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SUMMARY

This study aims to investigate to what extent the views of the managers of the
enterprises to be privatized are a barrier to smooth implementation of privatization
as opposed to other problems. Accordingly, the research tackles two main issues:

e Identification and analysis of the major problems encountered in the
implementation of the Egyptian privatization programme and at which jevel
these problems exist while proposing different approaches to tackle them, and

e views of public sector top and middle-level managers regarding the main
issues of privatization

The study relies upon a literature survey, interviews with stakeholders, a
survey of managers' attitudes and several illustrative case studies.

A model of“good practice” for the smooth and effective implementation of
privatization has been designed. Practice in Egypt has then been studied and
compared with the “good practice” model.

Lack of strictness and firmness in implementing the announced privatization
programme has been found to be a characteristic of Egyptian practice. This is partly
attributable to the inadequacy of the programme and partly to the different obstacles
to implementation. The main obstacles are doubtful desirability of privatization on
the part of managers at different implementation levels, resistance of stakeholders,
inadequacy of the legal framework governing privatization, redundant labour, lack
of an efficient monitoring system allowing for accountability, inefficient marketing
of privatization, ineffective communication, insufficient information at different
levels and problems related to valuation and selling procedures.

A large part of the thesis is concerned with SOE (State Owned Enterprise)
managers’ attitudes on and understanding of the privatization (appraised through
surveys). Although most managers have stated their acceptance of privatization,
many of their responses show that they do not accept selling SOEs. They understand
privatization to include enterprise reform and restructuring, changing procedures
and giving more authority to company executives, but not necessarily as selling
SOEs. The majority of managers still see many issues that have to be addressed for
smooth implementation of privatization e.g. insufficiency of information,
incompleteness of legal framework, restructuring and labour problems.

The main contribution to knowledge of this thesis is the study of problems of
implementing privatization in industrializing and developing countries especially
managers’ resistance to privatization as a major change, partly because of the threa
it poses and partly because of lack of understanding of privatization and
implications of operating private businesses. A programme for persuading managers
and offsetting the unfavourable effects is recommended as an outcome of the study.

Five different phrases and words for the national Index to theses are: Egypt,
privatization, implementation of privatization, problems of implementing
privatization and managers' attitudes towards privatization.
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Chapter One

Introduction
1.1 The Research Problem and its Rationale

This chapter is a brief introduction to the study. It first identifies the research
problem and states the research objectives. It then presents the main research questions
followed by an overview of the hypotheses and how they are tested. The importance of
the study is then explained. Finally the overall outline of the study is presented
including a brief summary of how the research is designed and the methods and

procedures of research employed'.

In 1991 the decision to “go ahead” with the privatization of State Owned

Enterprises (SOEs)” was taken (Al-Ahram, Feb., 1991). Since then the Government

has initiated several privatization programmes to transfer an increasing number of
units to the private sector. The rate of implementation has varied from one year to the
other, but on the whole the process has been comparatively slow.

The study seeks to determine whether the obstacles to implementation lie at the
policy level, at the industry level or at the company level. Accordingly, the study
provides an overview of the privatization process in Egypt, investigates some of the
possible accompanying problems and examines the extent to which SOE managers'
beliefs and attitudes to privatization form a barrier to smooth implementation of
privatization. The major issues investigated in this study are:

e The extent to which managers are a barrier to smooth implementation of
privatization.

e Whether the Egyptian Government is sufficiently committed to the

privatization p.olicy.

e Adequacy of the present legal framework governing public enterprises.

e Company restructuring problems.

'"The methodology has been discussed in more detail in Chapter Five.

*State-Owned Enterprises (SOEs), Public sector enterprises and Public Enterprises (PEs) refer to public

sector entities that have separate legal personalitics that have accounts expenses and revenues and
where the government acts as a manufacturer or trader of goods or services.
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* Problems in valuing companies prior to sale.

e Problems in marketing privatization to different stake-holders.

e Labour resistance and labour rehabilitation problems.

Based on the definition of the research problem, the study has two main objectives:

<+ to provide an overview of the privatization process in Egypt comparing it
with an idealized “good practice” model of privatization, and identifying
problems of implementation; and

% to identify managers' understanding of and attitudes to the privatization

process and the implications of those attitudes for implementation.

These objectives have led to the formulation of the basic research questions and

hypotheses.

1.2 Research Questions and Hypotheses

This study is designed to fill part of the gap in knowledge about privatization
implementation in Egypt. It identifies and analyses the attitudes of managers of
SOEs and assesses how they affect the implementation process as opposed to other
problems. It also discusses the extent of Government commitment to the
privatization policy and evaluates problems of implementation.

Opinions and attitudes of managers of SOEs on different privatization issues
are investigated both as key informants that have many years of experience in these
companies and as implementers of privatization whose favourable attitudes and
cooperation are essential for the success of implementation. The study focuses on
eight major problem areas using opinion surveys supported by case studies where
appropriate. Based on the identification of the research problem presented above the
basic research questions this study is seeking to answer are:

e What are the attitudes of managers of SOEs toward different aspects of
privatization? To what extent do these attitudes hinder implementation of
privatization?

e What are the major problems of implementing privatization in Egypt? At which
level do these problems lie? Do implementers at other levels resist

implementation or are there other problems?
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¢ What are the recommended approaches to deal with each of the implementation
problems?
To answer those basic questions, three general hypotheses have been formulated
to guide the research:

% The attitudes and views of Managers of SOEs are a major obstacle to
speedy privatization.

¢ The lack of strictness and commitment on the part of the Government in
implementing the privatization programme is partly responsible for the slow
rate of privatization.

% Other serious problems hindering implementation are the legal framework,
restructuring, labour issues and asset valuation.

The study examines these hypotheses through (a) a questionnaire survey of
senior and middle managers in SOEs, (b) a number of case studies, and (c) information
from publications and interviews with government officials and senior managers on
privatization policies and progress in Egypt.

The questionnaire survey serves two purposes. It provides evidence on the
views, attitudes and understanding of managers which may constitute an obstacle to
the implementation of privatization. It also provides the views of managers as
"experts" with knowledge of SOEs and the privatization process, and therefore
contributes to better understanding of the other reasons for the slow progress of
privatization.

The questionnaires, as used in this survey, also give rise to two types of sub-
hypotheses. One has to do with the distribution of responses for a given variable and
the other has to do with the comparison of two or more groups in terms of the
distribution of their responses for a given variable. An example of the first type of
hypotheses is as follows:

"With respect to the level of understanding of
the term ‘privatization’ the distribution of all
managers will be different from that which
could be expected on a chance basis".

This kind of hypothesis is tested by means of the Chi-square one sample test
(Yamane, 1964). This test is carried out to ensure that the survey result can be
interpreted with some confidence as a significant finding based on considered

responses.
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An example of the second type of hypotheses is as follows:
"The level of managers' understanding of the
term ‘privatization’' will differ according to
whether the manager is a top-level or middle-
level manager. "

This second type of hypotheses is tested by means of the Chi-square test for
two or more independent samples. Some contingency coefficients are also utilized
(Feller, 1958). This test is intended to identify any differences in responses between
managers at different levels and from different types of enterprises.

Theoretically, one should formulate sub-hypotheses to cover all questions in
the questionnaires. In order to avoid repetition in formulating hypotheses, the three
major hypotheses determined above are considered the main hypotheses of the study
and each sub-hypothesis implied by a question is dealt with by the manner in which
the results are tabulated in the relevant chapter. The evidence on the sub-hypothesis is

used to form conclusions on the main hypotheses.

1.3 Importance of Research

This study is important in four respects:

e The study provides a detailed account of privatization in Egypt, including an
assessment of the strengths, weaknesses, problems, opportunities, aims and
practices. Such information should prove useful for managers, administrators and
authorities. In view of the shortage of previous empirical research on privatization
in Egypt, the findings of this study should make the implementers better able to
discharge their responsibilities and to guide future action aimed at increasing the
effectiveness of practice.

o It should furnish academicians and practitioners with first-hand information about
the actual .situation of privatization in Egypt. This could be very useful for
comparative purposes and perhaps for enlightening practice in other parts of the

world.

o This study is also important because very little research work has been done,
whether locally or internationally, to study attitudes of managers of SOEs and how

they affect the privatization process.
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® The continuous process of developing, assessing, and redesigning privatization
approaches 'depends on a continuous flow of empirical data, especially from
regions not previously investigated extensively. Primary data presented and
assessed in this study should provide ideas and insights that might be of value for

theorists.

1.4 Research Strategy, Methodology and Design

1.4.1 Introduction

This study aims to examine the privatization process in Egypt. Identification of
problems, exploration of causes and effects and an assessment of different options are
all important issues in examining the process. Of equal importance are the attitudes
and opinions of managers at various levels regarding privatization. These attitudes
could very well make or break the best policies of privatization. Therefore, one needs
to understand the policies and also to understand the attitudes of those charged with
the task of implementing the policies. Actual practice of privatization has to be
analyzed in depth to see whether policies and attitudes stand the test of successful
practice.

Privatization is a large multi-faceted topic with interrelated macro level,
industry level and enterprise level aspects. A single piece of research cannot deal with
all these aspects, at every level at the same time. The areas investigated by the study,

the research strategy, and the methodology are outlined below.

1.4.2 Research Strategy

Choice of the appropriate methodology is the first problem that faces any
researcher. Quantitative and qualitative methodologies both have their pros and cons.
The choice of the appropriate approach is totally dependent on the nature of the
research and required information.

Quantitative methodologies such as surveys have the advantage of enabling the

researcher to ‘generalize statements concerning the objects of the study through
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representative surveys and to later validate their results by standard statistical
techniques (Archer, 1988). The conclusions one can draw from them are generally
more reliable because they are based on evidence from a relatively large number of
respondents who were chosen to represent the population using statistical methods.

Surveys also enjoy the advantage of possibility of repetition. They allow the
researcher to répeat the same survey or statistical test on different groups of people.
Comparisons between the different results could than be made to check whether the
different groups are similar and therefore support the hypothesis or to explain any
differences if the results are different.

The major disadvantage of using surveys is that in most cases it is not possible
to get detailed answers or to follow up the initial responses. If a response is unspecific,
it is not normally possible to clarify with the respondent. Another con of surveys is the
possibility of biases. These biases could result from questionnaire design, leading
respondents to answer in a certain way or from the choice of respondents themselves
who could be more likely to respond in a certain way (Archer, 1988).

The qualitative methodologies such as case studies and interviews allow for a
more detailed understanding of processes, causes and effects. They also help to
examine what happens behind the scenes of different institutions, organizations and
activities (Yin, 1993).

Using case studies allows for an in-depth analysis of the organization. It allows
using multiple sources of evidence such as company records, interviews, observation,
which allow the researcher to pursue certain issues and provides a holistic, fuller
perspective to the investigation. Case studies can also be adapted to each individual
case allowing for unexpected developments.

On the other hand information derived from case studies is, in most cases,
very specific to the particular case being analyzed and cannot be generalized. The
researcher has to use subjective judgement in arriving at conclusion and therefore the
results are dependent on the researcher's knowledge and experience. Another
disadvantage of case studies is that it is difficult to compare the results of different
case studies and the possibility of using statistical analysis is very limited. Yin (1993)
suggests ways in which such pitfalls can be reduced. Because of the advantages and
pitfalls associated with surveys and case studies (and other qualitative methods such as
semi-structured interviews) for collecting data, the two complementary approaches

have been used in this study.
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The researcher considered that the most appropriate method to assess
manager's views is attitude surveys. Using an adequate sample would permit the
researcher to reach generalizable results that can describe managers' views and
attitudes on different aspects of privatization. Surveys would also allow the researcher
to study different groups of managers in different types of companies in order to
compare the results and identify any similarities or differences. In this study the
researcher chose to use a stratified random sample to study views of senior and middle
managers in industrial and non-industrial SOEs. The objective was to assess their
views about issues related to privatization and whether and to what extent the attitudes
of any or all of the examined groups could create obstacles to privatization. To the best
of the researcher's knowledge the sample used for each group was representative of the
population and allowed the researcher to reach generalizable results.

Closer, more detailed examinations at the enterprise level were also needed for
complex, specific problems and issues such as restructuring and asset valuation. The
researcher depended on in-depth case studies in three different companies, to study
such problems more closely. The first study aimed to demonstrate how the
Government Of Egypt (GOE) deals with the restructuring problem. The second case
revealed how the labour restructuring problem is dealt with in practice and what the
role of SFD is. It also presented the different labour compensation schemes and the
extent of their success in a real-life situation. Further, it showed the costs involved
and the problenf;s that might arise in labour restructuring and how they could affect the
company. The main purpose of the third case was to investigate whether valuation of
sales is a problem hindering smooth implementation of privatization. The case
demonstrated the methods of valuation and pricing mechanisms used by the GOE in
practice.

Documents and records were examined where appropriate (in the case studies
and in other parts of the research) to find relevant quantitative and historical data.
Interviews with managers and government representatives were held to clarify certain
issues that could not have been sufficiently clear if the researcher had only depended
on written reports or published information.

A literature review was initially carried out to enable the researcher to
understand the different aspects of privatization. This review has enabled the
researcher to set out a framework or a model for “good” privatization practice and the

different components and steps in it. There are three main stages in the privatization
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process: The policy stage at the macro level, the industry level stage and the enterprise
level stage.

Full coverage and investigation at all three levels would be very useful. The
researcher had to adopt a strategy that achieves this within the limited resources
available and the time allowed. This strategy was composed of the following:

A) At the macro level, interviews were carried out with policy makers. This was
supported by adequate access to documents and records related to the
privatization process in Egypt. Hence the researcher was in a position to
reasonably understand and analyze privatization policies and plans in Egypt.

B) At the industry and company levels, an attitudinal survey of managers of all

companies affiliated to Law 203/1991° was carried out. The aim was to solicit

views on the process, to identify problems of implementation and to identify
options for action. This survey led to a clear statement of major problems
hindering the privatization process in Egypt.

C) Thirdly, at the company level, a number of case studies were carried out to
examine the problems associated with restructuring, labour and asset
valuation.

It is clear from the above that the researcher has adopted a triangulation strategy
with three main streams each suited to the level under study. Examination at the macro
level allowed the researcher to gain a global view of the whole scene of privatization
in Egypt. The surveys at the industry and enterprise level enabled the researcher to
identify and assess the major problems of implementation at those levels how the
attitudes of managers influence the process. Finally, case studies enabled the

researcher to examine some implementation problems in more detail.

1.4.3 Research Methods Adopted

1.4.3.1 Literature Survey

Recent, relevant journal articles, research papers and books have been

reviewed (See Chapter 2) to enable the researcher to formulate the research problem

*The new law for governance and managing of public sector enterprises.

32



more precisely, to formulate hypotheses and to design the field survey. It has also

assisted the researcher in formulating a “good practice” model of privatization.

1.4.3.2 Field Work

1.4.3.2.1 Interviews for Examination of Policies at the Macro Level

A number of interviews have been held with relevant parties to clarify the
Government privatization policy and its latest developments, its relationship with the
stock market and the role of the Social Fund for Development (SFD) in the
privatization process. The interviewees were:

- The Public Enterprise Deputy Minister and his senior staff;

- The Public Enterprise Office Chairman and his staff;

- Managers at the Social Fund for Development in charge of absorbing
unemployment caused by the privatization programme;

- Capital Market Authority officials;

- Brokers in the Stock Market; and

- Businessmen® (private sector).

Interviews were used in this study where it was felt more details and clarifications
were needed. Although interviews in some cases allow for subjectivity, face to face
contact has the advantage of allowing the interviewees to clarify their views beyond
the limits of a written questionnaire. This phase of the study was most beneficial in
attaining a clear understanding of privatization issues at the macro policy-making

level.

1.4.3.2.2 Attitude Survey at the Industry Level

To identify, understand and analyze managers' attitudes at the industry level,
a general survey was carried out using two questionnaires:
%+ The first questionnaire was directed at CEO's of holding and affiliated

companies.

*Several businessmen were interviewed to find out what their views were concerning privatization,
methods of sale of PEs and their readiness to invest in such purchases,
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% The second questionnaire was directed at middle-level managers in the
affiliated companies.
At the outset of Chapter 5 which deals with the results of the attitude survey,
a full account is given for sampling procedures, problems of attitude measurements,
the construction of research instruments and how the research issues were
embodied in the interviews. Also validity and reliability tests are explained together

with how the hypotheses were formulated.

1.4.3.2.3 Case Studies

Three case studies have been carried out to help illustrate three major issues

associated with privatization implementation:

The Sheraton Hotel Sale Case » To help study valuation problems
The Egyptian Co. for Refractories Case—— To help study restructuring problems
Alexandria Shipyard Co. Case » To help study labour issues

These case studies have been valuable tools to demonstrate how certain issues
and problems were dealt with in actual practice in the Egyptian context. Although, the
information derived from them cannot be generalized and is limited to the relevant
companies, it gives an indication of the problems that might arise in similar companies
and those in the same field.

The Cairo Sheraton Hotel and Casino was chosen as a candidate to study
valuation problems because it was one of the early entities to be privatized, and where
the sale had aétually taken place. The case demonstrates problems encountered in the
valuation of ongoing entities that are to be sold to anchor investors. The Egyptian
Company for Refractories was chosen to study restructuring issues. This was mainly
because it was one of the companies included in the earlier Government restructuring
programme, where a study team was actually appointed and started working.
Alexandria Shipyard Company was chosen to study labour restructuring because it
was one of the main projects that the Social Fund for Development (SFD), in charge of
offsetting privatization possible negative effects on labour of privatization, was
undertaking. The case helps demonstrate both the role of the SFD and the problems
encountered in labour restructuring.

Throughout the fieldwork in the three case studies the researcher sought

information both written and spoken, company documents, magazines and
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newspapers. The following table describes the design of the case studies which was

guided by the work of Yin (1993).

Table 1.1: Case Study Design

Description
Issues Case Study 1 Case Study 2 Case Study 3
Level of analysis Enterprise Level Enterprise Level Enterprise Level

Theoretical

Framework

“Good Practice” Model developed by the researcher.

Issue analyzed

Restructuring of

loss-making SOEs

Labour
restructuring in

SOEs

Valuation of

entities to be sold

Identity of Industrial sector: Industrial sector: Non industrial
empirical field The Egyptian Alexandria sector: Cairo
Company for Shipyard Company | Sheraton Hotel &
) Refractories Casino
Research Method | Case Study: Case Study: Case Study:
Analysis of a Descriptive and Descriptive and

professional report

explanatory

explanatory

Data Collection

Field visits, interviews, direct observation and examination of

Process company records.
Sources of Academic literature, business journals and newspapers,
information company documents and archives and company personnel.

1.5 Plan of Research

Following this introductory chapter, Chapter 2 is a literature review of previous
work on privatization and is concluded by a proposed “good practice” model of
privatization, to which the Egyptian privatization programme is compared in later
chapters. Chapter 3 describes the context for privatization in Egypt. It reviews the
development and characteristics of the Egyptian public sector, its underlying rationale,
performance of the sector and its contribution to the problems of the economy and

government budget and debt. It then describes the development of the privatization
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policy and the major reasons behind it. Chapter 4 presents the structure of privatization
in Egypt and then displays the successive Egyptian privatization plans and how far
they were actually implemented. The chapter ends by identifying the possible
problems hindering privatization that are to be discussed in later chapters. Chapter 5
presents the methodology of the attitude survey followed by the solicited attitudes and
views of executives and managers of SOEs concerning the public sector and their
orientation towards the privatization policy. Chapters 6 through 9 use the findings of
the field survey and case studies in discussing different implementation problems.
Chapter 10 is a summary of the attitudes of managers categorized into four different
profiles. The final chapter summarizes the work and presents conclusions and
implications of the study. The “good practice” model presented in Chapter Two is

used in this concluding chapter in presenting the findings.
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Chapter Two

Literature Review and Theoretical Framework

2.1 Introduction

This chapter reviews some of the previous relevant work on privatization with
the objective of setting the scene for subsequent analyses and providing a benchmark
for assessment of privatization in Egypt. Presentation of material will be divided to
best serve this objective. The chapter starts by analyzing the meaning of privatization
and then gives a brief account of increased state ownership of production worldwide
after World War II and how privatization started in different parts of the world
especially in the last two decades of the 20™ century. Rationale for privatization and
some opposing views are then outlined. Next, methods of privatization are discussed.
Finally, drawing on the literature and privatization experiences in many countries a
model of “good practice” is developed and presented to serve as a benchmark for
evaluating aspects of privatization endeavors in Egypt.

Privatization is a large subject with a very large number of publications. It was
beyond the scope of this study to review the whole of this literature and so the
researcher limited herself to some of the studies which were relevant to understanding
the privatization process in Egypt. Notably, these studies were in the areas of defining
privatization, evidence on the performance of public sector companies and privatized
enterprises and obstacles to privatization especially in middle income industrializing
countries like Egypt. In addition, in view of the focus of this dissertation on SOE
managers, some references on organizational change and how managers deal with such

change especially in the context of privatization have been reviewed.
2.2 The Meaning of Privatization

Privatization is a comparatively new term. It is used to convey a variety of
meanings. At the broadest level privatization refers to the introduction of market forces

into an economy. According to the narrow definition of privatization it simply refers to
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selling publicly owned enterprises to the private sector. In between these two
extremes, different levels and types of private sector involvement have been identified.

Vuylsteke (1988) defined privatization as “ the transfer of commercially
oriented State Owned Enterprises (SOEs), activities or productive assets of the
government to total majority or minority private control.” By this he means it does not
only mean the transfer of ownership from public to private hands, but it also includes
leases and management contracts for SOEs and agencies involved in commercial
activities, agriculture or manufacturing,

Donaldson (1995) states that privatization could include any transfer of
ownership or control from public to private hands. He continues to state that a more
exacting definition of privatization would require that the transfer be enough to give
the private operators or owners substantive independent power. According to him this
will often, although not always, imply majority ownership.

Ramandham (1989), in contrast with the definition of Donaldson (1988),
defines privatization as “a wide continuum of possibilities between denationalization at
one end and market discipline at the other.” He does not confine privatization to the
structural sense of who “owns” an enterprise, but rather describes it as “how far the
operations of an enterprise are brought within the discipline of market forces”
including “liberalization and deregulation”. He presents the different methods of
privatization in a diagram where he divides privatization into ownership, organizational
and operational measures (Fig. 2.1). According to him privatization could also be
described as the transfer of whole public firms, parts of firms or individual assets to
private hands. This transfer could take place through sale, through changing it to
private legal form or even through contracting out some supply tasks (Ramandham,
1989).
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Figure 2.1: Different Possibilities of Privatization

Aston University

Hlustration removed for copyright restrictions

Source: Ramandham, V.V, (1989), Privatization in Developing Countries, Routledge, London, UK.

Many authors (e.g. El-Nagar, 1989) also consider any form of changing publicly
owned assets to business-oriented management a form of privatization. This would include
profit-oriented management, debureaucratisation, denationalization and the adoption of
employment and working conditions applicable to the private sector. It would also include
any form of promotion of competition, reduction of scope of public services or
privatization of public resources or revenue.

Kolderie (1986) holds that in spite of many articles and books written about
privatization what is meant by the word still remains confused. For example, in Britain
privatization refers to transferring to private parties the ownership of state industry that
had been producing mainly for private buyers. In the United States privatization means
more reliance on private producers for services for which government remains
responsible. Kolderie (1986) distinguishes between two options: a) privatization of

provision and b) privatization of production where the decision to provide a
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good or service results from a public policy decision, while production of the good or
service is done by a private sector producer. The Government may decide that a good
or service be provided but delegate the actual production to the private sector. In some
cases, the private sector may supply a good or service, but a SOE may be a producer.

The following example will clarify four possibilities:
Case I; Both provision and production of service are public:
Cairo Governerate decides to assign more cleaning workers in the Eastern part of the
city to cover the shortage in the area.
Case II: Provision is public but production of service is private:
The Government contracts Evergreen Cleaning Company to be in charge of cleanliness
of the museum area streets.
Case III: Provision is private, production is public:
A private company distributes butter and oil. They contract a SOE to provide them
with oil and butter which they package and distribute.
Case IV; Both provision and production of service are private (equivalent to full
privatization):
A private bank decides to contract a company specialized in cleaning building fronts to
clean its outside windows.

In summary the Government can privatize public provision, public production
or both. Each of these Functions can be broken down again into several activities,

(Table 2.1) which could be privatized partly or wholly.

Table 2.1; Public Provision and Public Production

Public Provision Public Production
Policy making Subsidizing Operation Administering
Deciding Franchising Delivering Selling
Buying Regulating Doing
Requiring

Source: Adapted from Kolderie, 1986.

Privatization refers to the set of integrative policies and measures that aim to

attain a more liberalized economy, based on competitive market forces. Hence it

includes:

1. Denationalizing and selling Government-owned enterprises partly or wholly.

2. Operational measures such as leases and contracting out.
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3. Laws, rules and regulations encouraging competition.
4. Adoption of a more liberal monetary and fiscal policy
This study is focused on the narrow meaning of the term privatization i.e.

transfer of SOE ownership from public to private hands.
2.3 The Beginnings of Privatization

The origins of private ownership are as old as mankind. The desire to own,
preserve and, later, extend one’s land, house, car and even toy is born with each new
baby. Ancient paintings and monuments in Egypt and in other parts of the world show
landlords, merchants and craftsmen’s shops as old as 4000 BC. Private professionals
and service providers increased as towns flourished and specialization became more
prevalent. During the Sixteenth and Seventeenth centuries the very first joint-stock
companies started to emerge in a form very similar to what we see today . |

As to public ownership of assets, it is as old as the origin of states. Along with
the emergence of governments came the concept of public services, expenditures,
resources and hence assets. Public roads, bridges, transportation means, parks, schools
and hospitals spread everywhere. Departments were established, employees were hired
and taxes were collected to start and preserve these organizations.

Revenue earning government-owned institutions working on commercial
principles are a more recent concept. The state-owned entities were originally
established tc') cover capital investment gaps, to generate funds to finance public
services and to create job opportunities for continuously growing populations. As time
passed more profit-making public institutions were needed and built in most countries.
Governments started investing large amounts of money to build profit-making entities
in all economy sectors whether industrial, construction or agricultural. The number of
SOE:s increased everywhere.

At the same time a strong trend towards socialism and government ownership
was developing in many places. Nationalization moves started spreading in many

countries especially in less developed ones. More and more private institutions were

"The Russian Company founded in Britain in 1553, followed by the East India Company in 1600
were among the first ones (Afify, 1991).
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transferred to government hands increasing the number of profit-making public
institutions not only in socialist countries like the Soviet Union, but also in countries
like Egypt and Syria (during the Fifties).

According to the International Monetary Fund (IMF), public expenditure
increased worldwide by 2 to 3 per cent annually, during the second half of this century,
and at particularly high rates registered between 1960 and 1975. In the 90 countries
the IMF tracks, 13 countries were spending as much as 30 per cent of their Gross
Domestic Product (GDP) in the public sector in the early Seventies of the 20" century.
By the end of the decade the number increased to 40 countries spending more than 30
per cent of their GDPs in the public sector. This growth of the public sector was

characterized by an increase in SOEs especially in developing countries’. SOEs

accounted for between 20 and 60 per cent of total investment spending in these
countries (Berg, 1987).

By the mid Eighties SOEs were playing a major part in many developing
countries. They accounted for 10 to 20 per cent of GDP in most of them with a
dominant position in manufacturing. Eighty per cent of the value-added in
manufacturing in Egypt for example was generated by state-owned enterprises. In
Turkey the ﬁcrcentage was 50 and around 30 to 40 per cent in most of the other
developing countries (Berg, 1987). The rationale for SOEs in most of these countries
was mainly political. Ensuring availability of affordable products and at the same time
creating jobs, were usually the main objectives regardless of what the costs or future
implications were.

Although this increase in public sector companies continued, a U-turn in
thinking began to gain ground as early as the 1950's mainly in some industrialized
countries, for example West Germany and in a small way in the UK. Poor industrial
relations records, non-commercial attitudes and limited concern for customer interests
and needs were cited as major reasons for an increasing public attitude disapproving
nationalization and favouring denationalization. A public opinion poll in January 1951

showed a 54% disapproval of nationalizing the British iron and steel industry while

'The number of SOEs in Mexico for example increased from 150 in 1960 to 400 in 1980 and

probably around 600 in 1987. In Brazil the 150 SOEs in 1950 increased to at least 600 by the
beginning of the eighties. In Tanzania the number of SOEs rose from 50 in mid 1960s to 400 in the
late 1970s. The same happened in many other countries (Berg, 1987).
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only 24% of the population approved. The iron and steel industry was actually
nationalized in 1951 and was later denationalized gradually between 1953 and 1963.
The steel industry was re-nationalized in the 1960s by the labour Government and then
privatized in the late 1980s. In Germany the Electric and Mining Company shares were
offered for public sale in 1959. Volkswagen, Veba and Lufthansa followed
(Ramandham, 1989).

Fitzgerald (1988) states that many of the state-owned monopolies had
eventually become “nothing but employment agencies, providing job havens for
political cronies, defeated politicians, and retired military officers”. The direct and
indirect costs of SOEs became a burden on the governments and hence taxpayers of
every country they were found in whether they admitted it or not. This fact started to
be increasingly expressed and later asserted by most international organizations such as
the World Bank and the IMF.

However, denationalization exercises between 1950 to 1980 were isolated,
unrelated attempts which did not represent a concrete and deliberate programme in the
UK or any other parts of the world. Actually they were accompanied by stronger and
more popularly acclaimed nationalization moves worldwide. In general, public
ownership of a range of productive activities were accepted or at least tolerated by the
public and policy makers during this period.

One of the earliest appeals for an integrated program of privatization during
this period appeared in the UK in Boyson (1971) which claimed that publicly
controlled inr.:lustries had failed in fulfilling their economic and social objectives and
made a case for breaking up and selling nationalized industries and returning them to a
competitive framework. It hailed the Volkswagen denationalization a model.

More authors and officials followed suit (Macvoy, 1989). The drive was both
political and economic. In 1976, the Conservative Party in Britain issued the first
document proposing privatization. It stated that, in some cases, it was more
appropriate to sell public assets to private hands. Another document followed in 1977
stating that: “The long term aim must be to reduce the preponderance of state
ownership and widen the base of ownership” (Ramandham, 1989). With the objective
of making Britain a nation of homeowners and shareholders Conservative

Governments in the 1980's, introduced a privatization programme which has been
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described as "popular" or even "worker capitalism", offering sales of stock in some
SOEs and selling or giving away others to their employees (Fitzgerald, 1988).

Practical steps towards privatization began by contracting-out local authority
services (such as street cleaning) and giving tenants of council houses the right to buy
their homes.- In 1982 and 1983 Amersham International, the National Freight
Corporation, Britoil and Associated British Ports were privatized. In 1984 the program
began to gain momentum and many companies were sold. Five per cent of British
Petroleum was the start followed by British Aeroscope and Cable and Wireless. In
1984 Sealink, Inmos, Wytch Farm, British Gas, Enterprise Oil and Jaguar were sold
(Kent, 1987), The British experience took shape as a new major phenomenon. The sale
of British Telecom shares to 2.3 million individuals represented a turning point after
which many public share issues were made and planned (including British Gas, British
Airways, British Airports Authority, British Petroleum) (Kent, 1987).

Britain took the lead in the privatization revolution by transferring about one
third of its nationalized work force, 600,000 employees, to the private sector through
the sale of state-owned companies (Fitzgerald, 1988).

After 1981 the trend towards privatization accelerated gaining momentum in
other parts of the world. In August 1986, the French National Assembly and Senate
approved a general law, permitting privatization. The annex accompanying the law
included the names of 65 companies and banking groups that were to be privatized and
the method of privatization. The programme (worth $50 billion) was to be
implemented over a five-vear period. By June 1987, ten companies had been sold,
increasing personal shareholders from 2 million to 5 million. Among the SOEs sold
were three banks, an advertising company and a telecommunication firm. Within the
twelve following months 50 per cent of the programme was actually implemented
(Fitzgerald, 1988).

The Reagan Administration in the USA followed the same steps and, in 1986,
started a privatization programme that reached $20 billion of asset sales in 1987. The
Canadian Government committed itself to a $600 million privatization programme,
besides contracting out more and more public services. A minister in charge of
privatization was appointed in 1986 and the programme expanded (Kent, 1987).

By 1986 privatization plans and programmes had become a phenomenon not

only in countries with right-of-centre governments like Colombia, Turkey and Chile,
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but also in countries with socialist governments like China, Eastern European countries
(after the disintegration of the Iron Curtain), New Zealand, Spain, Australia and
Mexico. Japan also developed a large privatization programme that completed the sale
of 12.5 per cent of the government’s shares in 1986 and 1987 (Kent, 1987).

Since the early 1990's, because of large debt burdens and an increasing budget
deficit, there has been a growing trend towards privatization in developing countries
also. International institutions such as IMF, USAID, the World Bank, the UK
Department for International Development and its predecessors, the Commonwealth
Secretariat and the United Nations, taking their cue from privatization programmes in
industrialized countries, have originated or at least encouraged privatization as a tool
for reducing public sector budget deficits and debt, curb the drain of national resources
caused by loss-making public sector companies and improve their efficiency productive
capabilities.

In Egypt, encouraging the private sector was given a great push ahead during
the Seventies. The Government of President Sadat adopted a new policy encouraging
the private sector and competition, “the open-door policy’, after about twenty years of
socialism and nationalization. However, the pace of private sector expansion slowed
down during the Eighties, as a reaction to problems caused by the sudden change (e.g.
inflation, over encouragement of foreign investment compared to national investment).
In 1978 a restructuring program was initiated to reform the fiscal system and liberalize
the currency, but actual implementation was slow and limited in scale.

In 1987 the Government adopted a comprehensive economic reform policy to
face the economic crisis. The programme included cuts in Government expenditures
and subsidies, liberalizing trade and reduction of exchange controls in effort to reduce
public deficit, external debts and unnecessary Government subsidies, while preserving
the strength of the local currency against other currencies and avoiding extra burdens
on citizens. The major Government strategy for doing so rested upon the introduction
of a package of monetary policy reforms and more encouragement of the private sector
(Hasabou,1994).

Denationalization and privatization, strongly recommended by the World Bank
and the IMF, began to be considered as a policy option in the early Nineties. In 1991
privatization was announced as a government policy. It was considered a major

complementary step to the Egyptian Economic Reform Programme, announced a few
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years earlier. The new Law 203/1991 was issued in the same year permitting partial
and/or full sale of public sector companies for the first time. This was followed by the
announcement of a five-year privatization programme including the annual
privatization of at least 25 candidate companies in each of the five years between
1992\93 and 1996\97. The programme was accompanied by a plan for restructuring
loss making public enterprises and another for dealing with problems of redundant
employees (El Tabaakh, 1997).

2.4 Why Privatize?

One of the main reasons for privatization is the low efficiency of public sector

enterprises’ reflected in their failure to achieve most of their goals. In spite of all the

investments and efforts to maintain and improve public sector performance, many
studies have shown that the performance of SOEs, whether in developed or developing

countries, is far less than satisfactory’. In most cases SOEs turned from being

ambitious projects into a drain on national investments. Very few of the initial
objectives of SOEs were actually attained. Instead, SOEs have in most cases become a
burden on the economy eating up scarce resources and hindering growth. The low
efficiency of SOEs, especially when compared to similar enterprises in the private
sector, has usually resulted in large deficits that were financed in ways negatively
affecting the economy.

El-Naggar (1989) shows that subsidies and uneconomic credit facilities have
backed the SOE system for years, diverting away scarce funds from both growth-
enhancing public-spending projects such as education and more economic private
sector activities which produce better quality at lower costs. The negative effects on
the financial and banking systems and on the economy as a whole are damaging and, in

many cases, irreversible, especially in low-income countries (Berg, 1987).

'Public sector enterprises or State-Owned Enterprises (SOEs) both refer to public sector entities that

have separate legal personalities that have accounts expenses and revenues and where the government
acts as a manufacturer or trader of goods or services.

Y
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Hemming (1988) emphasizes the importance of regulating market forces in the
private sector. The product market guides prices and output, while the capital market
constrains costs. If a private firm is not good enough, it will not sell its products and
therefore it will not make profits. Loss making firms will be liquidated or taken over.
Investments will automatically be directed to more profitable, more productive and
more efficient activities.

A number of studies show that successful privatization of a few SOEs would
greatly improve the performance of both privatized and unprivatized enterprises. Galal
et al (1995) analyzes the experiences of twelve different countries with privatization. It
provides evidence of the many benefits of successful privatization including reduced
state sector deficits, increased investment in privatized enterprises and better quality
production for lower prices. This would be achieved as a result of increased
competition, improved efficiency, lower deficits and better allocation of resources.

Moreover, there is some empirical evidence that privatization enhances
performance not only in developed countries but also in developing countries. In a
World Bank study Galal et al (1995) assessed the welfare gains and losses resulting
from the privatization of twelve companies operating mostly in non-competitive
markets in four different countries (Chile, Malaysia, Mexico and the United Kingdom).
They found that welfare gains were achieved in eleven of the twelve cases and that
there were no cases in which workers showed an overall loss from privatization.
Although the results of that study cannot be generalized because, as the authors
pointed out, the sample was small and unrepresentative of the universe of privatized
companies, the results are indicative (Galal et al, 1994).

Megginson, Nash and Van Randenborch (1994) reached similar conclusions.
Their empirical study covered sixty-one firms in eighteen countries and thirty-two
industries comparing their pre-and post-privatization financial and operating
performance during the period from 1961 to 1990. The authors reported strong
evidence that after privatization the sample firms became more profitable, increased
their real sales and investment spending and improved their operating efficiency. The
companies also significantly reduced their debt levels, increased dividend payment and

increased employment rates. However only three to twelve of these firm, depending on
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the financial and operating performance measure, had headquarters in developing'

countries, which makes this study more relevant to developed countries.

Another study (Boubarki et al, 1998), more indicative of developing countries,
studied seventy-nine newly privatized companies in a wide range of geographic
dispersion and different levels of country development during the period 1982 to 1992.
The authors' objective was to determine whether privatization is truly desirable in
developing countries and whether the performance of privatized firms lived up to the
expectations of governments and development agencies. The study aimed to find out
whether privatization increased the firms' efficiency, profitability and output. It also
assessed its éﬂ‘ect on employment, capital structures and dividend policies in these
firms. The study examined the relevant performance indicators of the sample firms for
three years before divestiture and three years after divestiture. The results showed
significant improvement in profitability increases in operating efficiency, capital
investment spending, output and employment, a decline in leverage and an increase in
dividends. The study's conclusion was that privatization brings with it private owners
who place greater emphasis on profit goals and carry out new investments that increase
output and employment, which increases efficiency and hence profitability.

Kent (1987) summarizes the rationale for privatization in four simple ideas:

e Those who want goods provided by the government should pay the full costs of
doing so. This could be done through user fee schemes that make service recipients
pay for the service rather than transfer the cost to taxpayers.

e Production in the private sector is likely to be more efficient and less costly than
government provision, due to competition. Competition ensures higher quality,
lower prices and introduction of new technology.

e Consumers are likely to be more satisfied by having a variety of alternative service
providers from whom they could choose. If they are not satisfied with the price or
quality of one provider they can turn to another provider. A market with many
service providers is structured to accommodate to the varying preferences and

tastes of the consumers.

"The terms developed and developing are loosely used and include wide variations under each

category. One broad definition of developed countries is that they are members of the OECD. The
remaining "developing” countries would then include a wide range of middle and low income
countries. For more precise definitions see World Development Report.

48



¢ Unlocking the innovative genius of the entrepreneur will provide new service
delivery systems and technologies. Entrepreneurs will be given the chance to find

new ways of better meeting consumer demand at lower costs.

2.5 Opponents of Privatization

While many economists encourage privatization stating that the private sector
is usually more efficient than the public sector and that competition improves quality,
there are some views and pressures that are totally against privatization. In many
countries trade unions representing public sector workers oppose privatization and
sometimes the opposition is more widespread (e.g. people's strike against privatization

in Puerto Rico").

Some social scientists and commentators also fear the social negative effects
caused by privatization. An example of these views are those expressed by Martin
(1988) in UNCTAD's session about social aspects of privatization and competition and
regulation of privatized monopolies. Martin (1998) states that "the neo-liberal model
is failing to deliver long-term, either economically or socially, for the vast majority of
people.” According to him, the social safety nets proposed by the World Bank are
insufficient and requires "fundamental redesign”. Privatization should contribute to the
achievement of full employment and poverty reduction and not exclude large numbers
of people and provide only for the short-term victims of change. He also mentions that
most countries' experiences confirm that privatization has created more problems than
it has tackled, although this is seldom openly acknowledged. He continues to certify
that competition should not be introduced for the sake of competition and that under
certain circumstances monopolies may be justified. Examples of these cases are when
cost efficiency outweighs the benefits of competition or where certain profitable parts
of the industry subsidize other loss-making segments.

Another author who opposes privatization is Edward Herman (Herman, 1997
and Herman et al, 1997). He holds that it is not necessarily true that efficiency

improves when firms "strive for profits” under competitive conditions. It is his view

lszqa]:bearm:l in Puerto Rican Newsletter on July 7", 1998, It was also reported by People's Weekly
World, July, 1997, a publication of the Communist Party in USA.
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that competition creates its own forms of waste, such as advertising and the
inefficiencies of having small firms instead of one large public agency. He also thinks
that competition “inflicts social damage such as plant closings and environmental
destruction." Global privatization from his point of view is "a serious setback for
democracy”. He thinks that it is only pushed by "an elite alliance” against the will of
the majority of people with an objective of weakening labour unions, strengthening
support for capitalism and diminishing the power of governments to make financial
gains. He states that this is against democracy.

He identifies the financial community, "thriving” to sell stocks as the main force
behind privatization. He mentions that with an annual average of $ 100 billion worth of
privatizations in recent years, an annual average of $3 billion (an average of 3%) goes
to bankers as fees. In Britain alone bankers, accountants, brokers and management
consultants earned $1.1 billion in fees in the period 1981 to 1988. This kind of money
has increased the financial community's support for privatization.

According to Herman another force behind privatization is the companies eager
to buy up public assets for use or resale, at the comparatively low prices governments
offer. He also-mentions that corruption shouldn't be overlooked in many of these cases.

Herman states that privatization shouldn't be a way of meeting budget shortfalls
and financing infrastructure improvements. This could be done by raising taxes, on
those who can afford to pay or debt write-offs in the case of Third World nations.
These options are not sought due to business and bank interests and pressure from the
IMF.

Further, Herman thinks that the main way that privatization increases efficiency
is cutting down on labour costs, in many cases for political causes, leaving the
problems of labour unsolved. He states that if any government is willing to increase
efficiency of public units without privatization it would be able to. His proof'is the
successful restructuring efforts governments perform in the preparations for
privatization.

In many cases opposition to privatization has resulted in lawsuits against the
government (Eggers and Moore, 1997). In the United States some of those lawsuits
are still in progress and a few of them actually succeeded in restricting privatization
projects that replace public employees. In California the courts have long held that the

state constitution prevents the state government from contracting out any job that can
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be performed by civil servants. Colorado's state constitution provides similar
protection stimulating that no function performed by a state employee can be
contracted out to the private sector. In Hawaii, the state supreme court held (in 1997)
that the state constitution protects civil service positions unless state legislation
specifically exempts a position from protection. It is the authors' view that these cases
and others highlight the need for state legislation to clarify the issue and to grant local
governments the authority to use privatization. The main objective of the government
should be how to provide the public with the best service at the lowest cost. This could
be done sometimes by privatizing and sometimes not, but governments should have the
right to choose. They also ascertain that although public employees deserve fair
treatment, governments are intended to serve citizens and taxpayers not public
employees only.

Henderson (1996) states that opposition to privatization can be neutralized by
offering a share of the net gains to employees as stakeholders. In England this was
done by turning over 82% of the newly created stock in the National Freight
Corporation to current and former employees. It was also done when privatizing local
authority owned housing by allowing tenants to buy their units at discounted rates so
that the public sector could get rid of the houses it rented at rates so low that in some
cases they did not cover the maintenance costs. In 1989, the Mexican Government
acted similarly by lending money to the workers' unions to enable them to buy 4.4 per
cent of the Telephone Company. Chile's officials also succeeded in privatizing 52 per
cent of previously expropriated farmland by selling at below-market prices to farm
workers. In Argentina, labour opposition to labour layoffs was neutralized by
severance benefits that often exceeded one year's wages.

It is clear from the above that privatization has positive contribution to make
especially in certain sectors. The opposition to privatization of many authors is based
on concerns about labour redundancy and ideological positions on the gains being
made by the new private sector owners at the expense of the employees and customers.
These issues are also at the base of the resistance of SOE managers and employees to

privatization.
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2.6 Recent Studies about Py
Public Sector

One of" the first papers about privatization in Egypt was by Seddik Afify (1991).
The paper included justifications for SOEs, a description of their present status then
and why privatization is necessary at this stage. The study continued to describe
different possible methods that could be adopted by the Egyptian Government and
concluded by identifying several problems that could occur and how they could be
faced (Afify, 1991).

Moore (1998) reviewed recent developments in the Egyptian economy up to
1997 with a very optimistic view of the future. The author states that Egypt's
achievements over the first six years of the 1990s are "unequivocally impressive." He
states that in mid-1997 the reform measures began to bear fruits, GDP was rising,
inflation was-subdued, the budget deficit was under control, foreign exchange reserves
were expanding and the Egyptian pound was holding value. He acknowledges that
although there is potential resistance to reform and some problems hindering
privatization, he thinks that the Egyptian politicians will easily overcome them.

Although Galal (1995) agrees with Moore that there has been improvement in
the Egyptian economy as a result of reforms, he still sees that there are some
constraints. He states that macroeconomic reform succeeded in aligning the exchange
and interest rates closer to market value, increased competition, reduced inflation and
cut the fiscal deficit but institutional reforms lag far behind. According to his survey,
firms see policy uncertainty as the most binding constraint. He also mentions excessive
regulation and weak enforcement of contracts. He suggests that payoff from
institutional reform can be maximized by reducing policy uncertainty followed by
reforms to rationalize tax administration and that in many cases more competition and
privatization are the best solutions. He concludes that further macroeconomic reforms
are needed to correct accumulated problems from previous decades and that this will
only happen if institutional reforms were more successful. Without deregulating the
economy further, enhancing the enforcement of contracts and strengthening Egypt's
credible commitment to reform, macroeconomic reforms alone are not likely to bring

about substantial long-term economic growth. This study points out the importance of
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restructuring and reform at the institutional level which encouraged the researcher to
devote a chapter to study this issue.

Another issue that is relevant to restructuring is labour management and
reduction of overstaffing. This was covered by Ragaui Assaad in a paper analyzing
compensation programs for redundant workers in the Egyptian public sector (Assaad,
1989). The objectives of the paper were to estimate the rents that public enterprise
workers would lose if they left their jobs and to stimulate various voluntary severance
schemes to determine their relative efficiency in achieving the exit rate targets at the
lowest fiscal cost. The author produced several models that could be used. The
researcher agrees with Assaad that labour issues and how to deal with redundancy are
amongst the most important obstacles to public sector reform in Egypt. A chapter in
this thesis is devoted to study a few aspects of this problem.

Among publications most related to this study is a paper by El-Ghatit (1998)
discussing perceptions and expectations of managers and employees in a hotel that was
transferred to private management. The objective of the study was to investigate how
superiors and subordinates perceived the change to private sector management in a
public sector hotel concerning issues like recruitment, authority delegation problems
and employee expectations. The paper is based on one detailed case study that
illustrates chainge issues, resistance to change and attitudes of the workforce. The
study concludes that follow up and problem identification were very weak under
previous management. As for the problems facing the new management the most
frequently mentioned ones by managers were renovation and the resistance of staff to
change, while employees emphasized ambiguity. Solving these problems according to
the author would simultaneously solve other related problems. He finalizes his paper by
suggesting several solutions to the different problems. Increasing employee
participation is the first step followed by facilitation of the change process through
effective communication. Furthermore the staff should also be given a chance to
complain.

Management perceptions and attitudes towards privatization were also studied
by El-Demellawy (1993). The study focused on the mining, porcelain and chemical
industries and concluded that economic regulation of SOEs is in need of reform.
Removing regulations concerning composition and marketing of output, giving SOEs

more liberty in dealing with labour and establishing a more efficient performance
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evaluation mechanism were some of the recommended reforms. On the whole, the
study is in favour of a more liberalized economy. It states that increasing competition
in the Egyptian environment is the most potent way of changing the roles of the public
and private sectors. The researcher also thinks that the option of divestiture should be
given serious consideration as a means of reducing the financial burden on the public
sector and improving the operating efficiency of SOEs. She thinks that although
privatization is highly beneficial it raises three major problems. First, political risks
exist and these can be faced by emphasizing to the public the advantages that will be
derived from privatization. Second are the institutional changes and reforms required
which can be faced by establishing privatization offices. Finally, the labour problem
which the Government must deal with.

Dahroug (1995) investigates administrative deficiencies in the structure of
management of SOEs in Egypt, operational deficiencies and administrative obstacles in
the implementation of the privatization programme and finally labour and labour union
deficiencies facing the implementation process. It concludes that deficiency in
implementation is mostly due to the novelty of the situation and not giving
management enough time to become familiar with the relevant concepts and
requirements. The author also suggests that managers are not sufficiently motivated by
privatization, because they do not expect any personal gains from it.

Hassouna from the Public Enterprise Office published a recent study about the
stages of development of privatization in the Egyptian economy (Hassouna, 1997).
The study described the economic context for privatization including reform measures
and recent legislation. It then described the Egyptian privatization programme
including criteria for choosing the different companies from a practical point of view.
The study identifies some success factors that have to be taken into consideration in
designing privatization programmes. Firstly, transparency and availability of
information have to be guaranteed. Next is development of the management
capabilities of the stock market. The author then ascertains the importance of
communicating the objectives of privatization and widening the base of private
ownership to people. Valuation procedures should be reviewed and caution should be
experienced in selling to foreign investors. Getting rid of unutilized public assets is a
priority. Als_o the public sector should be prohibited from any new investments.

Performing restructuring alongside privatization with an eye on the social effects of
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unemployment and applying early retirement programmes to solve the problems that
rise. Finally learning from previous lessons and taking action e.g. canceling direct sales
to Employee Shareholders' Association (ESA), improving marketing, finishing off
registration of public land and studying the experiences of other countries.

One of the most significant studies written about privatization in Egypt is Khatab

(1998)". 1t discusses the political, legal and implementation  constraints on

privatization and the solutions the Government adopted to face these problems. It
shows how political opposition from state executive authorities was neutralized by
making heads of these authorities participate in Ministerial Committees, seminars and
workshops organized to set forth privatization policies in various Government sectors.
It also shows how opposing media writers were dealt with by daily meetings with the
Minister of PE to provide them with accurate information and by establishing the
"Cairo Center for Economic Information" in cooperation with the IMF to provide
information about privatization and how these efforts affected public opinion
favourably. Opposition inside the legislative body was faced by direct contact with
members of the Assembly, creating a dialogue around the main issues relating to
privatization and answering their inquiries through "Management Information
Systems" and "Decision Support Systems" that were established for that purpose. Also
support was given to the Defense Bureau in lawsuits initiated by some opposing
members claiming that privatization was unconstitutional. The Supreme Constitution
Court finalized this by deciding privatization was constitutional. Legal constraints
prohibiting sale of SOEs were faced by issuing Law 203/1991 permitting sale of SOEs
coupled with Law 95/1992 regulating the establishment and regulations of investment
funds, capital markets, ESAs and establishment and management of brokerage firms.
Solutions related to the social constraints included negotiations with labour unions,
special privileges for workers adversely affected or made redundant, allowing selling
majority of the companies to ESAs and implementing optional early retirement
programmes trying to solve most of these problems before privatization takes place.
Constraints related to the wide variance in valuation of companies were faced by
allowing no individual official to take a decision on his own, rather a committee of at

least 7 institutions does this, with a condition that the decision is taken by consensus.

'Dr. Mokhtar Khatab was later appointed as the Minister of the Business Public Sector in Egypt
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The Egyptian experience overcame scarcity of funds by accepting grants from other
countries. Finally, using other methods of sale faced the downfall in the stock market.
The study claims that the Egyptian experience succeeded in dealing with the challenges
faced.

2.7 Management of Change and Privatization

In essence, privatization is a major strategic change in the life span of any
corporation. No study of privatization could avoid some consideration of the process
of change and how it can be made easier or more fruitful.

Nadler and Tushman developed a useful model to understand how organizations
operate (Nadler et al 1977, 1979). The model shows the importance of the
management role and how a change in environment or strategy changes the outputs of
an organization. The authors used a systems approach to create a practical model that
could be applied in different organizations. According to them any organization
consists of a group of inputs, the environment, which provides constraints, demands
and opportunities, different resources, past history of the establishment and most
important the organization strategy. These interact in the transformation phase through
the tasks of the organization, individuals, organizational arrangements and informal
organization to produce the outputs. The outputs consist of the goal achievement,
individual performance and behaviour, resource utilization and hence organization
performance. - The study states that the relationship among the components is the basic
dynamic of the model and concludes that organizations will be most effective when
their major components are congruent with each other. The model shows that
individuals, tasks, strategies and environment differ to a great extent from one
organization to the other and that any change in any of the components of the input or
transformation phases will definitely affect the outputs. This is why different changes
would affect and be affected by individual performance whether at the employee or
management levels. One could deduce from this study that changes to a more
competitive environment and a major change in the strategy of an organization as that
resulting from privatization would definitely affect the organization, its output and its

individuals.
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Among the most important factors influencing strategic change is the role of
corporate culture. 'Change the culture and the majority of current organizational
problems will be solved' has become, Wilson (1992) asserts, something of a recurring
theme from many students of management, theorists and consultants alike. To assure
success in any change one has to place people first (Peters et al, 1982). This means that
the attitudes and behaviour of people in the corporation will make or break the success
of a change endeavor such as privatization.

Wilson (1992) draws attention to the other factors making success or failure.
People are important but policies, structure and products also are. Confirming this,
Denison (1984, 1990) found that success was related to decentralized, participative
decision-making  processes, especially when they are a consistent aspect of
organizational culture.

Isabella (1990) argues that to understand corporate change fully one requires
more than just analyzing the sequence of processes. Individual cognition and
interpretation are the key to understanding change. Isabella (1990) studied forty
managers in firms undergoing substantial changes both internally and externally. She
searched managers' narrative for themes or similarities. She identified four key stages
of interpretation (adapted from Isabella 1990: 7-41):

1. Anticipation. Rumors and news present a puzzle to the individual as he puts
pieces of information together. Consequently, different pictures of emerging
change could emerge as a result of different ways of connecting pieces together.

2. Confirmation. Here, anticipation is confirmed mixed with little objective reality.
This guides future action.

3. Culminé}tion. In this stage, the individual will amend prior interpretations of
events and reconstructs what has happened. This process involves individuals
looking for clues to explain what is happening,

4. Aftermath. This is the final stage during which events, i.e. changes are tested
and subjected to experimentation.

This approach, presented by Isabella (1990), anchors the corporate culture into

a personalization. 'What will the change mean for me?' is a very important influencing

factor in shaping reactions of the individual. One would expect that managers of a

firm facing privatization would recurrently ask: What is in it for me? Thus this should
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be taken into consideration when assessing the Egyptian experience of privatization.
This motivated the researcher to perform a study more focused on managers' views.

This interpretative approach to culture has been, nevertheless, challenged.
Hofstede (1990) indicates that the interpretation of individuals are themselves located
in a wider context: from individual firm to business sector; from business sector to
overall national economic context. The relative impact of context thus becomes an
important factor in shaping interpretation of any situation such as impending
privatization. The impact of the surrounding environment should be taken into
consideration when assessing privatization endeavors.

Di Maggio and Powel (1983) postulate that one should not assume that the
study of change should be centered on a single organization. The extent to which
changes conform to established norms or patterns in the environment will, in their
view, determine greatly whether the change will be hindered or facilitated and how it
will be evaluated in the future. Privatization projects could benefit a great deal from
this understanding. Grinyer and Spender (1979) provided empirical evidence to
support this view. Also, Greenwood and Hinting (1988) argue that organizations
develop archetypes, which embody where they are now and where they want to be in
the future.

Assessing the change dimension in the British experience of privatization,
Wilson (1992) states that whilst the wider socio-economic context was being steered
in particular directions (particularly following the election of the Conservative
Government in 1979) managers had to translate, cope with and adapt to the changing
conditions privatization brought about. " The model thus becomes change within
change, rather than the management of change per se." (Wilson, 1992). Egyptian
public sector managers also face a similar situation in the context of the privatization
programme in Egypt. Assessment of their attitudes and views in this study provides
insights into the manner in which they are dealing with this change and the possible
obstacles to privatization if managers find it difficult to change.

Wilson offered a very useful categorization of the contemporary approaches to
organizational change. He divided these approaches to planned versus emergent
change with emphasis on the process of change versus the implementation of change
alternatively. Firstly, change can be planned by managers, but requires analyzing over

time. In this case the desired change can be determined in advance and hence other
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people need to be convinced of the utility of the change and the managerial task
becomes one: of convincing organization members to welcome the change (see Plant,
1987, Quinn 1980). The second case is when change is articulated in advance, but the
emphasis of management is implementation and here the desired change should be
determined to specify the driving and restraining forces to facilitate implementation
(see Lewin, 1951). The third approach sees organizational change as an emergent
phenomenon resulting from interaction of history, economics, politics and business
sector characteristics (Hickson, 1986). The fourth approach is "contextualism” where
implementation is a function of surrounding context as well as internal forces (see
Whipp and Pettigrew, 1991). Changes caused by privatization could best be described
as planned changes that need management's emphasis on implementation and reducing
resistance to change.

According to Lewin's' model (1951), the first procedure in any process of

change should be to "unfreeze" the current pattern of behaviour in the organization,
"move” to the intended level of response and finally “refreeze” it by stabilizing or
institutionalizing change. "Unfreezing" is an essential step in controlling resistance to
change. It could be simply described as "unblocking” the present system. If change was
restricted to the individual level "unfreezing” might involve selectively promoting or
terminating employees. If the intended change was more structural or involved a
change in systems, then developing highly experimental training programmes such as
matrix management, is a must. Finally, if change was more comprehensive to include
the organizational climate and how decisions are made, providing data feedback on
how employees feel about practices is essential. The author states that to promote
change the driving and restraining forces should be identified and selectively removed.
Ideally, an increase in the driving forces will create a greater degree of change while
extra pressure or restraining forces would hold change back. The movement stage
continues until equilibrium between these forces is maintained.

In agreement with Lewin, Plant's study (1987), supported the importance of
training managers to recognize driving and restraining forces and to take action to
manage the balance in the desired direction. According to his model the process of

change constitutes collecting data, analyzing it, creating a vision about the desired

'Lewin was one of the first analysts to write about psychology of organizations.
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situation, taking action and finally implementing the change. Managers should test
what powers they have in order to have influence over the numerous organizational
forces or should adopt certain interpersonal tactics depending on the situation
contingencies. According to the author the most dominant managerial task in the
process of change is persuading individuals to accept and support the change. This
view encouraged the researcher to study the degree of acceptance of privatization to
assess whether it is a restraining or driving force.

Bechard and Harris (1977) also emphasized the importance of "the transition” or
"the movement"” stage (according to Lewin, 1951). They described the process of
change in an organization as a transition process in which a certain organization moves
from a certain current state to a desired future state. This could very well apply to the
transfer of companies from the public to the private sector. Effective management
involves developing an understanding of the current state, developing a clear image of
a future desired state and moving the organization to it without undue cost to the
organization or the organizational members. The question is therefore how to manage
the way in which the change isimplemented so as to maximize the chances that the
change will be effective. The authors ascertain that the way a change is implemented
can influence the effectiveness of the transition as much as the content of that change.
In their study they discuss developing and employing transition structures such as task
forces, pilot projects, experimental unit to manage the transition period. This should be
taken into consideration when companies are transferred to private hands.

Based on his empirical work in public and private sector companies, Pettigrew
(1985, 1990) states that theoretically sound and practically useful research on change
should involve the continuous interaction between ideas about the "confext” of change,
the "process” of change and the "content” of change. He asserts that implementation
cannot be separated from policy formulation and that change isa complex, messy
process inseparable from its intra-organizational and broader contexts. According to
him consequential and complex strategic change decisions tend to reveal more of the
nature of unprogrammed and emergent organizational activities. In his studies,
organizational change can only be understood in the context of large blocks of time.

Nadler (1993) specifies three basic problems that are inborn in change and that
lead to general implications for the management of change. For each of these

implications he suggests action plans. The three problems are resistance to change,
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organizational control and competition for power. The implication of the resistance
problem is the need to motivate changes in behavior of individuals which involves
overcoming the natural resistance to change and getting individuals to behave in ways
consistent with both the short-term goals and long-term organizational strategy. The
action plan the author proposes is identifying and surfacing dissatisfaction, getting the
employees to participate in change, building in rewards for desired behaviour and
giving the organization time and opportunity to disengage from the present state. The
implication of the control problem is the need for organizational arrangements
designed and used to ensure that control is maintained during and after the transition
period. The author develops a useful action plan to do this. According to the plan the
first step is development and communication of a clear image of what the future should
be. Next is the use of multiple and consistent leverage points. Finally a number of
organizational arrangements for the transition are required. These arrangements
include appointing a transition manager, providing resources for change, preparing a
transition plan and creating transition management structures. The implication of the
power problem is the need to ensure that the power centers support the change. The
author suggests ensuring and developing the support of key power groups, using
leader behaviour to generate energy support of the change using symbols and language
to create energy and building in stability. These action plans would certainly be of
benefit to privatized companies.

Resistance to change is one of the major problems any change including
privatization is likely to face. Zaltman and Duncan (1977) stated that any individual
faced with change may be resistant for a variety of reasons. People need a certain
degree of stability and change presents unknowns which cause anxiety, insecurity and
reduces one's sense of autonomy and self control. Furthermore, people need to find
new ways of managing their own environments to replace typical patterns they had
developed to cope with previous situations and which are no longer valid. Also,
individuals who have power in a certain situation might resist change because it might
threaten their power. In addition, some individuals might resist change for ideological
reasons. The authors conclude that whatever the source, individual resistance to
change must be overcome for implementation of change to be successful. This leads

the researcher to realize the importance of assessing managers' attitudes to
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privatization to examine the extent and reasons of their resistance to privatization and
how such resistance could be reduced.

Pugh (1993) gives an important recipe to manage change effectively. He states
that there are four rules to bear in mind to understand organizational change. First that
organizations are "organisms” that can be taken apart and reassembled. Second every
reaction to change should be understood in terms of how it affects the ways of
working, number of jobs, career prospects and power, status and prestige of the group.
Next he states that all members of an organization operate simultaneously in the
rational, occupational and political systems. Finally he certifies that organization
members who are more successful in their tasks are most likely to accept change
better. Pugh mentions six rules for managing change effectively. These rules are
establishing the need for change, thinking THROUGH change not merely of it,
initiating change through informal discussion to get feedback, positively encouraging
those concerned to give their objections, be prepared to change oneself and finally
monitor the change and reinforce it (pp. 109-112). These rules ought to be taken into
consideration in the process of privatization.

Among the studies that emphasize the role of management in organizational
change is that written by Kanter in 1983. She states that firms should adopt
decentralized, lean structures and should create organizational cultures which allow
organization members to become "fanatical adherents" of the objectives and values of
the organization. The management of change as such becomes a managerial task where
the manager is the "change master”. This makes it essential for the manager to be
multi-skilled, interpersonally expert, psychologically fluent and constantly able to plan
change. Thome (1991) fully agrees with this view. He notes that change could be
planned and that managers in the context of change should become -if they are not
already- "masters of change". He states that people responsible for the strategic
direction of their organization should definitely have a "strategy of change". Applied to
privatization this makes managers the key players in the process and further confirms
the importance of studying their views and attitudes.

Another study that shows the importance of managers' role in implementing
change was Flushing and Krueger (1995). The study examined the process of
transforming Russian SOEs into the private sector. The examination covered

ownership states, governance structure and survival strategies relying on data in 34
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former state owned enterprises in the period 1994 and 1995. The study was mainly
based on interviews with managers in the different SOEs. The main finding was that
the former SOEs have become more aggressive and sophisticated and rapidly
implementing long-term competitive strategies after privatization. Managers'
enthusiasm in implementing and conducting the transition strategies made privatization
more effective and resulted in better governance structures which accordingly made
survival chances much greater. The study shows the importance of managers’
conviction and enthusiasm in the process of implementing privatization. This motivated
the researcher to find supporting evidence and information related to the degree of
acceptance and desirability of privatization amongst managers in Egyptian SOEs.

Clark and Soulsby (1995), in their comprehensive study on transforming former
SOEs in the Czeh Republic, found that the values, motives and actions of the key
enterprise managers are essential factors in explaining both the process of
transformation and the role of institutional factors in that process. According to them
the key players in institutional change and organizational transformation are the senior
and middle managers whose "values, levels of knowledge and experience, accepted
practices and competence are imporiant factors in explaining the process of
organizationdl change.” Senior and middle managers manage the technical and
organizational pressure of change but their actions are confined by their convictions,
beliefs, knowledge and experiences. This underlines the importance of identifying and
analyzing the attitudes of enterprise senior and middle managers in the Egyptian
privatization programme. This study is indeed focused on the study of those attitudes
and views, which would presumably reflect their values and motives and could be
expressed in their actions.

Dobni et al (1996) draw attention to the important role of managers in making
the transition to privatization more smooth. In their telling paper "Navigating the Toot
to Privatization" they emphasize that "the transition from a publicly funded to a self-
sustaining operation requires fundamental organizational change ... Management
must revise the company's mission statement, statement of corporate values and
statement of goals and objectives.” The corporate culture has to change to one that is
commercial, entrepreneurial and customer driven, It is the manager's responsibility to
achieve this. From the marketing point of view, all marketing techniques of the private

sector must be adapted and adopted. Management should establish a basic philosophy
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that outlines the parameters or limits within which revenue generation will be followed
and the prop.cxrtions in which costs will be shared across user groups. " Relationship
marketing" may require the company to be flexible on rates, provide incentives where
services improvements are required or share other risks as necessary.

Gerry Johnson et al (2000) also ascertained the importance of managers' role in
the micro-level aspects of the macro level changes related to privatization. They put
forward several propositions to explain how managers and key players in organizations
deal with and influence changes from public to private ownership. They proposed that
the beginnings of privatization in an institution would have residues of public sector
norms and rules affecting individual's actions. This agreed with views of Whitely and
Czaban (1998) who found that privatization in itself does not result in the automatic
adoption of pﬁ'vate sector norms. Their second proposition was that after some time of
privatization there would be two types of behaviour that coexist, one influenced by
public sector and the other by the private sector. They also found out that the adoption
of a private sector template will happen through "a process of progressive but
recursive experimentation." Finally, they proposed that there would be differences in
the degree of adopting rules of private sector characteristics. All these findings
ascertain that managers' adoption of private sector norms is not automatic and that
they will both affect and be affected by privatization. Johnson et al (2000) concluded
that managers would have differing levels of acceptance, differing degrees of
experimentation and differing paces of changes throughout processes of privatization.
This has motivated the researcher to assess the degree of acceptance of privatization in
the Egyptian SOEs.

One of the interesting studies about middle management was a study by Dopson
and Stewart (1993) on how middle management survives quickly changing
organizations in a rapidly altering environment. The study states that there are two
main outlooks for the situation of middle managers, one that is very gloomy and
another that is quite optimistic. The main reason for the gloomy view (Dickson, 1977,
Torrington et al 1982; Schlesinger et al, 1984; Kanter 1986 and Goffee et al, 1986) is
that middle management is usually in the middle of a long hierarchy and that in many
cases they are bypassed. Another reason is having to work in the middle of many
conflicts and views. Losing their technical experience gradually, career disillusionment

and low prospects of promotion are other worries middle management have to bear.

64



Dopson and Stewart (1993) contradict these views holding a more optimistic view.
They agree with many authors (Kanter 1982, Polakoff, 1987, Nonaka, 1988, Buchman
et al, 1988 and Weiss, 1988) that information technology has led to reshaping middle
management rather than its decline and that the new market conditions have created a
need for sp;eedy information, which allows middle management to create and
implement concrete immediate solutions for problems that arise. They also found that
most of the middle managers they interviewed in both the public and private sectors
were positive about the changes and the ways in which they had affected their jobs.
Researchers in both groups agree that there is a definite need for more empirical
studies in the area of middle management and how they perceive change. This is one of
the main reasons middle managers were chosen as a main group of respondents in this

current research.

2.8 Researcher Comments on Literature Review

The review of previous work on privatization in this chapter has unequivocally
shown that there are major gains to be attained from privatization and that these gains
have tempted an increasing number of nations over the past twenty years to adopt
privatization as a strategic policy option. Yet, it is also evident that the implementation
of privatization is not an easy task. There are many problems to be faced and many
obstacles to be overcome. Among the most important issues and problems emphasized
in the literature are: choice and valuation of companies to be privatized; choice of the
appropriate method of privatization, adequacy of the legal framework governing
privatization, unemployment caused by privatization; and varying degrees of resistance
to privatization from different groups including managers of companies to be
privatized.

The literature review also revealed the importance of the management role in
managing changes resulting from privatization. Managers who are the ‘masters of
change' according to Thorne (1991) have a role of ultimate importance in any process
of institutional change and even more in the case of privatization (Clark and
Soulsby,1995, Whitely and Czaban, 1998 and Johnson, 2000). Their acceptance and

enthusiasm have direct effect on the smooth implementation of the new policies
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(Kruger, 1995 and Dobni et al, 1996). Indeed, the role and influence of managers are
critical to the success of any privatization programme, which makes studying their
views and attitudes of ultimate importance.

These points stemming from the literature review have enlighted the researcher
in dealing with the subject. Firstly, they confirmed the importance of the subject and
underlined its significant impact. Secondly, the researcher is well guided in selecting
the problems to be studied in this investigation, namely extent of commitment of policy
makers to the announced programme, problems regarding the legal framework,
restructuring and labour related issues, problems related to the valuation process and
managers’ attitudes and knowledge.

The literature review has also helped crystallize which methods of research are
most suited to the study. The triangulation strategy of empirical investigation is indeed
the one that will best serve the objective of the study (see Chapter One and Five).

The literature review has also helped develop a proposed 'good practice' model
to be used as a benchmark in assessing the problems of implementation in the Egyptian
programme of privatization. It has also become starkly clear why the thorough
identification and analysis of managers' views and attitudes should be a major phase of

the study.

2.9 "Good" Practice of Privatization - A Proposed Model

2.9.1 General Views

Dissatisfaction with the performance of SOEs in most countries has not been
reflected in the size or speed of the privatization programmes in different countries,
Although many Governments have announced optimistic plans for reforming and
selling SOEs, their achievement has been slow especially in developing countries. A
World Bank policy research report (Galal et al, 1995) states that divestiture efforts in
developing countries, other than transition economies, have not exceeded an average
of three enterprises per year although most of these Governments own hundreds of
firms. SOEs still accounted for an average of around 14 per cent of GDP in most

developing economies, in 1995. According to official Government documents the
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public sector in Egypt owned 629,439 million Egyptian pounds (equivalent to $

224,800 million, worth of net assets' and employed around 1,935,006 workers in the

same year (Public Enterprise Office (PEO) internal publications, 1995).

It is clear from the experiences of different countries' that different practices of
privatization lead to different degrees of success. Reasons vary from one country to the
next. Some countries encounter problems during implementation and others face them
at the very beginning. This could be due to the absence of an integrative plan, lack of
commitment, strong resistance, or simply because privatization is not desired by those
in charge.

Using three objective indicators (SOE financial returns, productivity and
savings-investment deficit), Galal (1995) examined SOE reform results in twelve
different countries. The objective of the study was to establish a relationship between
successes in improving SOE performance and the extent to which each country used
the five components of reform theorists and practitioners widely recommend. These
components are divestiture, competition, hard budgets, financial sector reform, and
changes in the institutional relationship between SOEs and Governments.

Galal (1995) concludes that the most successful reformers used all five
components together as complementary elements of an overall plan. The other less
successful countries followed a less comprehensive strategy. Key findings were (Galal
et al, 1995):

- Successful SOE reformers divested more.

- Successful SOE reformers introduced more competition and
liberalized trade.

- . Successful SOE reformers hardened SOE budgets: They
decreased or eliminated direct and hidden subsidies. They
also reviewed the SOE access to credit rules setting new more
commercial ones.

- Successful SOE reformers reformed the financial sector. They
strengthened supervision and regulations, relaxed controls
over interest rates and reduced directed credit. They also
relaxed entry restrictions and privatized banks.

- Both successful and unsuccessful reformers alike tried to
improve the incentive structure by changing the relationship
between SOE managers and the Government. More autonomy
was given to managers, new oversight bodies were introduced
and different management contracts were created.

'Not including military production.
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Based on these results in the twelve different countries Galal (1995) identifies
three conditions that have to exist in a country to be ready for reform: political
desirability, political feasibility and credibility.

e Reform is politically desirable when its political benefits outweigh its political
costs. This could happen when those who lose from SOE reform are no longer an
important part of the leader’s support groups or when an economic crisis makes
SOEs too costly to keep.

e Reform is politically feasible when the leaders have the ability to gain support
from the relevant government entities and the ability to face opposition to reform.

e A government has credibility when the different parties involved believe it will
fulfill their promises e.g. investors must believe that the government will not re-
nationalize the privatized SOEs, and managers and employees must believe the
government will deliver whatever compensation it promises.

Galal et al (1995) shows that only when these three conditions are met, reform
efforts succeed. Hence, according to the authors, it is only a waste of effort and money
to pursue these efforts without making sure the three conditions are satisfied.
Stemming from these results the authors have developed a useful decision tree (figure
2.2) that shows the many choices Governments face during the different stages of
reform stressing the importance of the logical order of the different steps while making
sure the country is actually ready for reform in the first step. Extent of readiness of a
country for privatization according to the authors is mainly a question of abundance of
the three conditions of political desirability, feasibility and credibility. The decision tree
also shows the importance of terminating the preparation stage before starting to

establish privatization programmes.
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Figure 2.2: A Decision Tree for State-Owned Enterprise Reform

Aston University

Hlustration removed for copyright restrictions

Source: Galal, Ahmed, Mary Shirley and Philip Keefer, Bureaucrats in Business: the Economies and
Politics of Government QOwnership, published for the World Bank, Oxford University Press,
New York, USA, September 1995.

A]thoﬁgh the researcher agrees with the above analysis it is the researcher's
view that the three conditions of desirability, feasibility and credibility have to be
abundant not only at the policy making level but also at the implementation level. If
not, smooth implementation would be seriously hindered. This gave impetus to this
researcher to study whether desirability, feasibility and credibility are present in the
Egyptian setting, at both the policy making and implementation levels, and thus
whether Egypt is actually ready for privatization.

Further, the decision tree does not mention the role of managers' attitudes in
the reform process. It completely neglects their views, motives and extent of
agreement with the policy of privatization in general and these steps in particular. The
tree concentrates on whether the country is actually ready for privatization and on

different reform and restructuring measures while completely overlooking the role of
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the managers and whether their attitudes and views influence the situation. Changing
managers' relationship with the Government and management incentives are discussed
later in the book but managers' extent of agreement to different reform measures and
resistance are not investigated. Bearing in mind that SOE managers' views and
attitudes could be crucial in bringing privatization plans about (see Flushing and
Kruegere, 1995, Clark and Soulsby, 1995, Dobni et al, 1996), this current study has
focused on investigating their role and attitudes and whether they influence the
implementation and how.

In implementing privatization it is also essential to determine whether the
Government intends to adopt a top-down approach or a bottom-up approach.
Donaldson (1995) states that the best way to implement privatization is entirely
dependent on the extent of Government commitment and strength. If commitment is
high and the Government is strong enough a top-down approach is easy to implement.
He mentions Peru as an example of this approach and reports how it was successful in
focusing solely on economic objectives rather than fear of resistance allowing it to
accomplish very successful sales. On the other hand, if the government's commitment
exceeds its strength, or if resistance is strong, a need emerges to start at the
bureaucratic levels and persuade employees throughout the organizations of the new
changes in a bottom-up approach. This was adopted successfully with the help of
international institutions such as the International Finance Corporation in Russia

(Donaldson, 1995).

2.9.2 A Proposed Model

As evident from the previous sections of this chapter, privatization is a complex
process requiring changes of policies, laws, implementation and information campaigns
at a number of levels and that could also be faced with resistance at different stages.
Based on the literature survey and interviews with high ranking executives directing
the privatization programme in Egypt the researcher has conceptualized a model for
what can be considered “good practice” of privatization (Figure 2.3). The steps
recommended in the model are judged by the researcher as essential for smooth and
successful privatization. The model is intended as a guide for the researcher to assess

privatization policies and practices in Egypt. The steps are explained below.

70



Figure 2.3: Privatization Steps: A "Good" Practice Model

Policy-making Level
(Largely a question of political commitment
and effective implementation at the policy making level )

Check whether privatization is actually desirable
Develop a plan for the different stakeholders and resistance groups
Develop and implement a comprehensive programme of macro-reform
Change laws and companies' systems to make them more suitable for the change
Develop a comprehensive plan of privatization
Develop adequate, firm and strict programmes of privatization
Create a structure with clear responsibility and authority for
implementing the programme
Define responsibility levels of implementation clearly allowing for
adequate accountability
Develop a clear monitoring system with required accountability procedures
Determine different methods of dealing with the management and work force
Develop a comprehensive marketing plan
Develop a mass-media-backing plan

Implementation Level
(Mainly a question of effective communication
and efficient implementation)

A. Industry Level

Clarify the programme to all those involved
Establish a communication network to discover and overcome any problem
" Develop a restructuring programme for low performing units
Choose privatization candidates
Choose appropriate privatization method for each candidate
Use several valuation methods to reach the most adequate price
Apply the most appropriate pricing mechanism

Prepare feedback fo*hc monitoring system

B. Enterprise Level

Prepare privatization candidates for privatization by:
-Making sure managers at the different management levels fully understand
and have a positive attitude towards privatization

-Clarifying the situation for the work force and specifying their alternatives making sure they

accept the new policy
-Restructuring the unit if needed

-Clearing the entangled situations related to previous privileges, contracts or obligations

Apply the most appropriate privatization technique for the company
Prepare feedback for the monitoring system
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2.9.2.1 Policy-making level (largely a question of political commitment and

effective implementation at the policy making level)

At this level the whole process of privatization should be planned and
monitored. It also includes necessary preparatory measures that make the
environment readier for smooth implementation of privatization. Such measures
ensure conditions of desirability; feasibility and credibility (Galal et al, 1995). The
following steps are recommended:

e  Check whether privatization is actually desirable

This condition could be considered the main pre-requisite for privatization.
According to one of the World Bank Reports (Galal et al, 1995), reform becomes
desirable when its political benefits for leadership outweigh its political costs. This

happens when those favouring continuation of SOEs lose power or when the
problems of subsidizing SOEs become so costly that reform becomes preferable to
their existence. Also, in many cases there is considerable pressure from IMF, World
Bank and different international organizations to adopt privatization as a policy. This
could either create genuine desirability for privatization or merely force acceptance
of privatization as the only alternative.

Evidently, genuine desirability facilitates implementation starting from the
highest-ranking officials to the lowest-level employees (Dobni et al, 1996).
Acceptance of privatization and adoption of private sector norms is not an automatic
result of privatization (Johnson et al, 2000). Programme leaders who do not truly
desire privatization would either hinder implementation or fail to convince their
subordinates at lower levels of the importance of fulfilling the different privatization
plans. The inevitable result would be that privatization programmes fall behind.

e  Develop a plan for the different stakeholders and resistance groups

Many stakeholders are involved and are possibly affected by implementing
privatization. The Government, company executives, employees, workers,
prospective investors, opinion leaders and even the public at large, both affect and are
affected by privatization, whether directly or indirectly. Most of these stakeholders
could turn into resistance groups (see Nadler, 1993, Zaltman and Duncan, 1977 and
Lewin 1951), if they were not convinced that privatization was in their interest and

truly 'desired' it, especially, that many of them could lose jobs or benefits by the
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shrinkage of the public sector. This is why a well-prepared plan to deal with each
group of stakeholders is necessary in the planning and preparatory phase. It would
help increase the desirability of privatization policy and hence facilitate
implementation. The privatization policy would only be feasible if most stakeholders
and possible resistance groups believe that privatization will benefit them.

At this stage broad lines for the privatization policy marketing plan should be
initiated. Opinion leaders should be the first to be addressed by acquainting them with
the pros and cons of the system and reasons why it is necessary to pursue it. Long-
term advantages at the national level should be made clear to all. The Government
policy to face possible job losses should be announced. Increases in prices should be
made gradually starting by unnecessary goods. Good communication and marketing
of the whole policy in general is essential.

e  Develop and implement a comprehensive programme of macro-reform

It is of little use to restructure or privatize SOEs in an economy, which has
structural economic problems. Getting rid of or restructuring some of the loss-
making SOEs would be difficult due to lack of capital and would only create
problems of unemployment in such an economy. An integrative approach that
considers privatization part of it is necessary. A comprehensive transformation of
the economy from a centrally planned system to a free enterprise one is advisable.
Prices should be freed from government control. Subsidy systems are to be kept to a
minimum. Fiscal policies should be developed to curb inflation and to achieve stability
of foreign exchange rates. Productivity should be enhanced. Unemployment should
be tackled.

e Change laws and companies' systems to make them more suitable for the
change

For privatization to succeed, a change in the legal setting of SOEs is needed
(especially in socialist-oriented economies). The changes could be related to macro
economic measures that direct the economy to a more market-friendly competitive
environment, or to enterprise-level changes that allow implementation of privatization
e.g. permission of sale of government ownership. Accompanying alterations in laws
governing company systems are also essential to create a more appropriate

environment for privatization. Laws for the capital market and for the encouragement
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of private investment should be developed. Labour laws should be compatible with a
market economy.
e  Develop a comprehensive plan for privatization

At this stage a comprehensive plan for privatization is developed. The plan
should include Government priorities, how they are going to be met, who would be in
charge, authorities and responsibilities, possible (rough) timing, expected and possible
problems and ways to tackle them and methods of monitoring the different plans.

At this stage decisions of which SOEs are to be kept, sold or restructured are
taken according to Government priorities. Profitability, size, activity, ownership and
technology are among many determinates that have to be considered in specifying
which SOEs to start with (Afify, 1991).

Governments could choose to start by restructuring loss-making companies and
selling profitable ones to attract more investors, or could choose to divest loss-
making companies to quickly get rid of their burden. Many variables influence which
strategy to be pursued.

Governments should determine their priorities concerning size. In their initial
steps programmes could start by selling smaller units to facilitate the selling process
and to increase the number of prospective investors. In other countries, where capital
and stock markets are fully developed, starting with bigger enterprises could be
feasible.

Privatization priorities could also be determined according to enterprise
activities. Many of the SOEs operate in activities that naturally suit the private sector
or are not of strategic importance. These companies should be privatized first. In
Egypt, trade and distribution, tourism and hotels, transport and construction and high
technology activities could be among the first candidates to be transferred to private
hands. Most of these activities need constant development and could be more
successful in private hands.

SOEs that already have a private share in them are also much easier to start
with. Also companies the sale of which would correct monopoly positions in the
market should have a priority in privatization programmes.

Develop an adequate, firm and strict programme of privatization
After ensuring an appropriate environment for privatization and adopting a

comprehensive approach to reform and developing a comprehensive plan for
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privatization, specific programmes should be developed. To ensure feasibility of these
planned programmes, it is essential to make sure of their adequacy prior to
implementation, otherwise many problems might arise. This could be achieved
through close coordination with a ‘privatization-candidate-choosing' committee at the
implementation level. Once this has been taken care of, firmness and strictness of the
planned programmes add to credibility of the whole policy. If the Government
actually implements its plans then stakeholders would feel that:

- the Government knows what it is doing; and

- they will definitely offer what they promise whether to investors, managers

or employees.

On the other hand if the Government is not very strict in implementing its plans
this attitude would definitely be transferred to the different implementation levels. " It
is only talk" would be the attitude in the different levels of implementation resulting in
slowness ar'ld maybe impossibility of implementation. In addition prospective
investors need to feel the seriousness of the Government in order to consider such
investments that usually require considerable study, planning and, in many cases,
might involve high risks.

¢  Create a responsible structure for implementing the programme

A responsible structure in charge of implementing the programme should be
created. Its main responsibility should be carrying out the plan and specific
programmes. Any problem encountered in implementation should be reported to the
monitoring committee. The structure should include full-time personnel in charge of
implementation and part-time representatives of the different parties involved in the
process (e.g. managers in holding companies or officials in the stock market) to help in
planning and f-'acilitating actual implementation.
e  Define responsibility clearly allowing for adequate accountability

Defining responsibility clearly is complementary to creating a structure in
charge of implementation. It is a pre-requisite for successful implementation and allows
for accountability in case plans are not fulfilled.
e  Develop a clear monitoring system with required accountability

The monitoring system's main responsibility should be ensuring smoothness of
implementation. Without efficient monitoring, problems could be left unsolved, thus

hindering the whole process.
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e  Determine different methods of dealing with the management and work
force

Perhaps one of the biggest problems that could affect the rate of privatization
are issues related to the management and work force, especially that privatization
might cause loss of positions or jobs. The importance of the role of management in
implementing the change is undeniable (see Thorne, 1991, Flushing and Kruegere,
1995, Clark and Soulsby, 1995 and Dobni et al, 1996 ). Difterent methods of dealing
with different levels of the work force include training and retraining, compensation
schemes, eariy retirement incentives, support programmes to help find alternative jobs,
schemes to encourage self employment and many other options that will be dealt with
in a separate chapter. Developing and implementing appropriate schemes that
managers, employees and workers perceive as just will definitely reduce possible
resistance of those parties and would increase feasibility of implementing the whole
programme of privatization.

e  Develop a comprehensive marketing plan

A comprehensive marketing plan is needed to prepare for and promote the
privatization policy and the different privatization programmes. The plan should be
designed at three levels. The first level should deal with promotion efforts of the
privatization iJolicy in general developing programmes for the different stakeholders.
Another level should be concerned with marketing specific programmes and action
plans including the details of the companies to be privatized, different methods of sale
and prospective buyers of companies. Finally, marketing plans should be designed for
individual SOEs that are to be privatized determining method of sale, prospective
buyers, price and a promotion plan.

Taking into account capital markets and the possibility of attracting
international capital into the country, marketing efforts should take a wide international
perspective to attract both local and international investors.

e  Develop a mass-media-backing plan

The mass media are the major communication facilities that could be directed
to the public in general. Implementing a good campaign would enhance public
backing and would decrease chances of public objection and resistance especially to

changes that might cause less jobs or higher prices.
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2.9.2.2 Implementation Level (Mainly a Question of Effective Communication

and Efficient Implementation)

Success at this level is crucial. It includes implementation measures that should
be taken at the industry level and others that have to be implemented in the different

enterprises.

A. Industry Level
e  Clarify the programme to all those involved
One of the main responsibilities of top management at the industry level (more
involved in the planning process) is to clarify and justify the programme to executives
and managers in the company. Top managers constitute an important link between
policy makers at the policy level and parties involved at the implementation level.
Their task includes clarifying the government plan, priorities and programmes to all
those involved. This could be done through seminars, meetings or published material.
Face-to-face communication enhances clarity and helps reduce unanswered questions
and hence reduces resistance and increases desirability.
e  Establish a communication network to discover and overcome problems
Efficient communication is a key factor in the success of the whole process. It
is needed to communicate all the expected changes clearly to all those involved.
Rumors and false information could cause undue resistance that could decrease
feasibility of the process.
Efﬁcie'nt communication is needed at all levels. As a minimum the following
should be communicated:
- Government priorities, plans and programmes;
- changes in SOE systems;
- changes in management and management systems;
- changes that would occur due to restructuring or sale, and
- different options for managers, employees and workers.
In designing the communication system it is also important to know what the
government approach is. Is it a tough top-down approach of which the main task is

informing whoever is in charge of his duties and monitoring for any mistake? Or does
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it go further to convince those involved with the new policy? In other words is the
main objective merely notifying those concerned or is it to obtain consent?
e  Develop a restructuring programme for low performing units

Loss making and low performing units could be one of the challenging
obstacles to privatization. In most cases these companies need substantial restructuring
prior to sale. Restructuring could be related to financial aspects, human resources,
management -systems, physical premises or machinery and equipment used. Costs of
restructuring should be compared to benefits of selling after restructuring. Where
appropriate, comprehensive restructuring programmes should be developed to increase
attractiveness of the Public Enterprise (PE) and hence its selling price. If restructuring
costs were expected to be too high selling the SOE as it is and liquidation options
should be studied.

The restructuring programme should be prepared at the implementation level
where more awareness of company circumstances exists and then reviewed by the
Government after comparing benefits of restructuring with costs. The Government
should then develop a comprehensive restructuring programme as part of the
privatization plan. It should include companies to be restructured, areas needing the
reform in each company, expected period and costs and who would be in charge of the
restructuring,

Professional specialists, banks, new managers or Government committees could
implement the Government restructuring programme. Another option could be
contracting out or leasing low performing entities to the private sector for lower prices
with the condition of restructuring, as an intermediate step prior to selling. If costs of
restructuring were too high low performing or loss-making SOEs should be sold for
lower prices or, if still unattractive, liquidated.

e Choose privatization candidates
Actual choice of companies to be privatized according to Government priorities
comes next. Smaller, non-strategic, profitable SOEs with private shares are generally
easier to privatize. However, the selection committee should base its decisions on a
case by case basis enlightened by the Government priorities. The choices should then
be passed over to the planning committee, which, in case of approval, would convert

them into action plans and programmes.

78



. Choose' appropriate privatization method for each candidate

There are many methods of privatization (Vuysteke, 1988). Choice of the most
appropriate method depends on company, industry and country circumstances. A
recommendation should be prepared at the implementation level which is more
acquainted with company circumstances, and given to the planning committee at the
policy level to study, in order to reach a final decision that is later transformed into
implementation programmes.

e Choose the most appropriate valuation methods to reach the most
appropriate price of SOEs offered for sale

There are many valuation methods for determining the price of SOEs to be
offered for sale. Discounted cash flow, capitalization of income stream, excess earning,
economic value, comparable sales and price/earning methods are only examples of such
methods (Chapter Nine). Several of these methods could be applied separately or
combined to reach an average that is nearest to the true value of the company.

Fear of inaccurate valuation represents one of the major obstacles to
privatization in many cases. It could reduce desirability to reach a valuation decision
and later to implement that decision. This might cause undue slowness in the valuation
process of different companies and hence in implementing privatization in general.

e  Apply the most appropriate pricing mechanism in case of public offering

The pricing mechanism and the price are clearly important to ensure completion
of the sale and adequate proceeds for the government. The two most common pricing
mechanisms for public offering are the fixed price and the tender price methods. In the
case of private sales, whether of shares or assets, auctions and competitive methods are
most commonly used (Vuysteke, 1988). Details of valuation methods and pricing
mechanisms are included in Chapter Nine.

e  Prepare feedback for the monitoring system

Periodic monitoring of the programmes at the industry level is needed to help
determine what has actually been covered by the programme and to discover any
problems in implementation. The outcome of this step could be periodic reports

comparing programmes with implementation at the industry level.
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B.Enterprise Level
Enterprises to be sold are the focus of the privatization programme. Itis of
utmost importance that programmes are implemented according to plan and any
obstacles are detected and dealt with effectively. Executives and managers play the
most important role at this level (see Gerry et al, 2000). Success of the whole system
is dependent on how far they actually implement privatization decisions made at
higher levels. Their true desirability of privatization will be directly reflected on actual
implementation and hence feasibility of the different programmes. The plans and
programmes will either be materialized into numbers of companies being actually
privatized or remain to be rescheduled in future plans.
e  Prepare privatization candidates for privatization
Preparing privatization candidates for sale requires:

- Making sure managers at different levels fully understand and have a
positive attitude towards privatization: Support of managers is essential for
quick and efficient implementation of privatization. Not only are they in
charge of implementing the new policy but they are also the main
communication link between higher policy levels and the work force.
Fearing they might not be crucial enough for the company after
privatization, they could create many obstacles hindering smooth
implementation in fear of losing their jobs. Also, if they do not really desire
privatization and believe they would benefit from it, they would never be
able to convince their subordinates to fully accept it. Implementing
privatization raises many questions about their futures: Would they be able
to survive in the new system? Would they need training? Would they be
able to keep their positions? Would they benefit from the new system? All
these questions and others need answers that would make them feel secure
and sure about their futures. Many incentives could be applied to
encourage positive attitudes among managers. Among these are
encouraging management buy-outs, offering stock for managers at lower
prices or simply involving management in decision making. The starting
point is recognizing that managers of SOEs have the ability to make things

difficult; they ought to be motivated to get things going.
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- Clarifying the situation for the work force and specifying their options; It is
the executives and managers' task to clarify the situation to their
subordinates, employees and workers. They should provide them with a
full picture of the changes that are to take place. Whether the company
would be restructured or sold they should give them sufficient information
concerning the procedures that would take place. They should give them
answers to questions like when the changes would take place, what their
role would be, would they be asked to leave, do they have alternatives and
if they stay would there be changes in their positions or salaries. Clarifying
the situation would reduce possible resistance and increase feasibility of
implementation.

- Restructuring the unit if needed: In this step companies implement
Government restructuring policies and plans according to procedures
recommended by specialists at the industry level and approved by
Government representatives at the policy level. It could entail
comprehensive restructuring of the enterprise or partial restructuring of an
area with problems, e.g. financial restructuring. Successful reform of
SOEs would stop the drain of losses and increase the possible selling price
for the company

- Clearing the entangled situations related to previous privileges, contracts
or obligations: Being government owned many privileges were given to
SOEs, e.g. subsidies. When preparing the unit for sale decisions have to
be made concerning which of these privileges would be stopped and which
would be continued and for how long. Companies to be sold as going
concerns would also have different contracts and obligations with time
limits. They should be studied and dealt with carefully on a case by case

basis.

e  Apply the most appropriate privatization technique for the company

Here, plans change into action. The responsibility for applying the appropriate
privatization technique, decided at higher levels, lies with the relevant privatization
agency. Their success in individual companies requires timely implementation of

privatization programmes. Obstacles hindering timely implementation should be
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reported on a regular basis to the monitoring body which, on its part, should report it
to those responsible for planning and policy making. The latter will need to act to deal
with any obstacles identified by the monitoring body.
e Prepare feedback for the monitoring system
Feedback related to actual implementation at the enterprise level should be
secured for different companies from the implementing agency. If the company is
being restructured how much of the restructuring plan has been implemented should
be monitored and if the progress was not up to the expected rate, reasons should be
investigated. If the company was to be sold effective monitoring should raise many
questions in order to be able to follow up actual implementation and to detect
possible problems. Examples of these questions are: Was the company actually
offered for sale? Was it attractive to investors? Did it realize the expected price? Was
the selling mechanism appropriate? Were there any problems? What were they? And,
could they be avoided in future sales? Managers of SOEs have to be actively involved
in the restructuring process and the success of the privatization process as well as the
enterprise after privatization will depend on the effectiveness of the restructuring as

well as the morale and capabilities of the managers.

2.9.2.3 Comments

It is evident from the above steps how the three necessary conditions for
reform success Galal (1995) mentions (desirability, feasibility and credibility) have a
direct effect on the implementation process. Existence of these conditions at both the
policy-making and the implementation levels is essential for the implementation of
privatization. To be feasible, genuine desirability of the privatization policy should exist
at both levels. Timely implementation of the specific programmes would indicate
credibility to stakeholders (especially managers) and would prove that the Government
is able to fulfil what it promises. Creating an appropriate environment with a fully
developed legal framework and adopting successful marketing efforts on both the local
and international levels would also increase feasibility of implementation.

The model presents the importance of the Government role at the policy level

and the executives and managers' role at the implementation level. Hence, the
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researcher finds it of great importance to investigate the political commitment to
privatization and the executives and managers' views and attitudes concerning the
different aspects of implementation. The researcher will focus on several steps of the
model assessing actual implementation in the Egyptian context and highlighting
problems that could create obstacles to the smooth implementation of privatization and

what the managers' views are about them.

2.10 Conclusion

Since the 1980's privatization has gathered momentum and has made an impact
not only in the western world but also among former socialist countries. In Egypt
actual talk about denationalization and privatization began in the early Nineties. In
1991 privatization was announced as a Government policy.

Different authors have interpreted privatization in different ways. Yet, all
privatization has been interpreted as either transfer of ownership (and management) or
management only, of commercially oriented public enterprises from the government
into the private hands.

One of the main reasons for privatization is the low efficiency of public sector
enterprises reflected in their failure to achieve most of their goals (Galal, 1995).
However there are some views that are skeptical about the ability of privatization to
improve performance to the benefit of society.

Since privatization is a major change in the life span of any firm, it was found
beneficial to review literature concerning management of change besides literature
concerning privatization in Egypt. It was found that managers who are the ‘masters of
change' according to Thorne (1991) have a role of ultimate importance in any process
of institutional change and even more in the case of privatization (Clark and Soulsby,
1995, Whitely and Czaban, 1998 and Johnson, 2000). Their acceptance and enthusiasm
have direct effects on the smooth implementation of the new policies (Kruger, 1995
and Dobni et al, 1996). Privatization is usually a change imposed from the top and so
there are special issues related to how to make the managers the owners of change. In

doing this it is necessary to overcome their resistance and make them feel that they are
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in control and that they can benefit from the change. These are major challenges for
any privatization programme.

A model of "good privatization practice" which would hopefully avoid many of
the problems of implementation concludes this chapter. The main purpose of the model
is to provide a benchmark for assessing practice in Egypt. Hence, the following
chapters examine different practices in the light of the model in an effort to identify the
major problems hindering implementation of privatization in Egypt and whether they

are at the policy making level, the industry level or the enterprise level (see figure 2.3).
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Chapter Three
Public Sector Performance, Reform and Privatization in

Egypt: An Overview

3.1 Introduction

Starting from the end of World War II an increasing number of State Owned
Enterprises were initiated worldwide. Egypt was not different; starting from the Fifties
a large public sector developed and expanded. This chapter aims to present a brief
account of the context for privatization. It describes the public sector, its development,
underlying rationale and its contribution to the problems of the economy summarizing
the different government reform efforts and how privatization is related to them.

The chapter starts by describing the stages of development of the public sector
in Egypt. Next, it discusses justifications for State Owned Enterprises (SOEs) to lay
the ground for assessing whether they have succeeded in achieving their objectives.
SOEs' performance is then compared with that of the private sector highlighting the
major factors that might hinder public sector performance. The chapter also gives a
short account of different government efforts to reform the public sector and the
Economic Reform Programme currently implemented leading to the rationale and
different reasons for privatization in Egypt. Finally a few of the possible problems

related to privatization are then discussed.

3.2 The Role of the Public Sector in Egypt

3.2.1 An Overview
In Egypt, the public sector was almost unknown as a power of development

until 1952, It was introduced by the July Revolution' which announced that developing

the national economy was one of the new Government’s main objectives. In a few

"The July Revolution took place in 1952 overthrowing the King and, later, declaring Egypt a
Republic. The new rulers had rather socialist tendencies.
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years the Government became a major manufacturer, trader, banker and company
owner.

The Government adopted a 'central planning' approach to develop the
economy. The major objective was to build a strong industrial economy and at the
same time limit private sector influence. Consecutive five-year plans were announced
and many Government enterprises were established in the industrial, agricultural,
construction and the service sectors. Also, existing private businesses were, in most
cases, nationalized. The public sector became the major economic power.

Although the public sector succeeded in achieving some of its objectives during
the period 1952-1974 it had major drawbacks. The public sector enabled the
Government to develop many industries, to employ more workers, and to decrease
economic dependence on the Western world. It also helped in coming out safely from
one of the most difficult periods in Egyptian history when Egypt was involved in three
consecutive wars. Nevertheless, problems of the Egyptian economy increased: The
balance of payments deficit increased, local and foreign debt multiplied and inflation
boosted. The public sector was partially responsible for these problems. It failed to
develop its production methods, to increase exports or to compete effectively with
imports.

With the beginning of the Seventies the Government tried to face these
problems by applying the “Open Door Policy”. The objective of the new policy was to
decrease the role of the public sector by encouraging the private sector and increasing
its role, while keeping the size of the public sector stable. Eventually, it was thought,
problems caused by the public sector would disappear, especially that reform
programmes for existing SOEs were also included in the plans in an attempt to increase
their efficiency. The policy aimed to develop the private sector by attracting Foreign
and Arab investment to establish new projects in Egypt. It also enforced major steps in
liberalizing foreign currency exchange. However, the new policy was not as successful
as planned. Lack of integrity decreased its effectiveness and many problems were left
unsolved. Although encouraging foreign capital did solve the problem of capital
scarcity, the many benefits given to enterprises owned by foreigners frustrated national
investors and were considered unfair by many.

The Government's restructuring programme in 1978 did not make much

difference. Implementation was slow and limited. Economic indicators continued to
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show increasing public sector losses, rising inflation, deteriorating trade and national
budget deficits.

Although the GDP did grow at an annual rate of 8.5%, in the period 1974-85,
most of the growth was due to foreign assistance, borrowing, oil related exports,
remittances from Egyptians working abroad, tourism revenue, Suez Canal dues and
foreign direct investment. Most of these flows could fluctuate dramatically, making
them unreliable economic growth sources (Galal, 1995). Thus, concern over economic
stability persisted.

A more comprehensive reform approach was adopted in 1987. An economic
reform programme was initiated in 1987 and completed in 1991 by issuing the Law
203/1991. This law was meant to be a framework for reorganizing the public sector
and introducing privatization. Several privatization programmes followed. In the next
section the development phases of the public sector in Egypt are presented in more

detail.

3.2.2 Major Stages of Development of the Public Sector

The public sector in Egypt has undergone major developments over the past
forty years. From a very limited role in the early Fifties it grew into a huge force in the
late Sixties and early Seventies. Then, it started a climb down paving the way for a
growing and influential private sector. One can identify 5 major stages (Hassan, 1989)

in this development.

% The Pre-1956 Period

The Government interfered very little in the economic life. There were almost
no industrial enterprises owned by the Government. Most investment projects were
undertaken by small or medium sized entities owned privately. The objective of rare
Government interventions were to support or protect the private sector. After 1952
(July Revolution) Government intervention in economic activity increased with the

ambition of satisfying industrial needs and achieving economic self-sufficiency.
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%* The Nationalization Period (1956-1964)

Wide nationalization moves in different sectors started to take place. The Suez
Canal Company was the first to be nationalized in 1956. Misr Bank, The National
Bank of Egypt and Belgium Bank soon followed in 1960. In July 1961 the Socialist
Laws were issued and many enterprises were nationalized. The move was not limited
to large entities, but almost every medium-sized business and, in some cases, small
projects were nationalized. From now on it was the State that was to be the sole player
in the field. Yet, the administrative apparatus was not well prepared to run the new
entities efficiently. The common people looked up at the President as their ‘hero', but

many specialists thought otherwise.

* The Holding Institutions Period (1964-1974)

Several public-sector-organizing laws were issued. In 1964 Law 90 was issued
followed by the more deliberate Law 32/1966 to reorganize the public sector into large
holding public entities and affiliated public companies. In 1971 the new Law 60/1971
reorganized the public sector companies into 26 specialized holding public institutions
supervising 321 affiliated companies. The holding institutions were to set objectives,
lay out general plans, exercise control and evaluate the performance of the affiliated
companies. The objective was to develop the national economy and to 'protect it from

private sector mischief'.

% The Open Door Policy Period (1975-1983)

In 1975 the Government adopted a new policy of liberalization of the economy.
The main goal was to break away from decades of inward looking, public-sector-led
development strategy, to encourage and expand the role of the private sector in
economic activities and to attract more investors from abroad. The Government also
started a new scheme of Public Sector development. It issued Law 111/1975 that
canceled the holding public institutions and established a higher council for each sector
to give SOEs more autonomy and greater decision-making authority and to group
units with similar specialization together.

However, the changes were limited and superficial and added very little to the
old system. The economy continued to be dominated by the public sector, price control

of key goods and services, multiple and overvalued exchange rates, negative real
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interest rates, and excessive control over credit allocation and trade flows (Galal,
1995). The role of the 25 established councils in the public sector was very similar to
the holding companies’ role. The main difference was that the councils did not own the
affiliated companies. This had the negative effects of hindering central planning and
due to the lessened authority of the Councils over the SOEs, the optimistic plans of

developing the public sector and employing the latest technology were not realized.

* The Reform Efforts Period (1983-1991)

*

In an effort to overcome the limitations of Law 111/1975 a new law was issued
to reorganize the public sector companies. The new Law 97/1983 kept the stock form
of the SOEs, but cancelled the Higher Councils and re-established the holding
company system. The system was very similar to the one established in 1964.
Companies with similar activities were grouped together under the supervision of 28
holding companies of different specialization. The holding companies were to plan,
coordinate and control the affiliated companies' activities. The holding institutions were
owned by the Government and acted as a link between it and the SOEs.

In 1987 the Egyptian Economic Reform Programme (EERP) was initiated with
public sector reform as one of its main objectives. Complementary to the reform efforts
Law 203/1991 was issued in 1991 to introduce privatization and reorganize SOEs.

The following table is a brief picture of how the public sector companies on
which the law was to be applied were like, right before the law was issued and after

nearly four decades of public sector companies' dominance.
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Table 3.1: Public Sector in 1990/91

Million Pounds
Statement Year 1990/91 before
Law 203/91
Total number of companies 320
Number of holding institutions 31
Number of companies making profit 101
Surplus before tax in millions of L.E. 952
Number of loss making companies 219
Current deficit in millions of L.E. 3 100
Net losses for public sector companies in millions of L.E. (2 148)

Source: Public Sector Information Center, 1993

As evident from the table more than two thirds of companies made losses with
a current deficit of L.E 3100 million. If both the surplus and deficit were added the net
losses are L.E. 2148 million. What made things worse is that these figures hide large
amounts of direct and indirect subsidies offered to these companies by the GOE.

In preparation for privatization, Law 203/1991 has reorganized the public
sector companies into 27 holding and 314 affiliated companies. The affiliates were
distributed functionally such that affiliates of the same activity were under the same
Holding Comlpany (HC). Out of those companies only 33 affiliates have a small private
share and are registered at the Stock Market. Those affiliates hold shareholdings in
more than 200 Joint Venture Companies, established under Law 230/1989 for Arab
and foreign investment. The new law has allowed partial and full sale of SOEs for the
first time. It also gave managers at all levels a much higher degree of autonomy in
decision making.

In Egypt, corporatization was used for a long time as the main SOE reform
method. However, most Egyptian SOEs, although organized as corporations, lack at
least one of the essential attributes and one or more of the organization and incentive
structures of the modern corporations mentioned by many of the authors (e.g. Muir et
al, 1995). Tﬁis is why most previous reform efforts were unsuccessful. Most SOEs
lacked a clear separate commercial identity and suffered from Government interference
in their daily work with a vague distinction between ownership (Government) and
management functions. This interference was also against the rule of company-level
autonomy in decision-making, which gives the private sector the advantage of more

timely decisions, based on commercial considerations. In contrast the SOEs were
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always affiliated to an Authority or HC that in its turn was affiliated to a Ministry or
Minister with many of the simplest decisions having to take place at the highest levels.
The complex structures of the large holding organizations often made the use of timely
information to monitor and discipline daily work impractical or even impossible. The
State was not able to enjoy the advantages of limited liability either. Most SOEs were
granted financial facilities and debt terms that were way beyond what was
economically justified. Consequently, most SOEs had problems in repaying these debts
and the State had to bear their losses. Further, it was forbidden by law to announce
bankruptcy of any SOE which meant that the Government which acted, as collateral,
had to financially help losing companies. The Government had to bear all the risks
without the benefit of limited liability. The fourth attribute of corporations (Muir et al,
1995) which is transferability of shares was also missing in Egyptian SOEs. Until the
recent Law 203/1991, shares of SOEs were not transferable. This meant that once the
shares were issued their ownership stayed constant.

Many efforts were also exerted to use internal incentives as a major tool of
restructuring. Although details of internal incentives systems varied from one SOE to
another, most analysts agreed that till 1991 they were not very effective systems
(Afify, 1991).

In short, SOEs were an ailing component of the economy. Arguments over
their justifications and their performance became more intense. The following section
assesses the justifications put forward for state ownership of enterprises together with

the private sector 'alternative'.

3.3 Rationale and Major Justifications
for SOEs in Egypt: A Discussion

The major justifications for the existence of public sector enterprises in Egypt
can be divided into five groups (Afify, 1991):
a) Social reasons: Ascertaining social justice and protecting consumers against
the sometimes greedy private sector.

b) Creating new jobs and offering job security.

91



c) Preventing private sector monopolies and guaranteeing control over strategic
natural resources and national services and industries.

d) Economic reasons:
1) Making profits to raise funds needed for other government services or

activities; and

if) Absence of able private sector that is willing to invest in big projects

e) Political reasons including all of the above in an effort to win popularity,
especially among the masses.

Social reasons could be summed up in trying to secure social justice and fair
income distribution. The theory was that SOEs would produce good quality products
at low prices, guaranteeing availability of the products and jobs for the citizens and at
the same time preventing misconduct of the private sector. This was assumed to help
the poorer sections of the population face the continually rising cost of living.

Unfortunately, mixing social, political and economic aspects in decision making led
to a very different outcome of the system (Afify, 1991):

- Uneconomic ways of financing accumulating deficits of SOEs, resulting from
uneconomic production, negatively affected the economy, hindering growth and
decreasing real job opportunities, while increasing inflation and hence the cost of
living. This negatively affected the poor before the rich.

- The subsidized low-price products were available for both the poor and the rich,
which meant that large amounts of funds were unnecessarily given to those who
did not need them.

- Uneconomic prices in many cases encouraged mis-utilization of resources and the
creation of black markets.

- Low invéstments in renovations and expansions lead to a limited increase in real
job opportunities. When the Government insisted on offering more jobs, over-
staffing and disguised unemployment were inevitable.

Curbing private sector monopolies as a major justification for SOEs overlooked
the fact that privatization is by nature for competition and against monopolies. It also
overlooked the fact that monopoly power can be reduced by introducing competition
and can always be regulated. Furthermore, in many cases SOE monopolies didn’t
prove to be better anyway. Poor management, under-pricing, over-staffing and low

spending on maintenance and renovations resulted in low quality and high costs. In
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other words the service or product ends up reaching only a small portion of the
population, not because of overpricing but because of mismanagement (Shirely, 1989).
Accordingly one can say that hazards of monopolies exist whether the ownership is
private or public. If proper rules and regulations are implemented, private sector
monopolies might be easier to regulate than SOE monopolies because with the latter, it
is difficult to separate regulation from the management and ownership functions (El-
Nagar, 1991).

Perhaps control on natural resources is the only justification for SOEs that
could hold in some cases. But even there, definition of what is considered natural
resources should be clear-cut, so that the Government does not end up running shops,
biscuit factories and cafeterias. Besides, country experiences show that private sector
companies are often better equipped than SOEs in managing many natural resources
due to better management and more advanced technology, e.g. in the petroleum
industry.

In the national service and industry sectors, a clear distinction must be made
between what is better done by the government and what could be left to the private
sector. Governments should also differentiate between the decision of providing a
service and the task of actually producing it. Contracting out and leaving the task for
private owne'rship or management is a viable option in many cases. Introduction of
competition could be of great benefit in other cases, forcing SOEs to improve their
services.

Although some individual SOEs have proved to be profitable, aggregate
financial results of SOEs in different countries have in most cases been negative, either
because of poor management or due to losses created by Government decisions to
pursue social and political objectives through SOEs. Large deficits were in most
countries financed by a mixture of subsidies and transfers from the Government
budget, borrowing from the domestic banking system and external borrowing,
Measurement of the actual fiscal effect of the financial burden is very difficult,
especially since all the subsidies do not appear in the Government budget. However, a

study covering 16 developing countries (Robert et al, 1984 and El-Naggar, 1988)
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showed that the net fiscal burden of Public Enterprises” (PEs) is responsible for a

significant proportion of budget deficits. In Egypt, the study states that the net fiscal
burden represents around one fourth of the total budget. Another study estimated that
a 5 percent reduction in SOE operating costs would reduce the fiscal deficit in most
developing countries by one-third (Galal, 1995).

The absence of sufficient private capital willing and able to invest in large
projects was also a major concern for those who supported SOEs. Here a distinction
must be made between public provision and public production. Once a government
decides to provide a service, it could delegate actual production to the private sector.
Contracting out certain tasks to one or more private sector companies could do this.
Also large stock holding companies could be established to finance large projects.
Solitaire Company in charge of the reconstruction of entire neighborhoods in Beirut is
a good example of such an approach.

Naturally, politicians always prefer policies that make them more popular and
help them retain their power for as long as possible. They usually prefer policies that
give direct, short term, tangible benefits to long term plans that are expected to show
their results in the far future. The public sector was used as a political tool giving
people cheap products, jobs, health care, insurance and a lot of other advantages for
many years. Unfortunately, this was not done on economic grounds in most countries.
Although very popular at the beginning, poor management and non-economic methods
of financing aggregate deficits made the public sector a very expensive way of buying
political power. Although reluctant and perhaps resistant at first, most politicians

realized this and eventually changed or were forced to change.

3.4 Did the SOEs Succeed in Achieving their Objectives?

The main criterion for evaluation of any project or policy is the degree of
success in achieving its objectives. In Egypt three decades of experience show that the

public sector achieved very little of what it was established for (Afify, 1991).

*Different authors use different terms describing State Owned Enterprises (SOEs). Researcher used
the terms SOEs and Public Enterprises (PEs) interchangeably.
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o Development Objectives: Different studies show that in spite of thirty years of
public sector control most development objectives were not attained. Most
economic indicators including unemployment, inflation, indebtedness and Budget
deficit reflect failure of the public sector in performing its desired development
role.

¢ Distribution Objectives: The public sector also failed in achieving its distribution
goals. The subsidy system on which it depended helped in creating disequilibrium in
many product and service markets. Costs of overstaffing, subsidies and SOE losses
contributed to the continuing Budget deficit and the deficit-financing problem.
Both adversely affect the low-income groups in society as a result of increasing
prices that exceed any subsidies they might receive (Afify, 1991).

» Financial Objectives: Initial public sector planners assumed that SOEs would
make enormous profits that could be reinvested, covering the difference between
available capital and the increasing investment needs. Unfortunately, this was not
the case. Financial results of SOEs were in most cases either negative or very low.

o Political Objectives: One of the main goals of the public sector was liberalizing
the Egyptian economy from foreign economic domination. The increasing Gross

National Debt shows that this has not been attained.

3.5 A Comparison Between Private and Public Sector Performance

A short comparison (Rashed, 1997) between private and public sectors in
Egypt shows a big difference in performance (see tables 2.2, 2.3 and 2.4).
¢ Low Ability of the Public Sector to Generate GDP
A quick look at Table 3.2 shows efficiency of the business sector in generating
GDP compared to its investments. One notes:
- The Public sector contribution to GDP at fixed prices has varied between 36.4%
and 36.9%, while the total amounts invested in them varied from 53.5% to 63.3%
in the period 1987 to 1993.
- By contrast the private sector generated between 63.1% and 63.6% with

investments ranging between 36.7% and 46.5% in the same period.
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Table 3.2: Distribution of Some Economic Indicators between the Public and

Private Sectors

Percentages
Year | GDP ( Fixed Prices) | GDP (Current Prices) Total Investment Work Force
Public | Private | Total Public | Private | Total | Public | Private | Total Public | Private | Total
Sector | Sector Sector | Sector Sector | Sector Sector | Sector

87/88 | 36.6 63.4 100 37.7 62.3 100 63.3 36.7 100 32.6 67.4 100

88/89 36.9 63.1 100 36.7 63.3 100 54.1 45.9 100 32.3 67.7 100

89/90 36.6 63.4 100 36.1 63.9 100 58.1 41.9 100 319 68.1 100

90/91 36.4 63.6 100 379 60.1 100 57.5 42.5 100 31.9 68.1 100

91/92 36.5 63.5 100 38.8 61.2 100 53.5 46.5 100 31.7 68.3 100

92/93 - - - - - - 60.7 393 100 - . B

Source: Rashed, Moatasem, "Management of Change", paper presented to the Conference_The First Annual Conference:
Requirements of Economic Reform in Egypt, Faculty of Commerce, Zagazig University, 26-27 April 1997.

N.B. Rashed's Sources: Calculated from data from the central control department in the Ministry of Planning.
e High Cost of Job Opportunities in the Public Sector Compared to that in the
Private Sector
Table 3.3 shows the cost of creating job opportunities in the public and private
sectors during the period 1987 to 1993. The figures show that creating each new job

opportunity in the public sector costs about five times the cost in the private sector.

Table 3.3: Cost of Each New Job Opportunity *

Year Implemented by millions Increase Cost of
Investments of pounds in_work force by thousands | Each New Job Opportunity
Public Private Total Public Private Total Public Private Total
Sector Sector Sector Sector Sector Sector
87/ 88 13038.3 7569 20607.3 - - - - - -
88/ 89 112289 9508 207369 82 282 364 136.94 3372 56.97
89/90 13476.2 9705 23181.2 64 311 375 21.57 31.21 61.82
90/ 91 14534.2 10758 252922 101 188 289 143.9 57.2 87.52
91/92 13440.8 11666 25106.8 78 285 363 172.32 40.93 69.16
92/ 93 16310.8 10550 26860.8 - - - - - -

*Cost of each new job opportunity = Allocated Investments / Increase in work force.
Source: Rashed, Moatasem, "Management of Change", paper presented to the Conference_The First Annual Conference:
Reguirements of Economic Reform in Egypt, Faculty of Commerce, Zagazig University, 26-27 April 1997.

N.B. Rashed's Sources: Ministry of planning, Central Control.
¢ Poor Allocation Efficiency in the Public Sector Compared to the Private
Sector
As evident from Table 3.4 the public sector is more dependent on the capital
element of production in spite of its proportional scarcity. The private sector on the

other hand depends more heavily on the abundant human factor.
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Table 3.4: Investment Productivity and Labour Productivity

Year Invested Pound Productivity (i) Labour Productivity by Pound (ii)
Public Sector Private Sector Total Public Sector Private Sect Total

1987/ 88 0.207 0.815 0.430 4623 3876 4120
1988/ 89 0.415 0.992 0.679 4750 3879 4160
1989/ 90 0.884 1.040 0.949 4824 3906 4198
1990/91 0.656 1.690 1.097 4835.4 3956.5 4237.2
1991/ 92 - - - 4953.1 3999.3 4301.2

i) Productivity of each invested pound = Increase in GDP in current prices / Total fixed investment in the previous year

ii) Labour productivity = GDP in fixed prices / Number of employees,

Source: Rashed, Moatasem, "Management of Change", paper presented to the Conference_The First Annual Conference:
Requirements of Economic Reform in Egypt, Faculty of Commerce, Zagazig University, 26-27 April 1997.

N.B. Rashed's Sources: Ministry of planning, Central Control.

Of course to make a more rigorous comparison would require comparing capital
intensity, job creation and profitability for public and private enterprises in the same
industrial sectors, but this would be beyond the scope of this study. Yet in a country
like Egypt where capital is in short supply it might have been more appropriate to

concentrate more on labour intensive projects and enterprises.

3.6 Factors Hindering Public Enterprise Performance

The main factors that negatively affect the performance of SOEs in Egypt are

(Afify, 1991):

¢ Continuous interference of politicians in the internal affairs of SOEs (usually for
political reasons) decreases the chances of taking the right decision at the right
time.

e The public sector performance is usually restricted in taking efficiency

enhancement decisions:-

- Increasing selling prices when needed is restricted.

- The Government has continued to employ graduates whether actually needed in
the projects or not, causing a problem of redundant labour in most SOEs. At the
same time, laying off the excess labour is in most cases very difficult.

- Financial and liquidity problems of different companies usually limit the
possibility of renovation and replacement.

- Compulsory continuation of production of losing products or services for
political reasons.

- Managers are not always selected for objective reasons.
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- The necessity of different Government authorities' approval in day-to-day details

causes delay, vague accountability and little initiative.

Accountability in SOEs is, on occasions, neither accurate nor objective.

SOEs’ General Assemblies organized by the previous law proved to be
unsuccessful in effectively performing the owner's role of directing and
controlling the Boards of Directors.

- Labour- laws limit management authority in dealing with the work force
economically.

- Bureaucracy represented by the many necessary licenses, procedures and
approvals needed to perform any task is not suitable for the continually
changing requirements of the business sector.

e The Government usually subsidizes SOEs whether directly or indirectly. Financial
assistance, unlimited overdrafts and loans and leniency in evaluating true feasibility
of projects allowed SOEs to evade the normal financial market constrains the
private sector is exposed to. In fact the previous law made it nearly impossible to
liquidate any SOE no matter how unsuccessful it was.

® The public'sector system gave wider opportunities for some corrupt behaviour, e.g.
bribes and black markets. The problem is more ingrained when SOE executives
succeed in lobbying with politicians, exchanging benefits at the expense of the
public interest.

All these factors whether separate or combined with others made many SOEs in
Egypt increasingly similar to governmental non-commercial structures in their
organizations, governance and funding. Many of them changed into large State
holdings with many of the negative features of inefficient bureaucracies rather than
large industrial projects utilizing Government resources to serve development
objectives as was intended.

The following section discusses briefly the Egyptian Economic Reform

Programme, which was meant to overcome many of the previous problems and of

which public sector reform was a main component.
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3.7 The Egyptian Economic Reform Programme (EERP)

Any discussion of about the current Egyptian economy must start by discussing
the ongoing reform programme. The programme of which privatization later became a
major component started in 1987. Its major objective was to improve the performance
of the Egyptian economy through its transformation from a centrally planned to a
market economy. It includes major measures that have been taken by the Government
to prepare the environment and make it more favourable for implementation of

privatization.

3.7.1 Why Was Economic Reform Essential?

Four decades of changing models and altering economic policies did not
succeed in transforming Egypt into a developed or a fast-growing country. On the
contrary, economic performance has been poor and chronic problems persisted.
Fundamental areas of imbalance continued to characterize the economy externally and
internally. The poor economic performance, reflected by the different economic
indicators, forced the government to develop a comprehensive reform programme.

One of the major indicators that showed this necessity was the continuous
deficit in the. National Budget. The deficit reached 26.5% of GNP in 1987/88. The
deficit was financed by the local banking system and the different saving vessels
increasing the total State debts to L.E.4785 million pounds in 1986/87 and L.E. 8130
million pounds in 1988/89 (Hasabou et al, 1994).

Another indication showing the necessity of reform was the rising inflation. The
wholesale price index reached an average of 22.1% during the period 1985-90. This
was an inevitable result of the decrease in gross supply compared to gross demand
(Hasabou et al, 1994).

Egyptian imports also increased at an accelerating rate while exports did not
increase at the same rate, hence the trade deficit increased from only L.E. 33 million in
1952 to an alarming L.E. 5665 million in 1987 (Afify et al, 1989). The Government's
answer to these problems (and to declining oil prices and increased interest rates) was

import restriction and external borrowing. The import restrictions, the high tariffs and
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the overvalued exchange rate resulted in lower exports and therefore lower foreign
exchange earnings, and higher imports. One way to deal with this imbalance was
external borrowing, which gradually became the norm. Indebtedness to the outside
world reachefi record levels in the Seventies and the Eighties. Total debt equaled 73%
of the GNP in 1986 and servicing it absorbed 41% of exports in the same year (Afify et
al, 1989).

Weakness of the gross savings rate was another reason that made reform
essential. National investment succeeded in covering only 30.1% of the national
investment budget deficit in 1987/88. Furthermore, the social and economic
environment continued to be inappropriate for foreign investment (Hasabou et al,
1994).

The uneconomic pricing policy the government pursued resulted in the
misallocation of resources. The cheap, subsidized products encouraged unreal demand
and hence excessive consumption exceeding production and abolishing any chances of
exporting. Aldministrative pricing also affected the private sector. It resulted in
distorting the investment behaviour, i.e. encouraging the private sector to concentrate
on activities realizing quick profits (e.g. consumption industries, construction, trade,
and commission and franchise agencies) rather than long-term projects.

Increasing losses of SOEs and their inability to cover their current and
investment needs resulted in increasing their dependence on the Government Budget
and the banking system for financial assistance, regardless of the long-term results.
Limited restructuring procedures of the public sector had already proved to be
insufficient and hence structural adjustment of the whole system became unavoidable.

Starting from the early Sixties and until the late Seventies the Government took
upon itself the responsibility for employing every university graduate either in the
public sector or in the different State Administrative Departments. The result was a
steady increase in disguised unemployment, lower labour productivity and a rise in
public sector costs. In the early Eighties the Government admitted its failure to create
sufficient jobs for the newcomers and started to gradually give up the graduate
employment policy. The unemployment rate increased accordingly from 7.2 % in
1982/83 to 17% in 1986/87 and to 20% in the early Nineties (Aly, 1994).

The National Budget could no longer tolerate the increasing demand for

financing infrastructure and services provided by the Government. The internal and
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external debt burden used up most of the National Revenues necessitating consumer
participation in part of the actual costs of these services. Encouragement of private
sector investment in these sectors became essential.

The old system also had some social effects that made reform necessary. Total
dependence on the Government to provide education, health care, housing, and job
opportunities was an attitude that needed change. Likewise loss of interest in the social
and political life and low participation in national elections were matters of concern for
the Government.

All these poor economic and other indicators led the Government to seriously
consider the overall transfer to more liberal economic policies since the central
planning and public sector model had not helped the country achieve its development
objectives. The international organizations (IMF and the World Bank) gave

encouragement, advice and blessings to this transformation.

3.7.2 Objectives of the Egyptian Economic Reform Programme
(EERP)

The Government announced several objectives of the EERP (Hasabou et al,
1994).
o Decreasing National Budget Deficit.
¢ Improving individual living standards and guaranteeing availability of affordable
products and services especially for the poorer sectors of the economy.
e Creation of jobs.
e Improving balance of payments.
e Balancing national revenues and expenditures.
o Curbing inflation.
The major Government strategies to fulfil these objectives could be summarized
in the follow:ing points:
e Liberalizing market forces and encouraging private sector investment and
production.
¢ Development of investment opportunities by improving infrastructure projects.

¢ Creating an atmosphere of political freedom and democracy.
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* Government reform and development of its administrative systems.
e Controlling Budget deficit.
e Controlling Balance of Payments deficit.

e Public sector reform.
3.7.3 Economic Reform Components

The EERP works on two major dimensions:
e the Short-run Stabilizing Programme; and

e the Long-term Structural Adjustment Programme
3.7.3.1 The Short-run Stabilizing Programme

The programme was designed to be a short-run one aiming at solving the most
persistent problems. It was to run from May 1991 until October 1992 seeking to
decrease excess demand, to balance between the increase in payment means and the
GDP growth rate (in the balance of payment) and to curb inflation. Accordingly the
Government decided to pursue a group of financial and monetary and credit

measures to attain these goals (Al-Ahram, 17 Sept., 1991).
3.7.3.2 The Structural Adjustment Programme

This programme was designed to run for a longer period of time. The initial
plan was to beimplemented within the first three years, but the adjustments would
carry on, on a long-term basis (Rashed, 1997). The programme aimed at public
sector reform, encouraging the private sector, liberalizing trade and prices and
activating the stock market. The following lines present a summary of the different

measures that mostly affect SOEs.

% Public Sector Reform
This was to be realized in two key steps:

o  Reforming the Government system.
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e Liberalizing public projects and restructuring those that needed reform. This
also included privatizing some units and preparing others for future

privatization. Law 203/1991 was issued to organize this step’.

7

* Encouraging the Private Sector
Among the procedures to encourage the private sector were (Rashed, 1997):
e Liberalizing private sector investment
o Urging the private sector to own and manage public projects
¢ Minimizing necessary Government approvals and permits
These procedures did have a positive effect on private sector investment.
During the period 1987/88-1991/92 the private sector investments reached L.E.25
billion representing 40% of the total investments for that period. The investments
are estimated to have increased to L.E.70 billion, 50% of the total investments for

the period 1992/93-1996/97 (Hasabou et al, 1994).

¢ Liberalizing Prices

Liberalizing prices started in the early Seventies. The objective was to gradually
reach economic prices of production factors, intermediate products and end
products. This was to be attained by gradually removing subsidies, increasing
salaries, and stopping the use of different prices for different consumers. These
measures were continued and reinforced by the following procedures (Rashed,
1977):

e liberalizing money exchange and interest rates;

o liberalizing prices of agriculture and industrial products;

e gradual increase in electricity and energy prices; and

e gradual increase in salaries.

% Activating the Stock Market
The Government issued Law 95/1992 to reorganize the capital and stock

market in Egypt. The objective was to support the development of the capital

*Restructuring of public enterprises will be fully discussed in Chapter Six.
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market at a rate suitable for the growing role of the private sector and at the same
time to reactivate the long dormant stock market. Together with Law 203/1991
(permitting the sale of SOE stock), the new procedures succeeded in creating a
more appropriate environment for stock market exchange reactivating the stock

market and expanding the private sector role.

3.7.4 Comments on the EERP

Successful privatization largely depends on the appropriateness of the economic
environment. Adopting a comprehensive approach of reform in the EERP was the
major Government strategy for creating such a favourable environment. The EERP
aims to transfer the economy from a centrally planned one to a free enterprise system.

According to Government official announcements (Al-Ahram, 5" May, 1998)
EERP was well along its way in the late Nineties. Most of the planned measures had
been implemented successfully and had positively affected the economic situation
(Deputy Minister Interview). Implementation of the planned reform would certainly
create a more liberalized environment, which is favourable to privatization. It would
facilitate implementation of privatization and increase the feasibility of the whole
policy.

However, some observers have concluded that the Egyntian refarm programme
was more successful on the macro level than at the institutional level (Galal, 1995).
According to Galal macroeconomic reform succeeded in aligning the exchange and
interest rates closer to market values, increased competition, reduced inflation and cut

the fiscal deficit but institutional reforms lagged far behind.

3.8 Reform and Privatization

As shown in previous sections, major parts of Egypt’s economic problems are
directly related to the poor performance of the public sector. Also as mentioned before,
studies have shown that around one quarter of the Government Budget deficit was a

result of SOEs losses and that a mere 5% reduction in SOEs’ operating costs would
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decrease the national Budget deficit by one-third. This relationship made it essential to
adopt a comprehensive approach of economic reform of which a major part is
concerned with public sector reform. The inability of SOEs to cover their current and
investment needs and their increasing dependence on the Government Budget and the
banking system for financial assistance made it essential for any reform to start by
public sector structural adjustment.

Privatization represented an attractive alternative pursued by different countries
with similar economic problems. It is also an option recommended, and may be
forced, by external pressure from IMF, the World Bank and other international
institutions.

The Egyptian reform programme was designed to be a comprehensive plan for
upgrading the Egyptian economy. The major Government strategy under the
programme for doing so included economic liberalization, encouraging the private
sector and lowering aggregate public sector losses. Privatization was a complementary
step to the economic reform program. It represented the major component of the
structural adjustment policy within a comprehensive approach including reform of the
whole system. The structure for implementing privatization as a major component of

reform is discussed later in Chapter Four.

3.9 Why Privatize Egyptian SOEs?

Besides the general reasons for privatization, the following points can explain why
many of the Egyptian analysts and officials have found privatization an answer to many

of the economic and public sector problems.

3.9.1 Privatization Would Have a Positive Effect on the Egyptian
Economy (Afify, 1991)

e Privatization was expected to reduce the budget deficit whether directly by
decreasing direct and indirect subsidies to SOEs or indirectly by providing the

Government with immediate sums of money that could be used in financing
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investments in new projects, restructuring old ones and economy and tax system
reforms in general (the Budget deficit reached L.E20 billion in 1987).

e A free economy, with a more competitive system and no Government interference
in the price system would lead to more efficient economic allocation of limited
resources, and create a better environment for private investment.

e Privatization would allow small investors and SOE personnel to become owners of
productive assets. This would broaden the ownership base and create incentives for

better performance through increased loyalty and the benefits from ownership.

Better income distribution could be achieved by many more effective methods than
distorting the prices of SOEs’ products and services, such as direct financial help to
those who are in need e.g. vouchers and mobbing costs through tax revenue.

e A free competitive system, by nature reduces monopoly power and its exploitation

by allowing others to enter a market and offer better services and products at lower

prices. Also decreasing Government interference in the price system would put an

end to black markets.
3.9.2 Privatization: A Worldwide Trend

The Egyptian privatization programme should be seen within the context of a
worldwide trend. Privatization in the form of public asset sales and contracting out
previously public managed services became an increasingly global phenomenon. Sader
(1995) recorded 2655 transactions in 95 countries yielding US$271 billion in revenues
between 1988 and 1993. The trend continued to gain momentum in the second half of
the Nineties until privatizations worldwide increased by 10% in 1999 as compared to
1998 yielding Governments over $145 billion (Johnson et al, 2000).

The process of privatization began and was more intense in the developed
world. In the Eighties, privatization sales in Western Europe alone exceeded $200
billion while the global total exceeded $600 billion, in the period 1980 to 1987
(Herman, 1997). Donaldson (1995) reports that sales in industrial countries amounted
to US$ 175 billion in the period 1988 to 1993 which represented 85% of global
privatization revenue and 15% of the number of global transactions. The World's

largest sale occurred in Italy, where the Government sold a 34.5% stake in ENEL the
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country's lméest electricity producer. The sale amounted to $14 billion. France earned
around $ 10 billion a year from privatization in the period 1997 to 2000. In 1999
Deutsche Telecom yielded $10 billion to the German Government (Agence France-
Press, 2000).

In the developing countries privatizations have similarly been occurring at an
increasing rate over the past decades. During the 1980's large numbers of developing
countries started privatization. The trend started in Latin America, with Chile being
one of the first countries to begin privatization, and then spread all over the World
(Donaldson, 1997). According to Sader's report the bulk of privatizations (57%) took
place Latin America and the Caribbean region, followed by Europe and Central Asia
with 18.7%. Subsaharan Africa and the Middle East and North Africa had only a small
share in the period 1988 to 1993 (Sader, 1995). However, the total developing
countries' share of global privatizations rose from 17% in 1990 to 22% in 1996 (The
Economist, 1997).

Sales in states in transition to market economies (Poland, Hungary and the
Czech Republic) have also stepped up. During the Nineties a variety of rapid
privatization techniques were adopted in Eastern Europe and the former Soviet Union.
Tens of thousands of medium and large enterprises and hundreds of thousands of small
firms in Russia, Ukraine and the Czech Republic have been transferred to private hands
(Donaldson, 1995). Poland recorded the highest activity in 1999 raising $ 3 billion
from the bank}ng—sector alone (Agence France-Press, 2000).

In short the Eighties and Nineties witnessed a global increase in sales of public

assets everywhere.

3.9.3 Privatization and International Institutions

Since the early 1990's because of large debt burdens and an increasing budget
deficit, there has been a growing trend towards privatization in developing countries.
International institutions such as IMF, USAID, the World Bank, the Department for
International Development of the UK, the Commonwealth Secretariat and the United
Nations have originated or at least encouraged this tendency as an effective tool to

reduce budget deficit and debt burden problems. Another objective was to increase the
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vitality of the public sector and to curb the drain of national resources caused by loss
making public sector companies.

In Egypt, encouraging the private sector was given a great push ahead during
the 1970's. The Government led by President Sadat adopted a new policy encouraging
the private sector and competition, “the open-door policy”, after about twenty years of
socialism and nationalization. However, the pace of private sector expansion slowed
down during the Eighties, as a reaction to many problems that occurred due to the
sudden change (e.g. inflation and the perceived over encouragement of foreign
investment compared to national investment). In 1978 a restructuring program was
initiated to reform the fiscal system and liberalize prices and the exchange rates, but
actual implementation was slow and limited in scale.

In 1987 the Government adopted an integrative economic reform policy to face
the economic crisis. The programme included restructuring measures for the
Government monetary system in an effort to reduce public deficit, external debts and
unnecessary Government subsidies, while preserving the strength of the local currency
against other currencies and avoiding extra burdens on citizens. The major
Government strategy for doing so rested upon the introduction of a package of

monetary policy reforms and more encouragement of the private sector.

3.9.4 Expected Benefits of Privatization

A few of the expected benefits of privatization are summarized below (Afify,
1991):

e Ownership transfer increases efficiency®.

e Selling afew SOEs would absorb the excess liquidity in the banking system and
redirect it to serve national development objectives.

e Absorbing excess liquidity will curb inflation.

e Increasing the efficiency of the economy will positively affect the rate of

development, national production and the Balance of Payments.

‘See, Bishop and Thompson "Privatization in the UK: Deregulatory Reform and Public Enterprise

Performance' in Ramanadham, V.V., Privatization Global Perspective, Routledge, London, UK
(1992).
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Implementing privatization necessitates a strong and dynamic capital market,

which will serve investment, project promotion and development. It might attract
more capital from abroad.

The privatization programme encourages direct allocation of costs to users (e.g.

toll charges). This means more justice in service cost allocation, consumption
rationalization and facilitating management.

More dependence on the private sector whether by lease, sale or contracting

out, to enhance productivity, lower costs and achieve higher quality and better
services.

A more liberalized economy could also attract more foreign capital in the

economy.

3.10 Problems of Privatization: A Discussion

Like any other new system, implementing privatization might face some

problems. This section briefly summarizes a few of these problems (Moore, 1998 and
Afify, 1991)

e Loss of jobs: The potential social effects, such as unemployment and increases in

prices caused by reform and privatization might cause opposition amongst many
categories of Egyptians. Actually fear of losing jobs could be considered the
strongest reason for opposition to privatization by public sector employees and
managers. The work force whether in organized unions or not, expect managers
pursuing private sector objectives to react to over-staffing and disguised
unemployment (two usual features of SOEs) by significant reduction in jobs. Public
sector employees are definitely the most affected group by the new policy of
privatization. They might resist it out of insecurity for their jobs or fear of losing
their privileges. Opposing political parties and groups like Islamic extremists might
also oppoée privatization out of fear of its social effects.

Loss of Government control over strategic industries: Since Nasser's time

Egyptian economic activity has been dominated by the public sector. Most

opponents of privatization want to keep it that way in fear that the private sector
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might create monopolies and loss of Government control over strategic
industries.

e Increase in prices: Along with reform and privatization and eliminating subsidies,
there is usually an increase in prices.

e Absence of an adequate capital market to finance the privatization process:
This problem is more evident in developing countries. In Egypt fear of the absence
of adequate capital to finance the process was a major concern for policy makers.
However, to their surprise all stock offered in the stock market was immediately
bought with usual excess in demand that sometimes reached twenty times what was
offered.

e Fear of foreign interference in local economies: This problem exists due to
ideologica'l reasons and anti-western feelings that are existent in many of the
developing economies. It is also out of fear that opening the door to more private
sector influence from abroad could amount to an invitation to Israel to influence
the Egyptian economy. Another concern is suspicion that inflows of western ideas
or capital will cause erosion of the moral and cultural fiber of Egypt.

e Fear of Government losses as a result of under-pricing SOEs to facilitate their
sale: Under-pricing of SOEs is often used by governments to gain support from
managers and employees as well as the general public for privatization. Actually,
this is a concern raised by many economists, especially those against privatization.
However, two main facts concerning this issue have to be clear in one's mind. If
shares are sold to the public, managers and employees at a lower price than their
actual worth, then it is simply a transfer payment where the gain of the higher value
of the shares after the sale goes to the new owners. Also, where a state owned
enterprise is in poor shape requiring restructuring there would be risks associated

with owning the shares and this has to be reflected in the value of shares.

3.11 Conclusion

The public sector in Egypt has gone through several stages of development in the
last three decades. Egypt now has a large sector with SOEs in a wide range of

industries and services. The sector has also developed an overall context and culture,
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which includes enterprise objectives, relationship with government, expectations of
managers and employees and the policy and legal framework.

A simple comparison of public enterprise performance with that of the private
sector illustrates how unsuccessful the public sector had been. The case was made that
SOE's have hardly attained any of their initial goals due to structural deficiencies.

The Egyptian Economic Reform Programme (EERP) aimed to change the
Government role from a direct, interfering bureaucratic role to an indirect reforming
role using a group of strategies and policies to direct supply and demand forces to
serve social and economic development goals. Indicative planning replaced central
planning and a minimum of laws were to be enforced together with a group of
integrated financial, monetary and credit policies to prepare the economy for an
increasing private sector role.

The EERP included two major components: the short-run stabilizing programme
and the long-term structural adjustment programme of which public sector reform is a
major constituent. According to Government officials most of the EERP planned
measures have actually been implemented and have helped create a more favourable
environment for privatization.

Privatization is an inevitable complementary step to the economic reform
programme. It represents the major component of the structural adjustment policy.
This makes privatization a part of the Egyptian comprehensive approach to reform.

In short this chapter discussed the roots of privatization demonstrating how the
modest performance of SOEs gave reason and enthusiasm to policies of reform and
later privatization. The privatization program would not, and indeed has not, gone
without problems. Different problems were foreseen; some have been confronted and
some are still causing concern. This study examines some of the major problems of
privatization in Egypt. Subsequent chapters deal with commitment of policy makers
and privatization (Chapter 4), managers' attitudes and resistance (Chapters 5 and 10),
legal problems (Chapter 6), restructuring (Chapter 7), labour problems (Chapter 8) and
valuation problems (Chapter 9).
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Chapter Four
An Overall Assessment of the Egyptian

Privatization Programme

4.1 Introduction

In order to fulfil the condition of feasibility privatization should be implemented
by a clear structure with well-defined responsibilities to plan, organize and control the
whole process. This structure would only be successful if it is backed by a Government
truly committed to privatization in a favourable environment for implementation. This
chapter aims to examine whether, in Egypt, those two conditions were satisfied. It first
explains the structure governing privatization at both the policy and the implementation
levels and then assesses actual Government commitment to privatization. This latter
aim is attained by reviewing and evaluating privatization progress since its first

announcement.

4.2 Preparing for Privatization

The Government privatization programme in Egypt was started in 1991 by a
Presidential declaration that the Government will adopt privatization as the official
Government policy, aiming for a more liberalized economy (Al Ahram, 1* May, 1990).
At the time, most officials considered privatization an essential component in the
Egyptian Economic Reform Programme, announced a few years earlier.

A new law, Law 203/1991', was issued soon afterwards to replace Law

97/1983, permitting partial and/or full sale of public sector companies for the first time.
The law aimed to separate ownership from management replacing social-oriented
management with profit-oriented management. It introduced the Holding Company
(HC) concept for portfolio management. According to the new law, each holding

company acquired the authority to sell or lease any asset or company affiliated to it.

' Adequacy of the legal framework will be discussed in detail in a separate chapter.
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The law also allowed, for the first time, liquidation of public enterprises. The new law
enforced equal treatment between public and private sector enterprises putting an end
to privileges, e.g. subsidies and other financial advantages, previously enjoyed by
SOEs. The Privatization Committee headed by the Public Enterprise Minister was set
up to coordinate privatization activities. Under the new law the public sector
companies were reorganized into holding and affiliated companies. The affiliates were
distributed functionally such that affiliates of the same activity are under the same HC.

Law 95/1992 (Capital Market Law) was then issued to regulate and direct the
emerging stock market asa part of the mechanism to activate market forces. The law
regulates issues like enlisting in the Stock Market, steps to be taken and requirements
for the completion of a sale transaction with special attention paid to Initial Public
Offerings (IPOs). The Stock Market Committee has the authority to review the share
valuation prior to IPOs. The Stock Market Authority is also authorized to interfere in
setting the closing prices in case it was deemed necessary for the stability of the stock
market and for the benefit of the traders later on.

The Public Enterprise Office (PEQO) was established in 1992 by an agreement
between the UNDP and the Government of Egypt to monitor and follow up the
implementation of the privatization programme and reduce bureaucratic and red tape
obstacles. PEO was established to facilitate monitoring and reporting and to coordinate
the efforts made by the various parties on the side of the government (including HCs
and their affiliates), the donors and their consultants as well as any other parties
involved.

The Government decided not to include several sectors considered strategic in
the privatization programme. These sectors represented 85% of Public Sector assets in
Egypt (PEO's Director speech, 18" Sept., 1996), which means that only 15% were
considered for widening the ownership base. The following sectors were excluded at
that stage:

- Petroleum Sector

Suez Canal

Telecommunications

Railway (with the exception of SEMAF Co.)

Military Industries

Egypt Air
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- Insurance and Banking Sector (except joint venture banks)

The following is a summary (Public Enterprise Office (PEO) Director's speech,
18" September, 1996) of the public sector equity status before the privatization
programme started. The total book value of assets of public enterprises at the end of
June 1991 was LE 74 Billion (about US$ 25 billion) that were financed by:
- Equity share by the Government totaling LE 13 billion

Long term loans and overdrafts of LE 26 billion

- Trade credits amounting to LE 21 billion

Provisions & other credit accounts of around LE 14 billion.

4.3 Structure of Privatization in Egypt

This section briefly points out the different aspects of the new law and then

describes the administrative body in charge of implementation.

4.3.1 Legal Framework: SOEs and the New Law 203/1991

Law 203/1991 was issued in 1991% as a step or a stage towards future full

liberalization. Its main objective was to organize the privatization process. Law
203/1991 replaced Law 97/1983 as an intermediate step preparing the SOEs to be later
governed by Law 159/1981, which governs private sector corporations.

The new law redefined the function of public enterprises, which used to include
political and social roles leaving the individual companies to specify aims and strategies
on commercial lines. Each SOE was to act as a legal entity managing its investments in
its own best interests regardless of the Government's overall development plan.
Management performance is to be evaluated according to quantifiable criteria, e.g.
profit or at least decreasing losses.

The new law reorganized the public sector into a system of holding and
affiliated companies. The 314 public enterprise Affiliated Companies (ACs) were
grouped under 27 Holding Companies (HCs), later reduced to 17 companies and then

*Law203/1991 will be dealt with in a separate chapter. It is also included as an appendix at the end.
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to 16 companies in 1996. The holding companies act as stockowners of the affiliated
companies and are in charge of restructuring the affiliated companies and managing
their stocks.

The new law increased the degree of autonomy at all management levels. It
separated ownership and management completely. The role of the appointed HCs' and
ACs' boards of directors, representing Government ownership, is limited to planning,
policy making and monitoring performance. Actual implementation of strategies and
policies is left for professional managers in affiliated companies under the supervision
of their Boards of Directors.

The major objective of the Board of Directors became to carry out the
Government's gradual liberalization policy. This is to be achieved by financial
restructuring of the different companies and managing their investments and stocks in a
manner that fulfils privatization and reform aims of the Government. As to the work
force all those working in SOEs have been transferred to the new holding and affiliated
companies. They were to keep the same positions, salaries, allowances and other

monetary and .non-monetary benefits.

4.3.2 Who is in Charge?

According to the new set up, the privatization implementing structure in Egypt was
composed of four main agencies (Public Enterprise Office, 1994):
A. The Public Business Sector Minister (PE Minister)

B. The Public Enterprise Office (PEO)
C. The Holding Companies (HCs)
D. The Affiliated Companies (ACs)

This structure (see Figure 4.1) centralizes authority and responsibility for
leading, planning and directing the privatization programme at the PE Minister level
supported by the PEO. Decisions of selling specific enterprises and assets and
implementing certain transactions are left for HCs and ACs. The following lines

summarize duties of each layer of the organization:
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A)

B)

0

The PE Minister Responsibilities
Planning and guiding Government policies related to reform and privatization of
public enterprises.
Participating in building public awareness and national consensus supporting
privatization.
Approving and announcing the Government's annual privatization programme.

Directing the PEO, HCs and ACs in implementing the programme.

Public Enterprise Office (PEO)

The Public Enterprise's office responsibilities are mainly to support the PE
Minister in implementing Law 203/1991 and the privatization programmes. They
could be summarized as follows:

Preparing the annual privatization programmes together with the HCs and
presenting them to the PE Minister and the Cabinet for approval.

Serving as a channel for all legitimate contacts between the Government and the
HCs and ACs.

Proposing candidates for top managerial positions of HCs including posts of
Chairman, Board of Directors' members and high-ranking executives.
Performance evaluation of the different managerial levels in HCs and proposing
their re\.;fard or censure.

Reviewing and commenting on the business plans formulated by the HCs and
monitoring their implementation. The business plans should include financial
statements and a brief investment programme that has to be compared with
actual performance, on quarterly and annual bases.

Providing the PE Minister with a proposal of the guidelines to be used by HCs
and ACs regarding the Government policy for business enterprise performance

evaluation.

Holding Companies (HCs)

HCs are to initiate, administer and implement the privatization of the

affiliated companies or their assets under the supervision of the PE Minister.
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D) Affiliated companies (ACs)

ACs are to implement the plan. They may also sell or lease assets and
productive units in the normal course of their business upon decisions of their
Boards of Directors or General Assembly of stockholders. Managers and
employees of ACs may, in certain cases, propose divestiture actions for their

companies.

4.3.3 Ministerial Committee for Privatization

During the first quarter of 1996, the Prime Minister formed a Ministerial
Committee for Privatization (IBTCI, March 1996). The committee's main task was to
approve privatization plans, monitor implementation and report to the Cabinet. The
Committee is chaired by the Prime Minister and includes the following members:

e Minister of Transportation,

e Minister of Public Enterprises.

e Minister of State for Follow up on Economic Activities.
e Minister of State for Planning.

. Minjste; of Health and Population.

e Minister of Electricity.

e Minister of Labour.

e Minister of Industry.

The Minister of Public Enterprises acts as a link between the holding companies
and the Ministeril Committee. He presents a weekly report to the Ministerial
Committee including the latest progress in the privatization programme, based on
reports prepared by the HCs. The Ministerial Committee's responsibility is to monitor

the GOE privatization programme and report developments to the Cabinet.
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Figure 4.1: Organizational and Communication Relationships among the
Different Parties in the System
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4.3.4 Major Principles Guiding the Privatization Programme in Egyp$

4.3.4.1 Principles

The Minister of Public Enterprises and the PEO have announced several
principles (Al-Henawy et al, 1993) governing the Privatization Programme in Egypt:

e The Privatization Programme is a market-driven programme aiming to stimulate
demand for Government-owned enterprises and assets. Its main goal is to promote
rapid, successful implementation of privatization. This is to be achieved by offering
a variety of assets and decentralizing the responsibility for initiating and executing
specific transactions.

e The programme covers a wide range of Government assets. It includes assets of
local Governorates, all Government-owned and controlled shares in joint venture
companies established earlier under Laws 43 and 230 and public enterprises
operating under Law 203 except those in strategic sectors. It also includes
Government-owned shares in corporations working under Law 159/1981.

e The programme encourages the transfer of assets to private owners with
demonstrated technical know-how, operating expertise, management competence
and financial strength. The programme also encourages broader individual and
institutional share ownership.

e Clarity .and transparency characterize the privatization process. Procedures to
ensure this include notification that assets are available for divestiture, disclosure of
financial and operating information, receipt and review of offers and their
negotiation when necessary.

The following section illustrates -a group of guidelines the GOE set for the

privatization candidate selection process.
4.3.4.2 Selection of Privatization Candidates
Companies are selected for privatization in two corrective steps (Public

Enterprise Oﬁ'ice, 1994).
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o First, individual affiliated companies are selected by their respective holding
companies as part of the annual process of preparing a business plan, which is
supervised by the PEO.

o Second, the PEO presents the list of selected ACs to the PE Minister for approval,
prior to l;resenting it to the Boards of Directors and the General Assemblies of the
HCs.

Candidates for privatization in the first few years of the privatization
programme were chosen making sure that they cause minimum economic disruption.
The GOE announced the following criteria for candidate selection (Public Enterprise
Office, 1994):

e Profitable, medium-sized enterprises or business units, operating in competitive
business sectors, which do not need financial restructuring, additional
investment, operational reorganization, legal restructuring or significant
corrective environmental measures.

® Economic, financial and commercial viability: Selected companies are expected
to have a positive cash flow, viable current ratio and the liquidity ratio must
indicate a positive long-term trend.

e Rates of return on assets and equity and profit margins must be attractive to the
private sector. Debt and debt-to-equity ratios must be low to allow for easy
privatization. Activity ratios against dumping and unfair trade practices, such as
inventory turnover and accounts receivable collection periods or a joint team
from both inside and outside the company must testify efficient enterprise
operation,

e Operating in a relatively undistorted or easily correctable business environment
where there is private sector competition and no monopoly or oligopoly.

e No protection currently or expected in the future will be granted to business
enterprises.

¢ A minimal number of redundant employees.
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4.3.5 The Privatization Process

The PEO announced that the privatization process consists of three distinct
phases (Al-Henawy et al, 1993):
e Preparation and Evaluation of SOEs.
e Decision- making.
e Implementation.

These three phases are described below.
4.3.5.1 The preparation / Evaluation Phase Consists of the Following

This phase covers several tasks:

HCs' preparation of the annual privatization programme as part of their

annual business plan.

The Public Enterprise Minister approving and selecting the appropriate
privatization candidates.

The HC / AC Board appointment of an individual or a team of individuals

to be responsible for management of the entire privatization process. (The
selected team must consist of individuals with recognized experience).

- In case of selecting a loss-making company, cancellation or conversion of
debt into equity, consolidation and debt restructuring procedures are used
to prepare the entity for sale.

HCs and ACs submit applications to the PEO for technical assistance. The

PEO Director studies and approves these applications. External consultants
are then hired using multi-transaction contracts specifying the exact
services and time limit for each transaction. These details added to payment
procedures are also included in a Memorandum of Understanding between
the PEO and the relevant HC or AC.

- Consultants undertake valuation of each privatization candidate company's
assets and liabilities and an evaluation of its operating and financial
performance. They recommend a sales strategy, including a target or

reserve price in the event of a public offering or auction, or an offering
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price in case of a share offer. A copy is sent to the PEO for follow-up and
possibly comment.

- The consultants then present a written report stating the strategy
recommended during the privatization implementation stage. This
document verifies to the PEO and to the HC and AC that the analysis is
thorough and complete. It is then considered the basis for the privatization

transaction and is included in the offering as an information memorandum.

4.3.5.2 The Decision-Making Phase

The Privatization Committee then reviews the consultant's report, and submits
it to the PEO which includes its recommendations and gives it to the HC or AC
decision-makers. The HC or AC decision-makers then decides whether or not to sell
the asset or company, select a sales strategy and advise the Privatization Committee to

start sales procedures.

4.3.5.3 The Implementation Phase

After the decision to 'go ahead' has been taken, consultants proceed with
support activities within the implementation phase of their contracts. Assistance with
implementation includes preparing a sales prospectus, offering bid documents
(memorandum), underwriting arrangements, evaluation of buyer's offers and

negotiation assistance. HCs and ACs then start marketing the target candidates’.

After the sale has been concluded, the PE Minister publicly announces
completion of the sale and the assigned firm or consulting firm prepares a " White
Book". The book contains all the official documents related to each stage of the
process. It is sent to the HC, the AC, the Central Audit Organization, the Parliament
and a copy will be kept at the PEO. The "White Book" is a public document.

*Prior to selling the company or asset, the HC/AC usually solves any financial problems or makes

arrangements for restructuring. In some cases the decision-making body may prefer to sell the entity
"as it is".
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The purchaser has to perform a "Due Diligence Audit” within a period of six
months after closing the deal and acquisition of the assets. The audit must cover any
new physical.and intangible assets that were not included in the transaction and any
new liabilities that were overlooked in the evaluation process. The purchaser then

submits his claim to the PEO and the HC or AC.

4.3.6 The Privatization Committee Tasks

The Privatization Committee tasks are:
e Recommending the "offering price" of shares to HC or AC management. This is
guided by the consultant's valuation of the company and his recommended price.
e Recommending a " target price" in the case of a tender sale or public auction.
e Managing the opening of sealed bids on assets in the presence of all bidders and
then examining and evaluating the bids received.
e Negotiating the sale on behalf of the HC or AC including the evaluation results

and the terms of sale.

4.3.7 Sales Proceeds

Sales proceeds for each transaction are deposited in separate interest-bearing
accounts at the Central Bank of Egypt or one of the public sector banks, under the
direct supervision of the Public Enterprise. The proceeds are partly used to repay the
companies’ debts to the banks and to finance the restructuring of the companies before
their divestiture. The remainder is transferred to the Treasury. Disbursement of such
accounts and the policy regarding the utilization of sales proceeds are decided by the

General Assembly of the HCs, chaired by the PE Minister.
4.3.8 Comments on the Privatization Structure

As evident from the above structure and procedures the task of planning the
privatization policy and the different programmes is a joint responsibility between the

Ministerial level and the executives of HCs and ACs. The specific programmes are
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proposed by the executives of the HCs and ACs together with the PEO and approved
by the Minister. This procedure is meant to ensure adequacy of the programme (being
prepared at the implementation level) and its feasibility (being approved at the
Ministerial level supposedly aware of the economic conditions and Government
priorities). It also means that genuine desirability of the programme among both levels
is guaranteed. For the Minister, privatization is a Government policy that he should
support even if he believes otherwise. Yet, he has to actually feel that the Government
is truly committed to the privatization policy in order to act accordingly. Degree of
genuine Government commitment is one of the questions this study investigates. The
Egyptian stru'cture as such also gives HC and AC executives a large role in choosing
candidates for privatization and planning for implementation and later executing plans.
This study raises the question asto whether they truly desire privatization especially
since their careers might be jeopardized by it.

The official Government privatization process is also characterized by long
procedures. The many steps associated with the process and their distribution among
different levels in the structure with several necessary reports being prepared and
moved from the implementation level to the policy level and back cause slowness and
delay. The numerous levels being involved in the planning and implementation phases
make responsibility for delay rather vague.

The Public Enterprise Office serves as the main communication link between
the different companies and the Minister. Although this link helps, it is not sufficient. A
clear, completely developed network needs to be in charge of communicating the
different changes and procedures to all levels. Clarity helps increase desirability at the
different levels making specific programmes more feasible. Leaving space for unofficial
communication increases rumours and could create resistance groups that hinder
smooth implementation.

According to the 'good' practice model presented in Chapter Three, developing
a clear monitoring system provided by feedback information from different levels is
essential for privatization success. In Egypt, there is no clear system or structure in
charge of monitoring actual implementation whether at the industry level or at the
enterprise level. A Ministerial Privatization Committee was formed in 1996 to monitor
the whole programme, at the policy level, but this committee would need monitoring

data from the industry and enterprise levels. Considering the heavy ministerial duties, a
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specialized body for monitoring could well be more effective. Close monitoring is
essential at both levels, the industry and enterprise levels, to detect any problem
promptly and. to report it to the policy level to develop ways of overcoming it or to
change the programme accordingly. A clear monitoring structure with a clear system,
organization and determination of responsibilities is recommended.

There is also no clear-cut structure in charge of marketing the privatization
policy and programmes. Building public awareness is mentioned and support is
mentioned as one of the tasks of the Public Enterprise Minister but the main body in
charge is not mentioned. A specialized structure should develop a comprehensive
marketing plan that takes into account the purchaser's ability to pay and interest to buy
in determining which markets to pursue (whether local or international markets), what
price to charge (e.g. real prices, reduced prices...etc.), how the promotional plan could
help open new markets and which SOEs to start with. Marketing efforts are currently
loosely carried out separately at different levels without a comprehensive approach.

Developing a comprehensive marketing plan is another prerequisite of
successful implementation of privatization as shown in the previously mentioned
model. As evident from the Government privatization process and structure marketing
usually starts at the implementation stage. Most of it is limited to advertising for units
offered for sale. Pricing is based on a case-by-case strategy. Local markets are reached
efficiently, but a great deal remains to be done to reach wider international markets.
Marketing efforts should be equally directed to promoting the idea of privatization in
general and to promoting the planned programme, and promoting specific units for
sale.

Most of the announced implementation procedures are related to procedures of
private sales. Rules for sales through IPOs are not as detailed, although they have been
much more frequent in the past decade.

These shortcomings are bound to decrease feasibility of the different
programmes and definitely slow the rate of implementation. They might lead to:

e creating doubts about the programme and the Government intentions;
¢ slowing down implementation of the programme;
e failure to reach international markets; and

» vague responsibility and lack of accountability for the delay in the programme.
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However the rate of implementation of privatization during the few years following
the change of the law and the establishment of the structure are the main criteria to
assess the extent of success of the new policies and structure. This is why the rest of
the chapter is devoted to studying the actual rate of implementation of privatization

during the period 1991 up till the year 2000.

4.4 The First Privatization Programme

The Privatization Committee announced the first privatization plan in 1991.
The programme was to be implemented in the Public Enterprise companies operating
under Law 203/1991 and the joint venture companies operating under Law 43/230 (in
which the private sector already had a stake). The initial programme consisted of a
targeted number of at least 25 candidates to be offered for sale in each of the years
between 1991/92 and 1995/96. The candidates for the privatization programme
consisted of companies, major assets or major production units of affiliated companies
under the control of the 27 holding companies owned by the Government. At least 10
companies were wholly owned by the Government, Law 203 companies (PEO, 1994).
The Programme also contained joint venture companies and companies with stock in
the market (companies working under Law 159, governing corporations).

A more precise three-phase Privatization Programme was announced later in
the same year (PEO, 1994). The new programme consisted of 20 candidates to be
privatized in the Financial Year (FY) 1991/92, 25 candidates in FY 1992/93 and
another 40 candidates to be privatized in the FY 1993/94. These candidates were
chosen from a broad range of economic sectors. Details of this programme are shown

in table 4.1.

Table 4.1: The First Privatization Programme

First Batch of Privatization Second Batch of Privatization Third Batch of Privatization
Candidates Candidates FY 1992/1993 Candidates
FY 1991/ 1992 FY 1993/ 1994

A. Law 203 1. Misr free shops Co. 1. Kafr ElZayat e Industrial Sector
Companies | 2. Egyptian Vineyards | Insecticides & 1. EL Nasr Co. for
(100% Co. Chemicals Co. Refrac. & Ceramics
State 3. EI Nasr Bottling Co. | 2. The Nile General (SORNAGA)
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ownership)

4. Egyptian Bottling
Co.

5. EI Nasr Glass &
Crystal Co.

6. Misr Studio & film
production Co.

7. EI Nasr Steam Boiler
Manufacturing Co.

Auto Repairs Co.

3. Arab Office
Engineering
Consultancy &
Designs.

4. Paints and Chemical
Industries Co.

5. Alexandria Co. for
Pharmaceutical &
Chemical Industries

6. El Nasr Engineering
& Refrigeration Co. "
KOLDAIR "

7. Egyptian Ship
building & Repairs
Co.

2. Egyptian Copper
Factory Co.

3. Industrial Gases Co.

4. Abugqir Fertilizer &
Chemical Industries

5. Delta Spinning &
Weaving Co.

6. Uniarab Spinning &
Weaving

7. Dakahlia Spinning
& Weaving

8. Damietta Spinning
& Weaving

9. Alexandria Spinning
& Weaving

10. Extracted Oil Co.

11. Tanta Oil & Soap Co.

12. Cairo Oil & Soap Co.

13. Oil & Soap Co.

14. Alexandria
Confectionery &
Chocolate Co.

15. Egyptian Starch,
Yeast & Detergents
Co.

16. Edfina Co. for

Preserved Foods

17. Al Ahram for

Beverages

18. Egyptian Light
Transport
Manufacturing Co.

19. Springs & Transport
Needs
Manufacturing

20. Misr Engineering &
Tool Co.(MICAR)

21. Egyptian Co. for
Refractors

e Health Sector

22. Medical Packing

Co.

23. Arab Drug
Company (ADCO)

e Cement Sector

24. EI Ameria Cement

Co.

25. Tourah Portland

Cement
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26. Helwan Portland
Cement Co.
e Foreign Trade
Sector
27. Misr Car Trading
Co.
e Domestic Trade &
Distribution Sector
28. Egyptian Co. for
Wholesale Trade
29. Egyptian Co. for
Fish Marketing
30. Egyptian Co. for
Packing &
Distributing
Foodstuff
e Housing Sector
31. Development &
Popular Houses Co.
e Transport Sector
32. United Arab
Stevedoring Co.
33. Alexandria
Containers Handling
Co.
34. Port Said
Containers Handling
Co.
35. Damietta Containers
Handling Co.
36. Egyptian General
Warehouses
e Tourism Sector
37. Misr Hotels Co

B. Assets  of
Law 203
Companies

8. Cairo Sheraton Hotel
9. Aswan Oberoi Hotel

10.Sheraton Boat M/S
Anni

11.Sheraton Boat M/S
Hotp

12. Sheraton Boat M/S
Tut

13. Sheraton Boat M/S
Aton

14. Shepherds Hotel

8. Alamien Hotel

9. Palestine Hotel
10. Consumption
Goods and Cloth "
Sednawi"

1 1. Consumption
Goods and Cloth "
Secural "

I 2. Fashion Ware
Home " Hano Alex "
1 3. Fashion Ware
Home " Shamla "

e Industrial Sector
38. Delta Industrial Co.
(IDEAL) (ALMAZA
PLANT)
° Tourism Sector
39. Egyptian Hotels (Cissel
Hotel)
. Retail Trade
Sector
40. Consumption Goods &
Clothes Co.
(SEDNAWTI)
(BRANCH)
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C. Shares
Law
Companies

203

15. Porcelain Dinner-
Ware & Utility Ware

14. EI Nasr Clothing
& Textile Co. "
KABO"
15. Egyptian Food Co.
" Bisco Misr "
16. Egyptian Supplies
& Marine Works Co.
17. United Housing
Co.
18. EI Nasr
Electronics & Eng.
Co. " Philips "
(White Goods
Factory )

D. Shares
Law
Companies

in
159

16. Misr  Touristic

Village Co.

E. Shares in
Law 230
Companies

17. Suez Cement Co.
18. Chloride Egypt

19. Ashti Co.
20.  Egypt
International

Narden

19. Egyptian
International
Pharmaceutical. Co. "
EPICO"

20. Egyptian German

Electrical products
Co.

21. Schindler Egypt
22. Egyptian German
Dyes Co.

23.Misr  Carbonated
Beverages, Misroub
24 Arabian  Ceramic
Co. "Aracmco"
25.Sinai Diving Club

Source: Public Enterprise Office, General Procedures and Guidelines for the Government's
Programme of Privatization, Restructuring and Reward System, 1994.

As evident from table 4.1 the initial plan was to start by privatizing 20
companies in 1991/92. This number was to increase to the targeted number of 25
companies in the second batch and to an optimistic 45 in the third batch. One can also
notice that oﬁly seven of the companies planned to be privatized in the first batch were
fully owned by the Government. This number represents approximately 2% of the state
owned companies and 0.003% of the total public sector assets. Similarly, only seven of
the planned candidates in the second batch are fully Government owned. The rest of

the candidates in both cases were either joint venture companies in which the private
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sector already had shares or corporations in which there was private share ownership.
However the plan was to increase the number of fully owned companies to be
privatized to 37 in the last batch (representing approximately 12% of the PEs and 1.8%
of total public sector assets).

This planned slow launch of the programme could be interpreted in several
ways. It could have been due to the Government's desire to prepare public opinion and
the different stakeholders for the new policy. Another interpretation could be
preparation of the public units and their employees for the change (Khatab, 1996). It
could also be a time-buying method for political reasons. Time will show which of

these interpretations was nearest to the truth.
4.4.1 Actual Implementation of the First Privatization Programme

Naturally, the next step after planning would be implementation. The following
table shows how much of the initial, modest programme had been actually

implemented by the end of 1995.

Table 4.2: Number of Privatized Companies Classified by Method up to

December 1995
Method 1991 1992 1993 1994 1995 J Total
IPOs* 0 0 0 0 0 0
Liquidations** 4 2 1 1 3 11
ESAs*** 0 0 0 9 0 9
Anchor 0 0 0 3 0 3
Investors
Total 4 2 1 14 3 23
Percentage of 17 9 4 58 13 100%
the Total (aprox)

* TPOs: Initial Placement Offers

** Liquidations: When the decision of liquidation had been taken

*+* ESAs: Employee Shareholders' Association

Source: Public Enterprise Office

The table shows:

e Actual implementation of the programme was very limited up till 1995. Only

23 companies out of the planned 90 companies were actually privatized.
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There were no IPOs during the first five years although selling stocks

through the stock market had been announced as a main form of
privatization aiming for a wider ownership base.

e The privatization activity during the first three years of the programme was
limited to decisions to liquidate a total of seven loss-making companies (4, 2
and 1 companies in the years 91, 92 and 93 respectively).

e 1994 was the year during which most of the privatization activity took place.
Shares of nine different companies were offered to the employees in
Employee Shareholders” Association scheme (ESA). Three other

companies’ were sold to anchor investors and the thirteenth company was

divested.

Privatization activity slowed down again in 1995. The only activity was
announcing the decision to liquidate three more companies.
The following table shows the change in private ownership in companies

originating from Law 203 up till the end of 1995:

“The three companies are Pepsi Cola, Coca-Cola, and El-Nasr Boilers and Steam Vessel
Manufacturing Company.
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Table 4.3: Number of Operating Companies Originating from Law 203 with

Private Sector Share*

%Privately As of As of As of As of As of

Owned ** 12/31/93++ | 12/31/94 4/3/95 7/31/95 12/31/95
100% 3 3 3 3
>75%<100% ) 11 11 11
>50%up to 75% 1 1 1 I 1
Subtotal 1 15 15 15 15
Majority Private)
>40% up to 50% 3 5 5 5 5
>30% up to 40% B 5 7 7 7
>20% up to 30% 5 6 6 7 8
>10% up to 20% 2 3 3 6 6
> 0% up to 10% 17 17 17 17 17

Subtotal 31 36 38 42 43

(Minority Private)
Liquida | Actual
tions In progreas (10) (10) (10)
Mergers :
Subtotal (Fully 282 264 262 258 257
Public Companies)
Number of 314 315 315 315 315
Operating
Companies

*  Includes separately sold assets, which are formed into new companies

**  Private ownership includes shares owned by employees and ESA's

*+*x The private sector's ownership interest in the 32 companies reported in this
column was present before the start of the current privatization programme

*x** Includes Cairo Sheraton Hotel (spin-off)

Source: International Business & Technical Consultants, Inc., IBTCI Quarterly
Report: January-March, 1996.
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It is evident from the above table that:

e No Change in ownership occurred during 1991,1992 and 1993 (see note*** j,
table 4.3.

o In 1994, three companies were sold to anchor investors (100% ownership).
During the same year, majority private interest also increased due to the sale of
eleven companies to ESA, and the Spin-off Company Cairo Sheraton Hotel.

* Minority interest increased in five companies during 1994 and in seven companies

in 1995,

e Up till the end of 1995 the ten liquidations were not yet finalized.

Table 4.4: Value of Unutilized Assets Sold as of December 1996

(LE million)
Year 1992 1993 1994 1995 1996 Total sales
Sales 545.86 322.25 744.14 1397.25 23.55 3033.05

Source: Public Enterprise Office, 1997

This table shows that a lot of unutilized assets have been sold since the
beginning of the programme, especially in the year 1995 when most sales took place.
This accounts for the numerous announcements by the Government of actual sales
taking place.

Looking at the four tables above the following can be inferred:

e Actual implementation of the privatization programme was very limited and
very slow compared to the plan
* Besides the ESA privatization, the increase in privately owned shares in Public
Enterprises was limited to purchases of stock of secondary floatation of PEs
that already had stock in the market.
- Only three companies were sold to anchor investors.
- The rest of the activity was sales of unutilized assets.
e Even if the entire plan had been implemented the size of the privatized units
would have been low compared to the size of the public sector (since the

315 PEs represent only 15% of total public sector assets in Egypt).

133




Many reasons could explain this slowness in implementing privatization. It
could be a result of lack of firmness and strictness in the Government privatization
policy. It could be due to problems in the implementation stage. It could also be a
result of the decision-maker being not really dedicated to privatization. In this latter
case the delay might well be a time-buying tactic. Or it could have been simply a

necessary period for the technical and legal preparatory phase to be completed.

4.5 Privatization Activity in 1996

In an effort to activate the privatization programme the Cabinet approved
several decisions concerning the Stock Market, foreign investments, Banking Lawand
Investment Funds during 1994 and 1995 (O' Farrell, 1995). This positively affected the
pace of the programme. While the start up of the privatization programme was slow,
the progress made during 1996 was substantial. One could safely say that 1996 was
not only a turning point in the Egyptian privatization activity but it was also the most
active privatization year during the last decade. During that year Egypt was able to
attain many of its reform and privatization objectives. According to the Director of the
PEO (Interview, 1995) the relatively cautious pace of privatization has allowed the
development of Egypt's capital market institutions, created a new financial services
industry and provided time for the Government's regulatory and oversight mechanisms
to keep up with a rapidly expanding market.

The increased pace of privatization started with by President Mobarak's
announcement that acceleration of the privatization programme was necessary (Al
Ahram newspaper, 23™ January, 1996). This was followed by the Cabinet's approval of
a more aggressive plan, prepared by the PE Minister and announced in February (Al
Ahram newspaper, 15" Feb., 1996). The PEO then issued a new version of the General
Procedures and Guidelines of the Government Programme for Restructuring and
Reward System. This was an official document shedding light on the programme, its
achievements and details of future plans.

During the first few months, there were no actual sales of shares or companies.
It was considered a preparatory period for the coming activity. The month of May

marked the "threshold of the Egyptian privatization program"(International Business &
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Technical Consultants Inc. (IBTCI), October-December, 1996). Before May, the
GOE's privatization programme took the form of limited Initial Public Offerings (IPOs)
and a few anchor sales. This policy was abandoned beginning early May, where two
companies, Madinet Nasr Construction Co. and Egyptian Financial & Industrial Co.,
were 75% privatized via IPOs in the stock market, transforming them to joint venture
companies governed by Law 159. In the next few months more companies were
offered through stock market floatations totaling 20 companies by the end of the year.
In the second half of 1996 three companies were privatized through anchor (sole)
investors. These companies are Almaco, Al-Ahram Beverages, and Nasr Public
Utilities & Installation Sales. One company was liquidated and 13 joint venture banks
were also sold during that period. Many analysts consider these offers indicative of the
seriousness of GOE in its privatization efforts and the credibility of its early
commitment to privatization (IBTCI, May, 1996).

The total number of companies that were privatized during 1996 is 28 of which
20 were sold through IPOs. However the total number privatized by the end of 1996
was 51 Law 203 companies and 13 joint venture banks. Total value of these
transactions exceeded LE 10 billion (IBTCI, October-December, 1996). Table 4.5
shows the number of companies that were privatized during the period 1991-1995 and

the companies that were privatized in 1996 illustrating the privatization methods used.

Table 4.5: Number of Privatized Companies as of December 1996

Method 1991-1995 1996 Total
IPOs - 20 20
Liquidations 11 5 16
ESAs 10 - 9
Anchor Investors 3 3 6
Total 23 28 51

Percentage of the 45% 55% 100%

Total

Source: Public Enterprise Office

Looking at the above table one notices that:
o While most of the privatization activity before 1996 was limited to liquidations and

ESA sales the picture changed in 1996 which witnessed all the IPOs,
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e Also, the number of companies actually sold to anchor investors in 1996 equals
the number sold in the previous five years.

However, even though Egypt's privatization performance during 1996, was

quite satisfactory, it still did not meet its quantifiable objectives for the year. To

illustrate this the researcher has taken the last quarter of 1996 as an example.

Table 4.6: Comparison between Planned and Actual Privatization During the

Last Quarter of 1996
Holding Company Affiliated Company Company Status
Planned to be privatized
Chemical Industries Industrial Gases Not Privatized
Paints & Chemicals Not Privatized
Food Industry Egyptian Foods Not Privatized
Housing, Tourism & Alhram for Beverages Privatized
Cinema Misr Free Shops Not Privatized
Metallurgical Industries Ameriya Cement Privatized
Engineering Industries Egypt Electro Cables Not Privatized
Inland Transport Damietta Cargo & Not Privatized
Container Handles
Maritime Transport Egypt Gn'l Warehouses Not Privatized
National Construction Misr El Geuedida Housing Not Privatized
& Development
Nasr Public Utilities & Privatized
Installation  (Offered in
Sept. 1996)
Housing, Tourism & Cairo Sheraton (Offered in Privatized
Cinema 1993)
Mining & Refractories Helwan Cement (planned Privatized
for 1997)

Source: PEO., compilation and presentation by IBTC, October- December Quarterly Report

Looking at the above table one notices that:

¢ QOut of the 13 companies that the GOE had planned to privatize in the last

quarter of 1996, only five privatization transactions actually took place.

¢ Out of the five transactions that took place one was offered since 1993 and

another was planned for 1997.

Again, the performance in 1996 raises questions about how firm the

programime is.
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4.6 Privatization Activity in the Year 1997

Privatization activity during the first half of 1997 was rather significant, yet it

slowed down again during the rest of the year. Table 4.7 summarizes the progress.

Table 4.7: Planned and Actual Privatization in 1997 (broken down by method)

Method Planned No. of companies Total % of
No. of companies | actually privatized actual/
to be privatized in each quarter planned®
during 1997 1% 2% |3 |0

Majority IPOs* 18 EEAERE 13 72

Liquidation 14 3] 4 7 50

ESAs 3 2 Sk Unplanned

Anchor Investors 33 2 2¥EN 6

Total 65 4 {12] 2 [9o Ja1%*»] £

* Includes 6 companies which had private ownership of 40%, and twelve
companies in which the private sector already held a majority.

** ESAs that took place were not previously planned. They were offered later
according to a Cabinet decision.

*** The decision to sell El-Naser and Ideal Companies was taken in the first
quarter but actual steps started in December.

****The number includes the unplanned 5 companies privatized through ESAs but
does not include the minor tranches offered in the stock market in three different
companies. A decision to sell tranches in a fourth company was also taken in
December, but actual offer happened in January 1998 (the delay was due to a
decrease in International Aluminium prices which forced the Cabinet to postpone
the offer of Misr Aluminium Company.)

Source: PEO, Compilation and presentation by researcher.

The previous table shows:

e Most of the privatization activity took place during the first half of 1997 (17
cases). There were only two privatizations during the third quarter and nine during
the fourth quarter.

e The planned privatization activity concentrated on anchor investor sales (33
planned companies), but only two sales were actually made, which indicates

problems impeding implementation.

5A1;1plr0xirtml.ion to the nearest percentage was used.
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o Five cases out of the 27 privatized companies were unplanned ESA sales. If we

exclude them and compare the plan to actual implementation, the percentage falls

from 40 % to 30%.

4.7 Privatization Activity in the years 1998 and 1999

A substantial drop in the number of companies offered for sale through share
flotations characterized the last two years of the previous decade. Contrary to the
impressive stock flotation activity in both 1996 and 1997 the number of companies
offered through this method was only four in 1998 and none in 1999 (table 4.8). This
was accompanied by an increase in Government dependence on other methods of

privatization e.g. ESAs in 1998 and sales to anchor investors in 1999,

Table 4.8: Privatization Activity in the years 1998 and 1999

Total 1998 1999 Total
Method No. % No. % No.
IPOs 4 19 0 0 4
Liquidations 4 19 0 0 4
ESAs 11 52 4 36 15
Anchor Investors 2 10 9 69 11
Total 21 100 13 100 33

Source: Public Enterprise Office

As in previous years, actual privatization activity in 1998 and 1999 was very
different from set plans. According to a senior member of staff at the PEO there were
more than ten different plans during those two years (Interviews at PEQO, January
2000). When asked how much of each plan was implemented, he answered that
implementation was not finalized in any of them, rather it was a flexible process in
which companies were rescheduled according to circumstances. He mentioned the 82,
55, 68 and 74 company plans but percentage of implementation did not exceed 20% in

any of them.
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’ 4.8 How Much of the Official Announcements
Actually Materialized?

Not only has actual implementation of official programmes been rather slow,
but also official statements of Government officials were very far from actual
implementation. Ironically, one official once joked that if every company announced
was sold the whole country would have been sold (IBTCI, May 1996). Two examples
are cited below.

In December 1996, President Mobarak (AlAhram newspaper,15" December,
1996) assured the people that selling the GOE shares in joint venture companies was a
priority of the programme. He stated that by the end of 1997 the GOE would sell its
share in all the 134 joint venture companies in which it has shares. According to PEO
officials none of them were actually sold. In fact, given the managerial methods and
procedures used, this target was nearly impossible. Below is a summary of
Government ownership in joint venture companies at the end of 1996 and that at the

end of 1997. As evident, not a single change took place.
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Table 4.9: Joint Venture Companies under Law 203 Participation in 1996 and

1997
Holding Company Companies with Law 203 Companies with Law 203
Participation (shares) at the end | Participation (shares) at the end
of 1996 of 1997
No. Of % of total Value of No. Of % of total Value of
JVC. Ownership | JVC. Ovwmership
Food Industries 9 6.72% | 46 9 6.72% | 46
Engineering Industries 13 9.70% | 101 13 9.70% | 101
Pharmaceutical & Medical | 8 597% |35 8 597% |35
Appliances
Chemical Industries 7 5.22% |27 7 522% |27
National Construction 9 6.72% |52 9 6.72% | 52
Construction & Electricity | 6 448% |20 6 4.48% |20
Distribution
Mining and Refractors 8 597% |65 8 5.97% |65
Metallurgical Industries 7 5.22% |74 7 522% |74
Inland Transport 7 5.22% | 89 7 5.22% | 89
Textile Manufacturing & 5 3.73% |21 5 3.73% |21
Trade
Cotton & Foreign Trade 7 522% |4 7 522% |4
Spinning & Weaving 2 1.49% |4 2 149% |4
Maritime Transport 3 2.24% | 289 3 2.24% | 289
Housing, Tourism & 40 29.85% [ NA. 40 29.85% | NA.
Cinema
Flour Mills 3 2.24% | NA. 3 2.24% | NA.
Total 134 100% 134

Source: The 1996 data from IBTCI Quarterly Review for October-December3 1,
1996, and the 1997 data from the PEQO

Another significant incident was the PE Minister's announcement at the Paris
conference held in May 1997 that the Government would privatize 51 companies and
banks with a total value of LE 8.9 billion in the period between May and June (Table
4.9). Again if this number is compared with the total number of privatizations since the
beginning of the programme one could easily suspect little chances of fulfillment. It is
worth mentioning that the total number of privatizations since the beginning of the
programme between June 1991 and April 1997 reached only 46 companies including

ESAs, anchor investor sales, [POs and liquidations (IBTCI, January-March, 1998).
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Table 4.10: Privatization Plan for the Period from May 1997 to July 1997°
Compared to Actual Implementation in the Same Period

Offering Method Planned Companies/Banks Actual
No. Value in | % of total No. % of
millions planned

Sales through GDR 3 1847 20.66% 0 0
Sales through 16 1263 14.12% 5 31%
Stock Market
Sales of Joint 15 784 8.77% 0 0
Venture Companies
Sales to Anchor 17 5048 56.45% 0 0
Investors

Total 51 8942 100% 5 10%

Source: PEO, tabulated and presented by researcher

It is evident that there is a large discrepancy between officially announced
targets and actual implementation although some of these announcements came from

the highest levels of authority.

4.9 Privatization Objectives and Implementation:

An Overall Assessment

To study how successful the programme in Egypt has been, actual
implementation should also be compared to the objectives of the programme.
Reviewing actual implementation shows that most objectives were not attained during
the first five years of the programme. This slack pace accelerated during the second
half of 1996 and .the first half of 1997. Yet, starting from the second half of 1997
implementation tended to slow down again raising doubts about the future of the
programme and whether it would keep its 1996 pace after 1997.

The GOE's declared aims for the privatization programme were (PEO, 1996):

1- Reducing the drain on fiscal resources and improving resource utilization.

%For interested readers details of names, share volumes, market value and the percentage that was to

be sold of each company, the banks concerned and ihe different methods used are included in the
IBTCI Semi-annual report for the period from January to June 1997,
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2- Using the selling proceeds to cover public sector losses, restructuring and
transferring the surplus to the Government budget resources.

3- Widening the private ownership base of enterprises.

4- Activating capital markets.

5- Securing enhanced access to foreign markets, technologies and capital.

6- Increasing job opportunities.

7- Improving efficiency in the use of state owned enterprise assets.

The following sections assess how far these aims were attained.

4.9.1

4.9.2

4.9.3

The programme succeeded in reducing the drain on fiscal resources after 1996,
to a certain extent, by using the proceeds to repay the affiliated companies'
debts and to finance expansion plans which were in place prior to the initiation
of the programme. The proceeds of the divestiture of joint venture banks were
used to reduce contingent liability of State Banks. This was done by first
transferring the proceeds to the Central Account and then allocating the money
to the different uses. Yet, the objective of enhancing capital utilization and

redirecting it to more beneficial uses was not very evident at this stage.

The aim of widening the country's ownership base and ensuring widespread
ownership by Egyptian citizens in financial assets was achieved in the financial
year 1996/97 to a large extent. The GOE policy of allocating stock to
individuals, employees and institutions succeeded in encouraging small
investors to enter the stock market, creating a new trend of investment
behaviour. These goals have also been assisted through share floatation that
reserved partial allocations for small individual investors and the numerous
precautions that the Government took to ensure that more small individual

investors had a successful first experience with the securities industry.

The Egyptian Capital Market was activated gradually during the first few years
of programme implementation. For example, the number of brokerage firms
grew from 13 in 1992 to over 119 in 1996. The number of banks involved in
the securities industry has also increased. Mutual Funds, which were non-

existent when the programme began, reached 13 in 1996 with several
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4.9.4

4.9.5

international country funds devoted solely to Egypt. Investment Funds were
also created and a Clearance and Settlement System has been initiated to ensure
that transactions occur smoothly. The stock market itself has been able to
handle an influx of trading 10 times its normal level and its technological
sophistication is improving continuously. In 1995, Egypt was the fastest
growing stock market in the world with a 44% growth rate and in 1996 it may
have been number one again with a 38% growth rate (IBTCI, January-March,
1998). Yet, stock market activity slowed down in 1998 and further still in
1999. This was mainly due to losses incurred by small inexperienced investors

who were driven out of the market.

The Government's aim to enhance access to foreign markets, technology and

capital has also been reasonably attained through the development of capital
markets. The ability of Egypt to attract foreign capital was greatly facilitated by
the progress in privatization during 1996. Before 1996, the low national return
on investments (less than 4% on invested capital), coupled with the inability to
attract private sector capital into the markets (less than 1.4% of worldwide
investments) was preventing Egypt from realizing a sufficient growth rate to
absorb an expanding labor market. In 1996, according to the Minister of
Finance, Egypt recorded a 400% increase in Foreign Direct Investment. In
addition, IBTCI has documented inflows of at least $750 million in Foreign
Portfolio Investment. This, coupled with an outpouring of local capital, is

increasing Egypt's potential to expand GDP at a faster rate.

The Government' objective of creating new job opportunities still remains
unattained to a large extent. Although the growth of the stock market industry
succeeded in creating employment and careers at the middle management level,
this was not the case for the rest of the employment levels. The money invested
in the market through privatization was, in most cases, utilized to cover past
debts of SOEs rather than to establish new projects or to expand old ones and

create new job opportunities. At the same time, the capital gains realized by
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investors in the Stock Market were in many cases re-invested again in the

Stock Market to make more gains.

4.9.6 The aim of improving efficiency in state-owned assets remains to be seen.

Although implementation of the programme was best in 1996, this seems to

have had a negative effect on SOEs’ performance (see Chapter Seven).

4.9.7 Finally, Egypt's progress in its structural adjustment programme, debt reduction,
investment incentives, and trade liberalization has allowed it to obtain a BBB-

and A- sovereign debt rating from Standard and Poors’. These ratings have

allowed Egypt to return to international capital markets and borrow, if
necessary, at more reasonable rates. Egypt is also developing a new investment
law, a new labor law, an anti-monopoly law and a bankruptcy law that will
improve the investment climate. Such steps are intended to add to its ability to

attract foreign capital.
4.10 More Views Regarding Privatization Activity

Since .the start of the accelerated period of privatization in 1995, the GOE has
mainly depended on IPOs in selling state-owned enterprises. This seemed to be the best
choice in the early sensitive phase of launching privatization, since it was more
appropriate for a period full of social and economic constraints especially that it raised
much less criticism than other methods. It also served the GOE objective of widening
the ownership base.

An Egyptian privatization analysis report (IBTCI, October-December, 1997)
summarizes arguments for the continued GOE reliance on IPOs versus other methods
of privatization in the following short-run economic and political benefits:

e Inexpensive for HCs;
e Little public information required;

e Sales often occur at prices substantially above book value;
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e Process is less staff- intensive;

e Process is quicker;

e Less likely to incur criticism for selling too low;

e Contributes to the short term objective of widespread public ownership;
e  More likely to delay the labour redundancy problem; and

e  Public sector retains control of a large block of shares.

Selling through the stock market also has the advantage of maximizing GOE
selling proceeds since IPOs tend to command premium prices on the stock exchange. It
also has the advantage of generating income for several other financial institutions
including brokerage firms, banks and mutual funds, which enhances the development of
the financial market and increases employment in the sector.

However, since the stock market's turn down in February 1997 the pace of
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