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This paper discusses determinants for a successful banking reform, examining experience of developing economies to identifying main ingredients of a sustainable and irreversible restructuring program. The paper provides an overview on banking reforms in Egypt, and assesses their impact on banks’ performance and financial intermediation capacity, which reveals that no substantial improvement was witnessed over studied period (1998–2006), and that state-owned banks still lag behind their private counterparts. The paper highlights the political, social, and economic risks, as well as institutional factors impeding these reforms in order to come up with policy recommendations on means of ensuring a sustainable banking reform in Egypt.
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I.
Introduction
The development of a sound and efficient banking system has been a major challenge facing developing, and transition economies, moving from a centrally planned to a market economy. The wave of banking problems and financial crises necessitated substantial restructuring of the banking system during the last two decades. Confronted with an unsound and inefficient banking system, most governments had to embark on major banking reform that entailed a huge fiscal burden. The main objective is to ensure that financial intermediaries are contributing effectively to economic growth through sound, and market-driven allocation of resources. This requires encouraging competition and innovation through enhancing the participation of the private sector. Financial policy focus became more directed to improving its performance of the banking system—that is improve asset quality, restore solvency and profitability, enhance the banking system’s capacity to provide financial intermediation, and restore public confidence.

Banking problems in developing and transitional economies have a peculiar nature, often stemming from bad debts inherited from pre-transition regimes—political interference, directed lending, poor corporate governance, and distorted incentive structures. Banking systems in these economies are often dominated by state-owned banks, which were often subject to government intervention, and are considered “agents of quasi-fiscal policies”, and means of funding governments’ priority projects without any preliminary credit risk assessment, as well as, budget deficits.
 Moreover, public banks were not subject to strict banking supervision, allowing for rolling over and “ever greening” of loans. Although such government interference is most evident in state-owned banks, private banks were also subject to government intervention via putting limits on credit to particular sectors, requiring banks to hold government bonds, and imposing high reserve requirements. The inefficient allocation of resources and the erosion of market discipline during periods of state control have often left financial intermediaries burdened with huge nonperforming loans, inadequately provisioned, unprofitable and, in many cases, insolvent. Consequently, most of these banking systems had to go through major restructuring, and recapitalization, entailing a huge fiscal burden.
Literature has shows that banking sector reform achieves mixed results. Numerous countries undertook banking reform in the 1980s and the 1990s, with differing degrees of success. Useful lessons can be derived by comparing the various reform measures, their use of policies, and tools for reform, and the success of these reform efforts. Literature has provided empirical and theoretical evidence on the main determinates of a successful banking reform, in addition to practical experience of several developing countries cited in recent research. Some countries made substantial progress in restructuring their banking system; others made moderate or slow progress.
 Although individual country situations differ, a clear understanding of what has worked and failed in the past is important in guiding countries through the formulation and implementation of banking restructuring programs. The literature has related the degree of progress in bank restructuring to the particular policy tools used by countries in their restructuring operations, and examined the accompanying economic conditions and policies.

Egypt has embarked on various reform measures since the early 1970s, moving from a centrally planned to a market-oriented economy, of which an integral component was the liberalization and modernization of the banking system. The main objective of these reform measures was to develop a more effective financial instrument, strengthen the system’s infrastructure, and enhance competitiveness through increased private participation within the overall development strategy. Significant progress was made in the implementation of this reform program, evident in divesting the public sector shares in joint venture banks, preparing one of the state-owned banks for privatization; consolidating and merging small banks, and restructuring the remaining public banks, as well as strengthening the regulatory framework.
Nevertheless, the banking sector continues to face various challenges given the low levels of competition and financial intermediation, limited financial innovation, and lax supervision. Various risks are also associated with the reform program—the risk that social, political and special interest groups’ opposition would weaken government pursuance of the reforms, as well as economic and fiscal implication. Moreover, retaining banks in public hand after being financially restructured and recapitalized, entails serious risks as the restructured institution may not be able to depart from old lax management and lending practices that had been at the root of current problems. Moreover, maintaining public dominance raises concerns regarding the government’s serious commitment to reforms. The authorities’ ability to build the capacity and strengthen the regulatory and supervisory framework is essential for ensuring nonoccurrence of previous problems. In general, there are concerns about the degree of irreversibility and sustainability of such an ambitious reform program.

In that context, this paper builds upon the theoretical foundations pertaining to the success and sustainability of the banking reform program in developing economies in an attempt to identify the key determinants for ensuring the success and irreversibility of the reforms in Egypt. Many recent publications have presented a chronology and interpretation of banking distress, but limited work was done on the determinants for ensuring the success of the banking reforms. This paper will be divided into six main sections. The first section will introduce the conceptual framework, the approach and the methodology adopted in the analysis. Section two provides a critical review of the literature on several developing and transition economies that have restructured their banking systems in an attempt to identify factors associated with the failures and success in the implementation. The third section describes the banking reforms in Egypt and their impact on the system’s performance and financial intermediation capacity, while the fourth section highlights the key challenges and risks that could hinder its success. The paper will be concluded with policy implications with emphasis on measures required for sustainability and irreversibility of banking reforms in Egypt. The methodology adopted in this paper involves:
(i) Critical and comparative analysis reviewing the theoretical and empirical literature on factors that affect the sustainability and irreversibility of the banking sector reforms. This will entail comparing the experience of several developing and transition economies from Central Europe, East Asia, and Latin American countries, which have undertaken banking reforms, examining the degree of success or failure in implementation, and sustainability of reforms; and the measures undertaken.
(ii) Quantitative assessment of the impact of the banking reforms in Egypt on the performance, and intermediation capacity of the banking system will be conducted using time-series data, covering the period from 1998 to 2006.
. Two aspects of bank performance were considered in the literature assessing the success of banking reforms: solvency and sustainable profitability.
 Solvency indicators include equity-to-assets ratio and nonperforming loans-to-total loans ratio; while sustainable profitability indicators include expense-to-total revenues, earnings per employee, and profitability ratios (return-on-assets and return-on-equity).
 Indicators used to measure the change in the financial intermediation capacity of the banking system and degree of financial depth includes growth of credit-to-GDP; M2-to-GDP, and private sector credit-to-total credit ratios. 
Monitoring these indicators for changes over time (intertemporal comparison) should help in providing an indication of the impact of the reform program on banks performance. The literature has often shown that looking at public banks that were subject to government intervention (and hence more liable to be vulnerable), would be useful for analyzing the impact of reforms. 
(iii) Analyzing the institutional framework, including corporate governance; prudential regulations; market discipline, and legal infrastructure will complement the empirical findings and such analysis will help in identifying risks associated with the reform program, and the deficiencies that might impede smooth implementation, in order to come up with policy implications that can help in ensuring sustainability and success of the reform program.
This research will contribute to the literature on banking sector reform by providing additional evidence on the main elements of a successful banking reform, and means by which Egypt, as well as other countries in MENA undertaking similar reforms, can mitigate the risks associated.
II.
Developing Country Experience in Banking Sector Reform—Success and Failures
Countries experience shows that that banking sector reform achieves mixed results. Numerous countries undertook banking reform in the 1980s and the 1990s, with differing degrees of success. Useful lessons can be derived by comparing the various reform measures, their use of policies, and tools for reform, and the success of these reform efforts. Some countries made substantial progress in restructuring their banking system; others made moderate or slow progress.
 Although individual country situations differ, a clear understanding of what has worked and failed in the past is important in guiding countries through the formulation and implementation of banking restructuring programs. While it is hard to generalize(the sustainability of banking reform depends on the pace of restructuring, along with the adequacy in implementation, the new entering banks, the state of lending technologies, macro climate, and legal and judicial framework. Experiences in developing and transition economies have shown that even with rapid and deep bank restructuring, tangible impact on the performance of the banking system and the capacity of financial intermediation takes some time. Experiences do show that a comprehensive approach is necessary for a successful and sustainable reform program.
A.
Political Consensus and Acknowledging Actual Losses
Lack of political consensus undermined several banking reforms in developing economies. Formation of a broad political consensus distinguished the efforts in different countries. Countries that progressed in reforms were backed by strong political commitment. Success was evident in countries where the government shared with the Parliament their reform strategy, and communicated it to the public in a transparent manner. Transparency and disclosure were crucial for gaining confidence domestically and abroad. Parliaments should be involved in setting priorities, but political interference in restructuring operations should be avoided. 

Experience of other countries reveals that prompt corrective action is a key factor in successful banking reforms. Countries that have made substantial progress, took action within a year of the emergence of their banking problems. These countries have adequately and accurately diagnosed the nature and extent of the problems, identifying the underlying causes, and designed a comprehensive reform strategy to address them systematically. Countries that failed to acknowledge the actual size of the problem, and were slow in making an assessment of the accurate size of nonperforming loans faced more problems. 
B.
Authorities’ Roles and Organizational Issues in Bank Restructuring
Experience illustrated that having one government authority responsible for bank restructuring while other authorities providing support and analytical help is the best approach. Countries that designated a new and independent entity to be in charge of coordinating and implementing the banking reform were the most successful. In some countries where a temporary restructuring authority could not be created, one of the permanent government authorities that is concerned with banking reform, and has the skills and resources such as the finance ministry, central bank, or banking supervision, was assigned the responsibility of restructuring. Ensuring effective coordination between the various counterparts is essential for a successful and sustainable banking reform.
There could be potential risk of conflict of interest within the entity assigned the restructuring responsibility. For example, if the banking supervision authority is the restructuring entity, then a major conflict of interest could arise, when it instructs banks on how to value assets, and on the extent and timing of recapitalization; and as a supervisory would have to scrutinize some of these decisions from a legal and a prudential front.  If the restructuring unit is located at the central bank, there could be political conflict of interest between the monetary responsibility and the restructuring responsibility. Countries that made slow-progress relied exclusively on the central bank as a lead agency for restructuring, as well as for liquidity and medium-term financing.
  Essential long-term outlays should be made by the government or they will create conflicts with the central banks’ monetary responsibilities. Mexico made moderate success in its banking restructuring, as it had limited institutional capacity to manage the process.  No special unit was created, the resolution of the crisis was left to the central bank, and hence, independence was limited. Best practice was when the central bank was more of a supportive agency rather than leading agency in the reform. However, countries where the finance ministry was assigned the responsibility of restructuring, it often delayed taking action to resolve systemic banking problems because of political sensitivity of budgetary issues, and potential fiscal implications.

Such potential conflict of interest should be minimized to ensure successful banking reform. One of the main reasons why Spain and Philippines achieved rapid success and at low cost was that the central bank separated its bank restructuring activities from its monetary policy and supervisory duties to avoid any conflict of interest. While the Ministry of Finance was responsible for monitoring and allocating funds for restructuring, supervisors were responsible for monitoring banks under restructuring according to normal requirements. The leading agency in these successful countries had the capacity and skills to monitor regularly the reform overall strategy,
 and the operational restructuring of individual banks, especially that this process often takes a number of years and involves large public expenditure. However, this unit should be temporary and dissolved once the banking problems are resolved and the banks become viable.
C.
Restructuring State Ownership of Banks
Banks operating in countries that were former centrally planned have peculiar problems. When countries in Central and Eastern Europe embarked on market-oriented reforms in the early 1990s, state-owned banks were notionally transferred into banks lacked the experience in credit evaluation, and were engaged in lending to state-owned enterprises and the government. When the government imposed stringent prudential regulations, and bank weaknesses were exposed and, banking problems started to emerge. Countries that succeeded in bank restructuring had governments that reached consensus that no bank is too big to fail, and gave insolvent banks the choice of closing and liquidating, or injecting new capital.  In Korea, out of the 26 operating commercial banks, the government has closed more than half of them and took control of two insolvent banks, and recapitalized them to be prepared for sale to foreign investors. Firm standards were set to determine which banks could and could not be saved, and bailed out by the government, and would be eligible to capital injections and loan guarantees. Countries where government assistance has enabled insolvent banks to remain operating had higher cumulative costs.  
In contrast, existing legislations in Mexico prevented the central bank from closing insolvent banks. Furthermore, the central bank was not able to take politically sensitive decisions such as forcing solvent debtors, namely large corporations to repay their debt. International experience has put forward some principles regarding restructuring, which is that only viable banks should stay in business and hence could be restructured; and that restructuring should be done quickly to maintain market confidence.

Reaching consensus among the various stakeholders on how to deal with nonperforming loans at an early stage of implementation is crucial for the success of the reform program. Some countries opted for exchanging nonperforming loans with government bonds, such as Mexico
, while countries, such as Sweden, Hungary and Thailand injected capital from the budget. Removing nonperforming loans from banks balance sheets was found to be an effective way of addressing bank’s solvency problems. Swapping nonperforming loans with government bonds was not always very successful. Experience shows that most substantial-progress countries had immediately improved their banks balance sheets and allowed them to focus on their core business. On that front, workout units at each individual bank, which is equipped with the necessary personal and appropriate incentives to loan recovery is crucial.

The government may also decide that some of the problem enterprises should remain unrestructured at least for some time for social and political reasons, mainly to avoid employment issues. This means that they would be able to receive market-based financing only if fully guaranteed by the government. However, because these enterprises will operate financially like quasi-government agencies, their debt to banks should be moved off balance sheets and their financial deficits should be covered by current transfer from the budget to make the costs of their continued operations transparent. However, experience has shown that this may eventually prove to be more expensive for the government and the economy as a whole than the alternative of an early restructuring of these enterprises. 
D.
Privatization and Divestiture of State-Owned Shares in Banks
The design of the privatization of banks is very critical for the sustainability of the reforms and for determining banks’ future profitability and viability.  Countries experience indicates that poorly designed privation programs paved the road to subsequent crises such as the case of Chile and Mexico in the 1990s.
 In cases where the anchor investor did not have the necessary banking skills, or when the banks was not adequately evaluated and poorly priced, the success of that reform program was jeopardized. As a result, governments had with time to take over some of these banks, either for insolvency or imprudent behavior.

The sales strategy selected also has an impact on the performance of the bank in the future. International experience shows that banks that are partially privatized(especially those in which the state maintained a controlling ownership stake(perform worse than those that are majority privatized. Retaining public ownership of banks after being restructured is an issue of concern. It does not guarantee that banks would operate on market criteria, indicating that some problems persisted. Restoring the solvency and improving governance and efficiency of financial fragile and inefficient public banks is theoretically possible, but experience in Central and Eastern Europe shows that the solution is not sustainable, as their incentive system would remain distorted as their losses are often covered by the government and they are protected from closure on constitutional grounds.
E.
Reform Strategy

Successful restructuring reveals the importance of a comprehensive approach. Countries that started their reforms with a clear and comprehensive restructuring plan, managed to achieve tangible positive results. Comprehensive strategies comprise financial and institutional restructuring, as well as legal and regulatory reforms. Experience suggests that financial restructuring has to be accompanied with operational restructuring, including management changes, capacity building, and cuts in the staff and branches of banks. All countries that achieved substantial progress emphasized operational restructuring, while countries that progressed slowly did not address management deficiencies. Governments can easily restore solvency by addressing the problem of nonperforming loans, however promoting gains in profitability requires painful operational restructuring, which is more difficult and time-consuming. It is very crucial to restore profitability of banks, and attaining solvency is not sufficient. Experience shows that these banks are likely to be in trouble again, unless there are operational and institutional restructuring.
Lack of a comprehensive reform plans lead to limited success in various developing countries. Success was not apparent in reform plans that lacked strong commitment to operational restructuring. Countries, such as Mauritania, where operational restructuring received little attention, banks continued to lend to troubled enterprises, and made little effort to improve the quality of their portfolio. Moreover, privatization plans often lagged in these countries, and the recovery of nonperforming loans was delayed by long and costly legal procedures. In contrast, countries that progressed well in their banking reforms managed to strengthen the framework of regulatory, supervisory accounting, legal, and fiscal policies.  Some countries empowered banks to collect collaterals and foreclose on defaulting borrowers and introduced new prudential regulations, including stronger capital adequacy requirements and lending limits to single borrowers. All of these reforms provided the groundwork for improved bank performance.

III.
Reforming the Banking System in Egypt
A.
Banking Sector Reform and the Evolution of the Banking System
The banking system in Egypt has undergone various reform measures over the past decades, and is considered, in its present structure, a product of several transformations. The banking system moved in the 1950s and 1960s from foreign dominance towards a system that is predominantly Egyptian, and highly concentrated. The series of Egyptianization and nationalization measures, has led to a banking system that was dominated by state-ownership, considered a ‘quasi fiscal’ agent directed to finance government priority projects, and state-owned enterprises. This discouraged the development of credit-evaluation skills, and led to the problem of adverse selection. As a result, the banks’ portfolio was not sufficiently diversified, and there was growth in risky assets.
In the 1970s, the government opted for the transformation to a private sector-led banking system as part of the transition to market-oriented economy. During the ‘open door’ policy, infitah—the beginning of a new era of liberalization, banking activities were open to private capital, both foreign and local, resulting in an increase in the number of banks without a significant decrease in market concentration. However, the system still dominated by state-owned banks was subject to government interference. The public sector was the state-owned banks’ main customer, accounting for 75 percent of their total loans in 1991. State-owned banks also held equity capital and de facto governance sway in most joint venture banks.  Public-ownership stakes in these joint venture banks has been at the root of unwelcome governance and conflict of interests issues. Indeed, although joint-venture banks are not, in principle, subject to centralized management control, their links to the large state-owned banks translate in weak governance.
 Lending to state-owned enterprises and connected businessmen often took priority over assessing risks and balancing risk with returns on investment. As a result, the banking system was left in the 1980s, lacking competition, financial innovation, and performing poorly.
In 1991, the government launched the Economic Reform and Structural Adjustment Policy (ERSAP) of which an integral component is the liberalization and modernization of the financial system.
 This reform program sought, with a degree of success, to develop more effective monetary and financial instruments as well as establish the legal framework for privatization of financial institutions. For the first time, the government announced its commitment to the privatization of one of the state-owned banks and public shares in joint venture banks. However, none of the state-owned banks was privatized, and very few joint venture banks were divested. The late 1990s witnessed a change in the management of state-owned banks by bringing in expertise from private sector banks. However, the government’s tendency to retain public ownership in these banks; raised questions regarding its seriousness and commitment to a market-oriented banking system. 
Banks were also expected to clean up their loan portfolios. The preferential treatment in the terms and conditions of loans granted to the public sector was removed.  Despite the government’s effort to settling public entities’ debts and arrears, state-owned banks were still burdened with nonperforming loans of the loss-making sate-owned enterprises accumulated over the year.  It was only in 2002 when state-owned banks stopped extending new financing to defaulting sate-owned enterprises, whether in the form of term loans or overdraft facilities. Moreover, the credit boom of the late 1990s, along with credit concentration in higher-risk business, contributed to the volume of nonperforming loans. Rapid credit expansion stretched the capacity of banks to carefully screen borrowers, especially when credit officers were not well equipped to analyze the feasibility and viability of the proposed projects. The situation was aggravated by the deteriorating macroeconomic environment of the late 1990s, which led to an increase in the number of companies declaring bankruptcy. Many private sector defaulters fled the country, leaving behind large bank loans that went unpaid. This left the banking system suffering from low levels of competition, relatively high intermediation costs, limited innovation, dominance of state ownership, high levels of nonperforming loans, poor asset quality, and weak governance.
In September 2004, the newly-appointed reform-oriented government endorsed a comprehensive reform program, the Financial Sector Reform Program to be implemented over 2005–2008, aiming at developing a market-based, efficient, competitive, and sound financial system. The main pillars of this program include the consolidation the banking system through reducing the number of operating banks; full divestiture of state-owned bank shares in joint-venture banks; and the privatization of the fourth largest state-owned commercial bank, namely Bank of Alexandria. The program also included the operational and institutional restructuring of the remaining three state-owned banks in order for them to operate on a commercially viable basis in an increasingly open and competitive market. Underpinning the whole program is a major effort aimed at strengthening the regulatory capacity and supervisory apparatus. An integral component of the strategy is to promote the quality of information and market discipline by upgrading accounting, auditing and reporting by financial institutions to international standards. The program represents the most far reaching, substantive and comprehensive drive towards financial sector strengthening to have been launched so far in Egypt.

Significant progress has been made in the implementation of the reforms envisioned. Through a series of acquisitions, mergers, and revoking of licenses of non-compliant banks, the number of banks and branches of foreign banks was reduced from 57 to 43 as of June 2006, and is expected to reach 34 by 2007. Such banking consolidation policy seeks to create banks with the necessary economic scale able to expand the range of financial services and bank network which will ultimately enhance competition. In terms of public sector shares in joint venture banks, 12 out of 17 holdings were divested as of June 2006, and the government is actively pursuing the privatization of Bank of Alexandria, through sale to a strategic investor.
 Institutional restructuring of the remaining commercial state-owned banks is underway, and their audits have been finalized. 

B.
The Impact of the Banking Sector Reform Program in Egypt

Bank restructuring aims at improving bank performance—that is improve asset quality, restore solvency and profitability, and enhance the banking system’s capacity for financial intermediation, as well as restore public confidence. The impact of the reforms undertaken on the banks performance, and intermediation capacity 
could be assessed using solvency indicators such as capital adequacy, assets quality, expense, earnings, and profitability, ratios, as well as growth of credit-to-GDP, M2-to-GDP, private sector credit-to-total credit, and central bank credit to the banking system. 

1.
Bank solvency
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Bank solvency indicators, equity-to-assets and nonperforming loans-to-total loans ratio, show that no significant improvement in the banking system was witnessed. However, the issuance of Central Bank, Banking and Money Law 88 in 2003, significantly raising the minimum capital requirements,
 led to several mergers, acquisitions, and revoking of licenses of non-compliant private and foreign banks. However, state-owned banks in Egypt still suffer from a low capital adequacy. The equity-to-assets ratio—a proxy for capital adequacy—shows that there has been a slight improvement, and that state-owned banks are undercapitalized averaging at 4 percent, as opposed to 7 percent for private banks in 2006(Figure 1).
The quality of banking system assets is adversely affected by nonperforming loans accumulated in the past. The nonperforming loans-to-total loans ratio rose from 11.7 percent in 1999 to 16 percent in 2003 and further to 22 percent in 2005.
 Yet, were strict past due and loan classification criteria applied and rolling-over of loans taken into account, nonperforming loans would be even higher.
 The portfolio of private banks today is, on aggregate, of better quality compared to state-owned banks, as evident in the lower ratio of nonperforming loans and the smaller share of lending to loss-making state-owned enterprises, reflecting their better credit screening mechanisms.
2.
Sustainable profitability

Sustainable profitability indicators, earnings per employee and expense ratios reveal that on aggregate the banking system is still not operating efficiently, and is suffering from high operating costs and low earnings. This is largely due to a distorted incentive system, poor governance structure, and the dominance of state-ownership. Disparities between private and state-owned banks due to variations in management performance show up in performance measures. Inefficiency due to overstaffing in state-owned banks is evident in the relatively low and declining earnings per employee ratio, compared to private banks (Table 1).
Table 1: Earnings per Employee     (LE million) 
Table 2: Expense Ratio* 

    (in percent)
	
	State-Owned Banks
	Private Banks
	
	
	State-Owned Banks
	Private Banks

	1998
	16.32
	22.75
	
	1998
	75.99
	67.41

	1999
	18.35
	25.21
	
	1999
	78.78
	73.72

	2000
	20.82
	28.49
	
	2000
	82.99
	81.78

	2001
	20.45
	28.98
	
	2001
	84.02
	87.65

	2002
	19.81
	29.14
	
	2002
	86.47
	89.66

	2003
	18.98
	29.87
	
	2003
	83.31
	87.43

	2004
	18.91
	29.87
	
	2004
	81.88
	80.32

	2005
	18.88
	29.97
	
	2005
	77.16
	78.70


 * Calculated as the ratio of expenses-to-total revenue.
 Source: CBE, Supervision Department.

Employees of state-owned banks are treated as civil servants in terms of job guarantee and salary scale, which reduces their performance incentives and leads to overstaffing. While there are recent efforts to improve efficiency through increased automation, staff breakdown shows that public banks have more staff in back-office activities than private and foreign banks as their accounting is not fully automated, lowering efficiency. Private banks, in contrast, focus on selecting good customers, have low provision requirements, and have stronger fee and commission income. Private banks have also been offering their staff better compensation packages, increasing staff costs.  This has led to a higher expense ratio for private banks compared to state-owned banks in some recent years (Table 2). At the same time, private banks have been investing more in innovation and introducing new financial instruments. The reward for the private banks of these higher expenses has come in the form of higher revenues and larger profits. With the launch of the banking sector reform and the change in management especially of state-owned banks, a declining trend of expense ratios of both state-owned banks and private banks was witnessed since 2002, reflecting higher efficiency levels.

Profitability indicators put banks operating in Egypt at a modest level compared to other developing countries. Only a slight improvement in profitability has been witnessed since 2003. However, returns-on-assets and returns-on-equity are much higher for private banks compared to state-owned banks (Figure 2 and 3).
  To a large extent, this poor performance of state-owned banks can be attributed to the sizable additions they had to make in recent years to loan-loss provisions.  But it also reflects their continued inefficient allocation of funds and weak financial intermediation. 
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The impact of the institutional and financial restructuring is not visible in the profitability indicators.  Short-term financial restructuring could improve bank solvency, however, improvements in profitability require more difficult, long-term operational restructuring.  Financial restructuring through swapping nonperforming loans with government bonds will improve solvency indicators but will not necessary affect costs, earnings or profitability.

B. Changes in Financial Intermediation Capacity of the Banking System
Egypt’s level of financial intermediation(as measured by M2-to-GDP(is above other countries at its income level and has been rising reflecting slight improvement in financial intermediation (Figure 4). Given Egypt’s relatively good macro environment(relatively low inflation and positive real interest rates(overall savings are solid in Egypt. Most savings have been channeled through the financial system in the forms of bank deposits. The deposit-to-GDP ratio of 82 percent is much higher than the world average and substantially higher than many developed economies. The most commonly used aggregate measure of access to finance, private sector credit-to-GDP, however, is modest for Egypt compared to other developing economies where a slight improvement is evident (Figure 5).
Another indicator for financial intermediation is the loan-to-deposits ratio in Egypt which is only 58 percent, well below the world average of 86 percent, and much less than the level of intermediation in much of the developed economies, where typically credit exceeds deposits. The loan-to-deposit ratio in Egypt has actually been declining over the last few years indicating that the banking sector’s financial intermediation capacity has not improved (Annex, Table A.7). Furthermore, only a small portion of the funds mobilized are lent to the productive sector, and even less so to the private sector although total deposits in Egypt amount to about 100 percent of its GDP, which is high by many developing countries standards. Banks prefer to invest in government paper or other, non-loan assets.
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Credit to the private sector has sharply decreased. Credit to the private sector is at 54 percent of GDP, similar to country comparators, yet half the OECD average of 110 percent.  Furthermore, of the lending extended to private sector, much goes to a small number of large firms, with most firms, especially SMEs, receiving little financing. At the same time, banks are increasingly investing in Treasury Bills and Government Bonds (Annex, Table A.4), holding about 91 percent of outstanding Treasury Bills as of June 2006, reflecting inefficiency of banks in identifying profitable projects, and cautious investment policies. This basically means that banks finance the budget deficit and are not playing an active role in financial intermediation.
IV.
Main Challenges Confronting the Successful Implementation of the Banking Sector Reform Program
Sustainability of the banking reform in Egypt is crucial for achieving a more efficient and competitive banking system. However, the reform program faces various challenges including, political, social, and economic risks, as well as, concerns on inadequacy in the implementation.
A.
Political Risks

Privatizing the banking system has been a politically difficult issue, especially in countries where the financial market was subject to a significant degree of government intervention and state control, such as Egypt. The banking sector has been envisioned as “strategic” and too important to be left to the private sector, based on the perception that private banks will not be as effective as state-owned banks in directing scarce capital to highly productive projects. Hence, there is a general preference to retain majority or total ownership of banks. The issue of transfer of ownership becomes more striking if it is for a foreign investor. Gathering broad political consensus on privatization is a big challenge in Egypt. Furthermore, revealing actual losses and the ‘real’ quality of the state-owned banks’ portfolio is an issue of concern to the government.  Although central bank auditors provide oversight of state-owned banks, they do not issue public reports categorizing the bank's portfolios according to risk and performance. Hence, the government was previously reluctant to undertake independent audit of the state-owned banks that would necessitate the acknowledgement of the losses, and the fiscal implications, as well as, the risk of potential deposit run. However, the state-owned banks have recently undergone comprehensive and independent audit.
B.
Social Risks

Banking restructuring entails social risk that is associated with redundant workers and overstaffing. Operational restructuring requires capacity building of staff, as well, getting rid of the redundant workers—an issue that has been of social concern. Downsizing the staff is especially critical in Egypt, with the current high level of unemployment, making the government more cautious in the privatization process. Although ‘forced employment policies’ in the public sector were abandoned in the early 1990s, there is considerable pressure on central and local government to employ new graduates. In some sales transaction, the government would request the buyer to keep the existing labor force, which could be an issue of concern to the potential investor, especially if these workers are not skilled and well trained. Early retirement packages also entail a fiscal cost on the government.

C.
Economic and Fiscal Costs

Financial restructuring and solving the problem of nonperforming loans is crucial prior privatization. In terms of financial restructuring, there is a general concern regarding the quality of the banks’ loans and investment portfolios and the adequacy of their reserves. Financial restructuring is important to ensure that the bank is sold at a fair price and to avoid selling at a ‘low’ price. Financial restructuring of state-owned banks also entails a fiscal cost. With the high stock of domestic debt, even the belated accounting recognition of poor loans in the banking system (a sunk cost) could affect market perceptions, put upward pressure on interest rates and hence expenditures, and widen the overall budget deficit further. It could also be argued that, recognizing thus hidden losses and arrears already incurred by the government as bank shareholder, deposit guarantor, and ultimate defaulting borrower, does not create or add a fiscal burden per se, but merely exteriorizes the hidden cost and makes it explicit. This does not imply that the associated fund outlays would not put a strain on government finances, already stretched; these outlays therefore would have to be carefully managed in terms of phasing and instruments.

D.
Inadequate Implementation of Reforms
Retaining public ownership of banks after being restructured is an issue of concern. In depth restructuring of the state-owned banks will take time to be completely implemented, while, the restructuring process of the three specialized state-owned banks has not yet started. Even with the successful implementation of the Financial Sector Reform Program in Egypt—the privatization of Bank of Alexandria,
 the merger of the two commercial state-owned banks,
 and the full divestiture of public sector shares in joint venture banks(public ownership in the Egyptian banking system is expected to remain as high as 48 percent. Furthermore, divestiture of public sector banks’ share in joint venture banks by itself will not assure their total privatization when other non-bank public entities retain shares. Experience shows that banks that were majority privatized performed better than those that were partially privatized. Privatization can benefit the banking sector by improving the market structure and generating proceeds which can be applied to financial restructuring. Yet, lessons from other countries suggest that reaping these benefits require a comprehensive approach and can take some time to materialize. Retaining majority ownership raises concerns regarding the government’s seriousness to the privatization program.

Different methods of sale do produce different outcomes. Governments sometimes resort to stock market offerings to avoid selling to a strategic investor that would often be met with great opposition from the public. However, empirical studies have shown that share issue privatization does not necessarily ensure improved performance of banks. Banks privatized through the stock market performed relatively lower than those sold to anchor investors. This could be partially attributed to the fact that the objectives of the small investors are short-term in nature and often concentrate on quick capital gains. They are not often interested in the value of the company as an anchor investor would be, since the latter is considering long-term performance. Better management, know-how, and technology could be achieved better through anchor investors, which will in turn improve a company’s efficiency and productivity.

Widening the ownership base through floatation should not come at the cost of managerial competence. Privatization should aim at improving corporate governance, even if it means giving up a wider ownership base for an anchor investor with enough shares to have a strong motivation and control to improve the performance of the bank. Changing management is not just changing few staff members at the top of the organization, but rather altering the philosophy and bringing in a different incentive system. Some anchor investors better than others—in terms of how quickly and effectively they restructure the banks and increase its capability in operating in a competitive market.
V.
Key Determinates for a Successful and sustainable Banking Reform
Experience of developing and transition economies has identifies various factors that were common in countries that made substantial progress in banking reform, whereby significant improvements was witnessed in the performance and financial intermediation capacity of their banking system following the reforms. There are also countries that made moderate progress, and were not so successful in their reforms, from which lessons could be derived. Accordingly, key determinants for an irreversible and sustainable banking reform could be identified for policy makers in Egypt to be taken into account during implementation to success.
A.
Broad Political Consensus and Full Recognition of Problems
The government needs to exert more effort in formulating a broad political consensus on bank privatization by providing more information to the public, media, and parliamentarians. For the government to do so, it needs to have a very clear and credible strategy that would be communicated to the market in a transparent manner. It could also be useful to invited opposition, most of whom are under the perception that state-owned banks are making profits, and contributing to the country’s economic development—to some meetings to have better insight on the size of the problem, actual losses, and fiscal burden. Parliaments should be involved in setting priorities and in supervising the process, but should not interfere in restructuring operations. Higher level of transparency and disclosure is crucial for gaining public confidence and support in the reform program. There should be consensus that no bank is too big to fail. Insolvent banks should be given the choice of closing and liquidating, or injecting new capital. Moreover, firm standards should set to determine which banks could and could not be saved, and bailed out by the government, and hence would be eligible to capital injections and loan guarantees.

Regardless of the policy chosen for solving bank problems, the resolution depends on the ability of the government to deliver rapid and sequence responses. An adequate recognition of the problem and its magnitude, and its causes is essential for establishing a coherent and comprehensive program to resolve the problems. On the other hand, a deficient recognition of problems will very likely prevent authorities from choosing the adequate policy measures to address the underlying concerns. Delays in authorities’ response can be costly. It may also reduce public confidence, with significant negative macroeconomic consequences. Hence, there is a need for realistic recognition of problems and identification of areas of vulnerability, as well as prompt response.

B.
Selecting the Restructuring Entity
It is crucial to minimize the possible conflict of interest arising from the fact that the restructuring responsibility is assigned to the central bank. This is especially important as the supervisory authority is combined in the central bank in Egypt. Accordingly, the unit responsible for guiding banks on the extent and timing of recapitalization would ultimately be the one responsible for supervising the banks and ensuring incompliance with the prudential regulations, including minimum capital adequacy requirement. Furthermore, it is also vital to separate the monetary duties of the central bank from the restructuring responsibility. The Ministry of Finance should not delay financial restructuring of banks because of political sensitivity of budgetary issues, and should take action to address nonperforming loans. Though responsible for banking restructuring process, the central bank, must take into account how its activity affects overall financial stability, future competition in the banking market, the governance of banks, banking system liquidity, and financial intermediation, as well as fiscal costs of restructuring.  In that respect, ensuring effective coordination between the various counterparts—Ministry of Finance, Ministry of Investment, CBE, and state-owned banks—is essential for a successful and sustainable banking reform.

Once the restructuring process has started, it must proceed decisively and transparently in order to minimize the risk of disturbances in the financial market. However, banking restructuring entity should be temporary, and the decision to dissolve the restructuring unit should be made when: (i) all problem banks have been successfully restructured; (ii) indicators reveal that the profitability and solvency of the banks are likely to be sustainable; and (iii) workout and asset management units in the individual banks prove able to function independently. The time of closing the restructuring unit should be an occasion for enhancing market discipline and improving the medium-term credibility, through establishing a deposit guarantee mechanism;
 introducing stronger disclosure obligations for external auditors; or by encouraging banks to qualify for ratings of international rating agencies.
C.
Operational and Institutional Restructuring of State-owned Banks

The financial restructuring and recapitalization of the state-owned banks is conditional upon a well defined institutional and operational strengthening plan. This would provide the government as owner with the confidence that, in increasingly open and competitive markets, the restructured institution would be able to operate on a commercially sound basis within an adequate governance and incentive structure. Operational restructuring of the state-owned banks is crucial for stability of the banking system, and for reducing fiscal costs and contingent liabilities.  Addressing deficiencies in management, skills development and capacity building are essential ingredients for a successful banking reform.  
Corporate restructuring must go hand in hand with banking reform and restructuring.  A large portion of nonperforming loans in developing countries are often incurred from lending to loss-making state-owned enterprises.  In this context, unsound state-owned enterprises should be either liquidated or restructured and prepared for privatization.  Restructuring these enterprises could be streamlined by creating an enabling environment, through improving the accounting and disclosure standards, bankruptcy and foreclosure processes, and accounting rules.  In Egypt, accounting standards in enterprises need to be rigorous enough to ensure that their creditworthiness can be assessed.  Lack of discipline in these areas increases the likelihood of banking distress.  However, some countries may face the dilemma of preserving social stability versus restructuring these state-owned enterprises, and restoring the soundness of the banking system.

“Politically sensitive” banks and enterprises should be excluded from the regular restructuring exercise, and should be funded through the budget.  The restructuring unit should accept responsibility only for banks and enterprises whose problems are to be solved using strictly commercial criteria.  Moreover, restructuring should be limited to viable banks. Nonviable banks may be merged rather than closed if closure is thought likely to cause liquidity crisis or banks runs, such as the government’s approach with Banque du Caire.

D.
Improving Corporate Governance of State-owned Banks

Cross country experience has shown that even when there is a sound governance structure in place to insulate state-owned banks from direct political pressure; the need to achieve various government policy objectives may prelude the efficiency that a privately-owned bank would achieve in financial intermediation. Improving corporate governance is essential for improving the performance of the banking system; however it takes time and requires considerable behavioral changes. This could be achieved via improving the legal framework guiding corporate governance, and ensuring law enforcement. Management oversight should be imposed and specific responsibilities should be clearly assigned to the board of directors. Bankers should have the proper incentives to discourage excessive risk-taking and to take corrective action at an early stage. The objective should be that corporate governance serves both to complement and reinforce the restructuring efforts, and provides a mechanism to ensure that government’s rights as owner are articulated and acted upon, without intervening in day-to-day operating decisions.

E.
Dealing with Nonperforming Loans

Financial restructuring accompanied with operational restructuring is essential for sustainable banking reforms. The financial restructuring of those banks that would remain in public ownership, needs to be done in conjunction with new management, and capacity building of staff to ensure that the institution has departed from old lax management and lending practices. This needs to be accompanied with strong supervisory and regulatory bodies, stringent enforcement of regulations, and prudential requirements to ensure greater discipline in the banks’ lending practices.

Governments often focus more on financial restructuring than on operational restructuring.  The former will improve solvency indicators but will not necessary affect costs, earnings or profitability.  Financial restructuring will improve the solvency of the bank but not necessarily its profitability indicators.  Improvements in profitability require more difficult, long-term operational restructuring. While after restructuring the banking systems were able to increase the scale of financial intermediation, they made less progress in improving the efficiency of financial intermediation. This highlights the importance of improving the corporate governance of banks, especially state-owned ones.

On dealing with nonperforming loans, the government should decide on which approach to be followed, capital injection or debt equity swaps. For Bank of Alexandria, the government opted for capital injection from the budget as opposed to exchanging government bonds for nonperforming loans; however, there is no clear strategy yet for the remaining state-owned banks, both commercial and specialized.  However, a decision was taken that the bulk of the sales proceeds of state-owned enterprise, as these accrue, would be allocated to settle these loans. The government has also been focusing mainly on nonperforming loans of state-owned enterprises, and little on those of other government entities, and economic authorities or private sector. There has been ongoing negotiations with the defaulting businessmen, some of which have left the country; however the process is taking time with limited loan recovery. It is vital for the government to develop a time-bound, clear and transparent process for resolving these nonperforming loans.
It is important to separate the responsibility of dealing with nonperforming loans in an independent workout unit in order to free bank management to focus on core business.  Currently, management of state-owned banks are caught between the loan recovery on one hand, and enhancing financial intermediation on the other, as a result of which both tasks are not done at the utmost efficiency.  The government should be careful not to create inequitable distribution of losses by reward defaulters and by distorting incentives for debt repayment.  Loan workout units that are effectively managed to maximize returns and maintain assets values can contribute to the recovery of bank restructuring costs, and at the same time send the right signal to defaulting borrowers and lenders. There is a trade-off between maximizing loan recovery, and the implementation of the structural, social and political goals. Hence, bank workout units should be assigned the task of maximizing the commercial returns from problem assets. However, assets that are politically or socially sensitive should not be transferred to a regular workout unit, and should be transferred to a special quasi-government unit with a non-commercial mandate. 

F.
Success of the First Privatization Transaction

Privatization should not just be a transfer from public sector inefficiencies to private sector incompetence. The success of the privatization in Egypt would partially depend on the success of the first sales transaction of Bank of Alexandria. The effectiveness of privatization depends on the new private owners of the banks, highlighting the importance of screening of bank licenses and new private bank owners. The privatization is expected to bring enhanced management practices, new technologies, and additional capital through higher levels of foreign participation. The main objective is to ensure that the banking system is contributing effectively to economic growth through sound, and market-driven allocation of resources. Moreover, choosing an adequate approach and proper timing for privatization is a critical policy issue.
The government approach to ‘privatize the management’ of state-owned banks is neither a sustainable nor an adequate remedy of the problems of the public sector banks. Beyond the accuracy and meaning of the term, such privatization of management, would, at best, help prepare these banks for privatization through the undertaking of institutional and operational restructuring in addition to some cleaning up of the banks’ portfolios. In the absence of an adequate incentives structure, state-owned banks under the ‘new’ management may not witness a significant improvement compared to their state under the ‘old’ one.
G.
Strengthening the Supervisory, Legal and Regulatory Framework

Countries that have established incentive-compatible regulatory frameworks were put among the success cases of restructuring.  These countries managed to place a regulatory system with strict exit policies, and moved towards more market-based monitoring of the banking system by subjecting banks to greater disclosure requirements, prudent regulation, stringent supervision, and strong corporate governance. It is necessary to establish an effective regulatory framework and put in place adequate bankruptcy procedures to ensure that creditors can take possession of the collateral in case of nonperforming loans. If these conditions are not satisfied, it is not advisable to incur fiscal costs associated with cleaning up the balance sheets. Restructuring banks and cleaning up banks’ balance sheets is not sufficient to ensure good banking practices and has to be accompanied with strengthening the supervisory and regulatory bodies. This is because nonperforming loans will increase again with the reoccurrence of credit booms, and banks irresponsible lending to risky projects.

Prudential regulations are necessary for preventing systemic failures and reoccurrence of banking problems. In most countries inadequate regulation has permitted risky lending, and ineffective supervision has permitted banks to ignore their losses. At present, the role of a bank’s supervisory authority is moving away from the monitoring of compliance with banking laws and prudential regulations, to the creation of a regulatory and legal environment in which the quality and effectiveness of bank risk management can be optimized in order to contribute to the soundness of the banking system. Prompt corrective action by bank supervisors is particularly important because it will prevent undesirable bank activities and previous mistakes.  The regulatory framework should in general encourage prompt recognition and early response, since delays lead to more losses. The supervisory body needs to have sufficient independence from the political process so that it is not restrained in taking action.

Adequate loan classifications and accounting standards are essential to get an accurate figure for nonperforming loans.  Assets classification should be done in a stricter way to reduce the span of delay in recognizing bad loans, which will encourage banks to provision adequately against loan losses. Supervisors should visit the banks regularly and evaluate the risk of their assets, in order to estimate losses and monitor the impact of any non-provisioned losses on the solvency of the bank. However, prudent supervision will not be attained unless supervisors are given better incentives and numeration. Bank owners, managers, and supervisors have to be given clear information to monitor banks prudently. Monitoring performance requires timely access to reliable data and accurate information. Improving reliability of financial reporting and disclosures is the prerequisite for restoring market confidence. Accounting rules should be brought to international standards, and should be strictly enforced. Accounting information should be supplemented by on-site inspection. 

A well-functioning banking system needs an effective legal and judicial system to resolve commercial disputes and to enforce contracts, and foreclosure of bankruptcy. Collateral can be an effective mechanism to reduce adverse selection and moral hazard problems in credit markets because it reduces the lender's losses in the case of a default. In many developing countries, the legal system makes attaching collateral a costly and time consuming process, thereby reducing the effectiveness of collateral in solving the asymmetric information problems. Similarly, bankruptcy procedures are usually cumbersome and time consuming in solving conflicting claims. A solution to the banking problem requires a radical reform of bankruptcy procedures, so that a creditor would be able to seize the assets of nonperforming loans debtors.
H.
Promoting Competition in the Financial Sector

The authorities should continue to promote competition in the banking system. In terms of development and efficiency, competition leads to lower margins and lower costs of financial intermediation(lower cost of capital for borrowers and higher rates of return on investment for lenders, spurring growth.  Competition does not only lead to improved efficiency and lower cost, but also provides incentives for institutions and markets to innovate.  And in terms of market development, competition can be beneficial for liquidity and help develop sustainable local markets.  On the institutional side, competition can lead to better quality local rules and greater enforcement.
A basic foundation for competition is proper entry and exit policies to ensure contestable markets. There should not be unreasonable barriers to those who have the capital and expertise to enter the financial services business. Cross-country evidence suggests that foreign bank ownership is the most consistent factor associated with improved banking system competitiveness, with positive effects by lowering costs and improving the quality of financial intermediation. Entry of foreign banks can also result in the emergence of new and more diverse products, greater use of technologies, and spillovers of know-how.  It also puts pressure on the authorities to improve regulation and supervision, and increase transparency.
  Barriers to entry can further arise due to lack of access to essential services, such as payments systems, credit information arrangements, and telecom regulatory and legal framework—assuring all these services are available to those interested should be part when designing reforms.

In terms of exit, the government should evaluate carefully the position of the state-owned banks. Successful restructuring requires clear policies for determining when a bank is viable or when it should simply be permitted to fail.  As new competitors enter the market or existing private commercial banks decide to compete more aggressively, the franchise value of existing banks will diminish, creating risks.  The government should also continue the institutional restructuring of the state-owned banks that are likely to remain in public hands for sometime to assure they support a competitive market. This need also applies to other state-owned financial institutions. A second basic foundation is to ensure a level playing field for each financial service and between similar types of financial services across all type of providers. Ensuring a level playing field among public, private and foreign banks is crucial. This entails avoiding differences in the regulatory treatment of similar types of financial services.
VI.
Concluding Remarks and Policy Implications
Ideally authorities should anticipate the need for banking reforms and start the effective implementation before the looming of a crisis. Egypt has been one of the developing economies, where authorities endorsed a banking system reform without the emergence of a financial crisis. Too often banking crises emerge before countries can muster the political will to undertake essential reforms. Formation of a broad political consensus, accurate recognition of the problem, prompt corrective action, and a comprehensive approach are crucial for ensuring sustainability and irreversibility in banking reforms. Reforming the banking system should be with the objective of improving its performance and efficiency in financial intermediation to serve better Egypt’s development and growth objectives.

There are various risks associated with the adequate implementation of banking reform that could jeopardize the success and sustainability of efforts exerted. Privatization has always been an intensely political process; where the management of public perception and transparency are as important as the financial and technical arrangements. Privatizing state-owned banks has also been considered a politically sensitive issue as it is likely to reveal bank insolvency—a situation that politicians try avoid. There is also the social risk that often occurs where labor redeployment would be envisioned. This would require building public support in favor of reforms, changing the negative perception on the private sector, and raising awareness on the benefits of privatization. Another factor that could impede sustainable implementation of banking reforms is the huge economic and fiscal costs incurred from the financial restructuring of state-owned banks. With the high stock of domestic debt, even the belated accounting recognition of poor loans in the banking system could affect market perceptions, put upward pressure on interest rates and hence expenditures, and widen the overall budget deficit further. Moreover, the inadequate institutional capacity, and limited expertise in banking restructuring could also contribute in the inadequate implementation of the reforms.
Inadequate implementation of banking restructuring could reduce the gains of reform. Successful restructuring reveals the importance of a clear and a comprehensive reform strategy. Retaining public dominance and keeping state-owned banks in public hands after being restructured entails serious risks. State-owned banks have been subject to directed lending, and were often run on noncommercial basis, suffering from weak internal governance, poor management, and lack of performance incentives. However, restructuring these banks does not guarantee better performance in the future since the restructured institution may not be able to depart from old lax management that had been at the root of current problems. The history of state-owned banks restructuring is replete with cases of recapitalization that had gone awry—sometimes requiring repeated waves of financial support that fail to improve the bank’s position on a sustained basis. A recipe for fiscal waste at best, such unconditional financial support may provide bank management with the wrong signal to pursue their past lending practices that led to the accumulation of bad assets. In that regards, strengthening the regulatory and supervisory bodies is essential to ensure the non-reoccurrence of previous problems. All these risks and issues of concern, raises the question of how irreversible and sustainable is the banking reform in Egypt.

Despite the numerous reform efforts made in Egypt, no significant improvement in the bank performance and efficiency in financial intermediation has been witnessed yet. This has been especially evident in state-owned banks that lagged behind their private counterparts, as reflected in their relatively low profit margins, high operating costs, and inadequate risk management systems. The incentive for state-owned banks to proactively identify and resolve problem loans, maximize profits, or minimize losses barely exists. The banking system would still be dominated with these state-owned banks even with the full implementation of the Financial Sector Reform Program—the privatization of one of the state-owned banks, the merger of the two commercial state-owned banks, consolidation of small banks, and the full divestiture of joint venture banks. Such continued dominance could distort the financial market, creating inefficiency in resource allocation, and weakening prospects for competitive market development. Maintaining public dominance raises concerns regarding the government’s serious commitment to reforms.
Restructuring and addressing immediate problems of weak and insolvent state-owned banks are key ingredients of a successful banking reform. The state-owned banks, especially, require substantial restructuring, and a prompt recognition and resolution of problem assets is crucial. However, the restructuring process is difficult, time consuming, and costly. The Egyptian authorities need to proceed with the restructuring plans of the two remaining state-owned commercial bank, and decide on the approach to be followed for the other three specialized banks, taking into account that restructuring should be limited to viable banks. Financial restructuring entails adequate recapitalization and bailing out of banks. Consistency and credibility of the authorities’ actions and announcements are key to containing expectations of future bailouts. The policy of bailing out banks that are regarded as ‘too big to fail’ may induce moral hazard and magnify the cost of bank restructuring, as it reduces incentive for banks to manage risk and improve performance. To ensure sustainability and irreversibility of the reforms, financial restructuring of state-owned banks has to be accompanied by institutional and operational restructuring, including new management, skills development, and capacity building. Hence, the need for a comprehensive and concrete reform agenda.
Once the restructuring process started, it must proceed decisively and transparently, in order to minimize the risk of disturbances in the financial market. Moreover, to reduce this potent risk, any financial restructuring and recapitalization plan would be made contingent upon, and would be implemented in step with, the progress of a capacity building program that seeks a strengthening of the bank governance, and an overhaul of lending and risk control practices. Banks should be subject to independent and comprehensive audits; and shortcomings in accounting, legal, regulatory, and supervisory framework should also be addressed to ensure previous problems will not reoccur. Full implementation of the institutional and operational restructuring plan is a critical part, and a specific focus of the banking sector reform program. Once, state-owned banks are institutional and financially restructured, and profitability restored, the path is paved for privatization—an option that the Egyptian authorities need to consider.

Moreover, corporate restructuring must go hand in hand with banking reform and restructuring. In some cases there is a need to restructure corporations, in particular loss-making state-owned enterprises to which a large portion of nonperforming loans has been allocated. In this context, unsound state-owned enterprises should be either liquidated or restructured. The government is leading, along a diligent timetable, the program of “assets management” of state-owned enterprises including privatization and corporate restructuring which covers in particular the issue of distressed state-owned enterprises financing. Sustainability of such reform measures is crucial to ensure none reoccurrence of the previous problems. However, there is the dilemma of preserving social stability versus restoring the soundness of the banking system.
Effective implementation of the banking reform requires adequate cooperation between the various stakeholders, and avoidance of any potential conflict of interest. Assigning the responsibility of leading the banking reform to one entity ensures smooth implementation, as the existence of more than one agency may produce duplication of operating costs, reduce the transparency of restructuring policies, and create unanticipated expenses for the government budget. Since the restructuring unit is located at the central bank it is vital to separate the supervision duties of the central bank from the restructuring responsibility. Though responsible for banking restructuring process, the central bank, must take into account how its activity affects overall financial stability, future competition in the banking market, governance of banks, and financial intermediation, as well as fiscal costs of restructuring. At the same time the Ministry of Finance should take a decision regarding the approach to be followed in dealing with nonperforming loans, and not delay financial restructuring of state-owned banks. It is also important to separate the responsibility of dealing with nonperforming loans in the workout unit at individual banks in order to free bank management to focus on core business.

The authorities should encourage competition, contestability, and innovation within the financial sector in order to ensure that financial institutions are equipped to face the country’s increasingly competitive and liberalized environment. In that front, maintaining an adequate entry and exit mechanism is crucial for achieving an efficient market. New private banks entering the market offer better management skills, technology, and know-how, as well as improvement and widening of services which, in any case, would further crowd out the public sector banks. Once the state-owned banks have been restructured and privatization is solidly underway(beginning with the sale of Bank of Alexandria, incentives for sound financial intermediation will fall in place and a more competitive markets structure will emerge. Privatization can improve the performance of the banking system, and can also bring substantial fiscal benefits, by avoiding future losses of state-owned banks. However, privatization of banks is not a panacea in itself and the ultimate objective should be a more efficient and sound banking system, although it is sometimes necessary to privatize banks to isolate management from political interference. To attain the benefits of privatization it has to be accompanied by stable macroeconomic conditions, enabling environment, and an adequate supervisory and regulatory framework, as well as a competitive environment.
Microprudential Indicators of the Banking System in Egypt

(1998-2006)

Table A.1: Ownership Structure of the Banking System
	
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	Number of Banks
	
	
	
	
	
	
	
	
	

	   State-owned Commercial Banks
	4
	4
	4
	4
	4
	4
	4
	4
	4

	   Specialized State-owned Banks
	4
	4
	4
	3
	3
	3
	3
	3
	3

	   Private Commercial and JV Banks
	-
	-
	35
	35
	35
	35
	34
	31
	29

	   Branches of Foreign Banks
	20
	20
	20
	20
	20
	18
	19
	17
	7

	Number of Branches
	
	
	
	
	
	
	
	
	

	   State-owned Commercial Banks
	908
	918
	913
	921
	921
	921
	949
	965
	975

	   Specialized State-owned Banks
	1,031
	1,043
	1,069
	1,071
	1,071
	1,071
	1,187
	1,201
	211

	   Private Commercial and JV Banks
	-
	-
	452
	493
	493
	533
	585
	640
	674

	   Branches of Foreign Banks
	42
	45
	47
	51
	51
	48
	51
	52
	48


Source: CBE, Annual Reports (various issues).

Table A.2: Equity-to-Assets Ratio (non-risk weighted) 
 (in percent)

	
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	State-owned Banks
	4.27
	4.52
	3.91
	3.63
	3.47
	4.53
	4.31
	3.86
	4.00

	Private Banks
	6.97
	7
	7.26
	6.73
	6.71
	6.03
	5.97
	6.77
	7.36

	Banking System
	5.37
	5.55
	5.20
	4.85
	4.75
	5.12
	4.98
	5.00
	5.39


Table A.3: State-Owned Enterprises Loans-to-Loans
(in percent)

	
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	State-owned Banks
	25.77
	25.4
	18.28
	18.03
	18.08
	18.35
	18.58
	19.24
	15.23

	Private Banks
	3.36
	3.79
	3.58
	3.25
	3.27
	3.37
	3.18
	3.06
	2.01


Table A.4: Treasury Bills-to-Total Assets 
(in percent)

	  
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	State-owned Banks
	8.06
	7.88
	10.75
	10.85
	14.58
	9.64
	11.60

	Private Banks
	2.79
	3.37
	4.37
	3.95
	5.71
	5.54
	8.37


Table A.5: Return on Assets
(in percent)

	  
	2000
	2001
	2002
	2003
	2004
	2005

	State-owned Sector Banks
	0.47
	0.40
	0.27
	0.21
	0.18
	0.19

	Private Banks
	1.51
	1.25
	1.10
	0.67
	0.94
	1.07

	Banking System
	0.90
	0.70
	0.60
	0.40
	0.49
	0.56


Table A.6: Return on Equity
(in percent)
	  
	2000
	2001
	2002
	2003
	2004
	2005

	State-owned Sector Banks
	9.76
	8.71
	6.22
	6.22
	3.76
	4.03

	Private Sector Banks
	20.62
	16.93
	14.89
	14.89
	15.07
	17.78

	Banking System
	15.10
	13.10
	11.10
	11.10
	9.12
	10.65


Table A.7: Loans-to-Deposits Ratio
 (in percent)
	  
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	State-owned Sector Banks
	71.58
	79.73
	84.22
	81.32
	75.32
	68.90
	63.16
	60.22
	58.15

	Private Sector Banks
	103.60
	96.42
	83.91
	80.99
	74.21
	64.17
	58.48
	56.03
	55.20

	Banking System
	79.92
	82.40
	84.10
	81.19
	74.88
	66.93
	61.25
	58.57
	56.97


Table A.8: Private Sector Loans-to-Total Loans
(in percent)
	  
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	State-owned Sector Banks
	24.87
	32.52
	34.9
	32.20
	36.4
	36.7
	35.5
	36.30
	34.7

	Private Sector Banks
	44.01
	46.60
	33
	36.4
	32.6
	33.10
	30.8
	31.62
	31.5
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Figure 5: Growth Rate of Credit-to-GDP


�


Source: Central Bank of Egypt, 2006.














Figure 3: Return-on-Equity


� EMBED Excel.Chart.8 \s ���  Source: World Bank Individual Banks Survey (2006).











Figure 4: M2-to-GDP
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Source: Central Bank of Egypt, 2006.








Figure 1: Equity-to-Assets Ratios


� EMBED Excel.Chart.8 \s ��� Source: CBE, Annual Report. 2006.








Figure 2: Return-on-Assets 


� EMBED Excel.Chart.8 \s ���


 Source: World Bank Individual Banks Survey (2006).








� See Goldstein and Turner (1996), Lindgren et al. (1996), Roe (1998), Caprio and Cull (2000), Caprio and Martines Peria (2000), and Barth, et al., (2000).


� Dziobek and Pazarbasioglu (1998), p. 17.


� The year 1998 was selected as this was the time when there has been significant reform measures were undertaken, in terms of changing the management of the pubic sector banks and that of the central banks, amendments to the laws and regulations, in addition other institutional changes.


�Dziobek and Pazarbasioglu (1998), p. 17 


� There are two main limitations regarding the data used: (i) available data is not very accurate as some banks indulge in practices, such as ‘window dressing’; and (ii) aggregation of bank data can be potentially misleading as it can conceal problems by offsetting positive and negative signals from different individual banks. Despite such limitations, these ratios can give a rough indication on the impact of restructuring measures on the soundness and efficiency of the banking system.


� Dziobek and Pazarbasioglu (1998), p. 17.


� Countries that made significant progress were those that realized that the problem was bank insolvency and not merely lack of liquidity, and hence did not make extensive use of the central bank the lender of last resort option.


� A wide spectrum of bank restructuring skills, were often required including audit to determine the legal liabilities and assets of each bank; establish a uniform system of bank and asset evaluation; valuation of assets, collaterals, and debtors’ ability to repay defaulting loans; and evaluation of whether to rehabilitate, merge or liquidate a bank.


� The Mexican government absorption of nonperforming loans via permitting the banks to transfer part of their loans portfolio to the government, and giving the banks nontransferable ten-year government bonds in exchange. The banks remain responsible for collecting interest on, and the recovery of, the loans transferred to the government, and have an incentive to do so because of the liquidity and lower rates of interest paid on the government bonds


� In both cases, preferential treatment of some bidders, overpricing of bank assets, and weak legislation on concentration of ownership allowed a few large business conglomerates to acquire a large portion of the banking system.


� The boards of directors of the joint venture banks were characterized by a bureaucratic element of government authorities lacked independence. Hence, there were incidents of directed and connected lending where credit was allocated to loss-making public enterprises or representatives of public entities, former government officials and central bank governors, and connected businessmen, in addition to representatives of state-owned banks, insurance companies, National Investment Bank, and State-owned enterprises in view of their shareholding in these banks.


� For more details see Mohieldin (2000) p. 10.


� Various pre-sale preparations were made, including settling the non-performing loans of state-owned enterprises, the sale of some non-core assets, audit of the bank's financial statements, and a complete legal and financial vendor's due diligence exercise.


� These audits, which focus on bank portfolio quality and the analysis of non-performing loans and distressed assets, also provide for a diagnostic review addressing inter-alia the adequacy of policies and procedures related to lending, credit administration, risk management, accounting and internal controls.


� Financial restructuring of banks aims at restoring solvency by improving banks’ balance sheets through raising additional capital by getting cash from existing or new owners or from the government; by reducing liabilities through writing down the value of certain debts; or by boosting the value of assets by recovering nonperforming loans and collaterals. Operational restructuring affects profitability. Operating costs can be cut by eliminating redundant branches and staff. There are also institutional reform measures, which includes developing a business strategy, capacity building, and improving management, credit assessment and approval techniques. Banking sector reform programs often include improving supervision and prudential regulations.


� Minimum capital requirement increased from LE 100 million for domestic banks and US$ 15 million for branches of foreign banks to LE 500 million, and US$ 50 million, respectively. Banks were supposed to meet these requirements within one year, which was extended up to a maximum of three years at the discretion of CBE.


� Central Bank of Egypt Credit Risk Department. Figures are as of the end of the fiscal year (June 30th).


� The actual level of nonperforming loans is expected to be higher if strict loan classification criteria were applied, and if rolling-over of loans is taken into account. A large portion of the loans is in the form of overdraft facilities that are not categorized as nonperforming, and hence the past due classification has not fully capture the accurate figure of nonperforming loans. It is also worth noting that a sizable part of nonperforming loans have been restructured, some of which under very concessional terms. These may represent hidden weaknesses in the banks’ portfolio.


� Return-on-assets of the four state-owned banks ranged between 0.5 percent and 0.2 percent during the period from 2000 to 2005, while that for private and joint venture banks ranged between 1.1 percent and 1.5 percent. Similarly, state-owned banks’ return-on-equity ranged between 9.8 percent and 4.0 percent, against 20.6 percent and 17.8 percent for state-owned banks (Annex, Table A.8 and A.9).


� Bank of Alexandria is the smallest of the state-owned commercial banks, accounting for some 7 percent of the system’s assets.


� National Bank of Egypt, and the merged Banque Misr-Banque du Caire


� Despite the nonexistence of an explicit deposit insurance scheme in Egypt, there is implicit insurance that the government would still protect banks’ deposits. A deposit insurance fund was introduced in 1992 by the CBE, but has not yet been implemented. An explicit deposit insurance fund should offer protection to small depositors by preventing bank runs, without giving rise to large moral hazard problems, while preserving the stability of the system. In order to attain a successful deposit insurance fund, it should be applied to solvent banks only, and insurers should be given the authority to close banks, remove managers that violate prudent practices, and enforce regulations away from political interference. The moral hazard associated with deposit insurance schemes could be avoided through: (i) partial deposit insurance that could raise the incentive to monitor the health of banks compared to 100 percent reimbursement; and (ii) risk-weighted deposits insurance premia, whereby riskier banks pay more for insurance.


� Although, entry of foreign bank has a positive impact on stability, there are various risks associated with it.  For example, the risk of introducing new technologies and new financial instruments pre-maturely; and the risk of capital flight by banks that have access to international financial markets.  Achieving maximum gains from entry requires harmonization of regulations, legal and other institutional infrastructure
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		Loans to Deposits
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		Updated Data as of Sept 3, 2006

		Private Sector Loans-to-Total Loans

				1998		1999		2000		2001		2002		2003		2004		2005		2006

		Public Banks		24.87		32.52		34.91		32.20		36.40		36.70		35.50		36.31		34.72

		Private Banks		44.01		46.60		33.00		36.42		32.63		33.10		30.84		31.60		31.51

		Banking System		61.08		67.59		67.90		68.60		69.00		69.80		65.30		67.90		66.20
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		Central Bank Credit to Liabilities

				1998		1999		2000		2001		2002		2003		2004		2005		2006

		Public Banks		5.22		1.94		2.28		2.12		1.82		1.54		1.27		1.57		1.29

		Private Banks		4.24		3.56		3.15		2.57		2.25		1.80		1.55		3.61		1.47

		Banking System		4.82		2.61		2.64		2.30		1.99		1.64		1.38		1.37		1.36
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				1999		2000		2001		2002		2003		2004		2005

		M2/GDP		76.26		75.06		79.42		86.76		92.04		89.67		88.51
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				1996		1997		1998		1999		2000		2001		2002		2003		2004		2005		2006

		Total Credit		128.8		152000		180000		204132		226775		241470		266099		284721		296199		308195

		GDP at market prices		229472.99328		265899.999488		287400.000256		307600.003584		340100.000256		358699.998976		378900		417500		485300		536600		593000

		as a % of GDP		0.1%		57.2%		62.6%		66.4%		66.7%		67.3%		70.2%		68.2%		61.0%		57.4%		0.0%

		growth rate of credit as a % of GDP				57.1%		5.5%		3.7%		0.3%		0.6%		2.9%		-2.0%		-7.2%		-3.6%

		growth rate of credit										11.1%		6.5%		10.2%		7.0%		4.0%		4.0%

																								0

				229473.0		265900.0		287400.0		307600.0		340100.0		358700.0		378900.0		417500.0		485300.0		536600.0		593000.0

				1998		1999		2000		2001		2002		2003		2004		2005

		Ratio of growth of credit to GDP		62.60		66.40		66.70		67.30		70.20		68.20		61.00		57.40
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Public assets to total assets

		

		Public Assets to Total Assets

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		62.1		61.6		60		59.3		58.6		58.58		58.56		59.04		58.57		59.96		60.79
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Tbills to total assets

		

		Tbills to Total Assets

				2000		2001		2002		2003		2004		2005		2006

		Public Sector Banks		8.1		7.88		10.75		10.85		14.6		9.64		11.6

		Private Sector Banks		3		3.4		4.35		3.95		5.71		5.54		8.37

																				Tbills to Total Assets

																						1996		1997		1998		1999		2000		2001		2002		2003		2004		2005		2006

																				Public Sector Banks										8.1		7.88		10.75		10.85		14.6		9.64		11.6

																				Private Sector Banks										3		3.4		4.35		3.95		5.71		5.54		8.37

																				Banking System												5		6		7		8		8		9
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govt lons-total

		

		Provisions to Total loans

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		14.81		14.04		14.57		15.05		13.98		12.35		12.95		13.25		12.93		12.87		13.43

		Private Banks		14.84		13.68		12.20		11.56		11.04		11.73		12.83		13.74		15.81		14.33		14.20
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SOE loans to total loans

		

						2000		2001		2002		2003		2004		2005		2006

				Public Sector Banks		4		4.1		3.8		3		4.2		5.8		5.5

				Private Sector Banks		1.4		1.5		1.5		1.4		1.4		1.1		1
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ROA.ROE

		

		SOE Loans to Assets

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Sector Banks		15.98		16.3		16		13.2		13.34		12.85		10.35		9.56		9.19		8.39		8.31

		Private Sector Banks		1.41		2.02		2.32		2.5		2.6		1.95		1.67		1.689		1.58		1.38		1.25						2000		2001		2002		2003		2004		2005		2006

																												Public Sector Banks		18.28		18.03		18.08		18.35		18.58		19.24		15.23

		SOE Loans to Total Loans																										Private Sector Banks		3.58		3.25		3.28		3.37		3.18		3.06		2.01

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Sector Banks		23.53		26.21		27.02		25.77		25.4		22.7		20		18.53		19.2		18.58		19.24

		Private Sector Banks		1.26		2.03		2.8		3.36		3.79		3.43		3.08		3.27		3.37		3.18		3.09
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Loans to Deposits

		

		Return on Assets

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		0.20		0.25		0.37		0.42		0.43		0.47		0.40		0.27		0.21		0.18		0.19

		Private Banks		1.72		1.65		1.96		2.03		1.50		1.51		1.25		1.10		0.67		0.94		1.07

				ROA												ROE

		Return on Equity

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		5.10		5.87		7.83		9.27		10.37		9.76		8.71		6.22		5.31		3.76		4.03

		Private Banks		21.49		20.19		20.12		19.04		20.35		20.62		16.93		14.89		8.46		15.07		17.78

																														Updated Data as of Sept 3, 2006

																														Return on Assets

																																1998		1999		2000		2001		2002		2003		2004		2005

																														Public Banks		0.42		0.43		0.47		0.40		0.27		0.21		0.18		0.19

																														Private Banks		2.03		1.50		1.51		1.25		1.10		0.67		0.94		1.07

																														Banking System		0.79		0.87		0.90		0.70		0.60		0.40		0.49		0.56

																														Return on Equity

																																1998		1999		2000		2001		2002		2003		2004		2005

																														Public Banks		9.27		10.37		9.76		8.71		6.22		6.22		3.76		4.03

																														Private Banks		19.04		20.35		20.62		16.93		14.89		14.89		15.07		17.78

																														Banking System		16.60		16.78		15.01		13.10		11.10		11.10		9.12		10.65

																																										ROE
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Private loans to total loans
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Credit growth-to-GDP

		

		Equity to Assets

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		3.53		3.50		3.18		4.27		4.52		4.41		4.10		3.75		4.59		4.31		3.86

		Private Banks		6.38		6.33		6.48		6.97		7.00		7.01		6.73		6.29		6.03		6		6.77

																												Updated Data as of Sept 3, 2006

																												Equity to Assets

																														1998		1999		2000		2001		2002		2003		2004		2005		2006

																												Public Banks		4.27		4.52		3.91		3.63		3.47		4.53		4.31		3.85		4.00

																												Private Banks		6.97		7.00		7.26		6.70		6.71		6.00		5.97		6.77		7.36

																												Banking System		5.37		5.55		5.20		4.85		4.75		5.12		4.98		5.00		5.39





Credit growth-to-GDP

		1995		1995

		1996		1996

		1997		1997

		1998		1998

		1999		1999

		2000		2000

		2001		2001

		2002		2002

		2003		2003

		2004		2004

		2005		2005



Public Banks

Private Banks

Years

Percent

3.5294916175

6.3801208865

3.4954596343

6.3284831573

3.1751281627

6.4754166321

4.2710093716

6.9699903195

4.5198562967

6.9967042021

4.41

7.0125607524

4.1

6.7316461468

3.75

6.2895839423

4.59

6.03

4.31

6

3.86

6.77



		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0



Public Banks

Private Banks

Banking System

Percent

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0



		

		Loans to Deposits

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		63.21		69.29		69.97		71.58		79.73		84.60		81.19		77.15		68.9		63.16		60.22

		Private Banks		78.64		82.52		87.05		103.58		96.41		91.08		85.75		74.22		64.17		58.48		56.03

																												Updated Data as of Sept 3, 2006

																												Loans to Deposits Ratio

																														1998		1999		2000		2001		2002		2003		2004		2005		2006

																												Public Banks		71.58		79.73		84.22		81.32		75.32		68.90		63.16		60.22		58.15

																												Private Banks		103.58		96.41		83.91		80.99		74.22		64.17		58.48		56.03		55.20

																												Banking System		79.91		82.40		84.10		81.19		74.88		66.93		61.25		58.57		56.97
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		Updated Data as of Sept 3, 2006

		Private Sector Loans-to-Total Loans

				1998		1999		2000		2001		2002		2003		2004		2005		2006

		Public Banks		24.87		32.52		34.91		32.20		36.40		36.70		35.50		36.31		34.72

		Private Banks		44.01		46.60		33.00		36.42		32.63		33.10		30.84		31.60		31.51

		Banking System		61.08		67.59		67.90		68.60		69.00		69.80		65.30		67.90		66.20
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		Central Bank Credit to Liabilities

				1998		1999		2000		2001		2002		2003		2004		2005		2006

		Public Banks		5.22		1.94		2.28		2.12		1.82		1.54		1.27		1.57		1.29

		Private Banks		4.24		3.56		3.15		2.57		2.25		1.80		1.55		3.61		1.47

		Banking System		4.82		2.61		2.64		2.30		1.99		1.64		1.38		1.37		1.36
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				1999		2000		2001		2002		2003		2004		2005

		M2/GDP		76.26		75.06		79.42		86.76		92.04		89.67		88.51





		0

		0

		0

		0

		0

		0

		0



M2/GDP

Percent

0

0

0

0

0

0

0



		

				1996		1997		1998		1999		2000		2001		2002		2003		2004		2005		2006

		Total Credit		128.8		152000		180000		204132		226775		241470		266099		284721		296199		308195

		GDP at market prices		229472.99328		265899.999488		287400.000256		307600.003584		340100.000256		358699.998976		378900		417500		485300		536600		593000

		as a % of GDP		0.1%		57.2%		62.6%		66.4%		66.7%		67.3%		70.2%		68.2%		61.0%		57.4%		0.0%

		growth rate of credit as a % of GDP				57.1%		5.5%		3.7%		0.3%		0.6%		2.9%		-2.0%		-7.2%		-3.6%

		growth rate of credit										11.1%		6.5%		10.2%		7.0%		4.0%		4.0%

																								0

				229473.0		265900.0		287400.0		307600.0		340100.0		358700.0		378900.0		417500.0		485300.0		536600.0		593000.0

				1998		1999		2000		2001		2002		2003		2004		2005

		Ratio of growth of credit to GDP		62.60		66.40		66.70		67.30		70.20		68.20		61.00		57.40
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Public assets to total assets

		

		Public Assets to Total Assets

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		62.1		61.6		60		59.3		58.6		58.58		58.56		59.04		58.57		59.96		60.79
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Tbills to total assets

		

		Tbills to Total Assets

				2000		2001		2002		2003		2004		2005		2006

		Public Sector Banks		8.1		7.88		10.75		10.85		14.6		9.64		11.6

		Private Sector Banks		3		3.4		4.35		3.95		5.71		5.54		8.37

																				Tbills to Total Assets

																						1996		1997		1998		1999		2000		2001		2002		2003		2004		2005		2006

																				Public Sector Banks										8.1		7.88		10.75		10.85		14.6		9.64		11.6

																				Private Sector Banks										3		3.4		4.35		3.95		5.71		5.54		8.37

																				Banking System												5		6		7		8		8		9
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govt lons-total

		

		Provisions to Total loans

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		14.81		14.04		14.57		15.05		13.98		12.35		12.95		13.25		12.93		12.87		13.43

		Private Banks		14.84		13.68		12.20		11.56		11.04		11.73		12.83		13.74		15.81		14.33		14.20
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SOE loans to total loans

		

						2000		2001		2002		2003		2004		2005		2006

				Public Sector Banks		4		4.1		3.8		3		4.2		5.8		5.5

				Private Sector Banks		1.4		1.5		1.5		1.4		1.4		1.1		1
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ROA.ROE

		

		SOE Loans to Assets

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Sector Banks		15.98		16.3		16		13.2		13.34		12.85		10.35		9.56		9.19		8.39		8.31

		Private Sector Banks		1.41		2.02		2.32		2.5		2.6		1.95		1.67		1.689		1.58		1.38		1.25						2000		2001		2002		2003		2004		2005		2006

																												Public Sector Banks		18.28		18.03		18.08		18.35		18.58		19.24		15.23

		SOE Loans to Total Loans																										Private Sector Banks		3.58		3.25		3.28		3.37		3.18		3.06		2.01

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Sector Banks		23.53		26.21		27.02		25.77		25.4		22.7		20		18.53		19.2		18.58		19.24

		Private Sector Banks		1.26		2.03		2.8		3.36		3.79		3.43		3.08		3.27		3.37		3.18		3.09
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Loans to Deposits

		

		Return on Assets

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		0.20		0.25		0.37		0.42		0.43		0.47		0.40		0.27		0.21		0.18		0.19

		Private Banks		1.72		1.65		1.96		2.03		1.50		1.51		1.25		1.10		0.67		0.94		1.07

				ROA												ROE

		Return on Equity

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		5.10		5.87		7.83		9.27		10.37		9.76		8.71		6.22		5.31		3.76		4.03

		Private Banks		21.49		20.19		20.12		19.04		20.35		20.62		16.93		14.89		8.46		15.07		17.78

																														Updated Data as of Sept 3, 2006

																														Return on Assets

																																1998		1999		2000		2001		2002		2003		2004		2005

																														Public Banks		0.42		0.43		0.47		0.40		0.27		0.21		0.18		0.19

																														Private Banks		2.03		1.50		1.51		1.25		1.10		0.67		0.94		1.07

																														Banking System		0.79		0.87		0.90		0.70		0.60		0.40		0.49		0.56

																														Return on Equity

																																1998		1999		2000		2001		2002		2003		2004		2005

																														Public Banks		9.27		10.37		9.76		8.71		6.22		6.22		3.76		4.03

																														Private Banks		19.04		20.35		20.62		16.93		14.89		14.89		15.07		17.78

																														Banking System		16.60		16.78		15.01		13.10		11.10		11.10		9.12		10.65

																																										ROE
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Private loans to total loans
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M2-to-GDP

		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0

		0		0		0



Public Banks

Private Banks

Banking System

Percent

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0



Credit growth-to-GDP

		

		Equity to Assets

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		3.53		3.50		3.18		4.27		4.52		4.41		4.10		3.75		4.59		4.31		3.86

		Private Banks		6.38		6.33		6.48		6.97		7.00		7.01		6.73		6.29		6.03		6		6.77

																												Updated Data as of Sept 3, 2006

																												Equity to Assets

																														1998		1999		2000		2001		2002		2003		2004		2005		2006

																												Public Banks		4.27		4.52		3.91		3.63		3.47		4.53		4.31		3.85		4.00

																												Private Banks		6.97		7.00		7.26		6.70		6.71		6.00		5.97		6.77		7.36

																												Banking System		5.37		5.55		5.20		4.85		4.75		5.12		4.98		5.00		5.39
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		Loans to Deposits

				1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		Public Banks		63.21		69.29		69.97		71.58		79.73		84.60		81.19		77.15		68.9		63.16		60.22

		Private Banks		78.64		82.52		87.05		103.58		96.41		91.08		85.75		74.22		64.17		58.48		56.03

																												Updated Data as of Sept 3, 2006

																												Loans to Deposits Ratio

																														1998		1999		2000		2001		2002		2003		2004		2005		2006

																												Public Banks		71.58		79.73		84.22		81.32		75.32		68.90		63.16		60.22		58.15

																												Private Banks		103.58		96.41		83.91		80.99		74.22		64.17		58.48		56.03		55.20

																												Banking System		79.91		82.40		84.10		81.19		74.88		66.93		61.25		58.57		56.97
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		Updated Data as of Sept 3, 2006

		Private Sector Loans-to-Total Loans

				1998		1999		2000		2001		2002		2003		2004		2005		2006

		Public Banks		24.87		32.52		34.91		32.20		36.40		36.70		35.50		36.31		34.72

		Private Banks		44.01		46.60		33.00		36.42		32.63		33.10		30.84		31.60		31.51

		Banking System		61.08		67.59		67.90		68.60		69.00		69.80		65.30		67.90		66.20
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		Central Bank Credit to Liabilities

				1998		1999		2000		2001		2002		2003		2004		2005		2006

		Public Banks		5.22		1.94		2.28		2.12		1.82		1.54		1.27		1.57		1.29

		Private Banks		4.24		3.56		3.15		2.57		2.25		1.80		1.55		3.61		1.47

		Banking System		4.82		2.61		2.64		2.30		1.99		1.64		1.38		1.37		1.36
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				1999		2000		2001		2002		2003		2004		2005

		M2/GDP		76.26		75.06		79.42		86.76		92.04		89.67		88.51
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				1996		1997		1998		1999		2000		2001		2002		2003		2004		2005		2006

		Total Credit		128.8		152000		180000		204132		226775		241470		266099		284721		296199		308195

		GDP at market prices		229472.99328		265899.999488		287400.000256		307600.003584		340100.000256		358699.998976		378900		417500		485300		536600		593000

		as a % of GDP		0.1%		57.2%		62.6%		66.4%		66.7%		67.3%		70.2%		68.2%		61.0%		57.4%		0.0%

		growth rate of credit as a % of GDP				57.1%		5.5%		3.7%		0.3%		0.6%		2.9%		-2.0%		-7.2%		-3.6%

		growth rate of credit										11.1%		6.5%		10.2%		7.0%		4.0%		4.0%

																								0

				229473.0		265900.0		287400.0		307600.0		340100.0		358700.0		378900.0		417500.0		485300.0		536600.0		593000.0

				1998		1999		2000		2001		2002		2003		2004		2005

		Ratio of growth of credit to GDP		62.60		66.40		66.70		67.30		70.20		68.20		61.00		57.40
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