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PREFACE 

This report is in response to a request from the Ministry of Economy and Foreign Trade (MEFT) 
to the Development Economic Policy Reform Analysis (DEPRA) Project, under contract to the 
United States Agency for International Development, Cairo, Egypt (USAIDIEgypt) (Contract 
No. 263-C-00-96-00001-00) with Nathan Associates Inc. 

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

This report and draft legislation was prepared-by a team of international and Egyptian 
consultants. The international consultants were Dr. Michael L. Unger, Team Leader and 
Financial Economist, Mrs. Elaine Weis, Housing Finance Specialist, Dr. Douglas Diamond, 
Housing Finance Economist. The Egyptians were Dr. Karim Kamel, Attorney, Dr. Moh'd Nour 
Shihata, Professor of Civil Procedures Law, and Dr. Samir Makary, Professor of Economics. Dr. 
Mohamed Kamel, Attorney, provided expert legal advice to the team. 

The team would like to acknowledge the excellent contribution and cllaboration of Dr. Ziad 
Bahaa Eldin,Legal Advisor to the Minister and Judge Ashraf Shoukri, both of the Ministry of 
Economy and Foreign Trade. 

Finally, the team would like to recognize Dr. James L. Walker, Chief of Party, DEPRA, 
Mr.Mohamed Wassim Saleh, Economist, and the entire DEPRA staff for their invaluable 
assistance in the preparation of this report. 

The views, conclusions and recommendations expressed herein are solely those of the authors 
and are not intended as statements of policy or opinion of either USAID, the MEFT, or the 
authors' parent institutions. 



Introduction and Executive Summary 

Introduction 

The Ministry of Economy and Foreign Trade and the Egyptian banking and business sectors 
have recognized the importance of a well-functioning housing finance system to the financial 
and economic development of Egypt. The Ministry is addressing mortgage market reform to 
implement an important element of overall financial sector reform as well as provide an 
opportunity for more Egyptian families to purchase a home. An additional incentive for taking 
action today is the oversupply of unsold housing units, particularly in the new cities , which 
residential real estate developers have been unable to sell, in part, due to the lack of any source 
of longer term mortgage finance in the Egyptian financial system. As a result of the overhang in 
the housing market, real estate prices have been falling and developers, and their banks, are 
facing the very real risk of financial impairment or even bankruptcy. Many developers who have 
taken out construction loans to build large blocks of flats and extensive villa projects lack the 
financial resources to repay their debts. Some have exhausted their ability to finance purchases 
of units in their projects through installment sales or lease-purchase plans. In other cases, the 
purchasers of housing units who had made deposits or even several payments during 
construction, have walked away from their units, leaving the developers without a sale and no 
ready market of buyers. 

This situation has caused concern at the Ministry, the Central Bank of Egypt and the banks 
themselves. Banks which have extended credit to developers for residential construction are 
facing the prospect of increased provisions and potential charge-off of these loans, adversely 
impacting their asset quality, earnings and capital. The problem is intensified because most large 
real estate developers are affiliates of other Egyptian companies to whom banks have also 
extended large amounts of credit. If the financial positions of the residential real estate 
developers suffer further deterioration, there would be significant negative implications for the 
overall economy as well as the banking sector. 

While developing a hnctioning housing finance system may not alleviate all of the problems of 
the development firms, providing access to housing credit should at least open up the home 
purchase market for a broader range of Egyptian families. It is widely recognized in the 
government, regulatory and business communities that a well-functioning housing finance 
system in Egypt should include a number of elements: primary mortgage lenders which originate 
mortgage loans as .a profitable line of business, investment funds which issue shares against 
pools of mortgages and mortgage bonds purchased from mortgage lenders and institutional and 
individual investors willing to purchase securities backed by mortgages. 

Egypt has the basic legal, regulatory and institutional infrastructure in place to introduce a 
mortgage finance system. Commercial and specialized banks are already expanding the range of 
consumer finance products and services they offer. Mortgage financing is a logical extension of 
these retail-banking activities. The capital market is established and is growing both through 
domestic firms and joint ventures with foreign investment companies. Longer term (i.e. 7 to 10 
year) government and corporate bonds have already been issued and have received good investor 



acceptance. The institutional investor market is being developed through mutual funds and 
reform of the insurance and pension fund sectors. 

The stage is set in Egypt for the successful introduction of a mortgage finance system. The 
foundation of that system will be a legal and regulatory framework which permits the private 
sector to engage in mortgage financing operations in a safe, sound, stable and profitable manner 
and, at the same time, provides adequate protection for home buyers. 

Shortcomings of the Current Egyptian Mortgage Finance System 

A successful mortgage finance system consisting of both primary and secondary mortgage 
markets must be built on a sound legal and regulatory foundation. The prerequisites for any 
effective mortgage finance system are laws establishing security of title and a system of property 
and lien registration. The Egyptian Civil Code has clearly defined the rights of the parties to a 
mortgage, the laws and regulations on property registration have established a title and lien 
registration system and the Civil Code and the Code of Civil Procedures have set out a judicial 
process for execution on a mortgage. The problem is that the existing systems both for property 
and mortgage registration and execution on a mortgage are time consuming, cumbersome and 
costly. In addition, the judicial mortgage foreclosure process under current law is vulnerable to 
challenge by both material and frivolous claims which can extend the time of foreclosure for 
years. 

As a result, Egyptian banks have not been active mortgage lenders, particularly for residential 
mortgages to individuals and, despite the rapid development of the Egyptian capital market, 
investment companies have been reluctant to create any form of mortgage-related security. Both 
mortgage lenders and mortgage securities investors must have confidence that their security 
interests in the underlying property is enforceable in a timely and cost effective manner. 

An ineffective procedure for enforcing a security interest in real property is not the only 
impediment to the development of an efficientmortgage finance system in Egypt. Another 
problem is the lack of medium to long term financing for mortgages. Most lending in Egypt is 
funded with short term bank deposits, which is not appropriate for longer term mortgages. The 
bond market is just beginning to be developed, but only the largest banks and corporations are 
able to float bond issues in the capital market. In addition, issuing bonds to fund mortgages 
would require additional capital under the bank capital adequacy regulations. The capital 
position of some Egyptian banks is not strong enough to support any significant growth in assets 
due to increased mortgage lending. Banks need an alternative to portfolio mortgage lending and 
non-bank financial companies need to be authorized to provide a large, stable flow of funds into 
mortgage finance. The introduction of mortgage securitization to the Egyptian capital markets 
would respond to the needs of banks and would permit the development of mortgage investment 
funds which could channel longer term financial resources into the mortgage market. 



The Mortgage Market Reform Project 

The Minister of Economy and Foreign Trade recognized the shortcomings of the current 
Egyptian mortgage system and requested the DEPRA Project to analyze the existing housing 
finance market in Egypt, to make recommendations on how to improve its performance and to 
draft proposed mortgage legislation to implement those recommendations. This mortgage 
market reform project involved the Ministry s legal staff, Egyptian legal consultants and 
DEPRA consultants (the mortgage market reform project team). The project team jointly 
evaluated the existing legal and regulatory system in Egypt to identify the primary areas where 
reform was needed, analyzed existing real estate lending practices and prepared estimates of the 
impact of the passage of a new mortgage law on the volume of residential mortgage originations. 
The team also prepared summaries of the features of secondary mortgage markets and mortgage 
insurance programs. These summaries are included as annexes to this report. 

The Proposed Mortgage Law 

The mortgage market reform team considered numerous alternatives for resolving the legal and 
regulatory issues which were identified as impediments to the development of a mortgage 
finance system in Egypt. The team recommended that the best way to implement the needed 
reforms was through the enactment of a comprehensive mortgage law. The Minister authorized 
the team to proceed with drafting a mortgage law which would address foreclosure procedures, 
mortgage registration, securitization, and the institutional structure of the mortgage market and 
consumer protection. Several drafts of a proposed mortgage law were prepared and reviewed by 
the team. A final draft in English representing a consensus of views of the team members was 
submitted to the Minister. 

The proposed mortgage law is designed to achieve several key objectives: 

1. Establish a new civil procedure for execution on a mortgage under the oversight 
of the court of execution, but conducted by a foreclosure trustee outside the court 
system, which permits the sale of the mortgaged property at public auction to 
satisfy a mortgage debt within as little as three to four months; 

2. Limit the ability of the defaulted debtor and others to delay the foreclosure; 

3. Authorize the establishment of non-bank mortgage companies and establish the 
regulatory framework for licensing and supervision of such companies; 

4. Authorize investment in mortgages by banks, other financial institutions and 
investment funds and the sale of mortgages by bank and non-bank mortgage 
originators; 

5. Authorize the issuance of mortgage securities, including debt instruments 
collateralized by mortgage loans, certificates of ownership in pools of mortgages 
and shares in mortgage investment funds, and adopts specific provisions related to 



the status of investors in mortgage securities relating to rights in the mortgaged 
property, taxation and bankruptcy; 

6. Establish the authority of the Minister of Economy and Foreign Trade to issue 
executive regulations to establish prudential guidelines for mortgage lending and 
investment; and 

7.  Establish standards for protection of consumers in mortgage transactions. 

The draft proposed mortgage law is undergoing final review and revision by the Minister's staff. 
Policy decisions will have to be made in several areas before the final draft law (in Arabic) is 
prepared. These include the nonjudicial foreclosure process; the appropriate regulatory body to 
supervise mortgage finance activities and the extent to which mortgage finance will be regulated; 
and the types of entities which can be licensed to engage in mortgage finance activities. It is 
expected that the Ministry will have a proposed mortgage law ready for submission to the 
Cabinet by mid-January, 2000. 

Impact of Enactment of the Mortgage Law 

The passage of the proposed Mortgage Law will mark the beginning of a modem housing 
finance system in Egypt. The law will encourage banks and, possibly, new specialized mortgage 
lenders to develop retail home lending as a major line of business because mortgage lenders will 
have some assurance that they will be able to realize on mortgage collateral in a timely and cost 
effective manner. The risk of losing the mortgaged property also should provide a powerful 
incentive to mortgage borrowers to keep their loan payments current. 

Mortgage lenders can be expected to target mortgage lending to the segment of the population 
they perceive as good potential customers - middle to upper income households, particularly 
young professionals with strong future earnings prospects. This target market would consist of 
households with incomes of at least LE 2,000 per month, including income derived from 
informal sector employment. 

Although the total demand for mortgage credit may be large, the effective demand from 
"bankable" credit customers can be expected to be limited. Based on 1998 data adjusted to the 
year 2000, the total volume of home sales to the target market segment for mortgage finance 
could be estimated at LE 12 to LE 15 billion. Over the next year or so, the oversupply of more 
expensive housing units on the market is expected to continue to depress the housing market. 
The average selling price of middle to upper income units is not expected to increase above the 
1998 level. 

In the near term, during the transition from a period in which the great majority of home 
purchases were effected without financing to a more highly developed housing finance system, it 
is likely that only a portion of home purchases will involve mortgage financing. Based on the 
experience in Eastern Europe in the first few years after the introduction of private sector 
mortgage finance, it is estimated that, initially, only about 20 to 30 percent of middle to upper 
income home buyers would finance their home purchases. In addition, the average loan-to-value 
(LTV) ratio probably would not exceed 50 percent as long as interest rates are in the 14 to 15 
percent range. Based on these assumptions, for the first year or so after the enactment of the 



mortgage law, the potential annual volume of mortgage lending is not likely to exceed 25,000 
loans per year for a total loan volume of LE 1.5 to LE 2 billion. This limited volume of 
mortgage lending activity may not be sufficient to support more than a few primary mortgage 
lending institutions or a meaningful volume of mortgage securitization transactions. 

Increasing the volume of mortgage lending in Egypt will require changes in the attitudes of the 
public and bank management towards debt financing of home purchases. Egypt, like many other 
developed and developing countries, does not have a consumer credit culture. Public information 
and education about the responsible use of credit will be essential to the future growth of the 
residential mortgage market. Banks and other mortgage lenders may have to launch extensive 
marketing campaigns to promote mortgage lending, similar to the current promotion of bank 
deb~t  and cred~t cards, to generate the volume of lending neeto earn an acceptable return on 
equity. 

One of the principal reasons for the high priority given to mortgage market reform in Egypt 
today is to stimulate sales of the thousands of vacant or partially completed luxury flats (i.e. flats 
costing LE 300,000 or more) which have been constructed in Greater Cairo and the new cities 
over the last several years. While mortgage loan programs targeted to prospective purchasers of 
luxury units can be expected to help developers market the units and to result in some increase in 
the number of households who can afford such flats, declining prices of these units and 
household income and mortgage interest rate constraints will limit the stimulative impact of the 
availability of mortgage finance. 

Facilitating access to housing credit on market terms and interest rates should not be expected to 
have a significant impact on increasing the availability of housing for lower income households. 
Housing for the lowest income groups usually will not be brought within the scope of the formal 
housing finance system because low income households are unable to either accumulate the 
savings required for a down payment and or allocate 25 or 30 percent of their incomes to 
mortgage payments. Formal home ownership generally is not achievable for lower income 
households without some form of government intervention. The government of Egypt could 
continue its existing programs of low income housing construction and allocation, implement 
some form of direct or indirect interest rate subsidy for mortgage loans granted by formal 
financial institutions or provide credit guarantees for lower income households. 

All programs for government intervention in the housing market carry the risk of building up 
large non-transparent contingent liabilities and creating distortions in the housing and credit 
markets. It is recommended that before the government of Egypt decides to expand its 
intervention in the provision of low income housing to include mortgage financing as well as its 
direct production and rental programs or to shifi its focus to direct or indirect housing finance 
subsidies, the government undertake a comprehensive evaluation of the costs and benefits of the 
many alternative models of government intervention employed in other countries. 

Critical Factors for Mortgage Market Development in Egypt 

The present seems to be a good time for Egypt to develop a stronger housing finance system. 
The demand for housing credit and the capacity of the financial system to supply it has been 
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rising. In addition, the use of installment credit is becoming increasingly popular for the 
financing of a wide range of consumer durables, including automobiles, appliances and furniture. 
On the supply side, commercial banks are becoming more market oriented, investment banking 
are expanding (taking positions in Egyptian investment companies and funds), the bond market 
is becoming a more important source of funding for many companies, and financial market 
participants are becoming increasingly sophisticated in the management of financial risks. 
Housing finance will become attractive to at least some banks once the new mortgage law is 
enacted. The proposed mortgage law authorizes the establishment of specialized mortgage 
finance companies that can buy loans originated by banks as well as originating mortgage loan 
themselves. Further, specialized mortgage investment fund may be authorized to purchase 
mortgages loans, assemble them into pools and issues shares representing ownership rights in the 
mortgage assets. Factors that could slow the growth of the Egyptian residential mortgage market 
are the lack of a well-developed resale market for flats, and the absence of mortgage repayment 
insurance which permits the shifting of credit risk to institutional specialists more able to 
evaluate and manage such risks. 

Next Steps 

Once a mortgage law is enacted by Parliament, the provisions of the law will have to be 
implemented. The development of a well hnctioning mortgage finance market based on the new 
mortgage law will require the following additional actions and technical assistance: 1) 
developing prudential regulations for ensuring safe and sound lending practices; 2) designing the 
instruments, loan origination and servicing procedures and marketing programs for residential 
and commercial mortgages; 3) educating and training foreclosure trustees, in-house legal counsel 
for mortgage lending institutions, judges, and attorneys in the mortgage execution and public 
auction procedures; 4) training real property evaluators and other technical experts to meet 
reasonable professional standards. It is recommended that DEPRA assist by providing technical 
assistance, training seminars, workshops and materials and expert consultants in the various 
aspects of the mortgage finance process. 



SECTION 1.0 

THE PROPOSED NEW MORTGAGE LAW 

1.1 Introduction 

A successful mortgage finance system consisting of both primary and secondary mortgage 
markets, must be built on a sound legal and regulatory foundation. Unlike many other 
developing countries, Egypt has a sound foundation of law relating to real property rights, 
mortgages, title and hen registration, banking transactions and securities. The Egyptian Civil 
Code clearly establishes the rights of the mortgagor, mortgagee and third parties in mortgage 
transactions. The Civil Code also addresses the assignment of a mortgage, thereby providing the 
legal foundation for mortgage securitization. Registration of ownership and lien interests in real 
property is governed by the Law on Real Estate Declaration and Notarization, No. 113 of 1946. 
The procedures for foreclosing on a mortgage are set out in the Law of Civil Procedure. The 
Commercial Law, No. 17 of 1999 governs debt instruments used by banks and the Capital 
Market Law, No. 95 of 1992, and the Executive Regulations issued under that law set out the 
terms and requirements for capital market instruments and institutions. A discussion of the 
specific provisions of these laws relevant to mortgage finance is included as Annex A. 

The problem in Egypt has not been the lack of adequate laws and regulations, but the 
ineffectiveness of some of the existing laws, the time consuming, cumbersome and costly 
procedures required by these laws and the need to accommodate mortgage securitization 
transactions which have developed since the laws were enacted. 

The most critical area requiring reform is the procedure for execution on a mortgage. The 
existing judicial mortgage foreclosure process does not give mortgage lenders assurance that they 
can realize on the mortgaged property if a borrower defaults in a reasonable time and at a 
reasonable cost. The judicial foreclosure is vulnerable to challenge by both material and 
frivolous claims that can extend the time of foreclosure for years. Another area of concern is the 
time consuming process for registration of a mortgage. One of the prerequisites for mortgage 
securitization is that the procedure for registering a change of ownership of the mortgage be 
quick, easy and inexpensive. 

As a result of these factors, Egyptian banks have not been active mortgage lenders, particularly 
for residential mortgages to individuals and, despite the rapid development of the Egyptian 
capital market, investment companies have been reluctant to create any form of mortgage-related 
security. Both mortgage lenders and mortgage securities investors must have confidence that 
their security interests in the underlying property is enforceable in a timely and cost effective 
manner. 

An ineffective procedure for enforcing a security interest in real property and a burdensome 
mortgage registration procedure are not the only impediments to the development of an 
efficient mortgage finance system in Egypt. Another problem is the lack of medium to long 
term financing for mortgages. Most lending in Egypt is funded with short term bank 
deposits, which is not appropriate for longer-term mortgages. The bond market is just 
beginning to be developed, but only the largest banks and corporations are able to float bond 
issues in the capital market. In addition, issuing bonds to fund mortgages would require 
additional capital under the bank capital adequacy regulations. The capital position of some 
Egyptian banks is not strong enough to support any significant growth in assets due to 
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increased mortgage lending. Banks need an alternative to portfolio mortgage lending and 
non-bank financial companies need to be authorized to provide a large, stable flow of funds 
into mortgage finance. The introduction of mortgage securitization to the Egyptian capital 
markets would respond to the needs of banks and would permit the development of mortgage 
investment funds which could channel longer term financial resources into the mortgage 
market. 

The Minister of Economy and Foreign Trade recognized the shortcomings of the current 
Egyptian laws governing the mortgage system and requested the DEPRA Project to draft 
proposed mortgage legislation to implement those recommendations. 

The Ministry's legal staff, Egyptian legal consultants and DEPRA consultants (the mortgage 
market reform project team) jointly evaluated the existing legal and regulatory system in Egypt 
to identify the primary areas where reform was needed. The mortgage market reform team 
considered numerous alternatives for resolving the problems that were identified and 
recommended that the best way to implement the needed reforms was through the enactment of 
a comprehensive mortgage law. The Minister authorized the team to proceed with drafting a 
mortgage law that would address foreclosure procedures, mortgage registration, securitization, 
the institutional structure of the mortgage market and consumer protection. Several drafts of a 
proposed mortgage law were prepared and reviewed by the team and a final draft in English that 
represented a consensus of views of the team members was submitted to the Minister. 

The proposed mortgage law is designed to achieve several key objectives: 

1. Establish a new civil procedure for execution on a mortgage conducted by a 
foreclosure trustee under the oversight of the court of execution, which permits 
the sale of the mortgaged property at public auction to satisfy a mortgage debt 
within as little as three to four months; 

2. Limit the ability of the defaulted debtor and other parties to delay the foreclosure 
process; 

3. Authorize the establishment of non-bank mortgage companies and establish the 
regulatory framework for licensing and supervision of such companies; 

4. Authorize investment in mortgages by banks, other financial institutions and 
investment funds and the sale of mortgages by bank and non-bank mortgage 
originators; 

5. Authorize the issuance of mortgage securities, including debt instruments 
collateralized by mortgage loans, certificates of ownership in pools of mortgages 
and shares in mortgage investment funds, and adopts specific provisions related 
to the status of investors in mortgage securities relating to rights in the mortgaged 
property, taxation and bankruptcy; 

6 .  Establish the authority of the Minister of Economy and Foreign Trade to issue 
executive regulations to establish prudential guidelines for mortgage lending and 
investment; and 

7. Establish standards for protection of consumers in mortgage transactions. 



Summary of Provisions of the Proposed Mortgage Law 

The proposed mortgage law addresses numerous issues. This summary discusses the most 
important provisions. 

Chapter 1 - General Provisions. Chapter 1 addresses a variety of issues. It applies the law to all 
mortgages of real property; requires that there be a written purchase and sale agreement for 
mortgages granted to finance the purchase of real property; gives the Minister the authority to 
issue regulations setting out the standards for sound mortgage lending operations; exempts 
mortgages from the maximum interest rate ceiling in the Civil Code; establishes the conditions 
under which a mortgage can be called if the mortgaged property is sold or assumed by the new 
owner; and provides that the mortgage agreement can require the prior approval of the lender 
before the borrower can lease, rent or place other claims on the mortgaged property or prepay 
the mortgage. 

Chapter 2 - Inscription and Annotation of Mortgages. Chapter 2 streamlines the mortgage 
registration procedure and exempts mortgages from registration fees. It facilitates mortgage 
securitization be permitting the assignment of a mortgage to be registered by annotation in the 
margin of the original mortgage and granting a mortgage assignee the same priority of claim as 
the original mortgagee. The proposed law requires the Real Estate Declaration and Notarization 
Department to act on applications to register mortgages within one week. 

Chapter 3 - Transfer of Mortriaries. Chapter 3 includes provisions necessary to permit mortgage 
securitization. These include overriding the existing law requiring the prior consent of the 
mortgagor before a mortgage can be transferred, confirming that the right of a mortgagee to 
execute on mortgaged property granted under the bankruptcy law extends to any subsequent 
purchaser of the mortgage, authorizes mortgage lenders to sell mortgages and banks, insurance 
companies, pension funds, investment funds and any other Egyptian or foreign company, 
partnership of other entity to purchase mortgages and mortgage securities; permits disclosure of 
the confidential information about the borrower required for mortgage securitization transactions. 

Chapter 4 - Execution on the Mortria~e. Chapter 4 establishes a nonjudicial procedure for 
execution on the mortgaged real property which establishes minimum notice periods which 
would permit execution and sale of the property at public auction within a three to four month 
period. A borrower will be considered to be in default on the mortgage if he is more than 15 days 
delinquent on a payment or if he has intentionally damaged the mortgaged property. Once a 
default has occurred, the lender must give a warning notice to the borrower requiring that he pay 
the amounts due by a date not less than 15 days from the date of the warning notice. If the 
borrower does not pay the amount due within the time specified in the warning notice, the lender 
can petition the court of execution for an order of execution, which will be served on the 
borrower and all other parties with a known claim on the property and will be registered in the 
real property registry. The order of execution will include a final demand for payment within 
a specified time period. If the borrower fails to pay the amount due, the lender can ask the court 
of execution to appoint an execution (foreclosure) trustee to sell the property at public auction. 
The Minister of Economy and Foreign Trade, with the approval of the Minister of Justice, will 
issue regulations establishing the requirements for execution trustees. 

The execution trustee will prepare a notice of sale of the mortgaged property, serve the notice of 
sale on the borrower and all other parties with a known claim on the property and have the notice 
of sale inscribed in the real property registry. He will then advertise the sale in the newspaper, 
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on the property to be sold and at the courthouse. 

The execution trustee will establish a minimum acceptable bid for the property. The property 
will be offered at a public auction. The lender will not be permitted to bid at the public auction. 
If no acceptable bids are submitted, the execution trustee will schedule a second auction and will 
advertise the sale of the property again. If no acceptable bids are submitted at the second auction, 
the execution trustee can offer the property to the lender as satisfaction of the debt. 

The execution trustee will deposit the proceeds from the sale with the court treasury and will 
submit a report of the sale to the court. The judge will issue a judgment enforcing the sale that 
will convey title in and possession of the property to the successful bidder. The judgment will 
be inscribed in the property registry. If the person in possession of the property refuses to 
surrender possession, he will be considered a trespasser and, as such, will be subject to eviction 
by order of a judge of the court of urgent affairs. 

Cha~ter  5 - Regulation of Mortgage Finance Activities. Chapter 5 creates an Administrative 
Authority to license and supervise mortgage lenders. The location of the Authority has yet to be 
determined. If the Authority is an independent entity, all of the procedures for its operation will 
have to be specified in the mortgage law. There is some question of whether there will be a 
sufficient volume of mortgage lending to justify an independent Authority. 

Chapter 6 - Entities Authorized to En~a3e  in Mortgage Finance Activities. Chapter 6 requires 
that companies engaging in mortgage finance activities, including mortgage origination, 
brokerage, servicing and issuance of mortgage securities, to be licensed and regulated by the 
Administrative Authority. Banks are explicitly authorized to invest in mortgage finance 
companies. The chapter establishes the licensing and registration procedures for mortgage 
finance companies. It also specified the enforcement actions the Authority can take if a mortgage 
finance company violates the law, regulations or operates in an unsafe and unsound manner. 

Chapter 7 - Consumer Protection. Chapter 7 requires that mortgage lenders make certain 
disclosures to mortgage customers, credit payments promptly to the borrower's account, provide 
the borrower with statements of h s  account and notify the borrower if a new company takes over 
the servicing of the loan. It also provides a procedure for the hearing of consumer complaints. 

Chapter 8 - Sanctions. Chapter 8 is being prepared by the Ministry legal staff. It will establish 
the penalties for violations of the law. 
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CHAPTER 1 

GENERAL PROVISIONS 

1. Applicability of the Law 

Article 1. 

This Law is applicable to all loans secured by mortgages on real property. 

2. Requirement for a purchase/sale/loan commitment contract between the buyer and seller 
of the property and the mortgage lender. 

Article 2. 

In cases where the proceeds of a mortgage loan are being used to purchase the real property to 
be subject to a mortgage, a purchase/sale/financing commitment agreement shall be concluded 
between the mortgage lender, the seller and the buyer of the property according to a form which 
shall be specified in a decree issued by the Minister of Economy and Foreign Trade which shall 
particularly include the following: 

a. The conditions whereby the seller and the buyer have agreed to sell the property, 
including a description of the real property being purchased, the price to be paid 
and the method of payment; 

b. A list of all mortgages, liens and other claims against the property inscribed with 
the Real Estate Declaration and Notarization Department, 

c. A list of all mortgages, liens and other claims against the property which are not 
inscribed with the Real Estate Declaration and Notarization Department, but of 
which the seller has personal knowledge, including the name and address of the 
creditor, person in possession of the property or other claimant, the nature of the 
claim and the amount of the debt, if any, secured by the real property. The seller 
shall attest that there are no other mortgages, liens or other claims against the 
property. 

d. The mortgage lender's commitment to grant the loan, including the amount of the 
loan, the interest rate and the conditions of repayment; 

e. That the proceeds of the mortgage loan granted will be used for the purpose of 
purchasing the real property described in the contract, and that the proceeds shall 
be paid first to repay all existing mortgages, liens or other claims on the real 
property which are prior in right to the mortgage created to effect the purchase of 
the property, other than those mortgages, liens or other claims specifically 
accepted by the buyer and the mortgage lender, and that the balance shall be paid 
directly to the seller. 

f. The obligation to register the property in the name of the buyer without prejudice 
to the mortgage lender's rights as well as any rights which may be held by the 
seller. 



3. Authority for Minister of Economy and Foreign Trade to issue executive regulations 
prescribing prudential standards for mortgage lending. 

Article 3. 

The Minister of Economy and Foreign Trade, after consulting with the Central Bank of Egypt, 
may issue executive regulations by decree establishing prudential mortgage lending procedures 
which shall particularly include the following: 

a. Credit underwriting and approval standards, including the maximum ratio of the 
installment payments on the mortgage loan or the maximum amount of the 
mortgage debt to the debtor's income, the method of calculating the debtor's 
income, and such other standards to ensure that the debtor has the financial ability 
to pay the interest and repay the debt in accordance with the terms of the 
mortgage agreement; 

b. The maximum ratio of the amount of the mortgage debt to the selling price or the 
market value of the real property subject to the mortgage; 

c. The maximum term to maturity for different classes of mortgage loans; 

d. Acceptable methods for determining the value of real property, property valuation 
professional standards and requirements for certification of real property 
evaluators; and 

e. Such other requirements to ensure that mortgage lending activities are consistent 
with safe and sound lending practices. 

4. Exempt mortgage interest rates fi-om the maximum interest rate restriction in the Civil 
Code. 

Article 4. 

The interest rates charged on mortgage loans and the method of calculation thereof shall not be 
restricted by the limits prescribed in any other law. 

5 .  Limitation on property owner's rights to sell mortgaged property subject to the mortgage; 
conditions for permitting assumption of mortgage by subsequent purchaser. 

Article 5. 

As used in this Article, the term "new owner" means the person to whom the real property is to 
be sold or transferred or by whom the debt is to be assumed. 

(1) The mortgaged real property, or any part of or right therein, may be sold or transferred 
only with the prior written consent of the mortgagee, or his successor or assignee. In the event 
that the ownership of all or any part of or any right in the mortgaged real property is sold or 
transferred to another person, the mortgage shall remain in effect against the property unless 
terminated by the mortgagee, his successor or assignee, and a release of the mortgage is inscribed 
with the Real Estate Declaration and Notarization Department. 

(2) Subject to the limitations and exceptions provided in this Article, if all, any part of 
or any right in the mortgaged real property is sold or transferred without the mortgagee's, or his 
successor's or assignee's, prior written consent, the mortgagee, his successor or assignee, may, 



at his option, require immediate payment in full of all sums secured by the mortgage, together 
with all accrued and unpaid interest thereon. 

(3) If the mortgagee, his successor or assignee, exercises the option to require immediate 
payment of the debt in full, together with all accrued and unpaid interest thereon, he must give 
the mortgagor, and the debtor, if different &om the mortgagor, notice of such acceleration. The 
notice shall provide a period of not less than thirty (30) days from the date of the notice within 
which the mortgagor, or the debtor, if different from the mortgagor, must pay all sums secured 
by the mortgaged real property. If the mortgagor or the debtor fails to pay these sums prior to 
the expiration of this period, the mortgagee, his successor or assignee, may exercise any remedies 
permitted by law and the mortgage agreement without further notice or demand on the mortgagor 
or the debtor. 

(4) The mortgagee, his successor or assignee, may, at his option, permit the new owner 
of the mortgaged property to assume the debt for which the mortgage was given as security. 

(5) In order to effect an assumption by the new owner of the debt secured by the 
mortgage, the mortgagor, or the debtor, if different from the mortgagor, or the new owner shall 
give to the mortgagee, his successor or assignee, a written notice and request for assumption. 
The Minister of Economy and Foreign Trade shall issue executive regulations specifying the 
form, requirements and the procedures for approval or rejection of the notice and request for 
assumption. 

(6)  Even if the mortgagee, or his successor or assignee, permits assumption by the new 
owner of the debt secured by the mortgage, he may refuse to release the mortgagor, or the debtor, 
if different from the mortgagor, from liability for the payment of the debt to be assumed. 

(7) A mortgagee, or his successor or assi'gnee, may assess a fee or charge to effect the 
assumption by a new owner of the debt secured by the mortgage. All fees, charges and costs 
shall be paid by the new owner. 

(8) The mortgagee, or his successor or assignee, shall submit an application to the Real 
Estate Declaration and Notarization Department for the declaration of an annotation in the 
margin of the original mortgage registered with such Department giving the details of the 
assumption of such mortgage. 

6 .  Mortgage agreement may require prior consent of encumbrance of mortgaged property 

Article 6. 

If agreed to by the mortgage lender and the mortgagor, the mortgage agreement may provide that 
the mortgagor may not lease or otherwise encumber the property subject to the mortgage to a 
third party without the prior written consent of the mortgagee, his successor or assignee. The 
mortgage agreement may m h e r  provide that the mortgagor, upon his, or the debtor's, if different 
from the mortgagor, failure pay the amounts due on the mortgage debt when due, shall transfer 
and assign to the mortgagee, his successor or assignee, all of the rents, revenue, issue and profits 
which are or may become due, including all leases and rental agreements on the mortgaged 
property, until the unpaid amounts due on the debt secured by the mortgage have been paid in 
full. 



7 .  Prepayment of the mortgage debt permitted only with the mortgagee's consent 

Article 7. 

The interest and principal repayment of the mortgage debt shall be paid in accordance wlth the 
terms of the mortgage agreement and debt agreement, if separate from the mortgage agreement. 
The mortgagor, or the debtor, if different fiom the mortgagor, may prepay all or any part of the 
debt if such prepayment is provided for in the mortgage agreement, or debt agreement, ~f 
different from the mortgage agreement. The mortgagee, his successors or assignees, may assess 
a fee for any full or partial prepayment, if the terms of the mortgage agreement, or the debt 
agreement, if separate from the mortgage agreement, so provide. 

CHAPTER 2 

INSCRIPTION AND ANNOTATION OF MORTGAGES 

8. Application of this chapter; supersedes current law 

Article 8. 

Without prejudice to the provisions of the law regulating the Real Estate Declaration and 
Notarization Department and the executive regulations thereof, the following rules shall apply 
to the inscription and annotation of mortgages and rights in mortgages and the transfer, 
assumption, assignment and redemption of mortgages and rights in mortgages subject to the 
provisions of this Law. 

9. Establish a mortgage registration section within the Real Estate Declaration and 
Notarization Department 

Article 9. 

A Mortgage Section shall be established within the Real Estate Declaration and Notarization 
Department to effect inscriptions and annotations relating to mortgage financing transactions. 

10. Inscription or annotation of mortgages required 

Article 10. 

All mortgages, rights in mortgages and any transfer, assumption, assignment or redemption of 
a mortgage or a right in a mortgage shall be inscribed or annotated with the Real Estate 
Declaration and Notarization Department. 

1 1. Exemption from inscription fees. 

Article 11 

No fees shall be charged for the inscription or annotation of a mortgage, a right in a mortgage or 
any transfer, assumption, assignment or redemption of a mortgage or a right in a mortgage. 



12. Application for declaring the inscription of a mortgage 

Article 12. 

The procedures for declaring the inscription or annotation of the mortgage shall be carried out 
in accordance with an application to be submitted by the mortgagee to the Real Estate 
Declaration and Notarization Department in whose jurisdiction the real property is situated. An 
official copy of the mortgagor's purchase contract, if applicable, and the mortgage agreement and 
an official statement from the Real Estate Taxes Department shall be attached to such 
application. The application shall be signed by the mortgagee and shall include the following 
particulars: 

a. The name and address of the creditor and the name, surname and title of the 
person signing the application. 

b. The name and address of the mortgagor and the debtor, if different from the 
mortgagor. If the mortgagor or the debtor is a natural person the application shall 
also give his surname, profession and place of residence. 

c. The date of the mortgage and the place of issuance. 

d. The source, full amount and maturity date of the debt secured by the mortgage. 

e. An accurate description of the mortgaged property. 

f. An attestation by the mortgagee to the effect that he has inspected the property 
and has ascertained that its boundaries, area and features are in conformity with 
the description of the property contained in the title deed of the property and that 
he shall hold harmless the Real Estate Declaration and Notarization Department 
from any error in the description of the property contained in the application for 
inscription. 

13. Elimination of the requirement for the property to be surveyed. 

Article 13. 

The application for the declaration of the inscription or annotation of the mortgage shall not be 
examined by the surveying sections provided for in the executive regulations of the law 
authorizing the establishment of the Real Estate Declaration and Notarization Department, 
provided that a survey of the real property performed by a competent real property surveyor is 
attached to the application. The Minister of Economy and Foreign Trade shall issue a decree 
specifying the qualifications of surveyors, the method of certification as a competent surveyor 
and the administrative authority, which shall maintain the list of competent surveyors. 

14. Time for acting upon application; notice of deficiencies; time to correct 

Article 14. 

(1) The Real Estate Declaration and Notarization Department shall act upon an 
application for declaration of inscription or annotation of a mortgage within a period of one week 
from the date of submission thereof, provided that the following shall have been specifically 
ascertained: 



a. That the boundaries of the property according to the property description 
contained in the application are the same as those indicated in the registered title 
deed. 

b. That the mortgagor, whether he is the debtor or a guarantor in kind, is the owner 
of the property and has the capacity to mortgage the property. 

(2) After the expiration of not more than one week from the date of submission of the 
application, the Real Estate Declaration and Notarization Department shall either approve the 
application or provide written notice by registered letter, with receipt acknowledgment, to the 
applicant specifying all the deficiencies in the application. 

(3) The applicant shall correct such deficiencies and shall provide proof of such 
correction in a petition to be attached to the application. Within two days of submission of such 
proof of correction of the deficiencies, the Real Estate Declaration and Notarization Department 
shall approve the application. 

15. Annotation of the assignment of the mortgage 

Article 15. 

Without prejudice to the provisions of Section 4, Chapter 1 of the Civil Law regarding the 
transfer or assignment of a debt, the mortgagee, or any successor or assignee, may transfer or 
assign the mortgage loan or his rights in the mortgage loan to another person. Such assignment 
shall be effected without the requirement of the debtor's consent, provided that it binds the debtor 
and third parties as of the date of annotation of the transfer or assignment at the Real Estate 
Declaration and Notarization Department. 

16. Method of annotation 

Article 16. 

The annotation of the transfer or assignment of a mortgage shall be given the same consecutive 
number as that given to the inscription of the original mortgage and the transferee or assignee 
shall enjoy the same priority of claim as that of the original mortgagee vis-a-vis other inscribed 
claims against the property. 

17. Procedures for annotation of a transfer or assignment of the mortgagee's rights 

Article 17. 

The annotation of the transfer or assignment of the rights of a mortgagee, or any successor or 
assignee, in the mortgaged property shall be effected pursuant to an application signed by the 
transferee or assignee and including the following particulars: 

a. The name and address of the transferee or assignee and the name, surname 
and title of the person signing the application. 

b. The date of the mortgage subject to the transfer or assignment, the date of 
the contract or deed of transfer or assignment and the place the contract or deed 
of transfer or assignment was issued. 

c. The name and address of the transferor or assignor. 



d. The source, full amount and maturity date of the mortgage debt. 

e. An accurate description of the mortgaged property. 

f. An attestation by the transferee or assignee to the effect that he has 
inspected the property and has ascertained that its boundaries, area and features 
are in conformity with the description of the property contained in the title deed 
of the property and that he shall hold harmless the Real Estate Declaration and 
Notarization Department from any error in the description of the property 
contained in the application for inscription. 

An official copy of the inscribed mortgage agreement or the mortgage certificate shall be 
attached to the application. 

18. Time for processing annotation of transfer or assignment 

Article 18. 

The Real Estate Declaration and Notarization Department shall act upon the application for 
annotation of a transfer or assignment of a mortgage within a period of one week from the date 
of submission of the application, provided that the validity of the mortgage subject to the transfer 
or assignment and the identity of the transferor or assignor and the transferee or assignee are 
verified. 

CHAPTER 3 

TRANSFER OF MORTGAGES 

19. Transfer of mortgagee's rights to a third party does not require prior notice or consent of 
the mortgagor or debtor and successors to rights have the same rights as the original mortgagee 
(essential for securitization) 

Article 19. 

Subject to the provisions of Chapter 2 of this Law, relating to the annotation of a transfer or 
assignment of a mortgage, the mortgagee, and any successor or assignee, may sell, transfer, 
assign or otherwise convey the mortgage loan or any right in the mortgage loan without prior 
notice to or the consent of the mortgagor, or the debtor, if different from the mortgagor. The 
covenants and agreements of the mortgage agreement shall bind and benefit the successors and 
assignees of the mortgagee. If a sale, transfer, assignment or conveyance results in a change in 
the mortgage loan servicer, the mortgagee and the successor servicer shall both give written 
notice of the change to the mortgagor, or to the debtor, if different from the mortgagor. The 
notice will state the name and address of the new mortgage loan servicer and the address to 
which payments should be made. 

20. Mortgages and cash collections of payments of interest and principal on mortgages not 
subject to bankruptcy of holder or servicer of mortgages. 

Article 20. 

All rights of the mortgagee to levy or continue the execution on the mortgaged property granted 
to mortgagees under the bankruptcy provisions of the Commercial Law, Law No.17 of 1999, 
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shall be transferred to the transferee or assignee in any sale, transfer, assignment or other 
conveyance of a mortgage loan or rights in a mortgage loan and the mortgage securing such 
mortgage loan. 

Payments of interest and principal repayments collected by a servicing agent which declares or 
is declared bankrupt, but whch have not been paid to the mortgagee, his successors or assignees, 
shall not be included in the assets of such bankrupt servicing agent. The trustee of the 
bankruptcy shall promptly pay all such payments of interest and principal received by the 
bankrupt servicing agent to the mortgagee or the transferee or assignee of the mortgage loan, as 
appropriate. 

2 1. Authorization for mortgage lenders to sell mortgage loans or rights in mortgage loans to 
investment funds, mortgage finance companies or other companies. 

Article 2 1. 

A mortgagee and any successor or assignee of a mortgagee may sell, transfer, assign, or 
otherwise convey all or any part of a mortgage loan or all or any part of his rights in a mortgage 
loan to a third party, including a specialized investment fund established for the purpose of 
investing in mortgage loans and mortgage securities and any other investment h n d  registered 
with the Capital Market Authority, an insurance company registered with the Insurance 
Supervisory Authority, a bank registered with the Central Bank of Egypt, a pension find 
registered with the Minister of Social Insurance, a mortgage finance company registered with the 
Administrative Authority for mortgage financing activities, or any other Egyptian or foreign 
company, partnership or other entity. 

Investment funds registered with the Capital Market Authority, insurance companies registered 
with the Insurance Supervisory Authority, banks registered with the Central Bank of Egypt, 
pension funds registered with the Minister of Social Insurance, mortgage finance companies 
registered with the Administrative Authority for mortgage financing activities and any Egyptian 
or foreign company, partnership or other entity are hereby authorized to purchase mortgage 
loans, rights in mortgage loans and mortgage securities, to the extent provided in the laws, 
executive regulations and rules governing such entities. 

The Minister of Economy and Foreign Trade, after consulting with the Capital Market Authority, 
shall issue a decree setting out the executive regulations for the operation of specialized mortgage 
investment finds established for the purpose of investing in mortgages, rights in mortgages and 
mortgage securities. 

22. Disclosure of confidential information necessary for mortgage securitization 

Article 22. 

Notwithstanding any provision of law to the contrary, the mortgagee, or any successor or 
assignee, is not required to obtain the consent of the mortgagor, or the debtor, if different from 
the mortgagor, to disclose information which would otherwise be deemed confidential in a 
transaction involving the sale, transfer, assignment or other conveyance of a mortgage loan and 
the mortgage securing such loan, subject to the following conditions and limitations: 

a. Such information is required to identify and legally enforce the mortgage 
loan and mortgage transferred and is encrypted in the sale, transfer, assignment 



or conveyance documents, the encryption key being deposited under seal with a 
neutral party; 

b. A rating agency, the Capital Market Authority, the Central Bank of Egypt, 
the Administrative Authority for mortgage financing activities or an auditor of the 
transferee or assignee determines, based on its own standards and criteria, such 
information is absolutely necessary to the performance of its duties, provided that 
the identity of the customer is not disclosed. Such third parties are subject to the 
same confidentiality requirements as are imposed on a bank by the Bank Secrecy 
Law, Presidential Decree No. 205 of 1990; or 

c. The mortgagee who originated the mortgage loan continues to service the 
loan in the capacity of a servicing agent. 

CHAPTER 4 

EXECUTION ON THE MORTGAGE 

23. Events of default: The mortgagee should be empowered to execute on the mortgage for 
nonpayment or if the real property has been injured to such extent that the collateral value no 
longer provides sufficient protection to the mortgagee. 

Article 23. A mortgage loan shall be considered in default upon the occurrence of one or more 
of the following: 

a. After a period of fifteen days from the their due date, the debtor has failed to pay the 
full amounts due according to the terms of the debt contract; or 

b. The mortgagor, the debtor or other person in possession of the mortgaged property, 
has caused injury to the mortgaged property by willful act or by his negligence. 

24. Upon the occurrence of an event of default, the mortgagee must give a warning notice to 
the debtor requiring that he pay the amounts due or otherwise cure the default w i t h  a period of 
not less than 15 days. 

Article 24. 

1) Upon the occurrence of an event of default by the mortgagor or the debtor, if different &om 
the mortgagor, the mortgagee, his successor or assignee, shall give a written notice of warning 
to the mortgagor and, if applicable, the debtor, that the amount of the debt must be paid or 
additional collateral security must be pledged within the time specified in the notice of warning 
after service of such notice. Such time period shall not be less than fifteen days. 

2) If the amounts due on the debt are not paid or if additional collateral security is 
not submitted, as applicable, on or before the expiration of the time specified in the 
notice of warning, the mortgagee, his successor or assignee, may require that the 
entire amount of the debt secured by the mortgage, together with all interest accrued 
but unpaid thereon and any penalty interest or charges agreed to in the debt contract 
or the mortgage contract be paid in full. 

3) The notice of warning shall specifj the following: 



a. that if the default is failure to pay the payment when due, the exact 
amount which must be paid, the method of computation thereof and the date, not 
less than fifteen days from the date the notice is given, by which such amount is 
due; 

b. that if the default is injury to the mortgaged property, that the mortgagor, 
or the debtor, as applicable, shall submit to the mortgagee, his successor or 
assignee, sufficient additional collateral to secure the debt and the date, not less 
than fifteen days from the date the notice is given, by which such additional 
collateral must be submitted. The Minister of Economy and Foreign Trade shall 
issue executive regulations, which shall set out the requirements for the 
sufficiency of additional collateral to secure mortgage debts. 

A statement that if the mortgagor or debtor fails to cure the default on or before 
the date specified in the notice of warning, the mortgagee, his successor or 
assignee, may-require that the entire amount of the debt secured by the mortgage, 
together with all interest accrued but unpaid thereon and any penalty interest or 
charges agreed to in the debt contract or the mortgage contract, be paid in full. 

d. A statement that if the mortgagor or debtor fails to pay all amounts of the 
debt due or submit the additional collateral required, the mortgagee, I s  successor 
or assignee, may execute on the mortgage, have the mortgaged property sold at 
public auction and have the proceeds of the sale applied to settle the unpaid 
amount of the debt, together with all interest, penalties, late fees and other costs 
and expenses then due and payable. 

4) The notice of warning shall be served upon the mortgagor and the debtor, if 
different from the mortgagor, according to the procedures for service of process. 

25. If the debtor does not pay the amounts due on the mortgage loan or does not offer 
sufficient additional collateral within the time specified in the notice of warning, the mortgagee 
can petition the court of execution for an order of execution. 

Article 25. 

If, after the expiration of the time specified in the notice of warning, the amounts due on the debt 
remain unpaid or, if applicable, sufficient collateral has not been submitted, the mortgagee, his 
successor or assignee, may submit an application for an order of execution either to the court(s) 
of execution in the governorate(s) in which each parcel of the real property subject to execution 
is situated or to the court of execution agreed upon in the mortgage agreement. 

26. The mortgagee will serve notice of the order of execution and demand for payment 

Article 26. 

1) The mortgagee, his successor or assignee, shall serve notice according to the 
procedures for service of process upon: 

a. The mortgagor, and the debtor, if different from the mortgagor, of official copies of 
the order of execution and the demand for payment of the amounts due on the debt by 
a date not less than fifteen days after the date of service at his primary residence or main 
office, as applicable; otherwise the notice shall be considered null and void. 



b. The Real Estate Declaration and Notarization Department for inscription of the order 
of execution. Such inscription shall be completed within one week of the date of the 
notice. 

c. Any and all third parties whose rights in the mortgaged property are inscribed with the 
Real Estate Declaration and Notarization Department and any person in possession of the 
mortgaged property. 

2) From the date of inscription of the order of execution, the inscription shall be 
considered an "expropriation notification" under Article 1037 of the Civil Code and the 
mortgagor may not sell, transfer, convey, mortgage, lease or otherwise encumber the 
property without the approval of the court. 

27. If the debt is not paid within the time specified in the demand for payment, the 
mortgagee, or his successor or assignee, shall ask the court of execution to issue an order 
appointing an execution trustee to sell the property at public auction. 

Article 27. If, after the expiration of the time specified in the demand for payment, the amounts 
due on the debt remain unpaid, the mortgagee, his successor or assignee, may ask the court of 
execution to issue an order appointing an execution trustee from a list of competent execution 
trustees maintained by the Administrative Authority or mortgage financing activities. The 
Minister of Economy and Foreign Trade, with the approval of the Minister of Justice, shall issue 
a decree specifjmg the requirements for certification as an execution trustee, the compensation 
to be paid for service as an execution trustee and the procedures for appointment of a successor 
trustee and for recusing of trustees. 

28. The execution trustee will prepare the notice of sale of the mortgaged property at public 
auction 

Article 28. 

1) The execution trustee shall prepare a notice of sale of the mortgaged real property 
subject to execution. If the mortgaged real property subject to execution consists of 
several parcels of real property situated in different governorates, separate notices of sale 
shall be prepared for each governorate for the parcels of real property which are situated 
in that governorate. All parcels of the mortgaged real property subject to execution that 
are situated in the same govemorate shall be sold at one auction. Separate auctions shall 
be scheduled in each govemorate in which one or more parcels of the mortgaged property 
are situated. 

2) The notice(s) of sale shall include the following particulars: 

a. The date, time and place of each public auction, which shall not be less 
than 30 days and not more than 45 days following the date of service of the 
notice(s) of sale. 

b. The minimum acceptable bid for each parcel of the mortgaged property 
to be sold. 

c. The terms of payment by the successful bidder for the mortgaged 
property. 



d. The order in which each parcel of the mortgaged property shall be sold, 
which shall be determined by the executive regulations issued by decree of the 
Minister of Economy and Foreign Trade. 

3) The execution trustee shall cause the notice(s) of sale to be served according to the 
procedures for service of process upon the mortgagor, the debtor, if different from the 
mortgagor, any and all third parties whose rights in the mortgaged property are inscribed 
with the Real Estate Declaration and Notarization Department and any person in 
possession of the property. 

29. Restraining possessor from injuring property 

Article 29. 

The party in possession of the mortgaged property shall be responsible for any injury to the 
mortgaged property during the execution of the mortgage thereon, or after a sale at public 
auction. 

30. Procedures to advertise the sale at public auction. 

Article 30. 

1) Before the sale of the mortgaged property at public auction, the execution trustee shall 
dvertise the sale by: 

(a) publication of a written notice of sale including the date, time and place of the sale, 
the minimum acceptable bid for each parcel of property to be sold, the terms of sale and 
particularly describing the real property, at least one week preceding the date of the sale 
in at least two daily newspapers having a general circulation. 

(b) posting such notice, at least 20 days before the date of sale, in some conspicuous 
place on the real property to be sold and also at the place where the public auction will 
be held and at the courthouse of the govemorate(s) in whch the real property to be sold 
is located. 

2) The execution trustee may post the notice or notices of sale in such other locations as 
he shall determine, including at the real estate ? bourse? at the Bank of Cairo. 

3) The mortgagee may, at his own expense, publish the notice of sale more frequently 
than required under this Article. 

3 1. Conduct of sale at public auction. 

Article 3 1. 

1) The execution trustee will conduct the public auction under the supervision of the 
appropriate court or courts of execution. The public auction(s) shall be held on the date(s) 
and at the time(s) and place(s) designated in the notice(s) of sale. The execution trustee 
shall sell each parcel of the mortgaged property to the highest bidder above the minimum 
bid price according to the following procedures: 

a. The mortgagee, his successor or assignee, may not bid at the sale. 



b. If the property consists of several parcels which can be sold separately, the execution 
trustee shall sell each parcel in the order specified in the executive regulations; 

Three. After sufficient property has been sold to satisfy the debts secured by the 
property, the trustee shall terminate the auction. 

d. All parcels shall be sold to the highest bidder above the minimum bid price for that 
parcel. Each bid shall be deemed an irrevocable offer and at the completion of the sale, 
the purchaser shall pay the amount bid by such means of payment as the execution trustee 
shall deem acceptable. 

e. If the purchaser refuses to pay the amount bid for the property at the public auction, 
the execution trustee may accept the next highest bid offered. If any loss is occasioned 
thereby, the person rehsing to pay shall be liable for the difference between his bid and 
the bid that is accepted and the execution trustee, at his option, may thereafter reject any 
other bid of such person. 

f. The execution trustee shall deposit the proceeds from the sale with the treasury of the 
competent court of execution. 

g. upon the sale of real property at public auction, the execution trustee shall submit a 
report of the conduct and outcome of the public auction or auctions conducted to the 
competent court(s) of execution. Such report shall include the following particulars: 

i. a description of the parcels of real property sold. 

ii. the price paid by the purchaser for each parcel of real property if sold 
separately. 

iii. recitals of compliance with the requirements of this chapter and the executive 
regulations issued thereunder relating to the sale of the property described therein, 
including recitals concerning the inscription of the order of execution, service of 
the order of execution, service, publication and posting of the notice of sale and 
the conduct of the public auction(s). 

32. Procedures on the failure of the sale. 

Article 32. 

1) If there are no bidders at the public auction, no bids are submitted or the highest 
amount bid is less than the specified minimum bid, the execution trustee may adjourn the 
sale and set a new date for the sale not more than thirty days after the original date of the 
sale. The execution trustee shall advertise the new sale in the same manner as prescribed 
in this Chapter for the original sale. 

2) If there are no bidders at the second public auction, no bids are submitted or the 
highest amount bid is less than the specified minimum bid, the execution trustee shall 
terminate the sale procedure and shall offer the mortgaged property to any mortgagee, his 
successor or assignee, to settle the amount of the debt due. If a mortgagee, his successor 
or assignee, accepts the property in satisfaction of the debt, he shall relinquish all further 
right and claim against the debtor. A mortgagee, his successor or assignee, may rehse 
to accept the mortgaged property in satisfaction of the debt and abandon his rights in the 
mortgaged property. If the mortgagee, his successor or assignee, abandons his rights in 
the mortgaged property, the mortgagee, his successor or assignee, shall submit an 



application for declaration of inscription of a redemption of the mortgage in the manner 
prescribed for inscription in Chapter 2 of this Law. 

33. Delivery of title 

Article 33. 

The judge(s) of the competent court(s) of execution shall authenticate the sale and shall issue a 
judgment enforcing the sale, including the notice of sale, the procedures of the sale, the official 
report of the conduct and outcome of the public auction and ordering the debtor, the possessor 
or the mortgagor to deliver possession of the property to the person in whose favor the jud,gnent 
enforcing the sale has been rendered. The judgment enforcing the sale shall be deposited in the 
execution file. 

34. Inscription of the judgment enforcing the sale 

Article 34. 

1) The judgment enforcing the sale shall be entitled to a declaration of inscription in 
accordance with the laws governing the Real Estate Declaration and Notarization 
Department and the executive regulations issued thereunder. The inscription of the 
judgment enforcing the sale will bar all other accessory rights in the real property. 

[ 2) No proportional fee for inscription of the certificate of sale shall be charged. The 
fee for inscription of the judgment enforcing the sale shall be a fixed amount set by 
decree of the Minister of Economy and Foreign Trade, with the approval of the Minister 
of Justice.] 

35. Possession to be delivered 

Article 35. 

The purchaser of real property at a public auction conducted according to this Chapter shall be 
entitled to possession of the real property purchased to the extent of the mortgagor's rights of 
possession. Any person who remains in possession of the property after the inscription of the 
judgment enforcing the sale with the Real Estate Declaration and Notarization Department shall 
be deemed a trespasser on the real property and shall be subject to eviction by order of a judge 
of the court of urgent affairs. 

36. Bankruptcy of mortgagor does not stay execution procedure. 

Article 36. 

Bankruptcy of the mortgagor shall not stay the execution procedure or extend the times specified 
in this Chapter for reinstatement or redemption of the mortgage. The mortgagee, his successor 
or assignee, may proceed to execute on the mortgage independent of the bankruptcy proceeding. 



37. Defenses of mortgagor or debtor or claims of third parties do not stay execution 
procedure. 

Article 37. 

Defenses or other challenges to the order of execution and sale of the mortgaged property at 
public auction of the mortgagor, the debtor, if different from the mortgagor, or any other person 
who owns or claims a right in the mortgaged property shall not stay the execution procedure or 
extend the times specified in this Chapter for reinstatement or redemption of the mortgage. Such 
defenses and challenges may be asserted in a case submitted to the civil court. The execution and 
sale of the mortgaged property at public auction may be set aside only, if by the preponderance 
of the evidence, the claimant establishes that the mortgagee, his successor or assignee, or the 
execution trustee, violated the provisions of this chapter or the executive regulations issued 
thereunder in the conduct of the execution on the mortgaged property and the sale at public 
auction. 

38. Disposition of the proceeds of sale. 

Article 38. 

The competent court of execution will distribute the funds deposited in the treasury, after paying 
all costs of the execution and sale of the property, to the creditors according to the priority for 
payment established in the Civil Code. If the hnds deposited are not sufficient to pay all the 
debts owed, the creditors can pursue the debtor on his other assets for any deficiency. Any 
balance remaining after payment of the amounts due shall be paid to the mortgagor. 

CHAPTER 5 

REGULATION OF MORTGAGE FINANCE ACTIVITIES 

39. Creation of Administrative Authority; jurisdiction; authorities 

Article 39. 

There is hereby created an Administrative Authority to oversee mortgage financing activities. 
The Administrative Authority shall have the following duties, responsibilities and powers: 

1) licensing, registration, control and supervision of mortgage finance companies. The 
Minister of Economy and Foreign Trade shall issue executive regulations setting out 
guidelines for the activities in which mortgage finance companies may engage and for 
the control and supervision of mortgage finance companies; 

2) administration and enforcement of the provisions of this Law relating to the 
relationships between mortgage lenders and their customers regarding mortgage- 
financing transactions. The Administrative Authority shall issue such executive 
regulations, decrees and rules and take such actions as are necessary to ensure that 
mortgage financing transactions are not conducted in a fraudulent or dishonest manner 
and that mortgage lenders fully disclose to their borrowers the terms, conditions and costs 
of real estate financing and the obligations and rights of the parties to mortgage financing 
transactions. 

3) administration and enforcement of the executive regulations issued under this Law. 



40. Powers of the Administrative Authority 

Article 40. 

The Administrative Authority has the power, within the limitations provided by the executive 
regulations to: 

(i) receive and act on complaints; 

(ii) take action designed to obtain voluntary compliance with this Law; or 

(iii) commence proceedings on its own initiative to enforce compliance with this 
Law; 

(b) adopt, amend, and repeal rules to: 

(i) restrict or prohibit lending or servicing practices which are misleading, unfair, 
or abusive; 

(ii) promote or assure fair and full disclosure of the terms and conditions of 
agreements and communications between mortgage lenders or servicers and 
borrowers; 

(iii) promote or assure uniform application of or to resolve ambiguities in 
applicable laws, regulations or rules; and 

(c ) employ hearing examiners, arbitrators, clerks, and other employees and 
agents as necessary to perform its duties. 

41. Hearing of complaints against the Authority. 

Article 4 1. 

The hearing and resolution of complaints by concerned parties against the administrative 
decisions issued or actions taken by the Minister of Economy and Foreign Trade or the 
Administrative Authority shall be conducted according to the executive regulations issued by the 
Minister of Economy and Foreign Trade which shall establish procedures for such hearing and 
resolution consistent with the procedures for hearing and resolution of complaints set out in Part 
5, Articles 50 and 51 of the Capital Market Law, Law No. 95 of the year 1992. 

CHAPTER 6 

MORTGAGE FINANCE INSTITUTIONS 

PART I 

ENTITIES AUTHORIZED TO ENGAGE IN MORTGAGE FINANCE ACTIVITIES 

42. Entities authorized to engage in mortgage finance activities. 

Article 42. 

1) For purposes of this Law and the executive regulations issued hereunder, mortgage 
securities shall include notes, debentures and bonds for which mortgage loans, real 
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property installment sales contracts, real property lease-purchase contracts or other forms 
of real property financing receivables or the cash flows from such loans, contracts or 
financing receivables have been pledged as collateral security; negotiable certificates of 
ownership or rights in mortgage loans, real property installment sales contracts, real 
property lease-purchase contracts or other forms of real property financing receivables 
or the cash flows from such loans, contracts or financing receivables; and any other form 
of securities relating to mortgages as may be authorized by the Capital Market Authority. 

2) For purposes of this Law and the executive regulations issued hereunder, mortgage 
financing activities shall include the granting, holding as assets, servicing purchasing and 
selling of mortgage loans, real property installment sales contracts, real property lease- 
purchase contracts or other forms of real property financing receivables; the pledging of 
such loans, contracts or financing receivables as security for notes, debentures, bonds and 
other debt instruments issued by the entity; and the issuance of mortgage securities. 

3) In addition to the powers and authorities granted under the Companies Law and the 
applicable laws, executive regulations and rules relating to the specific classifications of 
companies and other entities, the following entities are hereby authorized to engage in 
mortgage financing activities: 

a. All banks registered with the Central Bank of Egypt; 

b. All insurance companies registered with the Insurance Supervisory 
Authority; 

c. All mortgage finance companies registered with the Administrative 
Authority; 

d. Any other entity authorized to engage in mortgage finance activities by 
law, executive regulation or rule. 

43. Entities authorized to engage in mortgage securities activities. 

Article 43. 

1) In addition to the entities authorized in Article 43, all investment funds and other such 
entities as may be authorized by the Capital Market Authority may invest in mortgage 
loans, real property installment sales contracts, real property lease-purchase contracts and 
other forms of real property financing receivables, rights in such loans, contracts and 
financing receivables and in mortgage securities; 

3) All investment fbnds and other entities as may be authorized by the Capital Market 
Authority, may issue mortgage securities in accordance with the Capital Market Law and 
the executive regulations and rules issued thereunder. 

4) The Capital Market Authority may grant a license to specialized investment funds 
established for the purpose of purchasing mortgage loans, real property installment sales 
contracts, real property lease-purchase contracts or other forms of real property financing 
receivables and mortgage securities. Such mortgage investment funds shall have the 
authority, subject to the provisions of the Capital Markets Law and the executive 
regulations and rules issued thereunder, to issue shares and notes, debentures, bonds, 
other negotiable debt securities, including mortgage securities in accordance with the 
executive regulations and rules issued by decree of the Minister of Economy and Foreign 
Trade, after consultation with the Capital Market Authority. 



44. Banks may invest in mortgage finance companies 

Article 44. 

Banks registered with the Central Bank of Egypt may, to the extent provided by the Banks and 
Credit Law, No. 163 of 1957, and the executive regulations and rules of the Central Bank of 
Egypt issued thereunder, invest in the shares of mortgage finance companies. 

PART I1 

MORTGAGE FINANCE COMPANIES 

45. Licensing and registration of mortgage finance companies required; exemptions from 
licensing and registration. 

Article 45. 

No person, organization or establishment not granted a license as a mortgage finance company 
and registered according to the provisions of this Law shall engage in the business of a mortgage 
finance company. The Administrative Authority shall draw up the form of the license and 
determine the information that shall be contained in the registry. The following persons are 
exempted from the requirement to be licensed and registered with the Administrative Authority: 

(1) Public institutions granting first mortgage loans within the limits of the decree by 
virtue of which they are established; 

(2 )  Banks registered with the Central Bank of Egypt; 

(3)  Insurance companies registered with the Egyptian Insurance Supervisory Authority; 

(4 )  Pension k d s  registered with the Minister of Social Insurance; 

(5)  Investment hnds  registered with the Capital Market Authority; 

(6) Real estate development companies and other organizations which deal with dividing 
plots of land or the construction of buildings and the selling thereof on credit;] (NOTE: 
May not want to exempt real estate development conzpanies fronz licensing, registratlorz 
and supervision) 

(7 )  Bona fide nonprofit corporations granting mortgage loans or other real estate 
financing receivables to promote home ownership for low and moderate-income 
borrowers. (NOTE: The NGO Law would have to authorize NGOs to engage in 
mortgagejnancing activities. IfNGOs have this authority, may not want to exempt them 
from licensing, registration and supervision) 

46. Permitted form of organization. 

Article 46. 

A mortgage finance company shall take the form of a joint stock company. 



47. Primary purpose of mortgage finance companies; prohibition from taking deposits. 

Article 47. 

1) The primary purpose of a mortgage finance company shall be to engage in mortgage financing 
activities and such other activities as may be authorized by the Minister of Economy and Foreign 
Trade in the executive regulations and decrees issued under t h s  Law. 

2) A mortgage finance company may not accept money deposits, as described under the 
provisions of Part 111 of the Commercial Law, No. 17 or 1999. A mortgage finance company may 
accept and hold for the benefit of its customers, the deposit of money in relation to its mortgage 
financing activities, provided that all such moneys shall be placed in a segregated account at a 
bank and shall not be commingled with the moneys and other funds of the mortgage finance 
company. 

48. Application process; time for acting on applications; fees. 

Article 48. 

Application for a license and registration as a mortgage finance company shall be submitted to 
the Administrative Authority in accordance with the rules and conditions to be established by the 
executive regulations. The executive regulations shall determine the fees to be paid for granting 
a license and registration, provided that such fees shall not exceed L.E. . All fees fixed 
in the executive regulations shall be paid at the time the application is submitted. Within two 
weeks of the receipt of an application for registration, the Administrative Authority shall accept 
the application as complete or shall provide written notice to the applicant that the application 
is not accepted as complete. Such notice shall specify what additional documents, forms and 
other information must be submitted by the applicant in order for the application to be accepted 
as complete. The applicant shall be considered as having withdrawn his application if within 
three months from the date of the written notice that his application is not complete, he fails to 
complete the application and its annexes or to fulfill any other conditions required by the 
executive regulations. Fees paid by the applicant are not refimdable if the applicant withdraws 
the application, the application is considered withdrawn due to expiration of the three-month time 
period to complete an application after notice that an application is not complete or the 
application is rejected. 

49. Time for approval, reasons for denial of application. 

Article 49. 

1) Within days of acceptance of an application for registration as complete, 
the Administrative Authority shall submit a report and recommendation to the Minister 
of Economy and Foreign Trade to approve or reject the application. The application shall 
be approved or rejected and written notice of such approval or rejection delivered to the 
applicant not more than days from the date the report and recommendation 
of the Administrative Authority is received by the Minister of Economy and Foreign 
Trade. Decisions approving registration applications shall be published in the Official 
Journal. 

2) The failure of the Minister of Economy and Foreign Trade to approve or reject an 
application for registration within the time period specified in paragraph 1) of this Article 
shall constitute an approval of the application. 



3) The Minister of Economy and Foreign Trade, may reject the registration application 
for any of the following reasons: 

a) Violation of any of the provisions stipulated by this Law, its executive 
regulations, or by other laws and regulations, including the laws and regulations 
of the country or a political subdivision of that country in which the head office 
of a foreign mortgage finance company is located. 

b) The applicant's executive officers lack the management capability or 
record of sound business practices necessary to ensure that the mortgage finance 
company will have a reasonable probability of success. 

c) Any of the company's founders, directors or executive officers has 
declared or been declared bankrupt within the five years preceding submission of 
the application for license and registration, unless he has been rehabilitated. 

50. Recording mortgage companies in the registry; minimum capital requirements; work 
licenses 

Article 50. 

1) Each mortgage finance company approved by the Minister of Economy and Foreign 
Trade shall be recorded in a special register prepared for this purpose at the 
Administrative Authority according to the following conditions: 

2) The authorized capital shall not be less than [twenty million] Egyptian pounds and the 
paid up capital shall not be less than [ten million] Egyptian pounds. 

3) The Minister of Economy and Foreign Trade shall set out the terms and conditions 
for issuing work licenses to branches and subsidiaries of foreign mortgage finance 
companies which desire to exercise their activities in Egypt following the effective date 
of the present Law. 

5 1. Issuance of prudential guidelines for operation of mortgage finance companies. 

Article 5 1. 

The Administrative Authority shall set down guidelines for the control and supervision of 
mortgage finance companies in accordance with the provisions of this Law, dealing specifically 
with the following matters: 

a) The method to be adopted for assessment of various assets of mortgage 
finance companies. 

b) Establish criteria for the adequacy of shareholder's equity of each 
mortgage finance company by determining its ratio to assets, to the volume of 
mortgage originations for mortgages which are sold or to liabilities, without 
prejudice to the minimum capital requirement. 

c) Such other prudential guidelines for the safe and sound operation of 
mortgage finance companies and the protection of creditors and customers. 



52. Financial reporting; auditing 

Article 52. 

1) A mortgage finance company shall at least annually, have its accounts, books and 
records examined by two independent auditors to be selected from a register prepared for 
this purpose by the Administrative Authority. The report of the auditors shall be 
prepared in accordance with the accounting and auditing standards specified in the 
executive regulations and shall be submitted to the Administrative Authority within 120 
days of the end of the mortgage finance company's fiscal year and in no event less than 
30 days prior to the date scheduled for convening the company's General Assembly. 

2) Each mortgage finance company shall submit to the Administrative Authority 
semiannual statements on its financial position, activities and the result of its works at the 
dates and in the form designated by the executive regulations. 

53. Examination by the Administrative Authority 

Article 53. 

1) The Administrative Authority, whenever necessary and after the approval of the 
Minister of Economy and Foreign Trade, may delegate one or more officials from a list 
approved by the Minister of Economy and Foreign Trade to examine the books and 
records of the mortgage finance company at its premises within the Arab Republic of 
Egypt. 

2) If the books and records of the mortgage finance company are located outside the 
Arab Republic of Egypt, the mortgage finance company shall either make them available 
to the Authority at a convenient location within the Arab Republic of Egypt or pay the 
reasonable and necessary expenses for the Authority to examine them at the place where 
they are maintained. The Authority may designate representatives, including officials of 
the monetary authority of the country in which the records are located, to inspect them 
on its behalf. 

54. Prior approval required for merger, cessation of operations, liquidation. 

Article 54. 

No mortgage finance company shall merge with or be acquired by another mortgage finance 
company, a bank or any other company or suspend or cease its operations or liquidate 
substantially all of its assets without the prior written approval of the Administrative Authority. 
The executive regulations shall indicate the procedures to be followed in these cases. 

55. Enforcement actions 

Article 55. 

If the Minister of Economy and Foreign Trade determines that the mortgage finance company 
is engaging in unsafe and unsound activities or practices such as to threaten the stability of the 
mortgage finance market or the interests of the company's mortgage customers, creditors or 
shareholders or is in violation of any provision of this Law, the executive regulations issued 



under this Law or the decisions of the Administrative Authority as issued for its implementation, 
the Minister shall have the power to take any of the following actions: 

a. Issue a written warning to the mortgage finance company notifying the 
company of the unsafe and unsound activities or practices, or violations of this 
Law or its regulations and instructing the company to initiate prompt corrective 
action to cease the unsafe and unsound activity or practice or cure the violation. 

b. Issue a written order to cease and desist the unsafe and unsound activity 
or practice or violation of this Law or its regulations. 

c. Issue a written order temporarily suspending the company's authority to 
exercise some or all of the activities for which the company has been licensed. 
Such temporary suspension order may not be for a time greater than ninety days, 

at which time the temporary order will be made permanent or will lapse. 

d. Ask the Chairman of the Board of the company to call a special meeting 
of the Board of Directors in order to review the violations attributed to the 
company and to take such steps as are necessary to correct such violations. 

e. Transfer the servicing of the mortgage loans and other real estate 
financing contracts to another mortgage finance company or to a bank registered 
with the Central Bank of Egypt engaged in the business of servicing mortgage 
loans, provided that such mortgage finance company or bank accepts the 
servicing. Any fees or costs incurred in such transfer shall be paid by the 
company from which the servicing is being transferred. 

f. Require the mortgage finance company to increase its paid up capital or 
its liquidity or both according to the terms and within the period specified by the 
Minister of Economy and Foreign Trade. 

g. Issue a decree merging the mortgage finance company with another 
mortgage finance company or with a bank, subject to the approval of the latter 
mortgage finance company or bank 

h. Cross out the registration of the mortgage finance company. A mortgage 
finance company whose registration has been crossed out must cease its 
operations as a mortgage finance company as of the date the registration is 
crossed out and must transfer the servicing of its mortgage loans and real estate 
financing contracts to another mortgage finance company or a bank or must sell 
all of the mortgage loans and real estate financing contracts held in its portfolio 
within the time period specified in the executive regulations. Commitments to 
f i ~ d  or purchase mortgage loans or real estate financing contracts shall be 
disposed of in accordance with the executive regulations. 

56. Requests for information. 

Article 56. 

1) Every interested party 
Administrative Authority 

shall have the right to have access at the offices of the 
to the documents, registers, and reports pertaining to a 

mortgage finance company and obtain certified statements or copies thereof for the 
payment of a reasonable fee to be set in the executive regulations issued under this Law. 



2) A request for access and review or for obtaining copies of data or documents shall be 
submitted in writing to the Administrative Authority, together with evidence of having 
paid the amount prescribed therefor, provided that the request shall state the applicant's 
capacity, the data or document he wishes to review or obtain a copy thereof and the 
purpose for which it is being requested. 

3) The Administrative Authority may refuse the request if it determines that 
dissemination of the data or the copies requested is likely to disclose trade secrets, violate 
the confidentiality of customer information, cause harm to the mortgage finance company 
or infringe on the public interest. 

57. Annual fees. 

Article 57 

1) Mortgage finance companies shall pay an annual fee to be set in the executive 
regulations, provided that such fee shall not exceed a rate of (0.5% Der thousand Eyptian 
pounds) of the value of all mortgage loans and real estate financing contracts granted and 
purchased during the year, with a maximum of (L.E. 10,000.) 

2) This fee shall be paid to the Administrative Authority during the month of January 
each year for the preceding twelve months. In case of delayed payment, interest shall be 
paid and calculated on the basis of the discount rate as announced by the Central Bank 
of Egypt. The proceeds of the fees paid by mortgage finance companies under this article 
shall be appropriated for spending on purposes related to the control and supervision of 
mortgage finance companies. 

CHAPTER 7 

CONSUMER PROTECTION 

58. Applicability of chapter. 

Article 58. 

This Chapter is applicable to: 

1) all mortgage lenders, including banks, insurance companies, mortgage finance 
companies and other companies who, in the regular course of business, grant mortgage 
loans or otherwise provide financing to natural persons for the construction, purchase, 
rehabilitation, renovation, modernization, rehrbishment, or improvement of real 
property. For purposes of t h s  Part, all such extensions of credit to natural persons shall 
be referred to as "real estate loans"; 

2) all agents of mortgage lenders engaged in the solicitation of real estate loans on behalf 
of the mortgage lender and other persons engaged in the business of arranging real estate 
loans for individuals; and 

3) all real estate loan servicers. 



59. Agents of mortgage lenders and independent arrangers of real estate loans. 

Article 59. 

1) If the person arranging a real estate loan is the appointed agent of a mortgage lender 
or lenders, he will disclose his appointed agent status and act on their behalf, in which 
case the mortgage lender or lenders are responsible for his actions and advice. 
Alternatively, if the person arranges real estate loans from a selection of preferred 
lenders, based on his research of the market, or from the market as a whole, he will 
disclose the mortgage lenders whose real estate loans he is offering for consideration. 

2) Persons engaged in the regular business of arranging real estate loans for individuals 
may charge a fee for their services, provided that such fee shall be not less than L.E. 

and not more than L.E. 

60. Required notices and disclosures 

Article 60. 

Every mortgage lender or person arranging a real estate loan for an individual shall give or cause 
to be given, to each person from whom it receives or for whom it prepares a written application 
for a real estate loan, a notice, written in plain language easily understood by the average loan 
applicant and in such form as shall be established by the executive regulations of the 
Administrative Authority, disclosing the following information: 

a. the initial interest rate to be charged on the loan, the total interest which 
will be paid during the term of the loan based on that rate, the conditions under 
whch such interest rate may be changed and the basis or method used to change 
the interest rate. 

b. a good faith estimate of all costs and fees which will be charged to the 
borrower for granting the loan and during the term of the loan. 

c. the duties and obligations of the borrower to make payments of principal 
and interest on the loan in accordance with the repayment schedule for the loan. 

d. the restrictions on the use and disposition of the property to which the 
debtor agrees upon signing the mortgage agreement. 

e. the consequences for the debtor if he fails to make his payments when 
due, that the mortgage lender may demand that the entire debt be repaid in full if 
the debtor does not make his payments and that the debtor could lose his property 
through execution and sale at public auction; 

f. the remedies and rights of the debtor to reinstate the loan or redeem the 
property if the debtor defaults on the loan. 

g. that the real estate loan applied for may be sold or assigned, or the 
servicing of the loan may be sold or assigned, and that the real estate loan will not 
necessarily be held or serviced by the mortgage lender which originates it. 

h. that the mortgage lender or servicer may disclose information about the 
debtor which would otherwise be confidential to a purchaser of the loan, the 
auditor of the purchaser of the loan, a rating agency or the Capital Market 
Authority. 



Each debtor shall sign an acknowledgment that he has read and understood the aforedescribed 
written notice. 

61. Disclosure of costs to originate loan; name of sewicer 

Article 6 1. 

At the time of closing of any mortgage loan the lender shall provide the debtor with a written 
itemization of all costs charged to the debtor for granting of the loan and, if the initial servicer 
of the mortgage loan is different from the mortgage lender, a written notification of the name of 
the initial servicer which will be servicing the loan and the address at which loan payments 
should be made. 

62. Crediting debtor's payments. 

Article 62. 

A mortgage lender or servicer of a real estate loan must credit to the debtor's or debtor's account 
any payment received within - banking days of the date it was received, unless: 

a. the payment is insufficient to pay the principal, interest, late charges, and any reserves 
then due; 

b. the loan is in default; or 

c. the payment is received at an address other than the address for payment specified in 
writing to the debtor. 

63. Reports to debtor 

Article 63. 

1) Unless a mortgage lender or servicer of a real estate loan regularly provides the 
information described in paragraphs (a), (b), and (c ) below, in monthly statements to 
debtors, the servicer shall deliver to a debtor, within 15 days after receipt of a written 
request, a statement of the debtor's account including the following information: 

a. the date and amount of all payments credited to the account within the previous 
12-month period; 

b. the amounts of all principal and all interest paid on the account within the previous 
12-month period; and 

c. the total unpaid balance of the real estate loan. 

2) The first two statements requested for an account in any 12-month period shall be 
provided without charge. If more than two statements are requested for the same account 
in a 12-month period, the mortgage lender or servicer may charge a reasonable fee for the 
additional statements. 



64. Notice requirements if servicer is changed. 

Article 64. 

If the servicing of a real estate loan is assigned from the mortgage lender or initial servicer to a 
successor servicer, the mortgage lender or initial servicer and any successor servicer shall each 
mail, at least ten days before the due date of the first payment due after the assignment, a written 
notice to the debtor, at his last known address contained in the assigning servicer's records, 
notifying the debtor of the assignment of servicing and of the address at which future loan 
payments should be made. No late payment penalty may be assessed against a debtor with 
respect to a payment which is misdirected because of errors in the notices required or failure to 
timely mail the notices. 

65. Filing of complaints. 

Article 65. 

The Minister of Economy and Foreign Trade shall issue executive regulations setting out the 
procedures for the filing and hearing of complaints against mortgage lenders, agents and servicers 
for violation of the provisions of this chapter and the executive regulations issued hereunder. In 
each of its offices, every mortgage lender and servicer will have available a copy of this chapter 
and the executive regulations issued hereunder relating to complaints and hearing of complaints 
and will display a notice in a prominent position which states that any debtor who has a question 
or complaint about the obligations of the mortgage lender or servicer under this Law may file a 
complaint with the Administrative Authority and giving the address and telephone number of the 
Authority. 



SECTION 2.0 

IMPACT OF EGYPT'S PROPOSED MORTGAGE 
LAW ON MORTGAGE MARKET DEVELOPMENT 

2.1 Background 

The passage of the proposed Mortgage Law will mark the beginning of a modem housing 
finance system in Egypt. The law will encourage banks and, possibly, new specialized 
mortgage lenders to develop retail home lending as a major line of business because mortgage 
lenders will have some assurance that they will be able to realize on mortgage collateral in a 
timely and cost effective manner. The risk of losing the mortgaged property also should 
provide a powerful incentive to mortgage borrowers to keep their loan payments current. 

The new Mortgage Law will remove the legal impediments that have prevented the 
development of a mortgage finance system in Egypt. However, the Mortgage Law alone will 
not be sufficient to generate a meaningful level of effective demand for mortgage credit or to 
create the institutional structure required to deliver a large, stable volume of mortgage 
funding. These essential elements of a well functioning mortgage finance system depend on 
a number of factors: 

1. Continued economic growth that translates into rising household income; 

2. A decrease in mortgage interest rates from their current high levels; 

3. A lengthening of the maturities of mortgage loans offered; 

4. The willingness of potential mortgage lending institutions to invest the 
financial and human resources required to organize and manage a mortgage 
lending function; 

5.  Public understanding and endorsement of the concept of incuning a large, long 
term debt to finance home purchase; and 

6. Acceptance of mortgage-related securities by capital market participants. 

2.2 Initial Size of the Residential Mortgage Market 

Mortgage lenders can be expected to target mortgage lending to the segment of the population 
they perceive as good potential customers - middle to upper income households, particularly 
young professionals with strong future earnings prospects. This target market would consist 
of households with incomes of at least LE 2,000 per month, including income derived from 
informal sector employment. 

It is possible that when the public becomes aware that banks and other mortgage lenders are 
offering mortgage loans, a significant number of lower-middle income households will seek 
housing finance. However, many of these potential applicants would not qualify for any 
meaningful amount of credit at the current interest rates of 14 to 15 percent and loan 
maturities of 10 to 15 years even if they have a reliable, stable and verifiable source of 
income. For example, a household with a monthly income of LE 1,000 could only qualify for 
a 14 percent, 15-year mortgage in the amount of about LE 22,500. A complicating factor is 
that lower middle income households are less likely to have verifiable incomes because a 
significant share of their income may be derived from informal employment. Without a 



verifiable stable source of income, many of these households would not qualify for formal 
mortgage finance at all. Households with uncertain future earnings prospects also are less 
likely to be willing to take on a long-term financial commitment. In addition, the costs of 
originating and servicing small loans to this segment of the population would make them less 
profitable for the mortgage lender, particularly during the start-up period when the lender has 
a limited volume of mortgage lending activity over which to spread his administrative 
expense. 

As a result of these factors, while the total demand for mortgage credit may be large, the 
effective demand from "bankable" credit customers can be expected to be limited. It appears 
that in 1998, the target middle to upper income market segment accounted for sales of about 
60,000 new homes of a size of 100 square meters or more and a purchase price of LE 100,000 
and above. In addition, it has been estimated that resales of similar housing units accounted 
for an additional 18,000 to 35,000 home sales, for a total sales volume estimated at between 
80,000 and 100,000 dwelling units for the year. If it is m h e r  assumed that the average 
selling pnce of the dwelling units purchased was LE 150,000, the aggregate value of home 
sales in the year 1998 to the target market segment for mortgage finance could be estimated 
at LE 12 to LE 15 billion. Over the next year or so, the oversupply of more expensive 
housing units on the market is expected to continue to depress the housing market. The 
average selling price of middle to upper income units is not expected to increase above the 
1998 level. 

Most housing units were purchased for cash or financed with short-term loans or seller- 
financed installment sales or lease-purchase contracts requiring a large initial deposit of 30% 
to 50% of the purchase price. Therefore, it may be assumed that most of the households 
which have purchased homes in recent years could have qualified for a mortgage loan under 
generally accepted credit underwriting standards, either on their own credit or with a parent 
as a co-signor or guarantor. However, in the near term, during the transition from a period 
in which the great majority of home purchases were effected without financing to a more 
highly developed housing finance system, it is likely that only a portion of home purchases 
will involve mortgage financing. Based on the experience in Eastern Europe in the first few 
years after the introduction of private sector mortgage finance, it is estimated that, initially, 
only about 20 to 30 percent of middle to upper income home buyers would finance their home 
purchases. In addition, the average loan-to-value (LTV) ratio probably would not exceed 50 
percent as long as interest rates are in the 14 to 15 percent range. Based on these assumptions, 
for the first year or so after the enactment of the mortgage law, the potential annual volume 
of mortgage lending is not likely to exceed 25,000 loans per year for a total loan volume of 
LE 1.5 to LE 2 billion. This limited volume of mortgage lending activity may not be 
sufficient to support more than a few primary mortgage lending institutions or a meaningful 
volume of mortgage securitization transactions. 

Increasing the volume of mortgage lending in Egypt will require changes in the attitudes of 
the public and bank management towards debt financing of home purchases. Egypt, like 
many other developed and developing countries, does not have a consumer credit culture. 
Until recent years, even commercial transactions were conducted largely on a cash basis. 
Because of well-entrenched cultural biases, the public has reservations about incurring debt, 
especially for non-investment purchases. The apparent reluctance of banks to lend and people 
to borrow for home purchase can be expected to constrain the rate of growth in mortgage 
finance in Egypt. The market may not reach its full potential for a number of years. Public 
information and education about the responsible use of credit will be essential to the future 



growth of the residential mortgage market. Banks and other mortgage lenders may have to 
launch extensive marketing campaigns to promote mortgage lending, similar to the current 
promotion of bank debit and credit cards, to generate the volume of lending needed to earn 
an acceptable return on equity. 

A bank will not actively pursue residential mortgage lending as a major line of business and 
commit the financial and managerial resources required to build a viable mortgage lending 
hnction unless bank management is convinced that mortgage lending will be profitable and 
will not expose the bank to undue risk. As has been the case in other countries, Egyptian 
banks can be expected to shift more of their activities into retail banking, including mortgage 
lending, as increasing competition compresses the margins on prime commercial credits. 
Banks in other countries have seen that the net interest margins on a portfolio of smaller loans 
are greater and the risks less than for large corporate loans. While the administrative costs of 
originating and servicing consumer loans may be higher, the net interest margins generally 
are sufficient to cover these costs and generate as high, if not higher, returns on equity than 
traditional bank commercial lending. Banks also have learned that mortgage transactions 
create a long-term relationship with a customer that enables the bank to cross-market other 
profitable financial services to the customer to generate additional interest and fee income. 

2.3 Impact on the Oversupply of Luxury Housing Units 

One of the principal reasons for the high priority given to mortgage market reform in Egypt 
today is to stimulate sales of the thousands of vacant or partially completed luxury flats (i.e. 
flats costing LE 300,000 or more) which have been constructed in Greater Cairo and the new 
cities over the last several years. However, the availability of mortgage credit, even under 
concessionary rates and terms, probably will have little impact on the demand for these units 
until the market values of luxury flats reverse their recent declines and begin to appreciate 
again. The market perception that the prices of these units will fall further probably is a 
greater deterrent to sales than the lack of availability of mortgage financing. 

After the enactment of the Mortgage Law, the banks which have the greatest exposure to 
potential losses on their loans to the developers of luxury housing projects may begin offering 
mortgage loans on more attractive terms (e.g. 15-year loans) to help sell the units in these 
projects and convert nonperforming loans to developers to performing loans to home buyers. 
This may result in an initial spike in mortgage lending activity at these banks. As the 
oversupply of luxury units is absorbed, which may take several years, the volume of mortgage 
lending at the impacted banks can be expected to decrease and stabilize at a more normal 
long-term level. 

It should be acknowledged that while mortgage loan programs targeted to prospective 
purchasers of the luxury units a bank has financed can be expected to help the developers 
market the units and to result in some increase in the number of households who can afford 
such flats, household income and mortgage interest rate constraints will limit the stimulative 
impact of the availability of mortgage finance. The reality is that a household with a monthly 
income of as much as LE 6,000 could only qualify for an LE 135,000 mortgage at a 14 
percent interest rate and a 15 year term to maturity, if a 30% payment-to-income ratio is 
applied. The only ways developers could significantly open up the market for their units 
would be to lower the selling prices to the level where the prospective buyer could afford to 
pay the balance of the purchase price in cash andlor buy down the interest rate so that buyers 
could qualify for a larger mortgage loan. For example, in order to qualify the household 



earning LE 6,000 per month (a monthly mortgage payment of LE 1,800) for an LE 150,000, 
15 year mortgage on a flat selling for LE 300,000 (50 percent LTV), the developer would 
have to buy the mortgage interest rate down to approximately 12 percent by giving the lender 
an up-front payment of LE 15,000. 

Once the current oversupply of luxury flats has been absorbed, banks can be expected to be 
more conservative in underwriting loans to developers to build similar projects. The 
experience of other countries, including the United States, is that the prices of lwtury housing 
tend to be more volatile than the prices of moderately priced housing and, therefore, lending 
in this se,gnent of the market involves greater credit risk. In addition, a purchaser of a luxury 
housing unit, despite his greater wealth and income, is more likely to default on his loan if his 
financial circumstances deteriorate or the value of the home falls, particularly when the home 
purchase is for investment rather than occupancy or the home is a vacation villa. 

2.4 Impact on the Lower Income Housing Market 

Facilitating access to housing credit on market terms and interest rates should not be expected 
to have a significant impact on increasing the availability of housing for lower income 
households. Housing for the lowest income groups usually will not be brought within the 
scope of the formal housing finance system because low income households are unable to 
either accumulate the savings required for a down payment and or allocate 25 or 30 percent 
of their incomes to mortgage payments. Some low income households will remain outside the 
formal housing sector entirely (e.g. squatter settlements), others will rent a room or two and 
some may be eligible for government rental programs. 

Formal home ownership generally is not achievable for lower income households without 
some form of government intervention. If government policy is that the social contract 
between the government and the population commits the government to attempting to provide 
the opportunity for safe, sound and sanitary housing for all people, the issue is how to 
leverage scarce budgetary resources to maximize the housing benefit to lower income 
households. 

The government of Egypt could continue its existing programs of low income housing 
construction and allocation, implement some form of direct or indirect interest rate subsidy 
for mortgage loans granted by formal financial institutions or provide credit guarantees for 
lower income households. Many governments have been experimenting with innovative 
housing support programs that provide incentives for private sector involvement in the 
provision of low income housing which could be adapted to the situation in Egypt. 

Commercial banks, and private banks in particular, cannot be expected to provide mortgage 
loans to lower income households unless they are required to do so by law (as in the United 
States under the Community Reinvestment Act and the laws governing the government 
sponsored secondary mortgage market agencies) or the government provides sufficient 
financial incentives through subsidies, guarantees or tax credits (as in virtually all developed 
and developing countries). 

All programs for government intervention in the housing market carry the risk of building up 
large non-transparent contingent liabilities and creating distortions in the housing and credit 
markets. It is recommended that before the government of Egypt decides to expand its 
intervention in the provision of low income housing to include mortgage financing as well as 
its direct production and rental programs or to shift its focus to direct or indirect housing 



finance subsidies, the government undertake a comprehensive evaluation of the costs and 
benefits of the many alternative models of government intervention employed in other 
countries. Many government programs have been massive failures in that despite government 
budget expenditures that represented a significant share of GDP, the beneficiary low-income 
households did not receive housing benefits commensurate with the investments made. 



SECTION 3 

CRITICAL FACTORS FOR 
MORTGAGE MARKETDEVELOPMENT IN EGYPT 

3.1 Background 

Since the early 1990's, the interest in housing finance has increased dramatically in emerging 
market economies. Most countries have recognized that an efficient and dynamic housing finance 
sector would contribute to the improvement of their financial systems and the development of 
their housing markets.' However, the specific situations have varied from country to country. 
Some countries have had to develop effective systems for the first time in their history, while 
others have had to rebuild market-based systems that were dismantled by mis-guided government 
policies. Many countries also have given consideration to creating some form of secondary 
mortgage market system to channel liquidity into the sector. 

Like its counterparts around the world, the Government of Egypt wants to significantly improve 
Egypt's housing finance sector. The best path towards that goal depends on a variety of 
considerations. Some aspects of the route are time-proven prerequisites, such as the existence of 
effective loan recovery laws and procedures. Many other aspects are optional, such as the 
development of secondary mortgage markets and the authorization for specialized housing 
finance institutions. Tlxs report is intended to provide direction for the effort, both in meeting the 
prerequisites and in considering the options. 

This report begins by describing current conditions in the Egyptian housing finance system. It 
then describes the legal and structural aspects of a well functioning system. After this, the report 
identifies critical elements which need to be developed in the Egyptian system, and suggests how 
the system can be improved. This is followed by identifying specific steps that can be taken to 
stimulate the development of the market. 

The report is prepared under the auspices of DEPRA, a USAID-funded project in Ministry of 
Economy and Foreign Trade. 

3.2 Financing and Building Housing in Egypt 

With a rate of population growth of about 2.3 percent, it is estimated that Egypt adds about 1.4 
million new citizens each year. To maintain the current average size of household of 4.8, 
roughly an additional 300,000 housing units are needed on net each year.' How are those 
thousands of new units currently being provided? For 1998, the Ministry of Housing and 

' Developed countries, as well as emerging economies, were revamping their housing finance systems. Past 
tradition had been to create specialized channels for funding housing and failures of those channels or desire for 
increased efficiency caused a convergence towards integrated domestic f iancial  markets. 

The gross number of new units could be more, because there are removals of older units. On the other hand, there 
are also subdivisions of exis t ig  units that expand the supply. Little is known about the numbers of such removals 
or subdivisions. 



Development ("MHD") estimates that about 260,000 new units were built, of which an estimated 
180,000 were formally licensed. The remainder, about 80,000 units, probably were added 
informally, either through urban squatter construction, encroachment on agricultural land in rural 
areas, or by adding units on top of existing structures (some of which may be relatively good 
quality units). 

Of the 180,000 formal sector units, 122,000, or about 68 percent, were classified as "low-cost or 
economic," indicating that the average unit size was 60 square meters or less and the average unit 
cost was under LE 42,000. These housing units usually were occupied by households in the low 
to lower middle income classes, with an estimated average annual income, including income 
derived from informal employment, of less than LE 12,000 per year. Based on the available 
data, it appears that of these 122,000 units, about half were developed under the auspices of the 
on-going subsidized rental housing program of the government and thus financed directly out of 
budget appropriations to the MHD. Some of the other half were built by government-owned 
contracting companies or were subsidized through other programs. Others were built as 
additions, most commonly to be rented. 

That leaves about 60,000 formal sector units to be accounted for, all of which were classified as 
being for households with incomes over LE 12,000 per year. More than half of these (33,000) 
were in the middle-income range, averaging about 100 square meters in size, about LE 100,000 
in cost and appealing to households earning an average annual household income of about LE 
24,000.) Another 14,000 units were in the upper-middle income range and costing about LE 
150,000-200,000. 

How are these better quality units financed? The most common form of financing is an all cash 
purchase. In the case of new construction, buyers frequently make an initial deposit of 50 
percent or more of the purchase price of the units and pay the balance in installments during 
construction. Some Islamic banks and developers offer installment payment terms for the 
housing units they have built themselves. The initial deposit ranges from 20% to 50% with the 
balance paid in installments over 3 to 5 years. Some developers of luxury units in excess supply 
are temporarily offering better terms, e.g., 15% to 30% down and payments of up to 7 years. One 
observer stated that the market in middle-income housing, about 100-150 square meters, is quite 
strong, based solely on the traditional methods of cash or short-term installment financing. 
Presumably the cash required for home purchase has been accumulated partly through savings 
and partly through intra-family transfers, both of which might be enhanced by foreign 
 remittance^.^ 

It is likely that the initial market for formal sector housing finance consists of those new units 
sold to middle and upper income groups, or about 60,000 units of new housing per year, plus 

' The estimates of the categories of houses by size expense and income of purchaser were prepared by Dr. Samir 
Makary. It is notable that the results of his analysis accord with experience in many other developing countries, in 
that typically households seek to buy houses that cost about 4 times their annual incomes. In this case, he estimates 
that the typical middle-income household has a monthly income of about LE 2000 and is the typical buyer of flats 
costing about LE 90-100,000, a ratio of 4 to annualized income. 

Not all of these units would be owner-occupied. Although the practice of buying units and leaving them empty is 
probably receding, the renting of such investment units is probably increasing. 



whatever turnover occurs in the resale housing market.' Informed opinion seems to be that 
although there are real estate agents for upper income luxury housing, the general resale market 
is fragmented and informal. The resale market probably is significant in aggregate size. 
Moreover, it has taken on much greater significance since 1995 in response to the decline in 
inflation and rise in the real interest rate and the end of rent controls on new rental contracts. 
There is no way to estimate the size of the market, other than to expect that deaths and changes in 
economic circumstance might lead to turnover in at least 0.5-1.0 percent of the stock each year, 
or about 70-140,000 units, of which perhaps up to one fourth, or 18-35,000 would be formal 
sector, middle to upper income units. It is estimated that in 1998, approximately, resales of 
middle to upper income units accounted for an additional 20,000 home sales. 

Based on the foregoing estimates for 1998 and an assumed 3% annual rate of increase in total 
home sales without mortgage finance, the total volume of sales of middle to upper income, 
formal sector housing units is projected at approximately 85,000 units for the year 2000 and 
87,500 units for 2001. The availability of mortgage finance is expected to increase the volume of 
home sales by 2096, assuming an average loan-to-value ratio of 50%. Therefore, the volume of 
middle to upper income home sales after a mortgage finance system is created in Egypt is 
projected at approximately 102,000 units in 2000 and 105,000 in 200 1. 

Is formal sector mortgage finance already playing a role in the housing market? So far, the 
project team has only anecdotal evidence that market-based mortgage finance is being provided 
by formal financial institutions. The team has been told that nearly all commercial banks, plus 
the Housing and Development Bank, and the Real Estate Bank, make some amount of loans to 
individuals on commercial terms to purchase or build homes. In addition, banks are financing 
loans to developers that are then passed on and paid off in installments by final buyers. 
However, the fact that no banking official was able to quote a figure for these activities may 
indicate the small size and low priority of this activity. 

What terms are being offered for formal mortgage finance? Interviews with bankers indicated 
that the most common maturities for individual loans were 3 to 5 years, with 7 to 10 year 
matunties offered primarily to the banks' own employees and the employees of major corporate 
clients. Mortgage loan interest rates range from 14 to15 p e r ~ e n t . ~  It appears that at least one 
bank is offering to formally tie this rate to a "market" rate, such as 3-month T-bills, but in 
general the rate was viewed as being "fixed" unless economic circumstances change 
significantly. Bank management has indicated that the maximum loan-to-value ratio is 50% to 
60%. 

It possible that a large number of the lower-middle income groups will seek mortgage loans early on. This is 
considered to be unlikely both because lenders will not target this part of the market until they have developed their 
systems for more efficient mass lending on smaller loans and because these households are less likely to have 
verifiable incomes (many will have several jobs, mostly non-verifiable) or a desire to take on such a long-term 
financial commitment. 

An open question is whether these "market" loans are truly commonly available currently. It appears that this 
format is not as common as is follow-on financing of a development loan. Such financing starts with a development 
loan for a construction period of about 2 years, with the purchaser putting down a deposit of up to 50 percent of the 
price of the flat (and therefor a large part of the cost of actually constructing the flat). The bank makes payments 
towards the rest of the cost of construction and, at time of completion and occupancy, finances the rest of the 
purchase price for qualified buyers over a period of up to 5 years. 



Are these terms likely to change significantly with the introduction of a more developed and 
competitive mortgage market? Surprisingly, the analysis suggests that an improved system may 
not significantly alter many of these terms. First, the current interest rates of 14-15 percent imply 
a gross margin of only about 3.0 percent over a cost of funds of about 11-12 percent (fixed 
deposit rate of 9-10 percent plus 1.5 percent for the cost of the 15 percent cash reserve plus 0.5 
percent for the cost of deposit raising). Such a spread is relatively low for a developing country 
and banks are unlikely to price loans at a narrower spread no matter what amount of competition 
is forthcoming. Second, the most that a borrower can generally qualifir to borrow at current 
interest rates, current terms, and a payment-to-income (PTI) burden of 25-33 percent will be 
about 35-50 percent of the cost of the house (assuming an average annual household income of 
LE 24,000 and a house price of 4 times annual income), in which case the stated maximum loan- 
to-value (LTV) ratio becomes irrelevant. 

The aspect of the market that is most likely to change is the length of repayment term. It appears 
that although some banks have indicated a willingness to consider offering mortgages with 
maturities of 10 to 12 years, most banks currently do not want to offer mortgage loans with 
maturities greater than 7 years. The principal concerns expressed by the bankers interviewed 
were the mismatch of the maturities of their short term deposit funding sources with longer term 
mortgages and the general exposure to the credit risk of the borrower for too long a time. As the 
perceived concerns about liquidity are reduced by the use of securitization and bond funding and 
lenders gain experience with the performance of longer term housing loans, they may be willing 
to extend loan maturities to 15 to 20 years or use balloon payment loan structures based on a 20 
to 30 year amortization period. The most common term to maturity for mortgages in both 
developed and developing countries other than the United States (where the average contractual 
matturity of mortgage loans is almost 27 years) is 15 years. 

Such a shift would have significant implications for the housing market. The table on the 
following page shows the maximum loan amount for which a borrower with an annual income of 
LE 24,000 would qualify under terms to maturity ranging from 3 to 30 years. In all cases, the 
price of the house being financed is LE 100,000, the PTI is 30 percent, the interest rate on the 
mortgage is 14 percent and the principal and interest are paid in monthly installments on a hl ly 
amortized basis. As the data in the table indicate, under the current 3 to 5 year maturities offered, 
the maximum loan for which the borrower could qualify would represent less than 26 percent of 
the cost of the house. If the term to maturity of the mortgage loan were extended to 7 years, the 
borrower would be able to finance almost one-third of the LE 100,000 cost of the house and 
would still have to pay 68 percent of the cost of the house in cash. While financing about one- 
third of the total purchase price of the house could increase home affordability for a small 
segment of the population, it would not be expected to have a material impact on the total 
volume of residential home sales. 

Extending the maturity of the mortgage loan to 12 or 15 years has a fairly significant impact on 
the share of the purchase price of a house which can be financed, increasing the percent financed 
to 42% and 45% respectively. As the schedule indicates, extending the term to maturity of the 
mortgage loan beyond 15 years does not significantly increase the maximum amount of the loan. 
Even with a thirty year maturity, a household earning LE 24,000 per year would qualify for a 



loan of only 50% of the purchase price of a typical middle income housing unit. In order to 
increase the affordability of housing credit, mortgage interest rates will have to decline. Since 
interest rates in Egypt have been falling in recent years as inflation has been brought under 
control, mortgage interest rates over the next year or so can be expected to moderate along with 
the interest rates in the bond market. 

IMPACT OF EXTENDING LOAN MATURITY ON THE AMOUNT OF FINANCING 
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It is apparent that no bank has actively marketed housing loans on the terns described above. 
This is not explicitly because of concerns about sustaining losses on default because of the 
existing weak mortgage foreclosure laws. It appears that lenders have enforced prompt payment 
on housing loans by using the post-dated check method of encouraging repayment, (the new 
commercial law effectively eliminates this practice as of October 1, 2000) and this, combined 
with careful screening of borrowers, has kept loan delinquencies low. Instead, it seems that 
banks have chosen not to be active housing lenders because they are not interested in retail 
lending in general. However, several banks, particularly the private banks, have stated their 
intention to more actively pursue retail lending and have begun offering credit cards, ATM cards, 
and auto loans. 

While commercial banks have not actively marketed housing loans for individuals, it is 
surprising, and perhaps indicative of consumer attitude, that so few people are actively seeking 
the loans that are "available." The banks indicated that they do make loans to those who apply 
separately from a developer and who meet their requirements. However, not many meet the 
requirements. This situation might suggest that effective demand for housing loans will be 
relatively subdued even after enactment of the proposed mortgage law. The cost of borrowing 
will remain high relative to the return on bank savings deposits. With the current 5 percent 
spread between the interest rates paid on savings and charged on mortgage loans, there would be 
a strong incentive for would-be borrowers to draw upon cash savings rather than borrowing to 
purchase a home. 



It will take time and commitment by banks and other potential mortgage lenders for a more 
viable housing finance system to evolve in Egypt. However, experience in other countries 
indicates that dissemination of public information about mortgage lending, active marketing of 
housing loans by banks and developers and a positive attitude by motivated loan officers and 
other bank staff combined with affordable terms for housing finance can stimulate effective 
demand. In addition, more employers may offer to subsidize or guarantee loans to their 
employees or at least facilitate direct payroll deductions for mortgage payments. Banks also may 
create programs to cross-market other profitable financial products to their mortgage customers. 
This next stage of development of the mortgage finance system in Egypt awaits the resolution of 
the key concerns of potential lenders. These concerns are discussed next. 

3.3 Reliable Loan Recovery 

The foundation of any viable long-term housing finance system is reliable loan recovery. 
Housing loans are small relative to traditional commercial lending and they are for a much longer 
term. Lenders will not enter into such long-term relationships with small borrowers unless they 
have confidence that for the great majority of loans, payments will be made regularly, with 
minimal collection effort and cost for the lender, and that those loans which do go into 
delinquency and default can be resolved in a timely and inexpensive manner.' 

The first step in assuring timely repayment of any loan, including mortgage loans, is proper 
underwriting of the credit. Proper underwriting attempts to determine both the borrower's 
ability and his willingness to pay his debt when due. To determine the ability of a borrower to 
meet his obligation to pay, there should be a rigorous evaluation of the borrower's circumstances. 
This begins with information about the history and stability of the borrower's income. This is 
not straightforward when the borrower has one or more income-earning activities outside of 
formal sector employment. 

The lender also must determine what is a reasonable maximum burden to be placed on the 
borrower's income to service the mortgage loan. This "payment-to-income" (PTI) ratio is one of 
the most important determinants of the access of the public to housing finance. Typically, PTI 
ratios are in the range of 25-30 percent.' In some countries with strong and stable economies and 
good information on a prospective borrower's credit history, lenders may pennit borrowers to 
take on a mortgage repayment burden that is as much as 40 percent of income. If the borrower is 
already heavily indebted, a lender will take the total debt burden of the applicant, including the 
mortgage loan, into account and will underwrite the mortgage loan at a lower PTI. 
Unfortunately, in Egypt as in many other countries, it is difficult for lenders to determine the 
amount of debt the prospective borrower may already have. 

' If these conditions hold, such lending can be viewed as very attractive, since the loan is quietly bringing in 
additional revenue with relatively little effort. 

One confusing aspect of cross-country comparisons is the definition of "income" and what is expected to come out 
of it for other purposes. Most counties other than the U.S. define it as "net income" where taxes have been 
deducted. This need not be the same as "take-home income," where additional deductions for retirement or other 
items are routinely removed. In some countries, where educational and medical services are filly state-provided, 
the burden can be higher. 



The ability to repay is not all that needs to evaluated. The habit of repaying is nearly as 
important. From this perspective, the ideal lending situation is one where the lender has first- 
hand information about the borrower or has access to reliable information about the payment 
habits of the borrower. In many societies, this means that lenders require some kind of track 
record with the lender, e.g., the borrower must have been a customer and sometimes even have 
been making regular contributions to a deposit account. In more developed financial systems, 
there are other methods of gaining the information, such as credit bureaus, where the credit 
history of the borrower can be verified. Such a credit bureau is currently being developed by the 
Egyptian Bankers Association, and the Central Bank of Egypt presently circulates a list of 
problem commercial borrowers among the banks. The difficulty in countries like Egypt, which 
does not have a consumer credit culture, is that an applicant for a mortgage loan may have never 
obtained formal credit of any type and, therefore, has no credit history. In these cases, the lender 
can accept "proxies" for a credit history, such as payment of taxes, telephone bills, utility bills 
and other recurring contractual obligations. The issue is whether the borrower has shown that he 
can meet a regular contractual payment obligation. 

The evaluation of the creditworthiness of the borrower should be done by trusted entities, 
preferably those under the control of the lender or the investor, if the loan has been securitized. 
Similarly, serious and professional monitoring of repayment is needed, as is skilled intervention 
at the first sign of delinquency. This is also best done by the lender or the investor whose money 
is at risk. Although it may be cheaper to use an outside agent for one or more of these functions, 
doing so can significantly undermine the reliability of r e c ~ v e r y . ~  

The second key to reliable loan recovery is the existence of a mechanism for assuring repayment 
if the borrower's circumstances deteriorate. In most societies, this leads to a focus on the 
property pledged as collateral for the loan. Access to real property as collateral furnishes a source 
of wealth and provides a strong incentive to borrowers to repay the loan. But some societies, 
including Egypt so far, have been able to secure a high rate of repayment on personal loans by 
other techniques, such as threatening criminal prosecution and imprisonment for failing to honor 
checks, or losing retirement or severance benefits, or simply dishonoring friends and relatives 
who are notified as guarantors in case of default. 

This distinction is often lost when people look at some developed economies where the 
mechanism for foreclosure is well established and effective. Even in most Western societies, it is 
considered highly undesirable by all parties for the bank to foreclose on a person's house. The 
legal ability to foreclose and dispossess serves primarily as an incentive for the borrower to do 
everything possible to repay, including selling the house to pay off the loan, if necessary.'' 
Paradoxically, the ability to encourage repayment through foreclosure and dispossession makes i t  
less likely that dispossession will be needed. 

For example, the Philippine government is faced with losses of up to USD 1 billion on a government housing 
lending program primarily because they allowed the developers themselves to evaluate the borrowers and the 
properties. 
10 One of the reasons why rapid and decisive execution of a mortgage is Important in the U.S. is that U.S. lenders 
make loans that are a very high proportion of the cost of the house. As a result, most defaults are associated with 
situations where the value of the house is now at or below the principal of the loan. In such a case, borrowers have 
no incentive to repay and lender losses will mount rapidly if a forced sale is delayed. 



The most important factor in determining the strength of the lender's position is certainty that the 
debt can be recovered, i.e., that the mortgaged property can be sold to pay off the loan. The 
certainty that the property can be sold to realize the amount of the debt is as important, if not 
more important, than the time required to bring the mortgaged property to forced sale. The 
important point is that, without clear and enforceable procedures to realize on the mortgaged 
property, the lender will have to spend more resources managing delinquent and defaulted loans 
and the borrower may place a low priority on making his payments when due. 

In a system in which foreclosure is the principal tool to enforce loan recovery, it is important to 
carefully evaluate the value of the real property to make sure that it will provide adequate 
collateral. In other words, will the house be worth as much as the loan, plus accrued interest and 
foreclosure expenses? Realistically, this evaluation does not become critical unless the loan 
amount is more than half the fair market value of the house. The determination of the value of 
real property to be pledged for a mortgage should follow established professional standards and 
procedures and should be conducted by a competent real estate valuer (appraiser) who is either 
an employee of the technical department of the bank or a certified independent technical expert. 
The bank's reliance on the proper performance of technical experts involves what has come to be 
known as agency risk, the risk that property valuers or other agents of the lender will not perform 
as specified. 

3.4 Managing Financial Risks 

In addition to credit risk, mortgage lenders must manage other types of risks related to holding a 
portfolio of longer term mortgage loans. Often called the "financial risks" of housing finance, 
these include funding risk, interest rate risk, and prepayment (or option) risk. Funding risk arises 
when a portfolio mortgage lender funds mortgage assets with liabilities that have dissimilar 
durations or cash flow patterns over time. This is a basic issue for all longer-term lending, 
whether from the viewpoint of a portfolio lender, an intermediary between an investor and a 
borrower or an investor himself. In this respect, long-term housing lending can have an 
advantage over other types of long-term loans because a housing loan usually is hl ly amortizing, 
with principal repayments being made over the entire life of the loan. Thus, the duration is less 
than that of a bond of similar maturity. 

The potential mismatch of duration or cash flows between a portfolio of mortgage loans and the 
liabilities used to fund that portfolio can be managed by issuing debt, including deposits and 
bonds, across a broad range of final maturities. However, in Egypt, as in most other developing 
market economies, the weighted average maturity of bank deposits is less than one year. Hence, 
it would seem that bank deposits would not be a satisfactory source of funds for mortgage 
lending. However, banks deposits are the major hnding source in many countries, including the 
UK, Germany, all of the Central European countries, Malaysia, Australia, Argentina, Barbados, 
and South Africa. Even the savings and loan institutions in the U.S. made the bulk of their loans 
for many years with relatively little use of financing from the capital market." 

" The U.S. savings institutions had access to a liquidity facility and a securitization conduit, but neither was used to 
fund the bulk of their loans before 1980. Until recently, the UK building societies had neither source for medium 
term funding. Both sets of institutions were protected from competition for their funding base, though. 



The evidence is that bank deposits are a relatively stable pool of funds in Egypt. To a great 
extent, the banking sector possesses a large pool of funds that has risen steadily with long-term 
trends in nominal GDP and financial deepening. In fact, Egyptian enterprises have traditionally 
relied upon the banking sector for longer-term financing, as indicated by the 25 percent of the 
aggregate bank loans with maturities in excess of one year. This share has been trending 
downward as the bond market has become a viable hnding alternative for the largest and most 
creditworthy corporations." As the share continues to decline, banks should have more funds 
available to commit to longer-tern mortgage lending. 

This observation does not mean that banks should be permitted to place unlimited amounts of 
funds in mortgages for very long terms. The experience of a variety of countries is that banks 
can start housing lending with total reliance on a base of "stable deposits" and then utilize longer 
term bond funding when the share of their loan portfolio in long-term residential loans exceeds 
5-10 percent. It appears to be the case currently that the most creditworthy Egyptian banks have 
access to unsecured, medium-term debt financing and may be able to fund their mortgage 
portfolios from the start with a mix of deposits and debt financing. In fact, the usual rule in 
countries with active and growing housing finance markets is that exposure to residential 
mortgages for up to 20 percent of the loan portfolio is acceptable if the banks have access to 
funding sources with a range of maturities and have implemented adequate risk management 
systems. Also, the usual concern about loan concentrations by a bank is generally lower with 
respect to lending for residential mortgages, as long as the credit risks and financial risks of such 
loans are reasonably well managed.I3 

In the longer run, lenders will need access to funds fiom institutions whose investment horizon 
and cash flow needs permit them to invest for longer periods of time. These usually are 
institutions like life insurance companies, pension funds, mutual funds and contract savings 
schemes, who themselves pool funds from a large number of savers who commit to deferring 
receipt of their funds. These institutional investors are thus the major sources of long term funds 
for use in financing housing loans.'" 

What are the ways of drawing upon long-term sources of funds? There are several modes by 
which such institutional investors may provide funds to housing lenders on a long term basis. 
The most common is the purchase of unsecured or collateralized bonds issued by commercial 
banks, specialized mortgageheal estate banks, non-bank mortgage companies and mortgage 
liquidity institutions that lend to banks based on mortgage collateral. An important alternative is 

" In fact, it can be argued that, once direct access to capital markets has been achieved by most larger enterprises, 
the main role for banks is financing smaller enterprises and retail lending. That is exactly the practice in South 
Africa, for example. 
13 There may be a misperception that defaults on residential mortgage lending were a significant source of losses 
suffered by thrifts in the US in the 1980s and by banks in Southeast Asia more recently. In both cases, the credit 
risks of lending for personal residences were unimportant and other factors created the problems. The default losses 
borne by lenders and msurers in the UK in the early 1990s were due to an extremely unusual swing in house prices 
and immoderate risk taking (with high LTVs), primarily by the mortgage insurance companies. 
I4 Individual savers can also be drawn on as investors if there is a capacity for them to liquidate their holdings 
relatively easily. Thus, in the U.S., where there are active markets in mortgage related securities, there is a 
substantial flow of hnds  from individual investors into such securities, usually through the conduit of mutual funds. 



the sale of loans, either whole loans or through securitization transactions. Securitization also 
may be an effective means of off-loading the installment notes currently carried by large 
Egyptian residential real estate development companies. The approaches for funding mortgage 
activities are discussed in detail in Annex B. They will be described here only briefly. 

The major differences between fimding mortgage activities with bonds issued by the mortgage 
lender or longer term borrowings from mortgage liquidity institutions and the securitization of 
mortgage assets are the impacts on the lender's balance sheet, risk profile, capital requirements 
and profitability. Debt fimding of a mortgage portfolio results in an increase in the bank's assets 
and liabilities and will require additional capital to support the balance sheet. Basically, even 
after minimizing the risk through reliable underwriting and collection, it is almost certain that 
some part of the amounts loaned out for housing (plus contractual interest and expenses) will not 
be recovered. If a bank keeps this risk, regulators will require that banks maintain a certain 
amount of capital to absorb the losses. The amount of capital varies internationally, but it is 
usually not less than 4 percent for residential mortgages (based on a 50 percent risk weight and a 
minimum capital adequacy ratio of 8 percent). In Egypt, the risk weight is 100 percent and thus 
the required capital is equal to 8 percent of the amount outstanding. In addition, borrowing for 
this purpose may have an impact on the bank's credit rating and its ability to borrow for other 
purposes. 

Securitization transfers all or most of the credit risk on the underlying mortgages to the investor 
because it removes the mortgage assets from the lender's balance sheet, provided that the sale of 
the loans is without recourse or involves only a contingent liability. Capital is required to 
support securitization transactions only to the extent required for other types of contingent 
liabilities (e.g. for foreign exchange and interest rate swap transactions). All such regulatory 
capital has an opportunity cost, either in the form of the required return to be offered to new 
equity investment or in the form of potential profit from alternative risky lending. Thus, a bank 
will include this cost of capital in calculating the spread it wants to earn on this loan. However, 
it may be that another entity might have a lower cost of capital or a lower amount of capital 
required by its regulator or simply may not be regulated and may be willing to take on the risk 
for a lower charge. In that case, the bank may be able to make more money (or charge a lower 
spread) if it shifts the risk to that entity. 

Some people think that the widespread use of mortgage insurance in the U.S. reflects such a 
situation. However, most of the success of mortgage insurance in the U.S. is due to the past rules 
restricting the geographic area within which a bank could lend. That created the possibility for 
an advantage of another kind to arise in bearing credit risk, the advantage of geographic 
diversification. In principle, if a bank was making loans all around the country, it would have no 
advantage in paying an insurance company to take the risk. It is notable that mortgage insurance 
is not widely used in any other country, partly because there is no advantage to be had in 
diversifying credit risk around the country. Instead, banks simply charge a higher rate if a loan is 
considered riskier. 

The most likely place to shift the credit risk is either to the investors in a pool of mortgages or 
perhaps to a special subset of these investors, who agree to take the risk. Experience has shown 
that there are investors willing to take the time to study the specifics of a pool of loans and the 



issuer and agree to bear the risk, all for a cost that may be less than the cost to the bank. These 
situations make it advantageous for lenders to sell their mortgages to investors through the means 
of securiti~ation.'~ However, there are several reasons why, in most countries, securitization has 
not been a major source of bank financing for longer-term mortgages. Banks may not want to 
give up the net interest income generated by their mortgage portfolios or securitized funding may 
be more costly than bank deposits. Due to the complexity of mortgage-backed securities and the 
lack of familiarity with these instruments, there may be few issues resulting in a thin market and 
limited liquidity. In addition, securitization passes most of the financial risks to the investor, who 
is faced with an uncertain cash flow over a relatively long period 

As noted above and described in Annex B, there are several alternatives to securitization that 
offer some, but not total, relief from financial risks. All involve the issuance of traditional bonds 
or long term borrowing. Where they differ is in how the credit risk faced by investors is 
managed. 

The simplest method of finding is the isstlance of unseczwed bonds by the lender. This practice 
has already been used by 10 banks in Egypt to extend the term structure of their liabilities and the 
acceptance by the market has been very encouraging. A variant would be for the bank to pledge 
a pool of mortgages as collateral for the bonds ("structured financing"). This would be useful 
primarily if such collaterization would result in the bonds receiving a higher rating or better 
pricing. 

A significant variant on the issuance of bank bonds is the authorization of a specialized 
institution that is specifically designed to offer investors assurance that their risks will be limited 
to certain types of mortgages. This entity, usually called a mortgage company or mortgage bank, 
could have an advantage over a regular bank in issuing debt because the institution would not 
have the authority to engage in a wide range of riskier activities. If the company does not accept 
deposits, it would not be subject to the fill regulatory burden of a depository institution. On the 
other hand, if the mortgages granted by the bank are not viewed as being of relatively low risk, 
there is no advantage to such a structure. In fact, the traditional mortgage bank does have some 
disadvantages, namely, being engaged in only one line of business and being dependent on a 
more limited range of fimding mechanisms. 

Finally, there is the alternative of setting up an intermediary institution that provides hnds  to 
banks based on mortgage collateral, but has the advantage of operating on a larger scale. Such a 
"liquidity facility" functions as a wholesale bank to retail mortgage lenders and only makes sense 
if the banks themselves cannot access secured bond hnding at as low a rate. In countries which 
have established such liquidity facilities, the institutions are either governmental or government 
sponsored enterprises and, as such, can issue bonds at interest rates only slightly higher than 
sovereign debt. 

Other than securitization, all of these approaches for managing funding risk may be only partially 
successful because they extend the term of the lender's liabilities, but may not perfectly match 
the duration and cash flows of the lender's mortgage portfolio. Their advantage over 

15 Such a transaction has to also allow for the mtroduction of agency risk, due to the fact that the party now bearing 
the cost of defaults will be different from the party which is originating and servicing the loans. 



securitization is that they offer investors bonds that are relatively easy to understand and which 
should be readily accepted by the market. 

All of these approaches, and especially securitization, rely on the existence of long-term 
investors. Not every country has pension funds and life insurance companies sufficient to fill the 
needs for such long-term funding. Even when these institutions exist, they may have a limited 
appetite for long-term bonds and mortgage-backed securities because of legal asset allocation 
restrictions or management determined asset allocation strategies. 

In addition to credit risk and funding risk, mortgage lenders are exposed to another major class of 
risk: interest rate risk. Interest rate risk is the potential impact of changes in interest rates on a 
lender's earnings and net asset values. Changes in interest rates affect a bank's earnings by 
changing its net interest income and the level of other interest-sensitive income and operating 
expenses. Changes in interest rates also affect the underlying value of the bank's assets and 
liabilities because the present value of future cash flows (and in some cases, the cash flows 
themselves) changes when interest rates change. Interest rate risk arises when an institution's 
principal and interest cash flows (including final maturities), have mismatched repricing dates. 
The amount at risk is a hnction of the magnitude and direction of interest rate changes and the 
size and maturity structure of the mismatch position. 

The primary forms of interest rate risk to which mortgage lenders are typically exposed are 
repricing risk, basis risk and prepayment (optionality) risk. The most frequently discussed form 
of interest rate risk arises from timing differences in the maturity (for fixed rate) and repricing 
(for floating rate) of the mortgage portfolio and the liabilities funding that portfolio. While such 
repricing mismatches are fundamental to mortgage lending, they can expose a lender's income 
and underlying economic value to unanticipated fluctuations as interest rates vary. Repricing risk 
is most serious when the mortgage loans held in the lender's portfolio are long-term, fixed rate 
instruments and are funded with short-term deposits. If interest rates rise, the lender could face a 
decline in both the future income generated by his mortgage portfolio and the underlying 
economic value of the portfolio because the cash flows on the loan are fixed over its lifetime, 
while the interest paid on the funding would increase after the short-term deposit matures and is 
rolled over. 

Another important source of interest rate risk (commonly referred to as basis risk) arises from 
imperfect correlation in the adjustment of the interest rates earned on variable or adjustable rate 
mortgages and the rates paid on the debt instruments funding the mortgage portfolio, even when 
the loans and funding sources have otherwise similar repricing characteristics. When interest 
rates change, these differences can give rise to unanticipated changes in the cash flows and 
earnings spread between assets and liabilities of similar maturities or repricing frequencies. For 
example, a strategy of funding a ten year loan that reprices quarterly based on the three month 
Treasury Bill rate, with a ten year bond that reprices quarterly based on the three month interbank 
rate, exposes the institution to the risk that the spread between the two index rates may change 
unexpectedly. 
An important source of interest rate risk for residential mortgage lenders arises from the 
borrower's option to prepay all or part of the principal of the mortgage loan. Formally, an option 
provides the holder the right, but not the obligation, to buy, sell, or in some manner alter the cash 



flow of an instrument or financial contract. The prepayment option is embedded within the 
standard mortgage agreement unless that option is specifically restricted according to the terms 
of the contract. Embedded options also exist in various types of non-maturity deposit accounts 
which give depositors the right to withdraw funds at any time, often without any penalties. If not 
adequately managed, the asymmetrical payoff characteristics of instruments with optionality 
features can pose significant risk to those who sell them, since the options held are generally 
exercised to the advantage of the holder (the borrower1 depositor) and the disadvantage of the 
seller (the bank). A higher rate of prepayment is triggered by declines in market rates on loans 
that may not matched by declines in the rates on the funding sources. In such cases, the lender or 
investor will not be able to replace the loan with an asset earning as high a rate. 

Changes in interest rates can have adverse effects both on a mortgage lender's earnings and its 
economic value. This has given rise to two separate, but complementary, perspectives for 
assessing interest rate risk exposure. The earnings perspective focuses on the impact of changes 
in interest rates on reported earnings. This is the traditional approach to interest rate risk 
assessment taken by many banks. Variation in earnings is an important focal point for interest 
rate risk analysis because reduced earnings or outright losses can threaten the financial stability 
of an institution by undermining its capital adequacy and by reducing market confidence. In this 
regard, the component of earnings that has traditionally received the most attention is net interest 
income (i.e. the difference between total interest income and total interest expense). However, 
non-interest income generated by loan servicing and asset securitization activities can be highly 
sensitive to changes in market interest rates. For example, if a mortgage lender provides the 
servicing and loan administration function for mortgage loan pools in return for a fee based on 
the volume of assets it administers, when interest rates fall, the servicing bank may experience a 
decline in its fee income as the underlying mortgages are prepaid. 

Variations in market interest rates also can affect the economic value of a lender's assets and 
liabilities. The economic value of a mortgage loan represents an assessment of the present value 
of its expected net cash flows, discounted to reflect market rates. Since the economic value 
perspective considers the potential impact of interest rate changes on the present value of all 
future cash flows, it provides a more comprehensive view of the potential long-term effects of 
changes in interest rates than is offered by the earnings perspective. The most commonly used 
method for measuring the impact of interest rate changes on the economic value of a mortgage 
lender is duration analysis. 

Duration is the time-weighted average maturity of the present value of the cash flows from assets 
and liabilities. It measures how price-sensitive an asset or liability item is to small changes in 
interest rates by using a single number to index the institution's interest rate risk. This index 
represents the average term to maturity of the cash flows. Option-adjusted duration models may 
assist in reflecting the variations in cash flows at different points in time due to the sensitivity of 
cash flows to changes in interest rates, and as a result of the exercise of asset and liability options 
across interest rate environments - that is, adjusting for events such as early withdrawal of term 
deposits and mortgage prepayments. 

The extent of the interest rate risk Egyptian portfolio lenders will have to assume and manage 
will be primarily a function of the structure and terms of both the mortgages they offer and their 



funding sources. If the rates on the loans can be adjusted as the market interest rate or the 
lender's cost of funds changes, the lender can limit his exposure to repricing risk. Housing 
lenders in Egypt currently use an approach that is designed to both accommodate borrowers and 
protect against cash-flow risk. Since they rely heavily on deposits as a funding source, banks 
should be making loans with interest rates that vary with market rates. However, there are no 
true market rates which can be relied upon to indicate changes in a bank's cost of funds. Thus, 
banks generally speak of the loan rate as fixed, but insert a clause into the loan contract that 
permits changes at the bank's discretion. However, banks have seldom changed the loan rates 
because interest rates in Egypt have been declining and the administrative cost of adjusting 
payments is not justified by any benefit of changing the loan interest rate. The intention of the 
banks may to be to invoke the clause only if a major change in market interest rates is likely to 
impose significant losses. In the context of the relative stability in the cost of funds since 1995, 
the short term of most loans, and the ability of the net interest margins to absorb some changes, 
this approach appears to be reasonable under current market conditions. 

3.5 Developing a Mortgage Market 

It appears to be a good time for Egypt to develop a stronger housingfinance market. Both the 
demand for housing credit and the capacity of the financial system to supply it have been rising. 
Demand has been boosted by rising real incomes, particularly among the urban middle class 
which is the natural market for unsubsidized residential mortgage loans. These increases have 
been aided by the continuing privatization of government owned companies, thereby creating 
more efficient enterprises and productive jobs. It may also have become more difficult to build 
up cash savings than in the past, such as when most middle-income people enjoyed low, frozen 
rents (as in the 1960s and 70s) or remittances from high-paying jobs in the Gulf countries (as in 
the 1970s and 1980s). 

It is notable that the use of installment credit has become more common for a wide range of 
consumer durables, including automobiles, appliances and furniture. (In other countries, such an 
expansion in consumer credit has been a precursor to an expanding mortgage market.).16 

Meanwhile, the economic reform program has significantly strengthened the potential supply 
side of the market. And while public sector banks are becoming more market oriented, the 
private banking sector has generally been more aggressive and is gaining market share relative to 
the public banks. Increased competition among commercial banks for large commercial loans 
has driven down net interest margins on commercial lending and has led to a growing interest by 
some banks in retail lending. Investment bardung has been expanding, with several large 
international investment bankers (Morgan Stanley Dean Witter, ABN-Arnro and ING Barings) 
taking positions in Egyptian investment companies and funds. The bond market is becoming 

16 Some Western observers presume that middle-class people in every country will use mortgage credit if it is 
available on reasonable terms. However, in most traditional societies, being in debt is considered highly 
undesirable. Thus, long-term mortgage lending is usually slow to take off and does so only after shorter-term credit 
usage for consumer durables has become socially acceptable. Even so, there is a strong tendency in many 
developing countries to prepay mortgage loans out of any windfall income, particularly if the loans bear a high real 
interest rate. 



more important as a source of funding for the largest Egyptian companies. Most importantly, the 
sophistication of financial market participants in managing financial risks has been increasing. 

As noted, it can be expected that housing finance will become attractive to at least some banks 
once the proposed mortgage law is enacted. In addition, the mortgage law authorizes the 
establishment of specialized mortgage lenders, referred to as mortgage finance companies, which 
could buy loans originated by banks as well as originating loans themselves. While there is no 
certainty that any such companies will be organized, the most likely pattern would be for the 
large residential real estate development companies and their banks to form non-bank mortgage 
finance companies, which would work through the branch networks of the banks to originate and 
service loans. In this way, the banks would not end up diverting capital or staff attention to 
mortgage lending. The new mortgage law also authorizes the establishment of specialized 
mortgage investment fimds to purchase mortgage loans, assemble them into pools and issue 
shares representing ownership rights in the mortgage assets. Despite these efforts to facilitate the 
development of a more efficient mortgage market, initially there simply may not be sufficient 
loan volume to support institutional expansion. 

There are several other factors that could slow the growth of the Egyptian residential mortgage 
market. One of these is the lack of a well developed resale market for flats. It appears that 
relatively few existing flats are sold each year and information about the true sales price and 
conditions of sale is rarely available. This makes it very difficult for a lender to evaluate the 
"market" value of a flat and even more difficult to realize that value during an foreclosure 
auction. It also puts both the borrower and the bank in a difficult position when trying to resolve 
loan delinquencies through the voluntary sale of the flat. In general, the "market" value of such 
flats will be significantly higher than the amount of the mortgage, but it may be difficult for a 
borrower in financial distress to realize that value in a rapid manner. 

Another factor that may be perceived as an obstacle is the absence of mortgage repayment 
insurance. Many potential lenders may be discouraged from lending by lack of empirical data on 
delinquency and default rates, the uncertainty of recovery on default and the prospect of having 
to dispossess some borrowers of their flats. Mortgage insurance could permit shifting the risk to 
another entity. However, shifting credit risk to a third party increases the potential for agency 
risk, whereby the lender may not diligently underwrite and service a loan when it does not bear 
the risk of loss. An overview of the issues of mortgage insurance in countries which do not have 
a well developed mortgage market is presented in Annex C. 

It should be noted that mortgage lending for the development and ownership of rental housing 
may also become an important line of business in the future. This may occur in the form of loans 
to individuals to buy flats for investment and rent them out or for larger scale investors to build 
and operate large rental buildings. The social value of such investments is very high, by pushing 
downward the rent levels faced by the large number of low and moderate income households 
who do not have a prospect of owning a flat. But a higher degree of confidence that liberal rent 
and landlord-tenant regulations will remain in effect into the future may be needed before lenders 
feel that the risks can be evaluated. 



3.6 Conclusions and Recommendations 

3.6.1 Conclusions. Several preliminary conclusions can be reached about the hture 
development of the housing finance system in Egypt. 

First, once the mortgage law is enacted, several banks can be expected to become more active in 
the residential mortgage market. Competition may not reduce the cost of such loans 
significantly, but marketing these loans aggressively and extending loan maturities should 
expand usage significantly. However, in the near term mortgage loan volume is expected to be 
modest. Based upon incomplete date, it is estimated that initially, the lending volume probably 
will not exceed LE 1-2 billion per year (about 20,000 loans). Even reaching this volume of 
lending may depend on lenders offering maturities of up to 15 years on mortgage loans and 
borrowers accepting the idea of taking on a large financial commitment for such a long term." 
Such a limited volume of lending may delay the development of a secondary mortgage market 
because not all mortgage lenders will choose to sell the mortgage loans they originate and those 
lenders which do sell mortgage loans probably will not sell their entire loan portfolios. 

It is likely that during the time required for the primary mortgage market to reach a sufficient 
volume of originations to support securitization, the bond market will have developed to the 
point that investors will be receptive to mortgage-backed securities. In the interim, non-deposit 
hnding of mortgage activities probably will be accomplished by the issuance of unsecured and 
mortgage-collateralized bonds. Which way or combination of ways is most desirable will 
depend on the views of investors and the attitude of regulators. Medium-term (i.e. 3 to 10 year) 
bonds may be favored initially by the banks, because they are already accepted in the market. 
Such bond fbnding may be replaced with securitizations as investors become more familiar with 
such instruments. 

Will the growth in the mortgage market help dispose of the glut of luxury flats? It is likely that 
the banks which are most exposed to potential losses on such development will, based on the 
new law, be more comfortable offering better terms (e.g., 15-year loans) on financing them. This 
will expand the number of households that can afford such flats and help with their marketing. 

Will the growth in the mortgage market help house lower and lower-middle income households? 
It can be expected that the banks, other than, perhaps, the real estate bank, will not address this 
market segment at all. There are at least three reasons for this. First, the smaller size of loan in 
this market will make originating and servicing too expensive per Egyptian pound lent, until the 
lenders have created internal systems that are more efficient. Second, the political acceptance of 
forcing loan recovery among these ''weaker" classes will need to be established before private 
lenders feel comfortable entering the market in a large-scale fashion. Finally, these households 
may be less able to establish a capacity to repay and also may be reluctant to take on such major 
long-term financial commitments. 

3.6.2 Recommendations. What are desirable steps to be taken by the government? Clearly, 
the most important step is the enactment of the proposed mortgage law. The second step, to be 

" Of course, if the slow take-off of the market prompts the offering of subsidies of one kind or another, the size of 
the market could grow much more rapidly. 



taken by the government is to issue the necessary executive regulations to implement the law. 
Third, the government needs to set up the mortgage regulatory authority to ensure that the new 
law is implemented in a prudential manner. Fourth, the government should undertake, or 
encourage the Egyptian Bankers Association to undertake, a public information program to 
educate the public about mortgages and the financial implications of a mortgage for the borrower 
and to inform the public of the financing options available and which institutions are offering 
mortgage finance. Fifth, the government should sponsor technical assistance and training for 
mortgage lenders, foreclosure trustees, mortgage finance regulators, real estate valuers, managers 
of mortgage investment funds and other participants in the mortgage market. There is a large 
body of experience to be drawn upon that is applicable across countries on how to develop 
effective mortgage undenvriting, servicing and administrative systems and marketing strategies 
for housing lending. The DEPRA project may be in a position to assist with the offering of 
intensive seminars and useful materials to help "kick-start" mortgage lending. 

Another important step to be considered by the Central Bank of Egypt in the future is to reduce 
the risk weighting on commercial bank's residential mortgage assets. Such a change in the 
existing capital adequacy requirements would be consistent with the Basle accord, which 
assesses a 50% risk weighting on residential mortgage loans. However, this should only be done 
once it is clear to regulators that the loan recovery system under the new law is effective and that 
the commercial banks' experience with default and repayment on loans to finance residential real 
estate clearly justifies a risk weighting of less than 100%. 

Another important signal from the governrnent would be the clear distinction in CBE directives 
between owner-occupied residential mortgage lending and lending for real estate development or 
commercial real estate in terms of the maximum value of real estate loans which can be held in a 
bank's portfolio relative to its total loans or its capital. Currently, all types of real estate loans 
are aggregated and subject to the limitation of 5 percent of total lending. The special nature of 
owner-occupied residential mortgages should be recognized, as it has been by the BIS and 
banking regulators in most developed countries, and a separate lending limit applied, 
independent of the lending limit for other types of real estate lending. The lending limit for 
owner-occupied residential loans should be at least 5 percent of total loans. A lower lending 
limit will deter banks from developing a retail mortgage lending program, because the large start- 
up costs involved in creating systems and training personnel will not be justified by the potential 
profitability of mortgage lending activities. 

The effort by the government to improve the functioning of the bond market is very important for 
the development of the mortgage market. At a minimum, banks will look to the issuance of 
medium-tern bonds to fund loans of up to 15 year maturities. All forms of long-term fund 
raising will rely on the presence of a well-functioning bond market. 

It is also recommended that the government sponsor workshop(s) and provide necessary 
technical assistance to help in the development of the securitzation market. DEPRA may also be 
able to help arrange access to foreign experience with this process, particularly other civil code 
countries that have experience with securitization. 



Finally, it is recommended that the benefits of a strong mortgage law be applied to all lending 
secured by real estate collateral. It is true that the uses of the funds (business operation, trade 
receivables) will usually be very different when not borrowing to buy a residence. However, if 
anything, the other uses are often judged by many to be more productive of economic growth and 
also less in need of consumer protection or social concern in case of default. It is often 
commented in the development literature how financial systems are imperfect whenever legal 
obstacles prevent individuals to utilize their major assets, their home or shops, to make wealth 
generating investments. In fact, in some cases, it is the desire to facilitate just such transactions, 
rather than housing, that motivates the passage of mortgage laws. 



ANNEX A 

EGYPTIAN LAWS AND REGULATIONS RELATING TO MORTGAGE FINANCE 

Introduction 

There are numerous Egyptian laws relating to mortgage financing transactions. The nature of 
the mortgage, the rights and privileges of the parties to a mortgage and the effects of mortgages 
on third parties are established in the Egyptian Civil Code, Civil Law No. 13 111948, Book IV, 
Chapter I, Articles 1030 through 1084. The Law on Real Estate Declaration and Notarization, 
No. 114 of 1946 governs registration of ownership and lien interests in real property. The 
procedures for foreclosing on a mortgage are set out in the Law of Civil Procedure. The 
Commercial Law, No. 17 of 1999 governs debt instruments used by banks and the Capital 
Market Law, No. 95 of 1992, and the Executive Regulations issued under that law set out the 
terms and requirements for capital market instruments and institutions. In order to establish a 
new system for mortgage finance in Egypt, these laws and perhaps other laws and executive 
regulations, will have to be reviewed and amended, where needed. 

Egyptian Civil Code, Civil Law No. 1311146: Nature of the Mortgage - Rights of the Parties 

The rights and privileges of the parties to a mortgage and the effects on third parties are 
established in the Egyptian Civil Code, Civil Law No. 13 1/1948, Book IV, Chapter I, Articles 
1030 through 1084. The law establishes that mortgages are "accessory rights" to a debt 
contracted by the debtor. In other words, the debt obligation evidenced by a debt contract is a 
legal contract separate from the pledge of real property as collateral to secure the debt. The 
provisions of Civil Law No. 131/1948 are similar to those of the mortgage laws of other 
countries, particularly those with a Civil Code legal system. Some of the key articles are 
summarized as follows: 

1. Article 1030: defines a mortgage as "a contract whereby a creditor acquires, over an 
immovable appropriated to the payment of his debt, a real right by which he obtains 
preference, over ordinary creditors and creditors following him in rank, for the repayment 
of his claim out of the price of the immovable, no matter into whose hands the 
immovable has passed." This provision establishes the preference for mortgagees over 
other creditors against the mortgaged property. The bankruptcy law is consistent with 
the mortgage law in that mortgage creditors are able to proceed against the mortgaged 
property outside the bankruptcy proceeding. 

2. Article 1032: states that the mortgagor and the debtor may be different parties. The 
debt instrument and the mortgage are separate legal instruments. Therefore, a mortgage 
transaction could involve borrowing by one person and pledging of either the real 
property being financed or another parcel of real property by a third party. In all cases, 
the mortgagor must be the owner of the mortgaged property and must have the legal 
capacity to dispose of the real property. Article 1042 of the same law hrther states that 
the mortgage cannot be separated from the debt secured by the mortgage regarding both 
its validity and its extinction upon satisfaction of the debt. Therefore, if the debt is void 
or invalid, the mortgage is as well. When the debt is paid in full, the mortgage is 
extinguished. A release (quashing) of the mortgage document usually is issued by the 
creditor and inscribed with the Real Estate Declaration and Notarization Department. 



3. Article 1033: states that if the mortgagor is not the owner of the mortgaged property, 
the mortgage can still be valid if the true owner of the property ratifies the mortgage 
contract by an official deed, which must be registered or inscribed in the Real Estate 
Declaration and Notarization Department. In the absence of such ratification, the 
mortgage is only effective from the time that the mortgagor becomes the owner of the 
propertJ'. 

4. Article 1034: states that a mortgage on a property in which the mortgagor's title later 
ceases to exist remains valid if the creditor has acted in good faith and on reliance on the 
validity of the mortgagor's title at the time the mortgage was registeredinscribed. 

5. Article 1035: states that a mortgage can only be against immovable property that is 
marketable and can be sold at public auction and which can be "specifically and precisely 
described as regards its natures and situation." The property description must be 
contained in the deed or in a subsequent registered document, "otherwise the mortgage 
is void." 

6. Article 1043: states that a mortgagor can dispose of the mortgaged property subject 
to the mortgage. This is a provision that should be modified in a new mortgage law 
because it does not give the mortgage creditor the right to declare the mortgage due and 
payable if the property is sold. The original mortgagor would remain obligated on the 
debt, but another party would own the property. The mortgage creditor should have the 
right to require that the debt be paid from the proceeds of the sale. Alternatively, the 
bank could permit the new owner to assume the debt secured by the mortgage, in which 
case, the mortgage would remain on the property. 

7. Article 1052: prolubits any agreement between the mortgagor and mortgagee whereby 
the mortgagee can buy the property at a fixed price or sell the property outside the formal 
legal procedure required under the Civil Procedures law. Any such agreement is void. 
However, the article appears to permit a "deed in lieu of foreclosure" satisfaction of the 
debt to avoid foreclosure proceedings ..." It may, however, be agreed after the debt or one 
of the installments of the debt has fallen due, that the debtor transfers to the creditor the 
mortgaged property in payment of the debt." Such a transfer in satisfaction of the debt 
also appears to be permitted under the Banking Law. 

Article 1052 prohibits a mortgage loan agreement from containing a provision whereby 
the bank can require that the debtor convey title to and possession of the real property 
securing the debt to the bank in satisfaction of the debt, although the debtor can do so 
voluntarily. Article 1052 also has been interpreted to prohibit the bank from participating 
in a public auction at which the mortgaged property is sold. The prohibition against a 
creditor taking the mortgaged property in satisfaction of the debt is based on the historical 
practice of lenders making loans to small landowners with the intent of seizing the 
property when the borrower defaulted on the debt. The law was designed to protect 
debtors from such predatory creditors. Current commercial and banking laws establish 
the rights of the parties in debt transactions. Consequently, the protections of Article 
1052 are no longer required for bank loans. 



Law on Declaration and Notarization of Rea .I Property Interests, Law No. 114 of 
Establishment of Ownership and Mortgage Interests through the Real Estate Notarization 
and Property Registration System 

Notarization and registration play an important role in the transfer of property rights by assuring 
that purchasers obtain clear title and that their rights are protected against the claims of third 
parties. Banks and other formal sector mortgage lenders will lend only against the security of 
registered title. Most market participants believe that the notarial and property registration 
process provides adequate protection of real property rights. 

Under Egyptian law, to be effective against third parties, all contracts involving the sale of real 
property and all mortgages must be formalized by a notary public and registered with the Real 
Estate Declaration and Notarization Department of the Ministry of Justice (the "Real Estate 
Registry") in the governorate in which the property is located. Article 103 1 OF Civil Law No. 
13111948, Book IV, Chapter I states that " a mortgage can only be constituted by an authentic 
document." An  "authentic document" is one that has been inscribed in the property records of 
a property registered with the Real Estate Registry. Therefore, in order for a mortgage to have 
legal effect and force, the property to be mortgaged also must be registered in the books of the 
Real Estate Registry. When a bank grants a loan for the purchase of a house, the bank usually 
requires the borrower to execute a power of attorney in favor of the bank authorizing the bank 
to register both the purchase of the property and the mortgage with the Real Estate Registry. 

Law No. 114 of 1946 sets out the standards and procedures for the real estate declaration and 
notarization. Article 10 of that law stipulates that all dispositions and final judgments regarding 
rights and interest in real property must be registered to be proof vis-a-vis third parties. In other 
words, only registered title gives legal notice to third parties. The first person with a properly 
executed contract to file with the public registry, thereby giving legal notice of his rights in the 
property, has priority over prior purchasers, creditors and other claimants if they have not 
registered their interest and over all subsequent purchasers or lenders, whether or not registered. 
Many judgments have been delivered by the Egyptian Supreme Court reaffirming that only 

registered interests in real property are enforceable against third parties. Article 12 of the same 
law establishes that "accessory real rights" such as mortgages must be registered to be a proof 
of claim against third parties. In Article 103, a mortgage extends to all improvements, servitudes 
and other property which becomes a part of the real property by virtue of the use to which it is 
put and other permanent attachments which benefit the owner. 

Registration Procedures 

The procedures to register both title and mortgages involve a number of steps. Article 1054 of 
Civil Law 13 111948 stipulates that the provisions of the Law No. 1141 1946 regulating the Real 
Estate Declaration and Notarization Department apply to effecting, renewing, deleting and 
canceling the inscription of a mortgage interest. The steps that must be followed for registration 
of interests in the real property also apply to the inscription of the mortgage contract. These steps 
are as follows: 



a. An application for the declaration of the contract including the identity and 
authority of the persons executing the document, the terms of the contract and the 
physical description of the property is submitted to the Real Estate Registry. The parties 
to the transaction must appear before the notary to validate their signatures to the 
contract. 

b. After accepting the application, the Real Estate Registry sends the application to 
the survey office to verify the property description. The survey office will actually 
survey the property and will issue a statement containing the legal description of the 
property, which is returned to the Real Estate Registry. 

c. The application is returned to the Real Estate Registry where the notary will draw 
up the official declaration and all supporting documents and enter an inscription in the 
registry that the declaration has been accepted. 

d. The fees due are then paid, the declaration is stamped and signed by the parties 
and the signatures verified by the notary, the declaration is entered into the Real Estate 
Registry and an official number is issued. 

Registration Fees 

Registration fees are based on the value of the property being registered. Law No. 224/1996 
amended Law No. 70/1964 to reduce the fees for registering the sale of real property by half, 
from a sliding scale of 3% for properties with a value of up to LE 2000 to 12% for properties 
with a value of over LE 30,000 to a range of 1.5% to 6%. The fee schedule currently in effect 
is shown in the table on the following page. 

Law of Civil and Commercial Procedures, Book 2, Chapter 3, Section 3, Articles 401 
through 458: Execution on the Mortgage 

The relevant procedures for foreclosure on a mortgaged property are set out in the Law of Civil 
and Commercial Procedures, Book 2, Chapter 3, Section 3, Articles 401 through 458. These 
procedures are as follows: 

1. Notification of Expropriation 

The process for executing on the mortgage begins with the service of a notification of 
expropriation on the defaulting debtor. The creditor gives written notice to the debtor 
served by a process server that all unpaid payments, including accrued interest, are due 
and payable. The law does not provide for acceleration of the entire amount of the debt. 
The notice must inform the defaulting debtor and mortgagor, if different &om the debtor, 
that the creditor will proceed against the mortgaged property in the event of the failure 
to repay the debt. The Real Estate Declaration and Notarization Department must review 
the notification of expropriation and certify that it is appropriate for declaration before 
the notification may be served on the defaulted debtodmortgagor. Service must be in 
person at the debtor's "natural domicile and not his elected domicile". The notification 
of expropriation will have the same consequences as all judicial documents. 

The notice must include the following information: 



FEES ASSESSED TO REGISTER REAL PROPERTY 
AND MORTGAGES ON REAL PROPERTY 

Law No. 70/1964 as Amended by Law No. 224/1996 

I. Sales Price of Property 
Fee as a % of Value 

or Debt 

LE 25,000 - LE 30,000 

Over LE 30,000 

11. Establishing the Mortgage 

Up to LE 1,000 

Over LE 2,000 

5.50% 

6.00% 

0.25% 

Over LE 2,000 

111. Redemption of the Mortgage 

Up to LE 1,000 

LE 1,000 - LE 2,000 

0.75% 

0.125% 

0.250% 



a. The date of the mortgage, the amount of the debt to be repaid and notice 
of service; 

b. Description of the property, indicating its location, area and boundaries 

c. The law includes other stipulations that are not mandatory. 

2. Notice to Other Parties with Registered Rights in the Property 

In cases where third parties have possessory rights in the mortgaged property under 
contracts which were registered after the registration of the mortgage, but before the 
registration of the notification of expropriation, such parties must be served with a 
"warning" that the mortgagee is initiating the action to execute on the mortgage within 
15 days of registration of the notification of expropriation. The warning will include a 
request to pay the debt due or abandon the property. A copy of the notification of 
expropriation must be attached to the warning, or the warning will be null and void. The 
warning also must be registered with the Real Estate Declaration and Notarization 
Department by notation in the margin of the notice of expropriation. If the property is 
leased to a third party, the effect of service of the warning is to assign all rents and other 
revenues to the mortgagee. 

3. Statement of Conditions of Sale 

Within 90 days from the date of registering the notification of expropriation, the 
mortgagee must file a statement of the conditions of the sale of the property with the clerk 
of the court. Failure to file the statement of conditions will nullify the notification of 
expropriation. The statement of conditions of sale should contain the information 
required by the law and all documents required by the law should be attached. Failure 
to include all required information and/or attach all required documents will nullify the 
statement of conditions of sale. 

Within 15 days from the date of filing the statement of the conditions of sale, the clerk 
of the court should give notice to all parties with an interest in the property and all other 
creditors with registered claims against the property. The notice will include the date and 
time for a hearing for consideration of objections against the statement of conditions of 
sale and the date and time of the sale of the property if no objections have been filed. The 
clerk of the court also will publish the statement in one of the daily newspapers. The 
process servers who serve notice on parties at interest will advise the Real Estate 
Declaration and Notarization Department that such notice has been served within 8 days 
of the date of service. The service of notice will be noted in the margin of the registration 
of the notification of expropriation. The margin notation gives legal notice to all 
creditors. 

4, Adjudication of Objections to the Conditions of Sale 

Any party with a legal interest in the real property, including the defaulted debtor has the 
right to submit an objection to the conditions of sale with the clerk of the court. 
Objections must be in writing and be submitted at least 3 days prior to the date of the 
hearing to consider objections. 

The defaulted debtor and other parties at interest may request that the foreclosure process 
be vacated. If the debtor can prove that his earnings and other sources of income are 
sufficient to repay the amount due ("reinstate the debt") within one year, he may petition 
the court to stay the proceedings. 



The proceedings for sale of the property will be stayed upon the timely filing of an 
objection to the sale and are not resumed until judgment has been rendered on all 
objections filed. The court's jud,gnent may be appealed; in which case the stay will 
remain in place until a final judgment is rendered. 

5. Public Auction 

When final judgments dismissing all objections have been rendered, the public auction 
of the mortgaged property may proceed. Notice of the date, place and time of the public 
auction must be served on all parties at interest at least 8 days prior to the date of the 
auction. Any party at interest has the right to file a complaint against the order issued by 
the judge dismissing his objection, but such complaints do not stay the foreclosure sale 
proceedings. 

The clerk of the court will publish notice of the sale in the newspaper within a period of 
not more than 30 days and not less than 15 days before the date of the auction. Any party 
at interest may file a request for annulment of the sale at least 3 days before the date of 
the sale. If a party does not file a request for annulment, this right lapses. The judge will 
rule on any such requests for annulment on the date or the sale before opening any bids. 
If the sale is canceled, the creditors do not lose the right to have the property sold, but 
they must repeat the entire process of application for sale of the property. 

A party claiming title to the property under color of title, even if the title is not regstered, 
may also obtain a stay of the public auction procedures by filing a request for a stay along 
with proof of his claim of ownership of the property. The case should be filed against the 
debtor and the creditor at least 3 days before the scheduled date of the public auction. 
The claimant's case will be heard and the judge can issue a stay of the public auction 
pending a hearing on the validity of the claim. If the court dismisses the claim, the 
mortgagee must obtain a judgment from the execution judge to reinstate the public 
auction procedures. 

The public auction may be adjourned on the date of the sale if the judge determines that 
fraudulent acts have been committed which have prevented bidders from attending the 
auction. In such cases, the sale will be rescheduled within not more than 60 days and no 
contest to such sale will be accepted. The sale still could be stayed on the date of the 
auction. For example, if the sale has been ordered under a summary judgment which has 
not become final, the Supreme Court has issued a temporary stay of the execution, 
forgeries have been discovered in the enforceable documents or disputes have arisen 
since the date of filing objection to the sale. 

When the property is finally put up for sale at the public auction, the judge opens the bids 
and awards the property to the highest bidder. The bidder pays the purchase price into 
the treasury of the court and the judge issues a judgment enforcing the sale. The 
judgment is the buyer's evidence of title and may be registered with the Real Estate 
Declaration and Notarization Department. The judgment of the court may be challenged 
only in three cases: 1) a defect in the procedures of the public auction; 2) a defect in the 
judgment; or 3 )  rejection of a request for a stay of the public auction when the stay is 
required by law. 

The Law of Civil Procedures provides only for the delivery of legal title, not possession 
of the property. Theoretically, the judgment of the court would require that the person 
in physical possession of the property, whether he is the debtor or a third party, vacate 



the premises so that the buyer at the public auction can occupy the property or deliver 
possession to a subsequent purchaser. However, the status of a mortgagor who remains 
in possession of the mortgaged property after it has been sold at public auction is 
governed by Tenant Law No. 4911997, Art. 6, which states in relevant part that if the 
mortgagor is in possession of real estate which is sold at public auction, he is considered 
a tenant and is protected by the Tenant Law. 

As a tenant "at sufferance," the defaulted debtor in possession has all the rights and 
privileges granted by the Tenant Law and cannot be evicted unless he defaults on the 
payment of his rent. Even if he does not pay the rent and the purchaser at the public 
auction initiates legal action to have the defaulted debtorltenant evicted, the defaulted 
debtorltenant can stop the legal proceeding and be reinstated by bringing his rent 
payments current. 

Commercial Law No. 17 of 1999: Debt Instruments, Position of Mortgage Creditors in a 
Bankruptcy Proceeding 

Applicability of the Commercial Law No. 17.1999 to Mortgage Transactions 

The Commercial Law No. 1711999 governs transactions between banks and individuals and 
commercial enterprises. Article 3 of Commercial Law No. 1711999 states: 

Article: 3 

If the contract is commercial with regard to one of its parties, the provisions of the 
Commercial Law shall not be applicable except to the obligations of that party, 
exclusively. The provisions of the Civil Code shall apply to the obligations of the other 
party, unless otherwise prescribed in the law. 

Therefore, a loan contract between a bank or other mortgage lender and an individual for 
the purchase of a home would be subject to the Commercial Law on the part of the lender 
and subject to the Civil Code on the part of the borrower. 

Article 5 explicitly states that bank transactions and transactions involving income 
producing real estate are considered commercial activities subject to the Commercial 
Law. Article 5 states in relevant part: 

Article 5 

The following activities shall be considered commercial activities if they are exercised 
by way of a profession (i.e. if the entity is in the business of conducting the activities): 

F. Bank and money exchange transactions 

M. Construction, purchase or rental of realties with the aim of selling or 
leasing them complete or divided into apartments, rooms or 
administrative or commercial units, whether furnished or unfurnished. 

Article 7 extends the Commercial Law to activities so similar to those enumerated in the 
law as commercial activities to be construed as commercial activities: 



Article 7 

All work that can be compared to the works in the foregoing articles (5 & 6) due to the 
likeness in qualities and purposes shall be considered a commercial work. 

Therefore, if a new class of mortgage finance company were created which engages in 
lending, even though it is not one of the entities enumerated in Articles 5 & 6, the credit 
activities in which the company would engage are the same as the credit activities of 
banks and should be subject to the commercial law. 

Credit Contracts 

Part IV of Commercial Law No. 1711997 relates to the instruments used in commercial 
transactions ("commercial papers"), including drafts, promissory notes, checks and other 
instruments. Article 378 of Part IV states that the provisions of the law apply to all credit 
instruments, regardless of the nature of the parties to the contract or the type of transaction. 

Article 378 

The provisions of this Part shall apply to drafts, promissory notes, checks and other 
commercial papers whatever the quality of the concerned parties, or the nature of works 
for which they were created. 

The current practice of Egyptian banks is to use checks as the financing instrument for 
mortgage and other loans. The bank requires the borrower to give the bank post-dated 
checks for each installment payment of the debt. The current Penal Code makes the post- 
dating of checks a criminal offense if the post-dated checks are dishonored, so 
enforcement of payment of the post-dated checks has been effective. The Commercial 
Law amends the Penal Code so that failure to honor a post-dated check will no longer be 
a criminal offense, effective October 1, 2000. There also is a transition period. A post- 
dated check issued before October 1, 2000 shall be subject to the legal provisions 
applicable at the date the check was issued, if the check bears an attested date or if the 
date is attested before October 1,2001. 

The date of a check, even if it is post-dated, must be attested at one of the notary offices 
of the Real Estate Declaration and Notarization Department or by recording the 
attestation in special registers maintained by the banks or by any other method prescribed 
in Article 15 of the Evidence Law that is applicable to civil and commercial matters. 
Banks are preparing to convert to the use of promissory notes as the evidence of debt, 
starting October 1,2000. 

Provisions of the Promissory Note 

Part IV, Chapter 2 of the Commercial Law No. 17/1999, Articles 468 - 471 sets out the 
requirements for promissory notes, including the contents of the promissory note itself 
and the method of enforcement. Article 470 states that the provisions of the Commercial 
Law on drafts shall apply to the promissory note, in particular: 

- Legal Capacity 

- Endorsement 

- Alternative guarantee, considering that if the name of the guaranteed obligor is not 
mentioned in the formula of the guarantee, the guarantee shall then be considered made 
in favor of the writer of the note 



- Maturity 

- Payment, payment by intervention and protest to payment 

- Recourse and protest 

- Duplicates and multiplicity of copies 

- Perversion 

- Prescription 

Of particular relevance to mortgage finance are the provisions of Part IVY Chapter 1 
relating to endorsement, payment, protest to payment, recourse and protest. 

Endorsement 

Part IV, Chapter 1, Articles 391 - 400 of Commercial Law No. 1711999 set out the 
procedures and law applying to endorsement of promissory notes. These procedures 
would be applicable to promissory notes secured by mortgages, so they facilitate transfer 
of mortgage secured promissory notes to mortgage investors. Transfer by endorsement 
will facilitate the sale of mortgage loans in securitization transactions. 

Collection of Promissory Notes 

Part IVY Chapter 1, Section 6 of Commercial Law no. 1711999 establishes the right of 
recourse on a draft and the procedures which must be followed if the draft is not paid. 
These rights and procedures are applicable to promissory notes. With a promissory note, 
the "draft bearer" is the lender or his successor in interest, the "draft" is the promissory 
note, the "drawee," "acceptor" and "drawer'? of the draft are all terms referring to the 
borrower on a promissory note. The terms "guarantor" and "endorser" of a draft would 
have the same meaning for a promissory note. 

Article 438 

The draft bearer - in case it is not paid on its maturity date - shall have the 
right of recourse against all endorsers, the drawer and other parties bound to 
honor the draft. 

The bearer shall have the right of recourse before the maturity date in the 
following cases: 

Total or partial refrain from acceptance. 

Bankruptcy of the drawee, whether acceptor or non-acceptor of the draft or his 
discontinuation of the payment, even if not confirmed by a court ruling or levying 
an unavailing distress upon his property. 

Bankruptcy of the owner of the draft in which a condition is set not to present it 
for acceptance. 

Each guarantor, on being subject to recourse against him before the maturity date 
in the cases prescribed in items (b) and (c) of the previous clause may, within 
three days from the date of recourse, submit to the competent judge at the court 
within the circuit of which lies his domicile a memorandum requesting a period 
for payment. If the judge deems there is a justification for granting that period, 
he shall determine in his warrant the date during which payment shall be made 



providing it shall not exceed the date appointed for the draft maturity. This 
warrant shall be final. 

Article 439 

Establishing the refrain from accepting or paying the draft shall be through a 
protest against the non-acceptance or non-payment of the draft. 

The protest against non-acceptance of the draft shall be made within the dates 
determined for submitting the draft for acceptance. If the first presentation for 
acceptance takes place according to the first clause of article 412 of this law on 
the last day of the time determined for presenting the draft, the protest may be 
made on the next day. 

The protest against non-payment of the maturing draft shall be made on an 
appointed day or after an appointed day fi-om the date of issuing the draft or the 
date of sighting it within the four working days next to the draft maturity day. If 
the draft is payable at sight, the protest against non-payment shall be made 
according to the conditions prescribed in the previous clause concerning the 
protest against non-acceptance. 

The protest against non-acceptance shall do instead of presenting the draft for 
payment, and of lodging a protest against non-payment. 

In case the drawee discontinues payment, whether he is acceptor of the draft or 
not, or in case of levying an unavailing distress on his property, the bearer of the 
draft may not have recourse against the guarantors except after presenting the 
draft to the drawee to pay it, and after lodging a protest against non-payment. 

In case the drawee is declared bankrupt, whether he is acceptor of the draft or not, 
and also in case of the declared bankruptcy of the drawer of the draft in respect 
of which a condition is set for non-presenting it for acceptance, presenting the 
bankruptcy ruling shall be adequate to enable the bearer of the draft use his rights 
of recourse against the guarantors. 

Article 440 

The bearer of the draft shall notify the one who endorsed it for him and the drawer 
of non-accepting it or non-paying it, within four working days next to the day on 
which the protest is made or the day of presenting the draft for acceptance or 
payment, if it comprises the condition of recourse without expenses. Each 
endorser during the two working days following the day of his receipt of the 
notification shall in turn notify the one who had endorsed the draft for him that 
he has received that notification, indicating thereto the names and addresses of 
those who gave the previous notification and thus from one endorser until 
reaching the drawer. The period with regard to each endorser shall begin from 
the date he receives the notification from the endorser who preceded him. 

Once one signatory of the draft has been notified according to the previous clause, 
his alternative guarantor shall also be notified at the same date. 

If one of the endorsers does not show his address or shows it ambiguously, 
obscurely and illegibly, the notification of his preceding endorser shall be 
adequate. 



4. Whoever should address the notification shall proceed with sending it by 
registered letter, cable, telex or fax message or any other method, even by 
returning the draft itself. He shall establish his dispatch of the notification at the 
date determined therefor. The date shall be considered complied with if the 
registered letter or cable is delivered to the post office or the telegraph office at 
the said date. 

5. The rights of the party committed to dispatch the notification shall not abate if he 
fails to send it at its determined date. However, in case of necessity, he shall 
compensate the harm resulting fi-om his neglect providing the compensation shall 
not exceed the amount of the draft. 

Article 442 

1. The persons who are obligors by virtue of a draft shall be jointly accountable vis- 
A-vis its bearer. 

2. The draft bearer shall have the right of recourse against these obligors severally 
or jointly, without being obliged to observe the order of their obligations. 

3. This right shall be established for each one having signed the draft if he pays its 
amount. 

4. A court action brought against one of the obligors shall not prevent having 
recourse against the rest, even if they are subsequent to the obligor on whom the 
notice of action is addressed in the first place. 

Article 443 

The draft bearer shall claim the following from those who have the right of recourse 
against him: 

a- Original amount of the non-accepted or non-paid draft along with the interest 
agreed upon. 

b- The interest calculated according to the rate applied by the Central Bank of Egypt, 
effective the maturity date. 

c- Expenses of protest, notifications, stamp duty and others. 

d- In cases of recourse before the draft maturity date, the equivalent of the official 
discount rate at the date of recourse in the place where the bearer's domicile is 
located shall be deducted fiom its amount. 

Article 444 

The one who pays the draft may claim the following from his guarantors: 

a- The amount he paid. 

b- The interest on this amount, calculated &om the day of payment according to the 
rate applied by the Central Bank of Egypt. 

c- The expenses he incurred. 

Article 445 

1. All obligors from whom a draft is claimed by way of recourse, or who is targeted 
for claiming it from him, shall have the right to claim, in case of paying the draft 



amount, to be handed the draft together with the protest and a quitclaim for the 
amount paid. 

7 . Each endorser who pays the draft shall have the right to cancel his endorsement 
and the subsequent endorsements. 

Article 446 

In case of recourse after partial acceptance, the one who pays the unaccepted portion of 
the draft amount shall have the right to request recording this payment on the draft and 
a quitclaim to be handed to him, The bearer, in addition to this request, shall deliver to 
him a true copy of the draft signed by him, and also the protest to enable him to use his 
right of recourse against others. 

Article 449 

The bearer of the draft in respect of which a protest against non-payment is lodged may 
levy a preventive distress without bail on the property of each of the drawer, acceptor, 
endorser, alternative guarantor or other obligors regarding the draft, subject to the 
provisions prescribed in the civil and commercial procedures law. 

Prepayment of the Debt 

Article 63 of Commercial Law No. 1711999 provides that a debtor may prepay the debt 
only with the permission of the creditor, unless prepayment is permitted by law, 
agreement or by "trade practices." If prepayment is not permitted, the debtor must pay 
a penalty if he prepays the debt. 

Article 63 

1. If the debt is a time debt and the debtor is authorized to settle it before the 
maturity date, he shall not - when using this right -deduct part of the debt 
except with the approval of the creditor, unless otherwise prescribed by a text 
in the law or in trade practices. 

2. If the debtor is unauthorized to settle the debt before its maturity date, he may 
oblige the creditor to accept that settlement if he pays to him the interest due on 
the debt until expiry of the date, or clear him of the obligation to refund the 
amount if it had been paid in advance, unless there is an agreement, a trade usage 
or practice, or a text of the law providing otherwise. 

Acceleration of the Debt 

Paragraph 3 of Article 105 permits the creditor to call the entire amount of the debt due 
and payable only after the debtor has failed to make at least two consecutive installment 
payments. 

Article 105 (3) 

3. The agreement on maturity of the whole price in case one of the installments is 
not paid at its maturity date, shall not be enforced, unless the buyer fails to pay 
at least two consecutive installments. 

Secured Transactions 

The provisions of Commercial Law No. 1711999 relating to promissory notes and drafts 
do not address the procedures that must be followed if the note is secured by collateral. 



Of particular importance is whether the secured creditor must make demand on the 
promissory note before he can execute on the collateral. Some guidance can be found in 
Article 126 relating to the remedies on default on commercial pawn. In a commercial 
pawn transaction title to and possession of immovable property is transferred to the 

B 
creditor or a "peer" appointed by the parties to the contract to hold the property until the 
debt has been paid. Article 126 permits the pawnee to sell the pawned items without 
having to go through the procedure for collecting on the promissory note or other debt 

I 
instrument secured by the pawned items. 

Article 126 
I 

1. If the debtor fails to pay the debt guaranteed by the pawn at its maturity date, the 
pawnee, after the lapse of five days from charging the debtor to pay his debt, shall 
have the right to submit a petition to the competent judge at the court within the 
circuit of which lies his domicile, to issue a court writ ordering the sale of whole 
or part of the pawned object. 

3. The court writ issued by the judge for selling the pawned object may not be 
executed except after the lapse of five days from the date of notifying the order 
to the debtor and the guarantor, if any, along with indication of the location, date 
and hour of the sale session. 

3. The sale shall take place at the time and place defined by the judge and by public 
auction, unless the judge orders following another method. 

4. The pawnee shall receive, through priority way, settlement of his original debt, 
its yield and expenses, from the price accruing from the sale. 

Effect of Bankruptcy on Mortgage Creditors 

Some of the most significant provisions of Commercial Law No. 1711999 relate to the position 
of creditors whose loans are secured by liens on real property. The bankruptcy law applies to 
persons, whether natural or juridical, who are defined in the commercial law as traders. In other 
words, if the borrower on security of a mortgage is engaged in business as an individual he can 
declare bankruptcy. Also, since a loan from a bank, regardless of whether the borrower is an 
individual or a company, is considered a "commercial debt", the bank can request a court ruling 
for declaration of the bankruptcy of his "debtor trader." 

Chapter 3, Section 2 deals with the effects of bankruptcy on creditors. Article 605 states that if 
a real estate secured creditor has begun execution proceedings against the real estate, the 
bankruptcy judge can permit the execution to proceed outside the bankruptcy proceeding. 

Article 605 

1. The ordinary creditors or the general lien creditors shall not, after the court 
bankruptcy declaration ruling, institute individual cases against the bankruptcy, 
nor take any judiciary procedures against it. 

2. The issue of a bankruptcy declaration ruling shall result in discontinuing the 
individual cases brought by the creditors mentioned in the previous clause and in 
staying the execution proceedings that these creditors began before the bankrupt 
declaration ruling was issued. However, if a day is determined for selling the 



realty of the bankrupt, proceedings of execution may continue with permission 
from the bankruptcy judge. 

3. As to the mortgagee and those vested with lien and particular lien rights on the 
debtor's property, they may institute the individual actions or continue therewth 
vis-a-vis the bankruptcy trustee. They may also levy or continue the execution 
on the property covered by their deposits. 

Chapter 3, Section 4 deals specifically with the effect of bankruptcy on secured creditors. If the 
proceeds from the sale of the real property securing the loan are not sufficient to repay the debt 
in hi l ,  the secured creditor can share in the distribution of the other assets of the bankrupt debtor 
on the same basis as unsecured creditors. 

Article 620 

In case the price of realties is distributed before distributing the price or movables or both 
distributions take place together the mortgagees or lien creditors or particular lien 
creditors who have not received their right wholly or partially from the prices of realties 
burdened with insurance shall have the right to participate with the balance due to them, 
with the ordinary creditors, in the distribution of property to which the right of the group 
of creditors is pinned, providing their debts have been fimded according to the provisions 
of this law. 

Article 621 

1. If one or more distributions of the movables price take place before distributing 
the price of the realties, the mortgagees, or lien creditors or particular lien 
creditors shall have the right to participating in the distributions with all their 
debts, providing they have been funded according to the provisions of this law. 
Their share in these distributions shall be set aside until carrying out the final 
settlement. 

2. After selling the realties and carrying out the final settlement according to the 
classes of mortgagees, and lien creditors and particular lien creditors those whose 
class qualifies them to obtain all their debts from the price of said realties, may 
not receive the debt except after deducting the amount set aside for him, and this 
amount shall be returned to the group of ordinary creditors. 

3. If the class of the mortgagee or lien creditors or particular lien creditors qualified 
him only for obtaining part of hls debt, he shall have the right to participate in the 
rivals division with the rest of his due debt. If in effecting the final settlement it 
transpires that what he obtained and what was set aside for his account exceeds 
the amount of his due debt, the excess portion shall be deducted and restored to 
the group of ordinary creditors. 

Article 622 

The mortgagees or lien creditors or particular lien creditors who do not obtain anything 
from the price of realties which are burdened with their insurance shall be considered 
ordinary creditors and in that quality all the effects resulting from the works of the group 
of creditors and the judicial composition if it occurs shall apply to them. 



The Capital Market Law, No. 95 of 1992 

The Capital Market Law and the Executive Regulations issued under this law relevant to the 
mortgage market deal with the terms and conditions under which debt and equity securities may 
be issued, the tax treatment of such securities and the rules governing investment funds. 

Articles 11 and 14 of the Capital Market Law exempt public offerings of shares, debentures and 
bonds from the proportional stamp duties at issuance and from the annual stamp duties. The 
interest and dividends on publicly issued securities is exempted from the general income tax. 
The interest on debt instruments also is exempted from the movable capital revenues tax. In 
order to qualify for these tax exemptions, securities issues must comply with Article 16 of the 
law, which defines public offerings as shares, debentures, bonds or other securities which 
constitute at least 30 percent of the total shares of the issuing company and which have at least 
150 subscribers. In other words, private placements would not enjoy the tax exemptions 
provided in Articles 11 and 14. 

Article 27 defines the types of securities activities governed by the law. Operating as a special 
purpose vehicle (SPV) to purchase mortgages and issue securities against the mortgages is not 
one of the listed activities, but Article 27 provides that "The Minister (of Economy and Foreign 
Trade), following approval of the (Capital Market) Authority's Board of Directors, may add other 
activities related to the field of securities." Therefore, the authorization of SPVs does not require 
any amendment to the Capital Market Law. Executive Regulations could be issued to establish 
the structure and operations of SPVs. 

Chapter 2 of the Capital Market Law deals with investment funds. While Article 35 of the law 
and the Executive Regulations relating to investment h d s  currently limit the investments which 
investment funds can make to securities, the law and regulations also give the Board of Directors 
of the Capital Market Authority the power to "authorize the find to deal in other movable 
financial values or in other fields of investments." Therefore, the Capital Market Authority can 
authorize investment fimds to invest in mortgages and other real estate financing receivables or 
even in real estate. 

Article 41 permits banks and insurance companies to operate investment fimds, subject to the 
approval of the Capital Market Authority and the Central Bank of Egypt or the Egyptian 
Insurance Control Authority, as applicable. Under this provision of the law a bank could form 
an investment company to purchase mortgages originated by the bank and issue shares to the 
public to find such purchases. Such an arrangement would create a potential for abuse by the 
sponsoring bank. A bank with a portfolio of questionable mortgages could sell the loans to its 
investment find at full book value and pass all the credit risk to the investors in the investment 
fund. The executive regulations should set strict requirements for such affiliate transactions to 
ensure that any assets which the investment fund purchases from its parent bank are valued at 
their fair market value and that full disclosure is made to investors that the assets have been 
purchased fi-om an affiliated entity. 

Executive Regulations of the Capital Market Law, Decree No. 135 of 1993 (as amended) 

The Executive Regulations set out the specific rules under which the Egyptian capital market 
must operate. Section 4 deals with the procedures that must be followed to issue debentures and 
finance bonds. One key requirement in Article 34 is that to be approved for issuance, all debt 
instruments issued should be rated. However, Article 34 further provides that the Board of 
Directors of the Capital Market Authority can approve an unrated bond issuance on a case-by- 



case basis. The ability to have an unrated bond approved for issuance by the Authority will be 
important for mortgage securitizations until there is sufficient historical statistical data on 
mortgage delinquency, default and loss on which to base a credit evaluation of a mortgage- 
related security based solely on the underlying pool of mortgages. The question is whether an 
unrated bond will be accepted by the market at a price that makes the securitization financially 
feasible. It is likely that for the first five years or so, the Capital Market Authority, the rating 
agencies and investors will require that some form of credit enhancement be used in mortgage 
securitizations. 

Chapter 2 of the Executive Regulations deals with investment finds. Article 140 requires 
investment hnds to invest all of their finds in "stocks and shares" unless they have obtained a 
special license from the Capital Market Authority. 

Article 143 limits the percentage which can be invested in the securities of any one company to 
10 percent of the investment h d ' s  monies, so long as the investment does not exceed 15 percent 
of the securities issued by the company. These limits may not apply to "other movable financial 
values" because Article 140 states that the percentage limits for investment in these types of 
assets will be established in the special license granted by the Authority. 

The provisions of the Executive Regulations relating to management of the assets of investment 
funds accommodate the management of mortgages. For example, Article 168 states that if an 
investment fund is licensed to exercise another activity under Article 140, the Director of 
Investment of the fund may assign the management of this activity to a specialized agency. In 
other words, if the fund invests in mortgages, the Director of Investment can assign his 
responsibility for servicing to mortgages to the institution that originated the loans or to a 
mortgage servicing company. 

Section 3 of Chapter 2 addresses issues relating to investment hnds  of banks and insurance 
companies. Article 175 limits the ratio of investors' money to the investment by the bank or 
insurance company to 20 to 1. In effect, this provision establishes a minimum capital ratio for 
the fund. Article 176 prohibits one investment fund sponsored by a bank or insurance company 
from investing in the shares of other investment h d s  sponsored by the same bank or insurance 
company, but does not prohibit the investment fund from investing in securities issued by the 
sponsoring bank or insurance company. Article 173 permits investment in securities of the 
sponsoring bank or insurance company provided that "such investment shall take place at the fair 
market value of these securities as shall be certified by the auditor of the bank or insurance 
company." 



ANNEX B 

ALTERNATIVE 
MORTGAGE FUNDING MECHANISMS 

Overview 

In Section 3, there is a discussion of how the method of funding long-term lending may have a 
significant influence on the specific terms of the loans being offered and on how various 
financial risks are managed. Funding through a commercial bank with a combination of bank 
deposits and medium-term bonds may normally be the favorite approach of market participants. 
However, a variety of market factors, and possible regulatory or other intervention by the 
government, may shift interest to other mechanisms. Three major alternative modes of funding 
are: securitization, mortgage banks, and liquidity facilities. This Annex describes each of these 
options. 

It should be noted that alternative mortgage funding mechanisms require the same pre-requisites 
noted above for the development of the mortgage market, including a strong legal infrastructure 
supporting the registration, enforcement and eventual pledging and/or sale of mortgage loans. 
All also rely on the existence of an active bond market, since all look to the selling of fixed- 
income securities to the market. There is some chance that the popularity of these mechanisms 
can actually feed into the development of the bond market, but this potential is limited unless 
there is also an concerted effort to develop the government bond market as well. 

Mortgage Securitization 

Mortgage securities (often called mortgage-backed securities or MBS) involve the transformation 
of the ownership in a pool of mortgages into securities which represent some specific claim on 
the cash flows from those mortgages, usually in the form of debt instruments. They are not 
regular bonds but are debt obligations entirely and solely backed by a pool of mortgage assets 
that are owned by a very narrowly established legal entity, usually a trust or a special entity 
provided for by the law of securitization.' The simplest MBS is the pass-through security in 
which investors are entitled to pro-rata shares of the cash flows (principal [both scheduled and 
prepayments] and interest) from the mortgage pool. More complex derivative securities are 
frequently created by customizing the claims on the cash flows from the pass-throughs. As noted 
above, in most of these cases, securitization offers the very attractive feature that the cash flows 
received from mortgage borrowers is matched with the cash flows due to the investors, thus 
shifting all liquidity and interest rate risks to the investors 

A mortgage pass-through security involves the sale of the underlying assets. The issuer may sell 
the mortgage assets to a special purpose vehicle or trust which then issues the securities, or to a 

' The French-style securitization represents a co-ownership of the pool of assets. There is no actual legal entity 
involved. 



conduit institution which purchases mortgage loans from a number of lenders, pools the loans 
and issuing the securities. Such an entity may be called a central securitizer. 

Early History. The first pass-through mortgage securities were created in 1970 in the U.S. 
under a program operated by Ginnie Mae. Ginnie Mae (the U.S. Government National Mortgage 
Association) was created in 1968 to manage the liquidation of a portfolio of mortgage loans that 
had been built up by a predecessor government entity called Fannie Mae, which would purchase 
loans made under a program involving a government guarantee of repayment. It was also 
intended that this funding mechanism also be made available directly to the institutions making 
such loans. 

In both cases, the securities would be issued with an explicit payment guarantee by the U.S. 
government, although the pass-through security would be issued in the capital markets by private 
lending institutions. The key was that the collateral in all cases was already government 
guaranteed. The only uncertainty involved in the loans was the timing of receipt of the principal 
and interest. The uncertainty arose from the rate of mortgage prepayments, the possible failure of 
the mortgage company that was servicing the loans and the delay associated with collecting on 
the mortgage insurance. Ginnie Mae provided a guarantee of timely payment of interest and 
principal to the investor (cash flow insurance). So it took only a small additional guarantee by 
the government as to the timing of the cash flows to allow investment banks to sell these 
securities as being totally government-guaranteed as to the minimum cash flows being paid. 
(What was not guaranteed against was the accelerated payment of principal, which has become 
the major issue of prepayment risk.) 

The Ginnie Mae pass-through security represents a sale of assets, involves no over- 
collateralization and can be issued in small denominations. The issuer retains 44 basis points for 
servicing the loans and pays 6 basis points to Ginnie Mae for its cash flow insurance. The issuer 
must advance all contractually scheduled payments to the investor. Agency risk is handled by 
setting the servicing fee at significantly more than the true cost of servicing. This provides a 
powerful incentive for the mortgage company to properly service the loans as it is its main source 
of income. An important lever Ginnie Mae has to control its agency risk is the threat to transfer 
the loan servicing (and thus fee income) to another servicer and disqualify the mortgage 
company from future business. 

The alternative model of MBS issuance in the U.S. is that of the centralized securitizer or 
conduit. Conduits purchase mortgages and issue MBS based on large size pools. The best 
known conduits are Fannie Mae and Freddie Mac but there are also over 20 private conduits with 
a growing share of the market (although they do not compete in the same segments of the market 
with Fannie Mae and Freddie Mac). 

The first true conduit (in the sense of purchasing mortgages and issuing pass-through securities) 
was Freddie Mac, the Federal Home Loan Mortgage Corporation. It was created in 1970 to give 
savings and loan associations making non-government-insured mortgages the ability to sell 



them.' Freddie Mac began issuing "conventional" (non-government-insured) mortgage pass- 
through securities in 1972. 

Fannie Mae did not begin functioning as a conduit until 198 1, although it had been in existence 
since 1938. Formally known as the Federal National Mortgage Association, it was created to 
promote the use of government-insured mortgages. Throughout most of its existence, Fannie 
Mae functioned as a housing bank, purchasing loans for its own portfolio and issuing 
government debt to finance this. The main reason that Fannie Mae was "privatized" in 1968 ( i t  
was given a special charter by the government and its shares were sold to the public) was to 
move its mortgage purchases "off-budget" at a time of growing government deficits. But it was 
set up in such a way that it was generally perceived to still be government-guaranteed, although 
not government-owned. 

Despite being privatized and despite the existence of the securitization mechanism, Fannie Mae 
continued to function primarily as a housing bank, buying mortgages and raising funds by selling 
bonds. More precisely, it operated like a U.S. savings and loan, which had been directed by law 
and regulation towards using savings deposits to fund long-term fixed-rate mortgages. Thus, 
when the savings and loan system was bankrupted in the early 1980's by the rise in inflation and 
hnding costs, Fannie Mae also teetered on the edge of bankruptcy. It was only at that point that 
it began to pursue more aggressively a program of securitizing mortgage loans rather than 
financing through bond issuance. 

There were several reasons why Fannie Mae was slow in using securitization. The main one was 
the desire to avoid paying the persistent premium demanded by investors providing long-term 
funding, But another was the fact that the primary and resale markets in pass-throughs was not 
as active and efficient as the government (and implicitly Fannie Mae) bond market. This all 
changed in the early 1980s when government regulators allowed savings and loans who 
securitized their portfolio of loans to amortize their losses on those loans (the difference between 
the low sale price at the current high interest rates and their book value) over the life of the loan. 
This would allow the institution to recycle the funds into new higher-paying investments without 
recognizing the loss (and their true bankruptcy). This step greatly expanded the pass-through 
market and made it a huge business on Wall Street. 

There are several other reasons for Fannie and Freddie becoming an advantageous method of 
funding loans. Because they purchase a large volume of loans from a large number of lenders, 
they can issue larger securities with more diversified loan collateral and greater liquidity. 
Second, their unique status as government-sponsored enterprises (GSEs) allows them to issue 
debt at yields lower than comparable issues of AA4-rated corporations, although still a little (10- 
25 basis points) higher than comparable maturity Treasury bonds. Finally, their securities enjoy 
several advantages that reduce investor required yields and issuance costs and the GSEs are 
exempted from state-level corporate income taxation. 

It should be noted that the primary concern was not for the liquidity risk of the lender, but the geographic 
mismatch between net saving areas of the country and growing low-savings areas. This mismatch would normally 
have been dealt with by lenders having branches in both areas, but this was prohibited by law until relatively 
recently. 



Through competition among lenders, these benefits translate into lower rates and increased 
access to capital for borrowers. However, because their special status provides them with a 
hnding advantage, they crowd out private conduits (which today cover parts of the market not 
served by Freddie and Fannie) and they constitute a duopoly in the secondary market. They have 
been called "spongy conduits" since only two-thirds of the value of their government support 
translates into lower mortgage interest rates for borrowers. Shareholders and management 
capture the remaining one third of the benefit. 

Once created and expanded by these government-related entities, the securitization market has 
been utilized by private entities for a wide variety of other receivables, including credit card 
receivables, auto loans, and, recently, many loans for commercial real estate. The model has 
been picked up in many other countries, although never with as much success. In the private 
securitization market, investors rely on information supplied by rating agencies and enhancement 
from either the collateral (i.e., over-collateralization), cash flow (e.g., senior-subordinated 
securities) or third parties (e.g., pool insurance provided by mortgage insurers or bond insurers) 
to manage the credit and agency risk inherent in third party origination and servicing. 

The development of the senior-subordination structure has been a key factor in the growth of the 
private MBS market. In this structure, the senior security has priority claim on the pool cash 
flows. All defaults and cash flow shortfalls will be borne by the subordinate tranches. The rating 
agencies have developed models that predict the default rates on pools of mortgages based on 
loan characteristics (underwriting ratios, loan type), servicer performance, geographic location, 
etc. Based on their estimate of lifetime default rates, they determine the size of the subordinate 
tranch necessary to get the desired rating (e.g., AAA). A lesser but still important alternative 
form of credit enhancement is through pool insurance provided by private mortgage insurance or 
bond insurance companies. A bond insurer will in effect put its AAA rating on a security (one 
that is already investment grade) to improve its rating for a fee. 

The economics of securitization as a fimding mechanism is illustrated by the experience of 
Canada. A mortgage-backed securities market was created in Canada in 1987 when the 
government-owned Canadian Mortgage and Housing Corporation (CMHC) was authorized by 
the government to provide timely payment guarantees on pools of federally insured (NHA) loans, 
like with Ginnie Mae. However, the secondary mortgage market in Canada has not achieved the 
same degree of success as in the U.S. This can be partly explained by three factors. Canadian 
lenders have always operated on a nationwide basis. Therefore, the need to rely on a secondary 
market to facilitate the interregional transfer of hnds never developed. Second, the market never 
received the boost in liquidity that occurred during the early 1980s in the U.S. As a result, the 
economies of scale in securities issuance and servicing that characterize U.S. housing finance 
have not developed to the same degree in Canada. 

Recent Developments. Unlike the U.S. and Canada, the European MBS market developed 
without any direct government involvement. There have been no government sponsored conduits 
created to provide credit enhancement or regulatory incentives to facilitate investor acceptance. 

The pioneers in the Europe were "centralized mortgage lenders" in the UK (similar to U.S.-style 
mortgage banks, with little capital) that entered the market in the mid-1980s in response to wide 



spreads between lending rates and money market rates. These institutions (private conduits) lend 
through a network of brokers and insurance agents and fund themselves entirely through 
wholesale sources, primarily securitization. However, after an initial boost in market share to as 
high as 13 percent, the share has declined sharply. 

Cumulatively, up to 1998, there had been 123 issues in Europe for nearly $26.3 billion, but 
mostly in the UK. MBS issues in continental Europe have been sporadic and there have been no 
on-going programs. The first non-UK MBS were issued in France and Spain in 1991 by 
government-backed mortgage banks. Issuance began to pick up in 1994 with 12 issues from 
France and Spain and since then issues have occurred as well in Belgium, Germany, Ireland, 
Italy and the Netherlands. 

The primary reasons for the slow pace of mortgage securitization has been the high cost of such 
funding relative to bank deposits, the high costs associated with developing securitization 
programs, and legal and regulatory uncertainty associated with a new finding mechanism. Lack 
of centralized information on mortgage prepayments has also retarded MBS development. In 
France and Spain, an arduous process of legislative change was required to develop the necessary 
legal infrastructure for securitization. 

However, it is expected that the European MBS market may grow substantially in the future. 
With European Monetary Union, the costs of cross-border financial service provision are going 
to fall. Competition is likely to emerge in the savings market before the lending market, which 
may cause the relative cost of retail funds in depositories to rise. On the other hand, there are 
some signs that the funding raised through the issuance of mortgage bonds may be cheaper. A 
critical factor is the cost of shifting credit risk to investors in the form of subordinated tranches. 

A number of developing countries have utilized securitization to an extent. One of the most 
noted examples is Argentina, which successfilly launched the first international mortgage 
securitization by a developing country in 1997. This was made possible by the routine issuing of 
mortgages in Argentina in US dollars, which means that the exchange rate risk was being borne 
by the borrowers. 

The National Mortgage Bank (known as the BHN for its acronym in Spanish) issued its first 
mortgage-backed securities in October 1996. BHN is a government-owned bank which was 
restructured in the early 1990s as a wholesale bank providing medium and long term financing 
for construction and home loans. It now functions as a conduit purchasing mortgages from 
originators (primarily banks) and pooling them in Special Purpose Vehicles that issue bonds. 
The securities issued by BHN are backed by mortgages originated by banks and other financial 
institutions that guarantee the ultimate payment of all principal and interest (i.e., recourse 
purchase). Thus, the Argentinean MBS do not act to take the mortgages off the books of the 
banks, but do provide matched finding. In addition, there is a subordinated security portion that 
bears the residual risk that the banks will fail; the intent was also to make clear that BHN was not 
bearing any credit risk. 

The Central Bank of Argentina encouraged this process by designing a standard model for the 
mortgage loans in respect to terms, currency, interest rate, amortization system, maximum loan 



values, maximum loan-to-value ratios, installmenu income ratio, amount of expenses and fees. 
The Central Bank made the use of standard documents and terms mandatory for all lenders, in 
order to make feasible future securitization. 

Legal Structure. The recent development of asset-backed securitization in general has brought 
about a distinction between U.S.-style (common-law) systems and French-style (civil code) 
systems. The U.S.-style relies on existing trust or companies law to create a ownership entity 
which then issues negotiable claims against itself. This entity is commonly known as a Special 
Purpose Vehicle (SPV). The SPV takes over ownership of the assets and simultaneously issues 
debt obligations which are fully secured by the assets in the SPV. The SPV uses all cashflows 
from the receivables, together with whatever assets (sometimes a reserve fund) or facilities it has, 
to service the notes according to their terms. 

The French model is designed to resolve the difficulties of developing flexible financial 
instruments within the context of the civil code approach to law. It starts with the creation of a 
new type of legal entity as the holder of the assets. In France, this entity is called a "fond 
comrnun de creances" (FCC) which is an entity for co-ownership of receivables. Instead of the 
corporate shell of a US-style SPV issuing obligations, the FCC issues negotiable units 
representing a portion of co-ownership rights. The FCC has no distinct legal entity, but consist 
of a custodian which legally holds the assets and a manager who is set up specifically to manage 
these pools of assets. 

In both cases, to achieve off-balance sheet treatment, it is essential that all obligations of the 
seller of the assets are extinguished, with no enforceable warranties or recourse. This poses a 
difficulty under some legal regimes, because of certain abilities of buyers or third parties to 
pursue remedies against sellers. 

Whether a securitization is off the balance sheet or not, the SPV must be a legal entity that is tax- 
neutral and protected from any bankruptcy proceedings against the seller or the SPV 
management. These are also properties that generally require special law. However, FCC's, by 
virtue of not being a legal entity, does not have this problem. 

Several practical issues are also important. The costs of transferring the mortgage assets, such as 
stamp duties, should be kept to a minimum. There should also be means of transferring servicing 
rights at a low cost. If a central conduit to purchase loans from a number of mortgage lending 
institutions ( e.g. an investment fund), loan documentation and terms will need to be standardized 
so that loans from different lenders can be pooled. 

One important question is the extent to which the law governing investment funds can serve as 
the core of a securitization process. Currently, investment funds are limited to owning securities 
themselves, not mortgage loans or other receivables. But if the scope of assets in which an 
investment fund may invest is expanded to include mortgages and the investment funds are tax 
neutral and bankruptcy remote, they may be well-suited for securitization transactions. 

In addition to permitting securitization, legal and regulatory revisions usually are needed to 
create an investor market for the securities. There are often provisions to permit pension funds 



and insurance companies to invest in mortgage securities. The legal investments authorized for 
pension funds and insurance companies may not include mortgage securities specifically, even if 
they do include bank and other corporate bonds and shares in investment funds. The laws and 
regulations governing these institutional investors should be clarified to explicitly authorize 
investments in mortgage-related securities. 

Applicability to Egypt. Lenders may be interested in the possibilities of securitizing a portion 
of their mortgage loans in order to better manage their funding risk, capital, liquidity and asset 
allocation. However, there are a number of developments required to facilitate this market. 

There may be some legal, accounting and regulatory complications to be resolved to ensure a 
"true sale" and tax-neutral mode of off-loading the loans. These issues can probably be 
addressed through the adoption of regulations similar to those used in other countries (e.g. U.S., 
Germany, France) to resolve these i s s ~ e s . ~  

A second requirement is to develop an investor base to take on the financial risks, other than 
credit risk. This step is crucial, since even if the credit risks stays with the lender, the investors 
are taking on a significant amount of uncertainty about cash flows and also may be taking on a 
term (up to 10-15 years) which is longer than normal. In countries where there is a significant 
upward-sloping yield curve and some cyclical volatility in interest rates, investors would demand 
a large premium in the absence of historical information on which to judge prepayment rates. In 
Egypt, where a yield curve is not well defined, investors may be unwilling to take on maturities 
longer than 5-7 years, although with pass-through mortgage-backed securities, both the weighted 
average maturity and the duration of longer term mortgages will be in the 5 to 7 year range. 
Banks could respond to this either by limiting loan maturities or by selling the loans only after 
holding them for several years. 

A third requirement is to develop an investor or institutional base to take on the credit risk. This 
step can be delayed in the beginning by the banks retaining the credit risk, although such 
continued exposure would make the securitization a financing, not a sale of assets. Presumably, 
shifting the credit risk of mortgage finance to the investor will be impossible until experience and 
court cases clarify the extent to which the new law has strengthened loan recovery. (An 
exception might be special arrangements in the near term whereby developers who have funds at 
stake might take on the risk on loans created to dispose of the oversupply of luxury units.) 

A fourth issue is that mortgage-backed securities are likely to be less liquid than standard 
corporate bonds because of the uncertainty about cash flows and the thinness of the market. This 
may result in a spread over corporate bonds which would make mortgage securitization 
unattractive. 

Many of the issues involved in designing a law supporting efficient securitization are discussed m The Global 
Asset-Backed Securitv Market, ed. by C. Stone, A. Zissu, and J. Lederman, Probus Publishing, 1993. 



Mortgage Banks 

Long before there was mortgage securitization, there were European-style mortgage banks 
issuing mortgage bonds, some of which were pass-throughs of cash flows.4 In fact, the basic 
economic structure of a mortgage bank is not quite as different from a securitization as it looks. 
A mortgage bank is essentially a large pool of mortgages and riskless assets against which 
negotiable debt obligations are written. But in term of legal status and financial risks, it is quite 
different. It is an operating company with substantial capital, taking both operating risks and 
also financial risks. In fact, it is bank with a narrowly defined charter and usually with a limited 
or no right to accept deposits. 

Because it issues debt obligations on an ongoing basis, a mortgage bank must have access to 
investors and it does not have "closed-end" credit risk. Moreover, because some mortgage banks 
have the potential of differences in cash flows between their assets and fixed-flow debt issuances, 
they may take significant financial risks. The main concern of the mortgage bank is risk control. 
In contrast with commercial banks, mortgage banks accept a variety of restrictions on their risk- 
taking capacity, usually in return for preferential regulatory and tax treatment. The objective of 
such restrictions and privileges is to enable the mortgage bank to raise funds on as favorable 
terms as possible. 

Early History. The first mortgage banks were established in Prussia, as early as 1770. The 
concept underlying the Prussian mortgage bond system was the reliance on the collateral as the 
fundamental source of credit quality for h n d  raising. The bonds are obligations of the mortgage 
bank, thus the institution provides the credit enhancement. 

The credit quality of the bonds is assured through the use of conservative underwriting standards 
and strict regulation of the loans and institutions. In the countries using this system, there are 
government laws creating specialized institutions with their main activity being the granting of 
real estate loans. As a rule, they only grant loans secured by first mortgages. They obtain funds 
only through the issuance of "mortgage bonds" for which they have the exclusive right to issue. 
Bondholders have priority claim on the pool of collateral as well as recourse to the capital of the 
issuing institution. There are typically restrictions on the lending limits (i.e., loan-to-value 
ratios), loan characteristics, institutional capital, circulation limit of bonds and the balance 
between borrowing and lending. 

German vs. Scandinavian. Over time, there evolved two forms of mortgage banks. In 
Denmark and the Scandinavian countries, the issuing institutions were organized as associations 
of borrowers. Traditionally, the borrowers assumed joint and several liability for the bonds. In 
Germany, mortgage banks evolved as joint stock companies, frequently with substantial 
ownership by the German states ("land"). 

There is a common distinction between "European-style mortgage banks" and "American-style mortgage banks." 
The latter rely almost entirely on securitization for their funds, so that they have low capital and a small portfolio of 
loans on their books. Such "banks" (which are in no way "banks") can exist only when there is a easy way to off- 
load their loans, which is the case primarily in the US (and recently also in Australia). 



German mortgage bonds are issued against a large pool of collateral held by the mortgage bank 
("the cover"). Although the banks can grant mortgage loans up to 80 percent LTV, only the 
portion of the loan at or below 60 percent LTV is eligible collateral for the highest ranked bonds, 
the "Pfandbriefe." The mortgage bank can issue non-Pfandbriefe mortgage bonds to fund the 
remainder of the collateral. The bonds are mostly simple non-callable bullet instruments. There 
is a small degree of overcollateralization (average 5 percent) reflecting the presence of equity. 

Mortgages issued by German-style mortgage banks are amortizing, usually over a longer-period 
than the bond funding5 Thus, the bank takes on some liquidity risk (actually it is taking on 
credit risk since it has not promised the borrower financing for the full amortization term) but 
this is very small since the ability to roll over the debt is quite certain. The bonds are almost 
always with fixed rates, which could create prepayment risk if interest rates were to decline over 
time. To eliminate this risk, prepayment is excluded for the period of time the interest rate is 
fixed, at least without payment of a penalty equal to the financial loss. Thus, the mortgage bank 
can match-fund the loans with minimal cash flow risk. Such mortgage banks provide 
approximately 20 percent of mortgage credit (both commercial and residential) in Germany. 

Private mortgage banks in Denmark and Sweden are the dominant lenders, partly because, prior 
to the 1980s, these institutions were part of a system of directed credit and they still benefit from 
constraints on portfolio allocation by pension funds and insurance companies that lead them to 
favor mortgage bonds. It is debatable whether this design of lender would be important today in 
the absence of these distortions. 

Unlike German mortgage bonds with their simple bullet structures, and long before U.S. MBS, 
Danish mortgage bonds were full-term, pass-through securities. The mortgage bank funds the 
borrower's loan by selling a matched bond in the capital market. The loan is funded with the 
proceeds of the bond issuance. The individual bonds are part of large series with a particular 
coupon rate that can remain open for several years. However, the mortgage is on the books of 
the mortgage bank, which has recourse to the house pledged by the borrower. 

Given that borrowers prefer fixed rate loans, the Danish mortgage market is almost entirely 
funded through the issuance of callable bonds. Mortgage bond issuance in Denmark is tightly 
regulated. Only authorized "mortgage credit institutions" (not banks) can issue mortgage bonds. 
However, since 1990, banks and insurance companies have been allowed to conduct mortgage 
credit activities through subsidiaries. The mortgage credit institutions are subject to strict limits 
over the characteristics of the loans that collateralize their bond issues and matching of their 
assets and liabilities. 

The main investor groups in the mortgage bond market remain the pension funds and insurance 
companies (which are partly compelled to), while notably the largest investor group in the 
government bond market are foreign investors. This has perpetuated the use of fixed-rate 
prepayable loans, since it has led to underpricing of prepayment risk. Liberalization in all of 
these markets will eventually lead to a diversification of funding sources and mortgage types and 
also higher relative mortgage rates. In fact, it seems likely that securitization or German-style 

A typical transaction might be the loan that amortizes over 30-40 years, but is due in, and has a fixed rate for, 5 
years. The borrower and lender expect that the loan will simply be renewed every five years at the prevailing rate. 



mortgage bonds may be a better h d i n g  vehicle for long-term fixed rate loans, because they are 
more suitable to managing the prepayment and interest rate risks. 

Role in Developing Countries. Mortgage bonds are also an important instrument for housing 
finance in Chile. The bonds are issued by both commercial and mortgage banks. The system is 
quite similar to that in Denmark in that a financial institution issues a bond on the borrower's 
behalf to fund the loan. The credit risk remains on the books of the banks and there are no 
govemment guarantees. The popularity of this funding vehicle partly reflects the importance of 
pension funds. After their privatization in the early 1980s, pension funds experienced rapid 
growth (pension fund assets now represent forty percent of GDP). In the early days following 
reform, mortgage bonds were one of the most attractive assets available to managers. They were 
so attractive, in fact, that the government limited the portion of assets that could be in mortgage 
bonds to facilitate development of other investment alternatives (e.g., the equity market). 

The German mortgage bank approach is attractive for many developing countries. It relies on 
acceptance of demonstrably low-risk bullet bonds to match fund long-term housing loans, 
without the complexity of pass-through securities. But it also implies that these institutions have 
low diversification and no direct access to household savings accounts. In general, the great 
strength of these institutions derived from the restrictiveness and transparency of operations, 
features which are better attainable today by ordinary banks through rigorous regulation and 
supervision. Thus, in countries such as Germany, highly rated universal banks can issue 
unsecured bonds at a risk premium close to that paid by the highly restricted and inflexible 
mortgage banks. In addition, the universal banks can offer variable rate loans, second mortgages, 
and high-LTV loans. 

Thus, a new form of mortgage banking is spreading around Europe. Building on commercial 
banking, it provides for the issuance of mortgage bonds which are backed by segregated 
collateral held within the bank. They also usually come with a variety of restrictions and 
matching requirements that limit the risks that the bond holders are exposed to, and with 
provisions for specialized supervision to assure the quality of the bond collateral and access to it 
in case of failure. However, the amortization term of the loans can be longer than the terms of 
the bonds. 

Such a system may be an attractive and practical alternative in Egypt. It addresses the term 
funding issue that is a major concern voiced by banks and possibly provides a better rate on debt 
issuances. It is this latter matter which is the main issue. The stronger banks have been able to 
issue bonds at low spreads over a sovereign rate (although it appears that the government debt 
market has been distorted more recently). At this point, there appears to be little to gain by 
improving the security behind these bond issuances. If so, the advantages of bond financing can 
be gained without the burden of restrictions on mortgage lending or segregation of collateral. 

Alternatively, a non-bank institution could attempt to pursue normal German-style mortgage 
banking, based on specialization and restriction. However, there are two difficulties. First, the 
philosophy underlying the German mortgage bank requires a strong government supervisor to 
assure bond buyers as to the quality of the collateral held by the bank. This is seen as requiring 
the enactment of specific legal provisions. It is possible that such provisions could be introduced 



as part of the regulation of non-bank "mortgage finance institutions" provided for in the proposed 
draft Mortgage Law. 

Second, until the bond market becomes more mature and active, bond issuance is not a reliable 
source on which to build an entire institutional structure. Without a deposit base and only bank 
lines of credit to fall back on, a German-style mortgage bank is vulnerable to distortions or lapses 
in the functioning of the bond market. 

Liquidity Facilities 

So far, we have discussed two forms of fundraising, (1) securitization, where cash flow risks, as 
well as possibly credit risk, are shifted to investors, and (2) mortgage banking, which is a method 
by which the lender can secure its bond holders against the eventuality of the lender failing and 
also possibly better manage cashflow risks. The third funding mechanism is similar to a 
mortgage bank in as much as it looks to mortgage collateral as ultimate security. But it is 
specifically designed to work with an existing structure of depository institutions making loans 
and retaining them on their books but having access to a low-cost term loan window that helps to 
manage their liquidity, and possibly interest rate, risks. 

These institutions are referred to as liquidity or refinance facilities. They issue general obligation 
bonds in the capital markets and use the proceeds to refinance all or parts of the portfolios of 
primary market lenders. They provide funds to primary market lenders through collateralized 
loans or full recourse purchases. 

Liquidity facilities exist to provide both short-term funds and capital market access to depository 
institutions. They operate with very low credit risk, purchasing loans on recourse or lending on 
an overcollateralized basis. Typically, the government sponsors their establishment (although 
avoids granting an explicit guarantee) in order to provide improved liquidity generally to the 
bank sector. In fact, the main purpose for government support is often to provide access by 
banks to term funding of industrial projects through use of more reliable collateral in the form of 
residential mortgages. 

Why would a liquidity facility be superior to bond issuance directly by banks, either secured by 
mortgages or unsecured? If banks cannot access long-term funds at an acceptable interest rate on 
its own credit, a liquidity facility may be a desirable means of funding a mortgage portfolio. As 
a centralized, government-sponsored bond issuer, the facility can obtain better access to the 
capital market on more favorable terms than its owners/members. With a greater volume of 
assets they can access the markets more often, creating greater liquidity in their debt and 
negotiating better terms with underwriters. By lending to a number of institutions, they can 
achieve greater diversification in their asset base. 

Early History. The first liquidity facility was the U.S. Federal Home Loan Bank system 
established in 1932 to provide liquidity to the nation's savings institutions, the then-dominant 
mortgage lenders. The motivation for their creation was the Depression-period collapse of the 
financial system caused by a lack of liquidity in the financial markets, an erosion of confidence 



in financial institutions and, in the mortgage market, a lack of understanding of asset default risk 
on the part of investors. 

At the end of 1998, the FHLBs had over USD 400 billion in assets, making them on a combined 
basis the third largest financial institution in the U.S. The FHLBs have never had a credit loss on 
a loan, reflecting their overcollateralized lending policy, and their ability to control and transfer 
mortgage ~ollateral.~ Their bonds are rated as AAA government agency debt. Just as with 
Fannie Mae and Freddie Mac, their debt interest rate is lower than the corporate AAA rate 
because of a perceived government guarantee. FHLB securities also enjoy certain privileges 
including exemption from reserve requirements, exemption from SEC issuance requirements and 
access to examination reports of member financial institutions. 

Other Liquidity Facilities. The second most prominent liquidity facility is operated in France. 
The Caisse de Refinancement de Hypothecaire (CRH) was created in 1985 and performs a 
similar function as the FHLBs. CRH issues bullet bonds to finance the purchase of mortgage 
backed bonds created by member lending institutions. It issues bonds that are over-collateralized 
by mortgage bonds created by primary market lenders rather than whole loans. CRH is a private 
institution, owned by most of the major mortgage lending banks in France. The current size of 
the CRH is USD 9.5 billion. Its growth has slowed in recent years reflecting a desire of its 
depository institution members to fund loans with relatively cheap retail funds.' 

Cagamas in Malaysia is the most successful example of a secondary mortgage facility in a 
developing country. It purchases mortgage loans (the principal balance outstanding) from 
mortgage originators, but with a repurchase agreement and full recourse to the primary lenders, 
at a fixed or floating rate for 3 to 7 years. Just as in the U.S., this is effectively a secured 
financing with Cagamas looking first to the credit of the financial institutions. Cagamas issues 
debt securities to investors, in the form of fixed or floating rate bonds, Cagamas notes, or 
Cagamas Mudharabah (Islamic) Bonds. Its securities are rated AAA by the Malaysian Rating 
Agency and subject to only a 10% risk weight for bank investors. Twenty percent of its shares 
are owned by the Central Bank and commercial banks and finance companies hold the remaining 
shares. As of the end of 1996, Cagarnas had purchased USD 6.4 billion or 27.2% of the total 
volume of housing loans granted in Malaysia. 

Cagamas receives a number of privileges from the Malaysian government. Loans sold to 
Cagamas are not subject to Central Bank reserve requirements. Its securities are eligible as liquid 
assets (banks and finance companies must keep an additional 10% of assets in liquid form). 
Cagamas securities cany a risk weighting of lo%, compared with a 50% rating for housing 
loans. The Chairman of the Central Bank chairs the Cagamas Board. 

If a borrower experiences an erosion in credit quality, the FHLBs can require a transfer of the mortgage loan 
collateral (i.e., notes and deeds) to a third party trustee or to the FHLB itself. During the S&L crisis of the late 
1980s, the FHLBs obtained possession of the collateral. Once the S&L failed, the Resolution Trust Corporahon, in 
its capacity to liquidate the assets, would repay the FHLB to obtain the collateral (the value of which was 
substantially in excess of the loan) and then sell the mortgage loans in securitized form. 
' In France, depository institutions benefit from a tax-advantaged contract savings scheme that allows them to raise 
funds on a below market (pre-tax) basis. These funds can be used for any form of housing activity and are use to 
cross-subsidize first mortgage loans. Also, a majority of CRH's members are large banks with direct access to the 
capital markets. 



Closer to Egypt, a liquidity facility modeled on Cagamas and the FHLBs was created in Jordan 
in 1997. Called the Jordan Mortgage Refinance Company (JMRC), it also offers term loans to 
commercial banks in Jordan which assign qualifying mortgages to it as collateral. The rate of 
collateralization is 125 percent and the term of loans has been as long as 7 years (supporting the 
issuance of 15 year mortgages). It enjoys many of the same advantages that Cagamas does, 
including no reserve requirement on its loans, eligibility of its bonds for inclusion in the liquidity 
reserves, a 20 percent risk weighting, and the Governor of the Central Bank chairs the Board. 

The JMRC has been increasingly active. As of July 1999, it had about USD 30 million in loans 
outstanding to banks and had issued USD 20 million in bonds (the rest of the funding was from 
the World Bank and equity). 

Jordan chose to promote a liquidity facility because it was dismantling its previous system of 
support for the mortgage market. That system had been centered around the Housing Bank of 
Jordan, which was distorting the liberalizing financial markets and costing the government 
signiiicant non-transparent subsidies. Some of the privileges that the Housing Bank enjoyed had 
effectively mitigated its liquidity risk from offering loans for as long as 15 years. The bank 
sector in general is generally deeply concerned with its liquidity, given the strategic vulnerability 
of the country and its economy. Thus, the banks refused to enter into wider mortgage lending 
without some better access to term resources. 

The result has been a remarkable shift in sentiment of many banks (all of which are wholly 
private) towards entering into retail mortgage lending. Four banks have drawn upon JMRC 
loans to h n d  their mortgage lending and several others have started up lending programs in 
anticipation of using the facility. 

Relevance to Egypt. From the perspective of developing housing finance in Egypt, a liquidity 
facility can be a method of directly addressing the concern of banks about the liquidity risk of 
mortgage lending. One of its premises is that the other risks of mortgage lending, credit risk and 
interest rate risk, can be well addressed by the banks themselves. From a bond issuance 
perspective, in economies with under-developed capital markets it may be also be easier to 
obtain investor acceptance of simple bullet bond instruments than more complex pass-through 
securities. On the other hand, it is not attractive if the bank can access directly bullet bond 
h d i n g  at good rates. Because it appears that this may be the case, i.e., banks may have as 
much access to the bond market as would an intermediary, even a government-sponsored 
intermediary, there may not be much role for a liquidity facility.' 

Setting up a liquidity facility is relatively straightforward legally. Since the legal system 
supports the pledging of assets (loan secured by a loan), collateralized lending is simpler to effect 
than the purchase and transfer of individual mortgage loans for the purpose of securitization. It 

It is a fair question as to how the U.S. system seems to support widespread use of unsecured bond issuance, 
securitization, and use of a liquidity facility. The answer is that different lenders use these for different purposes. 
The evidence is that lenders use securitization for their fixed-rate loans, since they have no easy way of dealing fully 
with the interest rate and prepayment risk. They do not use it for variable rate loans that do not have such risks, 
preferring to keep them in their portfolio. That portfolio is financed through a combination of fixed deposits and 
bond issuances (if big enough) or liquidity finances (if relatively small). 



also matters, though, about the mechanics of registering the lien. If this is very burdensome, as it 
has been in Jordan, then collateralized lending in this manner becomes less attractive. 

Conclusions 

Which of these techniques will be attractive to Egyptian lenders? To investors? Which need 
additional statutory and regulatory enactments? Which are worthy of implicit or explicit 
government support beyond creating an enabling environment? 

Egypt appears to have a much more stable and deep base of deposits than Jordan, and there is a 
history of blanket protection of depositors from bank failures (an implicit guarantee that 
stabilizes the deposits in any given bank). Thus, a stable core of deposits could be looked to for 
a significant part of the funding base in the early stages of building up a loan portfolio, even for 
maturities of up to 15 years, unless the CBE takes a very restrictive stance on this issue. 

As portfolio growth reaches over 3-5 percent of loans, the stronger banks would probably find it 
worthwhile managing their liquidity risk via the issuance of unsecured bonds in the 3-7 year 
range. The government has already given this form of finding an advantage, due to the "tax" on 
finding through deposits arising fi-om the 15 percent cash reserve requirement and from the tax 
exemption of returns paid on such bonds. The question is whether the extra costs of backing 
those bonds specifically with mortgages, either through securitizations or a mortgage bank 
structure, appear to be greater than the benefits (in the form of lower cost and risks). 

It is possible that weaker banks may find it usehl to secure such debt issuances by pools of 
mortgages. This step is worthwhile only if (I) this gets a better credit rating, i.e., the loans are 
viewed as being relatively safe and relatively easily evaluated and re-sold, and (2) the reduction 
in the cost of funds due to a better rating is worth the trouble. The stronger banks will have little 
to gain by issuing bonds collateralized with mortgages. However, they will be in the best position 
to try securitizing a portion of their loans. 

As for the development of a central liquidity facility, that always requires some government 
intervention. The facility need not involve fill or even partial government ownership, but the 
government would need to be actively involved in organizing the institution and in granting 
regulatory advantages to using it. It essentially serves as a central bond issuer (with ultimately a 
mortgage bank type backing of loans as collateral) and would offer all lenders access to medium- 
term funds on similar terms. This would result in encouraging entry by more lenders, enhancing 
competition. A similar result could be obtained by creation of a government-sponsored 
centralized securitization entity, with or without the credit risk being shifted to the entity (and 
thus implicitly to the government, as in the case of Fannie Mae). 

It does not appear currently that a liquidity facility is needed, if in fact banks continue to have 
reliable access to the bond market for medium-term unsecured bonds. If spreads over 
government rates widen for bonds with less than AAA ratings, then it may be the case that a 
liquidity facility (which should be able to attain such a rating) will pay for itself (the costs will be 
between 50-100 basis points). 



ANNEX C 

MORTGAGE INSURANCE 

Introduction 

Mortgage insurance programs reduce the credit risk of mortgage lending for housing finance 
institutions. Under these programs, all or a portion of the risk of loss on default on mortgage 
portfolios is shifted from the housing finance institution to the mortgage insurer, which may be a 
private company or a government owned or sponsored entity. Mortgage insurance programs are 
capitalized by an initial investment by its founders or, in the case of government mortgage insurance, 
a budget allocation. The ongoing operations of the mortgage insurer are h d e d  through insurance 
premiums paid by the borrowers of insured loans. A few countries have established government 
mortgage insurance programs, but in several countries private mortgage insurance companies have 
evolved. The government mortgage insurance programs in some of the countries have not been 
successhl either because government insured loans have been perceived by the public as grants that 
do not have to be repaid or, conversely, mortgage insurers have established such stringent 
underwriting criteria that they have accepted few loans and have had no losses on the loans they have 
insured. 

Mortgage msurance is best suited to an environment where the risk of loss on foreclosure can be 
assessed and managed. In the United States, laws on foreclosure and the disposition of mortgage 
collateral are definitive and there is a substantial body of case law establishing the rights of the 
parties. Procedures and standards for the appraisal of residential real property are well developed 
and reliable data on comparable market sales are available. There also is over a fifty-year history 
of statistics on mortgage loan delinquency and default through economic and business cycles and 
national and regional recessions. Therefore, mortgage lenders, investors and government and private 
mortgage insurance providers can evaluate their business risk and price loans and mortgage 
insurance premiums accordingly. These conditions do not exist in Egypt and other developing 
economies. 

In Egypt and other countries where mortgage finance is not well established, it is unlikely that 
private insurance companies will underwrite mortgage insurance. The only feasible option may be 
a government sponsored or supported mortgage insurance program. It should be recognized that the 
existence of government mortgage insurance, while it can be expected to be an effective means of 
encouraging banks and other mortgage lenders to make mortgages, runs the risk of undermining the 
development of a private mortgage market. Borrowers who know that their loans are insured by the 
government may have less incentive to repay their loans. Government mortgage insurance could 
be perceived as a housing grant, not a credit guarantee. 

Government Mortgage Insurance in the U.S. 

In the United States, the Federal Housing Administration (FHA) is the government agency which 
insures home mortgages. The FHA is a department within the Department of Housing and Urban 
Development, (i.e. the Ministry of Housing and Development). Another government agency, the 
Veteran's Administration (VA) guarantees home mortgages made to veterans. 



FHA mortgage insurance was created in 1934 to address the real estate crisis caused by the Great 
Depression. The stated objectives of FHA mortgage insurance were to "facilitate home ownership, 
stimulate the construction and financing of housing, upgrade the quality of housing and improve 
mortgage lending practices." The FHA was effective in achieving these objectives and, in later 
years, in facilitating the financing of residential properties involving risks too great for the private 
sector to assume. The creation of FHA laid the foundation for the use of long term hlly amortized 
loans with low down payment requirements, improved property standards and appraisal procedures 
and a standardized mortgage qualification process. 

Until the advent of private mortgage insurance in the 1950s, FHA insured loans were the 
predominant type of home mortgage in the United States. The reasons for the widespread adoption 
of FHA programs are apparent: 

1. Lower down payment requirements; 

2. Longer maturities; 

3. Assurance of minimum property standards and an appraisal performed under 
uniform procedures; 

4. No penalty for prepayment; 

5. Mortgage assumability; 

6. Lower mortgage interest rates; 

7.  Greater flexibility in granting forbearance or delaying foreclosure. 

Features of FHA Insured Mortgages 

The FHA administers over 40 different mortgage insurance programs. The most widely used 
programs are the Basic Mortgage Insurance Program (Section 203(b)), the Condominium Mortgage 
Insurance Program (Section 203(c)) and the Rehabilitation Program (Section 203(k)). 

In the past, FHA insured loans had an advantage over non-federally insured loans because they 
required less of an initial investment (down payment) by the homebuyer. The basic FHA home 
mortgage insurance program allows a home buyer to borrow up to 97% of the first $25,000 of the 
lesser of the sales price or value of the house plus 95% of the balance up to the maximum mortgage 
amount permitted under the FHA mortgage insurance program. The maximum mortgage limits for 
single family homes are calculated at 95% of the median house price in the local market area, as 
determined by FHA. The FHA "basic" single-family mortgage loan limit which has been 
established for the year 2000 is $121,296 and the "high cost area" loan limit is $219,849. 

Today, FHA has lost much of its advantage over non-government insured mortgages because 
privately insured mortgages can be for loan-to-value ratios as high as 95% and some mortgage 
insurers have begun to offer 97% insured loan programs. The principal advantage of an FHA 
insured mortgage is that any qualified purchaser can assume an FHA loan when the original 
homebuyer sells the home. Privately insured loans may be assumed only if the lender approves the 
assumption. 

Until the late 1980s, the FHA set a maximum interest rate ceiling for FHA insured loans. When 
market interest rates rose above this mandated ceiling, lenders would charge an up-fkont fee (points) 
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to the borrower to increase the effective yield on the mortgage. In other words, the lender would 
discount the amount of the loan so that the effective interest rate on an FHA loan would be 
equivalent to market interest rates on non-federally insured loans. This practice increased the 
amount of finds a homebuyer was required to invest to purchase a home and, as a result, many 
prospective home purchasers could not qualify for FHA loans. In response to this problem, FHA 
now permits the market to determine the interest rates on FHA mortgages. 

Insurance Coverage, Premiums and Claims Procedures 

FHA insurance covers 100 percent of the outstanding balance on a mortgage for the f i l l  life of the 
loan. FHA insurance premiums are 2.25% of the original loan balance when the loan is granted, plus 
0.5% of the outstanding balance each year the loan is outstanding, payable monthly as part of the 
mortgage payment. The FHA premium is the same for middle income homebuyers and high-risk 
borrowers. The premium for private mortgage insurance also is not risk-adjusted, but all borrowers 
must meet the higher credit standards imposed by the private mortgage insurance companies. 

Studies of the rate and pattern of mortgage defaults over the 60 years since the FHA was created 
indicate that 100% insurance coverage may be excessive and exposes the insurance find to undue 
risk. Shifting all of the risk of loss on default to the government has reduced the incentive for FHA 
mortgage lenders to diligently collect on insured loans. The FHA can deny a lender access to the 
FHA program if it does not adhere to FHA underwriting standards, policies and procedures and can 
prosecute institutions and their officers where mortgage fiaud is discovered, but these are remedies 
to recover losses, not limit the risk exposure of the insurance hnd.  

The FHA treats a delinquent borrower more leniently than private lenders or mortgage insurers. If 
a borrower of an FHA insured loan is delinquent for three months, the lender must inform both the 
borrower and the FHA of the default. The borrower also is told of the possibility of forbearance that 
will allow a delay in initiating foreclosure procedures and a possible restructuring of the mortgage. 
If the delinquency is due to circumstances beyond the borrower's control, such as loss of 
employment, disability or the death of the principal wage earner, and there is a reasonable prospect 
that the mortgage will be repaid, FHA may accept assignment of the mortgage. If the mortgage is 
assigned, FHA will pay the outstanding balance on the loan to the lender or investor and will service 
the loan itself. The borrower will be given a grace period to make up the delinquency and the 
mortgage may be restructured so that the borrower can afford the payments. If FHA does not take 
an assignment of the insured mortgage, the lender must acquire title to the property from the 
borrower by a voluntary conveyance or must institute foreclosure proceedings. The lender can sell 
the property itself or transfer the property to FHA and request reimbursement of the principal, 
delinquent interest and other costs of the foreclosure. FHA pays the claim fiom its reserves and then 
must sell the house to recover its costs. 

The Future of FHA 

The U.S. government and Congress have questioned the need to continue the FHA as a government 
agency. The findarnental question is whether the government should be involved in insuring home 
mortgages when experience has proven that the private sector is ready, willing and able to provide 
mortgage insurance at an affordable cost. Opponents to government mortgage insurance argue that 
there is no longer a need for the FHA, that it's role has diminished steadily over the last 35 years, 
that the private sector can deliver mortgage insurance more efficiently and at lower cost to the 
borrower and that it involves a needless government expense. Like many other government social 



programs created during the Depression of the 1930s, the FHA is viewed by many as a financial 
dinosaur. 

The defenders of the FHA 100% insurance program argue that private mortgage insurers have gone 
out of business, that the private sector cannot always be relied upon to meet the demand for insured 
home mortgages and that the private sector will not insure mortgages to high risk segments of the 
mortgage market. They claim that private mortgage insurers will not match FHA's low cash down 
payment requirements, more flexible underwriting standards and willingness to continue to serve 
economically depressed markets. There is agreement between the opponents and proponents of the 
FHA, however, that there is a need to reform and reengineer the agency. 

Private Mortgage Insurance 

Private mortgage insurance is a line of insurance offered by either a specialized mortgage insurance 
company or a general insurance company. In the United States, private mortgage insurance 
companies were established in the 1960s to insure non-FHANA mortgages, called "conventional" 
mortgages. 

Potential for Mortgage Insurance Programs in Egypt 

A mortgage insurance program would be effective in supporting the development of a housing 
finance market in Egypt by reducing the credit risk of home lending. The creation of a system of 
mortgage insurance could play a key role as mortgage lenders, borrowers and the legal system gain 
experience with the mortgage execution procedures of the new mortgage law. The rationale for 
creating an FHA type of government mortgage insurance program as a stimulus to home finance in 
Egypt is the same as the reason why FHA was created in the United States during the depths of the 
1930s Depression: banks are unwilling to assume the credit risk of a portfolio of long term mortgage 
loans. The existence of mortgage insurance also would facilitate mortgage securitization. An 
additional benefit of a mortgage insurance program would be the standardization of mortgage design, 
documentation, loan underwriting and loan servicing. 

Egypt, as well as most developing economies, is not at a stage where credit risk can be assessed with 
any degree of reliability. However, as reforms are implemented, the economic transformation 
process proceeds and the residential real estate market develops, the ability of mortgage lenders to 
adequately evaluate the risk of potential loss will improve. The fimdamental issue is whether 
mortgage insurance systems should be established today to stimulate mortgage lending in the current 
environment or should be delayed until the legal system and the economy have reached the stage of 
development where mortgage insurance can be offered as an actuarially sound line of insurance. A 
second consideration would be the extent of loss coverage that would be provided in a government 
insurance program. 

It may be advisable not to develop a mortgage insurance program in an emerging market economy 
until the context of credit risks becomes clearer and key steps have been taken to limit mortgage 
credit risk. Until this has been accomplished, a mortgage insurance program will merely transfer 
all or a major portion of the risk from housing finance institutions to the govemment. Since all the 
benefit of risky lending will accrue to the lenders, but all of the potential losses will fall on the 
mortgage insurance fund, there will be little incentive for mortgage lenders to expend appropriate 
resources to diligently underwrite, service and enforce mortgages. In addition, borrowers of insured 
mortgages, particularly if the insurance covers 100 percent of the loss, may perceive their loans as 
government credits which they do not have to repay. Since the government is not likely to evict 
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them from their homes if they default on an insured mortgage, there is little incentive for borrowers 
to make personal sacrifices to keep mortgage payments current. 

Allowing government to assume all the risk of mortgage default is a costly subsidy that would be 
expanded by the perverse incentives inherent in any government mortgage insurance system. An 
alternative approach that does not create such perverse incentives is for the government to strengthen 
the mortgage lender's access to mortgage collateral before the government establishes a mortgage 
insurance program. Once foreclosure and eviction become a practical reality, lenders will be able to 
rely on the government insurance against loss on foreclosure to protect against major losses due to 
severe economic conditions, such as massive unemployment in a region. 

Of course, adoption of such a plan can be expected to delay the development of the mortgage market. 
Those banks which express an interest in offering mortgage financing to their customers are reluctant 
to enter the business until the foreclosure issue is addressed or until they are satisfied that the 
government will afford them some protection from loss. Consequently, housing policy officials in 
several emerging market economies are considering establishing mortgage insurance systems. 
Initially, it was thought that the government could provide an unfunded guaranty of mortgage 
credits. However, reforms in bank accounting, regulation and supervision have imposed stricter 
standards for government guarantees. Banks can no longer maintain a loan on their books at full 
value unless the guarantee is legitimate and finding has been provided to pay off claims made 
against government guarantees. 

Designing - - a Sound Mortgage Insurance Promam 

The first step in designing a sound mortgage insurance plan is to develop projections of mortgage 
default and loss rates. The anticipated default and loss rates are critical to determining the amount 
of budget resources required to fund an actuarially sound insurance program and the insurance 
premiums that should be charged to borrowers. Projecting default and loss rates is difficult because 
there are no historical data upon which to base claims estimations. Mortgage default rates in the U.S. 
could serve as the base default rate on which to build a forecast. The mortgage default rate in the 
U.S. is about 4% of mortgages outstanding, but can run over 10% in areas suffering from economic 
problems. Unofficial data from housing finance institutions in some developing and emerging 
economies indicate that default rates may average 20% or more. Funding an insurance program that 
insures against 100% of losses on default at default rates of over 20% would require budget funding 
well beyond the means of most countries. 

An analysis of the structure of a mortgage insurance program must include an evaluation of the 
extent of coverage offered. A maximum loan-to-value ratio should be established which requires the 
homebuyer to invest an amount of his own money sufficient to give himher an incentive to keep the 
mortgage current. Initially, it may be advisable to establish a maximum loan amount of no more than 
70% or 75% of the lesser of the selling price or appraised value of the home being financed. If the 
selling price is greater than the appraised value, the homebuyer will be required to pay the difference. 
Mortgage insurance should not cover the entire mortgage. Coverage of 100% of losses not only will 

be too costly, but also may remove much of the incentive for sound loan underwriting and servicing. 
Consideration should be given to having mortgage insurance provide a lower level of coverage, 
perhaps 25% to 50%, to ensure that there are sufficient incentives for the lender to exercise prudent 
management. A mortgage insurance program that insures 50% of the outstanding balance on a 
mortgage distributes the risk equitably among all the parties to the transaction. If the original loan- 



to-value ratio were 70%, the homeowner would bear 30% of the risk and the lender and mortgage 
insurer, 35% each. The homeowner would absorb the first losses if the value of the property were 
less than the outstanding amount of the mortgage when the mortgage goes into default. 

Typically, when an insured mortgage in which the insurance covers only a portion of the amount of 
the loss is declared in default, the mortgage insurer has two options. It can simply pay the claim or 
it can pay off the mortgage balance, take title to the property and sell the property to recover as much 
as possible. For example, if the outstanding balance on a 50% insured mortgage at the time of 
default is 100,000, the mortgage insurer could pay 50,000 to the lender or pay the lender the full 
100,000 and sell the home. If the home can be sold for 90,000, the cost to the mortgage insurer 
would be 10,000, plus the costs of foreclosure. 

The government will have to invest initial capital for a mortgage insurance program in an amount 
sufficient to cover all operating expenses and pay anticipated losses for at least the first two years. 
The government's investment could be repaid out of future income. The amount of this initial 
capitalization will depend on the anticipated volume of insured mortgages and the projected default 
and loss rates. 

After the start-up period, mortgage insurance premiums should be charged which will provide 
adequate hnding for a mortgage insurance program without the need for further budgetary resources. 
Insurance premiums should be set at a level which will provide a sufficient flow of funds to the 
mortgage insurer to cover its general and administrative expenses and h d  loss reserves and, at the 
same time, reflect actual loss experience. It is highly llkely that in most emerging market economies 
only three or four institutions will extend mortgage credit and the volume of mortgage credit will 
be limited for a several years. Therefore, costs will have to be spread over a relatively small base of 
mortgages. In addition, it will be difficult to establish a fair mortgage insurance premium structure 
until there have been several years of experience to determine what the stable loss ratio may be. 
However, if the FHA charges a 2.25% up-front fee and 0.5% over the life of a mortgage based on 
US. loss experience, the insurance premium in markets involving a lower volume of mortgage credit 
and greater default risk can be expected to be considerably higher. Without ongoing budget funding, 
the cost of providing mortgage insurance may be more than the market can support. The mortgage 
insurance program could be structured to give good borrowers a rebate on a portion of the mortgage 
insurance premiums paid if the mortgage is paid current over a stated number of years. The promise 
of a rebate would provide some incentive to borrowers to make their mortgage payments, but would 
do little to improve mortgage affordability. 

Presumably, banks will pass the cost of mortgage insurance through to the borrowers, increasing the 
cost of mortgage finance and reducing affordability. Lenders can be expected to lower the interest 
rate charged on mortgage loans to reflect the reduced risk of mortgage lending due to the existence 
of mortgage insurance, but the rate reduction may be less than the amount of the mortgage insurance 
premiums. The government should not require that mortgage lenders offer lower interest rates on 
insured loans because, like any administered interest rate, a rate ceiling will distort the market. 






































