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ABSTRACT

This paper discusses the viability of state-owned financial institutions. The goal of this paper is to contribute to literature focusing on the effectiveness of state interventions in finance.  It examines experience of developing economies with regards to government intervention in the financial arena, as well as attempts to find out reasons behind governments’ reluctance to privatizing state-owned financial institutions. The paper sheds light on the corporate governance issue, and its impact on strengthening financial institutions. Proactive policies promoting development in the financial sector in the context of overall economic development and growth strategies usually involve the direct provision of financial services by the state, and most often state financial institutions are the means commonly used for this purpose.  Enhancing the performance of those state-owned institutions in many dimensions is important to financial sector development and overall economic growth. The paper also provides an overview on the current situation of state-ownership of financial institutions in Egypt, and highlights reform measures taken in that respect.
INTRODUCTION

There has traditionally been a strong presence worldwide of the government in the financial sector since the 1950s.  However, as economic activity became increasingly commercially-oriented, the government controlled financial systems of most countries—especially developing ones—became ill-equipped to tackle the changed profile of risks arising from the increased complexity of transactions. Currently, developed countries rarely allow for state ownership of large parts of the financial system; however this is a common practice which is widespread in many less developed countries.  Today, more than 40 percent of the world's population live in countries in which public sector institutions dominate the financial sector—especially the banking system. Research suggests that countries with the majority of their financial institutions owned by the state experience slower financial development, less efficient financial systems, less private sector credit, and slower GDP growth. Many of those countries were centrally-planned economies that have inherited from pre-transition regimes political interference, directed lending, poor corporate governance, and distorted incentive structures. As a legacy of central planning, state-owned commercial banks still exist. Those banks are profit maximizing deposit-takers that do not have a mandate to pursue public policy objectives.
State-owned banks are often subject to government intervention, and are considered “agents of quasi-fiscal policies”, and are highly leveraged (high debt relative to equity) and thus have the potential to create significant contingent fiscal liabilities.  They are also means of funding governments’ priority projects without any preliminary credit risk assessment, as well as, budget deficits.  In other words, banks finance the budget deficit and are not playing an active role in financial intermediation.  Moreover, state-owned 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 in developing economies were no exception. They were subject to government intervention via putting limits on credit to particular sectors, requiring banks to hold government bonds, and imposing high reserve requirements. Such inefficiency in allocation of resources as a result of state control led to the existence of financial intermediaries that are burdened with huge nonperforming loans, that are inadequately provisioned, unprofitable and, in many cases, insolvent.  South Asian countries have the highest share of banking sector assets held by government-controlled banks, followed by countries of Europe and Central Asia, Africa, Latin America and the Caribbean, East Asia and Pacific, the MENA region and finally OECD countries.

In that context, this paper builds upon the theoretical foundations pertaining to the viability of state-owned financial institutions, with specific focus on state-owned banks. The goal of this paper is to contribute to literature focusing on the effectiveness of state interventions in finance. It examines experience of developing economies with regards to government intervention in the financial arena, as well as attempts to find out reasons behind governments’ reluctance to privatizing state-owned financial institutions. The paper sheds light on the corporate governance issue, and its impact on strengthening financial institutions. It also provides an overview on the current situation of state-ownership of financial institutions in Egypt, and highlights reform measures taken in that respect.
COMMON CHARACTERISTICS OF STATE-OWNED FINANCIAL INSTITUTIONS

It is worth noting that many of the problems recognized by state-owned financial institutions are usually attributed to weaknesses in corporate governance.  Before delving into details of corporate governance arrangements, following are a number of general commonalities between state-owned financial institutions:
· Government officials intervene in daily operational decision-making such as who to lend to, on what terms, and decide on forgiving indebtedness. Thus, they act in the capacity of owners.
· Most executive managers operate in a manner that is uncommon to sound commercial business and public management practices.

· Board members lack the independence, and at times required skills, necessary to perform their duties efficiently.
· Poor governance arrangements leading to losses and inefficiency, that eventually leads to a weakened overall financial system. In contrast, good corporate governance can help to ensure that state-financial institutions are operating efficiently and well-managed.
CORPORATE GOVERNANCE ARRANGEMENTS
Corporate governance is the set of institutions, and rules that determine how authority is exercised in a corporation.
  It describes the role of shareholders, managers, and board of directors.  According to Lindgren et al. (1996), the main responsibility for maintaining a sound banking system lies upon these three players, who manage various aspects of financial and operational risks.
  Together they establish a framework of internal controls and practices to govern the operations of banks to ensure their soundness.
Sound corporate governance was viewed by Caprio (1998) as the “first line of defense” to ensure a sound banking system.  Sound governance includes effective “internal incentives” that strengthen corporate management and ensure efficient use of resources, and “external incentives” that can be induced through privatization, capital market development, and competition policy.  In contrast, poor internal governance is a factor in “virtually all instances of unsoundness.”  Weak corporate governance—lack of independent oversight of management by outside directors and auditors, in addition to limited reporting on financial performance and credit obligations—has played a crucial role in recent financial crises.
Moral hazard can adversely affect the soundness of the banking system.  Moral hazard affects depositors when they lose incentives to consider a bank's soundness carefully, and when they expect their loans to be restructured in case of difficulties. 
  It also affects bank owners and managers if those who are managing troubled or bankrupt institutions manage to hold on to their equity and maintain their respective managerial positions.  The risk of moral hazard can also lead banks to lend less than the optimum amounts.

Following are two main objectives for which boards and executive managers are held accountable in any state-owned financial institution: (i) ensuring the institution’s long-run financial sustainability, and (ii) achieving certain financial performance objectives.  Expectations must be clear and explicit in order to hold owners, boards, and executive managers accountable.  In addition, they also need to have access to timely and accurate information in order to assess performance effectively and upon which they can base correct decisions.
The Active Role of the Shareholders
Shareholders play a key role in the provision of corporate governance and overseeing banks’ affairs.  They are responsible for appointing those in charge of the corporate process.  Shareholders with their own capital at risk will be keen on electing competent board of directors who are capable of setting sound policies to ensure bank’s profitability and solvency.  This board will in turn appoint experienced and qualified managers, audit committee and external auditors.

Recognizing the importance of shareholders, bank regulators put stricter bank licensing requirements and standards that a bank’s founder and larger shareholders must meet to be considered fit and proper.  Explicit approval of the regulatory and supervisory authority is required for a person to become a bank’s founder or a large shareholder.  Such approval is based on the ability of the shareholder to meet a certain set of predefined criteria.  These criteria are designed to reassure the public that shareholders are able and willing to effectively exercise their fiduciary responsibilities.

Bank owners are responsible for capitalizing banks with sufficient resources to operate and withstand reasonable losses.  They should be able to provide additional capital to the bank in times of need, and do not see the bank as a provider of funds for their favorite projects or their own associates’ enterprises.  The central bank is usually responsible for approving all changes in the shareholding structure of a bank.  The corporate governance of banks is improved when regulations require that owners put their own capital at risk.  A banking system dominated by state-owned banks is prone to situations of moral hazard, such as implicit guarantees, and tends to face market distortions.

Responsibilities of Bank Managers
The quality of bank management and the risk management process are the key concerns in ensuring the safety and stability of the banking system.  This is especially the case where the banking system is increasingly market orientated.  Managers are responsible for loan evaluation, for not exposing the bank to excess liquidity risk, for ensuring the availability of accountable and timely information, and for managing risk.  Banks are different from other companies in that the responsibilities of management and the board are not only to shareholders but also to depositors, who provide leverage to owners’ capital.

Banks’ management is responsible for ensuring the proper handling of credit appraisal and valuation.  Loans constitute the most important component of a bank’s assets.  The most common reason for bank failure is bad credit decisions.  Managers should also ensure that growth in loans is not so rapid that credit quality is sacrificed. Management should ensure that the bank has a sufficient management information system and that the information is transparent, timely, accurate, and complete.

Managers should take into account borrowers’ specific risk, overall economic risk factors, and liquidity risk.  Bank management should furthermore ensure that the bank is not exposed to excessive liquidity risk.  While maturity transformation is a key function of banks, a sound bank holds sufficient liquid assets to enable it to meet reasonable levels of deposit withdrawals without forced liquidation of portfolio assets.  Thus, good bank managers assess their bank’s liability structure, project how liquidity would be affected by adverse events, and determine if the bank’s asset position is appropriate.  Executive management of a bank is responsible for the implementation of the board’s policies through its running of the bank on a day-to-day basis, it is vital that the executive management has intimate knowledge of the financial risks that are being managed.

The quality of management is what differentiates a sound from unsound banks.  In most countries the better-managed financial institutions have succeeded in remaining solvent.  The World Bank report (1989) identified several types of mismanagement that commonly occur in the absence of effective regulation and supervision including cosmetic mismanagement, technical mismanagement, and desperate mismanagement, in addition to fraud.

(i) Cosmetic mismanagement:  Strong supervision would ensure that losses are reported and corrective measures are taken.  Without these, bankers may engage in “cosmetic” mismanagement and try to hide past and current losses.  There are many ways to do this.  For example, managers avoid alerting shareholders to the difficulties, and often keep dividends constant despite lesser earnings.  To keep dividends up, bankers may retain a smaller share of income for provisions against loss, thereby sacrificing capital adequacy.  If a dividend target exceeds profits, bankers may resort to accounting measures, even if more taxes must be paid as a result.  A banker can classify bad loans as good and so avoid making provisions, while the capitalization of unpaid interest raises profits by increasing apparent income.  By not reporting losses, bankers prevent the implementation of corrective measures.

(ii) Technical mismanagement:  Poor lending policies are the most common form of technical mismanagement and are usually a consequence of deficient internal controls, inadequate credit analysis, or political pressures.  Poor lending policies often lead to excessive risk concentration, the result of making a high proportion of loans to a single borrower or to a specific region or industry.  Mismatching assets and liabilities in terms of currencies, interest rates, or maturities is another common form of technical mismanagement.

(iii) Desperate management:  When losses are too large, bankers may adopt more desperate strategies.  The most common of these include lending to risky projects at higher loan rates.  The problem then becomes one of cash flow.  To avoid a liquidity crisis a bank may offer high deposit rates to attract new deposits, but the higher cost of funds eventually aggravates the problems.

(iv) Fraud, the fourth type of mismanagement, may cause initial losses, but once illiquidity appears fraud becomes common.  Fraud usually occurs when bankers grant themselves loans they are unlikely to repay.

The key managerial responsibility is to ensure, that all major bank functions are carried out in accordance with clearly formulated policies and procedures, and that the bank has adequate systems in place to effectively monitor and manage risks.  Hence, banks must have adequate policies in place to increase the accountability of its managers.  Management’s role in identifying, appraising, and managing financial risk is described well by the Basel Committee on Banking Supervision (Annex 2).  Moreover, the Basel Committee states in its 1989 document that all levels of management should adapt internal accounting systems to ensure adequate control.

Board of Directors and Internal Audit Procedures
According to most banking laws, the ultimate responsibility is placed with the board of directors.  The board is responsible for safeguarding the interest of depositors and shareholders through the lawful, informed, efficient, and able administration of the institution.  The board usually delegate the day-to-day management of bank business to bank employees, but it is still held accountable for the consequences of unsound or imprudent policies and practices concerning lending, investing, protecting against internal fraud, or any other banking activity.  The board has to ensure that the management team has the necessary skills, knowledge, experience, and sense of judgment to manage the bank’s affairs in a sound and responsible manner.  At the same time, the management team should be directly accountable to the board, and this relationship should be supported by robust structures.

The board of directors
 should be regarded as the primary player in the risk management process.  It should be strong, independent, and actively involved in its bank’s affairs.  Although the bank’s directors will not necessarily be experts on banking, they should have skills, knowledge, and experience to enable them to perform their duties effectively.  The board of directors should be qualified and able to effectively carry out such responsibilities.

An effective board should have a sound understanding of the nature of the bank’s business activities and associated risks.  It should take reasonable steps to ensure that management has established strong systems to monitor and control those risks.  The board should ensure that the bank has adequate controls in place, including appropriate internal audit arrangements, and that risk management systems are properly applied at all times.  It should also make sure that the banking laws and regulations applicable to a bank’s business are followed.  Therefore, the most effective strategy to promote a sound banking system is to strengthen the accountability of directors and management and to enhance the incentives for them to operate their banks prudently.

While the board of directors is the primary risk manager, the audit committee can be regarded as an extension of the board’s risk management function.  An auditing committee is a valuable tool to help management with the identification and handling of risk areas.  The goals of an internal audit function are to: enable management to identify and manage business risks; provide an independent appraisal; evaluate the effectiveness, efficiency, and economy of operations; evaluate compliance with laws, policies, and operating instructions; and evaluate the reliability of information produced by accounting and computer systems.

Monitoring and directing is an integral part of the audit committee’s overall responsibilities.  Both the board and management must have a tool to help ensure that policies are being followed and risks are being managed.  Under a market-oriented approach, an audit extends beyond matters directly related to administrative controls and accounting.  It comprises all methods and measures adopted within the business to safeguard the business’ assets and manage its risks, check accuracy and reliability of accounting and management information, promote operational efficiency, and can be described as an independent appraisal function.

The most important duties of internal auditors are to review annual financial statements prior to their submission to the board of directors, and to ensure that appropriate accounting policies and practices are used in the development of financial statements.  Internal auditors
 and audit committees therefore have a very important contribution to make in the risk management process.  At the same time, external auditors play an important evaluative role in the risk-based financial information process.  According to Greuning and Bratanovic (1999), the audit approach is risk-oriented, rather than based on a traditional balance sheet and income statement audit.
CORPORATE GOVERNANCE ARRANGEMENTS DRAWN FROM OECD GUIDELINES
This section sheds light on corporate governance arrangements and practices drawn from OECD guidelines that are critical to the effective performance of state-owned financial institutions, using Scott’s (2007) structure that covers: (i) state exercise of ownership; (ii) the role and functioning of the board of directors; and (iii) the supporting information, reporting, disclosure and transparency regime.
A. State Exercise of Ownership

The main tasks associated with ownership include: (i) participating in shareholders’ meetings and voting; (ii) appointing, electing, or removing board members; and (iii) monitoring and evaluating the performance of the board and management.  It is worth noting that the state ownership policy in state-owned financial institutions serves as the foundation for overall corporate governance.  Thus, formulating and adopting a clear ownership policy is crucial to help clarify the authorities and responsibilities of the owner.

Among the elements critical to organizing the state’s ownership function is defining the shareholder representative’s role and responsibilities, which is defined in more than one way.  In some countries, the sectoral minister would serve as the state’s shareholder representative.  In other countries, such as New Zealand, it is required that two or more ministers share this responsibility—usually the line minister and the Minister of Finance.  Another case, such as the case in Canada and South Africa, a single minister serves as the shareholder representative, while the Minister of Finance plays an explicit supervisory role.  Finally, there has been a centralization of the responsibility of state-owned institutions’ ownership functions in countries such as Sweden and Poland, where a single minister is responsible for functioning as the state’s shareholder representative in all state-owned institutions.

An important concept is a clear separation of responsibility for exercising ownership, on the one hand, and for exercising regulatory and supervisory responsibilities, on the other.  Combining both functions produce conflicts of interest that undermine the conduct of both functions.  In the case of Egypt, discussed later in detail, there is no separation between the ownership role and that of a regulator and a supervisor. Both are mandated to the Central Bank of Egypt.
B. The Board of Directors

A key responsibility of the owner is to appoint a qualified board of directors, which is an essential component of good corporate governance.  If appointment of board members is done through a political agenda, often the board does not possess the necessary expertise to perform this job effectively.  Also, the appointment process should be done in a transparent way.  Members should be selected based on criteria with the required qualifications and expertise, so that the board can exercise its responsibilities in an independent and efficient manner.  In very few countries, public servants are prohibited from serving on the board as they are perceived to be inappropriately influencing the decisions and directions of the board.

Following are some key roles of the board: (i) appointing key executives; (ii) formulating the institution’s strategy; (iii) approving key policies; (iv) ensuring that internal operational and financial controls are in place; (v) establishing performance indicators; and (vi) monitoring disclosure and public communications processes.
C. The Information, Reporting, and Disclosure Regime

Good and effective corporate governance can not be attained without the flow of accurate, timely, and relevant information—internally within the organization or externally to the public, government and the legislature.  Ensuring adequate reporting at the internal and external levels require an investment in accounting and information systems, internal controls, and auditing.

As mentioned earlier, the board is responsible for, among other things, ensuring a functioning system of internal financial and operational control; monitoring disclosure; and reporting and public communications processes.  The critical nature of these tasks made a number of countries require boards to establish audit committees dedicated to perform this work.  Generally, the audit committee has the explicit responsibility for oversight of internal and external audit functions, approval, dismissal, and compensation of the external auditor.  The auditing firms should be required to utilize international accounting and auditing standards.
SHOULD GOVERNMENTS MAINTAIN OWNERSHIP?

Literature offers different reasons behind the existence of state-owned financial institutions—banks specifically.  First, state-owned banks are meant to serve markets that are underserved because of imperfect information.  Second, private banks tend to become too concentrated, thus limiting access to credit to fewer borrowers.  Third, private banks often take bigger risks. Accordingly, state ownership of banks offered the promise of greater financial development, leading to faster economic growth and higher productivity.
In addition, the high degree of government involvement gives rise to a belief of investors and depositors that the system is insulated from systemic risk and crises. However, this is not the case. In many instances, the government’s involvement in the financial sector has led to fragility of the whole system, and in many cases resulting in macroeconomic turbulence as well.  State banks have not been found to increase access to financial services. According to Clarke et al. 2001,
 there is no significant link between state ownership and access to credit in 3000 firms in 30 different countries. Nor was there evidence that state banks served underserved markets. 
The banking sector, when dominated by state-owned banks, lags in efficiency and generally in performance in financial intermediation compared to their private counterparts.  State-owned banks are undercapitalized, and suffer from poor asset quality and high levels of non-performing loans. There are no incentives for them to proactively identify problem loans, maximize profits, or even minimize losses, as reflected in their relatively low profit margins, high operating costs, and inadequate risk-management systems.  State banks have been found to be associated with less financial development, slower growth and less productivity. A major reason behind that is poor corporate governance arrangements.
Corporate Governance and its Impact on State-Owned Financial Institutions

Corporate governance is as of equal importance to state-owned financial institutions as to private sector companies. This section delves into this correlation between corporate governance and the effectiveness of state-owned financial institutions.  Corporate governance arrangements define the responsibilities, authorities and accountabilities of owners, boards of directors, and executive managers of a company.  Corporate governance “provides the structure through which the objectives of the company are set, and the means of attaining those objectives and monitoring performance are determined.  Good corporate governance should provide proper incentives for the board and management to pursue objectives that are in the interests of the company and its shareholders and should facilitate effective monitoring.”
 The OECD—Principles  of Corporate Governance (2004) and Guidelines on Corporate Governance of State-Owned Enterprises (2005)—and the Basel Committee for Banking Supervision’s Enhancing the Corporate Governance for Banking Organizations (2006) compile a comprehensive corporate governance evaluation framework relevant to state-owned commercial and development finance institutions (Annex 2).

A great number of problems that state-owned financial institutions face are usually associated, in a way or another, with weakness in corporate governance. Better corporate governance enhances the performance of state-owned financial institutions and can help avoid some of the problems they commonly experience.  Poor governance within state-owned financial institutions can lead them to engage in business practices that shift the provision of commercial financial services by the private sector, allow them to under-price risks, and impede new private entry, as well as undermine competition. The result can be to hold back the whole financial market development, to reduce access to finance, and to significantly weaken the stability of the financial system, which is the opposite of the stated rationale for government ownership of financial institutions in the first place.  Good corporate governance can help ensure that state-owned financial institutions are managed within a clear vision of how they will overcome existing problems in the provision of needed financial services without becoming part of the problem themselves.

The governance of any state-owned financial institution can be more challenging than in private financial institutions.  In part this is because the structure of state-owned financial institutions ownership is more complex, involving the legislature, the government, and in some cases one or more ministries.  It is also true that in practice, putting in place sound governance arrangements for state-owned financial institutions requires a significant investment in people, processes, and technology, with substantial up-front and ongoing costs. However, governance really matters to the effectiveness of state-owned financial institutions because of a number of reasons. First, government officials act in the capacity of owners (the minister to whom the state-owned financial institution is accountable). They directly intervene in day-to-day operational decisions, such as to whom to lend, on what terms to lend, and when to forgive indebtedness. 
With ownership comes the right to influence the institution, to obtain information from the company, and to participate in the profits.  Thus, separation of ownership from regulation and supervision is crucial.  Combining both ownership and regulatory/supervisory functions (for example within the central bank) presets conflicts of interest that likely will undermine the conduct of both functions.  Second, executive managers operate in a manner contrary to sound commercial business and public financial management principles and pursue unintended objectives.  In addition, internal and external financial and non-financial reporting is incomplete and inaccurate, does not provide an adequate basis for decision-making by boards and executive managers, and misleads government owners, legislatures, and the public.  Failure to ensure accurate accounting and reporting and to promote transparency at all levels will weaken other improvements. Even if a comprehensive governance reform is implemented, supporting those reforms through successive government administrations will present challenges.

Prospects and Challenges associated with Privatization Options

During the past two decades, an essential component of most economic reform and structure adjustment programs undertaken was the liberalization and privatization of banking systems. The main objective of such reforms is to ensure that financial intermediaries are contributing effectively to economic growth through sound, market-driven allocation of resources. Even though there are a number of negative effects associated with state banks, many governments are still reluctant to privatize them.  Privatizing the banking sector is usually perceived as being a politically difficult issue, especially in countries where state intervention is evident in the financial market to a significant degree, and where banking sector is envisioned as too important to be left to the private sector. Moreover, there are always social concerns regarding getting rid of the redundant work force.
Banking reform takes time and needs deep changes, but does pay off.  While it is hard to generalize(much depends on who the new and existing owners are, on the state of lending technologies, on the macroeconomic climate, and on the political, and legal and judicial climate(experiences do show that a comprehensive approach is necessary.  Lessons from other countries also suggest that state banks can be reformed and privatized, but that it takes a sustained effort and strong policy commitments to make it happen. It would entail clarifying the mandates of the state-owned banks and improving their governance, and leveraging their branch networks to improve access to financial services.
THE CASE OF EGYPT

The Egyptian government has been operating under a centrally-planned socialist regime for years, till in the 1970s, the government opted for the transformation to a market-oriented economy. It was only then when the government decided to transform into a private sector-led banking system. This era was named the ‘open door’ policy era, infitah, which was the beginning of a new era of liberalization.  Banking activities were for the first time ever open to private capital, foreign and local, resulting in an increase in the number of banks without a significant decrease in market concentration. The system, however, was subject to government interference because it was still dominated by state-owned banks. 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 established during the infitah period.
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 was the liberalization and modernization of the financial system.
 This reform program aimed at developing more effective monetary and financial instruments as well as establishing 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. During the late 1990s, a change in the management of state-owned banks through bringing in expertise from foreign and private sector banks was witnessed. This approach which was referred to as “privatization of management” had limited impact, if any, on the performance of the banking system. Nevertheless, the government’s tendency to retain public ownership in these banks; raised questions regarding its seriousness and commitment to a market-oriented banking system. 

Despite the government’s effort to settle public entities’ debts and arrears, state-owned banks remained burdened with nonperforming loans accumulated over the years. State-owned banks continued to extend loans to loss-making sate-owned enterprises.  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. 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.
Governance Structure of State-owned Banks

The base for corporate governance of the banking system in Egypt is a set of laws and regulations including the basic company, civil, and security laws, the regulations of the stock exchange, and the accounting standards.  However, a well-enforced legal framework is a necessary condition but not sufficient for sound corporate governance.  Pressure on the regulators stems less from the passing of regulations, than from their ability to enact those regulations.  Equipping the banking sector with the incentives for proper governance is dependent upon the central bank’s ability and willingness to enact the regulatory powers with which it has been armed since Law No. 163 of 1957.  By this law, banks can have their registration cancelled and their license withdrawn if they break the law.

Despite improvements associated with the liberalization of the banking system, internal governance of the Egyptian banking system still suffers from several deficiencies.  The banking activities in Egypt are dominated by the four large public banks, which are characterized by weak internal governance, poor management, and lack of performance incentives.  Banks were not run on commercial basis and were subject to political direction in lending heavily to the public sector.  This discouraged the development of credit-evaluation skills, and led to the problem of adverse selection.  Moreover, the banks’ portfolios were not sufficiently diversified, and there was growth in risky assets (especially lending to real estate).

However, the incentive structure of public banks is different from that of private banks in that public banks have other operational objectives than profitability and soundness.  They were subject to political pressures for directed lending.  Nevertheless, private ownership does not guarantee good governance.  In many cases private ownership resulted in unsound practices.  Private banks did not diversify risk and extended insider loans to owners and connected borrowers.  Insider lending or lending to related enterprises has been a principle factor of unsoundness in several banks.  On the other hand, management was more concerned with gaining market share rather than risk analysis, and was sometimes forced to lend to borrowers who were reluctant to service their loans.

Regular corporate governance tools appear to function normally in Egypt: general meetings are held, board members are selected to represent shareholders’ interest, and dividends are distributed.  However, when comparing Egypt’s corporate governance policy framework with emerging international standards and OECD Principles, several areas of concern arise including: protection of basic shareholder ownership rights, assignment of responsibilities, oversight of management, board independence, loyalty duties, voting, takeovers and enforcement.  The Egypt’s Company Law
—similar to the French one—is the “least shareholder-friendly of all legal systems.”

a. Active role of shareholders.  Good corporate governance should protect the interest of shareholders—public or private.  By law all shareholders have equal rights, which is in compliance with the OECD standards of “one share-one vote”.  However, the banking system in Egypt is dominated by public ownership despite the privatization program.  Moreover, shareholders who hold their shares with custodians especially GDRs, are denied voting rights.

The relatively poor internal governance in Egypt is mainly attributed to the dominance of public banks.  Public banks being more subject to government intervention and political pressure in credit allocation lacked managerial autonomy and incentives for profit maximization and cost minimization.  Banks were in general not run on commercial basis.  Loans of public banks were in some cases directed to loss-making public enterprises that the government would bail-out and to large national projects that require long-term funding.  As a result nonperforming loans accumulated over the years.

Only in the 1990s, were public banks treated more as profit-making institutions, rather than instrument of economic and social policy.  Preferential lending to the public sector was eliminated as part of the financial liberalization program.  As previously discussed, banks since 1994 had to give similar treatment to the public and private sectors.  Consequently, the 1990s witnessed a clear transformation in structure of bank loans in favor of the private sector.  Even though, credit allocated to the private sector increased substantially, while that for the public sector declined, the private sector and the public sector are a not distinct bloc of interest.  It should be noted that in some cases the private investor played the role of a public sector administrator, implementing publicly endorsed projects.  Hence, classifying banks by their capital structure implies that such structure determines the kind of management and policies implemented, although in actual fact actions of bank managers do not necessarily reflect the interest of shareholders.

Another feature of weak corporate governance, that is especially common in joint venture banks, is when bank shareholders exert pressure to obtain loans on preferential terms.  There are several incidents where credit was mainly allocated to the privileged private sector, the shareholders’ network of clients, and friends, in addition to their own directors and managers.  This took priority over assessing risks and balancing risk with returns on investment.  The privileged private sector was sometimes allowed to borrow despite poor financial condition and insufficient collateral.  Some of these defaulters fled the country to avoid legal action or managed to delay legal action for a long period of time.

Entrepreneurs were often eager to buy shares in banks to ensure access to easy credit.  An entrepreneur could maximize credit by investing a small amount of capital in a set of banks.  “Buying into a bank was like a marketing expense; getting a piece of a number of banks purchased access to finance capital either in the form of overdrafts or of renewable short-term loans.”
  The situation was apparently safe, as long as, the bank “cooperated” by rolling over the loans.  As a result several banks were overextended with poorly performing loan portfolio.  However, the central bank has limited shareholder’s access to credit since 1992, through careful monitoring and enforcement of regulations.

b. Responsibilities of bank managers.  The bank managers’ main responsibility is to enhance their bank’s performance.  It is the management’s responsibility to guarantee that credit appraisal and valuation are accurately implemented and that the asset portfolio is properly diversified.  Good management should institute policies and procedures for internal loan review and for early intervention in problem loans.  Through screening, the manager can reduce risk arising from imperfect information.  It is the bank managers' role to screen potential borrowers to reduce adverse selection, and monitor borrowers to reduce moral hazard.  Experience of other countries has shown that bad credit decisions are the most common source of bank failures; and that poor management has been evident in most crises countries.

Several kinds of mismanagement were evident in the banking system in Egypt.  Managers may engage in “cosmetic” mismanagement by trying to hide data.  Managers can report positive net income and inflate asset values even when in fact the bank is incurring losses.  This is done by manipulating the classification of nonperforming loans, restructuring nonperforming loans without classifying them, including as income the interest accrued on nonperforming loans, or rolling over principal and interest into new loans (evergreening).  Such manipulation has contributed to crisis in Latin American countries.

The main reason behind this is the conflict of interest between owners and managers.  Managers do not necessarily pursue the interest of the shareholders, especially minority shareholders.  Managers are willing to take on risk, since it is the owner whose capital is at risk, not the manager.
  Strong internal governance should allow directors and owners to monitor managers’ behavior by incentive contracts aligning managers’ personal benefits with owners’ objectives.  In that respect, treating managers of public banks as civil servants with the job guarantee and salary scale, may reduce managers’ performance incentives.

There is also evidence of technical mismanagement in banks operating in Egypt.  Public banks were more subject to government intervention in credit allocation as previously discussed.  Until the early 1990s, public banks were often ordered to give credit to public enterprises and priority projects.  Most of these loans were government guaranteed, to loss-making companies that the government would bail-out at the end.  There was no incentive for the management to minimize losses or maximize profits.  Consequently, nonperforming loans and bad debt accumulated over the years, making it difficult to clean up the banks’ balance sheets.
However, starting in 1993, public bank managers were expected to clean up their loan portfolios, as their banks would no longer be permitted to lend more than 30 percent of their capital and reserves to any single client, even if it was a big public sector enterprise.  The public enterprises were highly leveraged and externally indebted.  Despite the accumulated losses of public enterprises, which increased from LE200 million in 1990 to LE10.28 billion in 1999, banks continued to extend loans.  Poor lending policies often led to excessive risk concentration, as a result of the high proportion of loans to a single borrower or a specific sector.

Not only were public banks subject to poor corporate governance, but also were private banks.  Relationship banking was especially common in private and joint venture banks.  Bank managers often cooperated when the bank belonged to the same conglomerate as the borrower, and favored influential shareholders.  Other bankers continued to lend to unprofitable, especially big firms, to prevent them from going bankrupt and in turn exposing the bank to problems.  Examination of troubled banks in other countries reveals this type of mismanagement.

Although chairmen of joint venture banks usually represent the local capital (majority owner), the post of Managing Director, who undertook the actual day-to-day management, remained in many cases with the foreign partner.
  Similarly, positions of Credit Manager and of Foreign Operations Manager in several joint venture banks were held by foreigners.  Furthermore, technical assistance agreements signed by the foreign partner, in some joint venture banks revealed that the operating policies and mechanics and the language were those of the head office abroad.
  However, in 1997, the precondition of the General Manager of joint venture banks being an Egyptian national was replaced, by a person with at least ten years of experience.  It should be noted that even when foreigners were not allowed majority ownership, they were still in control of the actual day-to-day management.

c. Internal audit procedures.  An effective board of directors is the main line of defense against mismanagement.  The board of directors makes all the decisions related to profits and their distribution, including decisions related to deposits, loans, opening of branches, capital increases, and the level of reserves and provisions.  The status of incorporation of most banks operating in Egypt necessitated the presence of the majority (two-thirds) of the members of the Board of Directors in order for decisions to be taken.

The board of directors has no standard law that guides or assigns it clear and specified responsibilities by OECD standards.  There is no clear distinction between the role of the board and that of management.  The board has a managing director who is responsible for the oversight of the bank.  However, there is rarely supervisory board oversight, and the chairman tends to be the managing director, and the board members are mainly major shareholders and managers.  Board members of public banks and joint venture banks lack independence, they mainly represent the interest of the State, rather than that of the shareholders or the corporation.  They are usually influenced by the strong management or the large shareholders in their decision making.

The board of directors is characterized by a bureaucratic element of government authorities.  During the 1990s, the members of the Board of Directors of the private banks included former government officials, individuals associated with policy makers, and businessmen.  The bureaucratic element is represented in the former Ministers, and Chairmen of public Authorities present in the Board of the banks, in addition to representatives of public banks, insurance companies, and enterprises in view of their shareholding in the capital of those joint venture banks.  Membership of the banks’ Board of Directors included people who were linked with policy makers either through family connection or political status.  Moreover, there was strong representation of businessmen in the Board of Directors that came forth under the Investment Law.

The central bank can assign auditors, directors, or general manager and appoint a delegate in cases where the board is incapable of performing its tasks efficiently.  The governor of the central bank can object to any of the board members, and credit managers.  The board of directors of the central bank is to approve ownership that exceeds ten percent of any bank’s authorized capital.  All these measures taken were to improve the performance and efficiency of the banking system.

The role of financial supervision is to detect the weak financial intermediaries and identify fraudulent and unscrupulous credit officers early enough.  El-Antary (2000) mentions incidents of members of the board of directors of private banks borrowing huge loans from the banks in which they held shares and breaching the Banks and Credit Law.  Concerning risk confronting the banks financial position, there were cases where responsible officials resigned in protest against such practices.

Current Situation and Reform Measures Undertaken

Although the legal preparation for privatizing the banking system started in 1998, ownership of the banking system has not changed as rapidly as was expected.  Despite the recent sale of some state-owned banks’ shares in joint-venture banks, for many joint-venture banks majority public ownership is still maintained through ownership of other public entities.  With government majority control, minority shareholders’ rights in joint-venture banks are highly restricted(in terms of board nominations, distribution of profits, auditing and access to information(and, although there is some private-sector board representation, the public sector dominates the decision-making process. 
Compared to their private counterparts, state-owned banks lag in efficiency and in performance generally, as evident in their financial indicators. State-owned banks are undercapitalized, and suffer from poor asset quality and high non-performing loans. The incentive for these banks to identify and resolve problem loans before they become non-performing, maximize profits, or even minimize losses barely exists, as reflected in their relatively low profit margins, high operating costs, and inadequate risk-management systems.  Being backed by the government and protected from closure on constitutional grounds, they are not subject to the same level of strict banking supervision, making them more inclined to roll over and “evergreen” loans.

The banking sector in Egypt is still dominated by state ownership, in terms of assets and number of branches.  Collectively, state-owned banks account for more than 60 percent of total assets, and 85 percent of branches as of June 2006.  In addition to their extensive branch networks, state-owned banks hold 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 into weak governance, affecting overall competition and quality of financial intermediation.
Effectively, the public sector’s dominance in the banking system goes beyond the 60 percent level.  Banks also have been operating under directed lending for many years, and as a result they are not trained to base their credit decision on cash-flows, and thus require more collateral.  Slow response times to set up credit lines(excluding the setting up of the collateral requirements and registering the collateral(suggest low internal credit-approval limits, lack of competition, and overall inefficiency.  State-owned banks are, in general, characterized by weak internal governance, overstaffing, and lack of performance incentives.  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.  Managers of state-owned banks have few incentives to innovate or to identify problem loans at an early stage.

One of the main pillars of the government’s Financial Sector Reform Program is to reform the banking sector through consolidating it by a reduction in the number of operating banks in Egypt; a full divestiture of state-owned bank shares in joint-venture banks; and the privatization of two of the largest state-owned commercial banks. So far, significant progress has been achieved regarding the implementation of this program.  The number of banks and branches of foreign banks was reduced from 57 to 42 as of June 2007.  In addition, state-owned banks’ shares in most joint venture banks have been divested.  It is worth mentioning that prior to this program; the Central Bank’s Banking and Money Law 88 of 2003 significantly raised the minimum capital requirements, which led to several mergers, acquisitions, and revoking of licenses of non-compliant private and foreign banks. 
In an attempt to reduce significantly state ownership of banks, Bank of Alexandria was sold to San Paolo IMI of Italy for US$ 1.6 billion (for an 80 percent stake).  In mid 2007, the government announced the privatization of Banque du Caire. Such privatization would lead to a banking system that is dominated by private ownership.
The Egyptian government needs to address corporate governance arrangements in these state-owned financial institutions. With respect to ownership, the principal deviations are that responsibility for the conduct of the ownership function is fragmented, resulting in a loss of accountability.  In particular, since the General Assembly does not have the power to appoint or dismiss board members, its ability to hold the board accountable is significantly diminished. Moreover, it is unclear to whom, in practice, the General Assembly is accountable. This lack of clear accountability, and the corollary potential inability of the fragmented ownership function to hold the board (and, indirectly, executive management) accountable, are a significant impediment to effectively exercising the government’s ownership rights, particularly when the government wishes to assert its ownership rights for the purpose, for example, of pursuing its access agenda.  

In addition, the current arrangements impose significant potential conflicts of interest on the Central Bank of Egypt (CBE) (the monetary authority and bank regulator).  There is no separation between the ownership role and that of a regulator and supervisor. Both are mandated to the CBE. With the Governor of the CBE chairing the banks’ General Assemblies, and the Bank Restructuring Unit within the CBE guiding the restructuring of the banks, the CBE is exercising considerable ownership functions (and, to some extent, board functions).  This creates potentially serious conflicts of interest with respect to CBE’s bank-regulation and monetary-policy responsibilities.  For example, the ability of bank regulators to effectively exercise their responsibilities is undermined when their superior, the Governor, plays an ownership role for a regulated bank.  Finally, the deviations with respect to the board(although less not to public banks and Egypt—relate mainly to the potential dominance of the board by executive management.
  
The principal concern is that executive management may dominate the boards, which undermines their ability to evaluate management performance and hold management accountable.  This concern is exacerbated by the fact that the top executive managers are, in effect, appointed by the Prime Minister.  A consequence commonly seen in state banks in other countries is that management is able to function in a relatively autonomous manner.
MOVING FORWARD: STRENGTHENING GOVERNANCE AND ENHANCING PERFORMANCE OF SFIs
Overall economic prosperity can not be attained without improving the effectiveness of current state interventions in finance. Regarding corporate governance, it is essential to have a sound corporate governance platform as a prerequisite for the soundness of the banking system. Putting in place the corporate governance arrangements necessary to adequately guide state financial institutions is not an easy task. The governance of a state-owned financial institution is more challenging than a private one because of the complexity of the nature of public ownership structure—which usually involves the legislature, the government, and one or more ministries. Weak corporate governance has been one of the main factors behind the East Asian crisis.  Most of these East Asian countries have embarked on corporate governance reforms following the crisis in the late 1990s.
  Transition economies such as Central European countries also have been able to achieve a rapid transformation.  However, improving corporate governance takes time and requires considerable behavioral changes.

There is a need to strengthen the enforcement of corporate governance, and improve the incentive system in Egypt. This could be achieved via improving the legal framework guiding corporate governance. Specific responsibilities should be clearly assigned to the board of directors. Management oversight should be imposed. Insider trading should be made illegal, and directors should prevent self-serving practices. Steps should be taken at the law enforcement level.  State-owned financial institutions, as deposit-taking institutions, should be subject to the same prudent regulations applicable to other deposit-taking institutions. These state-owned financial institutions often have public policy mandates, thus presenting further governance challenges.
In order to put in place sound governance arrangements for state-owned financial institutions, a significant investment in people, processes and technology is needed.  Good governance has been always good on paper; the real challenge now is to implement it effectively in practice.  Perhaps good governance will not solve all problems, but it is at least a first step along the path towards further enhancing performance—through helping in professionalizing ownership, boards, and management.
As mentioned earlier, the state ownership policy serves as a core foundation for overall corporate governance. Thus, formulating and adopting a clear ownership policy is crucial.  A number of countries such as Sweden, Finland, France, and Poland have already adopted formal ownership policies.  The ownership policy should set out principles for the administration of state-owned financial institutions that address legislative and public participation in annual shareholders meetings; board member qualifications; board size and composition; and the disclosure of fees paid to board members.  A clear ownership policy shouls prescribe the manner in which the external auditor is to be appointed.  From experience of developed countries, the government should submit an official annual report on the administration of state-owned institutions to the legislature and annually publish a report directed to the public, media, and other stakeholders.

Bank owners, managers and creditors, as well as bank supervisors need to have the proper incentives to discourage excessive risk-taking and to take corrective action at an early stage. Bankers need to be encouraged to engage in prudent risk taking by increasing their liabilities via exposing them to more losses through higher capital ratios, and higher liability limits for bank owners. Managers are more likely to behave prudently, if they are threatened with removal for poor performance. The objective should be to find an incentive structure that enforces accountability on bank managers, which at the same time should not be so forbidding as discouraging capable individuals from taking up these posts.  Moreover, the remuneration system needs to be improved.  Bank managers have to be paid market salaries, especially those of public banks.  Low salaries give room for corrupt behaviors.

Banks have also focused on investing in human capital and training staff since the early stage of the reform program.  Training programs were executed to improve the capabilities of executives, senior management, and other staff members.  In addition, the Egyptian Banking Institute gave new entrants training, where several programs were executed to build new caliber.  The main purpose of these training programs, according to El-Refaie (1998), is not limited to imparting technical know-how, but to changing culture of bankers and the banking environment. Nevertheless, more effort should be made in improving the performance of bank staff at all levels.

Supervisors should also be well compensated in terms of their salaries and pensions.  At the same time supervisors should be punished if irregularity is discovered during or after their job duration.  This could be in the form of loss of future compensations such as their pensions.
  Supervisors should also be given more autonomy and political independence.  Prudent supervision will not be attained unless given better incentives.  The central bank has been recently improving and deepening bank supervision through the application of updated manuals for on-site and off-site supervision and through greater interaction with external auditors.

For countries that are not ready to significantly upgrade their incentive framework, more emphasis is required on improving the financial infrastructure such as the accounting, auditing, legal systems, and supervisory skills.  This will allow banks to better monitor and screen their clients and more easily enforce contracts.  In order to ensure that banks are functioning prudently, Caprio and Klingebiel (1997) believe that there is a need to use “both the carrot—in the form of profitable opportunities for banking—and stick—such as prompt replacement of bad managers, substantial losses for owners, and more mobile deposits.”

Similarly, improving incentives for bank owners could be achieved through the issuance of subordinated debt where purchasers would not expect to be bailed out, as will be discussed in details in the relevant section.  This solution thereby creates “a group of highly motivated investors to oversee banks and effectively serve owners.”

At times it is necessary to privatize state-owned banks so as to separate bank management from political interference. Thus privatization can improve the performance of the banking system, and can also bring substantial fiscal benefits, simply by avoiding future losses of state-owned banks. However, the decision to privatize these banks is not an easy task, especially in countries with long history of state-ownership of banks, where banking systems were considered ‘strategic’ in terms of funding the countries economic development plan. Choosing an adequate approach and proper timing for privatization is a critical policy issue.

Prior getting into the privatization process, it is necessary to restructure banks and clean their portfolio from nonperforming loans, especially those outstanding to SOEs. A prompt recognition and resolution of problems is crucial. This would require a thorough external audit and an accurate evaluation of assets and liabilities of banks. In many cases the public are unaware of the extent of the problem of nonperforming loans since they are often hidden through credit rollover or debt restructuring. Privatization is therefore likely to reveal bank insolvency, a situation that politicians are trying to avoid. The effectiveness of privatization also depends on the new private owners of the banks. Privatization should not just be a transfer from public sector inefficiencies to private sector incompetence. This highlights the importance of screening of bank licenses and new private bank owners.

Government intervention in the credit-granting and pricing process undermines banks’ incentives to make good loans and borrowers’ incentives to pay back, and introduces other forms of market distortions.  Most government-subsidized credit programs have proven costly failures because they undermine the commercial incentives for both banks and borrowers as well as introduce other distortions.  Most government credit guarantee schemes have failed for similar reasons.  Rigidity in chartering, high minimum-capital adequacy requirements, limited degrees in funding structures, too-heavy regulations and supervision, too-strict accounting requirements, and high compliance costs can hinder financial institutions from operating efficiently.  However, it is worth noting that tradeoffs arise as regulations serve other public-policy purposes.

With regards to Egypt, the speedy completion of the government’s Financial Sector Reform Program and the restructuring of state-owned financial institutions are essential to creating a sound financial system.  Restructuring the state-owned banks is important, not only for stability and reducing fiscal costs and contingent liabilities, but also for access to finance.  The government should also continue the institutional restructuring of the state-owned banks that are likely to remain in public hands for some time, to assure they support a competitive market. Once the state-owned banks have been restructured and privatization is solidly underway, incentives for sound financial intermediation and a more competitive market structure will emerge.  In addition, enhancing state-owned banks' corporate governance is a vital step in the banking-sector reform agenda. It involves formulating quantifiable performance measures; specifying how the costs associated with providing social-public services are to be covered; commissioning annual independent bank audits; and making an ongoing assessment of costs versus outcomes. The government should consider consolidating the responsibility for exercising ownership functions in the state-owned banks within a single ministry once the reform program is implemented. 
Sound corporate governance arrangements should clearly specify the respective responsibilities, authorities, and accountabilities of the owner, board, and executive management within a well-defined legal and institutional infrastructure.  Moreover, cross country experience has shown that even when there is a sound governance structure in place to insulate state-owned banks from direct political pressure; the need to achieve various government policy objectives may prelude the efficiency that a privately-owned bank would achieve in financial intermediation. Restructuring these banks does not guarantee better performance in the future since the restructured institution may not be able to depart from old lax management that had been at the root of current problems.

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. Recognizing the significant steps that are already being taken in Egypt, the principal measures in this regard are to consolidate ownership functions in an administrative unit of government outside CBE; to reconfigure the General Assembly so as to eliminate conflicts of interest; to take further action to strengthen, professionalize, and empower the board of directors; and to continue to strengthen the capacity of the executive management while ensuring that these executives do not dominate or bypass the board.

The authorities should consider further privatization in the banking sector. Even with the successful implementation of the Financial Sector Reform Program—the privatization of Bank of Alexandria, and Banque du Caire, as well as the full divestiture of public sector shares in joint venture banks(public ownership in the banking system is expected to remain as high as 48 percent.  Further privatization and competition in the banking system would help strengthen the governance of state-owned banks.  Meanwhile improving the governance arrangements of these banks that would remain in public hands for sometime is crucial.
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ANNEX 1: SELECTED INDICATORS OF THE BANKING SYSTEM IN EGYPT
(1998-2006)
Table 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 2: Banking System Distribution of Assets, Loans and Deposits
  (in percent)
	Assets
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	Public Commercial Banks
	57.83 
	56.69 
	55.71 
	54.04 
	52.78 
	61.37 
	60.34 
	60.47 
	59.52
	
59.96
	60.81
	58.48

	Private Banks*
	36.32 
	37.75 
	38.43 
	39.93 
	40.75 
	38.63 
	39.66 
	39.53 
	40.48 
	40.04
	39.19
	41.52

	Loans
	 
	 
	 
	 
	 
	 
	 
	 
	 
	
	
	

	Public Commercial Banks
	50.57 
	53.23 
	53.07 
	50.04 
	46.99 
	56.58 
	54.47 
	51.58 
	47.85 
	45.14
	43.21
	44.38

	Private Banks
	38.44 
	36.73 
	37.12 
	39.66 
	42.47 
	56.34 
	54.21 
	51.54 
	46.85 
	43.27
	40.57
	39.97

	Deposits
	 
	 
	 
	 
	 
	 
	 
	 
	 
	
	
	

	Public Commercial Banks
	67.47 
	65.31 
	63.51 
	62.16 
	60.08 
	67.19 
	66.98 
	68.48 
	69.44 
	71.47
	71.76
	76.32

	Private Banks
	30.05 
	31.82 
	33.14 
	34.57 
	35.98 
	67.15 
	66.93 
	69.45 
	73.01 
	73.99
	72.39
	72.40


          * Private banks include commercial banks, joint ventures, and branches of foreign banks.

Source: Access to Finance and Economic Growth in Egypt, (2006).
Table 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


Source: Access to Finance and Economic Growth in Egypt, (2006).

ANNEX 2: GUIDELINES BY BASEL COMMITTEE ON CORPORATE GOVERNANCE

Enhancing corporate governance for banking organizations
February 2006

I. Introduction

Given the important financial intermediation role of banks in an economy, their high degree of sensitivity to potential difficulties arising from ineffective corporate governance and the need to safeguard depositors' funds, corporate governance for banking organizations is of great importance to the international financial system and merits targeted supervisory guidance. The Basel Committee on Banking Supervision (the Committee) published guidance in 1999 to assist banking supervisors in promoting the adoption of sound corporate governance practices by banking organizations in their countries. This guidance drew from principles of corporate governance that were published earlier that year by the Organization for Economic Co-operation and Development (OECD)
 with the purpose of assisting governments in their efforts to evaluate and improve their frameworks for corporate governance and to provide guidance for financial market regulators and participants in financial markets.

Since the publication of those documents, issues related to corporate governance have continued to attract considerable national and international attention in light of a number of high-profile breakdowns in corporate governance. In response to requests to assess the OECD principles in view of such developments, the OECD published revised corporate governance principles in 2004. Recognizing that revised guidance could also assist banking organizations and their supervisors in the implementation and enforcement of sound corporate governance, and in order to offer practical guidance that is relevant to the unique characteristics of banking organizations, the Committee is publishing this revision to its 1999 guidance. A revised version of the 1999 paper was released for public consultation in July 2005. This paper, which broadly retains the structure of the 1999 paper, takes into account comments received during the consultative period. This paper also presents some considerations for corporate governance related to the activities of banking organizations that are conducted through structures that may lack transparency, or in jurisdictions that pose impediments to information flows.

The Basel Committee is issuing this paper to supervisory authorities and banking organizations worldwide to help ensure the adoption and implementation of sound corporate governance practices by banking organizations. This guidance is not intended to establish a new regulatory framework layered on top of existing national legislation, regulation or codes, but is rather intended to assist banking organizations in enhancing their corporate governance frameworks, and to assist supervisors in assessing the quality of those frameworks. The implementation of the principles set forth in this paper should be proportionate to the size, complexity, structure, economic significance and risk profile of the bank and the group (if any) to which it belongs. The application of corporate governance standards in any jurisdiction will depend on relevant laws, regulations, codes and supervisory expectations.
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Figure 4: State-Owned Banks’ Share of the Banking System Total Assets in Egypt 
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Source: Access to Finance and Economic Growth in Egypt, (2006).





Figure 2: State-Owned Enterprises Loans-to-Total Loans in Egypt
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Source: Access to Finance and Economic Growth in Egypt, (2006).





























Figure 1: Government Sector Loans-to-Total Loans in Egypt


�





Source: Access to Finance and Economic Growth in Egypt, (2006).
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