Financial Sector Reforms in Developing Countries with Special Reference to Egypt

Philip Arestis, Levy Economics Institute of Bard College

I would li ke to t hank Abed Shibli  of t he Cent ral Bank of Jordan for generousl y pro viding me wi th the

Jordanian ^spread~ data (Table 3), and Al aa Mohamed for helping me with the rest  of t he dat a coll ecti on. I am

grateful t o Gugli el mo Caporal e, Bassa m Fat touh, Khal ed Hussei n and to the parti cipant s of t he Internati onal

Conference (ent itl e d Fi nancial  Devel opment and Competition in Egypt ) hel d in Cairo, Ma y 30 - 31, 2000, for

helpful  comment s.

ABSTRACT

Financ ial reforms, and financial liberaliza tion in pa rtic ular, have bee n at the  root of many
recent cas es  of financial a nd banking c ris es. In severa l countries  fina ncial reforms allowed
rea l inte res t rates to reach le vels exc eeding 20 percent pe r a nnum in s ome cases; in other
cases,  banking a nd financ ial crises  le d to currenc y crises.  National governme nts either
aba ndoned a tte mpts  at impleme ntin g financial liberaliza tion (some c ountries eve n reimpos ed
controls ) or were forced to interve ne by nationalizing banks  and gua ranteeing depos its. This
pape r draws on this experience  to show that the main cause of these  crises is  the application
of a  the ore tical framework tha t is pre dica ted on a number of assumptions  that are
proble matic and bas ed on weak empiric al foundations. Conse quently, it s hould be no
s urpris e that the  reforms were often uns uccessful and in many cases led to severe fina ncial
crises.  We  will also argue  that the  c ase of Egypt is  pa rtic ularly interesting in this regard,
s ince  although financial reforms  have been enacted,  the  experience has  been rather different:

the re has bee n no acc ompanying fina ncial cris is.

JEL Class ific ation: N20, N25

Ke ywor ds : financial refor ms, financial crises, developing countries, Egypt

INTRODUCTION

Financial reforms, and financial liberalization in particular, have been at the root of many recent

cases of financial and banking crises as a number  of studies have demonstrated (Diaz -

Alejandro, 1985; Burkett and Dutt, 1991; Gibson and Tsakalotos, 1994; Arestis and

Demetriades, 1997; Chang, 1998). In fact, another recent study (Demirgüç - Kunt and

Detragiache, 1998a, 1999) based on 53 countries for the period 1980 - 1995, has shown that

banking and financial crises are more likely to occur in liberalized financial systems (see, also,

Caprio and Klingebiel, 1999). This result is supported by Kaminsky and Reinhart (1999), who

argue that banking sector proble ms precede currency crises with the latter helping to deepen

banking crises in a vicious circle. Financial reforms in many countries allowed real interest

rates to reach levels exceeding 20 percent per annum in some cases, and in other cases banking

and fi nancial crises led to currency crises. National governments either abandoned attempts at

implementing financial liberalization (in some cases countries even reimposed controls) or were

forced to intervene by nationalizing banks and guaranteeing deposits.

                                               This paper draws on this experience in an attempt to show that the main reason behind

these crises is the application of a theoretical framework that is predicated on a number of

assumptions that are problematic, and are based on weak empirical foundations . Consequently,

it should not be surprising that the reforms have led to many instances of unsuccessful

implementation of financial reforms and to many cases of severe financial crises. We will also

argue that the case of Egypt is particularly interesting in this regard since although financial

reforms have taken place, the experience has been rather different. There has been no financial

crisis during this period, although it should also be pointed out that the period of reforms has

not been quite complete d yet.

                                               We begin this paper with an examination of the experience of a number of countries

that implemented financial reforms and were faced subsequently with severe financial crises.

This is followed by a discussion of the theoretical problems of the model  that underpins the

reforms as we see them. This is essentially the model based on the work of McKinnon (1973)

and Shaw (1973), and summarized in Hussein (2000). It will be argued that it is the problematic

nature of the model underpinning the reforms that  is the fundamental cause of the crises. This

leads us conveniently to the issue of financial reforms in Egypt and whether the argument of the

paper sits comfortably with the evidence afforded by the experience with financial reforms in

this country. A fin al section summarizes and concludes.

RECENT BANKING AND FINANCIAL CRISES

We draw on two periods and report the experience of a number of countries to make the point.

The first covers the long period 1977 to 1996 and comments on the experience of 23 cou ntries
as in World Bank (1997). The second refers to the more recent period, 1997 to 1998, which is
known as the South East Asian crisis. There are, in fact, certain common features of these crises
worth summarizing (see, also, UNCTAD, 1998, p.VII): they h ave been preceded by financial
reforms and deregulation; excessive lending on certain categories of assets, such as property
and stocks; sharp increases in capital inflows which lead to currency appreciation and
deterioration of the current account; revers al of capital flows are associated with currency
depreciation, leading to capital losses (in the case of unhedged exposures) with the depreciation
becoming a free fall owing to heavy demands for foreign exchange. We elaborate on these
features in what foll ows in this section.

The 1977 - 1996 Period

Table 1 reports a number of countries that faced banking and financial crises, and the costs of
resolving them. The latter is the authorities´ estimates of the costs incurred in restructuring their
financial se ctors.
                                                                                                       1

                                                                                                             They are the direct fiscal and quasi - fiscal costs of bailouts, as a percentage of

GDP. In the same Table, in brackets, non - performing loans as a percentage of GDP (estimated
at the peak) are reported. We restrict the analysis in this sub - section to  the period prior to 1996.

The countries in this category also implemented financial reforms prior to the crises. This Table
reveals the enormity of the costs of bank crises. The direct cost of resolving the crises as a
percentage of GDP ranges from 10 per cent in the cases of Hungary, Tanzania and Brazil to a
staggering over 50 percent for Argentina. Their experience was catastrophic. Interest rates
exceeded 20 percent, a number of ^bad~ debts and waves of bank failures and other
bankruptcies ensued, along with extreme asset volatility. The whole financial system reached a
near collapse stage. As a result the real sectors of the affected economies entered severe and
prolonged recessions. On the whole, financial reforms in these countries had a severe
destabi lizing effect on the economy. What typically happened in these economies was that
financial reforms unleashed a massive demand for credit by households and firms that was not
offset by a comparable increase in the saving rate. Loan rates rose as households  demanded

1

      Hoggarth et  al  (2000) define t hese as ^various t ypes of costs invol ved with rehabilit ati ng t he financi al syste m,
i ncludin g both

                                                                                   bank recapitalization and losses incurred through protecting deposits either implicitl y or through
explicit government deposit insurance schemes~ (p.6).

more credit to finance purchases of consumer durables, and firms plunged into speculative

investment in the expectation that government bailouts would prevent bank failures.

                                               In terms of bank behavior, banks increased deposit and lending rates to  compensate for

losses attributable to loan defaults. High real interest rates failed to increase savings or boost

investment � WKH\�DFWXDOO\�IHOO�DV�D�SURSRUWLRQ�RI�*13�RYHU�WKH�SHULRG�7KH�RQO\�W\SH�RI�VDYLQJV�

that did  increase was foreign savings, i.e., external debt (Grabel, 1995). This, however, made

these economies more vulnerable to oscillations in the international economy , increasing the

foreign debt to reserves ratio. This, combined with deteriorating service obligations, increased

the likelihood of currency crises as explained above. Financial reforms thus replaced domestic

with international markets. Long - term productiv e investment did not materialize to a large

extent either. Instead, short - term speculative activities flourished whereby firms adopted risky

financial strategies, thereby causing financial and banking crises and economic collapse.

                                               Returning to Table 1, we note that the countries reported there comprise a sample of

them that experienced the more serious banking crises identified in a survey - study by the IMF

(1996) and elsewhere (see, for example, Lindgreen et al, 1999). In all the cases summarized in

the two  publications just cited, the direct losses sustained by governments in these crises

exceeded 3 percent of GDP. Table 1 summarizes those countries which had to devote more than

10 percent of GDP to the resolution of banking sector crises; there were, in fa ct, fifteen cases

falling into this category for the period 1977 to 1996. This experience suggests that in the case

of developing countries both relative to the experience of developed countries and in

comparison to their experience in the preceding three decades, the degree of severity of these

crises was particularly pronounced (World Bank, 1997). The magnitude of these crises is also

significant. In addition to the figures just quoted, the IMF (1998) survey reports that at least two

thirds of its member countries experienced significant problems in their banking sectors over

the period late 1977 to 1996, and that of these one - third warrant the designation ^crisis.~

Equally serious is the finding that in Africa and Asia as well as in the transition economi es of

central and eastern Europe, over 90 percent of the respondents had at least one serious banking

crisis over the same period.

                                               The resolution costs of financial sector crises cannot be taken as an accurate guide to

losses in economic welfare. They coul d be larger than the economic welfare losses if the real

assets financed by failed banks remained and continued to yield returns in the future. They

could be smaller in view of the cumulative misallocation of financial resources represented by

bad loans. T he more inefficient and feeble financial intermediaries are, the higher the

cumulative misallocation is expected to be. There may also be indirect adverse consequences

for longer - run growth where participants have asymmetric information. Moral hazard and
a dverse selection, two important implications of asymmetric information, reduce exchange
below the levels allowed by better information (Arestis and Demetriades, 1998).

                                               The experience of banking and financial crises we have discussed in this section, poin ts
to four striking findings (see, for example, IMF, 1996; World Bank, 1997). The first is that the
banking crises over the period examined were both frequent and severe. The second is that the
costs of these crises to the local economies were substantial and caused or exacerbated
downturns in economic activity. The third finding is that these serious episodes of banking
crises have no parallels in monetary history, and cannot be construed as simply a return to the
type of crises of earlier periods. The IMF  (1996) report conducts comparisons of potentially
similar episodes across time periods and can find no  historical precedent for the dismal track
record of banking crises reported in Table 1. The fourth finding is that given the relative
severity of the pr oblem, along with the increasing weight and integration of these developing
countries in international financial markets, potential spillover effects to industrialized countries
become a real possibility.
2

The South East Asian Experience (1997 - 1999)

Prior  to 1997, the South East Asian countries (for our purposes we restrict ourselves to the five
most - affected: South Korea, Indonesia, Thailand, the Philippines, Malaysia) had had ^a
miraculous three decades: incomes had soared, health had improved, poverty h ad fallen
dramatically�..Some had not suffered a single year of recession in 30 years~ (Stiglitz, 2000,
p.1). On 2 July, 1997, however, these countries experienced severe banking and financial crises.

Table 1, under South East Asia and for the period 1997 - 99, reports the cost of resolving that
crisis. Two types of costs are cited. The fiscal and quasi - fiscal costs as a percentage of GDP and
in parenthesis the non - performing loans as a percentage of GDP. Here again these costs are
very high, well in excess o f 10 percent. Table 2A, which contrasts real GDP growth in the five
most affected countries with that in the ^emerging markets~ group of countries as a whole,
indicates the size of the real sector effects of the credit boom years of 1995 and 1996, the cris is
years, and post - crisis years. This Table may appear to suggest that the South East Asian
countries have now been able to overcome most of the crisis. There are, however, still severe
problems. Stiglitz (2000) concludes on the post - crisis situation by su ggesting that ^Close to 40

2

     IM F  (1996) reports that developing countries actuall y receive about 40 percent of global inflo ws of foreign direct
investment and of almost $260 billion of net portfolio flows over the period 1990 - 95. They have outstanding
liabilities to banks (which report to the IMF) of over $717 billion, which is about $46 billion more than their claims
on those  banks. In addition, they account for the majority of IMF drawing rights since the late 1970s, and purchase
about 25 percent of the exports of industrial countries.

percent of Thailand´s loans are still not performing; Indonesia remains deeply mired in

recession. Unemployment rates remain far higher than they were before the crisis, even in East

Asia´s best performing c ountry, Korea�..Thaila nd, which followed the IMF´s prescriptions

the most closely, has performed worse than Malaysia and South Korea, which followed more

independent courses~ (p.6). Table 2B delves further into the costs of the crisis. It reports the

overall cost to the economy  of a banking crisis. These are welfare costs and are proxied by

losses in GDP as described and reported in Hoggarth et al (2000).

3
 GAP(G) and GAP(L) are

the cumulative differences between trend and actual output growth, and trend and actual level

of outpu t respectively. Trend is the average arithmetic growth in the three - year prior to the

crisis in the case of GAP(G), and the trend in GAP(L) is based on the Hodrik - Prescott filter ten

years prior to the crisis. The end of the crisis is defined when output g rowth returns to trend in

the case of GAP(G), and GAP(L) uses a ĉonsensus~ crisis endpoint from a range of case

studies. The losses reported are very high. Even higher are the 1999 estimates of the IMF also

cited in Table 2B.

                                               During the 1990s these countr ies undertook extensive financial deregulation (examples

of relevant studies include, Chang, 1998; Jomo, 1998; Wade, 1998; and Arestis and Glickman,

2000).

                                       4
                                             They removed or loosened controls on companies’ foreign borrowing, abandoned co -

ordination of borro wing and investments, and failed to strengthen bank supervision. Firms were

thus able to borrow abroad without government control or co - ordination. They actually

discovered that they could borrow abroad half as cheaply as they could domestically. As a

resu lt, large capital flows took place, which promoted extension of bank lending; a credit boom

ensued. Investors who transferred vast amounts of capital to South East Asia also helped the

credit boom. The better returns in these countries when markets elsewhe re offered less

profitable opportunities, especially in the industrialized countries owing to slow economic

growth there, was a significant contributory factor. Low interest rates in the industrialized

world, led investors to search for higher returns, and  these South East Asian countries offered

fertile ground. The high growth rates and high interest rates of these countries, and the

economic problems in Latin America, produced large interest rate differentials which

international investors exploited. The 10 - year experience of currency pegs, which implied

3
     There are a few i ssues and a number of probl ems in t he construction of the measures of we l fare costs of a

banki ng crisi s report ed in the text . The y are di scussed in Hoggart h et al (2000).

4
     There were no apparent reasons t o li berali ze the financial  and capital  markets, ot her than i nt ernational

pressures (St iglitz, 2000). In fact, t he Sout h Eas t  Asi an count ri es had already been runni ng surpl uses, with

rel ati vel y l ow and falli ng inflation rat es, and savi ng rates running at record l evel s of 30 percent  or more

(Sti glit z, op.cit., pp.1 - 2).

its financial system (with Thai banks lending to property developers to support vastly over -
priced office blocks, and lacking in expertise in terms of collateral evaluation), only to discover
that foreign capital brought its economy to near collapse and sparked the whole South East

Asian crisis (see, for example, Jomo, 1998). Another good example is South Korea where
during the five - year peri od prior to the crisis the government relaxed its control over the
financial system significantly and in 1993 the process was accelerated. In addition, relaxation of
state control over large - scale firms took place. In fact, the Economic Planning Board , the  main
body for making economic strategy since the early 1960s, was merged with the Ministry of

Finance  to form the Ministry of Finance and Economy , thus emphasizing the demise of
indicative planning. Capital account liberalization implied inadequate monito ring of foreign
borrowing activities, especially by the inexperienced merchant banks. For example, on the eve
of the South Korean crisis there was a huge mismatch in the maturity between their borrowings

(64 percent of their foreign borrowings were short - t erm) and lendings (85 percent of them were
long - term). A rapid accumulation of debts ensued which reached a total of $116 billion

(November 1997) with roughly 70 percent of them being less than a year’s maturity. This is
explained by the more extensive lib eralization of short - term than long - term foreign borrowings

(Chang, 1998).

                                               The lesson to take away from the South East Asian crisis is that high growth rates and
low unemployment were built on a weak financial infrastructure. In any case, these South East

Asian economies are different from other economies. They have high levels of saving recycled
as loans to corporations and companies are closely linked with governments. This difference
would imply that financial liberalization would have higher costs and s maller benefits in Asia
than elsewhere (Wade and Venoroso, 1998, p.5). It is no wonder that Malaysia reimposed wide -
ranging capital controls on the 1st of September 1998 (and financial markets there soon
recovered and allowed interest rates to fall). So mu ch so that even IMF officials now argue that
capital controls may be the least damaging way out of these crises. Leading economists, too,
argue in favor of capital controls (Krugman, 1998). UNCTAD (1998) summarizes the argument
by suggesting that ^In the a bsence of global mechanisms for stabilizing capital flows, controls
will remain an indispensable part of developing countries’ armory of measures for the purpose
of protection against international financial instability~ (p.XI).

THE PROBLEMATIC NATURE OF  THE THEORETICAL MODEL

The gist of the theoretical analysis of financial reforms is quite straightforward: liberalize

financial markets and let the free market determine the allocation of credit. With the real rate of

interest adjusting to its equilibrium  level, low yielding investment projects would be eliminated,

so that the overall efficiency of investment would be enhanced. Also, as the real rate of interest

increases, saving and the total real supply of credit increase which induces a higher volume of

investment. Economic growth would, therefore, be stimulated not only through the increased

investment but also by an increase in the average productivity of capital. Moreover, the effects

of lower reserve requirements reinforce the effects of higher savin g on the supply of bank

lending, while the abolition of directed credit programs would lead to an even more efficient

allocation of credit thereby stimulating further the average productivity of capital. The way this

would be achieved is equally straightfo rward: remove interest rate ceilings, reduce reserve

requirements and abolish directed credit programs.

                                               In two recent papers Arestis and Demetriades (1998, 1999) work out the key

assumptions of the theoretical model underpinning financial reforms, which ar e found to be

highly unlikely to be met in the real world. The more important ones are those of perfect

information, profit - maximizing competitive behavior by commercial banks and the assumption

of institution - free analysis (including the scant attention p aid to the role of stock markets). We

may also add a further reason which is attributed to lack of due consideration of the

microeconomic aspects of the theoretical model underpinning financial reforms.

                                               Stiglitz and Weiss (1981) demonstrated that asymmetr ic information leads to two

serious problems: adverse selection and moral hazard. The implication of the presence of these

problems is that the informational asymmetries of higher interest rates, which actually follow

financial reforms and financial libera lization policies in particular, exacerbate risk - taking

throughout the economy, thereby threatening the stability of the banking system, which can

easily lead to frequent financial crises. Profit - maximizing competitive behavior by commercial

banks is parti cularly unrealistic in the case of developing countries. The banking sectors in

these countries are oligopolistic, in which case financial reforms may well lead to increased

spreads between lending and deposit rates without increased financial deepening (D emetriades

and Luintel, 1996). It would not be unreasonable to argue that threatened banks attempt to

recoup losses by increasing lending rates and/or reducing deposit rates to savers. This is

particularly possible in the oligopolistic environment of the d eveloping country banking sectors.

A relevant further consideration is the undue attention paid to microeconomic aspects of

financial reforms. One such microeconomic phenomenon is bankruptcy and the fear of default,
both of which are rarely, if at all, inc orporated in the analysis of financial reforms. Wholesale
financial reforms based on models that do not pay due attention to these details could cause
serious problems. The experience of South East Asia is a very telling case (Stiglitz, 2000, p.6).

The ins titutional framework surrounding the banking sector is paramount and assuming an
institution - free approach to financial reforms could lead to expensive policy mistakes. For
example, ignoring the role of banking supervision by central banks proved very cost ly in the
period 1977 - 1996 especially in Latin America. It is now widely accepted that financial reforms
need to be preceded by improved quality of regulation (World Bank, 1989). The more recent

South East Asian crisis has demonstrated weaknesses in the le gal framework, including the
non - existence or deficiency of bankruptcy laws and procedures as well as deficiencies in
banking regulation. A further example is that financial reforms have paid little attention to stock
market development despite the enormou s growth of stock markets over the last twenty years

(Arestis and Demetriades, 1997, 1999).

 Stock markets assume an important role following financial reforms in developing
countries, for at least three reasons. First, the higher interest rates, which are  usually associated
with financial reforms, especially the liberalization of the banking system, encourage firms to
issue equity. Second, stock markets provide an important channel by which international
investors gain access to developing economies. Third , they are often imposed, explicitly or
implicitly, conditionally as part of financial liberalization packages. Increased stock market
capitalization, as a result of domestic or foreign inflows, increases the resources available for
investment. Furthermore , deep and liquid stock markets enhance an economy’s ability to
diversify risk and improve the allocation of capital. Thus, stock markets are potentially
important mechanisms for promoting economic growth. However, the extent to which stock
markets in deve loping economies are successful in this endeavor depends crucially on how
efficient they are in pricing risk. This, in turn depends on a whole range of institutional factors,
including the legal framework within which they operate, enforcement of contracts , bankruptcy
laws, transparency etc. It is now well known that stock markets in many developing economies
are not able to price risk accurately and suffer from excessive volatility, lack of transparency
and insider trading (Singh, 1998). Furthermore, Arest is, Demetriades and Luintel (2000)
emphasize the negative effects of the volatility of expectations, thereby questioning the
importance of stock markets in the process of economic growth and development.

                                               Despite these problems, financial reforms had a rela tively early impact on development
policy through the work of the IMF and the World Bank. Perhaps in their traditional role as

promoters of free market conditions, they were keen to encourage financial reforms, especially

financial liberalization policies,  in developing countries as part of more general reforms or

stabilization programs. Events following the implementation of financial reforms did not justify

the theoretical premises. A number of factors were blamed for these events, including

differential speeds of adjustment, competition of instruments, macroeconomic instability and

inadequate bank supervision. There occurred a revision of the main tenets of the thesis. More

precisely, these revisions followed the experience with financial reforms over the  period 1977 -

1996 as analyzed above.

                                               Caprio et al (1994) reviewed financial reforms in a number of primarily developing

countries, with the experience of six countries studied at some depth and length. They conclude

that managing the reform process rather  than adopting a laissez - faire stance is important, and

that sequencing along with the initial conditions in finance and macroeconomic stability are

critical elements in implementing successfully financial reforms. It is thus recommended now

that gradual f LQDQFLDO�OLEHUDOL]DWLRQ � LI�QRW�YHU\�OLWWOH � LV�WR�EH�SUHIHUUHG�,Q�WKLV�JUDGXDO�

process a ŝequencing of financial liberalization~ (for example, Edwards, 1989; McKinnon,

1993) is recommended, emphasizing the achievement of stability in the broader

macroecon omic environment and adequate bank supervision within which financial reforms

were to be undertaken (Cho and Khatkhate, 1989; McKinnon, 1988; Sachs, 1988; Villanueva

and Mirakhor, 1990). Employing credibility arguments, Calvo (1988) and Rodrik (1987)

sugge st a narrow focus of reforms with financial liberalization left as last. These post hoc

theoretical revisions were thought of as sufficient to defend the original thesis despite its

disappointing empirical record.

 Further revisions were suggested followi ng the South East Asian crisis. Moral hazard

arguments leading to the so - called ^overborrowing syndrome~ have been employed (McKinnon

and Pill, 1997). These arguments are associated with p̂rivate~ monetary intermediaries, both

national and international, b ecause their deposits are insured by governments, and international

institutions in their turn would resort to helping governments in financial difficulties if

necessary. Consequently, the modern version of the liberalization thesis represents an attempt t o

account for the implications of imperfect information and, to some extent, institutions.

Assuming that sequencing is capable of producing a stable macroeconomic environment and

that strengthening banking supervision is sufficient to address the moral haz ard and adverse

selection problems in bank lending, it is in principle possible to design a programme of reforms

that does not result in financial crises. The experience so far with financial liberalization,

however, may suggest otherwise.  Even where the  ĉorrect̃ sequencing took place (i.e., Chile),

where trade liberalization had taken place before financial liberalization, not much success can
be reported (Lal, 1987). The opposite is also true, namely that in those cases, like Uruguay,
where the ^reverse ~ sequencing took place, financial liberalization before trade liberalization,
the experience was very much the same as in Chile (Grabel, 1995). The experience with
financial reforms in developing countries in the 1980s and 1990s suggests a marked increase  in
the frequency and severity of financial crises (Lindgreen, et al, 1996; Demirgüç - Kunt and

Detragiache, 1998b). Indeed Demirgüç - Kunt and Detragiache (1998a, 1999) demonstrate that
in the case of 53 countries covering the period 1980 - 1995, banking and fi nancial crises are
more likely to occur in liberalized financial systems with weak institutions The stronger the
institutional environment is, the lower the probability that financial liberalization would affect
the banking sector adversely. Relevant insti tutional characteristics include: respect for the rule
of law, a low level of corruption, good contract enforcement and effective prudential regulation
and supervision. These results support the view that financial liberalization should be
approached cauti ously, especially where institutions are not fully developed.

 The  most rece nt cris es in the South East As ian countries,  in which the initial
ma croec onomic c onditions were very favora ble,  ha ve shown that e ven in the best of
circumsta nces, fina ncia l libe ra lization rema ins  a  treac herous  policy exe rcise.  It is ac tually
s urpris ing that analyses of the  Asian crisis  have  reve aled weakness es  in banking supe rvis ion
and have blame d the moral hazard in ^implic it~  depos it ins urance  as  the  main culprits.  This
is  s o si nce  it is not so long ago when the dominant view on Kore a, Thailand and Malays ia
was that these  c ountries bene fite d from strong institutions, including the civil servic e and
government (World Bank, 1993). This  analysis sugges ts  that a dvocating ade quate  ba n king
s upervis ion,  ma croec onomic  s tability, a ppropriate seque ncing of reforms,  and

^trans parenc y,~ although useful and necessa ry, a re c lea rly not sufficie nt to preve nt fina ncia l
crises. Recent e xperie nce s ugges ts  that the list should be a  great deal longe r,  and even then
the re is no gua rantee that it would be exhaus tive. Strong and unc orrupt institutions, including
the  civil servic e and the  central ba nk, a well functioning legal sys tem tha t effectively
enforc es  contracts and property rights,  e ffective bankru ptc y laws and procedures,  are
amongst some  of the items  to be a dded. Ensuring that the items  on the list are ade quately
addressed well be fore reforms  ta ke pla ce,  is probably the bes t strate gy to avoid c rises  in the
future  under these c ircumstances.  Als o of  e qual importa nce is  that the  ass umptions
underlying the theoretica l fra mework of the reforms  s hould be  scrutinize d closely in an
attempt to ameliorate  the se rious  problems  ide ntified in this a nd the othe r studies re ferred to
above .

THE EGYPTI AN EXPERI ENC E WITH FI NANCIAL REFORMS

I ns titutional Arrangements

The  Egyptian expe rience with financial reforms  is  very interes ting. As Hussein (2000)

reitera tes, the more recent financial reforms have  be en going on in Egypt s ince 1981, but

more  intensely s ince  1991,  and are expe cte d to be complete d by 2001. The period 1981 - 1991

was  cha racterized by an attempt to create  more  fina ncia l intermedia tion. Even so,  during this

period the state - owned banks,  which ca rried out s ome 80 pe rcent of the  financial activities,

domina te d the  financ ial sector in E gypt (s ee,  also, El - Refa ie,  1998).  Financial reforms  mus t

have  been very s low, or pe rhaps  cautious, in that during that period Egypt was  financially

repress ed s till rather heavily.  Huss ein a nd Mohieldin (1997) are very e xplic it  on the issue:

^The governme nt set ceilings  on depos it and lending nominal rates, imposed a rela tive ly

high ratio of require d reserve s,  determined the  allocation of c redit to pa rtic ular projects  and

intervene d in the portfolio compos ition of banks~ (p.  5).  In 1991, howeve r, Egypt e mbarke d

on a n extens ive financ ial, a nd in more genera l terms, economic reforms  as we ll as  structura l

adj ustment programs.  The  reforms  were  to s ome  exte nt in ac cordance with the IM F and the

World Ba nk prescriptions, the mselves base d on the M cKinnon/Shaw mode l. One ma y

ide ntify two s ta ges in this process.

                                               The  first s tage  of the reforms  (1991 - 1996), and the mos t important,  c omprised almost

all of wha t has  come  to be known as the orthodox IM F/World Ba nk macroeconomic

s tabilization prog rams and the inevitable restructuring of the banking and financ ial sec tors  as

well as capital markets. More prec isely,  they included substa ntia l reductions  of the  fisca l

deficit and mone tary re straints,  financ ial libe ralization me as ures  and major res tructu ring of

the  capital and foreign exchange markets. A de facto  unified foreign excha nge ma rket was

es ta blis hed in Februa ry 1991, in whic h banks  were  allowe d to se t buying a nd selling rates

free  from adminis trative  c ontrols . In a ddition, excha nge rate  control s  were  abolis hed and

conve rtibility of the Egyptia n pound on both the current ac count and the capital acc ount was

ac hieve d; at the same  time an exc hange ra te anchor was introduce d.

7
 The  convertibility of

the  currenc y ena bled Egypt to enjoy e xchange  rate  st ability since 1991, along with pos itive

7
     There is the i nt ri guing question of wh y an exchange rat e anchor in preference t o either a price/ wage or a

mone y - ba sed st abili zat i on program. An interesting expl anation is provided by Subramanian (1997) who

suggest s that a most  compel ling argument  is ^perhaps the Egypt ian cont ext , and the history of exchange

short ages and cri ses, whi ch made the exchange rate an important symbol of s t abilit y in it sel f;  exchange rate

st abi lit y was a consum mati on devout l y to be pursued and not  just a means t o achi evi ng broader price stabilit y.

Moreover, contemporaneous move ments i n the nominal rate i n the lat e 1980s and inflation meant  that t he pass -

t hr ough effect t o domest ic prices was perceived as i mport ant  and an exchange rat e anchor was seen as having

meri t i n contai ning this source of inflati onar y pressure~ (p. 23).

rea l interest rates, both of which e ncourage d s ignificant ca pital flows.  But although portfolio
inve stment jumpe d from a ve ry low leve l in 1994/5 to nearly $1.5 billion in 1996/7,  it fell
aga in the following year rat her s ubstantially (Smith, 1999,  p. 9).  The reforms  of the  period

1991 - 1996 a ls o included fina ncia l libera lization meas ures. In 1992 inte res t rate ceilings we re
abolis hed for both the private  and the public s ec tor; lending limits  to the private  and public
s ectors  we re als o eliminate d in 1992 and 1993 res pectively. Treas ury bill issues were
introduced on a wee kly - auc tion basis  in a n a ttempt to cre ate  a  ma rket for these fina ncia l
ass ets where interest rates would be dete rmine d by the forces of de mand and suppl y.

                                               The  s econd stage  of the reforms  (1996 - 2001) continue d with the liberaliza tion of
pric es, but als o embrace d foreign trade libera lization along with the be ginnings  of
priva tization a nd deregulation. It was  early during this period that the Social Deve lo pment

Fund  was  inaugurated to a lle viate s pec ific ally the  s ide effe cts  of the reforms.  The  fund s pent

$800m in grants and s oft loans  betwee n 1997 and 2000. It claims to have  provide d 300,000
permanent and 150,000 temporary jobs  (Smith, 1999, p. 10). Further  e ncouragement towa rds
priva te sector pa rtic ipation in economic activity is  now being imple mented so tha t by the
yea r 2001 the private  se ctor would control around 80 perc ent of the ec onomy.  Banks,
ins urance c ompanies a nd big s tate - owned companies ha ve been  earmarked for privatization.

Pe rformance of Financial Reforms

This short re view of the Egyptian experience with fina ncial reforms points towa rds a striking
fea ture. This  is  the avoida nce of serious  problems in the financ ial s ys tem. Egypt ove r the
period under sc rutiny s uffered no major banking or c urrency crises,  and yet fina ncia l reforms
have  ta ken place. Indeed one  might s ugges t that although the financial reforms  as such we re
no different from similar experime nts  in many of the  deve loping countries  rep orte d in Table

1, the Egyptian e xperie nce has been s uccessful.  We refer to two Ta bles  to make the point.

The  firs t is  Table  3, which reports  the s prea d be tween lending and depos it rates in Egypt and
in other countries  for compa ris on. The second is Table 4 (as  in Subrama nia n, 1997),  where a
numbe r of fina ncia l system indicators are prese nted which refer to the period of fina ncia l
liberaliza tion. Take n together, Tables 3 and 4 s ugges t that four indicators  are of particular
s ignificance.

(1) The  s pre ad  betwe e n le nding and borrowing ra tes  which widens at the be ginning of the
period under scrutiny to reach a peak of 8. 30 perce nt in 1992, but s ubsequently narrows  to
reach a low 3.40 percent in 1999. This low perce ntage is noteworthy in that it c ontrasts
favora bly  with s preads in other c ountries as  s hown in Table 3.  Not only a re s prea ds in Egypt

lower than in the  deve loping countries  cited in this  ta ble (the  c omparison with Jorda n is

particularly pertinent

8
),  but als o of developed c ountries,  with the  exception of S pain. (2) The

s ize  of overall pr ovisioning

9
 by the banking sys tem as a whole (Ta ble 4) increas ed initia lly

as  a perce ntage  of loans  a nd then declined,  reflecting improved loa n quality. This is

cons is te nt with the ris ing s hare of c redit accounted for by the  private sector,  indica ting a

reduc tion in the s hare  of non - performing loans. (3) The  pr ofitability  of the four public banks

between them representing 60 percent of the Egyptian banking s ystem, inc reased steadily,

save for 1991/92 which is  a n exceptional e arly increase in the period (due to recapitalization,

see Subra manian, 1997, p. 33). (4) The indirect bank - s pecific assistance  in the form of

Tre as ury bills, the bulk of whic h has  been held by c omme rcia l banks.

10
 Table 4 shows  that in

1990/91 roughly 78 pe rce nt was  held in the ba nking sys tem, increasing to nearly 89 perc ent

by 1995/96, with income from these holdings increasing from 0. 4 billion to 2. 6 billion

res pec tive ly (with the e quivalent percentages to GDP be ing 0. 4 a nd 1. 2). The entry ^Incre ase

in pro vis ions ~ for the gove rnment s ecurities in the same Ta ble,  clea rly implies  tha t banks did

not seem to ^provis ion themselves~ aga inst bad debts  and ye t the  spreads  were not high by

comparis on with other countries  (Subramania n, 1997, p. 35). As Begg (1996) s h ows,  the

preva lence of wide  spre ads  in a number of transition ec onomies reflec ted the ne ed to c over

aga ins t bad debts a nd strengthen capital a dequacy. The  issue of Treas ury bills e nable d the

banks  to avoid ^high provisions ~ and the need for wide spreads  be twee n lending a nd depos it

interest rates.

Explaining the  Performance of the Financial Re forms

The  interesting ques tion is,  of cours e, the poss ible explanation for the appa rent s uccess of

the  Egyptia n financ ial re forms, es pecially so in view of the obse rv ation that in other

countries s imila r reforms res ulte d in the seve re problems a llude d to above and evidenced by

Ta ble 1. It ma y not be s urpris ing actually that the fina ncial reforms  have avoided seve re

8
     Jordan went t hrough a si mil ar experience t o that of Egypt ´s in terms of fi nanci al reforms. In Sept ember 1988

t he aut horiti es i n Jordan li beralized t he deposit rat e of i nt erest, and in September 1993 abandoned direct

control s and credit  ceili ngs.

9
     Loan l oss provi sioni ng should be t he relevant  vari abl e i n t he cont ext  of t he argument in t he t ext . However,

si nce data for this variable do not exi st , the dat a i n Tabl e 4 refer t o overall  provisi oning. Subramanian (1997)

suggest s that i n fact ^changes in overall  provi sioni ng duri ng this period should broadl y cor respond t o changes

i n loan l oss p rovi si oning, which i s li kel y t o have been the mai n impetus for great er provi sioning~ (p. 32, fn.

18).

10
          The point should be made that  a high percentage of the banking sector´s asset  hol dings is i n Treasury bills. It

i ncreased from 8.3 percent (of t ot al se curit y h ol dings) i n 1991 to 53.9 percent  i n 1996. At  the same ti me

banki ng holdings of governme nt  securiti es and shares decli ned from 74.2 i n 1990 to 17 percent  in 1996

(government securities) and from 22.6 percent i n 1990 to 12.9 percent  in 1996 (shares) ˘  see El - Refaie, 1998,

Tabl e 3.2) It foll ows that Egypti an banks opted for safe holdings  in short - t erm governme nt  asset s over t he

period.

expe rime nt with financial reforms  is  rather diffe rent. No se rious  banking or financ ial crises
took pla ce,  a nd this  ca lls for some  e xplana tion.  We sugge st that the  ^cautious~  a pproach
purs ued by the Egyptian a uthorities, along with the e nhancing of the institutional strength of
the ec onomy, could e xplain this expe rienc e.

 Further deve lopme nt of the  fina ncial sector and co mpre hensive fina ncia l
liberaliza tion measures, however,  ca nnot be  vie we d as  panacea. A strong regulatory
framework is  als o pa ramount. Demirgüç - Kunt  and Detragiache (1998a, 1999) in their study of

53 countries, for the period 1985 to 1995, show that, althou gh financial liberalization increases
the probability that banking crises will occur, their severity can be substantially lower in
countries where the regulatory environment is strong. They suggest that ^Such institutions
include effective prudential regul ation and supervision of financial intermediaries and of
organized security exchanges, and a well - functioning mechanism to enforce contracts and
regulations~ (p. 2). Inadequately supervised, newly privatized and inexperienced banks
operating in a regime of  financial reforms, induce excessively high real interest rates. A degree
of control over lending and deposit rates may very well be necessary under these
circumstances. The aim of interest rate controls would be to prevent interest rates from
reaching exc essively high levels. This study has argued that the Egyptian authorities are well
disposed to accepting the policy implications of these arguments and findings.

REFERENCES

Arestis, P. and Demetriades, O. P. 1997. ^Financial Development and Economic  Growth:

                                               Assessing the Evidence.~ Economic Journal , 107 (442): 783 - 799.

� �³)LQDQFLDO�/LEHUDOLVDWLRQ�0\WK�RU�5HDOLW\"´�,Q�3�$UHVWLV�HG� Method, Theory

                                               and Policy in Keynes: Essays in Honour of Paul Davidson, Volume Three.  Cheltenham:

                                               Edward Elgar Publishing Limited.

� �³)LQDQFLDO�/LEHUDOLVDWLRQ�7KH�([SHUL ence of Developing Countries.~ Eastern

                                               Economic Journal  25 (4): 441 - 458.

Arestis, P, Demetriades, P. and Luintel, K. 2000. ^Financial Development and Economic

                                               Growth: The Role of Stock Markets.~ Journal of Money, Credit and Banking ,

                                               Forthcoming.

Aresti s, P. and Glickman, M. 2000. ^ Financial Crisis in South East Asia: Dispelling Illusion

                                               the Minskyan Way.~ Cambridge Journal of Economics  (Forthcoming).

Begg, D. 1996. M̂onetary Policy in Central and Eastern Europe: Lessons after Half a Decade

                                               of Transiti on.~ International Monetary Fund Working Paper  WP/96/108. Washington

                                               D.C.: International Monetary Fund.

Burkett, P. and Dutt, A. K. 1991. ^Interest Rate Policy, Effective Demand, and Growth in

                                               LDCs.~ International Review of  Applied Economics  5(2): 127 - 153 .

Calvo, G. 1988. ^Servicing the Public Debt: the Role of Expectations.~ American Economic

                                               Review 78(4): 647 - 661.

Caprio, G. Jr., Atiyas, I. and Hanson, J. A. eds. 1994. Financial Reform: Theory and

                                               Experience , Cambridge: Cambridge University Press.

Cap rio, G. Jr. and Klingebiel, D. 1999. ^Episodes of Systemic and Borderline Financial Crises.~

                                               Mimeo , World Bank.

Chang, H - J. 1998. ^Korea: The Misunderstood Crisis.~ World Development  26(8): 1555 - 1561.

Cho, Y - J. and Khatkhate, D. 1989. ^Lessons of Financ ial Liberalisation in Asia: a Comparative

                                               Study.~ World Bank Discussion Papers , No. 50.

Demetriades, P. and Luintel, K. 1996. ^ `Financial Repression´ in the South Korean Miracle.~

                                               Working Paper Series , No. 96/13 (October), Department of Economics, Keele

                                               University.

Demirgüç - Kunt, A. and Detragiache, E. 1998a. ^Financial Liberalisation and Financial

                                               Fragility.~ International Monetary Fund Working Paper , WP/98/83, Washington, D.C.:

                                               International Monetary Fund.

� �E�³7KH�’HWHUPLQDQWV�RI�%DQNLQJ�&UL ses in Developing and Developed

                                               Countries.~ IMF Staff Papers  45: 81 - 109.

� �³)LQDQFLDO�/LEHUDOLVDWLRQ�DQG�)LQDQFLDO�)UDJLOLW\�´�,Q�%�3OHVNRYLF�DQG�-�(�

                                               Stiglitz, eds. Annual World Bank Conference on Development Economics 1998.

                                               Washington, D.C.: T he World Bank. 303 - 331.

Diaz - Alejandro, C. 1985. ^Good - bye Financial Repression, Hello Financial Crash.~ Journal of

                                               Development Economics  19 (1): 1 - 24.

Edwards, S. 1989. ^On the Sequencing of Structural Reforms.~ OECD Working Paper  No. 70,

                                               OECD Departmen t of Economics and Statistics.

El - Refaie, F. 1998. ^Financial Intermediation: The Efficiency of the Egyptian Banking

                                               System.~ Chapter 3 in M. El - Erian and M. Mohieldin, eds. Financial Development in

                                               Emerging Markets: The Egyptian Experience , The Egyptian Centre for Economic

                                               Studies, Cairo, Egypt and The International Centre for Economic Growth, San

                                               Franscisco, California, USA.

Gibson, H. and Tsakalotos, E. 1994. ^The Scope and Limits of Financial Liberalisation in

                                               Developing Countries: An Empirical Analys is.~ Journal of Development Studies , 30(3):

                                               578 - 628.

Grabel, I. 1995. ^Speculation - Led Economic Development: A Post - Keynesian Interpretation of

                                               Financial Liberalization Programs.~ International Review of Applied Economics  9(2):

                                               127 - 149.

Greenspan, A. 199 8. Testimony Before the Committee on Banking and Financial Service  30

                                               (January). Washington, D.C.: House of Representatives.

Hoggarth, G., Reis, R. and Saporta, V. 2000. ^Cost of Banking Instability: Some Empirical

                                               Evidence.~ Bank of England Discussion Pa per, Regulatory Policy Division .

Hussein, K. A. 2000. ^Finance and Growth in Egypt.~ This Volume .

Hussein, K. and Mohieldin, M. 1997. ^Interest Rates, Investment and Growth under Financial

                                               Repression: The Egyptian Experience.~ Arab Economic Journal  9: 3 - 26.

Institute of International Finance (IIF). 2000. Capital Flows to Emerging Market Economies.

                                               Washington, D.C.: Institute of International Finance Inc.

� � Capital Flows to Emerging Market Economies. Washington, D.C.: Institute of

                                               International Finance Inc.

International Monetary Fund (IMF). 1996. Bank Soundness and Macroeconomic Policy , (with

                                               two supplements) February. Washington, D.C.: International Monetary Fund.

� � World Economic Outlook , May, Washington, D.C.: International Monetar y

                                               Fund.

� �D� World Economic Outlook . October. Washington, D.C.: International Monetary

                                               Fund.

� �E� International Financial Statistics,  December. Washington, D.C.: International

                                               Monetary Fund.

Jomo, S. K. 1998. Tigers in Trouble.  London: Ze d Press.

Kaminsky, G. L. and Reinhart, C. M. 1999. T̂he Twin Crises: The Causes of Banking and

                                               Balance - of - Payments Problems.~ American Economic Review  89(3): 473 - 500.

Krugman, P. 1998. ^Saving Asia: It’s Time to Get Radical.~ Fortune Investor , 7 Septembe r.

Lal, D. 1987. ^The Political Economy of Economic Liberalisation.~ World Bank Economic

                                               Review  1(2): 273 - 299.

Lindgreen, C - J., Balino, T. J. T., Enoch, C., Gulde, A - M., Quintyn, M. and Teo, L. 1999.

                                               ^Financial Sector Crisis and Restructuring: Lessons fr om Asia.~ International Monetary

                                               Fund Occasional Paper  No.188. Washington, D.C.: International Monetary Fund.

Lindgreen, C - J., Gracia, G. and Saal, I. S. 1996. Bank Soundness and Macroeconomic Policy.

                                               Washington, D.C.: International Monetary Fund.

McKinn on, R. I. 1973. Money and Capital in Economic Development.  Washington, D.C.:

                                               Brookings Institution.

� �)LQDQFLDO�/LEHUDOLVDWLRQ�DQG�(FRQRPLF�’HYHORSPHQW�$�5HDVVHVVPHQW�RI�

                                               Interest - Rate Policies in Asia and Latin America.~ Occasional Papers  No. 6.

                                               International Centre for Economic Growth.

� � The Order of Economic Liberalisation: Financi al Control in the Transition to a

                                               Market Economy.  Second Edition, (First Edition, 1991). Baltimore: John Hopkins

                                               University Press.

McKinnon, R. I. and Pill, H. 1997. Ĉredible Economic Liberalisation´s and Overborrowing.~

                                               American Economic Review.  Papers and Proceedings 87 (2): 189 - 203.

Rodrik, D. 1987. ^Trade and Capital Account Liberalisation in a Keynesian Economy.~ Journal

                                               of International Economics  23(1 - 2): 113 - 129.

Roe, A. R. 1998. ^The Egyptian Banking System: Liberalisation, Competition and

                                               Priv atization.~ Chapter 4 in M. El - Erian and M. Mohieldin, eds., Financial

                                               Development in Emerging Markets: The Egyptian Experience.  The Egyptian Centre for

                                               Economic Studies, Cairo, Egypt and The International Centre for Economic Growth,

                                               San Franscisco, Califo rnia, USA.

Sachs, J. 1988. ^Conditionality, Debt Relief and the Developing Countries’ Debt Crisis.~ In J.

                                               Sachs, ed., Developing Country Debt and Economic Performance.  Chicago: University

                                               of Chicago Press.

Shaw, E. S. 1973. Financial Deepening in Economi c Development.  New York: Oxford

                                               University Press.

Singh, A. 1998. ^ `Asian Capitalism´ and the Financial Crisis.~ Mimeo. University of

                                               Cambridge.

Smith, B. 1999. ^Egypt Survey.~ The Economist  20 (March): 3 - 18.

Soros, G. 1997. ^Avoiding a Breakdown.~ Fin ancial Times.  December 31.

Stiglitz, J. E. 1998. Knowledge for Development: Economic Science, Economic Policy and

                                               Economic Advise.  Address to the World Bankś 10
th

 Annual Conference on

                                               Development Economics.

� �³:KDW�,�OHDUQHG�DW�WKH�:RUOG�(FRQRPLF�&ULVLV�7KH�,QVLGHU�´� The New Republic

                                               Online.  17 April (www.tnr.com/041700/stiglitz041700.html).

Stiglitz, J. E. and Weiss, A. 1981. ^Credit Rationing in Markets with Imperfect Information.~

                                               American Econo mic Review  71 (3): 393 - 410.

Subramanian, A. 1997. T̂he Egyptian Stabilisation Experience: An Analytical Retrospective.~

                                               International Monetary Fund Working Paper , WP/97/105. Washington, D.C.:

                                               International Monetary Fund.

United Nations Conference on Trad e and Development (UNCTAD). 1998. Trade and

                                               Development Report, 1998.  New York and Geneva: United Nations.

Villanueva, D. and Mirakhor, A. 1990. ^Interest Rate Policies, Stabilisation and Bank

                                               Supervision in Developing Countries: Strategies for Financial Reform.~ International

                                               Monetary Fund Working Paper , WP/90/80. Washington, D.C.: International Monetary

                                               Fund.

Wade, R. 1998. ^From M̀iracle´ to C̀ronyism´ in the Asian Crisis.~ Cambridge Journal of

                                               Economics  22 (6): 693 - 706.

Wade, R. and Venoroso, F. 19 98. ^The Asian Crisis: The High Debt Model Versus the

                                               Wall Street - Treasury - IMF Complex.~ New Left Review  228 (March/April): 3 - 23.

World Bank. 1989. World Development Report 1989:  Financial Markets and Development.

                                               Oxford: Oxford University Press.

� � World Development Report 1993: The East Asian Miracle: Economic Growth

                                               and Public Policy.  Oxford: Oxford University Press.

� � World Development Report 1997: The State in a Changing World.  Oxford:

                                               Oxford University Press.

Cos ts of Resolving Banking Sector Crises Amounting to More Than 10 perce nt of GDP

(Non - perfor ming Loans as a perce nt of GDP in Brackets )

                                                   Country and Time Period of Cris is  Direct Cos t of Banking Cr is is

(percentage of GDP)

LATIN AMERI CA

Ar gentina  1980 - 8 2  55

Chile  1981 - 83  41

Uruguay  1981 - 84  31

Ve nez uela  1994 - 95  18

Mex ico  1995  15

                                                              Br az il  1994 - 96  10

AFRICA

Cote d´Ivoire  1988 - 91  25

Be nin  1988 - 90  17

Sene gal  1988 - 91  17

Maur itania  1984 - 93  15

Tanzania  198 7 - 95  10

SOUTH EAST ASIA

                                     Indonesia                       1997 - 99  45(55)

Malaysia

1997 - 99  12(na)

Philippines  1997 - 99  17(na)

South Kore a        1997 - 99  15(16)

Thailand  1997 - 99  25(52)

MI DDLE EAST

Israel  1977 - 83  30

TRANSITION ECONOMIES

Bulgaria  1995 - 96  14

Hungary  1991 - 93  10

EUROPEAN UNION

Spain  1977 - 85  17

Source: World Ba nk (1997); IM F (1999a); Hoggarth et al (2000); Lindgreen et al (1999).

Table 2A

Emerging and South Ea st Asian Economies: Real GDP Growth (Percentage Change on

Previous Year)

 1995  1996  1997  1998  1999  2000  2001e  2002f  2003f

Average Real GDP

Growth

4.5  5.1  5.0  1.2  3.4  5.6  2.8  3.3  4.5

South East Asian

Economies
                                                                       *

8.3  7.1  4.1  - 8.1  7.0  7.3  2.7  5.1  4.6

Source: IIF (2000, Table 7, p. 10; 2003, Table 3, p. 4)
e = estimate, f = forecast

* Indonesia, Malaysia, Philippines, South Korea, Thailand.

Table 2B

South Eas t As ian Ec onomies : Overall Cos ts of Financial Cris is (Output Gaps )

                        Country  Date of

Cr is is

GAP(G)*  GAP(L)**  IMF***

(1999 - 2002)

                   I ndones ia  1997 -  24.4  15.5  82

1985 ˘  88  14.5  31.5  na

                     Malaysia

1997 -  na  na  na

1981 ˘  87  38.2  111.9  na

              Philippi ne s

1997 -  na  na  na

          South Korea  1997 -  16.7  14.3  27

                      Thailand  1997 -  24.0  27.7  57

Source: Hoggar th et al (2000); IM F (1999a).

*Cumulative diffe rence betwee n trend and a ctual output gr owth  during the period of c ris is

(as in IM F (1998)).

** Cumulative diffe rence between trend and actual output  level  during the pe riod of crisis.

***These are fore cas ts o f the  output ga p as the cumula tive  differe nce be tween the level of
ac tual output and the assumed trend level (on the bas is  of a  4 pe rcent annua l trend growth in

RXWSXW� � �DV�LQ�,0)�D�

Spreads Between Lending* and Deposit** Rates in Select ed Countries

Country

                                                                                         1990  1991  1992  1993  1994  1995  1996  1997  1998  1999

J ordan+  4.80  5.70  5.50  5.50  5.46  5.25  5.44  5.58  6.38  5.87

Poland  -----  7.70  7.20  7.30  6.60  6.70  6.10  6.50  5.90  5.80

Cze ch

Republic

                                                                                                      -----  -----  -----  7.67  6.05  5.12  5.75  5.63  4.07  4. 22

Slovak

Republic

                                                                                                      -----  -----  -----  6.39  5.24  7.84  4.62  5.15  6.17  5.56

Hungary  4.10  4.70  8.70  9.70  7.00  6.50  -----  3.30  -----  -----

Albania  -----  -----  2.10  2.30  3.90  4.40  7.80  4.10  -----  12.20

Es tonia  -----  -----  -----  -----  11.6  7.30  7.60  13.60  8.60  7.66

Ita ly  7.29  7.26  8.65  6.08  5.01  6.03  5.57  4.92  4.72  3.80

Spain  5.36  3.91  4.35  3.15  2.25  2.37  2.38  2.12  2.09  1.76

Denma rk  6.02  4.02  4.30  4.00  4.00  6.80  6.40  5.00  4.80  4.70

Swe den  6.76  8.54  7.40  5.30  5.73  4.95  4.91  4.51  4.30  3.93

Egypt  7.00  7.00  8. 30  6.30  4.70  4.80  5.60  5.10  4.00  3.40

Source: IM F (1999b).

*Upper margin on c omme rcia l ba nk loans to the general public, exce pt for Jorda n where  it is

the ave rage interest rate on loa ns.

**Upper margin offere d on fixe d term depos its for less than one yea r, except for Jorda n

where it is the avera ge inte rest ra te on de posits.

+ The J ordanian ^spread~ does not include the c ommiss ion rate, which is fixed at 1 perc ent.

If it we re to be inc luded, the ^spread~ s hould be higher by 1 perce ntage  point.