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Introduction

Many African countries took serious steps during the last decade to reform

their financial sector. Among the features of this new trend is that it has made

a clean break with the past. Unlike what prevailed in these countries in the

70's and the 80's, the new reform process entailed liberalisation of interest and

exchange rates, development of money markets, dependence on market mechanisms in

shaping the monetary management policy, increased competition between financial

institutions and promotion of financial control and supervision machinery to

ensure better performance of its functions' in the financial circles and the

mobilization and allocation of financial resources.

This trend emerged as a result of many theoretical and practical factors

some of which are internal and others external. Practical experience in African

countries and elsewhere, has shown that the intervention pattern on which they

depended in the orientation of their economies in general and financial sector

in particular, has failed. Its negative impact is manifest in the deterioration

of the efficiency and financial mediation, the failure of the financial machinery

to promote, mobilize and allocate savings and the increased trend of resorting

to the outside world for the necessary funds for development. This has

compounded the problem of external indebtedness.

From the theoretical point of view, new theoretical and empirical analyses

which emerged and acquired acceptance by contemporary economists, have

highlighted the negative effects of financial repression whilst emphasising the

importance of financial liberalization as the best alternative for developing

countries in their efforts to reform their economies and adapt them to the new

international environment.

On the other hand, the rapid changes in the international environment that

occurred during the past few years and made globalization inevitable, have forced

African countries to abandon their previous intervention policies and to adopt

more open and liberal policies so as to have access to the world market and

benefit by the advantages it provides. These policies have produced encouraging

results in the countries that embarked upon them.

Finally, the major factors that encouraged this liberal trend included the

efforts of international financial institutions like the World Bank and the IMF

which consider it the basis for structural adjustment programmes implemented by

the majority of African countries with the support of these two institutions to

overcome the problem of indebtedness.
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In line with the new trend, North African countries embarked upon the

process of reforming their financial sector during the last decade at varying

degrees. Whilst some of them like Morocco, Tunisia and Egypt took steps to

liberalize their financial systems, in the direction of liberalization of the

workings of the money market and openness to the outside world, others like

Algeria hesitated to adopt these measures until very recently or only made

partial reforms within the context of intervention like what Libya did. The

results so far achieved emphasis the significance of the experience and the

lessons that can be derived from it for the rest of Africa.

This paper seeks to analyze the features of the North African experience

in reforming their financial sector. It also reveals the challenges and the

lessons to be drawn from them, particularly in the three countries of Morocco,

Tunisia and Egypt. The paper is divided into three parts. The first part deals

with the motives of the financial reform process and the second assesses the

evolution of the reform process in its various components whereas the third part

discusses the challenges and the lessons to be drawn from them.

I. The Motives of Monetary Reforms

The most important motives that occasioned the North African countries to

take wide-ranging monetary reform measured during the last decade are the

negative effects of the preceding decade such as the economic distortions and

imbalances resulting from the financial repression policies that lasted for many

years and impaired the ability of the financial sector to perform and to play a

role in mobilizing local savings and encouraging investment. These reforms

formed a complementary part within the framework of structural adjustment

programmes which included special financial reform programmes aimed at promoting

the transformation of other sectors.

The State of the Financial Sector Before the Reforms and the Adverse Effects of

Financial Repression

The state of the financial sector in the countries of the region before the

reforms was characterized by direct administrative intervention in the financial

management, lack of competition within the financial sector, weakness of the

structures of funding and the vulnerability of the financial markets.

Monetary policies in the countries of the region depended on the use of

direct credit and cash supply control methods. This was done through direct

allocation of credit, determination of interest rates and codification of the

credit supply surplus by establishing a system of credit ceilings. There was no

indirect control methods like the reserve, liquidity and liability rates. There

were no open market operation systems either. The monetary policy formed part

of the overall financial policy and did not enjoy any autonomy in dealing with

budget deficit requirements.
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In Morocco, for example, the credit policy was based on direct quantity

control and its main instrument was the credit ceiling system. The Bank of

Morocco fixes at the beginning of every year the ceiling for the overall credit

to be granted by each bank so as to limit excessive growth of local credit.

In doing so, it imposes strict penalties on the banks that exceed the fixed

ceilings. It excludes credit provided by development and commercial banks to the

priority sectors. (Export and small and medium-scale enterprises). On the other

hand, the authorities intervened directly in the 70's and 80's to influence the

bank credit structure by imposing compulsory rates on certain components of bank

budgets. The banks themselves undertook to give loans to governments and

development banks at an interest rate much lower than the market interest rates.

The authorities also used the re-financing facilities to directly influence bank

financing and in 1959 fixed a maximum re-discount rate for each bank with certain

exceptions, chief among which is investment in treasury bonds and loans granted

for financing exports. This system was abolished in 1988.

Finally,-the interest rate was also subjected to direct administrative

intervention by determining its level and adjusting it. In 1974, all interest

rates were revised and fixed in accordance with the duration of loans granted and

the type of deposit. The objective was to protect local rates against external

developments and to encourage local investment. Since then, a number of interest

rate adjustment measures were taken, particularly during the second half of the

80's. Inspite of that, most actual interest rates remained negative in the 70'e

and the beginning of the 80's. Furthermore, banks also undertook to provide

loans to the priority sectors ( industry, export and small and medium-scale

enterprises) at preferential rates.

In Tunisia, monetary management before the reforms and until the beginning

of the 80's, was characterised by direct intervention in determining the volume

and credit structure as well as the interest rate. The main instrument for

intervention by the Tunisian Central Bank was the rediscount facilities in

determining higher rates for the total amount that banks can receive from those

facilities as percentage of their deposits. This rate was fixed at 15% of the

deposits in each bank and if exceeded, certain penalties will be imposed.

However, credit provided for certain purposes like funding exports, were exempted

from these re-discount ceilings. The Central Bank has prepared other re

financing facilities that are not included in the re-discount ceilings. These

facilities included certain types of credit like those granted to sectors

producing cereals, wine and olive oil as wall as medium-term housing credit.

Loans provided for such purposes are given at preferential rates.

On the other hand, the credit structure is based on compulsory interest

rate system whereby banks should obtain the approval of the Central Bank

concerning certain applications. Banks are therefore, required to provide not

more than 33% of their total deposit concerning medium and long-term credit for

financing development under certain conditions.



E/ECA/ESPD/EXP6/5

Page 4

One of the important characteristics of monetary management before the

financial reform was the direct intervention in determining the interest rate

structure where preferential rates were attached to credits given to the public

and priority sectors and ordinary rates to the other sectors, with high penalty

rates imposed on non-productive activities. These rates remained fixed for a

long time, which was why the actual interest rates remained negative at the end

of the 70's and in the beginning of the 80'a.

In Egypt, the monetary authorities depended entirely within the framework

of the oriented economic system which prevailed at the beginning of the 80's on

direct credit control methods, chief among which were, the credit ceiling methods

used for sometime during the 60's and 70". These methods became the major

instrument for intervention in credit expansion and structure since 1981 until

1993 when they were abolished. By virtue of this policy, higher ceilings were

fixed for bank credits granted to enterprises within the public and private

sectors. Credits ceilings were fixed for each bank according to their shares in

the credit market (deposits) as well as their capital and reserves. There were,

however, exceptions for certain types of credits (bank investments in public

stock exchanges and contribution to the capitals of corporations. These

exceptions do not include other types of credit given to the private or family

commercial sectors. In 1987, two different ceilings were fixed for credit

provided by each bank to the private sector and public corporations.

On the other hand, debtor and creditor rates were directly determined at

the administrative level and were shrouded'with ambiguity, which was why the
actual interest rates remained negative for very long, leading to an increase in

the inflation rate, particularly in the 80'i. The credit demand surplus

resulting from that was controlled through credit ceilings and the structure of

deposit rates varied according to the duration and the demand. As for the credit

rates, they have followed the preferential rate of pattern for priority

activities and in 1987 export activities (particularly cotton export

corporations) enjoyed an interest rate ranging between 10% and 13% at a time when

agriculture obtained 11% to 13 % and services 12% to 15%. As for the internal

trade sector, the minimum rate was fixed at 16% and the maximum was not

determined as this sector was responsible for most of the inflation in the

national economy.

Concerning the indirect credit control methods like the legal reserve and

liquidity rates, they have not been used much to influence credit expansion.

They have infact remained as they were for about twenty years until the beginning

of the 90(s when they have been re-introduced. The Central Bank did not apply

the re-discount rate as a means of intervening in the banking refinancing system,

but has been using liquidity for banks through the deduction of government funds.

Financial Organisations and Structures

Although the final sector in the North African countries is in many

respects more advanced than the financial sector in most of the other African
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countries, it also suffers from structural and organisational weaknesses. The
most important ones are the following:

Poor level of competition between banks and financial institutions due to

the fact that a few small of large state owned banks have dominated the

money market. These banks were operating during the direct intervention

period in the financial sector or the economic sector as a whole, which

lessened the desire to develop these institutions and strengthen their

capabilities to cope with the on-going .financial developments and adapt to

the global changes in the financial sector. Banks were required to grant
loans to public enterprises, the majority of which were rather inefficient

and were therefore, unable to repay those loans, thereby causing

accumulation of their arrears. This phenomenon of unpaid debts was

commonplace and constituted large money port-folios of banks, which

required permanent government intervention to support the banks, thereby

marginalising the private sector in the market.

The money markets were characterized by the existence of a narrow range

of the financial instruments at the disposal of the banks and the general public,

and weakness in the link between their duration and their proceeds on the one

hand, and the risks and liquidity on the other. That situation was a result of
lack of stock exchange markets or weakness of the existing ones and their

inability to play any meaningful role in attracting and channelling savings to
creditors.

PrPblemg Facing the Financial Sector Before the Reforms

We cannot deny the fact that financial policies and structures that existed

in the region before the reforms had achieved some successes. For instance,

banking networks have expanded to include large areas of the countries of the

region which did not until then have access to the rural areas. Banks have also

contributed to financing government deficits at a time when the state bore the

major burden of the development process. They have also provided priority

sectors and the emerging national enterprises with soft loans. However, these

policies and structures have also had increasingly negative effects during the

to's and the 70's. These effects were not all that visible at the time because

it was easy to obtain external financing. However, at the beginning of the 60'•
and du« to the deterioration of the external debt crisis and the inability of

these countries to have access to the world market coupled with the tendency for

the governments and enterprises to borrow from the local markets, the inability
of the existing financial policies and structures to meet the needs of the
economic activity from the available financial resources became obvious and so

were the distortions and imbalances created by the protracted period of
intervention!

Restrictions on the nominal interest rates for them to be lower than

inflation rates, have made the actual interest rates negative and
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this in turn has reduced incentives to save and led to the flight of

capital.

Determining interest rates administratively has distorted their time

structure because of the narrow difference between long term and

short term interest rates, which does not reflect the returns and

the risks of financial instruments. For example, the maturity of

interest rates on treasury and government bonds is fixed at 1.5%

only for long term bonds whose duration is between 2 years and 5

years*

Direct credit restrictions proved to be ineffective in controlling

local credit expansion. In Morocco for example, it led to rapid

expansion of credit facilities without any fixed ceiling whereas the

banks, due to high interest and liquidity rates they enjoy, often

exceeded their ceilings despite the penalties imposed on them. In

Tunisia, rediscount operations increased considerably during the

first half of the 80's ( it. reached 42% between 1980 and 1984).

This has increased the demand on credit as a result of negative

actual interest rates which resulted in excessive monitoring of

credit expansion and increased inflationary pressures. In Egypt,

direct restrictions did not constitute-any obstacle to the expansion

of the banking credit to subsidize public corporations which had for

the most part failed to repay their debts, thereby aggravating the

debt crisis. This has greatly affected the real sector due to the

fact that many ineffective enterprises had continued to exist.

structural Adjustment and Financial Reform Programme*

The recent reforms in the financial sector of the North African countries

were part of the overall economic reform programmes supported by the IMF and the

World Bank. Morocco started implementing these programmes since 1983, but

serious steps aimed at financial reforms actually started at the beginning of the

90'a. Tunisia, has started to implement massive financial reforms since 198?.

In Egypt, 1991 marked the real beginning of substantive reforms taken during the

second half of the 90's where massive reform measures were initiated within the

framework of the extended arrangements concluded with the IMF in 1995-96.

Structural Adjustment Programmes were aimed at liberalizing the financial sector

from all forms of adminietrative restrictions and to operate in accordance with

the market signals, paving the way eventually for integration into the world

money market. These programmes and the financial and technical assistance, that

followed therefore, formed important incentives for reforms in the countries of

the region.

II* The Financial Reform Process
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We shall review the evolution of the financial reform process in the North

African countries by highlighting the following six components:

1. Monetary Policy Reform

2. Liberalization of Interest RateB

3. Development of Monetary Markets

4. Modernization of the Organizational Framework of the Financial

Market.

5. Development of the Money Markets

6. Liberalization of the Foreign Exchange Market

1. Monetary Policy Reform

Monetary policy reform ensures the removal of the distortions created by

restrictions, the shift towards indirect bank credit control systems and the

development of money markets between banks so as to increase the efficacy of the

monetary policy and promote its independence in coping with general financial

pressures, thereby enabling it to respond more effectively to market signals.

These reforms were done progressively and at varying degrees in the countries of

the region in terms of timing and frequency in accordance with the conditions

prevailing in each country.

In Morocco, the Bank of Morocco started to depend increasingly during the

80's (1988), on the indirect credit expansion control systems with increasing

intervention at the same time in the money market through re-financing g

facilities. In January 1991 the Bank had abolished credit ceilings, but retained

the restrictions imposed on credit rates.

Within this framework, the Bank started to reactivate the compulsory

reserve policy, raising gradually the bank reserve rate for deposits on demand

from 7% in 1988 to 15% in 1991. The method of monitoring compulsory bank

reserves improved as it became a weekly exercise after being a monthly one. At

the beginning of 1991, the Bank of Morocco allowed increase in the reserve rate

of deposits on demand to a maximum of 25% and 10% for the reserve rate of long

term deposits. The Bank used this to increase the maximum reserve rate to 25%

in October 1992 so as to control credit expansion which has leapt considerably

in 1991 as a result of the expansion of the credit given to the private sector

that year reaching 48%. It however, later on reduced it to 23% to keep it at

that level thereafter.

On the other hand, the Bank of Morocco developed a policy of refinancing

of banking institutions and implemented in 1995 a new re-financing system based

to a large extent, on the market mechanisms. This system superseded the previous

one which was based on automatic re-financing operations with preferential

interest rates. By virtue of the new system, banks submit to the Bank of Morocco

on every Wednesday, applications on the volume of the liquidity and the interest

rate required. The Bank of Morocco examines these applications and determines

the volume and rates of financing in the light of the monetary policy directives.
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In addition to that, the Bank may provide extra funding of five days to the

banks interested in that (only once in the week) at a rate higher than the usual

weekly rate.

The interest rates applied on these two categories represent the minimum

and the maximum between which interest rates in the money market fluctuate. They

are considered reference prices by which banks are guided in determining their

special interest rates as they reflect the cost of the funds which these banks

could secure after exhausting all other avenues of funding. These two rates have

in February 1997 reached 6.5 per cent (for 7 days) and 8 per cent (for 5 days).

As a result, the average interest rate in the money market between banks is about

7.5 per cent making a decrease in what was achieved in 1995 when it reached 11

per cent. Those two types attracted 50 per cent for treasury bonds through

auction. The other half covers bonds that represent export credit or medium term

loans paid to small and medium-scale enterprises with re-discounts. This measure

is aimed at urging banks to pay attention to these sectors after the abolition

of the preferential re-financing conditions*which this type of credit used to

enjoy. It also encourages banks to invest in treasury bonds.

Data by the Bank of Morocco indicate that the new system is operating

smoothly without any hinderance and that banks are no longer submitting too many

applications for financing. This is because the Central Bank covers the beet

part (about 75 per cent) of each application. The Bank of Morocco no longer

resorts to the open market policy as a cash control system since serious steps

have been taken to create enabling conditions for the application of the new

system through the sale of treasury bonds in secondary markets.

In Tunisia, the Central Bank of Tunisia abolished in 1988 the system of

prior approval of loans granted by the banks and also the condition to obtain

permission for re-discount and other re-financing facilities with the exception

of those provided to the priority sectors. The Bank also started to depend in

the same year, on the two major approaches for re-financing and providing

liquidity for the money market.

Weekly credit auction is implemented in such a way as to ensure that the

Central Bank intervenes in determining the volume and also re-financing. The

Central Bank finances other banks in the form of open purchase facilities

through agreements to re-purchase certain stocks except treasury bonds at an

interest rate slightly higher than the credit auction rate. Apart from that,

there is the money market between banks which grant long term loans (for one day)

and temporary ones, but its volume is too small. In 1992 the Central Bank opened

a new window of re-financing through re-discount letters of credit in foreign

currency to enable banks to benefit from reduced global interest rates. However,

the Bank continued to provide re-financing at preferential interest rates for

loans granted to the priority sectors (export-related activities, financing

agricultural investment and investment in the small and medium-scale

enterprises). The Central Bank of Tunisia also pursued the policy of compulsory

reserves in streamlining the credit system when it raised the reserve rate in
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1989 from 0 per cent to 2 per cent of the deposits in Dinar. However, the actual

rate was higher than that. Banks were required to grant the priority sectors

loans equivalent to 10 per cent of their total deposits. By that they were

required to deposit at the Central Bank and without difference in interest, what

they are to actually lend. This measure was to increase the actual compulsory

reserves in concrete terms.

Apart from these two approaches, the monetary authorities depend on two

important methods for streamlining the bank credit system and management of cash

liquidity. These are interest rate and treasury bond. The application of these

two methods resulted in a great shift towards market mechanisms in monetary

policy management as we shall discover in due course.

In Egypt, financial reforms begun in 1991 by the Egyptian Central Banks

imposition of strict ceilings on each bank and on both the public and private

sectors so as to control monetary expansion within the prescribed limit, thereby

alleviating the inflationary pressures at that early stage of the reforms, which

marked the beginning of liberalization of interest and exchange rates as well as

prices of a number of commodities and services. These are all measures that have

inflationary effects. However, towards the end of 1992, the Bank abolished

credit ceilings for the public sector and the monetary authorities shifted to

dependence on indirect control methods.

In this regard, the Egyptian Central Bank in 1990 changed the compulsory

reserve rate which was fixed at 25 per cent for along time. It asked the

commercial and investment banks to keep in the Central Bank not less than 15 per

cent of their total deposit in Egyptian Pound. In addition to that, banks were

required to deposit in the Central Bank 15 per cent of their foreign currency

balance at an interest rate equivalent to the one prevailing in the London
market.

At the same time, the Central Bank changed its liquidity rate in local

currency which remained at 30 per cent for 20 years. It reduced it to 20 per

cent for the local currency and 25 per cent for the foreign currency. The

Egyptian Central Bank has so far not engaged in open market operations in the

real sense as a means of implementing monetary polices. It had however, opened

the door for its application in the future through issuing treasury bonds to

finance budget deficits, instead of direct borrowing from the Central Bank. Bond

auctions started in January 1991 and have since become an important method of

determining interest rates and monetary market development.

The Central Bank applied the policy of re-discount to control bank credit

and monetary expansion during the first phase of the economic reform. It

increased the re-discount rate to 2 per cent over the rate of treasury bonds (3

months maturity period) and imposed strict policy of re-financing by replacing

a huge number of automatically re-discountable government bonds with the banks,

by treasury bonds that were subjected to re-discount by the Central Bank itself.
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2. Liberalization of Interest Rates

Liberalization of interest rates is one of the most important components

of financial reform. It means allowing monetary cost to respond freely to the

market which is considered a sine quo non for encouraging savings, proper

allocation of investment resources and channelling of credit. We have earlier

referred to the negative effects of the financial repression policies which led

to the imposition of negative and unrealistic interest rates, there-by resulting

in distortions, channelling resources towards us productive activities,

consumption and flight of the real currency. They have also led to excessive

lending on the part of governments and corporations, which had distorted the

credit allocation pattern and led to inflationary pressures. The North African

countries have initiated gradual steps towards the total liberalization of

interest rates as part of the financial reform programmes with varying levels of

achievement.

In Morocco, the liberalization process began gradually in the mid-eighties,

but total liberalization did not materialize until 1996. As regards the deposit

rates, the rate for more than 12 months was liberalized in 1989 and for more than

3 months in 1990. In January 1992, there was total liberalization of interest

rates of all short-term deposits. This measure was accompanied by reduction of

the inflation rate resulting in positive actual interest rates in 1987

As for the lending rates, the authorities abolished in 1985 the interest

rate stabilization system administratively and replaced it with the new system

of imposing ceilings for lending rates. These ceilings were adjusted twice. In

1990, these ceiling were determined in accordance with the average interest rate

imposed on treasury bonds in the auction market. Ins 1991, the modality of

computing the ceiling changed by adding 1/3 of the average rate of deposits for

a period of 6 months. In 1993 it changed for the third time whereby 2.5 per cent

of the average rate was added to limit loan rates and encourage the private

sector credit demand.

However, this system was abolished in 1994 and was replaced by the new

"reference price" which is computed according to the overall cost of financial

resources of all the banks, including the operational cost. Under this new

system, the maximum lending rate is determined by adding 3 per cent to the

reference price for short- and medium-term loans and 4 per cent for long term

loans. But, by implementing this new system in 1995, the reference price became

more flexible and had a greater impact on the market mechanisms. It also took

on more significance for the Bank of Morocco as an indicator of the extent of

pressure on liquidity. Its proximity to theKnaximum rate encouraged the Bank to

increase liquidity so as to keep the interest rate low, which encouraged

investment. At the beginning of 1996, the authorities took important steps by

abolishing the maximum interest rate of loans so that they could become totally

free.

In Tunisia, wide-ranging changes had taken place concerning the level and
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structure of interest rates since 1987. In that year all deposit rates were

liberalized thereby leading to their increase and in the actual rates being
positive.

As for the lending rates, they were allowed at the beginning of 1987, to

move upwards by 1 per cent to 1.5 per cent with a 3 per cent ceiling above the

money market rate. In 1991 a new system was devised to determine lending rates

that would allow more freedom in determining the rates within the limitation of
the old ceiling.

In 1994 this ceiling was abolished, marking the total liberalization of

lending rates. However, this liberalisation did not result in any increase in
these rates which remained for a long time, fixed at about 2.6 per cent above the
money market rate. This stability is attributed to the cordial agreement between

banks under which they would not use the interest rate for competition between
them. The agreement represents a kind of conspiratorial monopoly which weakens
the development the money market between banks. The Central Bank of Tunisia
continued to pursue its policy of preferential rates for priority sectors.
However, the margin between these rates and the money market rate has started to
diminish gradually since 1991 up to the time the authorities decided to abolish
the preferential rates in 1996.

In Egypt, a decision was taken in 1990 to liberalize interest rates for it
to take effect in 1994. The decision gave banks the freedom to determine lending

and deposit rates. The authorities however reserved their right to determine the

minimum interest rate of 3 months deposit. The restriction was removed again in
1992 and the role of the Central Bank was confined to the determination of the
rediscount rate fixed at those about 2 per cent to 3 per cent of the average
interest rate of the treasury bonds maturing within 3 months. Issuing these
bonds for weekly auction started at the beginning of 1991 and became a major
instrument of monetary policy and interest rate on it was considered a reference
point for bank interest rates generally. In addition, it has a role in the
development of the money and financial markets.

This measure has led to a great leap at the level of debtor and creditor
interest rates which in turn caused an increase in the credit cash within the
framework of the recession policy which coincided with the first phase of the
economic reform programmes characterised by severe austerity to limit inflation
and to reduce the l.v.l of th« worsening external deficit. With the reduction
of inflation since 1993, the actual interest rates have been positive. As a
result, the authorities have since 1994 reduced the nominal interest rates. The
Central Bank reduced the rediscount rate to 14 per cent in 1994 and then to 13.5
per cent in 1995 up to the end of 1996 after it has reached it. peak, which was
20 per cent in 1991. That was accompanied by a drop in the level of proceeds of

the treasury bonds (3 months) from 14 per cent at the end of 1993 to 10.7 per
cent in the following years and then 10.3 in the middle of 1996.

3- Development of tha Mnpev
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Development of money management and financial liberalization in the

countries of the region was accompanied by_ measures aimed at developing and

promoting money-markets and giving them greater role in channelling credit and

mobilizing savings as part of the monetary policy reform and the trend to move

towards indirect control guided by the market mechanisms. The trend to issue

treasury bonds for periodic auction to finance deficit, was one of the most

important, measures which opened the door for the development of new money

markets, as, an importantinstrument of monetary policy. The countries of the

region resorted to this as a means of implementing financial reform programmes.

Some of these countries made great strides in this direction by making part of

these bonds acceptable for transactions in the secondary market.

In Morocco, the authorities started to intervene in order to develop the

money market during the-mid-eighties and the public coffer increasingly resorted

to money markets to% finance its short-term borrowing needs by issuing bonds

lasting, for one month with fixed interest rates. This measure helped in

promoting central bank control of the local credit expansion". In 1989, the

treasury shifted to a new system by which treasury bonds of different durations

(from one week to 3 years) can be sold at public auctions. However,

participation in such auctions was confined to specialized banks and financial

institutions^ In 1991, the market range expanded to include insurance companies

and other enterprises-.

•

In 1995, an important transformation of the system took place aimed at

revitalizing this branch of the money market when the categories of bonds were

suppressed and the door was opened to residents and foreigners either as real or

artificial persons, to enter the market. In the same year, 4 financial

institutions were selected to become treasury bonds brokers.

In March 1995, the monetary market was expanded once again by the

introduction of new methods that opened the door for credit institutions and

private sector companies to issue negotiable credit bonds. The law governing it

contained a number of conditions, obligations and rules of control aimed at

protecting those who save and ensure the transparency"of this branch of the

monetary market which is in its infancy. Issuing these bonds and their

negotiation actually begun at the end of 1996 and they

attracted in the first two months of 1997 great attention when the negotiation

value reached about 1744 million Dirham at the end of 1996 and increased to 1815

million Dirham at the end of February 1997.

These developments have no doubt paved the way for the active secondary

market to meet short^tarm obligations, which allowed the Bank of Morocco to

engage -in open market operations and enhance its ability to influence interest

rates through indirect methods. This objective is yet to be acHeved as the

percentage of treasury bonds being negotiated in the secondary market, is quite



E/ECA/ESPD/EXP6/5

Page 13

small. These new bonds can however enhance the process of savings mobilization

and provide new sources of financing for the government and corporations. They

can also provide investors with the opportunity for the use of their money

portfolios by the application of new methods of high liquidity.

In Tunisia, attempts made by the authorities responsible for the

development of the money market to promote the effectiveness of the indirect

methods, date back to 1988 when they introduced new and very flexible financial

mechanisms. In that year, two types of stocks were issued, namely the deposit

certificates issued by commercial banks and commercial stocks issued by other

financial institutions. The market had been very active in issuing these two

types of bonds in the succeeding two years after which they dwindled severely by

the end of 1990 as a result of the growth and expansion of the treasury bonds

market. Treasury bonds started to emerge at the end of 1989 with the sole

objective of issuing the bonds to finance budget deficits, but they have however

deepened the financial market and improved the monetary management methods.

Treasury bonds in Tunisia took the following two forms:

The transferable bonds which started in 1989 and were being sold to

the public through banks that acquired them in auctions. They are

seen as high liquidity bonds which banks undertake to re-purchase at

nominal values.

The negotiable treasury bonds introduced in 1993 to provide means of

long-term financing, has contributed in supporting the secondary

market and yielded returns according to market forces. They are

sold in auctions organized in such way as to allow banks to obtain

certain "shares" of the bonds at a negotiable rate and re-sold them

to clients. Banks could also trade in stock exchanges on behalf of

their clients. The volume of negotiable bonds has witnessed

considerable growth, but the secondary markets dealing in these

bonds have not so far allowed open market operations in bonds, and

negotiations between banks concerning the bonds were non-existent.

In Egypt, the weekly auction of treasury bonds of 3 months maturity period

started in 1991 to finance budget deficits by real sources instead of direct

borrowing from the Central Bank and by using them at the same time as an

important means of formulating monetary policies that would help in achieving a

number of objectives, including most importantly: 1) Making the budget

responsible for the actual cost of the financing reserves where government pays

an interest on these resources that reflects the interaction of market forces.

2) Using the interest rate of the bonds as a reference price which determines the

bank interest rates expansion and streamlining liquidity within the financial

machinery.

In the 1992 financial year, auctions of bonds of 6 months or 12 months

maturity period, started. The total value of the exported bonds increased from
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4 billion Egyptian Pounds in 1991 to 17 billion in the following year and to 35

billion in 1994. However, it started to drop to about 27 billion in 1996 and the

bulk of these bonds went to banks whose shares in them in June 1996 reached about

90%, but the bonds have not yet found their way to the secondary market and banks

have not been using such bonds for transactions between them. Therefore, the

role of bonds in the growth of the money market was still limited.

4. Modernization of the Organizational Framework of the Financial

Section

The reform process of the financial sector in North African countries

included measures of modernizing the organizational framework of the Sector. The

measures were designed to promote bank control and supervision of the financial

institutions to increase competition between these institutions. In addition,

they were meant to enhance precautionary measures and protect the financing

system and its actors against risks. This required among numerous legislative

adjustments to the rules and regulations that govern the financial sector.

In Morocco, the emergence of the new law for banks in July 1993 marked a

distinct feature in this respect. The important aspects of this new law

included: a) the creation of joint legislative framework for all the credit

institutions and their role in receiving deposits and granting loans, b)

establishment of coordination and consultation mechanisms in the field of

monetary and financial policy formulation, implementation and follow-up. The

decisions of the monetary authorities took cognizance of the views of three

advisory organs each of which has a specific role in this respect and these are:

the National Council for Money and Savings, the Committee of Credit Institutions

and the Disciplinary Committee, c) the law included measures to protect cliente.

Most important of those measures was the establishment of a fund for the security

of deposits. In this regard, banks were required to inform the general public

of the conditions of their operations, d) extension of the mandate of the Bank

of Morocco to include control of credit institutions, including the branches and

units affiliated to these institutions which shall be subjected to external

auditing with imposing penalties on the institutions that fail to comply, e) the

law allows foreign banks to open branches in Morocco.

This was followed by some amendments to the statutes of the Bank of Morocco

to enhance its independence and role in Monetary Policy Formulation and control

of credit institutions. Within the new legislative framework, a number of

precautionary measures were taken to ensure proper banking performance to protect

depositors. Among these measures were:

1. Banks being obliged to apply the international criteria concerning

capital.

2. More flexibility of the special system for the classification of

doubtful debts.

3. Amendment to the law governing the activities of the banks operating

in the free zones so as to expand those activities in financing
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special local projects.

In Tunisia, a new came into effect in February 1994 aimed at increasing the

level of competition in the financial system through the adoption of the

principle of universal banking operation. The vlaw for the commercial and

development banks hae thus allowed then*.to engage, in banking activities and to

establish new financial institutions like investment banks.

.... .-^

The law has reinforced the authority of the Central Bank of Tunisia in the

field of control and supervision by giving it greater power to inspect banks and

financial institutions and make them submit reports on their activities. It also

laid down more advanced criteria' for external auditing, ©,f the accounts of the

banks and imposed penalties on the banks that fail to comply. In addition to

that, it codified a number of precautionary measures'-concerning, particularly,

the minimum capital required and transactions in foreign currency with emphasis

on loans, conditions of participation, merger between banks and the opening and

closing of branches.

Within the framework of reforms, the authorities took a number of measures

to enhance bank supervision and financial status of banking institutions.

Between 1993 and 1994, the financial position of all the commercial banks was

reviewed and the operations of a number of them were restructured. Therefore,

some banks have to increase their capitals by buying shares in the stock exchange

markets. By the end of 1995, all the development and commercial banks with the

exception of. two, have fulfilled the 50 per cent requirement between capital and

assets. Banks have also succeeded in the past few years in reducing bad debts,

the majority of which were owed by public enterprises. However, a great part of

those debts still remains a burden on the budgets of a number of public sector

banks-.

In Egypt, the beginning of the financial reform exercise in the early 90's

was marked by the enactment of a new law for the banks and for credit. This was

law number 37 of 1992 which has introduced some amendments to the organisational

framework of the banking mechanism in accordance with the requirements of the new

phase of financial reform. It enhanced the authority of the Central Bank of

Egypt in the control of banks by giving it greater power in this field, including

the right to intervene in the appointment of members of the governing boards of

those banks and the right to dissolve the governing board of a bank if it fails

to execute its duties to the extent of hampering the interest of depositors and

also the right to intervene by initiating certain measures when a bank is faced

with problems that will affect its financial status, including the possibilities

of a merger with another, bank or its total liquidation. It also gives the

Central Bank the power to lay down criteria concerning the amount considered

sufficient as capital for a bank in accordance with the international standards

and to also ensure that the financial positions of banks are sound through direct

inspection of their operations and to appoint Controllers of Accounts seconded

to each bank by the Central Bank.
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On the other hand, the
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Stock exchange markets in the North African countries (Egypt, Morocco and

Tunisia) remained dull for so many years and with a narrow range of operation.

They also suffered from severe legislative and institutional inadequacies. As

a result, they failed in their role as mechanisms for attracting savings and

channelling them towards investment and also in their role of supporting

financial and monetary policies. Consequently, financial reform programmes in

these countries accorded great attention to the development of the existing stock

exchange markets and enhancing their role in the economic activity as part and

parcel of the reform process.

In Morocco, the Casablanca stock exchange was developed substantively

through the enactment of the new stock exchange market law which came into effect

in September 1993 with the objective of giving the market greater impetus by

improving risk management and distribution. Under this law, the stock exchange

system was privatised and it was transformed into a private company (CDVM) to

monitor the market, ensure its transparency and protect its actors. This law has

made a distinction between the operations of brokers and those of the Commercial

Banks and laid down the legislative foundation for the establishment of the new

financial institutions and instruments, particularly investment funds.

In August 1995, a company was established to administer the stock exchange

with a capital to which the stock exchange brokers company subscribed. At the

end of 1995, a number of collective investment institutions in movable values

(UCITS) embarked upon activities aimed at collecting savings from the public and

investing them in the stock exchange market. These institutions have been

exempted from a number of taxes, particularly those levied on companies.

The Stock Exchange has witnessed great activities between 1995 and 1996 as

a result of the privatisation process which started in 1996 and culminated in the

emergence of a new financial instrument (privatization bonds) that contributed

in reactivating dealings in Stock Exchange. These bonds which the Ministry of

Privatization started to issue at the beginning of 1996 enabled their holders to

use them in buying shares in all the companies and privatising them by offering

them for sale in the Casablanca Stock Exchange. Holders of these bonds enjoyed

total privilege over those paying in cash. The bonds gave their holders the

right to gain 8 per cent interest rate a year when converting them into shares

or 8.5 per cent when they mature by the end of 1998. This new instrument has the

advantage of revitalising interaction in the stock exchange on the one hand, and

providing a better means of speculating demands on the other.

In Tunisia, the enactment of the new stock exchange market low in 1994

marked an important step in the direction of money market reform. It replaced

the 1989 law which had some shortcomings that impeded the deepening of the market

as it had placed the management and the supervision of the stock exchange under

a single public corporation and left the brokerage system in the hands of the

banks without establishing any modern system for settlements. The new law has

addressed these shortcomings and its features greatly resembled those of European

stock exchange systems; Private Stock Exchange, Private Brokerage, modern System
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for settlement and an advanced organizational framework.

Tunisian Stock Exchange activity has increased between 1991 and 1995 and

the market indicator leapt above 270% during these two years while the volume of

market capitalization increased from 5% of the Gross Domestic Product in 1990 to

16% in 1994 and then to 23% in 1995. This activity was attributed to the

increase in gains made by the market which exceeded the rate in Western Stock

Markets. The drop in interest rates in the money markets towards the end of

1993, has also led to the shift by investors towards stock exchangee.

The activity of collective investment funds in the stock exchange market

has increased considerably and their number has multiplied from 18 Funds in 1990

to 107 in 1995. Dealings in bonds have also^increased from 91 million Dinar in

1991 to 620 million Dinar towards the end of 1995.

Indeed, Stock Exchange Market Reform has encouraged private companies to

issue shares and bonds as an instrument of funding, even though the closed family

ownership of Tunisian Companies remained an obstacle to growth. The

privatization programme which Tunisia has recently embarked upon has contributed

towards the expansion of the market range and an increase in its activities,

although programme implementation was rather slow.

On the other hand, the stock Exchange System was improved in 1995 through

the establishment of a new clearance company entrusted with the task of

registering stock exchange bonds in circulation, ensuring central preservation

of bonds, administering the settlement systemB and controlling account holders.

An electronic clearance and settlement system was also established in 1996 with

the help of French experts.

in Egypt an intensified process of developing the Stock Exchange Market

started in 1992 by the enactment of law No. 95 of 1992 which established a new

legislative framework for the market that addressed the shortcomings of the

market in the past. The important elements of this law are:

*

1. Giving companies the freedom to issue stock exchange notes.

2. Introducing a new type of stock exchange in Egypt based on shares

for their holders.

3. Allowing the establishment of investment funds as an instrument for

attracting small-scale investors and reactivating the market while

defining the rules and regulations governing these funds.

4. Organizing companies dealing with stock exchange and streamlining

the brokerage profession.

5. Establishing a new system of arbitration to handle disputes which

will ensure impartiality and smooth procedures.

6. Asking registered companies to adopt certain procedures in declaring

their activities and the results of their operations.

7. Allowing freedom in the determination of interest rates accruing

from bonds in accordance with market mechanisms.
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8. Giving the capital market authority wide-ranging powers in the field

of control, follow-up an intervention as and when necessary.

The enactment of this law was followed by measures designed to modernize

operations of Stock Exchanges of both Cairo and Alexandria, facilitate transfer

of ownership, computerize the system of registering orders and prices, introduce

a system of central preservation and a system for clearance and linking the local

Stock Exchange to the Arab and World Stock Exchange.

The market has witnessed a considerable expansion of its activities between

1995 and 1996 when it has gathered momentum as a result of the accelerated

implementation of the privatization programme. The prominent feature of this

development in the activities of the market during the last two years, was the

increase in the contributions of foreigners to the circulation traffic (about 30%

of the total value of shares in circulation in 1996). The activity of the

collective investment funds has also increased and so has the significance of the

operations of the stock exchange markets. The number of such funds which are

allowed to operate, has until mid-1996 reached 13 funds affiliated to Egyptian

Commercial Banks, Particularly the large public sector banks.

6. Liberalization of the Foreign Exchange Markets

Developing Foreign Exchange Markets is considered one of the important

components of the integrated programme for reform of the financial sector. The

reform measures in this field included proper institutional arrangements for

savings in Foreign banks and appropriate measures in the field of foreign trade

liberalization coordination of exchange rates and monetary policies, formulation

of effective market control and intervention methods when necessary and

introduction of precautionary measures concerning the operations of the banking

mechanism in the field of foreign exchange.

Exchange rate liberalization and the development of Foreign Exchange

markets are among the important measures taken by the North African Countries

within the framework of economic reform, which has had its role in supporting

other types of reforms. However, there was a difference between the timing and

the pace of these measures taken by the various countries of the region.

In Morocco, the authorities started to inject increasing flexibility into

the foreign exchange system since 1988. At the beginning of 1993, they declared

their desire to make the Dirham convertible, but these arrangements were only

completed in 1994 when the last restriction on payments and current transfers was

removed coinciding with the relaxation of customs restrictions on imports. In

the same year, some measures were taken to liberalize capital transactions by

giving foreign investors freedom to transfer profits and further relaxing

transfer of funds by citizens.

The exchange rate which was until the early 90's fixed at a rate much

higher than its actual value, was now put at a more practical level to the extent
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that the margin between the official rate and the parallel market rate

disappeared almost completely in 1992. The previous measures have paved the way

for the establishment of foreign exchange markets between the banks. This Bank

was actually established in 1995 and its operational frame work defined in 1996

even though it is still not operational.

In Tunisia, the State, in the latter part of the 80 's introduced more

flexible policy for exchange rates linking the rate of the Dinar to the rate of

a number of currencies of its major trade partners to maintain stability of the

actual interest rate, which objective was achieved by this policy buttressed by

a number of other measures.

In 1994, the Central Bank of Tunisia took an important step by establishing

a Foreign Exchange Market between the banks in order to make the exchange rate

more flexible and responsive to the market mechanisms. By this, the Central Bank

determines a daily central rate of foreign exchange to be implemented by the

banks and can always intervene to maintain this rate within a fluctuation range

of 1%. The Bank has also taken precautionary measures to protect banks against

any foreign exchange risks. Banks are therefore required not to exceed, in their

net profit in foreign currencies, 20% of their capital (5% for each currency).

This is an indication that the market has succeeded in the first years and that

local commercial banks have retained two thirds of their transactions in this

market compared to one third for the non-resident banks.

In Egypt, and after a long period restrictions on foreign exchange with a

very negative impact, government had,

at the end of 1990 liberalized the exchange rate and established a unified

foreign exchange market in which transactions are done freely through the banking

mechanism in addition to the exchange companies that are allowed to operate in

this field. The daily exchange rate of foreign currencies is determined by

market supply and demand, even though banks and exchange companies are required

to declare these rates clearly both internally and externally.

However, the Central Bank has continued to intervene in the market since

its inception and this intervention was far the most part, in the direction of

buying the dollar so as to maintain stability in the nominal exchange rate, which

has ensured the stability of this rate at a level ranging between Egyptian Pound

3.30 to 3.40 cents to the dollar since 199,2 to date. The stability of the

exchange rate coupled with the increase in the actual interest rate after

liberalization, has attracted considerable flow of foreign resources into the

country which in turn helped to further increase the stability of the exchange

rate and achieved great accumulation of the official reserve at the disposal of

the Central Bank to the tune of about 18 billion dollars in 1996. However,

according to the IMF and the outcome of most of the studies conducted in this

area, the Egyptian Pound is fixed at a rate much higher than its actual value and

if it remains there, this will in the long-run affect the competitiveness of the

Egyptian economy.
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III. The Challenges and Lessons

This study hat concentrated on the experience gained from the reform of the

financial sector in the North African countries of Morocco, Tunisia and Egypt,

covering greater part of the last decade. It appears at the outset that these

countries have made great achievements during this short period. They have

developed financial mechanisms that are more liberal and open compared to those

in existence before the reforms. They have also established more integrated and

deeper money markets and have flexible financing structures and money managing

systems.

Available data indicate that there has been a progressive improvement in

the level of financial brokerage in the three countries. Between 1990 and 1995,

bank deposits increased considerable in both Egypt and Morocco (21% annually in

Egypt compared to 19.3% in Morocco), but less in Tunisia (9.5% as an annual

average) This improvement reflects the ability of the banking mechanism to

mobilize savings during the period under review and to also secure long as an

indication of increased prospects for financial mediation.

On the other hand, credit provided to the private sector witnessed a

considerable growth, at the expense of credit given to the governments. This

reflects improvement in the role of the financial mechanism in supporting the

economic liberalization measures. The ratio of private credit to the macro

credit in Egypt between 1990 and 1995, increased from 28-6% to 45.5% and in

Morocco, it was 45.7% and 54.5% respectively compared to 88% and 95% in Tunisia.

This was accompanied by a marked increase in the ratio of private Sector credit

to the Gross Domestic Production in these countries. The reforms also led to the

return of some of the problems from the funds transferred from the country in

response to the return of stability to the monetary environment. Some studies

estimated that an equivalent of 4 billion dollars of the fund transferred from

Egypt returned to the country in 1991 alone.

Factors of Success

It appears that the achievements made could be attributed to the enabling

environment that facilitated financial reform during the first phase without much

risk. At this juncture, we should mention the following:

First, the financial reform process as stated earlier, part of the overall

macro-economic reform through the implementation of the structural adjustment

programmes by those countries with the support of the IMF and the World Bank. The

implementation of these programmes was intensified in the past few years due to

the existence of strong policies in the three countries, concerned borne out by

the firm conviction that there was an imperative need for reform and the

willingness to endure its effects. The adjustment programmes have provided the

financial reform policies with some prospects of success represented essentially

in the reform of the macro-economy environment within the framework of the
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financial liberalization policies and integration of the financial reform

measures and the other measures required for the other sectors of the national

economy.

Financial reform measures in Morocco, Tunisia and Egypt were preceded by

economic,stabilization policies designed to remove distortions and imbalances in

the macrp-econpmy environment, as an essential condition for pressing ahead with

the financial liberalization measures without great risks. Stabilization policies

helped reduce budget deficit and contain the excessive monetary expansion. This

resulted in reducing the inflation rate during the reform period thereby

"contributing to the achievement of positive actual interest rates and enhancement

of the performance of the financial system in mobilizing savings through the

liberalization of interest rates.

In addition to that, it also contributed to the deepening of the money

markets, reduced the balance of payments deficit and helped in the successful

emergence of foreign exchange markets in earlier stage in Egypt and later in

Tunisia. On the other, hand, the structural reform policies that included foreign

trade liberalization, foreign exchange system reform, liberalization of prices

of most commodities and services so as to become closer to the global rates,

reform of the taxation system and the financing and administrative structures of

the public enterprises, and the revitalization of these enterprises, have all

helped remove obstacles to the reform of the financial sector. These policies

have also removed some aspects of lack of policy co-ordination, which affects the

money market traffic, especially the taxation policies.

It is worth emphasizing here that attempts by the countries concerned to

reform their financial sector which began in'the second half of the 80s in Egypt
and Morocco and before 1987 in Tunisia, did not produce the desired results due

to lack of a comprehensive framework of the type within which programmes were

implemented in the later stage.

Secondly, the formulation of the financial reform policies in these

countries was gradual and done with caution. It differed from one country to

another both in sequence and timing. It is noted that the implementation of

these programmes in Tunisia and Morocco was slower than it was in Egypt. For

instance, Egypt achieved total liberalization of interest rates and the foreign

exchange market and removed restrictions on bank credit within two years of the

reforms in the early 90s. As for Tunisia and Morocco, they implemented these

measures gradually and for a longer period. Tunisia achieved total interest rate

liberalization in 1996 and liberalization of the foreign exchange market in 1994

whereas Morocco took a longer period to achieve them. This gradual approach

reflects the peculiar conditions prevailing in each country such as the internal

imbalances and the strength of the external position and sources of funding.

Egypt for example, has enjoyed since the beginning of the reform programmes,

friendly conditions such as the huge flow of external resources in the form of

foreign assistance, transfers by workers, canceling of greater portions of its

debt, which have all enhanced its external position and made rapid liberalization



E/ECA/ESPD/EXP6/5
Page 23

less risky. There were also the political considerations which strengthened its

position in the negotiation process with financial institutions and creditors on

how to shape the reform programmes. This was not the case with most of the

other countries.

Third, among the important factors that facilitated the reform process in

the three countries, was the technical assistance received from outside,

especially from the IMF and the Word Bank. This assistance included the various

programmes for the training and rehabilitation of the technical cadres in the

central banks and financial institutions, establishment of advanced information

systems, assistance in the field of examination and auditing of accounts and

positions of financial institutions, programme formulation and restructuring and

the improvement of the banking mechanism control and supervision methods. Egypt

received a great deal of this kind of assistance.

Challenges of Reform

Comparison between the achievements in the field of financial sector

reforms in the North African countries and the desired objectives of transforming

their economies into effective free market economies with competitive efficient

sectors, reveals that the reform process is still at its infancy The present

stage marks the beginning of a long process that requires a longer period and is

faced with many challenges. We shall discuss some of these challenges.

The Importance of Promoting Competition Within the Financial System

One of the major requirements of an advanced financial system is to have

a high degree of competition within the system, especially between the banking

institutions to ensure interaction of the free market forces in determining

interest rates, and allocating credit without any distortions. This competition

ensures the survival of those institutions which can maintain acceptable levels

efficiency, work persistently at improving their performance and comply with the

rules of proper banking performance.

Indeed, the North African countries have a long way to go in achieving this

level of competition between their financial systems. These systems still

maintain some aspects of the tendency to monopolize due to the concentration of

credit activity in a few State-owned large banks. As is the case in Tunisia, all

this was accompanied by implicit connivance of the banks to prevent competition

between them in so far as interest rates are concerned. This encourages monopoly,

protects inefficient banks and render interest rates useless as indicators of

comparative rates. In Morocco, for example, there is the "Cartel" Agreement

between the banks which enables them to dodge control by the Central Bank,

maintain extraordinary profit levels without compliance with the principle of

transparency land accountability, which warranted the introduction of a

legislation intended to control their monopoly of the money markets. In Egypt,

large public sector banks which dominate the banking activity, enjoyed

preferential treatment during the 70s and the 80s and still continued to do so
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in spite of the considerable increase in the number of private and joint banks

established since the beginning of the open economy policies in the mid-eighties.

This has improved competition within the financial system and the incentive for

innovation and modernization. The banking mechanism is still subjected to

restrictions that hinder the establishment of competitive markets which would

allow the emergence and disappearance of banks or their merger without incurring

losses or high cost. Egypt has recently adhered to the GAT Agreement for services

and undertook to observe the provisions of the Agreement in opening the door for

external competition in the financial service sector. This poses a great

challenge for the Egyptian banking mechanism as it requires from the local banks

capability and efficiency to survive in the competitive market which

globalization dictates.

The question of competition is related to that of transparency. Free

competition in the banking operation requires that the present and prospective

actors are able to choose the banks in a rational manner. This presupposes that

banks provide adequate and accurate information on their activities and financial

positions. This aspect is lacking in the countries of the region. The

prevailing situation is that banks publish annual reports that do not contain

much useful information and data about their actual financial positions. On the

contrary, information contained in the various reports is un co-ordinated and

therefore difficult to compare. In addition to that the publication of these

reports can be delayed if the bank faces a crisis or can be presented in such a

way as to conceal the actual conditions of the banks. Improved transparency in

the banking operation is a difficult thing and it requires time to achieve.

The Need for More Improvement In the Quality of the Control and Supervision

System

Countries of the region have improved their control and supervision systems

by introducing legislative changes to enhance the authority of their central

banks and codifying a number of precautionary measures. However, in light of the

objective reality, there is need for more efforts in this field as the quality

of the existing banking control systems suffers from some restrictions. Some

studies conducted on the independence of central banks reveal that the level of

this independence in North African countries is still rather low. Inspite of the

efforts made recently to reinforce this independence, the relationship between

central banks and Governments is still characterised by some features that

existed before the reforms when monetary policy used to be based on official

financial policy guidelines. The Central Bank then represented a bureaucratic

administration that operates in accordance with directives issued by the

Government. At the moment and despite the wide-ranging authority given to the

Central Bank of Egypt for example, the Bank does not use this authority from the

practical point of view.

The great expansion in the value of the financial mechanism, the increase

of the units operating within it and the complication of its operations, require

a similar expansion in human and technical potentials of the Central Bank for it



E/ECA/ESPD/EXP6/5

Page 25

to be able to control other banks effectively. In Egypt for example, the

widening of the range of the banking mechanism and the increase in the number of

the units operating within it (81 Banks and 2250 branches compared to 7 banks

in 1974) have not been accompanied by a similar increase in the number of

employees in the field of control (220 people). The material capability and

technical expertise have not equally improved, which limits the Bank's role in the

field of direct control. The Bank needs to develop considerably the quality of

its control mechanisms their volume and efficiency at a time when there are so

many foreign banks that adopt advanced technological approaches in their

operations and a very high level of expertise and skills is needed for their

control.

Socio-political pressures have led sometimes to the relaxation of control

on some banking units for certain purposes and this is clear in the case of

unpaid debts of the public sector corporations. For example, it is still

difficult to scrupulously apply the rules and criteria concerning the

classification of debts into different types for fear of the negative effects of

the stockpile of public sector debts on the actual financial positions of the

lending banks. The weakness of the control system becomes clear in the case of

loans granted to many fortunate influential borrowers whose financial standing

is poor and guarantees offered by them inadequate.

To overcome these restrictions in the interest of better and more

independent control, more reforms that may have to go beyond the banking system,

will have to be carried out. Such reforms are required concerning the financial

structures of the public enterprises alongside legislative laws governing

bankruptcy, default etc.

The Need to Reform the External Environment In Which The Financial System

Operates

Most of the obstacles that impede financial reform relates to the

environment in which the financial system operates. The North African experience

shows that great efforts must be directed in the next phase of reform towards the

removal of these obstacles, the creation of enabling conditions for the growth

of financial mediation and improvement of the level of efficiency:

First, to maintain the stability of the macro-economy is one of the

requirements of financial reform in the coming stage. However, unforseen

imbalances hampering the internal stability and external balance can obliterate

the gains of the present reforms. For example, with free interest rates, budding

financial and monetary markets and monetary control systems that do not posses

adequate instruments of intervention, these imbalances can cause crises for the

financial mechanisms. This would inconvenience some banks and make them lose

confidence in the entire reform process. The drought problem that beset Morocco

between 1994 and 1995 coupled with inflation and the escalation of budget

deficits, has threatened financial reform in that country. To avoid such risks,

a judicious and balanced management of financial and monetary policies is needed
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as well as the formulation of effective policy of developing the real sector.

In this regard, the North African countries will have to face the following

difficult challenges:

To continue their efforts to overcome the budget deficit problems and

reduce the volume of the external debt problem. For, there is a great risk in

raising the lending capacity of the state to the maximum since that may impair

its ability to respond to unforseen developments.

To direct efforts towards the development of the real sector. For example,

interest rate liberalization measures have revealed the existence of positive

actual interest rates which started to grow and can encourage money investments

at the expense of productive investment. It may also encourage a great flow of

short-term foreign capital at the expense of long-term investment capital. This
has happened in Egypt in the first years of the financial and economic reform,

indeed, these trends pose dangers to the financial system itself. The economic

policy should, therefore, involve a balanced set of financial and monetary

measures against the risks resulting from increased actual interest rates. At

the same time, efforts should concentrate on increasing the effectiveness of

enterprises working in the real sector, especially public enterprises. This will

require accelerated implementation of privatisation programmes, especially in

connection with unproductive public enterprises.

Second, the financial system has been considerably affected by the existing

legal situation which caused a lot of difficulties. For example, data available

at the Central Bank of Egypt on transactions with the banks, revealed that cheque

transactions do not exceed 25%, and the draft transactions 5% whereas cash
transactions exceed 75%. This indicates that the public and institutions prefer

cash transactions to transactions in cheques, which are considered a new method
of transactions. The existing legislations regulating cheque transactions and

the protection the law provides for such transactions, are responsible for these
serious shortcomings. In fact chequea have lost their value as instruments of

transaction and today there are hundreds of thousands of cases before the
Egyptian courts concerning disputes over cheques. Infact, it is difficult to

imagine having an advanced banking system providing state of the art banking
services in a society that avoids banking transactions. On the other hand, banks
incur great losses and risks as a result of court proceedings in disputes with

defaulting agents. Consequently, there is need for improving the court

proceedings concerning financial disputes. as an essential requirement for

improving the performance of the banking system in the next stage during which

the system will depend heavily on market mechanisms.

Conclusions

The North African countries have responded to the internal and external

changes which revealed some weaknesses in the financial system and the serious
distortions and imbalances created by direct methods of financial and monetary

management that obtained in the past. Reform of the financial sector was
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designed to create a new situation characterised by financial liberalization,

free competition, dependence on market mechanisms and better quality of control

and supervis ion.

These reforms are still in their infancy and urgent and difficult measures

as well as continued coordinated efforts are needed on the part of governments.

Among these are the following:

1. To enhance competition within the financial sector by introducing and

implementing anti-monopoly legislations and rules concerning transparency

so as to streamline the establishment and liquidation of financial

institutions. Privatisation and opening the door for foreign ownership

can also be instrumental in increasing and strengthening the level of

competition within the financial sector. However, this will require a

great potential and better rules in the field of control and supervision.

2. To also strengthen the financial positions of banking institutions,

improve quality of control, which requires the urgent application of

international standards on banking capital, classification of debts,

application of the internationally acceptable banking procedures,

resolution of the problem of unpaid debt owed by public sector

corporations and enhancement of the independence of central banks and the

effectiveness of their control and supervision capability.

3. To establish a simple and clear mechanism for insuring deposits. For,

inspite of the existence of legislations on the establishment of insurance

funds for deposits in some countries (Egypt and Morocco for example), the

implementation of this system still encounters a lot of difficulties

4. To rehabilitate the non-banking financial institutions, especially the

insurance sector and enhance their role in mobilising savings and

encouraging investments.

5. To further develop and deepen the stock exchange markets which continue to

face problems of liquidity, poor level of control, proliferation of closed

family companies, huge operations outside the official markets, domination

of markets by the banks through investment funds which they operate for

the benefit of their agents. All this requires urgent legislative and

administrative procedures to build confidence in the stock exchange system

and finalize the on-going reform of the existing stock exchange system

with caution in issuing new stock exchange holdings.

6. To reform the legislative framework in certain countries so as to ensure

progress in the financial reform process, especially tax legislations

which militate against savings and investments in stock exchanges as well

as legislations that deal with bankruptcy, arbitration and protection of

cheques. To also enhance the judiciary system so as to expedite the
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settlement of financial disputes which involve banks.

To make intensive and conscious efforts so as to benefit from the

advantages of coordination and integration between these countries and

between them and other African and Middle Eastern countries in the field

of financial reforms, particularly the standardisation of banking

procedures and accounting systems of financial institutions as well as

establishment of a link between stock exchange markets, and coordinating

their activities and the development of their information and

communications systems. Benefits can be derived also from the

establishment of joint investment companies, finaneial counsel1ing and

mediation activities.




