization of Bank of Alexandria—the fourth largest state-owned bank
—in late 2006 is considered a milestone in this comprehensive reform program.  The state-owned banks’ shares in 15 joint-venture banks,
 accounting for 20 percent of the system’s assets, were also divested. Although in principle these banks were not subject to centralized management control, their structure of ownership often led to unwelcome governance and conflict of interest issues.  Full divestiture of the state-owned bank shares in the joint-venture banks will alter the governance of the domestic banking system to spur increased competition.
 The progress in the implementation of the banking reform program has been evident in slight improvements in the banking system performance.
III. Status of Financial Intermediation in Egypt

Various financial indicators put the Egyptian financial sector at a moderate level in financial intermediation compared to other developing countries. Although mobilization of savings in Egypt is high by international standards, the banking sector is not intermediating efficiently. Most savings are channeled through the financial system as bank deposits, where the deposit-to-GDP ratio of 100 percent as of June 2008 is much higher than the world average and substantially higher than many developed economies.  However, little of it is channeled to the real, productive private sector and is mainly used to finance government deficits or as loans extended to state-owned enterprises.  

Private-sector credit to GDP in Egypt over the period from 2000 to 2008 is modest compared to other developing economies.  Private credit as a share of total credit has been declining, to reach 66 percent in 2008, compared to around 70 percent in 2000.  Importantly, the distribution of bank financing is uneven, with most loans going to large, connected and well-established enterprises. Consequently, family-owned firms and small and medium enterprises (SMEs)—the majority of firms in Egypt—rely heavily on the informal market or their own funding.

Formal financing plays a limited role in financing enterprises, especially SMEs.  More than 37 percent of the firms consider access and cost of finance major obstacles to growth.
  The large majority of Egyptian manufacturers rely exclusively on their own funds; only 17.4 percent have access to finance from the financial sector. This is especially striking for small firms—only 13 percent have access to finance, as opposed to 36 percent for large firms.  While the average for Egypt is comparable to the other countries in the Middle East and North Africa (MENA), it is significantly below that in other developing countries.

Moreover, the financial sector plays a limited role in financing new investments. On average, only 7 percent of new investments and working capital in Egypt is financed externally through the banking sector, compared to more than 13 percent in MENA region, and 18 percent in the rest of the world. The dependence on internal finance indicates that firms in Egypt are unable to take advantage of growth opportunities, with negative ramifications for overall economic and employment growth.

Few Egyptian households use any kind of formal financial services.  Savings instruments are more common than credit, and the most common is postal savings, roughly twice as prevalent as bank savings among the illiterate and those who can read and write.  Usage of financial services increases substantially with the level of education of the head of the household. However, almost no households have formal credit or capital-market investments, where less than one percent of households surveyed had a formal loan.

IV. SOURCES FOR FINANCIAL SERVICES: THE BANKING SECTOR
Financial intermediation by the banking system is weak by international standards. While savings are high and banks collect large deposits, amounting to about 100 percent of GDP, they actually lend little of these deposits. The loan-to-deposits ratio has been declining over the last few years to reach only 58 percent in June 2008, well below the world average of 86 percent, and much less than the level of intermediation in many developed economies, where typically credit exceeds deposits. 

Only a small portion of the funds that are mobilized are lent to the productive sector, and even less to the private sector. Credit to the private sector was at 54 percent of GDP in 2008, similar to country comparators, yet half the OECD average. Credit to the private sector has sharply decreased over the past few years, as private credit as a share of total credit has been declining to reach 66 percent in 2008, compared to 70 percent in 2000. Furthermore, much of the lending extended to the private sector goes to a few large firms, with most firms, especially SMEs, receiving little financing.  Banks often prefer to extend credit to large corporate clients and connected individuals that are considered less risky, while start-up companies remain financially constrained.
Most of the funds that are mobilized finance the budget deficit and the public sector. Banks, particularly state-owned banks, are increasingly investing in treasury bills and government bonds, holding about 91 percent and 70 percent of the outstanding respectively as of June 2008.  This reflects banks' inefficiency in identifying profitable projects, as well as their cautious investment policies, and preference to invest in treasury bills, that are risk-free. Direct lending to the public sector(both the government and state-owned enterprises (SOEs)(has also increased in recent years.  Lending to SOEs remains high for state-owned banks compared to private banks.

A. Access to Bank Financial Services—Demand Side
Relative to Egypt’s total population, banks have few outlets for basic banking services.  Egypt has fewer bank branches and automatic teller machines (ATMs) per capita than countries similar per-capita income.  Relative to the developing world, Egypt’s branch density is low, and its ATM coverage is less than one-seventh that of the typical developing country. In general, banks tend to concentrate on the urban population. State-owned banks have the most balanced branch network overall, though their presence is still greater in urban than in rural areas. State-owned specialized banks are the only banks for which rural branch density is higher than urban.  Private and joint-venture banks have much less rural coverage, while foreign banks have little physical presence in either urban or rural areas. 

State-owned banks lend mainly to large corporations, while private, joint venture, and specialized state-owned banks, followed by foreign banks, are more active in lending to SMEs. Foreign banks also reach out more than other types of banks to retail clients, possibly taking advantage of their own superior credit-scoring skills.  Large corporate-sector loans are as large as 70 percent of total loans for many banks, with SME lending accounting for only 20 percent, and retail lending only 10 percent of total loans as of June 2008.  The distribution of loans is quite concentrated in Egypt, leaving the banking system suffering from a high concentration of credit risk and lack of diversification.

Incentives for small firms and households to use deposits and other financial services are poor. Minimum required deposit amounts are too high to enable the poorer segments of the population to access the banking system and tend to discourage the unbanked population to save through formal channels. The lack of deposit mobilization from small savers is not due to financial repression, as interest rates on deposits are relatively high. Although state-owned banks have a comparative advantage in attracting small depositors, with their huge branch network in governorates and villages, they have instead focused on large depositors, and extend very limited financial services to the relatively disadvantaged segments of society. Recently, however, banks have been trying to catch up and cater to small depositors for all types of financial services.

B. Factors Behind Weaknesses in Supply of Banking Services 

The poor quality of financial intermediation is reflected in high transaction costs, large non-performing loans, and limited access for small firms and households to financial services. This could be partially attributed to the dominance of state-owned banks, compounded by the ongoing process of institutional and operational restructuring, as well as the new and relatively untested regulatory and supervisory framework.

The banking sector is dominated by state-owned banks that lag in efficiency and generally in performance in financial intermediation compared to their private counterparts.  State-owned banks are undercapitalized, and suffer from poor asset quality and high levels of non-performing loans. There are no incentives for them to proactively identify problem loans, maximize profits, or even minimize losses, as reflected in their relatively low profit margins, high operating costs, and inadequate risk-management systems.

Importantly for access to financial services, state-owned banks are also slow to modernize and innovate, and the volume and scope of products and services they offer have been limited.  Although new products are being introduced, most loan products are quite basic, generally straight lending with fixed interest rates. Fees and commissions and treasury earnings are not significant sources of revenues, primarily because of a lack of product diversification. Banks are not offering hedging, forwards, factoring, or export receivables, discounting under letters of credits, and structured investment banking products. The recent increase in ATMs and credit/debit cards as well as retail lending suggest, however, that banks will see an increase in income from fees and commissions in the future. 

Skills to assess credit risk are generally weak, and the credit decision is centralized, especially in state-owned banks. A few banks have internal exposure limits by sector or types of borrowers, and require periodic financial statements from borrowers. A very limited number of banks conduct independent annual asset risk reviews, market and sector analysis sufficient to establish a solid strategy for growth or to target new markets. Most banks are characterized by lack of standard products, poorly functioning asset-liability management, and internal pricing mechanisms. The restructuring of non-performing assets in the state-owned banks has distracted management from focusing on extending credit. 

Another sign of a poorly functioning credit market is that lending terms are unfavorable, with very high collateral requirements. Usually banks resort to over-collateralizing when there are problems associated with foreclosure and loan-recovery procedures. Furthermore, since banks have been operating under directed lending for some years, they are not trained to base their credit decision on cash-flows, and thus require more collateral.  Slow response times to set up credit lines(excluding the setting up of the collateral requirements and registering the collateral(suggest low internal credit-approval limits, lack of competition, and overall inefficiency. 

While interest rates follow the government borrowing costs as a benchmark, there is no proper yield curve to help price risks in the longer market. The lack of foreign-currency hedging instruments leads banks to being overly cautious and charging high margins in foreign-currency lending. Spreads between lending and deposit interest rates are in general high, up to 10 percentage points. These high spreads reflect the need for high provisioning, and inefficiency due to overstaffing.  The high spreads also show a supply-driven lending market, where banks take advantage of the lack of competition or collude in keeping spreads high. Only in lending to the large corporations do banks give evidence of much competition. 

Moreover bigger banks (as measured by total operating income) and more highly capitalized banks extend relatively more loans. This suggests that there are economies of scale, arguing for increased consolidation of the banking sector in Egypt. At the same time, banks with relatively more deposits—the cheapest source of funding—tend to extend relatively fewer loans, independent of bank ownership. Investigations suggest that, not having to compete for deposits creates incentives for easy forms of financial intermediation, such as lending to the government and large corporations. This analysis suggests that large private and foreign banks are best able to increase lending to the private sector in a sustainable manner in Egypt. 

V. INSTITUTIONAL ENVIRONMENT
Egypt does not have an enabling institutional infrastructure for a sound and efficient financial system. However, specific efforts have been exerted to improve the infrastructure and institutional environment for efficient intermediation include improving and strengthening the legal, regulatory and supervisory framework, information infrastructure, financial reporting, the payments system, and entry and exit policies. Regulatory gaps are being filled, and new institutions are being created.  The overall direction is promising, but it will take much more time to develop institutions, particularly in the judicial area, that facilitate easy access to financial services.

A. Legal Framework

The prevailing legal framework in Egypt still constrains the cost and terms of finance. Some laws are poorly written, especially those regarding secured transactions, bankruptcy, and settlement of disputes. Moreover, the court system, though well reputed for its impartiality and independence, suffers from several drawbacks that keep it from helping expedite debt collection and resolve other financial disputes. This is due to several reasons, the most important of which are backlog and delay; where loan recovery procedures for bankruptcy and foreclosing on defaulters can drag on for several years.  There are no specialized courts for financial institutions, and no specialized judges with adequate knowledge of financial market risks. Judges are often not acquainted with complex banking transactions and debts recovery of financial institutions, a matter that can result in inconsistencies between courts' judgments. Enforcing a final court judgment (after the three to five years needed to obtain it) is complex and time-consuming. 

Collateral legislation is poorly enforced. Property-rights registration and titling issues make it difficult for firms, especially SMEs, to use land assets as collateral. Even when collateral is registered, there is no information on its value. This inadequate legal and judicial system has resulted in uncertainty and high cost, making banks reluctant to lend or choose for over collateralizing of lending. An index of the costs to create collateral shows Egypt to be ranked among the most costly.

Shortcomings in rules for secured transactions have hindered access to finance. Egyptian law recognizes three major forms of security, mortgage, pledge, and business charge, which are governed by rules that have shown various shortcomings in actual practice. An index of creditors' legal rights shows Egypt to be ranked among the lowest developing countries. The rules on enforcement are complex by design and formalistic in the extreme; procedures for enforcement are very time-consuming (notification, attachment, and sale by public auction); the process of sale is inefficient, resulting in very modest proceeds; and private sale and strict foreclosure are not legal. 

The bankruptcy rules adhere to historical perceptions of the bankrupt betraying creditors' trust. The law focuses on personal bankruptcy, as opposed to corporate bankruptcy. Moreover, the rules rely on liquidation and fail to provide any regulation for reorganization, and the process is multi-layered, complex, and time-consuming. The court plays a very active role in supervising and approving all aspects of the process, leading to further delays. The eventual outcome which is the sale of the debtor’s assets via public auction, that results in very low proceeds. Internationally, Egypt compares unfavorably in terms of the time it takes (more than six years), the cost (more than 25 percent of the estate), and the recovery rate (less than 20 percent). Altogether, Egypt is ranked 106th globally in these dimensions.

B. Information Infrastructure—Credit Registry, Credit Bureau and Other Sources

Credit information in Egypt is inadequate and unreliable, and market information is poor. Bankers and firms have difficulty making sound credit decisions due to lack of information on clients’ creditworthiness and sector-related statistics. The only source of credit information is the Public Credit Registry at the central bank, which has until recently been accessible only by banks. However, a new strategy for expanding access to credit information and enhancing the information infrastructure is being implemented. Various legal, regulatory, and institutional reforms have allowed for establishing private credit bureaus and sharing credit information with non-bank financial institutions. This is expected to improve access to finance, particularly for SMEs. The private credit bureau, ‘iScore’ is expected to improve the quality of information, decrease the cost of obtaining credit information, and hence the overall costs of intermediation.

C. Financial Reporting Environment

Another factor hampering access to finance in Egypt is the quality of financial reporting.  External users of corporate financial information generally do not have enough confidence in the reliability of firms’ financial statements to make their decisions, but rather rely on the company’s reputation, its major shareholders, and other qualitative factors. Despite progress in the setting of accounting and auditing standards, numerous deficiencies in Egypt’s current financial reporting environment still exist. There are recurring incidents of divergence between accounting standards as designed and as practiced.  Investors are concerned about enforcement mechanisms and the regulatory framework for accounting and auditing practitioners. The level of users’ confidence is further eroded by the perception that university education places insufficient emphasis on keeping accounting curricula up to date.  Small borrowers, especially, are overburdened with the high cost of maintaining appropriate accounting systems and the high cost of retaining qualified auditors.  The resulting modest quality of corporate financial reporting leads to increased risks to lenders and investors, and in turn higher costs for borrowers.

Related to the quality of financial reporting are deficiencies in the accounting and auditing regulatory framework and its enforcement. There is no requirement for professional qualifying examination to practice auditing, no applicable peer-review practices through which auditors can provide cross-examination to each other’s working papers, and no supervisory body to monitor auditors' working practices of auditors and enforce disciplinary actions violators. A company cannot appoint an audit firm, but rather appoints an individual partner of a firm; as a result audit firms cannot be held liable. Various legal and institutional reforms undertaken so far to enhance accounting and auditing practices represent important interim arrangements. However, they will eventually need to be integrated under legislation that comprehensively regulates the profession.

D. Financial Infrastructure

Cash, cheques, and large-value inter-bank transfers are the basic means of making payments in Egypt. Cash is the major instrument for individuals, and cheques are primarily used for commercial transactions and some government payments. The central bank operates the cheque-clearing system, and only one automated clearing house exists in Egypt. The central bank has led efforts to create a modernized payments-systems infrastructure to cover systems operations, policies and regulations, and oversight. To enhance efficiency, the maximum settlement period has been reduced from five working days to at most two; new instruments like direct debit have been added and payment cards have been introduced.

Nevertheless, there are challenges facing the payments system, including the legal framework covering payments and securities settlement systems, and the payment-system oversight function. Furthermore, although Egypt is one of the five top countries in terms of inflows of remittances, there are currently no particular measures in place to control the liquidity and credit risks of cross-border transactions, or regulations specifying minimum service levels or minimum transparency requirements for international remittances or other types of cross-border payments. There is also no structured framework to improve the efficiency of remittance services.

E. Entry and Exit Rules and Practices

The Egyptian financial system has suffered from significant entry and exit barriers. The banking system is subject to restrictive regulations such as special licenses and permits, which have prevented new entry and branch expansion, limiting competition. At the same time, banks in Egypt have not been allowed to fail.  Weak banks were left to operate, while measures such as restructuring, merging or liquidation were not applied early enough.  As a result, inefficient banks were kept operating and encouraged to indulge in high-risk activities, while sound banks were forced to subsidize them. However, as part of the reform program, the government has improved the rules and practices for entry and exit of banks and other financial institutions, which will ultimately increase the competitive landscape in Egypt.

VI. POLICY RECOMMENDATIONS
The speedy completion of the financial-sector reform program and the restructuring of state-owned financial institutions are essential to enhance access to financial services. Equally important is improving the quality of the institutional environment and corporate governance.  Enhancing the role of banks that have a huge branch network, of the postal system, and of microfinance institutions is crucial for the access agenda. It is essential to improve and widen the availability of financial services in Egypt, especially for small firms and poor households, to enhance growth in the economy. The securities issuance system; institutional investment deregulation; and the regulatory capacity and policy framework should be reformed to enhance the primary markets.  Ultimately, the combination of financial restructuring and institutional reform will make Egypt’s financial sector more developed and efficient, leading it to provide better-quality financial products and services, exhibiting a lower cost of financial intermediation, and being more competitive.

The gains of better financial-sector development apply especially to small firms. Small firms that have proven their ability to survive and grow in the marketplace can be important engines of innovation, job creation, and growth.  Although both large and small firms need efficient access to financial products to remain competitive, small firms are typically much more growth-constrained by lack of finance. Small firms’ opportunities to develop into large, successful firms are influenced by a conducive overall investment climate—easy entry and exit, clearly established and protected property rights and good contract enforcement.  Improving access to finance allows them to capitalize on their growth opportunities, operate on a larger scale, and contribute more fully to economic growth.

A. Enhancing the Role of the Banking Sector in Financial Intermediation
Restructuring the state-owned banks is important, not only for stability and reducing fiscal costs and contingent liabilities, but also for access to finance.  The government should also continue the institutional restructuring of the state-owned banks that are likely to remain in public hands for some time, to assure they support a competitive market. Once the state-owned banks have been restructured, and more private banks enter the market, incentives for sound financial intermediation and a more competitive market structure will emerge. As private banks identify their comparative advantage and competitive niches, and as margins are squeezed in traditional markets, access to financial services for small firms and households can be expected to increase and the quality of financial services enhanced.  However, lessons from other countries suggest that reaping benefits of banking reform require a comprehensive approach. In depth restructuring of the state-owned banks will take time to be completely implemented, but does ultimately pay off.

Enhancing state-owned banks' corporate governance is a vital step in the banking-sector reform agenda. It entails formulating quantifiable performance measures; specifying how the costs associated with providing social-public services are to be covered; commissioning annual independent bank audits; and making an ongoing assessment of costs versus outcomes. However, cross country experience has shown that even when there is a sound governance structure in place to insulate state-owned banks from direct political pressure; the need to achieve various government policy objectives may prelude the efficiency that a privately-owned bank would achieve in financial intermediation. Restructuring these banks does not guarantee better performance in the future since the restructured institution may not be able to depart from old lax management that had been at the root of current problems.
It is crucial to fasten the role of specialized state-owned banks in financial intermediation, and make better use of their branch networks. This entails a comprehensive program for institutional, operational, and financial restructuring for these banks.  Prior to restructuring these banks a formal assessment of their future is essential, including re-examining and clarifying their mandate in light of their current and prospective performance, considering whether any social and public policy objectives that remain valid can be met more cost-effectively by other means. An important context for such an assessment is a rethinking of the role of subsidized credit.

The government should ensure that any capital injected into specialized state-owned banks is done in conjunction with their operational and institutional restructuring. In the longer run, consideration could also be given to consolidating the ownership function for specialized banks.  If there are no realistic prospects for significant and sustained progress in restructuring these banks, the government might consider privatizing them. However, if the banks are needed to meet certain social objects, the government could consider alternatives such as transforming them into funds, such as the Social Fund for Development, that might be more successful in addressing the social agenda.

In the meantime, it is important that the government make enhancing access to credit an explicit objective of the overall banking-sector strategy. With a large and stable flow of savings into the banking system, increased competition has significant potential to increase access. As private banks identify their comparative advantage and competitive niches, and as margins are squeezed in traditional markets, access to financial services for small firms and households can be expected to increase and the quality of financial services enhanced. 

Most successful efforts have in common a limited direct government role in credit granting and pricing. In promoting increased access to finance in Egypt, the government should de-emphasize subsidized lending schemes, and instead promote commercially sustainable expansion of access. Government-subsidized credit programs mostly have proven costly failures because they undermine the commercial incentives for both banks and borrowers as well as introduce other distortions; moreover, they can give rise to the potential for corruption in the allocation of subsidized funds. Governments should remove policies that either unnecessarily impede the ability of banks to design, price, and offer loan products, or that undermine the commercial incentive structure for banks or borrowers.

B. Expanding Postal System and Microfinance Institutions 

The postal system’s potential contribution to improved access to financial services is great, especially in rural areas, and is crucial for enhancing access in Egypt as a whole. Authorities can make better use of the network of postal offices to expand access by encouraging Egypt Post to diversify the range of services it offers. Such diversification may entail distribution of credit, provided it is regulated by the central bank, which would require postal financial services being institutionally split from Egypt Post. Another option would be for Egypt Post to distribute credit on behalf of a commercial bank through a strategic partnership, which would not require a banking license. Such an ambitious diversification strategy entails capacity-building in many fields, including cost accounting, negotiations, market-driven product development, and information technologies. The government should promote the complete integration of all postal outlets into its online network to enhance postal payments and savings products, and consider using this distribution and IT infrastructure for credit extension, tapping relevant international expertise to promote successful expansion.

Microfinance offers a means of addressing the household and small firms’ demand for access to financial services. Egypt appears relatively well advanced in its adoption of the business and lending practices associated with the commercially sustainable provision of microfinance. This experience could be tapped to improve access to financial services, especially credit.  Microfinance business practices, involving specialized lending techniques, incentive-based loan officer compensation policies, and information technology capabilities, have broad application to the SME lending market. Some banks might therefore profitably apply microfinance policies and practices toward the SME sector.

State-owned banks should be encouraged to make full use of the opportunity.  At the same time, banks that have recently penetrated the small-business finance market and have been active in providing microfinance should be cautious in selecting credit policies or procedures and in employing sufficiently skilled staff. It is also important to ensure that the current banks’ regulatory and supervisory practices do not unnecessarily inhibit the broader adoption of these practices. The constraints, for example, to wholesale lending by commercial banks to microfinance lenders that should be removed.  Pursuing and leveraging the National Strategy for Microfinance is an important action.

C. Improving the Institutional Environment

Fostering greater access to financial services requires improving the institutional environment, to allow for the emergence of an efficient, increasingly private-led financial system, which will better serve Egypt’s development and growth objectives. Improving the legal framework, enhancing the credit-information system, improving financial reporting, and modernizing the payments system are key priorities. The quality and enforcement of property rights and the availability of information are especially important for SMEs’ access to financial services.

1.  Legal Reforms

Legal reforms to improve the lending environment relate not only to how laws are drafted but to how they are being implemented. In the past, policy-makers have often avoided legal reforms because that they would only bear fruit after a few years after long debates at the parliaments. This has deprived Egypt of the benefits of reforms that, had they been initiated in the mid-1990s, would have resulted in a significantly different the legal landscape today. Therefore, it is paramount for Egypt to focus on legal reforms today, especially for secured transactions, bankruptcy, and the court system.

A full appreciation by policy-makers of the role of collateral in providing finance is the starting point for reforming the law on secured transactions. Reforms should entail revisiting the theoretical foundations of the law, its policy objectives, and the substantive and procedural provisions the law should embody. The Model Law on Secured Transactions, prepared by the European Bank for Reconstruction and Development (EBRD), serves as a useful model for policy-makers to consider. This Law introduces Common Law concepts that can facilitate the taking of security; in so doing it has provided some safeguards that reflect Civil Law traditions while departing from those Civil Law concepts that represent a major impediment. Legal reforms would have to address the core problems facing lenders and aim to provide legal solutions that eliminate difficulties. Policy-makers should opt for a comprehensive approach, avoiding piecemeal solutions that have complicated and confused the legal system in the past. 

It is not merely that minor legislative changes are needed; rather the entire system of bankruptcy rules should be re-conceptualized. Lawyers, economists, bankers, and policy-makers need to agree on the objectives of the law. It should be clear that the role of bankruptcy provisions is to provide ailing firms with an orderly means of exit through the liquidation process; to help reallocate assets to better uses through rehabilitation; and to ensure a timely resolution of the problems of insolvent or financially distressed firms, while at the same time ensuring a socially efficient disposition of distressed firms' assets. Accordingly, the existing rules on bankruptcy should be amended to ensure that there are adequate provisions on corporate bankruptcy; a comprehensive regulation for reorganization; a simpler process; and a more proactive role for creditors.

Reforming the judicial system to overcome its difficulties is a long-term process that requires policy-makers' commitment and long-term vision. Judicial reform is not only important to lenders and related to access to finance, but a matter that affects foreign and local investments. While recent efforts have partially improved the lending environment, without comprehensive reforms it would be difficult to envisage real improvements in the legal environment affecting access to finance.  Specific policy changes to address the judicial inefficiencies include streamlining the flow of cases to ensure that only genuine cases, and not frivolous ones, are entertained by the courts. Here, the introduction of the Common Law notion of "cost follows event" can provide useful results, at least in commercial cases. Moreover, appeal should cease to be "quasi-automatic" as practiced today and a "leave to appeal" process should be considered. The rotation and training of judges, whether as part of the Economic Courts under consideration today or independently, should be given serious attention.

2. Regulatory and Supervisory system Conducive to Efficient Delivery of Financial Services

The regulatory and supervisory system in Egypt is relatively new and its efficacy and efficiency have only been tested in recent years.  From the analysis of banking practices, it is clear that there are a number of areas where the design of regulations and the way supervision is being conducted are not yet fully conducive to efficient provision of financial services so as to increase access. To address the legal uncertainty, the government can issue a clear statement from the highest level that banks and loan officers will not be subject to criminal prosecution for loans that become non-performing, regularly issue a list of individuals with the largest NPLs, and remove remaining distortions impeding sound financial intermediation.

There is a heavy emphasis on compliance, rather than risk-based supervision; this imposes a heavy burden on financial institutions. An integral component of the Financial Sector Reform Program is strengthening the capacity of the supervisory bodies, which entails moving to risk-based supervision, and addressing the redundancies and inefficiencies in the way supervisory data are requested and collected. Reporting requirements, especially those initiated during the foreign-currency shortage, should be reviewed, and the reporting requirements for tax compliance, foreign currency obligation tracking, and other non-banking purposes should be streamlined. Moreover, efforts to collect on-site and off-site supervision reports need to be further streamlined. 

3. Credit Information System

To enhance access to finance, it is essential to improve the quality and credibility of the credit-information system.  Operationalizing the private credit bureau is an important step forward.  The private credit bureau should set up its own credit-information database of bank and non-bank financial institutions, as well as combine the data of the public and private credit bureau, which would be available to qualified users. Alternatively, there could be an interface linking the public credit registry and a private credit bureau. The public credit registry would continue to exist to meet its legal mandate, until a decision is made about whether it would be combined with the private credit bureau or an interface would link both. The current credit marketplace’s focus on aggressive growth in the retail business requires continuing the expansion of the public credit registry at CBE. Were CBE to wait for the newly established private credit bureau to be fully operational, and cease adding credits to the public credit registry database, there would be a two- to three-year gap where significant credit and demographic data would not be available to banks active in retail lending.

The amount, quality, and reliability of information on clients’ creditworthiness at the public credit bureau should be significantly improved. Data collections need to identify the manner of payment, the length of the outstanding loans, the history of loan balances and repayments, and any changes in the terms of the loan. These additional data will help identify cases of rescheduling and rolling over of loans—a significant problem in Egypt. It is also important for creditors evaluating potential clients to have information on individual loans, the origination date, the maturity, and the type and value of collateral. Introduction by the credit registry of a standard credit-report format and a unified credit-scoring methodology is necessary for financial intermediaries (currently each bank uses its own methodology, which they do not necessarily report to the registry department). Moreover, the central bank should introduce charges for both successful and unsuccessful searches of the registry database. Moreover, imposing stricter penalties on misreporting, and improving the enforcement of such penalties, should be considered to prevent malpractices and ensure the quality of credit information.  

4. Financial Reporting Environment

Enhancing the financial reporting environment will enhance financial intermediation, especially for SMEs. Advancing the new draft accountancy-profession law will strengthen the regulatory framework, and its implementation will eventually restore users’ confidence. To ensure wide recognition of the reliability of financial statements, the Egyptian Accounting and Auditing Standards should be in consistent alignment with the IAS. This could possibly be done through a permanent committee entrusted with the continuous update of the standards. Moreover, strengthening the auditing profession is vital to ensure auditors’ empowerment, independence, and professionalism. This could be achieved through corporate governance mechanisms, such as audit committees. Finally, modernizing the university accounting education curricula so graduates have better exposure to IAS and International Standards on Auditing is a key tool for enhancing the financial reporting environment over the long term.

5. Payments System

In order to enhance the security, integrity, and efficiency of the payments system, the CBE needs to proceed with its National Payments Reform Program. The reform program should be broadened to include upgrades to retail and securities settlement systems and incorporate improvements in the legal, regulatory and oversight environments. Recommended reforms include strengthening the legal and regulatory framework for payments and securities settlement and ensuring that the Systemically Important Payment Systems (SIPS) are safe and efficient and comply fully with the Core Principles for Systemically Important Payments System (CPSS) for SIPS.  There is scope to realize the potential for electronic payments to substantially reduce transaction costs and support higher volumes of low-value transactions.

Specific actions to achieve increased access include enhancing the efficiency and soundness of retail payment systems and supporting the availability of a wide range of payments instruments and services. Other reform measures include integrating government collections and disbursements with the National Payments System (NPS), and to support its smooth functioning; distributing Egypt’s remittances and other cross-border payments rapidly and conveniently and ensure cost-efficiency for users at both ends; and ensuring that the securities clearance, settlement, and depository systems are safe and efficient and comply fully with international standards. Clearly defining the oversight and supervisory framework for payments and securities settlement systems, ensuring that the central bank exercises its oversight authority effectively in cooperation with other regulators, and putting in place an effective, structured, and fruitful cooperation within NPS are also crucial for increasing access to finance.

6. Promoting Competition in the Financial Sector

Reform efforts should also focus on encouraging competition in the financial sector, thereby lowering the cost of financial intermediation and providing better services.  In terms of development and efficiency, competition leads to lower margins and lower costs for financial intermediation(lower cost of capital for borrowers and higher rates of return on investment for lenders, spurring growth. A fundamental means by which to expand access is to promote increased competition in providing the full range of financial services.
 Competition not only benefits users by reducing the cost of financial services, but drives providers to seek new products, clients, and geographic markets, resulting in expanded access. Competition also creates incentives for innovation in production and distribution of financial services, which helps to both expand access and reduce costs. 

A basic foundation for competition is proper entry and exit policies to ensure contestable markets.  Entry of foreign banks can result in the emergence of new and more diverse products, greater use of technologies, and spillovers of know-how. It also puts pressure on the authorities to improve regulation and supervision, and increase transparency. In terms of exit, the government should evaluate carefully the position of the state-owned banks. A basic foundation is to ensure a level playing field for each financial service and between similar types of financial services across all type of providers. Furthermore, ensuring a fair, consistent, and competitive environment among public, private and foreign banks is crucial, which entails avoiding differences in the regulatory treatment of similar types of financial services.

Overall, the institutional infrastructure of Egypt's financial sector is coming into place for more efficient financial intermediation.  Regulatory gaps are being filled, and new institutions are being created. The overall direction is right, but deeper institution-building, especially in the judicial area, is still ahead and will take much more time to facilitate easy access to financial services. The speedy and adequate completion of the Financial Sector Reform is essential to enhance access to financial services. Ensuring sustainability and maintaining the course of the reform program, and promoting competition will be essential to reap the benefits in the form of an efficient financial system capable of providing better financial products and services at low costs, catering to all types of clients. Ultimately, a more developed and well-functioning financial system will enhance economic growth and development in Egypt.
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TABLES
Table 1: Share of Savings Accounts by Size of Deposits in Banks in Egypt 
(percent)
	Deposit Size
	Public Commercial Banks
	State Specialized Banks
	Private & JV Banks
	Foreign

	Less than LE 5,000


	3
	42
	34
	66

	LE 5,000–LE 500,000


	65
	52
	49
	27

	LE 500,001–LE 5 million


	11
	6
	13
	5

	Over LE 5 million


	22
	0
	4
	3


Source: World Bank Survey of Banks in Egypt, (2006).  The figures are for accounts denominated in Egyptian pounds.  

The size distribution of dollar-denominated accounts is very similar to the one presented here.
Table 2: Local Currency Deposit Interest Rates in Egypt
	
	Current

A/C
	Saving

A/C
	Time Deposits

	
	
	
	7 Days
	1 month
	3 months
	6 months
	1 year
	3 years+

	State-owned banks
	8.3
	8.1
	2.4
	4.1
	5.7
	6.6
	7.3
	7.3

	Public specialized banks
	3
	9.4
	2.4
	6
	6.9
	7.3
	7.5
	8.5

	Foreign branch
	4.75
	6.4
	2.6
	5.7
	6.2
	6.45
	6.36
	9

	Private and joint venture banks
	3.33
	7.54
	3.1
	5.9
	6.6
	6.8
	7.1
	8.25


  Source: World Bank Individual Banks Survey (2006).
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Figure 1: Percentage of Firms Currently with a Loan from a Financial Institution in Egypt
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   Source: Egypt ICS (2007).





Figure 2: Enterprises’ Access to Finance in Egypt and Selected MENA Countries
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        Source: World Bank ICS (2007).





Figure 3: Households’ Share in Access to Financial Services by Educational Attainment in Egypt
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Source: Egyptian Household Survey of Income and Expenditure (2007).





Figure 5: Treasury Bills-to-Total Assets in Egypt
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Source: Central Bank of Egypt, 2006.





Figure 4: Loan-to-Deposit Ratio in Egypt
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          Source: Central Bank of Egypt, 2006.





Figure 7: State-Owned Enterprises Loans-to-Total Loans in Egypt
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Source: Central Bank of Egypt, 2007.





Figure 6: Government Sector Loans-to-Total Loans in Egypt
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Source: Central Bank of Egypt, 2007.





Figure 8: Credit Extended to Private Sector* in Egypt
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Source: CBE (2007).


* This covers only loans above LE 30,000 that are recorded at the Credit Registry at CBE.





Figure 9: State-Owned Banks’ Share of the Banking System Total Assets in Egypt 
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Source: Central Bank of Egypt, 2008.





Figure 10: Urban and Rural Branch Density by Bank Type in Egypt


(Branches per 100,000 people)
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Source: Central Bank of Egypt (2007).  Urban governorates include Alexandria, Cairo, Port-Said, and Suez.





Figure 11: Collateral Requirements as a Percent of Loan Values
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Source:  Egypt, ICA (2007).





Figure 12: Marginal Effects of Branching and Education on Access to Financial Services in Egypt
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Source: Egyptian Household Survey of Income and Expenditure (2007). 





Figure 13: Bankruptcy Costs and Time in Egypt, MENA Region and OECD
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  Source: Doing Business (2007).





Figure 14: Dominance of Collateral-Based Lending in Egypt
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   Source: Egypt World Bank Investment Climate Assessment (ICA) (2007).








� National Bank of Egypt, Banque du Caire, and Banque Misr


� Accounting for more than six percent of the banking system’s assets.  and offers a wide range of corporate and retail financing products and services through a network of 188 branches and outlets across the country and in most governorates. Its privatization is expected to bring enhanced management practices, new technologies, and additional capital through higher levels of foreign participation. On October 17, 2006, 80 percent of Bank of Alexandria was sold to an anchor investor—San Paolo IMI (an Italian bank) with a total transaction value of US$ 1.6 billion.  Transfer of ownership took place on December 12, 2006, and since then the bank has been operating fully under new private ownership.


� This includes the four largest holdings, namely, National Société Générale Bank (NSGB), Misr International Bank (MIBank), Egyptian American Bank (EAB), and Commercial International Bank (CIB).





� It is worth noting that there are other public-sector shares (state-owned insurance companies and National Investment Bank NIB) that have not been divested.


� Based on the Investment Climate Assessment Survey conducted for 1000 firms by the World Bank in 2007.


� Claessens and Leaven (2004).
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