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Summary
This thesis deals with the issue of financial development in Egypt at the sectoral,
in
is
household
levels
1960-93.
The
thesis
the
organised
macroeconomic and
over
period
ten chapters, including a summary of the main results in chapter (10).
Chapter (1) provides an introduction of the topics treated in the thesis and an overview of
the main developments in the Egyptian economy during the study period.
Chapter (2) reviews the theoretical literature and empirical studies on the main issues
concerning financial development.
Chapters (3) and (4) derive stylised facts from the discussion of the evolution of the
financial system in Egypt. Chapter (3) assessesthe structure, regulation and performance
its
focuses
(4)
Egyptian
banking
Chapter
the
the
exploring
securities market,
of
on
sector.
development since its establishmentin 1883. Further it analysesthe performance of the
market using the main published indicators and highlights the impediments to its progress.
Chapter (5) is concerned with the growing role of Islamic finance in both the formal and
informal sectors in Egypt. After constructing a model to illustrate the distinctive
characteristics of Islamic banking, the chapter investigates the role of Islamic banks and
Islamic branches of conventional banks. The chapter also provides an analysis of the
Informal Islamic Investment Companies which flourished in Egypt during the 1980s.
Chapter (6) analysesthe causes,measuresand impact of financial repression in Egypt over
the period 1960-90. The findings of this chapter indicate that financing the budget deficit
was the main reason for repressing the financial sector. The chapter discussesthe impact
of the different repressive methodsused including inflation tax, interest rate ceilings, high
reserve requirements, directed credit schemes,regulation on the portfolio composition of
banks, and government ownership of financial intermediaries. The government revenues
from particular repressive measures such as inflation tax, seigniorage and interest rate
ceilings were estimated for the whole study period and were substantial by most
international standards. There follows a discussion of the main consequencesof financial
repression including capital flight, money substitution, the excessive use of inflation
hedges and the thriving of informal financial transactions.
Chapter (7) presents an econometric analysis of the impact of the real interest rate on
saving, investment and economic growth in Egypt. The results of this analysis indicate that
the real interest rate had a positive impact on financial saving, possibly through a portfolio
shift. However its impact on total saving, investment and economic growth was
insignificant.
Chapters (8) and (9) are concerned with the issue of the coexistence of formal and
informal financial sectors in rural Egypt. The analysis is based on a survey, of 200
households undertaken by the author in four Egyptian villages in the Nile delta. The
methodology adopted and the description of the surveyed region are reported in chapter
(8). The findings provided in chapter (9) suggestthat informal financial transactionsin our
sample can be classified as intermittent. There was no evidence of the existence of
professional money lenders. Loans, with very few exceptions, were interest free. Most
loans were undertaken without contract or collateral. However default cases were low
thanks to societal governance. Moreover the chapter analysesthe characteristicsof RoSCA
in Egypt and its role in financial intermediation. The determinants of formal and informal
borrowing are estimated using Tobit analysis. The chapter concludes with a discussion of
the implications of financial liberalisation on household credit decisions.
This thesis highlights the importance of a liberalised financial system for economic
development in Egypt. However it argues that financial liberalisation, on its own, is not
a sufficient remedy for the problems encounteredin the financial sector. Macroeconomic
stability and prudential regulation are considered to be essential prerequisites for
liberalisation. In addition the thesis strongly
emphasisesthe need for the restructuring of
the financial system and the ensuring of its compatibility with the cultural environment to
enable the full realisation of the benefits of financial liberalisation.
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Chapter (1)

Introduction
"It is melancholy to contrast the present poverty
of Egypt with its prosperity in ancient times,
when the variety, elegance, and exquisite finish
displayed in its manufactures attracted the
its
and
admiration of surrounding nations,
inhabitants were in no need of foreign commerce
to increase their wealth or to add to their
W.
Lane
(1836)
"
Edward
comforts.

(1.1) The issues:
When Egypt gained independence, in 1952, the prevailing economic wisdom was that
state intervention, economic planning, physical capital accumulation and inward
orientation could enhance economic development. Meanwhile the bulk of economic
literature considered the effect of financial sector on economic development as negative
or at best neutral. ' However circumstances have changed and the advice given to the
developing countries, including Egypt, has become completely different.

In 1973 McKinnon and Shaw, in two separatestudies, challengedthe conventional
wisdom regardingthe role of the financialsystemin economicdevelopment.They argued
that 'financial repression" resultedin a reductionof the real rate of economicgrowth and
halted,or retarded,the developmentprocess.They suggestedthat financial liberalisation,
by the removalof repressivemeasuresthat distort the financial market, may improve the,

1Fry

(1989), p. 13.

2McKinnon

(1989), p. 29 statesthat when governments tax
and otherwise distort their domestic capital markets, the economy is said to
be financially repressed."

2
mobilisation of domestic savings, maximise investment, raise the average efficiency of
'
improve
investment
hence
capital
and
real economic growth.

Financial liberalisation policy, based on the influential models of McKinnon (1973) and
Shaw (1973) has become an integral part of the reform programmes endorsed by the
Bretton Woods institutions. These programmes commonly include five main components
that directly involve the financial sector, namely':
1.

Reduction of the size of fiscal deficit and a change in the method of its finance.

2.

Deregulation of interest rates.

3.

Elimination, or at least reduction, of the use of directed credit schemes and
preferential interest rates.

4.

Restructuring of financial intermediaries to raise their efficiency.

5.

Liberalisation of external financial policies, to reduce entry barriers against
foreign intermediaries and deregulate international lending and borrowing.

Egypt provides an interesting case study for the analysis of an emerging financial system,
and examining the conduct of financial policy and its role in economic development.
Egypt has a fairly sophisticated financial system for its stage of development. It has a
banking network consisting of the Central Bank, 44 commercial banks, 33 investment and
business banks, 22 branches of foreign banks, and 4 specialised banks (2 real estate
banks, an industrial bank, and an agricultural bank with 17 affiliates). The formal
financial system also includes a securities market and 7 insurance companies. Islamic
financial institutions are representedby two private Islamic banks and a public one all are
registered with the central bank. In addition there has been more than 100 informal
Islamic investment companies.

3See

Park (1991), p. 345.

4See
World Bank(1989),chapter9, our summaryis basedon Roe(1993),p. 7.

3
Since 1960 Egypt has adopted two distinct financial policies: financial repression during
1960-74, partial financial liberalisation over the period 1974-91. A policy of financial
reform has been initiated in 1991. A thorough understanding of the impact of these
different policies on financial and economic development should be based on analytical
investigation undertaken at the sectoral, macroeconomic and household levels.

The objectives of this thesis are as follows:
First, it aims to analyse the structure, regulation and performance of the banking system
and the securities market in Egypt from the start of the introduction of interventionist
measuresin the early 1960suntil 1991 which marks the beginning of the current financial
liberalisation programme.

Second, it attempts to investigate the structure, significance and mechanisms of the
informal financial sector in rural and urban Egypt.

Third, the study also addressesthe issueof Islamic financeand its role in the Egyptian
formal and informal financial sectors.

.

Fourth, the thesis seeks to determine the causes,measuresand impact of financial
repressionthat prevailedover the study period in Egypt.

Fifth, it attemptsto test the hypothesesof the neo-liberalschoolregardingthe impactof
real interestrates on saving, investmentand economicgrowth in Egypt over the period
1960-90.

Sixth, basedon a survey of 200 householdsin four Egyptianvillages, the study aims to
examinethe direct impactof financialmeasureson thehousehold'slendingandborrowing
decisionsin the formal and informal credit markets.

4
(1.2) Key developments in the Egyptian economy:
The Egyptian economy over the period 1960-91 has passed through four main
developments, namely, the nationalisation measures and heavy state intervention
implemented during the 1960s; the infitah, open door, policy adopted during the 1970s;
an attempt at economic reform as a responseto external shocks during the 1980s; and the
initiation of a comprehensive economic reform and structural adjustment programme in
the early 1990s. While the implications of these developments on the Egyptian financial
sector are analysed in detail below, in this section we discuss their main aspects.

(1.2.1) Nationalisation and state intervention:
At the time of the 1952 revolution of the Free Officers, which overthrew the monarchy
in Egypt, the economy was predominantly basedon the private sector. The private sector
was responsible for 87% of the economy's value added and accounted for 95% of total
civilian employment. Public sector activities were limited to the provision of public
'
services such as electricity, water supply, railways and civil administration.

The Free Officers did not appear to have a particular commitment to any economic
ideology. 6 Thus no major changesin economic policy were apparent during the first five
years of the revolution, 1952-1956, and the economy remained predominantly private. '
However the Suez Crisis of 1956 initiated a series of government interventions, starting
with the Egyptianisation laws of 1957, de facto nationalisation, which sequestratedthe
British and French properties. '

5See
World Bank(1987),p. 2 andMabro(1974),pp. 124-6.
6See
O'Brien (1966),p. 68.
7The

only significant change in economic policy before 1957 was the first stage of 'agrarian reform' in 1952, which was politically
motivated to limit the power of the advocatesof the old regime and gain somepopular support from the recipients of the redistributed land.
8For

further discussion of the economic developmentsduring the 1950s,
seeHansenand Marzouk (1965), Mabro (1974), Mead (1967)
and O'Brien (1966).

5
In 1961 the government implemented an economy wide nationalisation measureswhich
marked the adoption of a public-sector-led and inward-oriented development strategy? As
experienced in other countries, the nationalisation of major enterprises in one sector led
to the nationalisation of other enterprises in the same or other sectors. Thus by 1963 the
public sector ownership covered all financial institutions, transport, all significant
manufacturies. External trade and a significant amount of internal trade were also
controlled by the state. The only sectorsof the economy left outside complete government
ownership, were agriculture and urban real estate, but they were overwhelmingly
'°
by
laws
decrees.
regulated
and

The 1967war resultedin the loss of the revenuesof oil fields and mines of the Sinai
desert and the dues of the Suez Canal. On the other hand there was also a critical need
for resources to rebuild the army. " During the war period 1967-73, military expenditure
in Egypt reached an average of 25 % of its GDP, sacrificing investment and growth in the
12
economy. As a result, the government found it necessaryto relax some of the restraints
that had been imposed on the economy and encourage foreign investment.

Thus in 1968 the governmentattemptedto reducethe heavy restrictions of the foreign
exchangesystemand, in 1971,tried to provideforeign investmentwith assurances
against
" Although thesereform
confiscationand sequestrationand also grantedtax concessions.
attemptswere not significant,they markedthe start of a changein economicpolicy which
9For

an analysis of the Egyptian economy during the 1960sseeAbdel-Fadil (1980), Mabro (1974), El-Kammash (1968), and Hansenand
Marzouk (1965).
10
On the role of the public sector in the economic development of Egypt during the 1960s, seeMabro (1974), pp. 124-140 and Sultan
(1968), pp. 41-73.
11

As noted by Amin (1982) pp. 96-7, it was hard after the defeat in this
war to demandmore sacrifices from the people for the sake of
economic development or to impose more measuresto redistribute income and wealth, or to disparagethe Arab regimes which became
an important source to rebuild the Egyptian army or to continue in criticising the USA that seemedthen with a great influence in the
Middle East.
12See
Handoussaand Shafik (1993), p. 20.
13These
measuresare covered by law 65/1971, see Abdel-Khalek (1982), p. 36.
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led to a major shift in the development strategy by the adoption of infitah, 14open door,
policy in 1974.

(1.2.2) The infitah policy:
It was not only the war effort which put pressure on the government to change its
both
infitah
1960s.
The
to
the
was
a
response
policy
socialist economic orientation of
internal economic problems related to the heavy state intervention and to major changes
in the international economic and political environment. By the early 1970s, the economy
suffered from severeproblems maladies including, sluggish productivity in the industrial
in
dominate
by
the agricultural sector, a
enterprises,
slow
growth
owned
sector
publicly
large fiscal deficit and a prolonged imbalance of trade."

Arab petrodollars, western technologyand abundantEgyptian labour were the main
increase
The
but the
infitah
to
the
stated
was
objective
exports,
pillars of
policy.
.
"
import
substitution16
underlying strategyof
remainedwithout significant change. The
governmentendeavouredto attractforeign capital. Foreign investorswere granteda five
to ten yearstax exemption,immunity from sequestrationandunrestrictedrepatriationof
profits accordingto law 43/1974 and law 32/1977. Most of tax privileges grantedto
foreign investors were extended,after strong pressure, to cover indigenousfirms in
1981.'8 A partial liberalisationof externaltradewas also achievedthroughlaw 118/1975

140n

the background, measuresand short run impact of the infitah policy, see Abdel-Khalek (1981) and (1982), and Amin (1981).

isRichards

and Waterbury (1990), p. 240.

16On
the relationbetweenimport substitutionandindustrialisationin LDCs seeKirkpatrick (1989),pp. 56-81.
17See
Springborg (1993), p. 147 and Ikram (1980),
pp. 25-27 for a discussion of the economic philosophy of infitah.
18See
Handoussaand Shafik (1993), p. 43.
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which allowed the private sector to import goods,'9 except those identified as 'strategic'
which include essential food imports, such as wheat.20

However these measures only achieved a partial liberalisation of the external sector of
Egyptian economy, leaving the 'internal sector' paralysed with an array of restrictive
regulations and the dominance of the public sector. Although the real growth rate of the
GNP during the early years of the infitah, 1975-79, averaged 8.6%, 11 which was
remarkably high by international standards, most of this growth was in the external
sector, or in activities closely related to it. Namely oil revenues, Suez Canal dues,
tourism and remittance of Egyptian workers abroad. Meanwhile the real growth rate in
the agricultural sector, for example, was 1.9% over the period 1974-79.22This disparity
in economic growth between different sectors and the relative decline in the non-booming
sectors, i. e. agriculture and manufacturing, was symptomatic of a Dutch diseaseproblem
in the economy.23

Stimulatedby the infitah policy accompaniedwith a favourableexternalenvironmentthe
Egyptianeconomycontinuedto grow, with an averageof 8.5% per annumuntil the mid1980s.However the infitah policy failed to producea sustainablegrowth in the economy
or to generatesufficient employmentfor the growing labour force. The oil sector and
SuezCanal, for example,employedlessthan 1% of the labour force whereasthey formed
16.5% of the GDP. Twelve years after the launchingof infitah measures,state-owned
enterpriseswere still dominatingnon-agriculturalproductionactivities.They ownedtwo19It

is worth noting that this law implicitly encouragedthe use of black
market foreign exchangethrough the so called 'import by the use
of own exchangesystem', according to which the official foreign exchangewere not responsiblefor providing importers with their foreign
exchange requirements.
20For

a discussion of infitah measuresand their economic implications, seeAbdel Khalek (1982), op. cit., pp. 37-64 and Richards and
Waterbury (1990), pp. 240-246.
21Zaytoun
22ibid.,
23On

(1982), p. 129.

p. 139.

Dutch diseasesee the survey by Corden (1984)
and for a discussion of Egyptian caseseeDervis, Martin and Wijnbergen (1984)
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third of the stock of fixed capital, absorbed45 % of total fixed investment, accountedfor
40 % of the GDP and produced 83 % of total exports. However the private sector impact
in the labour market was relatively higher than the public sector, as the former absorbed
59% of the labour force. 24

(1.2.3) The 1986 external shock and reform attempts:
When the price of oil, the main export of Egypt, declined by 50% between January and
June 1986, the economy was not prepared to absorb this external shock, especially when
the rest of the sources of foreign exchange, mentioned above, were predominantly oil
related. The Real GDP growth slowed down to 2.7% per annum in 1986-88 and the
"
difficulties.
The deficit of the fiscal budget reached
economy rapidly experiencedserious
23 % of GDP in 1986, excluding debt amortisation. The current account deficit exceeded
10% of GDP. The external debt accumulatedto reach 119% of GDP in 1987 with a debt

serviceratio of over 40% of total exports. Inflation acceleratedto 25% in 1987from an
26
17%
during
five
the
averageof
preceding
years.

Thus towards the end of the 1980s, the economy suffered from several structural
including:
weaknesses
"., widespread price/cost distortions, attributable in large part to extensive
price controls and subsidies; negative real interest rates; a weakly
structured budget, characterised in particular by a highly inelastic and
narrowly drawn revenue base; a balance of payments suffering from a
limited non-oil export base, a sizable imbalance between total export
receipts and import payments, heavy dependenceon worker remittances,
and a mounting debt service burden; and complex exchange and
inefficient trade systems."Z'

24
Notice that the employment impact as well as the contribution of the
public sector to the GDP were limited relative to the resources
invested becauseof the higher capital-labour
and capita-output ratios in this sector compared with the private sector. See World Bank
(1987), pp. 5-8.
25
Dailami and Dinh (1991), p. 3.
26ibid.,

p. 4. and World Bank (1988), pp. i-ii and pp. 10-11.

27IMF
(1988), p. 2.
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These distortions did not appear suddenly in the economy, they were present for long
inflows.
increase
in
but
by
the
capital
and
resources
external
period
masked
remarkable
These resources enabled the government to expand its expenditure, financed investment
programmes and funded rising imports. With the sudden and steep shortage of external
resources in 1986, it became harder to cover these distortions. At this stage a critical
became
for
apparent.
efforts
need
stabilisation measuresand adjustment

The government started a macroeconomic reform programme coordinated with the IMF
internal
imbalances.
As a
in
World
1987
Bank
the
and
aimed at reducing external
and
result there was some improvement in the multiple exchange rate regime as the
from
five
least
different
to
the
at
exchange
rates
rates to
government managed reduce
three. The Egyptian pound was gradually devalued by 25 % in nominal terms and a free
exchange market was established. Moreover quantitative restrictions on imports were
28
increasingly
liberalised.
reduced, and exports were

The budget deficit was also reduced, despite the depressedexternal revenues, by
significant cuts in consumersubsidies,bringing the prices of goodsand servicesmore
closely in line with their productioncosts,and increasingthe price of energyto become
close to its internationallevels. Somemeasureswere also taken to reducegovernment
interventionin the pricing of agriculturalproducts.29In addition a programmeto reform
the public sectorenterprisesand encouragethe private sectorwas initiated."

However, the paceof reform under this programmewas rather slow as the government
faceddifficulties in applyingparticularmeasuresincludedin the programme.As a result,

28Dailami
andDinh (1991),op. cit., pp. 4-5 andWorld Bank(1990),p. 4.
29
For an analysis of the impact of government intervention in
33(1991),
Dethier
pp.
see
agricultural prices and recent reform attempts,
74.
30
ibid.
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the 1987 reform programme was short lived as it was terminated after few months of its
implementation when the IMF refused to advance further drawings against the stand-by
agreement after an initial disbursement in May 1987.31

The failure of this reform programme can be explained by four main factors that have
32
in
hindered
the
past.
also
other reform attempts
1.

The magnitude of effort required to reform the macroeconomic imbalances and
decades
distortions
three
of mischievous
over
accumulated
microeconomic
policies.

2.

The difficulties arising from the reform programme itself regarding its negative

impact on the vulnerable lower-income-groups,and the associatedsocial and
"
implement
for
instability.
It
the
to
the rest
government
was not possible
political
of austeritymeasuresincludedin the programme,especiallysincetherewere few
adequatecompensatorymeasuresfor the negatively affected segmentsof the
"
population.
3.

This reform programme,like other onesin the pastwas confrontedwith interest
groups "who were ableto block or subvertreforms which threatentheir short-run
interests".

4.

35

Egypt also relied on its strategicposition and specialrole as a stabilisingpower
in the Middle East to extract 'strategic rent' from the western donors. By

31IMF

(1988), p. 2 statesthat the 1987 reform programme "was not completed becauseunderstandingscould not be reachedon policy
actions in the areasof exchangesystem, interest rates, energy prices, and agricultural procurementprices, and on corrective stepsrelating
to the 1987/88 budget and to departures in the exchange rate managementfrom agreed commitments'.
32An

example of theseattempts is that of 1965 when the government faced a shortageof foreign exchangeand tried to engagein a standby agreementwith the IMF, and increasethe prices of some goods. These attempts were unpopular and the government had to resign,
few months later. See Springborg (1993), p. 146.
33The

food riots of January 1977 were a strong example of the likely impact of applying austerity measureswithout adequateprovisions
to accommodatetheir negative impact on the poor.
34
See World Bank (1991), pp. 2-3.
35See
Richards (1991), p. 1721. For a further discussion of the
role of interest groups in policy making in Egypt seeAwad (1991), pp.
275-94 and Hinnebusch (1993), pp. 159-170.
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exploiting its strategic status along with "a habit of living on the future"36, Egypt
did not take several reform programmes seriously and often managedto postpone
the implementation of hard economic measures.SuccessiveEgyptian governments
have long adopted this delay strategy37in a way that Richards (1991) describes
as "successful disaster". This strategy resulted in modest, mainly political,
achievements in the short run and has had disastrous repercussions in the long
run.

(1.2.4) The economic reform and structural adjustment programme:
The Iraqi invasion of Kuwait in 1990, resulted in massive returns of Egyptian workers
from the conflict zone, losses of workers remittances, a decline of tourist receipts and
Suez Canal dues and a worsening of investment climate.

However Egypt received

significant financial assistancefrom the Gulf statesand the USA which cancelled US$ 13
billion of its total external debt of US$ 51 billion. Egypt was also granted, in 1991, a
debt/debt service relief by the Paris Club creditors equivalent to 50% of the outstanding
debt over three phases through mid-1994 conditional upon implementing an IMF
38
agreement.

This financial assistance,accompaniedwith higher oil export prices and a decreasein
main import prices, especiallyfoodstuffs,offset the lossesincurredasa result of the Gulf
crisis. The balanceof payments'experienceda surplus of around US$ 0.9 billion in
1990/91, the debt forgivenessand reschedulingreducedthe debt servicefrom 46% of

36
Hansen (1991), p. 4.
37For

example the calls for the reform of the inefficient public sector and attemptsfor improving the pricing policy date back to the mid1960s. Moreover Mabro (1974), p. 131 reports some
moves towards liberalisation but describes them as being timid. However it took
the government almost three decadesto apply some effective measuresto achieve these objectives.
38IMF

(1991), pp. 7-8 and World Bank (1992), p. xxv.
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exports to approximately 16.5% and permitted an increase in the net international
39
from
US$
1.7
billion
US$
6.1
billion.
to
reserves
only

These developments improved the creditworthiness of the Egyptian economy and
improved its capacity to embark on a comprehensive Economic Reform and Structural
Adjustment Programme (ERSAP) in 1991. This reform programme has been supported
by a stand-by arrangementfrom the IMF and a structural adjustment loan from the World
Bank, in addition to the bilateral debt forgiveness/debt service relief of the Paris Club.
The primary objective of ERSAP is summarised by the IMF (1991) as
"to create, over the medium term, a decentralizedmarket based, outwardoriented economy where private sector activity will be encouraged by a
free, competitive, and stable environment with autonomy from
government intervention. For this purpose, controls on economic activity
and investment are to be dismantled and primary reliance placed on
market forces for resource allocation. "40
This reform programme has involved the financial sector in four main ways.4' First,
channelling loanable funds into budget deficit, in a way that reduces the reliance on
inflationary finance until the deficit itself can be controlled. Second, advancing finance
to the existent and emerging private sector activities. Third the financial sector, in its own
right, is subject to an array of liberalisation and institutional restructuring measures
included in the programme. Hence the financial sector is considered as being in the
forefront of the reform programme as an 'agent of change'.42

39
ibid.
40See
IMF (1991), p. 8 and for the details ERSAP, see World Bank (1991) and (1992), and IMF (1991) and (1992).
41Harvey
42See

and Jenkins (1994), p. 1.

Wijnbergen (1993), p. 9.
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(1.3) The scope and methodology of the thesis:
The thesis is organised in ten chapters including an introduction, in chapter (1) and a
summary of main results and conclusions of the research in chapter (10).

Chapter (2) provides a review of the theoretical literature and empirical studies on the
McKinnon-Shaw
issues
by
financial
The
development.
the
starts
outlining
main
of
chapter
theoretical framework and its main hypotheses.Theoretical extensions of the McKinnonShaw analysis are then considered by highlighting the models of Kapur (1976), Galbis
(1977), Mathieson (1980) and Fry (1988) in addition to the recent studies that adopt the
approach of endogenousgrowth.

The chapter continuesby discussingthe argumentsof the Neo-Structuralistschool,
(1983),
Wijnbergen
(1983a)
(1983b),
Taylor
(1982),
in
the
van
and
works
of
reflected
and Buffie (1984) with emphasison the role of informal financialmarkets.The views of
Post-Keynesianschool are also highlighted.

Given that theseschoolsprovide several,conflicting hypothesesregardingthe effectsof
financial liberalisation on saving, investmentand economicgrowth, the last sectionis
devoted to the discussionof empirical studies that support or reject the theoretical
propositions. The chapter concludes by considering the prerequisites of financial
liberalisation,which unlike liberalisationitself, are not subjectto seriousdispute.

Chapter (3) discussesthe differentphasesof developmentof the Egyptianbankingsystem
since its early stagesin the mid 19th century until the applicationof the 1991 reform
programme. In addition to the overview of the historical evolution of the banking
industry, the chapter assesses
the structureof the bankingsystemusing the indicatorsof
financialwideninganddeepening.The chaptercontinuesby discussingthe difficulties that
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face the banking system, including the regulatory problems. Then the performance of the
banking system is analysed by using specific operating ratios.

In this chapter as in chapters (4) and (6), in order to provide a deeper perception of the
analysis, some comparisons are drawn between the Egyptian experience and those of
countries,
selected
mainly less developed. The basis of selection are first the significant
similarity, or difference, in economic conditions and policies. Second the availability of
reliable and comparable data for the concerned issues.

The analysis presented in this chapter and chapters (4) and (5) has benefited from a series
of interviews undertaken by the author with Egyptian experts and officials in the financial
sector. Due to the reserved nature of bank reports, including those of the Central Bank,
these interviews were of invaluable importance as a useful source of information on the
important developments in the financial system and views on different measures of the
financial policy.

Chapter (4) continues the analysis of the formal financial sector by exploring the
developmentof the Egyptian securitiesmarket (ESM). The chapterstartsby discussing
the role of securitiesmarketsin LDCs andhighlightstheir advantagesanddisadvantages.
Moreover it provides a critical appraisalof the market-basedversusbank-baseddebate
and its relevanceto the LDCs. Then it analysesthe developmentof the ESM by dividing
it into three phasesstartingwith the establishmentof the Alexandria Stock Exchangein
1883and ending in 1993by the applicationof the new Capital Market Law. Further it
providesan analysisof the performanceof the ESM using the main publishedindicators.
The chapteris concludedby an examinationof the impedimentsfacing the progressof
the ESM.
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Chapter (5) is concerned with the growing role of Islamic finance in both the formal and
informal sectors in Egypt. The chapter starts by discussing the concept of usury and its
evolution in economic thinking. Then it outlines the Islamic stand regarding the
prohibition of usury and its economic implications. the chapter provides a model,
constructed by the author, to illustrate the distinctive characteristics of Islamic banking.
After determining the sources of funds and their allocation according to the Islamic
principles, the chapter examines the case of Islamic banks in Egypt. In analysing the
performance of the formal Islamic intermediaries, the chapter distinguishes between the
public and private banks and also highlights the case of Islamic branches of conventional
banks. In doing so the analysis relies on the relevant published data of the intermediaries
in addition to several interviews with experts in Islamic banking.

In addition to the different formal Islamic intermediaries,more than 100 informal
financial institutions,claiming to be basedon Islamic principles, were setup in Egypt in
the late 1970sand early 1980s. These institutions were called "Sharikat TawzeefAlAmwal AI-Islamiyyah" that crudely translatesas Islamic InvestmentCompanies(IICs).
The chapterprovidesan analysisof the IICs as regardto their activities, sizeand adopted
mechanismsin the mobilisation of resourcesand the reasonsof their quick rise and
suddenfall during the 1980sand its repercussions.The chapterconcludesby discussing
the main problemsof Islamic financeand its prospects.

Chapter (6) analysesthe causes,measuresand consequences
of financial repressionin
Egypt over the period 1960-90. This chapterprovides the evidencethat government
interventionin the financial sectorin Egypt is not of regulatory or corrective naturebut
mainly repressive. This chapter highlights the different reasons for repressing the
financial sector such as the condition of the financial systemafter independence,the
impact of dominatingideologiesduring the 1950sand 1960sand the implementationof
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deficit
budget
it
financing
laws.
Moreover
the
to
anti-usury
gives a particular emphasis
as the main reason for financial repression.

The chapter discussesthe impact of different methods of financial repression including:
ceilings on interest rates, high reserve requirements, directed credit schemes,ownership
in
banks
intervention
in
banks,
the
addition to extracting
of
composition
portfolio
of
impact
inflation
The
from
the
tax.
the
of these
analyses
chapter
excessive revenues
from
Egyptian
the
generated
revenues
government
and
estimates
adopted methods
interest
inflation
tax,
seigniorage
and
rate ceilings.
such
as
particular repressive measures,
Moreover it discussesthe main consequencesof financial repression like capital flight,
inflation
informal
hedge,
hoarding
the
thriving
and
as
an
of
gold
money substitution,
financial transactions.

Chapter (7) presentsan econometricanalysisof the impactof real interestrate on saving,
investmentand short run economicgrowth in Egypt. As mentionedabove,Egypt in 1991
startedan economicreform programmewith financial liberalisationas one of its central
componentsand freeing interestrates as a main reform measure. While it is still early
to judge the outcomesof this reform programme,an analysisof the financial repression
help
is
1960-90
the
understanding
country
period of
would
whether
proceedingwith the
right model.

This chapterexamines,usingeconometricmethods,the determinantsof financialandtotal
saving, investmentand economicgrowth. Moreover as regardto the investmentfunction
a switchingregimemodelwas also appliedto calculatethe net impactof real interestrate
on investment.In order to allow for this analysisa specifically written programme,in
FORTRAN language,is used. The chapteris concludedwith the policy implicationsof
the analysis.
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Chapter (8) provides an essential prelude to the analysis of the rural credit market
in
in
informal
(9),
formal
deals
the
credit markets
undertaken
and
chapter
which
with
rural Egypt with respect to the liberalisation programme of 1991. The analysis is based
on a datasetspecifically collected by the author for this purpose, between December 1992
and April 1993, from a sample of four Egyptian villages. Thus the chapter starts with a
discussion of the reasons of adopting a microeconomic focus in the analysis.

These reasons can be summarised in four ' issues. First the unavailability

of

impact
formal
liberalisation
data
the
the
the
of
so
recent
programme
of
macroeconomic
on
sector. Second, the possibility of obtaining more reliable and systematic evidence on
informal financial transactions through the use of household survey. Third a household
survey data can provide direct measuresof the impact of changesin economic policy and
highlight the household's reactions to thesechanges.Fourth, in such an under-researched
area, particularly in the Egyptian context, a household-basedanalysis may reveal some
important aspectsand explore new areas for research.

The chapter then discusses the methodology adopted, including the procedure of the
selection of the sample and questionnaire43design. Then it provides a description of the
surveyed area and the socio-economic characteristics of the four sampled villages. The
chapter continues by considering the general characteristics of both formal and informal
credit markets and provides a taxonomy of the latter. Then the structure of the household
portfolio is examined with an emphasis on the relative importance of different saving
instruments.

Chapter (9) presents,in four sections,the analysisof the rural credit market basedon
the survey data. The first sectiondeterminesthe relative size of informal credit and the

43See

a detailed description of the questionnaire in appendix (3) and the list of variables in appendix (4).
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socio-economic characteristics of borrowers and lenders. Then the chapter analysesthe
sources, purposes and main attributes of informal credit with emphasis on the role of
collateral and problems of default.

As informal finance can take a form of collective arrangements,the second section in the
Savings
is
in
Rotating
its
Egypt,
found
that
and
chapter analysesone of
examples
widely
Credit Association (RoSCA). First the main features of RoSCA are assessedwith a
highlight of its merits. Then by using our survey results, RoSCAs in Egypt are
purposes,
is
The
design
their
section
and rotation.
considered, assessing
structure,
concluded by further remarks on RoSCA and its viability in the future in the light of
financial development in Egypt.

In the third section two models are constructed in order to estimate the determinants of
formal and informal borrowing in the four sampled villages by using a Tobit analysis.
The fourth section is devoted to the examination of the initial impact of the financial
liberalisation programme of 1991 on household's financial decisions and its asset and
credit positions.
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Chapter (2)
On Financial Liberalisation in LDCs:
A Review of the Literature
"Our opinion is correct but subject
to error, other opinions are
incorrect but could be right. "
Al-Shafi'1, The eminent Imam and
scholar (767-820)

(2.1) Introduction:
The recognition of the important role of finance in economic development can be traced
back to Adam Smith who reports that "the trade of the city of Glasgow, doubled in about
fifteen years after the first erection of the banks there; and the trade of Scotland has more
than quadrupled since the first erection of the two public banks at Edinburgh. "' In 1911
Joseph Schumpeter argued that "the banker

in the name of society
authorizes
people,
...

as it were, to... innovate"2. He identifies the role of financial intermediaries as mobilising
savings, evaluating projects, managing risk, monitoring managersand link these services
to technological innovation and economic development.'

Neverthelesssince the SecondWorld War, the literature has beendominatedby views
that consider finance as having, at best, neutral effects on growth.' Development
economistsin the post-war period generallyconsideredfinance as being fundamentally
asan issueof governmentmobilisationof resourcesto supportan increasedrateof capital
'
accumulation. Financial developmentwas seenas simply following economicgrowth,
1Smith
2Cited

(1776), p. 315.
in King and Levine (1993), p. 735.

3These

services of the financial system, identified by Schumpeter in 1911, were among the ones highlighted by Shaw (1973) and Long
(1983) which include: provision of medium of exchange; mobilisation and allocation of capital, transformation and distribution of risk,
transformation of the size of financial transactions; transformation of maturities; provision of professional management;risk reduction
through diversification; stabilisation of economic fluctuations through financial policies. Listed in Kumar and Tsetsekos (1993), p. 57.
4See

Fry (1989), p. 13 and (1993), p. 8.

5Fitzgerald

and Vos (1989), p. 19.
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it
large,
Joan
"By
Robinson
(1952)
the
seems
and
which was
argument of
as she wrote
to be the case that where enterprise leads finance follows"6.

However, the writings and empirical work of Patrick (1966), Cameron et al (1967),
Goldsmith (1969), McKinnon (1973) and Shaw (1973) began to challenge the dominant
finance
institutional
important
insights
findings
aspects
of
on
and
wisdom and provided
in LDCs and the links between financial development and economic growth. These
issues
interest
in
induced
the
of financial development. Recent studies
studies
a revival of
have benefited from the current advancesin economic and quantitative analyses. Greater
availability of data and information on LDCs, especially after the inclusion of financial
reform measuresin the structural adjustment and stabilisation programmes supported by
the World Bank and the IMF, allowed for extensive applied studies and the development
of empirical evidence.

This chapteris organisedas follow. In the following sectionwe discussthe main causes,
measuresand effectsof financial repressionin LDCs. Then we analysethe McKinnonShawframeworkandits theoreticalextensions.The neo-structuralistcritique andthepostKeynesianresponseare then discussed.The review of literatureproceedsby considering
the issues of prerequisites and sequencingof financial liberalisation. The chapter
continuesby providing a review of the empiricalevidenceon financial liberalisationand
its hypothesisedimpact on saving, investmentand economicgrowth. The chapterends
by concluding remarks in the light of some developing countries' experiencewith
financial liberalisation.'

6Cited
in King andLevine (1993),op. cit., p. 730.
7As

parts of the background literature of this thesisdo not fit directly in this chapter, e.g. Islamic finance and particular aspectsof informal
finance, they are included in the relevant chapters.

21
(2.2) Causes, measures and consequences of financial repression in LDCs:
The financial markets of LDCs have always been subject to substantial government
intervention in both the structures and mechanismsof these markets. This intervention is
not of regulatory or corrective nature but mainly repressive, if one uses the terminology
of the Stanford School. We can distinguish between five main reasons for government
intervention in the financial sectors of LDCs, namely:'
1.

The condition of the LDCs' financial markets after independence. Financial

marketsin LDCs sufferedfrom different problemsattributedto market failure9.
These problems include:

a.

Financial markets in LDCs suffered from a segmentedand shallow
structure,in the sensethat either somefinancial servicesand instruments
did not exist at all, or they existedbut were in an inadequateform.

b.

Encouraged by segmentation and shallowness, operating financial

institutionsbehavedin an oligopolistic mannerwhich was allowed in the
absenceof effectiveregulatoryauthorities.
c.

Asymmetric information, regarding both the services of the financial
*
sector and potential borrowers, was a result of such oligopolistic
environmentanda causeof otherproblems,suchasadverserisk selection
and the applicationof non-pricecriteria for credit allocation."

2.

Regulationsagainstusury: The enforcementof anti-usury laws was widespread
in LDCs as a result of religious and political objectionsto high interestrates."

8While

chapter (6) in this thesis discussesin details the causesof repressivestate intervention in LDCs with emphasison the Egyptian
case, we provide here a concise summary.

9See
Killick (1993),pp. 254-258.
10On

the issue of asymmetric information and its implications to credit markets, see Stiglitz and Weiss (1981), pp. 393410.

11
On the impact of usury laws on credit markets,
see Blitz and Long (1965).
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During the 1950s and 1960s policy makers in LDCs were influenced by

3.

Keynesian arguments during its heyday. According to Keynes, excessive
liquidity preference pushes real interest rates above the full employment
"
level.
As a solution for this problem Keynes proposed interest rate
equilibrium
13
Gesellian
in
his
tax
the
on money.
advocacy of
stamp
ceilings
accordancewith

4.

The impact of the dominating ideology: The repression of the financial sector was
one of the components of an overall interventionist strategies embraced by the
governments of developing countries after independence.During the 1960s state
intervention became the conventional wisdom according to which widespread
14
failure
be
be
corrected
could
and social welfare would
market
enhanced.

Financing budget deficit: Deficit finance was considered,for a long time, an

5.

"
for
development.
financing
This was justified by the
tool
acceptable
insufficiencyof private investmentfor severalpolitical, economicandinstitutional
factors. Therefore augmenting the rate of net investment and executing
developmentplans relied on governments'efforts. However a typical LDC's
"
lacked
hence
deficit
finance.
sufficient
to
government
resourcesand
resorted
Consequentlyrepressingthe financial sector was consideredas necessaryto
provide 'cheap' funding to financethe fiscal deficit and priority projects."

12See
Fry (1988),pp. 5-6.
13This

stamp tax was suggestedby Silvio Gesell in 1929 in order to discourage the demand for liquidity. Accordingly banknoteswere
stampedeach week at post offices. Keynes (1936) advocatedthe idea and purposed that the stamp tax should be equal to the difference
between the actual and equilibrium rates of interest. ibid., p. 5.
14On

the issueof the changing role of the state in development strategiesand its implications, seeAddison and Demery (1989), pp. 1-37
and Bardhan (1990), pp. 3-7.
15On

the role of budget deficits in development strategies see Harris (1992), pp. 2-5 and Kulkarni (1966), pp. 16-37.

16See
Easterly and Schmidt-Hebbel (1993).
17Roe

(1993), p. 10.
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Financial repression has been implemented in LDCs through an array of interventionist
18
including:
measures,
Administered interest rate controls through imposing ceilings on nominal deposit

"

and lending rates.
"

Subsidised loan rates for particular projects.

"

Interventionin the allocationof credit in favour of priority sectorsand projects.

0

The imposition of high ratios of required reservesagainstbanks liabilities that
goesbeyondtheir use as a prudentialmeasure.

0

Regulationson the portfolio compositionsof banksby requiring banksto hold a
minimum of low-yielding government securities.

0

Direct stateownershipof financial intermediaries.

"

Excessivebarriers to entry in the financialmarket, mainly to protect state-owned
banks from competition.

19
financial
The consequences
discussed
in
of
repressionare extensively
country studies.
We attempthere to summarisethe main deleteriouseffectsof financial repressionwhich
are emphasisedin the financial developmentliterature, and in the writings of McKinnon
and Shaw, in particular:
0

Ceilings on interestrates,in countrieswith high andvariableinflation rates,have
resultedin negativereal ratesof interestwhich were not adequatelyadjustedto
changesin economicconditions.

"

Low real interestrateshavecauseda bias in favour of current consumptionat the
expenseof saving, resulting in a shrinking of the volume of loanablefunds.

18See
HansonandNeal (1986)for ananalysisof theseinterventionistmethodsin tenLDCs overtheperiod 1970-82.Chapters(3) and
(6) dealswith thesemeasures
in the Egyptiancontext.
19See
for example World Bank (1989), Morris (1990). Hanson
and Neal (1986) and Page (1993).
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Potential lenders (savers) often engage in relatively low yielding projects instead

"

of depositing their funds in financial intermediaries to channel them to higher
yielding investments.
The low cost of bank funding, under interest rate ceilings, has encouraged the

"

choice of relatively capital intensive projects.
When inflation accelerates,interest rate ceilings causedestabilising portfolio shifts

"

from financial assetsto tangible assets,foreign assetsand/or durable consumption
2°
initial
inflationary
the
goods which would magnify
shock.
The repression of the financial sector encouragesthe emergenceor resurgence of

"

informal financial sector, activities which substitutes for the formal sector by
providing 'depositors' with a financial instrument with higher yields than those
repressed in the formal sector. It also allows borrowers to obtain their required
credit, though it may be at a higher cost.21
Government direction of credit and the use of non-price criteria in its allocation

"

may result in the accumulation of non-performing loans mainly granted to public
sector enterprises and priority sectors.

High reserveand liquidity requirementsreducethe intermediationefficiency of

"

banks and result in high spreads.The problem worsenswhen there is a lack of
competitionin the financial system,which is frequently the casein LDCs.

Thus it has been suggestedthat a sustainedfinancial repressionwould result in a
continuedinefficiency of the financial market in terms of both the quantity and quality
of financial intermediationand would have adverseconsequencefor macroeconomic
22
management. Moreover, it has been argued that financial liberalisation through the

20See
21On

Fry (1988), p. 15 and see chapter (6) for discussion
a
of this point in the Egyptian case.

the issue of informal finance in Egypt see chapters (5), (8) and (9).

22See
McKinnon and Mathieson (1981) and Roe (1993),
pp. 3-4.
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below the McKinnon-Shaw framework which provide the theoretical rationale for
financial liberalisation.

(2.3) McKinnon-Shaw framework:
It is worth noting that the McKinnon-Shaw framework is not unitary as it consists of two
different convictions regarding the role of the financial system and its mechanisms.23
While McKinnon considers money and physical capital as complementary24,due to the
indivisible technology and poor accessto external finance, Shaw deals with money and
capital as substitutes. Moreover Shaw's debt intermediation analysis is based on an inside
(1955),
increase
in
Gurley
Shaw
developed
which
suggests
an
and
of
money model,
lending potential of financial intermediaries, through an increase of available deposits to
them, generated by a rise in interest rates. On the other hand McKinnon's analysis is
based on an outside money model in which the role of deposits in encouraging selffinanced investment is emphasised.According to his analysis, savings in the form of real
balances are facilitated through increases in real deposit rates and when these real
balances accumulate and reach a minimum required amount they can be invested.

Thesedifferent views are reflectedin the demandfor moneyfunctionsobtainedfrom the
analysesof McKinnon and Shaw.Thus McKinnon's demandfunction canbe shownas25:
M/P= f (Y, I/Y, d-ir*)
where M/P = the real moneybalances,broadly defined;
Y =- real GNP;
1/Y = the ratio of gross investmentto GNP;
d-,r* = real depositrate of interest.
23See

Zephirin (1990), pp. 11-16 and Studart (1991), pp. 8-9.

24
McKinnon (1973), pp. 57-61.
25
See Ghatak (1981), pp. 62-65 and Fry (1982),
pp. 731-734 for a detailed illustration of these models.

26
On the other hand Shaw's money demand function can be characterised as:
M/P= f (Y, v, d-ir*)
where v is a vector of opportunity cost, in real terms, of holding money.

Despite these differences in transmission mechanism by which real interest rates affect
savings they agree on the general impact of financial repression in LDCs and the need
to liberalise their financial markets. Moreover Molho (1986) argues that the two different
approachesof the models of McKinnon and Shaw regarding the process of financial assets
and liabilities can be considered as "complementary" to each other rather than
incompatible or competing.26However in this thesis we place stress on the common
elements of the McKinnon-Shaw models which are illustrated in figure (2.1) below.

Figure (2.1)
Saving and Investmentunder Interest Rate Ceilings

Source: Fry (1982), p. 733.

26Molho

(1986), p. 102 and Fry (1988),
p. 22.
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The McKinnon-Shaw model (henceforth M-S) illustrated in figure (2.1) uses inside money
created as loans to the private sector. Saving Sy0at a rate of economic growth yo is a
positive function of the real interest rate (nominal interest rate i minus inflation rate Pe,
all expressed in proportions). RR represents financial repression in the form of fixed
nominal interest rate. Savings of households are distributed, for simplicity, between
inflation hedges, e.g. tangible assets, earning ýP° and deposits with a return of i.
Investment I is a negative function of the real rate of interest.

Assume that a ceiling RR has been imposed on nominal deposit interest rates which keeps
the real rate below its equilibrium level. This would produce a bias towards current
consumption, and hold saving and hence investment below their socially optimal levels.
Moreover potential savers may engagein relatively low-return direct investment, instead
of depositing the funds in formal intermediaries for subsequentlending to higher yielding
27
projects.

`

As risk premia cannot be charged when ceiling on loan rates are effective and binding,
which is the case in the financially repressed economies, this results in two problems.
First credit is allocated according to non-price criteria, i. e. lending according to loan size,
quality of collateral, political pressure, 'reputation' of clients, and 'benefits' obtained by
credit officers. Secondbank borrowers who are able to obtain credit at low cost, i. e. low
loan rate, will tend to choose relatively capital intensive projects. Projects financed
according to these conditions yield returns almost above the interest rate ceiling RR and
represented by the dots in the area rl ro b a. Thus the M-S analysis suggest that interest
rate ceilings, as one of the widely used measures of financial repression, stifle savings
by encouraging current consumption, reduce the quantity of savings below its optimal
level and reduce the quality of investment.

27See
Fry (1989), pp. 15-16.
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A partial financial liberalisation, by shifting the interest rate ceiling from RR to R'R',
increases savings and investment as the changesof real interest rate trace out the saving
function. The rise in interest rate ceilings prevents borrowers from engaging in low
yielding investments as they become unprofitable at the higher interest rate r,. As a
result, the efficiency of investment rises and hence economic growth increases from yo
to y, and the savings function shifts to the right and, consequently, the quantity of
investment increasesfrom 10to I. Full financial liberalisation, by abolishing interest rates
ceilings, produces an optimal result of maximising investment and increasing its average
efficiency, illustrated in figure (2.1) by higher investment I2 at a higher rate of real
interest r2 and higher economic growth y2.

(2.4) Theoretical extensions of the McKinnon-Shaw framework:
The McKinnon-Shaw

framework

has been theoretically developed by

formal

macroeconomic models, mainly those of Kapur (1976), Galbis (1977), Mathieson (1980)
and Fry (1988). One common feature of these models is the use of deposit rate of
interest, fixed below its free-market equilibrium level as a key instrument of financial
repression.28

The macroeconomicmodel of Kapur (1976)29assumesa labour-surpluseconomywith
unusedfixed capital in a closeddevelopingeconomy.The model assumesan aggregate
productionfunction: Y= a K, Where Y is real output, a is the output/capitalratio and K
is total fixed and working capital. As a is constant30,
financial conditionscan affect only
the quantity of investmenteK through the credit availability effect. Mathieson(1980)31

28Fry

(1989), p. 16 notes that same results can be obtained when the loan rate of interest rather than deposit rate is set below its
equilibrium level.

29See
Kapur(1976),pp. 779-793andFry (1988),pp. 29-37.
30In

the models of Galbis (1977) and Fry (1988), real deposit rate of interest is allowed to influence o.

31See
Mathieson (1980), pp. 361-383 and Fry,
op. cit., pp. 37-43.
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adopts Kapur's production function but assumesthat fixed capital is fully utilised and that
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by
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of capital r' and real rate of interest 1-a`, i. e. &K= s(r'- (1-ir`)). However the two models
of Mathieson and Kapur share the same result that financial liberalisation raises
investment and the rate of economic growth.

Galbis (1977)32develops a two-sector model, based on McKinnon's choice of technique
33
approach, to analyse the effect of financial repression on the average efficiency of
capital, i. e. the quality of investment. Sector A is the traditional sector in the economy
is
B
higher
low
the
to
modern
one
a
capital,
while
sector
with
with a
constant return
in
duality
The
the economy maintained by the coexistence of the two
to
return
capital.
sectors is a symptom of inefficiency causedby financial repression. Total output of the
economy can be shown as: Y= YA + YB= 'rAKA+ wALA+ rBKB+ wBLB.

where r is the return on capital K and w is the wage to labour L.

Galbis shows that the lower the real deposit interest rate is, the higher the, self-financed,
investment in the traditional sector A. Higher real interest rate increases demand for
money in sector A and reduces their relatively less efficient investment. A greater money
stock held by sector A enables an increase in the investment of sector B, which relies on
the banking system for funding. Thus the increase in real deposit rate of interest augments
the average rate of return on aggregate investment, which lends support to the M-S
argument outlined above.

32See
Galbis (1977), pp. 60-69 and Fry, op. cit., pp. 43-46.
33See
McKinnon (1973), op. cit., pp. 19-21.
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Fry (1988)34constructs a model designed specifically for empirical testing. As in the
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illustrated as in figure (2.1) above.

Moreover, the dynamic models of Mathieson (1979), Kapur (1983) and Fry (1988) are
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inflation
balance
deficits
time.
and control
of payments
at the same
measuresto reduce
Kapur and Fry use expectations-augmentedPhillips curves, under adaptive expectations,
in order to model the dynamic behaviour of the economy. Mathieson uses adaptive
expectations of the inflation rate and a declining stock of fixed-interest bank loans to
allow for dynamic adjustment. On the other hand Kapur and Mathieson introduce the
exchangerate as an instrument to open their models, while Fry uses simulations of export
import
and
compression policies. These dynamic models have found benign
promotion
effects of incorporating financial liberalisation measures in stabilisation programmes.
They show that coordination between liberalisation and stabilisation would assist in
containing "the contractionary effects of deflation produced solely through monetary
deceleration"37.
34See
Fry (1988), op. cit., pp. 46-62.
35Fry

(1988) mentions that real deposit interest rate can be used as a proxy for all institutional interest rates.

36See
Gibson and Tsakalotos (1994), pp. 588-9.
37
See Fry (1989), op. cit., p. 18.
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The recent introduction of endogenous growth approach38in theoretical modelling of
financial development brings important insights to the analysis. One of the main
improvements to the M-S, by using the endogenous growth approach, is the ability to
31
in
function.
the
to
the
change
constant returns
scale assumption
aggregate production
The aggregateproduction function in an endogenousgrowth model takes the form: KI XI,
where K represents a combination of physical capital and knowledge, « >_ 1 and X is a
factor like land or labour with a fixed supply per capita. Endogenous growth models deal
with the role of finance through the functions of financial institutions in evaluating,
selecting and funding entrepreneurial activities that lead to growth in productivity.

Levine's (1990) model attempts to explain how specific financial institutions affect the
growth rate of per capita output. The model draws on the endogenousgrowth literature
to analysehow liquidity risk, productivity risk, transactionscosts, and economiesof scale
in information and resource coordination create incentives for the emergenceof financial
intermediaries and contracts. The model shows that the resulting financial structure does
influence the steady state growth rate of per capita output in real terms. The influence of
financial structures works through providing some form of insurance against liquidity
shocks and enabling agents to hold portfolios designed against idiosyncratic productivity
shocks. Hence financial structures such as banks, stock markets and mutual funds,
through their management of risk, increase investment in firms and their efficiency.
Moreover these financial structures improve the allocation of resources by exploiting
economies of scale in information gathering.40
38Models
of thenewgrowththeory,knownasendogenous
growth,werestimulatedby theworksof Romer(1986)andLucas(1988)which
rely on Arrow's (1962) study on the mechanismof learning-by-doing and on Uzawa's (1965) analysis of the role of human capital. These
models attempt to explain why, over long periods of time, economic growth acceleratesand why somecountries perform better and grow
faster than others. The main contribution of the new growth theory is the endogenisationof the sourcesof unbounded economic growth,
which is an improvement over the neoclassicalgrowth theory that rely on exogenousfactors such as population and technical progress.
Models of endogenousgrowth emphasisethe importance investment in technology
and human capital as the main sourcesof growth.
of
For a discussion of the literature of new growth theory
seeHelpman (1992), Sala-i-Martin (1990) and Andersen and Moene (1993), and
on its main implications for economic development, see Barros (1993).
39Fry

(1993), p. 19.

40
See Levine (1990), pp. 23-37.
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Bencivenga and Smith (1991), by employing the bank liquidity model of Diamond and
Dybvig (1983), and benefiting from the contributions of the endogenousgrowth theory,
develop a model of intermediation and growth. Their main finding is that the development
of financial intermediation will increase real growth rates through spill-over externalities
leading to social increasing returns to scale in production. 41 King and Levine (1993)
develop an endogenous growth model in which they establish the connection between
finance, entrepreneurship and economic growth. 42 Financial institutions in this model
influence investment decisions through four mechanisms. First financial institutions
evaluate the prospective entrepreneurs. Second they mobilise resources to fund the
promising ones. Third they allow investors to diversify the risk associatedwith innovation
activities. Fourth they reveal the advantages and rewards of engaging in innovation.
Hence a more developed financial structure accelerates the rate of productivity
43
enhancementand stimulates economic growth.

(2.5) The neo-structuralists'

critique of financial liberalisation:

One of the limitations of the M-S framework and its theoretical extensions is the absence
of informal credit markets. This absence is considered a "serious lacuna" in the
"'
Informal
in
developing
markets
analysis".
credit
are prevalent
countries. Informal
financial intermediation is carried out through moneylenders, merchants, pawnbrokers,
loan brokers, money guards, landlords, friends and relatives and Rotating Savings and
Credit Associations (RoSCAs). Chapter (8) of this study provides a taxonomy and
discussesthe different forms of informal finance in detail.

41See
Bencivenga and Smith, pp. 195-202 and p. 207.
42King

and Levine (1993), pp. 4-14.

43ibid.,

p. 28.

44
Fry (1989), op. cit., p. 19.
45On

the role of informal finance in LDCs see, for example, World Bank (1989), chapter 8, Adams (1991), pp. 29-42 and Ghate, et al
(1992).
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One of the most important contribution of the neo-structuralists46to financial development
analysis is the introduction of informal credit markets their macroeconomic models. The
neo-structuralists' view is based on the proposition that informal credit markets are more
efficient than the formal ones. They argue that informal credit markets provide full
intermediation, whereas banks provide partial intermediation as some of their funds are
47
in
form
the
absorbed
of reserve requirements.

The neo-structuralist models use Keynesian adjustmentmechanism. Prices are determined
by a mark-up over costs and wages are exogenously determined through class conflict ä
la Kalecki. They use a cost-push inflation model where relative power of workers and
capitalists determines inflation rates. Profits, not wages, determine savings. Moreover the
neo-structuralists adopt the Yale-portfolio allocation model developed by Tobin (1969).

Under these assumptions van Wijnbergen's model48 analyses the effect of financial
liberalisation. Instead of using two assets, as in M-S models, the model assumesthat
householdsdistribute their wealth between three assets,namely, currency C, time deposits
7D and informal loans to business sector Lf..

(PI i, rtd,Y)W.

C=f
ID

=fd

Lsh = fh

(p,

t, rtd, y) W,

is
.

rid,

y) W,

where p is the inflation rate, i is the nominal rate of interest in the informal credit
market, rid is the real rate of intereston time depositsandy is income.

46,1.
he views of neo-structuralist school on financial development are manifestedin the studiesof Taylor (1983), Van Wijnbergen (1982),
(1983a) and (1983b), Buffie (1984), Kohsaka (1984).
47The

assumption of the informal market's full intermediation has beensubject to criticism and described as not consistent with widely
held views of informal [credit markets] work" seeOwen
and Solis-Fallas (1989), p. 353. Cho (1990), p. 478 argues that informal lenders
may hold reserve funds, as banks do, in order to provide intermediation.
48van

Wijnbergen (1983b), pp. 435-441.
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The real supply of loans by banks to borrowers L 1,depends on the level of deposits,
required reserve ratio and the demand for excess reserves.
Lb= b(p,

rJ q.

7D.

where rL is the real lending rate and 1-q is the required reserve ratio.
The real demand for loans by firms is inelastic with respect to the interest rate in the
informal credit market and takes the form:
V=

L (w,Y),

where w is the real product wage.

Equilibrium in the informal credit market can be shown as:
fh (P" 1, rd, y) W=L

(W,y) -b (P, r1) q. f°(p, i, rd, y)W,

This equation can be differentiated to give the LM curve in figure (2.2) below, while the
IS curve is obtained by differentiating a Keynesian output equation of the form:
y=A (i-p, y) ; Al < 0,0

< Ay < 1.

Figure (2.2)
Informal Credit Market
in van Wijnbergen's Model

Source:van Wijnbergen(1983b),p. 439.
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As shown in figure (2.2), an increase of time deposit interest rate, leads to an increase
in money demand and shifts the LM curve upwards. At the same time, substitution out
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The neo-structuralist models produce predictions regarding the effects of financial
liberalisation, which are completely different from those obtained from the M-S models.
Consequently the two schools have opposing policy recommendations.S°However it may
be argued that the predictions of financial liberalisation effects depend on the initial
is
financial
market more efficient, the formal one
assumptions' made regarding which
or the informal?

The message of the neo-structuralists is to reduce the size of the relatively more
inefficient and repressed market, which incidently is exactly the same argument put
forward by the M-S school. Hence, in essence,the two seemingly opposing schools agree
51
it
liberalisation
be the case
but
However
financial
disagree
liberalise
to
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on
on what
.
that "formal and informal financial markets have complementary roles to perform in fully
49Taylor
50Cho
51Fry

(1983), p. 92.

(1990), p. 477.

(1989), op. cit., p. 19.

52Cho

(1990), op. cit., p. 478.
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liberalized financial systemsnS3.
Whether the informal credit market is more efficient, or
has a bigger role than the formal market remains a subject of empirical investigation. In
this study we attempt to analyse the characteristics and mechanisms of both financial
markets in Egypt by using a dataset specifically collected for the purpose.54

(2.6) The Post-Keynesian response to financial liberalisation:
The M-S framework on' financial liberalisation has been subject to a Post-Keynesian
challenge mainly on three grounds which focus on the institutional structure of the
financial system." First, the Post-Keynesiansare sceptical about the importance given to
private savers as a source of investment finance in M-S models; the former consider the
banking system as the main source of finance 16Moreover the Post-Keynesiansreject the
.
priority of saving over investment in the M-S models and hence reject the functioning of
financial markets as pictured in thesemodels. Second, they are concerned with the neglect
within M-S models of the possible impact of interest rate changes on effective. demand
and financial stability. " Third, the Post-Keynesians argue that the M-S framework
overlooks the differences in the institutional characteristics of LDCs' financial systems.58

The implications of financial liberalisation are examined in a study by Burkett and Dutt
(1991) which develops a Kaleckian model of interest rate policy. In a closed economy
with excesscapacity they show that a rise in the deposit interest rate results in two effects
in the short run. First an increase in the supply of deposits and loans. Hence the
equilibrium interest rate falls and investment and output increase. Second the rise in

53Kapur

(1992), p. 76.

54See
chapters (8) and (9).
55See
Studart (1991), p. 9.

56See
Davidson(1986),pp. 104-106.
57On

the issue of financial stability see Minsky (1986).

58Studart,

op. cit., pp. 23-25.
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interest rates may increase the marginal propensity to save. They argue that the second
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Dutt (1991) extends the analysis to cover the long run effect of financial liberalisation by
60
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The long run impact of liberalisation is found to be more adverse than in the short run
as the rise in interest rates increases firms' borrowing costs, and by applying mark-up
pricing, this causesa rise in the inflation rate. This in-turn reduces real wages, and hence
aggregate demand and long run economic growth will fall. Moreover in an open
economy, financial liberalisation may lead to overvaluation of the real exchangerate. This
would have a negative effect on the tradeable sector and reinforce the adverse effects of
liberalisation on aggregate demand.61

(2.7) Prerequisites and sequencingof financial liberalisation:
Despite the strong disagreement between the advocates and critics of financial
liberalisation, it emerges that they agree on the need to satisfy certain conditions before
undertaking any financial reform programme. The critics of financial liberalisation
emphasise the need to achieve "realistic exchange rates, balanced budgets and a

59See
BurkettandDutt (1991),pp. 137-144andGibsonandTsakalotos(1994),pp. 606-607.
60
Dutt (1991), p. 228.
61
Gibson and Tsakalotos (1994), op. cit., p. 607.
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favourable investment climate"62,which is not significantly different from the advocates'
conditions for a successful financial liberalisation that include "price stability, fiscal
discipline, and policy credibility "63"

Price stability should be the main target of monetary policy before liberalising the
financial market. High and volatile inflation rates destroy existing financial markets and
hinders the emergenceof potential ones.-Nevertheless, price stability cannot be achieved
through monetary control alone but it also requires fiscal discipline in a consistent
'
framework
macroeconomic
and a credible political environment.

Fiscal discipline should be accomplished before implementing financial liberalisation
measures. Revenues extracted from measures of financial repression, e.g. interest rate
ceilings and financial restriction, e.g. inflation tax, would be lost upon the removal or
reduction of these measures. Thus the tax system should be reformed to compensatefor
such losses. Public spending as well aught to be controlled to help achieve fiscal
discipline and strict budget balance which has now become more necessary than in the
past. The current need for tighter fiscal discipline is explained by less favourable
expectations on the part of domestic and foreign creditors of the LDCs' governments as
65
international
domestic
debt
a result of several
and
crises.

Macroeconomicstability goeshandin handwith prudentialregulationasprerequisitesfor
financial liberalisation.66McKinnon (1986) emphasisesthat "successfulliberalisationis

62Dornbusch
andReynoso(1989),p. 209; cited in Thornton(1991),p. 15.
63Fry

(1989),p. 26; cited in Thornton,op. cit., p. 15.

64
Fry (1995),p. 454-5.
65
McKinnon (1991), pp. 4-6.
66Villanueva

and Mirakhor (1990), p. 521-522 and Khan and Sundararajan(1991), p. 3.
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financial
Adequate
the
supervision of
not simply a question of removing all regulationsn67.
intermediaries is required under any type of financial system be it repressed or
liberalised. Financial intermediaries are subject to moral hazard and adverse selection.
Hence investors must undertake a variety of monitoring functions such as screening,
duplication
functions
However
their
these
and
and
expensive
are complex
auditing,.. etc.
by different agents is a form of waste. Therefore there is a need for a representativebody
to undertake the regulation and supervision functions. Moreover depositors of banks, i. e.
holders of banks' debts are often not able or have little incentive to undertake monitoring
functions. This, again, emphasisesthe need for a neutral and professional representative
68
implement
to
tasks
the
agency
of prudential regulation.

The need for prudential regulation however increases if the financial system is going to
be liberalised. Financial liberalisation implies greater freedom for individual bank
managersand credit officers in the allocation of loanable funds and the determination of
the cost of lending. The role of financial supervision is to detect the weak financial
intermediaries and identify fraudulent and unscrupulous credit officers early enough
before the start of the liberalisation process. Failure to do so in Chile, as an example,
resulted in the engagementof bank managers in perverse behaviour and the adoption of
Ponzi scheme69during the early years of its liberalisation programme.7°

It is worth noting that economictheory suggeststhat completeliberalisationis superior
than partial liberalisation, in terms of efficiency, if the economy is free from market
distortions.But given that real economiesare not free from variousdistortions,thus there
is a needfor liberalisation,as a secondbest approach,to be partial, insteadof full, and
67Quoted

in Fry (1995), p. 458.

68Dewatripont
andTirole (1994),pp. 29-33
69For

a discussion of Ponzi schemesee chapter (5) below.

70
ibid.
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it
in
distortions,
Even
the
than
might
gradualist rather
simultaneousor abrupt.
absenceof
be the case that there are some sectors in the economy that respond faster to reform
programmes than others, which add further support to the gradualist approach. Moreover
gradualism can be advocated with respect to income distribution issues, as this approach
would allow more time for the economic factors, which maybe negatively affected as a
result of structural adjustment in their particular sectors, to adapt to alternative uses in
the same sectors or in other ones."

Despite the fact that the literature on the issue of sequencing is still inconclusive72,there
is however a wide agreement, based mainly on Latin American experience, that the
domestic financial sector should be liberalised after the reform of the domestic real

sector.It is alsowidely acceptedthat controlson capitalmovementsshouldbe maintained
until the domesticfinancial sectorand the externaltrade sectorare liberalisedand until
the stabilisation programme is implemented."'

Figure (2.3)
Sequencingof EconomicLiberalisation

R4 Capital account
Macroeconomic
stability
Financial
liberalisation

Prudential
regulation

a

Trade
liberalisation

Domestic real
sector liberalisation
Sequences of liberalisation

71Greenaway
andMorrissey(1993),pp. 256-7.
72Williamson

73ibid.,

(1993), p. 25. For a survey of the literature
1-24.
(1992),
Edwards
liberalisation
pp.
the
of
see
economic
on
sequencing

Greenaway
andMorrissey,op. cit., p. 257, GibsonandTsakalotos(1994),p. 591, Hanson(1994),p. 337.
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in
in
liberalisation
be
last
shown
Thus the capital account should
the
the
sequencesas
figure (2.3). Several reasonshave been put forward in support of this recommendation:

It is argued that capital markets adjust in a faster pace than goods and labour

1.

liberalisation
to
the
hence
to
respond
need a shorter period
markets and
74

measures.

If the domestic financial sector is liberalised before the liberalisation of the real

2.

domestic sector then loanable funds will flow to the projects that only considered
75
distorted.
because
relative prices are
profitable

3.

If the liberalisation of the domestic financial sector is undertaken before
liberalising the trade sectorthis would result in allocatingcredit into tradeables
because
be
happen
trade
the
to
of
of
existence
profitable
may
sector which
barriers.

4.

76

If capital controls are removed before the full liberalisation of the domestic
financial sector then capital flight would be inevitable which was the case of

Argentina in the early 1980s."

Further to the previouspoint, capitalflows into an economythat lacksan efficient

5.

78
inefficiently
be
liberalised-financial
allocated.
systemmay,
and a

74Greenaway
and Morrissey, op. cit., p. 258.
75Gibson

and Tsakalotos, op. cit., p. 591.

76
ibid.
77Edward

(1990), p. 2.

78Williamson,

op. cit., p. 26.
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6.

If, the capital account is liberalised before the external trade sector then capital
inflows into the economy would result in an exchangerate appreciation. This, in
turn, would, undermine the competitiveness of tradeables goods and add more
difficulties to trade liberalisation attempts.79

7.

If the inflow of capital preceded fiscal discipline, normally included as an integral
part of stabilisation programmes, this would lead to further complication of the
budget deficit problem. 8°

However the suggestion outlined above for sequencing of liberalisation should not be
considered a panacea. The initial economic condition, political environment and
credibility of government have important contributions to sequencing decisions as well
as the extent of successor failure of the liberalisation programme.

(2.8) Empirical evidence:
A body of empirical studies has developed over the past two decadesto investigate the
main components of the transmission mechanisms in the M-S framework and assessthe
impact of liberalisation measureson the main macroeconomic variables. Thus empirical
evidence examines the effects of financial liberalisation on savings, quantity and quality
of investment, and economic growth.

2.8.1 The impact of financial liberalisation on saving:
The first key link in the M-S proposition is that financial liberalisation, through an
increase in the real rate of interest will increase savings. The issue of real interest effect
on savings in LDCs was studied well before the establishment of the theoretical

79Greenaway
and Morrissey, op. cit., p. 257-258.
90
Williamson, op. cit., p. 26.
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foundations of financial liberalisation. In a study by Williamson (1968) on the
determinants of personal savings in 6 Asian countries, the interest elasticity of savings
was negative in 5 countries. Moreover, with the exception of the case of Japan the
coefficients were not statistically significant in the regressions that used permanent and
transitory disposable income as independent variables. In a study by Gupta (1970),
personal saving in India had a positive interest elasticity which was significant at 1% level
"
income
independent
disposable
when per capita
was used as an
variable.

Encouraged by the M-S proposition that liberalisation has a positive effect on saving and
the inclusion of interest rate reform measuresin the stabilisation and structural adjustment
programmes, several empirical studies have recently been undertaken to test the effects
of the real interest rate on saving. Table (2.1) provides a summary of these studies,
highlighting their methods of analysis, main findings and implications. 82

81See
Balassa(1989), p. 6.
82The

design of the table is adapted from Arrieta (1988)
and Kitchen (1993).
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Table (2.1)
Summaries of the empirical studies on the impact of financial liberalisation on savings
Author(s)

Test

Method

Main findings

Implications
for financial
liberalisation

Fry (1978)

Impact of real interest rate
on national savings in 7

Estimates a national saving
equation by 2SLS using pooled

An increase in the real interest rate
by 10% would increase the national

Positive

Asian countries.

time seriesdatawith country

saving/GNPratio by 1.4% to 2.1 %.

support

dummy variables.

Giovannini
(1983)

Impactof real interestrate
on domesticsavingsin the 7
Asian countriesusedin Fry
(1978)but for different time
periods.

Estimatesa Keynesian-type
domesticsavingequation.

The coefficientfor real interestrate is
not significant.

Negative

Gupta
(1984)

Impactof real interestrates
on aggregateandprivate real
savingsfunctionsin 12 Asian

Estimatesprivate and
aggregatesavingsfunctionsby
OLS method.

The coefficientof real interestratesis
the aggregatesavingsfunction is
significantonly for 4 countries.In

Limited
support

the private savings equation the

countries.

interestrate coefficienthavea
significanteffect, in quantitative
terms in 4 countries.
Yusuf &
Peters
(1984)

Impact of real interestrate
on grossnationalsavingsin
Korea during 1965-81,

An aggregatesavingsfunction
is estimatedby OLS, and
serial correlationwas corrected
by GLS.

The coefficientof real interestrates
on depositsis positiveand
significant. A 10% increaseof real
interestrate increasesgrossnational
anddomesticsavingsby 11.6%and
5% respectively.

Positive
support

Giovannini
(1985)

Impactof the expectedreal
rate of intereston the growth
rate of consumptionin 18
LDCs

Estimatesconsumptiongrowth
rate as an increasingstochastic
functionin expectedreal
interestrate by using
instrumentalvariablesmethod.

The real interestrate coefficientis
positiveand significantfor 5 out of
18 countries.

Negative

de Melo &
Tybout
(1986)

Impact of real interestrate
on aggregatedomestic
savingsand domesticprivate
savingsin Uruguayduring
1962-83.

Estimateaggregatesavings
functionsimilar to Fry (1978)
and Giovannini(1983)and a
private savingsfunctionusing
annualdata.

Real interestrateshas a positivebut a

Very limited

weak relation with aggregatesavings
ratesand it has an insignificant
impacton domesticprivate savings.

support

Gupta
(1987)

Impactof real interestrates
on savingsin 22 Latin
Americanand Asian
countriesduring 1967-76.

Estimatesan aggregatereal
savingsfunction, by OLS and
2SLSusingpooledtime series
crosssectionaldata.

A positive& significantinterestrate
coefficient is found in the Asian
countrieswhile it is insignificantin
the Latin Americancase.The study
assertsthat poolingacrosscountiesis
inappropriate.

Little

Rittenberg
(1988)

Effect of positivereal
interestrateson savingsin
Turkey during (1961-1985).

Estimatesseveralnationaland
private savingsduring different
subperiods.

The impactof the changein real
interestratesis more effective on
savingswhendepositrate is raised
from substantiallynegativelevels and

Limited

support

support

less effective when the deposit rate

becomesincreasinglypositive.
Fry (1988)

Impactof real interestrate
on nationalsavingsin 14
Asian countriesover the
period 1963-83.

Estimatespooledtime series
nationalsavingsequationin a
life cycle model.

Real depositinterestrate exertsa
positiveand significanteffect on
nationalsavings.

Positive
support

Warman&
Thirlwall
(1994)

Impact of real interestrate
on financial, total andprivate
savingsin Mexico over the
period 1960-90.

Estimatethreedifferent
savingsfunctions(financial,
total andprivate) usingOIS
methodand annualdata.

The rate of interesthas a strong
effect on financial savingsbut its
effect on total andprivate savingsis
insignificant.

Negative

source: individual studies as shown under

eau ors .
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As shown in table (2.1), there is a mixed evidence regarding the effect of real interest
rate changeson saving, neverthelessthe sceptical findings are more significant than those
in favour. It has been emphasisedthat arguments which take as axiomatic that saving
respondspositively to interest rates have no theoretical basis.83Interest rate changesyield
income and substitution effects. The substitution effect causes deposit accounts holders
to increase their savings but the income effect implies that fewer savings need to be held
in order to maintain the same level of expected income.84The income and substitution
effects are very likely to offset each others and hence the net impact on saving is
ambiguous.85

The differencesin the findings of the empirical studiesreported in table (2.1) can be
attributedto two main problems,first the quality of dataandsecondmodelsspecification.
The dearthof reliable data is one of the main constraintsthat hinder empirical research
andunderminesits credibility. Whenit comesto the issueof savingsandits measurement
the problem becomesmore severe.86

Data on savings in LDCs is subject to considerable error. 87Such data is mainly. derived
from national accounts, as a residual, by calculating the difference between domestic
investment and foreign savings or by calculating the difference between national product
and consumption expenditure.88 Taking the difference between two terms that are
estimated with error would magnify the problems in each and hence the bad quality of

83
Deaton(1989),p. 87.
94
Deaton and Muellbauer (1988), pp. 101-102.
85
Dornbusch and Reynoso (1989), p. 205.
86Kotlikoff

(1989), p. 34 emphasisesthat even with the best data answeringsomesavingsquestions seemsquite difficult and the question
of what determines savings remains like a good jigsaw puzzle.
87Balassa
(1989), op. cit., p. 17
88ibid.,

and Arrieta (1988), pp. 592-3.
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savings data. Moreover there is a problem associatedwith the measurementof interest
rates used. Most studies use interest rates on financial savings which are not necessarily
relevant for the non-financial component of aggregate savings estimated in the studies.
Further in the calculation of real interest rates, most studies attempt to use estimates of
the expected rate of inflation which is not directly observed. Hence the statistical
significance of the real interest rate coefficient may be reduced in the estimation
89
process

Empirical work on savings can be divided into two classes. First, studies that investigate
the direct effect between real interest rates on savings and second, those studies which
are concerned with the relation between consumption growth rate and interest rate
following the Euler equation approach.9°As mentioned above, the theory suggestsnothing
for the first case and predicts a positive effect for the second.91However most of the
empirical studies reported in table (2.1) belong to the first class. Moreover constrained
by the problem of data in LDCs, several studies specify their models in reduced forms
in order to allow for testing, which casts further doubts on their findings. "

2.8.2 The effects of financial liberalisation on investment:

The secondkey link in the M-S framework, is the proposedpositive impact of financial
liberalisationon the quantity and the quality of investment.Regardingthe quantity of
investment,empirical studiestestedthe impact of financial liberalisation through two
channels.The first channelis to test the effect of real interestrate increases,through
domesticcredit availability on the volume of investment.The secondchannelis to test

89For

further discussion of the problems associatedwith the
quality of data see Balassa(1989), op. cit., pp. 17-20.

9OThe
Euler equation approach focuseson the relation between
consumption growth rate and the interest rate. See Deaton, op. cit., p.
88.
91

Which meansa negative reaction between
an increase in real interest rate and savings.

92
Kitchen (1993), p. 89 and Gibson and Tsakalotos (1994),
p. 596.
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McKinnon's complementarity hypothesis between money and capital discussedabove. As
far as the quality of investment is concerned, the few empirical studies available focus
by
investment
the
interest
the
measured
the
of
on
efficiency
changes
on
effect of real
incremental capital/output ratio (ICOR). Table (2.2) summarisesthe empirical studies on
financial liberalisation effect on the quality and quantity of investment.

Table (2.2)

Summariesof the empirical studieson

the impact of financial liberalisation on investment
Author(s)

Test

Method

Main findings

Implications
for financial
liberalisation

Fry (1978)

Relationshipbetweenmoney
andcapital in 10 Asian LDCs,
in order to test McKinnon's
complementarityhypothesis.

Estimatesa demandfor money
equationby 2SLS and country
dummyvariables.

Negativeand significant
coefficientbetweenmoneyand
savingsratio, i. e. moneyand
capital are not complementary.

Negative

Fry (1979)

Impactof real interestrate on
the quality of investmentin
Turkey during 1950-77.

Regresses
the incremental
capital/outputratio on real
depositinterestrate by OLS
method.

An increasein the real deposit
rate is associatedwith an
increasein the 10CR.

Positive

Impact of real interestrate on
investmentin 61 LDCs during

Estimates,separately,8
investmentequations,with and

The credit ratio is significantin
6 equationsout of 8, while the

Positive
support

1965 -1975 through the real

without country dummy

change of credit ratio, in

credit availability mechanism.

variables,by 2SLS.

logarithmicform, is significant
in 7 equations.

Gupta
(1984)

TestsMcKinnon's
complementarityhypothesisin
25 Asian and Latin American
countries.

A simultaneous
equationmodel
is estimatedby 2SLS.

Complementarityis not a widely
pervasivephenomenoninthe
samplecountries.

Very limited

Fry (1986)

Impact of the availability of
private sectordomesticcredit
on investmentin 14 Asian
countriesduring the period
1962-83.

Estimatesan investment
equation,usinga flexible
acceleratormodel, and including
the ratio of private sectorcredit
to GNP as an independent
variable.

The private sectordomestic
credit variableexertsa
significantand positiveinfluence
on the investmentrate.

Positive
support

de Melo &
Tybout
(1986)

Impact of real interestrateson
privatesinvestmentfor
Uruguayduring the period
1962-83.

Estimatefour separateequations
of private investmentwhich
includea regimedummy
variableand usingannualdata.

Real interestrate has a negative
and weak effect on private
investment.

Negative

Jansen
(1989)

Effect of real lendingrate on
private investmentin Thailand
during the period 1962-84.

Estimatethe ratio of private
investmentto GDP as a function
of real lendingrate, lagged
corporatesavingsand lagged
real growth rate of GDP.

The coefficientof the real
lendingrate is significantly
negative.

Negative

Gelb (1989)

Effect of real interestrate on
the efficiency of investment
for 34 countriesover the
period 1965-85.

Estimatesan 10CR (incremental
outputcapital ratio) functionby
OLS usingthe pooled-sample
dataof HansonandNeal (1987).

Real interestrate coefficienthas
a significantandpositive
coefficient, indicatinga
favourableeffect of
liberalisationon the quality of
investmentrather than its
quantity.

Positive
support

Fry (1980)

support

support
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Rittenberg
(1989)

Impact of real interest rate
policy on investment spending

Estimates three equations of
investment, using a switching

Private non-housing investment
is highly sensitive to interest

in Turkey over the period
1964-86.

model. In the first the real
depositrate is exogenousand in
In the
the secondis endogenous.

rate changes.In the
liberalisationperiod interest
rateswere too high to foster

third equation the real GNP and
exchange rate are also assumed
endogenous.

foster investment.

Demetriades
& Devereux

Effect of real interest rate on
investment in a panel of

Estimate an investment model in
financial repression conditions,

Domestic real interest rate has a
negligible and statistically

(1992)

aggregatedatafor 63 countries
over the period 1961-90.

in an economywith an official
marketand an unrestricted
marketwith higher ratesof
interest.

insignificantinfluenceon
investment.Moreoverinterest
rate ceilingsmay reducethe
overall cost of capital and lead
to higher rate of investment.

Impact of interestrate ceilings
on private fixed investmentin

Estimates3 flexible accelerator
investmentspecificationsby the

Greece over the 1960-1985.

Risesin private sectordomestic
credit lead, after a delay, to a

OLS method.

significant increase in private

Voridis
(1993)

Negative

Negative

Positive
support

fixed investment.Declinesin
real interestrate are associated
with reductions in investment.

The crucial role of the market
structureof the bankingindustry
is emphasised
Morriset
(1993)

Relationshipbetweenreal
interestratesandprivate
investmentin Argentina(196182).

Estimatesprivate investment
equationby 3SLSandusinga
modified versionof the flexible
acceleratormodel.

The increaseof real interest
ratesdoesnot necessarily
involve a positiveeffect on
private investment.

Negative

Warman&
Thirlwall
(1994)

Real rate of interesteffect on
grossfixed investmentin
Mexico 1960-90.

Estimatetwo grossfixed
investmentequations,usinga
switchingmodel in the first.

In the two equations,holding
the supplyof credit constant,
real investmentis negatively
affectedby the rate of interest.

Negative

, -.
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Table (2.2) showsthat while the positive effectsof financial liberalisationon the quantity
of investmentare not satisfactorilysupportedby econometricevidence,its impacton the
quality of investment is significant. It is worth noting, however, that these findings are

basedon the assumptionthat the quality of investmentis monotonicallyrelated to the
improvementsin the ICOR. Moreover there is a problem of omitted variables as the
reportedstudies,again becauseof data availability problems, often use a reducedform
of the models.Thus the policy implicationsderivedfrom suchstudiesshouldbe carefully
interpreted.

2.8.3 Effects of financial liberalisation
on economic growth:

The third key link in the M-S framework is betweenfinancial liberalisationand growth
via the savings-investmenteffects analysedabove. The early empirical studiestest the
relation between financial liberalisation and growth by regressing the latter on real interest

49
Recent
LDCs.
studies
for
of
a single country or a cross sectional sample
rate changes
to
by
resort
and
model
growth
endogenous
adopt a more sophisticatedapproach using an
larger datasetsthan the ones used in earlier studies. Table (2.3) provides a summary of
is
it
in
liberalisation
financial
shown that
which
and growth,
the main empirical studies on
is
financial
liberalisation
between
more
and economic growth
positive relationship
interest
indicators
financial
than
rates are used.
real
establishedwhen other

It is worth noting however that whether the causal relationship runs from financial

developmentto growth, the reverse,or both ways still in needfor further evidence.For
(1993),
Levine
King
in
the partial correlations
the
and
example
comprehensive study of
between growth and the indicators of financial development remain significant even after

controlling for core variablessuchas the level of GDP. This meansthat the correlations
financial
policy
is
the
that
to
market
there
affect
variables
are robust and
a need consider
but are not themselvesaffectedby growth.93

Table (2.3)
Summariesof the empirical studieson financial developmenteffects on economic
growth
Author(s)

Test

Method

Main findings

Implications
for financial
liberalisation

Fry (1978)

Impact of real interestrate
of depositson economic
growth in 7 Asian
countriesover the period
1961-72.

Estimatesa modelthat captures
the short run and long run effects
of real interestrate changeson
economicgrowth.

As a result of financial recession,
0.5 percentagepointsis forgone
for every I percentagepoint by
which real interestrate is set
below its equilibrium level.

Positive

Lanyi &
Saracoglu
(1983)

Effect of real interestrate
on the rate of growth of
real GDP IN 21 LDCs.

In the estimatedequation,a value
of I is given to countrieswith
positivereal interestrates,0 to
the oneswith modestlynegative
ratesand-1 to thosewith highly
negativereal interestrates.

The real interestrate coefficient is
positiveandsignificantbut they
describetheir resultsas tentative.

Tentative

Fry (1986)

Effect of real deposit
interestrate on real
economicgrowth in 12
Asian countriesover the
period 1961-82.

OLS estimatesof pooledtime
seriesdatawith countrydummy
variables.

The real depositrate coefficient is
positiveand significant.

Positive
support

93For

a further discussion of this issue see Pagano (1993), p. 620.

support

support
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Khatkhate

Impact of real interest

LDCs are classified into two

No difference with any statistical

(1988)

rateson the averagereal
GDP growth in 64 LDCs
during the period 1971-80.

groups;above-meanandbelowmeanreal interestrate. MannWhitney non parametrictest is

significanceis foundbetweenthe
2 groups,regardingthe impacton
the rate of real GDP growth.

Negative

used in the analysis.

Gregorio&

The relationshipbetween

Guidotti
(1993)

the degree of financial
development and long-run
economic growth.

The adoptsthe endogenous
growth approach and uses 2
different data sets. A sample of
98 countries and a panel data set
for 12 Latin American countries.

Positiveeffect of financial

Positive

development, proxied by private
credit ratio, and long run
economic growth. In the case of
Latin American countries the
effect is negative due the extreme

support

experiencewith liberalisation.
Roubini&
Sala-i-Martin
(1992)

The relation between
financial repressionand
long term growth for 98
countriesduring the 196085 period,

The estimationusesan
endogenousgrowth
modelin
which indicesof humancapital,
political stability, economic
distortionand financial repression
are includedas independent
variables.

Financialrepressionaffects
growth negatively.

Positive
support

King and
Levine
(1993)

The empirical link between
financial developmentand
economicgrowth for 57
countriesover the period
1960-89.

The studyadoptsendogenous
growth modeland includes
variousindicatorsof financial
development,indicesfor political
liberty and stability and regions
dummyvariablesas independent
variables,

Real economicgrowth is
positivelycorrelatedwith
indicatorsof financial
developmentsuchas the size of
formal sectorrelative to GDP,
percentageof credit to the private
sectorand importanceof banks
relative to the central bank.

Positive
support

Warman&
Thirlwall
(1994)

Effect of real interestrate
on real economicgrowth
in Mexico over the period
1960-90.

Estimatea growth equationby
OLS methodin which real
interestrates, growth of exports,
public savingsratio and foreign

The real interestrate coefficientis
negativeand insignificant.

Negative

savings ratio.

Source: Individual studies as shown under the author(s).

(2.9) Concluding remarks:

The main findings of the empiricalwork discussedaboveare summarisedby Fry (1993):
"The real interestrate has virtually no effect on the level of saving.. An
increase in the real interest rate towards its normal free-market
competitive equilibrium level .. is associatedwith higher growth
attributableto improvedtotal factorproductivity andincreasedincremental
output/capitalratios. Less financial repressionas measuredby a variety
of variables is associatedwith higher rates of economic growth. ""

The adverseeffectsof financialliberalisationin Latin Americancountriesandthe relative
95
in
few
Asian
liberalisation.
has
financial
success
countries compelleda re-assessment
of
Financial liberalisation as applied in several countries has not led to an improvement in

94
Fry (1993), op. cit., p. 33.
95See
Diaz-Alejandro (1985) on the Latin American experience and Cho and Khatkhate (1989) on the lessonsderived from financial
liberalisation in Asia.
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the market structure, its conduct or.performance and financial market continued to behave
in an oligopolistic manner.96

Even in Korea and Taiwan, two celebrated examples of successful liberalisation, Park
(1993) concludes his study by emphasising that it was difficult to identify any significant
changesin the behaviour of financial institutions and markets that may indicate a response
to the change in financial environment. Moreover there was not any discernible change
in the two countries regarding the relationships between the government and financial
institutions. 97

The cost of financial intermediation and interest rate spreads in some casesremained as
high as pre-liberalisation, and in other cases there have been evidence of deterioration.
Galbis (1993), using a sample of 28 LDCs which, identifies four main causes for high
real interest rates associated with the implementation of financial liberalisation
programmes. They include inflationary expectations, exchangerate risk, wrong monetary
and fiscal policy mix and malfunctioning of the financial sector.98

Moreover financial liberalisation in the case of southern cone countries has intensified
rather than corrected the problems associated with financial repression.99 In several
countries, in the absenceof macroeconomic stability and adequateprudential regulation,
financial repression was substituted for financial crisis. For example in Chile, premature
financial decontrol, bad banking practices and desperateborrowers, pushed interest rates
amid their liberalisation in the mid 1970s to very high levels. This form of "repressive

96Fry

(1993), pp. 36-7.

97
Park (1993), p. 146.
98See
Galbis (1993), pp. 25-48.
99
See for example Corbo, de Melo and Tybout (1986),
pp. 628-9 and Moretti (1992), pp. 33-8.
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liberalisation"10°undermined the profitability of projects which extended their borrowing
bad
increase
'0'
bankruptcies
in
Eventually,
business.
of
to stay
and massive
widespread
loans, including a significant size of consumption loans, signified a major financial crisis
in 1981-82 and necessitatedgovernment intervention which put the financial systemunder
tight control. 'o2

Three main issues can be derived from the experience of financial liberalisation over the
First,
from
the empirical
decades
the
two
above.
reviewed
studies
empirical
past
and
liberalisation
from
financial
to
transmission
the
that
of
evidence suggest
main channel
growth is the effect on the quality of investment rather than its quantity. Second, a
successful financial

liberalisation

policy

is

dependent on

maintaining

sound

macroeconomic policies, expedient fiscal practice and controlling the budget deficit.
Third, financial liberalisation does not imply removing all regulations. There is a
consensus among different financial development schools that adequate prudential
regulation is one of the main prerequisites for a successful financial liberalisation.

Accordingly, in this study we find that it is essential to distinguish between government
intervention, e.g. by regulatory methods, in response to market failures of the financial
system, and intervention that causesdistortions and inefficiencies in the financial market
through repressive measures.

100
This is the descriptiongiven for the Chileanreformexperienceby Araya-Gomez
(1990).
101
See McKinnon (1991), pp. 38-41 and Roe (1993), p. 9.
102
See Edwards and Edwards (1991), pp. 53-56.

53

Chapter (3)
Structure, Regulation and Performance of
the Egyptian Banking System
"Commercial activity on the part of the ruler is
harmful to his subjects and ruinous to the tax
revenue".
Ibn Khaldun (1332-1406)

(3.1) Introduction:
In this chapter we analyse the development of the banking system since its early stages
in the mid 19th century. We divide such development to three main phases. The first
starts in 1856 with the establishment of the first bank in Egypt and ends in 1952 with the
outbreak of the revolution which also marks the beginning of the second phase. In our
analysis of this phase we attempt to provide an account of the key developments in the
banking system. This review is essential for three reasons. First to understand the
distinctive characteristics of the banking system in Egypt that shapedits structure and role
before the 1952 revolution and after. Second most of the operating banks in the
subsequentperiods, including the central bank, were establishedduring this phase which
requires some discussion of their historical background. Third, many of the measures
taken concerning banking activities in the 1950s and 1960s were, to a great extent,
reactions to policies and practices adopted during this phase.

The secondphase1952-74was a period of heavy governmentinterventionin economic
activity andwitnessedthe Egyptianisationandthenthe nationalisationof banks.The third
phase,which we considerto be a period of partial liberalisation for the reasonsgiven
below, starts in 1974 with the adoptionof open door policy and ends in 1991 with the
startof the applicationof a financialreform programmesupportedby the World Bankand
the IMF.
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Moreover, based on a series of interviews undertaken by the author in 1992 and 1993
with bank officials and experts in the Egyptian financial sector, we discuss the main
difficulties that have faced the development of the banking system. Then we analyse the
state of prudential regulation and bank supervision, as one of the prerequisites for a
successfulfinancial liberalisation policy. Finally the performance of banks is analysedby
considering main indicators of bank efficiency compared with those of other countries.

This chapter is mainly concerned with the measuresthat affected directly the structure of
the banking system and its regulation. Moreover the chapter combines an overview of the
historical evolution of the banking system with some assessment of its present
performance. Other measures with indirect impact on the structure and operations of
banks grouped under financial repression, e.g. interest rate policy, reserve requirements,
credit control.. etc, are analysed in chapter (6).

(3.2) The first phase: 1856-1952
3.2.1 The establishmentof foreign commercialbanks:
Commercial banks were ýthe first financial institutions to appear in the process 'of
economic development in Egypt. Their establishment in the second half of the 19th
century were closely associated with the needs of the extensive cultivation of cotton.
Although cotton started to have an important role in the Egyptian agricultural sector from
the beginning of the 19th century', it did not receive a considerable attention until the
time of the American Civil War (1861-1865). American exports of cotton fell during this
war, giving an immense motivation to cultivate it in Egypt. Cotton production doubled
and its price increased four times during the 1860s. Cotton became the prime Egyptian
product and the main source of exports revenue for the following decades,until oil started
to take over its position in the 1970s.

1

Cotton was introduced by Mohammed Ali the Ruler Egypt (1805-1848). For
of
an overview of this period seeOwen (1981), pp. 64-82
and Vatikiotis (1991), pp. 49-69.
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Further the Suez Canal was opened in 1869 as an important waterway linking the east
with the west and emphasised the potential importance of Egypt in international trade.
The Egyptian trade was expanding, mainly due to the increase of cotton production.
Foreign trade figures for the 19th century may not be accurate, but they can at least give
a rough indication of the trend of foreign trade. The average export value was
approximately £E 2.6 million per annum during the 1850s. In the subsequentdecade,
exports rose by an average of 23.5 % per annum to reach £E 8.85 million in 18702.

The chronic shortage of capital was hindering further growth in the Egyptian economy
and its trade. Agricultural borrowers were relying on village money lenders. Foreign
trade was receiving insufficient funding from a few finance houses similar in their
operation to the old merchant bankers of the City of London. There was a manifest need
for an organised formal financial system. Developing such a system was hindered for
several reasons. Among them was the inability of banks to introsuce financial services
that do not break the Islamic ban on usury; high financial instability during this period;
the modest per capita income, and hence lack of savings; and the limited experience in
credit dealings. As shown below, these very reasons, after more than 100 years, still
impede the development of the Egyptian financial system. However an attempt was
undertaken to establish a government-owned commercial bank in 1830 with a capital of
£300,000. This attempt failed, simply becausethe government could not raise the capital
required.

The dearthof financein Egypt receivedthe attentionof foreign financierswho found in
the country an attractiveoutlet for their capital. Foreign capital startedto flow towards
the country in the form of loans to the government.In 1862Egypt had its first foreign
loan in its modernhistory. The loan was for LE 3,292,800million at 7% andredeemable

2

See NBE (1948), pp. 8-9.
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in 30 years;. Borrowing abroad continued by successivegovernments in order to finance
the repayment of old debts and fund its projects.

Foreign debt accumulated and the country was saddled by a debt burden which it could
not manage. Foreign control was imposed on Egypt to managethe repayment of the debt.
Thus the Caissede la Dette Publique, was created in 1876 as an exchequer office for the
government and was entirely controlled by a commission of foreign creditors. Its
objectives were mainly to collect public revenue, service the public debt and engage, at
the same time, in commercial transactions.

Foreign financier's response to the growing need for capital in Egypt took also the form
of establishing local financial institutions. Thus modern foreign-owned commercial banks
were founded to fund the cultivation of crops, mainly cotton, and *financeforeign trade.
Some of thesebanks were branches of European banks and a few of them were registered
in Egypt. The first of these banks was the Bank of Egypt which was established in 1856
with a head office in London, a main office in Alexandria and a branch in Cairo. There
is no agreement between the sources on the size of the capital of this Bank. However it
is variously reported to be between £500,000
-£1,000,000 and the paid-up capital was
£250,0004. Its claimed aim was to encourage trade between Egypt and Britain. The bank
was also involved extensively in the purchase of Treasury Bonds which were issued by
the government to finance its current spending.

Many foreign bankswere establishedin the following years.Their main activity was the
purchaseof Treasury Bondsand meetingthe increasingcredit demandsof the khedive.
However the debt crisis of the 1870s,the associatedestablishmentof the Caissede la

3
4

ibid., p. 10.
See NBE, op. cit., p. 13.
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Dette and, then, the putting of Egyptian finance under strict foreign control in 1879,
Thus
it
for
banks,
difficult
to
the
many 'of
continue.
new ones,
several
especially
made
these banks were short lived and were liquidated, the remaining ones limited their
activities to small scale operations'. Table (1) below gives an account of the main banks
established during the 19th century and before 1952.

5

See Shafi'i (1985), pp. 183-185 and NBE (1948),
op. cit., p. 13.
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Table (3.1)
Main Banks Established in Egypt before 1952
Date

Nameof Bank

Ownership

Main activities

Comments

1856

The Bank of Egypt

British

Commercial

Specialisedin financingforeign trade and
treasury bonds dealings. Closed down in

1911.
1863

Imperial Ottoman Bank

Turkish and Anglo-

Agriculture

French
1864

Anglo-Egyptian Bank

British-French

Foreign trade

Amalgamated with other banks in 1925 to

becomeBarclaysBank(D., C. andOverseas)
1869

Comptoir National
d'EscomptedeParis

French

Commercial

Closeddown in 1873,reopenedin 1905.

1874

Credit Lyonnais

French

Commercial

Was bankersfor the Caissede la Dette until
its abolitionin 1940.

1880

Bancodi Roma

Italian

Commercial

Becamean Egyptiancompanyin 1922,
in 1940becauseof the War,
sequestrated
reopenedin 1948.

1880

Credit Foncier Egyptien

French

Land mortgage

1887

Cassadi Scontoe di
Risparimo

Italian

Generalcommercial

1889

NationalBank of Egypt

British

Centralbankactivities&
generalcommercial

1902

The Agricultural Bank of

British & Egyptian

Agriculture

Closeddown in 1907.

Closeddown in 1936.

Egypt

1906

NationalBank of Greece

Greek

Commercial

1907

The Ionian Bank

Greek

Commercial

1911

BanqueBeigepour
l'Etranger

Belgian

Commercial

1920

Bank Misr

Egyptian

Universalwith emphasis
on industry

1920

CommercialBank of
Egypt

Foreign

Commercial

1920

Banquede commerce

Foreign

Commercial

1924

BancaCommerciale
Italiana

Italian

Commercial

1925

BarclaysBank

British and Foreign

Commercial

1931

Credit Agricole d'Egypte

Egyptian& Foreign

Agricultural

1947

IndustrialBank

Egyptian& Foreign

Industrial

1948

Agricultural and
CooperativeCredit

Egyptian,foreign &
cooperativesocieties

Agricultural

Ocu«, c. wuwpucu

LWIII l"DE

ýtywa).

Sequestrated
in 1940becauseof the War &
reopenedin 1948.

Becamethe Agricultural & Cooperative
Credit Bank in 1948.
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Towards the end of the 19th century, it was realised that the Caisse de la Dette, would
disappear at some stage, after solving the debt problem6. On the other hand the financial
developmentof the country was paralysed as there were few operating foreign banks and
Bank
State
institution
it
felt
"an
Bank
Issue.
Thus
the
would
that
of
a
of
nature
was
no
of
be necessaryto carry on the Treasury business of the Government and the work done,..,
by the Caisse in respect of the Public Debt"". Hence the National Bank of Egypt
(henceforth NBE) was established in 1898 as a commercial bank with a capital of £1
bank
in
However
Cairo.
bank
based
the
head
the
was
the
was
million, and
office of
owned and managed by British citizens and maintained close ties with England through
be
This
Committee.
known
London
to
of
the
was
supposed
committee
what was
as
consultative nature but it had a say on transactions exceeding £100,000 and other
important decisions.

According to the Khedival decree' the NBE was granted, exclusively, the privilege of
issuing banknotes, which were introduced for the first time in the Egyptian monetary
system. It is worth noting that before 1885 there was no uniform currency. The monetary
system was based on gold and silver as a standard of value and medium of circulation,
and several Turkish and European currencies were in circulation. In 1885, in accordance
with the demands of the Caisse, a reform law was passed defining the currency unit in
terms of gold only, allowing the British sovereign to be the chief instrument of circulation
and preventing dealings in any other foreign currency'. The NBE participated as well

6

As a matter of fact the NBE did not take over the responsibility of the Caissede la Dette until 1940 when the government reachedan
agreementwith the French and the British government regarding the abolishing of the latter. NBE (1948), op. cit., p. 69.

7
8

Quoted in NBE (1948), p. 16.
Decree of 25th June 1898.

9Due

to the fact that the public was not accustomedto paper money, the circulation of banknotes issued by the NBE was quite slow in
the beginning as just 25 % of the issued notes went into circulation in 1899 which was the first year of issuance.Circulation gradually
increasedwith growing familiarity of the public with the notes. However banknotesdid not become legal tender until the outbreak of the
First World War when the government found it necessaryto "strengthen the financial situation of the country, by defending public credit
againstillegal speculation and unjustified panics..[thus] all paymentseffected by meansof banknotes, for whatever reasonsand value, will
be effective dischargeas if they havebeen made in gold". (Khedival decree the 2nd of August 1914, quoted in NBE (1948)). For further
of
discussion of the development of the Egyptian monetary system during this period, see Shafi'i, (1985), pp. 175-207.

60
big
finance
for
foreign
banks
to
term
cotton
the
commercial
provide short
with
rest of
cultivators.

The operating banks benefited from the cotton-related boom of the 1902-1907 period. The
in
due
increased
by
52%
during
to
these
a
sudden
rise
value of exported cotton
six years
the international market. This favourable shock was accompanied by political stability
which stemmed from the Anglo-French agreement of 1904. Consequently the economy
observed unprecedented inflows of capital mainly in the form of mortgages secured by
agricultural and urban land. To sum up, this period started with excessive speculation in
land, shares and cotton and ended with an inevitable crash". Further discussion of the
developmentsduring this period is provided in the following section.

Many banks faced bankruptcy and closure in 1907 including the Cassadi Sconto. Others
were left very vulnerable to any further shocks in the future. Thus the Bank of Egypt was
forced into liquidation in 1911 when it faced further problems. It could not call in
mortgages on land to pay short term bills borrowed from London. This was a result of
the bank's unsound practice of short term borrowing and investing in long term loans
secured on agricultural and urban properties".

As shown in table (1) more commercial foreign banks were established in the following
years. Many of these banks focused in serving some foreign communities like the Greek
banks. However two aspects were shared by foreign banks.

First geographic

concentration, as these banks were located in the capital and main ports. Second they
either financed large cotton cultivators or foreign trade.

10
11

For further analysis of this period, see the following chapter.
See NBE (1948), p. 34.
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Effectively the country was still deprived of a banking system which would contribute to
its broader development. Financing crops other than cotton was neglected. Advancing
loans to small cultivators was considered either risky or technically difficult. Funding
industrial projects was not compatible with the policy of short term financing adopted by
foreign banks. Attempts to change this passive role of the operating banks were
inspired
initiatives
intervention
form
the
and private
of government
undertaken and took
by the independencemovement. These attempts, which marked the main developments
of the banking system until 1952, are discussedbelow under their two main objectives,
viz. extending agricultural credit and funding industrial projects.

3.2.2 Agricultural Credit:
Owing to the lack of acceptablecollateral and high administrative costs, foreign banks
generally abstained from lending to small cultivators who continued to borrow from
private money lenders, usually brokers and merchants acquaintedwith local farmers. Due
to the nature of informal transactions, it is not known exactly how high the interest rates
charged were.

The literature usually describes informal borrowing as being at high exploitive interest
rates and at unfavourable terms, which necessitatesintervention. We argue that there are
two reasons that justify this argument in Egypt. First money lenders used to enjoy
monopolistic positions in their respective villages, with the exception of some competition
of cotton exporters, who used to advance credit to large cultivators, and the Sugar,
Company in the south which financed the growers of sugar cane in upper Egypt. The rest
of the credit market was left to money lenders. Second, many of these money lenders
were actually working as intermediaries between the foreign banks and their clients in
it
Further
interest
bank
rural areas, which means that they added a margin on the
rates.
is reported that such money lenders were charged higher interest rates than other bank
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clients, e.g. cotton exporters. In a typical year they were charged 5-6.5 per cent while
r

12
4.5
cotton exporters were charged only
per cent.

The Agricultural Bank of Egypt was established in 1902, by the collaboration of the
government and the NBE. The establishment of the Agricultural Bank was based on an
earlier successful experience when the government stepped in, during the 1890s, to
provide peasantswith loans at relatively low interest rates. The Agricultural Bank and the
NBE maintained close links. Approximately one third of the capital of £1.25 million of
the Agricultural Bank was subscribed by the NBE. The governor of the latter was also
the president of the former's board.

The Agricultural Bank's objectivewas to assistsmall cultivators, defined then as those
who own 5 feddansof land or less. The bank progressedsteadily in due course. Its
capital increased three times in 10 years and its working capital was soon fully employed'.

After the crisis of 1907 and the accompanyinginstability in the land market, the
governmentintervenedto protect small cultivatorsand enactedin 1911the 'Five Feddan
Law' that forbade the foreclosuresof the owners of five feddanof land or less. Such
immunity from seizure for debts did protect small landowners but, at the same time, it
had a negative impact on their financing arrangements. They could not obtain credit from
the Agricultural Bank as they were unable to provide the required collateral. Small
cultivators and landowners again had to rely on local money lenders." Moreover, the
Agricultural Bank, as a result of the Five Feddan Law, lost 85% of its business. The
bank struggled during the subsequentyears with a continuing decline of its activities as

12
SeeIssawl(1963),p. 260, footnote1.
13

See Hansen (1991), p. 52.
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the total amount of loans fell from £E 7 million in 1911/12 to as low as £E 0.5 million
in 1931/32. This led eventually to the liquidation of the bank in 1936"

The predominance of small scale farming and the evident requirement for relatively cheap
short term credit more than any other form, emphasised,again, the need for a financial
institution which caters for small cultivators as well as agricultural cooperative societies.
Thus the Credit Agricole d'Egypte was establishedin 1931 with a capital of LE 1 million,
of which the government subscribed one half and the other principal banks the other. The
bank was exempted from the Five FeddansLaw and utilised the services of tax collectors
to recover loans which enabled the bank to reduce costs and ensure repayment. Interest
15
%.
1%
2.5
between
The bank was able to
rates charged were quite modest ranging
and
a
interest
low
thanks
to
charge such
special appropriation of LE 9 million provided
rates
by the government at a low rate of 1%.

The credit granted by the bank was predominantly for short term. While total credit was
steadily increasing, from LE 16.4 million in 1953, LE 17.4 in 1954 to 19.6 in 1955,
medium term and long term credit did not exceed in any year LE 0.5 million16. Long term
loans (3-10 years) were mainly for agricultural machinery and land improvement

Nonetheless, the bank developed rapidly, and by 1940 it had over 100 branches and 500
barns distributed all over the country. It extended its activities to supply fertilizers and
collect grain and increased its advancesto cooperatives from 5% in 1933 to 29 % in 1940.
In 1948 the capital of the bank increasedby £E 0.5 million, half of which was subscribed
by the government and the rest by rural and consumer cooperatives. The bank's name

14
NBE (1948),op. cit., pp. 26-27.
15
16

See Issawi (1963), p. 260-261.
See All (1958), p. 65.
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3.2.3 Industrial Credit: The case of Bank Misr
As shown in table (1) above, until 1920 several foreign banks were operating in Egypt
in addition to the NBE which was legally considered an Egyptian bank, despite the fact
that it was founded with British capital. The conditions of the First World War and the
outbreak of the Egyptian revolution in 1919 inspired a campaign to establish a pure
Egyptian bank as a necessaryelement of economic independence."

Further it was realised that the operating banks with their concentration on short term
financing for cotton and foreign trade did not cater for the growing needs for long term
industrial credit. Hence Bank Misr was founded in 1920 with an initial capital of £E 80
thousand raised to £E 1 million under a precise condition that only Egyptians could be
shareholders and members of the board of directors. The capital of the bank was
subscribed by 126 shareholders; mainly large landowners and big merchants who
benefited from the economic boom which followed the World War 1.19

In ten years the volume of depositsincreasedfrom £E 200 thousandto LE 7 million in
1930 to an impressivetotal of £E 54 million in 1947 reflecting the confidenceof the

17
Issawi, op. cit. p. 262.

18
Theideaof establishingapureEgyptianbankdatesbackto theperiodfollowingthecrisisof 1907andwasdiscussed
in theParliament

in 1911 which passeda recommendation of establishing such a bank but without success.It was Talat Harb Pasha, a leading economic
figure who adopted the idea and started a campaign in 1919 to
in
inaugurate
first
Egyptian
bank
the
officially
which
was
pure
establish
May 1920. (seeDeeb (1976), p. 70, and for a discussion
of the main political developmentsof this period and its economic implications
seeTignor (1976) and Davis (1983).
19

Davis (1983), op. cit., pp. 108-109 and Deeb (1976),
pp. 70-71.
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It is worth noticing that the Bank received support from the government which took the
form of annexing Post Office Savings accounts to it in 1927. By this move the
contribution of small deposits in financing the activities of the bank increasedremarkably
till it reached a peak of approximately 75 % of total deposits in 1939.

Bank Misr was influenced by the German banking system and its role in the rapid
expansion of German industry and trade after 1880. The concept of a Grossbank or a
universal bank inspired the founders of Bank Misr to apply this idea in Egypt21.However
we can distinguish between two main methods adopted by Bank Misr in supporting
domestic industry.

0

First, it was able to take direct participation in the ownership of companies.
Through its affiliated companies of Misr Group, the bank played an impressive
role in the early industrialisation of the country. The number of these companies
reached 27 in 1940 ranging from dairy products, fisheries to spinning and
weaving, insurance to airlines covering the Middle East region. The aggregate
paid-up capital of the affiliated companies was £E 20 million. 22

"

Second,it was able to provide loansand advances.In addition to participationin
their capital, Bank Misr advancedcredit to someof its affiliated companies.For
examplein 1936, sevenMisr companiesreceivedLE 1.5 million. Further, the
bank borrowed from the governmentfrom 1932to 1939an aggregateamountof
LE 1.1 million mainly to financeits affiliated companies.
23

20ibid.,
21ibid.,

p. 145.
p. 97.

221ssawi
(1963), p. 274.
23ibid.,

265.
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However, the massive spread of Bank Misr's activities involved high risks and the bank
started to face difficulties in the late 1930s. One of Bank Misr affiliated companies was
the Societe Fonciere d'Egypte which was taken over by the bank in 1927. This financial
company, following an agreement with the government in 1930, took over the debts of
landlords who were faced with foreclosure as a result of their inability to pay mortgages
secured on their lands. Due to the continuing drop in cotton prices, outstanding loans
were not paid to the Societe Fonciere and Bank Misr, as a holding company, was held
responsible.

Moreover, due to the bank's continued practice of short term borrowing and long term
lending," the bank suddenly found itself facing a run by numerous depositors of the Post
Office Savings accounts and other small depositors when the hostilities of World War II
started in 1939. The problem was severeas small deposit accountscomprised 75 % of the
Bank's total deposits of LE 12.7 million. However the government, under public
pressure, intervened to alleviate the bank's difficulties by guaranteeing its deposits and
ordering the NBE to provide Bank Misr with the required liquidity. 25

The new managementof the bank which took over after the crisis of 1939, for political
reasons,was not keen to continue the support of the bank that was competingwith
foreign capital within the Egyptian economy.It was concernedmainly with extracting
profit from the bank and its affiliated companies.The distinctive role of Bank Misr
startedto vanish and the bank effectively lost its raison d'etre.26

24
Issawi(1963),p. 265.
u

It worth noting that the NBE was reluctant at the beginning to
assistBank Misr as there was political conflict between the management
of the two banks. The government under public pressureagreedto help Bank Misr out from this crisis with a condition that Harb Pasha,
the founder of the Bank, should resign from his position as a managing director. See Shafi'i (1985), op. cit., p. 315 and Davis (1983),
op. cit 166-169.
26See
Deeb (1976), p. 79.
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However, after the end of the Second World War the need for industrial credit to small
and medium size enterprises was again recognised, especially when Bank Misr ended up
acting like the rest of commercial banks. Thus in 1947 the Industrial Bank was
established with 51% of its capital owned by the government, 30% subscribed by the
operating banks and 20% were in form of shares held by the public. The government
guaranteeda minimum of 3.5 % of the nominal values of the shares as profits. The aim
of the bank was to widen the industrial base by establishing small enterprises or advance
credit to them. Until early 1950s the bank was not able to fulfil its objectives. It advanced
credit to relatively big projects which were able, anyhow, to obtain credit from
commercial banks and was reluctant to advancecredit to newly establishedsmall projects
becauseof high risk associatedwith their activities. 27

3.2.4 The origins of central banking in Egypt:
As noted previously the NBE, since its establishment in 1898, acted as the bank of the
government, a private note-issuing bank, and financial adviser to the government. But the
NBE was not fuiictioning as a bankers' bank, last resort lender or controller of credit
supply through discount rates and open market operations28.

The powersof the NBE as a centralbank were not fully or legally defined.Becausethere
was no law governing its central banking functions, most of the problemswere solved
through the so-called'Gentlemen'sAgreements'with the managements
of the operating
banks.29

27Doghaim
(1989),pp. 135-137.
28
29

SeeIssawi(1963),op. cit., p.266.

An example of these Gentlemen's agreements
was the one reachedwith the clearing housesin Cairo and Alexandria in 1943 which
resulted in keeping 15% in cashor depositswith the NBE as a temporary arrangementduring the war period. Hansenand Marzouk (1965),
p. 215.
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Part of Central Bank work was undertaken as well by the Conferencedes Banques. This
association was created in Alexandria in' 1937 by an initiative of Credit Lyonnais3° to
render several objects, among them:
"

Establishing and maintaining regular relations between the member banks.

"

Making the rules of the profession as uniform as possible.

"

Studying as a group the laws, decrees and regulations relating to the profession.

"

Exchanging information regarding the solvency and 'morality' of clients and

31
traders.
Moreover the Conferencedes Banques,in which the NBE was just an observer, was
responsible for determining tariffs charged for banking services.

The need for a fully-fledged central bank with clearly defined functions was reflected in
a draft law prepared for issuance in 1940 giving the NBE officially the status of the
Central Bank of the state and empowering it with more functions. 32 However, the
developmentsof the SecondWorld War and the occupation of the government with wartime problems postponed the issuanceof the law.

Furtherproblemsarosewhenpost war difficulties of Britain raisedsomequestionsabout
the issue of linking the Egyptian pound with the sterling. After the war Britain was
indebtedto Egypt to a total of £430 million33.Thesesterling balanceswere a pressing
issueas they could not be convertedinto goods. Convertingdebt to goodsand financial
serviceswas the solution for the £100-£150million accumulatedfor Egypt after the First
30

There were 16 founder banks of the associationsomeof them disappearedbecauseof sequestrationduring World War II and the banks
were: the Ottoman Bank, Comptoir National, d'Escompte de Paris, Credit Lyonnais, Banco Italo Egiziano, National Bank of Greece,Bank
of Athens, Ionian Bank, Banque Beige pour l'Etranger, Bank Misr, Commercial Bank of Egypt, Commercial Bank of Near East Ltd.,
Banca Commerciale Italiana, Barclays Bank, Dresdner Bank, Turkiye Is Bankasi
and Yokohama Specie Bank.

31
32
33

NBE (1948),op. cit., pp. 102-103
Draft of the Royaldecreeof June1940.

This debt was accumulated during the
war as a result of the continuing increase in the difference between British troops spending,
financed by the Egyptian government, than British
exports to Egypt.
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World War. Applying the same solution was not possible becauseof the magnitude of the
balancesof Egypt and other members of the Sterling Area on one hand, and the economic
difficulties of Britain in the 1940s on the other.

The sterling balancesrepresentedEgypt's main monetary reserves that would protect the
economy from adverse trade shocks. Further the NBE held 30.5 %34of these balancesas
a cover for the local note issue. Thus the attempts to scale down the debt, as proposed
by the British government, were strongly refused becauseof fear of severe repercussions
on the monetary stability and the economy. In an attempt to solve the problem several
agreementswere reached-but not applied. However, Britain blocked most of the sterling
balancesand suspendedthe convertibility of sterling. Confidence in sterling was shaken
and provoked the Egyptian calls for leaving the Sterling Area. This eventually took place
in 1947.35

Thus the need for a fully-fledged central bank-with adequatemonetary instruments
emergedto takecontrol of the new monetarysystemandto dealwith inflation which was
causedby the war and the problemof the sterlingbalances.Thesedevelopmentsled first
to the promulgationof Law no 119 of 1948which authorisedthe issuanceof Treasury
bills of up to £E 50 million. TheseT bills were managedby the NBE and used for
coveringbanknotesand the financingof cotton. Second,in 1951Law no. 57 was passed
to grant the NBE legal status as a central bank authorisedto regulate the volume of
credit, maintainmonetarystability and supervisethe bankingunits in the economy.

34

The distribution £430 million of sterling balances
owed to Egypt was as follows: 30.5% for the note issuancedepartment of the NBE;
48.8% for the department of banking operations the NBE; 10% for
of
other banks; 10.7% for individuals and non financial institutions,
see Shafi'i (1985), table (4) p. 205.
35

For an analysis of the Egyptian monetary
system in the aftermath of World War II and the problem of sterling balances, see Shafi'i
(1985), op. cit., pp. 189-227 and NBE (1948).
op. cit. pp. 95-119.
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As a result the NBE, which was increasingly Egyptianised since 1940 in terms of
managementand capital, remained a private commercial bank. However under the new
law the NBE was prevented from undertaking small commercial operations and from
making advanceswith the depositedfunds with it that belong to other commercial banks36.

The main instruments used by the bank for controlling the credit market in those early
days setting of reserve ratios of the commercial banks along with the direct undertaking
37
However the determination of deposit interest rates until
business.
of some commercial
1957 was left to the Conferencedes Banques38.

(3.3) The second phase 1952-1974:
3.3.1 Egyptianisation:
During the early years after the 1952 revolution the new government, under General
Muhammad Naguib, was trying to assure foreign investment about the stability of the
economy. Thus the banking system did not observe any unusual changes regarding its
39
institutions.
its
Nevertheless the Suez Crisis of
the
structure, activities or
ownership of
1956 led to the subsequentradical measuresof Egyptianisation by the government, under
Nasser, in 1957.

We have shown abovethat there were someEgyptianisationattemptsin the past, even
before the 1952revolution. The most importantof thesewere the establishmentof Bank
Misr in 1920and the Egyptianisationof the managementand capital of the NBE during

36

See Issawi (1963), op. cit, pp. 266-267 and Ali (1958), op. cit., p. 69.

37See
Hansen and Marzouk (1965), op. cit, p. 215.

38

All (1958),op. cit., pp. 62-62reportsthat in 1955theEgyptianBankersAssociationreducedinterestrateson noticedepositsfrom
2-2.5 percentto 1 percentandon time depositsfrom 3.75-4
percentto 2.5 percent.
39

For an analysis of economic and institutional
changesduring this period see Mabro (1974), chapter (6).
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the 1940s.4°However the measuresof Egyptianisation, establishedby Law 22/1957, were
far more substantial than any thing that went before. The law stipulated that all operating
British and French banks should be sequestrated.The rest of the operating banks had to
take the form of joint stock companies, within five years. The paid-up capital of operating
banks should not be less than £E 500 thousand, in the form of shares owned by
Egyptians.

Small banks which could not fulfil the capital requirements under the new law, either
joined one of the Egyptian banks or closed down. As a result of these measures the
number of banks decreasedfrom 35 in 1957 to 27 in 1958.4'

3.3.2 Enhancing the Central Bank's authority:
Further the government felt that it had to assumemore control over the credit market, so
the NBE as a Central Bank was granted more power by the Law No. 163 of 1957.
Determining interest and discount rates now became the right of the NBE42. We
setting
interest rates was left previously to the League of Egyptian
mentioned above that
Banks, which succeededthe Conference des Banques in 1953. The bank's supervisory
authority was confirmed, as registration of banks, the opening of new branches and
mergers were all put under its charge. The NBE was entitled as well to use reserve and
liquidity ratios to control the credit market.

40
On the 16th of July 1939 the Minister of Finance, sent an explanatory note included the following: '.. The government hopes to seethe
day when the majority of the share holders [of the NBE] will be Egyptians and trusts that this will come in the not too distant future... It
would have been possible for the government to Egyptianise the capital of the bank by buying all or part of its shares.But it is evident
We have
that such an operation is beyond our financial resources...With regard to the Egyptianisation of the bank in other directions,
...,
stipulated that the recruitment of the bank staff will be limited to Egyptians, except in special case...We have made likewise that the Board
should have a majority of membersof Egyptian nationality Foreign directors shall be replaced by Egyptians whenever a seatbecomes
...
vacant-Finally We have provided that the Presidentof the Board shall be an Egyptian. " Seethe translation of this explanatory note in NBE
(1948), op. cit., pp. 85-88.

41
42

SeeNBE (1974),pp. 10-15& p. 19 andIssawi(1963),op. cit., pp. 249-251.
Issawi, (1963), p. cit., p 268.
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It was recognised that some of the functions of the League of Egyptian banks conflicted
with those of the NBE as a Central Bank. Hence the law tried to organise the structure
and role of the former. First it made its membership limited to commercial banks only.
Second, it put a condition that all the decisions of the league should be authorised by the
NBE. Consequently the role of the new League of Commercial Banks in the operations
of the banking system and monetary policy became a trivial one. It was left mainly with
the role of undertaking banking studies through its technical committee."'

3.3.3 Nationalisation:
Under Law 40 of 1960 both the NBE and Bank Misr were nationalised by converting
their sharesto government bonds44whichcould be redeemedafter a minimum of 12 years.
While the nationalisation of the NBE was justified by the fact that it was the State Central
Bank, the nationalisation of Bank Misr was mainly becauseof the government's anxiety
to obtain control over its affiliated companies. However, one year later, all banks were
nationalised, under Law no. 117 for 1961 which was one of a group of laws nationalising
the main economic establishmentsin the country to safeguard the creation of a centrally
planned economic system as claimed at the time".

In 1961 the NBE was divided into two banks; one kept the same name and carried on as
a commercial bank and the other was called the Central Bank of Egypt (henceforth CBE).
In 1963, a 'Public Organisation of Banks' was formed, replacing the League of
Commercial Banks, to assist the CBE in controlling and supervising the banking units.
To avoid dualism in activities, this organisation was later abolished and the CBE acquired

43Doghaim

(1989), op. cit., pp. 46-50.

44

Note that Law 263/1957 determined that distributed
profits not to exceed20% of the nominal value of the sharesof NBE. Under the
new Law 40/1960 shareswere converted to bonds bearing just 5% interest.

45

See Chapter (1) of this thesis for an analysis
of the main changes in economic policy in Egypt.

73
its supervisory functions in 1964. However the Technical Committee which was
establishedby the organisation was left intact to play a consultative role.

3.3.4 The structure of the banking system after nationalisation:
Figure (3.1) below shows the development of the Egyptian banking structure, in terms
of the number of operating banks, between 1961 and 1974. After liquidating some of the
small banks and merging others, by the end of 1963 the banking system consisted of only
five public commercial banks: the NBE, Bank Misr, Banque du Caire, Bank of
Alexandria and Port Said Bank; in addition to five specialisedbanks: an agricultural bank,
an industrial bank and three real estatebanks.

Figure (3.1)
Banking Structure
1961-1974
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Source: The Economic Review of the CBE, several issues.

In 1971 several banks were merged: the Industrial Bank into the Bank of Alexandria, Port
Said Bank into Bank Misr and the Credit Hypothecaire d'Egypte into the Credit Foncier
Egyptien46.By 1974 there was just four commercial banks and three specialised banks,
in addition to 3 unregistered banks with the CBE, which were the
only banks established
during this period. The first of these unregistered banks was the Arab African Bank

46

See NBE (1974), op. cit., p. 19.
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which was established in 1964 in the form of a joint stock company, its dealings were
confined to foreign currencies. The second bank was Nasser Social Bank which was
established in 1971 with the aim of promoting social cooperation and solidarity. Nasser
Social Bank is officially classified as an Islamic bank. One of its important functions was
the collection of alms tax and charities to assist poor families by helping them to
establishing small projects. The third unregistered bank was the International Arab Bank
and its dealings were restricted to foreign currencies47.

3.3.5 Sectoral and functional specialisation:
Under central planning and the domination of public sector, most of loanable funds
mobilised by banks had to be directed towards financing budget deficits and public sector
projects48.However the government found it necessary to determine how this financing
should be achieved. First in 1964 a system of sectoral specialisation among the
commercial banks was put forward. Under this system each economic sector had to
concentrateits transactions within one particular bank of the five nationalised commercial
banks.49

The governmentbelievedthatby concentratingthe operationsof a sectorwith a particular
bank, the latter would gain a deeperknowledgeaboutthe requirementsof the sector.This
would help the planning institutionsand the governmentin investigatingthe aspectsof
strengthand weaknessin the sectorsconcerned.It is worth noting too that due to the
heavy seasonalfinancial requirementsof main crops, such as cotton and rice, their
47See
CBE (1984) p. 285 and note that exemption from registration with the central bank meansexemption from banking, credit and
,
exchange rate control laws.
48See
the following chapter (6) for an analysis of bank finance of public sector projects and budget deficit.
49Under

the sectoral specialisation system each bank was assignedsome sectors to finance:
Thus: Bank Misr specialised in textiles, weaving
and light industries;
the NBE was responsible for financing land reform projects transportation, defence, Suez Canal, Railways and communications;
,
Bank of Alexandria specialised in financing industrial
companies and the Public Organisation of Petroleum;
Bank du Caire financed foreign trade, housing
and public utilities, information and tourism;
Bank of Port Said was responsible for financing domestic
trade, health and pharmaceutical industry. See Refaie (1989), p. 3.
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financing was exempted from the sectoral specialisation system and all banks participated
in covering their credit requirements. The system as well did not cover the private sector
as its members were free to select the bank they wished to deal with, regardless of their
activities"

After -eight years of its establishment in 1964, the government realised that the sectoral
known
it
as a
system
controversial
another
system was not practical and replaced with
functional specialisation system in 1971. Under this system, each bank had to serve a
in
in
foreign
NBE
For
trade
the
addition
specialised
specific economic activity.
example
to issuing and servicing savings certificates; Bank Misr specialised in local trade and
agricultural crops; and Bank of Alexandria, in which the Industrial Bank was merged,
handled all the agricultural and industrial activities. Financing the services sector was the
in
Foncier
Egyptien
Caire,
Credit
Banque
Du
the
the
while
specialised
responsibility of
construction and housing sectors'.

This system, like its predecessorwas not basedon any theoretical framework or practical
52
It
guideline. was merely an artificial specialisation experiment. Effectively, banks were
granted monopolistic positions in providing credit to economic activities assigned to the
respective banks. The banking system consequently suffered from lack of competition and
there were calls from the public sector companies to be left free to choose their sources
of credit. From the banking system side, there was also a demand for equal opportunities,
as it was felt that some banks were allocated more profitable activities than others. As a

50
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CBE (1984) p. 284.
,

SEECBE (1984),op. cit., pp. 286-287,andNBE (1989),pp. 241-242.

The two failing systemsof sectoral and functional specialisation were two examplesof similar ill fated economic decisions that were
taken without careful study during this period. Hansen and Nashashibi (1975), p. 8, describe the economic system of the 1960s by
highlighting that 'It is not clear, however,
what the logic of this new system was. Behind the sweeping changesthere was no carefully
elaborated, coherent, economic and social philosophy'.
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result this system had to be abolished few years later, in 1975, as part of the introduction
of an open-door policy as discussed below.

(3.4) The third phase 1974-1991
3.4.1 Partial liberalisation of the banking sector:
The period of war economy, 1967-1973, witnessed the cancelling of the second five year
plan, as economic resources were directed to warfare. This period left the economy with
a massive trade deficit and an immense shortage of financial resources needed for
rebuilding what the two wars had destroyed and restructuring the malfunctioning
economy. It was realised that an improvement in the structure of the banking system and
an associated'reform of credit policy was essential in order to find new resources of
finance and encourage the private and foreign capital to participate in the development
process. Hence the government started to adopt in 1974 what has become known as the
Infitah or open door policy. "

The Infitah policy which was accompaniedwith a windfall of external resources stemming
from oil exports, workers' remittances, tourism, the Suez Canal revenues and foreign
assistancehad a radical impact on the banking system and structure. Under the Investment
Law 43 for 1974 and its amendmentsby Law 32 for 1977, banks were no longer subject
to the exclusive Egyptian managementrules of the 1960s. Foreign capital was allowed
to participate in joint-venture commercial banks, under the no-less-than 51 % national
ownership condition.

In an effort to overcomeobstaclesand eliminate restrictions hindering the banks from
achieving the targets of the open-door policy, Law 120 for 1975 was issued. It was

promulgatedwith a view to defining the legal statusof the CBE and its supervisoryand

53
See our discussion of this policy in Chapter (1).
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in
freedom
banking
banking
the
the
regulatory powers over
system; giving
system more
conducting its business; reinforcing the Central Bank's ability to managemonetary policy;
freeing bankers from the laws, decrees and restrictions applicable to government and
public sectors employees; and enabling the nationalised banks to compete with those
establishedunder Law 43/1974.

According to Law 120/1975, the CBE's role was re-enforced by more provisions than
those given to it by Law 163/1957. The Central Bank became an independent legal
authority, vested with more powers for defining monetary and credit policies and
S4
implementations
in
the
supervising
accordancewith
national plan. It is worth noting that
as a result of a provision in the Civil Code banning the application of interest rates
exceeding the rate of 7 %, the CBE had not been able to use effectively interest rates in
its monetary and credit policies. But with the enactment of Law 120/1975, the CBE was
enabled to determine discount rates as well as creditors and debtors interest rates.

Consequentlythe CBE madesuccessiveandgradualincreasesin the interestratestructure
"
between
3%
during
1%
time
this
to
ranging
period.
each

After a series of undisciplined actions by some banks which embarked on rash

competitionto attract the biggestnumber of clients, along with the increaseand spread
of banking units, it becamenecessaryto amendthe two laws 163/1957and 120/1975.
Thus in March 1984 Law 50/1984 on the central bank and the banking system was
promulgated. The law establishedexplicit and firm rules to prevent exploitation of power
by members of board of directors of banks and gave the Minister of Economy, on the
recommendation of the governor of the CBE, the right to veto the appointments of

54

In order to reinforce the CBE independenceand its
stability Law 120/1975 stipulates that the CBE Governor shall not be dismissed
during his term of office and an annual report has to be
submitted by him to the People's Assembly within 3 months from the end of fiscal
year.
55

See our analysis of interest rate policy and its impact in
chapters (6) and (7).
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members of these boards. Also under this law no bank may grant any single client credit
facilities exceeding 25% of its paid-up capital and reserves"

3.4.2 The development of banking structure:
As discussed above the Infitah laws encouraged the establishment of foreign and joint
venture banks. Hence the number of operating banks increased rapidly from 7 banks in
1974 to 101 banks in 1991. Figures (3.2) below show the development of the number and
type of operating banks during this period.

Figure (3.2)
Banking Structure
1974-1991
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Source: CBE, annual reports, 1975 & 1992.

As shown in figure (3.3), at the beginning of 1991 the banking structure consisted of 44
commercial banks, four of which were public; 33 investment and merchant banks, of
which 22 were branches of foreign banks. This was in addition to 21 specialised banks,
which included one industrial bank, two real estate, and 18 agricultural banks based in
governorates, including the Principal Bank for Development and Agricultural Credit.
Three banks were not registered with the CBE57.
56

This ban does not apply to governmental bodies
public authorities or state owned companies.

57
These three banks were: Arab International Bank; Nasser Social Bank
and Manufacturers Hanover Trust Company.
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Figure (3.3)

Structure of the banking system (1991)

Source: NBE (1991), p. 65.

The increasein the number of banks also resultedin a rise of the number of branches
which reached a total number of 1133 branches in 1991, including the 146 branches of
the 17 affiliates of the Principal Bank for Development and Agricultural Credit. SB
However the banking densityS9was still quite modest. The average of banking density in
Egypt in 1991 was 0.2 which is not remarkably better than that of 1967 in the peek of
nationalisation and government control which was 0.1560. Moreover due to the
concentration of branches in Cairo, Alexandria, and the Suez Canal Governorates, 21 of
the 26 governorates had a bank density of less than 0.5. The bank density ranged from

58See
CBE, annual report 1990/91, p. 132
59Bank

density - (Number of branches *10000) /Total
population. A density of 1 is high, .5-1 moderate and below .5 is low, see
Cameron (1967), p. 296.
60

Number of branches from CBE (1968), 2
p. and population figure from CAPMAS.
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a minimum of 0.09 in the Governorate of Beni-Suef to a maximum of 1.25 in the two
61
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Moreover branches of the public sector commercial banks dominate the banking system,
is
%
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58.5
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dominance
the
they
total
sector
as
of
public
accounted
of
emphasisedwhen we take into account public banks' participation in joint-venture banks
which is enforced by bank laws. In terms of bank assets,public sector commercial banks
account for 55 % and the public specialisedbanks account for 7 %. Other commercial and
businessbanks account for 38%. Thus the share of the public sector reached62% of total
62
in
its
in
joint-venture
banks.
1991,
assets
part
excluding

This structure of the banking system and the geographic concentration of branches
indicate a highly segmentedmarket and lack of competition. The relatively large branch
networks of a few public sector banks allow them to dominate the process of savings
mobilisation from the public. Other banks target mainly big savers. Financial services are
still basic with very limited innovation, though joint-venture banks were in a better
position. Lack of innovation and limited instruments are attributed mainly to three factors:
1.

Lack of competition, and banks' control over different segments of the market

accordingto an implicit distribution of activities; e.g. public banks servepublic
sector enterprisesand cater for small saversin the Delta and Upper Egypt and
other regions; private bankscare for upscalecustomersand are allowed to have
a sharein the relatively active marketsof Cairo, Alexandria and Port Said.
2.

Restrictive measuresapplied by the CBE regarding the chargesfor banking
servicesdid not make financial innovationviable or worthwhile.

61See
EI-Refaie(1989),p. 6.
62See
World Bank (1992), vol 2, p. 27.
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3.

The virtual absence of active money and capital markets, which is analysed
further in the following section, has prevented banks from diversifying their
instruments according to risk and maturity.

Lending by public and other banks has been effectively controlled by the CBE through
different measures such as ceilings on interest rate and credit control as discussed in
chapter (6). The remaining amount of credit left to the discretion of banks was directed
mainly to relatively large enterprises. Lending to small and medium-sized projects
suffered from a lack of information and collateral. Further under financial repression, as
discussed further below, there was a tendency to lend according to non-price criteria
when interest ceilings are binding. Applied lending criteria in such conditions, included
the reputation of the client, size of loan and political pressure making large enterprises
more likely to obtain credit.

3.4.3 Financial deepening:
The hypothesisedpositive link between financial development and economic growth dates
back to Adam Smith's Wealth of Nations as he emphasisedthat the positive contribution
of the establishment of banks to the increase of trade of the city of Glasgow.63Shaw
(1973) argued that financial deepening' is a necessaryprerequisite for economic growth.
Financial deepening is usually measured as a ratio of domestic liquidity M2 to the GDP.
Figure (3.4) gives an account of the development of financial deepening in Egypt over
the period 1960-90.

63Adam

Smith (1976), p. 315.

64
Financial deepeningdefined as the accumulation financial
assetsat a pace faster than accumulation of non-financial wealth", Shaw
of
(1973), p. vii.

82

Figure (3.4)
Financial deepening and
the components of M2. (percent)

Source: IMF, International Financial Statistics, Yearbooks, 1989-1992.

Figure (3.4) shows that the quasi money65component of M2 increasedduring the 1960-90
low
M2
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M166.
as
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money
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of
was
quasi
period at
expense of
as 16.5%. However the ratio improved gradually after the mid-1970s and in 1982 it was
half of M2 and in 1990 the ratio reached 68.2% of M2. The main reason explaining the
steady decline of the share of M1 in M2 was the persistent inflation under which the
components of Ml.

i. e. currency in circulation and non-remunerated demand deposits

cannot be highly desirable assets.

On the otherhandwe realisethat the M2/GDP ratio increased,showingan upwardtrend,
from its modestlevels of the 1960sand 1970saveraged38.0% and45.2, respectivelyto
in
1990at
level
its
high
highest
91.95
during
1980s.
The
the
a
averageof
ratio reached
104.6%. The ratio is consideredhigh in Egypt given its stage of developmentand
comparedwith other LDCs in its incomegroup.
65
Quasimoneycomprisestime andsavingsdeposits;line 35 of the IFS.
66
M1 is defined as money outside banks and demand deposits, line 34 of the IFS..
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Table (3.2)
M2 as percentage of GDP in selected countries
Country

1965

1970

1980

1985

1990

Egypt
Indonesia
Sri Lanka
Morocco
Turkey
Brazil
Mexico
France
Germany
UK
USA
Japan

35.3
NA
31.4
29.4
23.0
20.8
27.0
54.5
46.1
49.0
65.0
98.9

33.5
7.8
22.0
31.1
27.9
23.0
26.9
57.8
52.8
49.2
60.4
94.7

47.4
13.7
32.9
46.7
16.7
17.3
28.3
70.7
60.3
46.4
60.6
134.0

76.0
22.7
35.6
50.7
24.4
21.8
26.6
69.9
63.6
61.0
67.4
157.3

93.2
36.2
32.6
50.5"
21.3
NA
20.4
76.2"
66.6
NA
66.6
183.1

Source:World Bank, World Development Reports, 1987,1991,1992 and 1994
* Data are for 1989.

As shown in table (3.2), Egypt had high M2/GDP values compared with those reported
for selected developed and developing countries. For all the selected years it had the

highestM2/GDP amongthe developingcountriesgroup. In 1990the ratio in Egypt was
evenhigher than that of developedcountriesand only secondto Japan.

However some factors should be considered when figures for financial deepening in

Egypt are considered.First, becauseof the high degreeof money substitution,mainly
dollarization, during the 1980s,the shareof foreign currency depositsin M2 increased
significantly.As shownin figure (3.5) theholdingsof foreign currencydepositsincreased
from 22.8% of M2 in 1980 to 46.1% by 1990. The issue of money substitutionis
discussedfurther below.
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Figure (3.5)
The importance of foreign
deposits in domestic liquidity M2

Source: IMF, International Financial Statistics, Yearbooks, 1989 and 1992.

Second, the value of M2 denominated in Egyptian pounds increaseddramatically because
of the devaluation policy adopted in the 1980s. The exchange rate against the dollar, at
which foreign deposits were valued, fell from 1.42 in 1980 to 0.5 in 1990. Accordingly
the corresponding value of these deposits in Egyptian pounds increased and this was
reflected in such high ratio of M2 to GDP.
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(3.5) Main problems of the banking system:67
3.5.1 Preferential treatment of the public sector:
In principal, all banks in Egypt were treated equally as they were governed by the same
regulations, and supervised by the same authority. In practice there were various aspects
of preferential treatment of public sector banks; we provide below some examples:
1.

Branch authorization during the 1970s and 1980s favoured the public sector.
When the CBE in the late 1980s adopted a strict policy to control the number of
branches, the number of branches per public bank was significantly higher than
that of other banks. The biggest joint-venture bank had 20 branches while the
biggest public bank had 342 branches.68

2.

The design of credit ceilings favoured public sector banks as they were imposed
on activities mainly undertaken by private banks, like credit to the commercial
sector. However we argue that short-term credit for the commercial sector was
excessiveand concentratedin importing consumption goods. It required some sort
of intervention at times when the balance of payment was in its worst condition
during the mid-1980s.

3.

Public banks had close relations with public sector enterprises in the form of
equity stakesand membership of managing boards. Moreover regulations in some
public authorities and government institutions did not allow the depositing of
funds, like pension and employees' funds, with non-public banks.

4.

Paymentof intereston current accountswas prohibited, benefitingpublic sector
banks in two ways. First, they did not bear any costs for keepingsuchdeposits

67The

author is indebted to the following bank experts and executives for invaluable discussions and useful information:
Mr Ismail Hasan, Governor of the CBE and former chairman of Bank of Alexandria.
Mr All Negm, Chairman of the Delta Bank,
Mr Abdel Monem Rushdy former Chairman of the NBE,
Mr Abdel Salam Al-Anwar, General Director of the Hongkong Bank,
Dr Faika El-Refaie Deputy Governor of the CBE,
Mrs Madeeha Gaber, Manager, the Nile Bank,

Dr HazemAl-BeblawyChairmanof the Export DevelopmentBank.

Mr Motaz Mansour, Managing Director of the Misr-Iran Development Bank,
Mr Hamdy Musa, Managing Director of the Export Development Bank.
68World

Bank (1992), pp. 33-4.
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which mainly belonged to the public sector enterprises. Second, private banks
were not able to compete for such accounts by offering higher interest rates to
depositors. We found that a typical public sector bank like the NBE had 27.1 %
of total deposits in a form of current account in 1991 while the ratio in the Delta
Bank, a joint-venture bank, was only 9.7%. 69

3.5.2 Entry barriers:
It is argued that contestable markets and potential firms' freedom of entry promote
70
favourable
innovation
highly
efficiency, encourage
and give
welfare outcomes. For a
market to be contestable there should not be any significant entry barriers. In a
contestableenvironment the only way for incumbent firms to prevent additional entry is
to give no incentive for potential entrants to do so. This can be achieved by efficient
pricing and allocation of production among incumbent firms to eliminate significant
excessprofits. However in practice there are different barriers to entry facing potential
firms which prevent them from joining the market even in the presence of high excess
profits.

Large economies of scale and high sunk costs, in addition to other entry costs are

examplesof suchbarriers." But in the caseof banking, governmentregulationsthrough
permits and licensesare far more importantthan theseother barriers.

We argue that the Egyptianbanking systemhas sufferedfrom two main problems.The
first was the applicationof financial repressionmeasures,like interestrate ceilings and
directedcredit which virtually preventedcompetitionamongincumbentbanks.The second

69Annual
reportsof the NBE andthe Delta Bank 1991.
70For
71

an analysis of contestable markets see Baumol, Panzar and Willig (1982).

On entry barriers see Bain (1956) and Tirole (1989),
chapter (8).
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was the use of restrictive regulations that prevented new entry and made the incumbent
banks far from being contestable. The first issue is analysed is some detail in chapter (6).
Here we 'address the second issue.

As shown above the banking system, after a series of Egyptianisation and nationalisation
measuresin the 1950s and 1960s, was left with four publicly owned commercial banks
and five specialisedbanks. The market was highly concentrated. Competition was limited
further by the application of sectoral and, then, functional specialisation which made the
system a sectoral based mono-bank one.

The introduction of Infitah policy and the establishment of a large number of private and
joint-venture banks resulted in an increase in the number of banking units without a
significant decrease in market concentration. As mentioned above, according to the
banking law, public banks had the majority of joint-venture banks, so we find that more
than 90% of the assetsof the commercial banks are publicly owned.72The domination of
public banks in a highly concentrated market resulted in frail competition and limited
innovation in spite of the infitah.

The main reasonsbehind restrictive regulationsregardingnew entry can be summarised
by five factors:

1.

Concernsabout "creamskimming" by private and foreign banks.It is arguedthat
the higher profits obtained by foreign banks in Egypt can be explained by cream
skimming as these banks concentrated their activities in the low risk-high profit
segments in the market. Whether high profits resulted from cream skimming or
more efficient banking is debatable and requires evidence which cannot be
obtained from bank reports.

72See
World Bank (1992), vol 2, p. 4.
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Fear of acquiring dominant positions in the domestic market. This is a usual

2.

justified
be
for
on these grounds.
can
reasons
and
political
concern raised
However we argue that preventing banks from entering the market is not a
better
be
approach to
a
measures
may
while
applying
anti-trust
suitable solution,
this problem.
Concern about hit and run activities. Foreign and, to some extent, private banks

3.

are accused of -a lack of commitment and that also they withdraw their activities
international
banks
large
Further
first
the
the
of
withdrawal
at
sight of problems.
from the market may be unjustifiably taken as a sign of problems and instability
in the domestic market as a whole which in turn may have a devastating impact
on the banking environment. The negative expectations and apprehension that
followed the recent withdrawal of some American and European banks from the
market lends support to this argument. In reality the problems in the home
behind
foreign
banks
their withdrawal rather than the
the
often
are
markets of
difficulties in the Egyptian market.73

4.

Protectingthe interestsof the incumbentbanks,especiallythe public ones.Unlike
is
defend.
The
hard
to
this
responseto competitioncannot
one
other arguments,
be through protecting inefficient banksbut rather by improving their efficiency
and eliminating the restrictive interventionof the CBE in their decisionmaking
and activities.

5.

Concernsaboutallocatingmost of the domesticallymobilisedfunds abroad.This
71
is
in
LDCs
foreign
banks.
However
argument a widespreadcomplaint
against
in the caseof Egypt we did not find that public bankswere significantlydifferent
from foreign onesregardingthe geographicallocationof resources.In 1990,60%
of foreign currency depositsin the banking systemwere allocatedabroad,while
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74For

a discussion of advantagesand disadvantagesof the role of foreign banks see Drake (1980), pp. 158-165.
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in 1992 the ratio was as high as 77 %.'s This finding does not defend foreign
banks as much as it criticises the pattern of allocation of funds by the banking
76
including
Again we do not find the prohibition of
CBE.
the
system as a whole
entry in the market a remedy for this problem which requires, among other
things, improvement in investment opportunities in the domestic market and an
enhancementof its stability.

3.5.3 The absenceof an adequateexit mechanism:
We argue that an efficient market is not achievable in the absenceof an adequateexist
mechanism. In Egypt banks were not allowed to collapse. Alas this policy was given
effect not through prudential policy or measures that enhance the efficiency of banks.
Instead, weak banks were allowed to continue in business using support from the CBE
and the rest of the banking system. Fear of a public misunderstanding that the failure of
bank may imply that others will follow in the future, made the banking system adopt a
form of collective self-preservation. According to this approach insolvent banks were left
to operate through support from the banking system, while adequate measures like
restructuring, merging or liquidation were not applied. This policy resulted in the
following:

"

First, encouragementof inefficient banks to continue their violation of credit
standardsby indulging in high risk lending and bidding for deposits. Even under
the application of interest ceilings, a bank like the Bank of Credit and Commerce
International, which was registered in Egypt as a joint-venture bank was paying
a higher interest rate on deposits, than the rest of banks, by 0.5-1 percentage
points, till its collapse in 1991.

75See
the CBE annual reports 1990 and 1992 and Al-Antary (1994), p. 13.
76The

CBE relies on the Federal Reserve Bank
of New York to manage a significant part of its international reserves. Most of these
reservesare in US T bills. The World Bank (1992), vol 1, pp. 80-81.
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"

Second, failure of the banks' clients to distinguish between an efficient bank and
an inefficient one. This is becauseall banks are supported by an implicit rescue
mechanism in which bad banks are cross subsidised by good ones.

It is clear that Egypt has an implicit deposit protection scheme. Under this scheme the
depositors of the collapsed BCCI were protected by transferring their accounts to Bank
Misr at their full nominal values at the date of the BCCI's collapse. Registered banks
were asked to contribute 0.5% of their deposits towards the funding of this operation in
addition to a one billion pound interest-free loan to Bank Misr to accept the 'transfer' of
BCCI accounts to its branches."

However under this implicit scheme the government is not obliged by law to protect
deposits and the extent of coverage is left to its discretion. Moreover it is argued that a
" well functioning [explicit] deposit insurance scheme is likely to produce faster,
smoother, and more predictable resolutions of failing bank situations than an implicit
system"78Thus, it has been argued that it may be appropriate to convert this implicit
deposit protection scheme in Egypt to an explicit one, and a deposit insurance fund is
now under establishment. Nevertheless it is worth noting that the proposed deposit
insurance scheme has its own drawbacks. For example explicit insurance is more costly
than the implicit scheme. The former requires the establishment of a separateinstitution,
with its own managementand staff, and so high operating costs for monitoring banks and
managing its funds. The explicit deposits insurance scheme may create a moral hazard
problem79and banks might be involved in riskier operations, which requires further

771
am indebted to Mr Ali Negm, chairman of the Delta Bank and former governor of the CBE for this piece of information.
78
Mal and Tally (1990), p. 44.
79
It has been argued that deposit insurancewas largely
responsibleof the so frequent collapsesof the S&L Institutions in the USA where
there has been calls for reforming such scheme. See For example Jaff (1989) and White (1989)
.
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between a weak and a sound bank as both are covered by the same insurance scheme.80

To conclude this issue we argue that whereas it is important to remove barriers to entry,
it is also crucial to maintain ýareliable exit mechanism. Such arrangements are required
along with the establishment of satisfactory prudential measuresto improve the efficiency
and the soundnessof the Egyptian banking system.

(3.6) Prudential regulation issues:
Laissez-faire banking cannot provide a stable monetary framework or a sound financial
81
system. There are two arguments normally given to justify the regulation of the financial
sector in general and the banking system in particular.
0

First, it is argued that banks are inherently unstable and subject to interruption
"
failure.
Bank failures may generate externalities, in the form of additional
and
losses born by the economic system as a whole. This requires either the
intervention of the central bank as a lender of last resort or the establishment of
a deposit insurance scheme, or both. Nevertheless such intervention may
encourage banks to involve in riskier operations, which in turn requires further
intervention to deal with this moral hazard problem, by monitoring banks and
83
reducing excessive risk.

"

Second, the banking service is based on the acquisition of greater knowledge in
a way that enables bankers to know much more than customers. In such casesof
asymmetric information, conflicts of interest can frequently occur as the

separationof the functionsof bankersand customersis expensivebecauseof the
so
For further discussion of the problems of deposit insurance and possible solutions see Dybvig (1993) and Flood (1993).
81Park
82ibid,

(1991), pp. 334-335.
p. 335.

83Goodhart

(1989), pp. 194-195 and pp. 203-204.
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existence of high transaction costs. The customer has little power to assessthe
qualifications and monitor the performance of the professional, thus necessitating
84
control.
regulatory

Prudential regulation, through its impact on innovation, market practices and transaction
cost can have a far-reaching effect on the efficiency of the financial system. Prudential
regulation differs from country to country according to its overall legal structure, social
background, political structure and economic system. Nevertheless the claimed aim of a
prudential policy can be summarised in preventing systematic risk and minimising
financial instability, and assuring that intermediaries are adequately capitalised and
85
professionally managed.

However in financially repressed economies prudential principles and the quality of
supervision might be sacrificed in the cause of channelling loanable funds to priority
projects and funding budget deficit. Moreover in such circumstancesprudential measures
may be confronted with conflicting goals and the role of prudential policy may be illdefined, which, in turn, would impair the safety and soundnessof the banking system.

i) Capital adequacy:
In most LDCs banks are undercapitalised so that capital is insufficient for meeting actual
and potential unusual losses.86 There are two aspectsof capital adequacyin the Egyptian
case. First the minimum capital volume required from banks to start business, and
second, the minimum capital ratio required to support given levels of operations.87
Regarding the first requirement normally referred to as the entry requirement, the CBE
84
ibid., p. 195 and p. 207.
85
Polizatto (1990), p. 1, World Bank (1992b), p. 13.
86Polizatto

(1990), op. cit., p. 4.

87See
Morris (1990), p. 65.
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imposes an initial capital of £E 100 million on banks as a criteria for their authorization.
This is considered sufficient and comparable with international standards of US$ 15-30
million (approximately £E 50-100 million).

Considering the second requirement, Egyptian banks maintained capital adequacyratios
ranging between 6% and 7% of total assets, i. e. less than the Basle Committee (1988)
standard of 8% of risk adjusted assets. Becauseof the assumption that public banks are
by definition owned by the government which is assumed to come to their rescue if
necessary, such banks lack incentives to minimise losses. However as a part of the
financial reform programme started in 1991, all operating banks were required to raise
their capital adequacy ratios up to the risk-based Basle Standard according to an agreed
schedule.

ii) Loan provisioning:
Provisioning creates discipline in banks' operations and helps reflect their true financial
conditions. We can distinguish between two forms of provisions: general provisions and
specific provisions. Under general provisions it is assumedthat even the highest quality
loans in the bank's portfolio may incur some loss, hence a small percentage, say 1%, of
total loans is held by the bank. Specific provisions can be classified into four categories:
current, sub-standard, doubtful and lost loans. Accordingly specific provision ranges
between zero percent in the case of current loans to 100% in the case of lost loans.88

Banks in most LDCs fail to mandate realistic provisions to cover possible losses

accordingto the classificationof loans.As a result their balancesheetsdo not reflect their
actualpositions and profits are exaggeratedand their solvencymay be at stake.89It is

88See
Morris (1990), p. 60.
89

Polizatto (1990). p. 6.
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difficult in the case of Egypt to know how serious the issue of solvency is, as information
Further
loan
loans
the
and soundnessof
on
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portfolios are not published.
until 1992 banks did not apply international standardson their loan classification, possibly
to avoid provisioning for the public sector nonperforming loans. The application of
by
be
loans
to
an
accompanied
adequate classification and provisioning of
still needs
improvement in the functioning of the legal framework concerning bankruptcy procedure,
liquidation of collateral and debt recovery. 90

iii) Information

disclosure:

Publishing an adequatelevel of information is essential to help depositors and borrowers
to distinguish between banks according to their performance and facilitate their scrutiny
by relevant authorities and bodies, like rating agencies. Egyptian banks are reluctant to
disclose information beyond what they supply in their annual reports. Moreover such
reports are not uniform in the information they provide, which makes comparisons
difficult.

Some banks publish only balance sheets without income statements in a way that is
difficult to determine their financial condition or whether they incurred a profit or loss.
Banks faced with difficulties delay the publication of their annual reports and/or hid
essential information in fear that the disclosure of negative outcomes might lead to a
deposit run and/or to deny them the ability to raise fresh funds.

If banks are to work according to market forces and competition, then their actual and
potential clients should be able to choose rationally between them. This necessitates

90
See World Bank (1992), p. 36.
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disclosure of adequate information on their activities. 91We argue that bank reports in
Egypt do not fulfil this objective and hence require extensive modification:
1.

Bank reports have to be published quarterly or, at least, biannually to ensure an
up-to-date flow of information.
It is normally expected to find in banks' reports information on the quality of

2.

bank portfolios, adequacy of provisions, detailed outcome. In practice such
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banks to give a better picture than the reality of their condition. 92

iv) Quality of supervision:
The main objectives of financial supervision are monitoring bank activities and accounting
procedures, assessing the quality of assets, and assuring that banks are professionally
managed. Financial supervision is a delicate task as it should be undertaken in a way that
promotes the soundness and stability of the banking system without hindering the
efficiency and the managerial autonomy of banks.93

91See
Morris, op. cit., p. 67.
92
See Allen (1992), for a theoretical and empirical analysis of bank window dressing.
93
0n the role of prudential supervision in banking, see Pecchioli (1987).
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Several conditions are required in order to achieve a sufficient quality of supervision:
1.

Supervisors must acquire adequatetraining and have adequateresources.

2.

Supervisors should have sufficient autonomy from political interference and
bureaucratic pressures.

3.

The supervisory body must have enough power to enforce its decisions without
the need to refer to higher authorities. For example, supervisors should be able
to impose fines, restrict dividend payments, request administrative actions, force
94
provisions,.. etc.

In the case of Egypt, bank supervision is vested with the CBE. Such supervision is
undertaken through off-site monitoring and surveillance of the performance of banks, in
addition to on-site inspection of their financial condition. Public banks are also subject
to further on-site monitoring by the Central Audit Organization (CAO) which coordinates
its work with external auditors.95The CBE's supervision is concerned with the degree of
compliance with credit controls, tariff schedules, interest rate ceilings and, to a lesser
extent, the assessmentof bank solvency. The CAO's supervision is more concerned with
the compliance of the public banks with the rules that govern the public sector as a
whole, rather than with portfolio quality and related aspects of performance.

More generallybank supervisionin Egypt suffers from various limitations:
1.

The CBE is not fully independentfrom the governmentas the selectionof most
of the members of the board of the CBE, since 1984, has been left to the
discretionof the minister of the economy.96
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95World
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The huge increase in the number of operating banks, from 7 in 1974 to 98 banks
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3.

In many casesthe effective supervisionof banks, especiallythe public ones,was
insolvent
Loans
by
to
and ailing public sector
pressure.
compromised
political
An
their
the
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concerned
pressure of
companies were allowed under
example of this problem, is that which took place after the Egyptian pound
devaluation in 1985. It resulted in considerable foreign exchange losses even
amongst the well-managed companies which were confronted with critical
financial difficulties.

"The Egyptian banks knew that they did not have the

capacity to handle widespread bankruptcy, and also knew that the legal procedures
for bankruptcy were unsatisfactory Hence, their managementdecision,..., was
...
to provide additional credit facilities to keep distressed companies alive,..., the
outcome was a substantially weaker financial sector"98.Hence it is not unexpected
to find that the Egyptian banking system has suffered from a high ratio of nonperforming loans, accumulated over the years becauseof similar practices. Exact
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organisation.

We argue that to improve bank supervision the regulatory framework should be clearly
defined, the CBE must be more independent, its supervisory teams should acquire
necessaryknowledge and be empowered with sufficient resources. Improvement in bank
supervision should not be achieved at the expense of reasonable autonomy of banking
units or interference with their decisions. Parallel reform in accounting and auditing
practices, and enforcement of the law in the case of default are also required.
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The estimate of the World Bank (1992) is 30% while somebank mangersinterviewed by the author argue that non-performing loans
are as high as 40%-454%
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(3.7) Performance of the banking units:
Three different types of operating ratios are frequently used as indicators of the
(ROA);
banks
their
rate
efficiency,
on
assets
performance of
and
namely rate of return
of return on income, i. e. the profit ratio (ROI); and rate of return on equity (ROE). ROA
relates net income to total assets;ROI relates net revenues to the total of interest and noninterest income i. e. gross income; ROE is the ratio of net income to average equity. 102
Three issues are worth emphasising:
First, these ratios should be considered only as rough indicators of efficiency as

"

these ratios are significantly affected by differences in capital structure, adopted
101
both
banking
accounting principles and product mix
across countries and
units.
Second, bank data in Egypt as in many other LDCs, should be treated with

"

caution. As discussed further below, different banks have different accounting
practices regarding their valuation of assetsand depreciation. They differ as well
in their classification of loans as bad or non performing. Accordingly their
provisions and reserves may differ as well.

"

Third, somebanksmay indulgein someform of window dressing.Suchpractice
distorts the quality of information and producesmisleadingindicators.

In the case of Egypt essential data on operating ratios of banks that are used as
performance indicators are not readily available. However the World Bank (1992c)104
compiled data on a sample of 24 banks covering the period 1986-1990. The sample
includes the four public commercial banks, five large joint-venture banks, eight small and
medium size banks in addition to seven branches of foreign banks.

102
See Brealy and Myers (1991), chapter (27) for an analysis of financial
performance.
103See
World Bank (1992b), pp. 25-26 and Vittas (1991).
104
Although the World Bank (1992c) usesthe term 'efficiency', the indicators
usedin the study are more to do with 'performance'. Tobin
(1984) provides four different concepts non of them
can be adequatelymeasuredby the operating ratios used in the World Bank's study.
Tobin's four concepts of efficiency are information
arbitrage efficiency. fundamental valuation efficient, full insurance efficiency and
functional efficiency: see Tobin (1984), pp. 2-3.
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Figure (3.6)
Bank operating ratios in Egypt, 1986-90
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Source: World Bank (1992c), tables: Al, A3 and A5.

As shownin figure (3.4) the before-taxreturn on assetsROA in the caseof public sector
banks, at 0.71%, was lower than the rest of operatingbanks. The Joint-venturebanks
both the large and the small and medium size (S&M) ones had a quite high ROA at
1.48% and 1.13% respectively.Large joint-venture bankshad the highestpre-tax ROI,
i. e. profit ratio which reached38.5%, while that of public sectorbankswas only 23.4%.
Howeverpublic bankshad the highestROE at 37.6%. Largejoint venturebanks,(S&M)
banksand foreign oneshad lower ROEs of 24.4%, 16.4% and 13.3% respectively.105

By comparingthe four public Egyptian bankswith other commercialbanks in selected
developedanddevelopingcountries,we realisethat they did not perform badly as shown
in figure (3.5). The Egyptian bankshad the secondhighestROE, the third highestROI
amongthe sevenselectedcountries.However their ROA was low and ranked fifth.

105
World Bank (1992c), tables Al, A3 and A5.
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Figure (3.7)
Bank operating ratios
in Egypt and selectedcountries
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Source:World Bank, (1992c), tables Al-A6. Data on Egyptian banks are for 1986-90, on USA, UK, Portugal
and Turkey are for 1985-89, on Morocco for 1980-90and on Thailand are for 1986-88.

It is worth noting however that the reported ratios on Egyptian banks are overestimated

and producea better picture than reality for the following reasons.106
1.

All performanceratios are consideredwithout an allowancefor the high level of
nonperformingloans.

2.

Egyptian data are not inflation rate-adjusted. If such adjustment is made Egyptian

ratios would be significantly lower than reported when comparedwith thoseof
other countries.For example,by using real values,in Egypt the nominal ROE of
public sector banks of 37.6% becomesa real ROE of 14.7%. Real ROE in
Turkey is only 2% while its nominal ROE is 22%. RealROE in developed,lowinflation countriesrangebetween10% to 20%.
3.

The high ROE of Egyptian banks, especiallythe public sector
is
-ones chiefly
explainedby their high leverage.The leverageof public sectorbanks, measured
as long term debt to long term capitalat approximately53% is threetimeshigher

106
See World Bank (1992c) annex II for further discussion.
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than that of other operating banks in Egypt. The proposed increase in the capital
of operating banks in Egypt is likely to reduce their leverage and hence reduce
their ROE, unless measure are adopted to increase banks' profitability.
4.

Egyptian banks enjoy high non-interest income in the form of high services
charges due to the uncompetitive nature of the market. Such high fee-income

sharein banksrevenuesis reflectedin the relatively high ROI of Egyptianbanks.

Accordingly, nominal ratios may indicate, at their face value, an acceptableperformance
of Egyptian banks, but the allowance for inflation, nonperforming loans, high leverage
and high non-interest income, produces a completely different picture. Egyptian banks
in general, and the four commercial banks in particular, have to take measuresto improve
their performance and profitability. The usual advice for banks-in such circumstances is
to improve their cost/income ratio in order to generate adequatereturns on their assets,
income and equity. However the absenceof banks' managerial autonomy, dominance of
public sector banks and hence the narrowness of the market, lack of competition and
contestability were also responsible for the weak performance. 107Hence reform at the
level of banking units is unlikely to be achievable without undertaking necessaryreform
at the banking system level and its regulatory structure.

0-8) Summary and conclusions:

In this chapterwe have shown that the developmentof the banking systemin Egypt can
be divided to three phases.The first phase 1856-1952the banking systemwas highly
deregulatedand dominatedwith foreign commercialbanksthat offered short term credit
mainly for the cultivation and trade of cotton. The close relationship between the
operating banks and the cotton market made them highly vulnerable to the severe and

suddenfluctuationsin its tradedue to externalshocks,e.g. the American Civil War, the
107
Onthelink betweenstructure,competitionandperformance
in thecontextof bankingindustryseeHannan(1991)andtheextensive

survey of Gilbert (1984).
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great depression, the two World Wars,.. etc. The credit market was largely' unstable
during this phase with large numbers of banks collapsing and the existence of hit and run
banking.

This phase witnessed also three important events as far as banking development is
concerned, first the evolution of central banking since starting in 1898 with the issuance
of banknotes by the NBE which was followed by several decrees enforcing its functions
as banker and advisor for the government and, to some extent, bank of banks, although
its regulatory power was not clearly established. The second was the establishment of
specialisedcredit institutions in 1902 and then in 1931, to provide the agricultural sector
with moderately priced credit and competing with commercial banks and money lenders.
The third was the emergenceof Bank Misr in 1920 as the first Egyptian-owned bank. The
bank was a universal one but was more concerned with the establishment of a diversified

industrial base.

The 1952 revolution marked the end of the first phase and the beginning of the second
phase 1952-74. This period is characterised by the Egyptianisation of foreign banks in
1957 as a result of the Suez Crisis of 1956, and then the entire nationalisation of the
banking system in 1961 which initiated the adoption of central planning. As a result of
merging and liquidations of banks the number of operating banks declined from 27 banks
in 1961 to ten banks. The functions of the central bank were enforced by the banking law
of 1957 and the CBE was established as an independent institution in 1961. This period
also observed unsuccessful sectoral and functional specialisation policies which had to be
abolished.

In the third phase1974-1991,the banking systemwas partly liberalisedaccordingto the
Infitah policy. Foreign and private banks were allowed to operateand the number of
banksincreasedsubstantiallyfrom 7 in 1974to 98 banks in 1991. Despitethis increase

104
which was reflected in a rise of branches, the banking density at 0.2 is low by
international standards and banks were highly concentrated in Cairo and the large cities.
But on the other hand financial deepening, measuredby the M2/GDP ratio, was 104.6%
in 1990 which is considered high given the stage of development of Egypt. Part of the
increase of the M2/GDP ratio in recent years is attributed to money substitution
accompanied with devaluation measure which result in an increase of the values of
foreign denominated assets when measured in terms of the domestic currency. The
financial reform programme which started in 1991 with extensive coordination with the
IMF and the World Bank marked the end of the third phase."'

We have shown that the Egyptian banking system, despite the Infitah measures still
suffers from various problems. Entry barriers, absence of an adequateexit mechanism,
and preferential treatment of the public sector banks are the main difficulties that impede
the development of the banking system. Moreover there are problems related to
inadequateprudential regulation like the problems of capital adequacy, loan provisioning,
disclosure of information and the quality of bank supervision. Accordingly performance
indicators of the operating banks, especially the public ones, were not impressive. While
the nominal values of ROA, ROI and ROE may indicate high performance of banks,
adjusting them with inflation and allowance for nonperforming loans, high leverage and
high non-interest income reveal a much weaker performance.

We arguethat the condition of the banking systemrequiresreform at different levels.
First at the banking units level by improving their management,granting them adequate
autonomyin decisionmaking, and encouragingtraining schemesand the acquisitionof
essentialresourcesfor efficient banking.

108Main

elements of the financial reform programme are discussedbelow.
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Second at the banking system level, by encouraging competition and contestability,
removing excessivebarriers to entry and replacing them with an objective entry criteria,
establishing a reliable exit mechanism accompanied with an efficient deposit protection
scheme.

Third at the regulatory level, by ensuring the independence of the CBE from political
interference and enhancing the quality of its on-site inspection and off-site surveillance;
providing a clear regulatory framework including guidelines for capital adequacy, loan
provisioning;
information.

establishment of uniform

accounting standards and disclosure of

106

Chapter (4)
The Egyptian Securities Market
(4.1) Introduction:

The term securities is used as a generic term for financial instruments issued by
bonds
bills
in
form
debentures,
the
and
stock,
shares,
of
companies and governments
'
intermediaries
financial
like
Securities
by
the
transferable
rest
of
markets
sale.
which are
four
loanable
funds.
They
serve
groups of participants:
mobilise savings and allocate
investors, speculators, hedgers and arbitragers. Investors, firms or individuals, purchase
financial assetsprimarily for the income they receive from holding assetsin the form of
interest payments and dividends. If they are frequently willing to sell their holdings any
time to maximise their profits, which constitute primarily their incomes, they are included
in the category of speculators. Hedgers hold assetswith the expectations that they will
have offsetting price movements causedby non-random fluctuations. While an arbitrager
holds a speculative inventory by which he is able to buy and simultaneously sell an asset
in
higher
four
Although
the
practice
at
price.
groups are separated conceptually,
individuals or institutions who fit one classification may also fit some or all of the other
classifications.2

In this chapter we examine the developmentof the Egyptian securitiesmarket as an
integral part of the study the Egyptian financial sector, startedby the analysisof the
banking systemin the previous chapter. We begin by discussingthe role of securities
marketsin LDCs, and highlight their advantagesand disadvantages.Then, we provide
a critical appraisal of the market-basedversus bank based financial systemsand its
relevanceto the LDCs. Then the developmentof the securitiesmarket in Egypt is

1This
2

definition is adapted from Drake (1980), p. 192

See Auerbach (1988), pp. 265-266.
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analysedby dividing it into three phasesstarting with the establishmentof Alexandria'
Stock Exchange in 1883 and ending in 1993 which marks the start of the application of
the new Capital Market Law. An analysis of the securities market performance is
provided using the main published indicators. Then we examine the main impediments
facing the progress of the securities market which determine the sort of policy action
required to revive the market.

(4.2) Securities markets in LDCs
For a long time the securitiesmarkets in LDCs were consideredhard to establish,costly
to manage, difficult to supervise and, above all, likely to contribute little to economic
development.Theseviews may partly explain the paucity of studieson securitiesmarkets
in the literature of economicdevelopment.Arguments of passivefunction of the financial
sector and the virtual absenceof a role for the financial system in the early growth
modelswere also responsiblefor such scarcity of studiesand underminedthe importance
of building robust financial systemsincluding capital markets.

However a few important studiesappearedin the late 1960sand early 1970semphasising
that finance matters. Goldsmith (1969), Shaw (1973) and Mckinnon (1973) established
strong arguments regarding a positive link between the conditions of financial
.
developmentand economic growth.3 The studiesof Patrick (1966) and Wai and Patrick
(1973) highlighted the mechanismsand microeconomic aspectsof capital markets as to
their role in the mobilisation of capital and economic growth."

3See
our review of the literature in chapter (2).
4See
Fischer and Papaioannou(1992), pp. 2.4 fora concisereview of the evolution of academicinterest in capital markets.

108
Supporters of the role of securities markets claim that they would, among other things,
improve the quantity of real savings, increase net international inflow of capital, improve
'
investable
funds
lower
to
the allocation of
the costs of providing capital projects.
and
Arguments in favour and against securities markets are each evaluated in turn.

4.2.1) Advantages of securities markets:
(i) Improving real savings:
It is argued that the provision of financial assets separate savings and investment
decisions. Thus savings can be accumulated without indulgence in coterminous acts of
low return investment. Promised yields may be great enough to attract saving that might
be otherwise saved in lower return instruments. The securities market provide various
returns on various risk bearing instruments, hence it enables investors to diversify risk'.
However we argue that securities market may achieve that under a specific propensity to
save, i. e. via reallocation given amounts of savings between different instruments
according to their returns after adjustment for risks. Arguments which claim that
securities markets may also increase savings from given incomes do not have theoretical
or empirical support'.

(ii) Encouraging capital inflows:
Developing securities market may facilitate international flows of capital as they may be
attracted by foreign portfolio holders and managers wishing to diversify internationally.
Recently emerging securities markets in Latin America alone helped attracting $24 billion
in 1990 and $40 billion in 1991. Even if they fail to attract significant foreign capital they
may discourage a significant portion of capital outflow.

5
6
7

See Drake (1977), pp. 74-77.
See Kitchen (1986), p. 147. and Drake (1977),
p. 74.
Seethe analysis of this point in our discussion the
of
effect of changesof real interest rateson aggregatesavings in chapters(2) and (7).
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(iii) Funding investment:
Given the generally high debt/equity ratio in LDCs, the securities market would enable
if
fresh
by
bypass
they wish to expand.
this
to
equity
capital
constraint
raising
companies
The issuanceof shares and debentures can be with relatively small administrative costs.'

(iv) Allocation of investible funds:
Securities markets offer a hierarchy of rates of return between equities, bonds, etc..
which reflects the cost of capital for issuers which should pay such rate of return
reflecting performance of alternative investments and their corresponding risk. Therefore
the allocation of investible funds is improved. ' Securities markets do not undertake
institutional assessmentof claims for loanable funds, like those made by credit officers
in banks. Thus the allocation of funds is made according to the apparent profits of
companies which issue shares and debentures. In the absenceof market imperfections,
securities market would allocate investible funds efficiently. LDCs however suffer from
different forms of market imperfection, e.g. monopolies, credit rationing, import
"
be
Hence
the allocative effect of securities markets may
questionable.
restrictions.

(4.2.2) Disadvantagesof securitiesmarkets:
Among the criticisms of securitiesmarketsin LDCS, we highlight the following issues:"
1.

Securities markets can stimulate rash individual and institutional speculations
leading to their collapse.History is full of financial crises causedby imprudent
12
speculations.

8

See Kitchen, op. cit., pp. 146-147.

9ibid.,
10
11
12

p. 147.

See Wal and Patrick, 1973, p. 328.
See Kitchen, op. cit.. p. 148.
See Kindleberger (1989) for a review of financial crises.
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2.

They may worsen the distribution of wealth and income.

3.

Being guided by financial profits of companies, which may not be necessarily
profitable for the society, securities market may deteriorate the allocation of
resources.
They may host unacceptableactivities like market-rigging, fraud, insider dealing,

4.

misleading offers, .. etc.
As argued by Shiller (1993), "stock prices often double or fall in half in a space

5.

of a few years, when there seems to be no concrete reason why stock prices
should have changed at all. Some times speculative prices change dramatically in
a matter of days or even hours. On 19 October 1987, ..., the Dow Jones
Industrial Average lost 16 percent of its value in the space of under three
hours". " The volatility of assetprices can be explained mainly by what so called
market psychology1'. Excessive euphoria and optimism or extreme anxiety and
pessimism can result in high volatility, and as evident in the 1929 and 1987,
"
inevitable
lead
to
might
an
crash. The high variability in stock prices would,
inter alia, increase uncertainty in the economic environment, give rise to
instability in the flow of capital, result in sudden losses in asset values, hinder
investment and complicate economic decisions.

Figure (4.1) shows that emergingstock marketsin LDCs suffered, to various degrees,
from high volatility measuredroughly by percentagechangein the local market indices.
Over the period 1983-1992the changein the local index of the Jordanianmarketranged
from (-24.6) to 92.9 and in Korea it rangedfrom (-23.5) to 92.6, showingrelatively low
variability. Whereasthe indices of the stock markets of Brazil and Mexico show high

13Shiller

(1993), p. 762 in the New Palgrave Dictionary of Money and Finance, Vol 3.

14Market
15For

psychology is defined as the change in public expectations, attitudes and theories about the market. See ibid.

a survey of the circumstancesof the 1987 crash, see Shiller (1989), chapter (23).
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Figure (4.1)
Percent change in local stock markets price indices
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In only two years the Brazilian market capitalisation" increasedby three times, from US$
15.1 billion in 1983 to 42.8 in 1985, but it fell to US$ 16.9 billion in 1987 losing almost
all what it gained in the previous four years. Market capitalisation increased again to
reach US$ 44.4 billion in 1989 but fell to 16.4 in 1990.18In Mexico the share price rose

16See
IFC (1993), op. cit., p. 153.
17

Market capitalisation is "the market value of all listed companiesat the end of the period. The market value of a company is the share
price tines the number of sharesoutstanding".
18
See IFC (1993), p. 97.
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fell
in
but
Monday
1987
Black
in
before
the
prices
crash
the nine months
after
six-fold
to only 10% of their pre-crash level. '9

Figure (4.2)
Means of % changes and standard deviations
of share prices indices of selected markets
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Source: Singh (1991), p. 52. Data are for 60 months ending December 1989.

Stock markets in LDCs,

as shown in figure (4.2),

are more volatile

than those in

developed economies. For example the figure suggests that share prices in the Brazilian
and the Taiwanese markets rose by monthly average of 2.5% and 5.5% respectively
during the 60 months ending December 1989. While the USA and UK share prices rose
by 1.4% and 1.3% per month respectively. However, with standard deviation of 37.1 and
15.15 respectively, the Brazilian and Taiwanese markets displayed more volatility

than

the USA and UK markets which had lower standard deviation of 5.2 and 5.9.

Such higher volatility

in LDCS'

stock markets, compared with those of developed

countries, is attributed to their segmentation and shallowness, in addition to the lack of
adequate information on their activities and performance along with other imperfections. "'
Moreover

they are vulnerable

19
Singh (1991). p. 51.
20See

Singh (1991), op. cit., pp. 53-54.

to the variations

in
in
the
and shocks
share prices
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international market. It is worth noting that these abrupt valuation changescan radically
alter measuresof financial depth.

(4.3) Bank-based

versus Market-based

paradigms:

Mainly because of the possible problems of the securities markets discussed above,

for
LDCs.
is
beneficial
inquiring
developing
a
stock
market
whether
argumentsemerged
These arguments have revived with the application of financial reform programmes in
LDCs and the restructuring of the Eastern European economies including their financial
systems. Comparisons have been made between the two models on offer. The first is
market-based ä la the Anglo-Saxon financial systems, and the second is bank-basedand
influenced by the German and Japanesefinancial structures.21Table (4.1) summarisesthe

propertiesof the Market-basedand Bank-basedfinancial systems.
Table (4.1)
Characteristics of bank-based and market-based systems
Bank-based

Market-based

Concentratedownershipand control

Dispersedownership

Associationof ownershipwith control

Separationof ownershipand control

Control by interestedparties(banks,relatedfirms, and employees)

Little incentivefor outsideinvestorsto participatein corporatecontrol

Absenceof hostile takeovers

Costly and Hostile takeoversoccur

Other stakeholdersare represented

Interestsof other stakeholdersare not represented

Interventionbyoutsideinvestorslimited to periodsof financialfailure
may encouragecollusion

Low commitmentof outsideinvestorsto long term strategiesof firms
Takeoversmay createmonopolies

. ource: t-or ea ana Mayer (l ö ), p. o:).

The argumentsin favour of bank-basedfinancial systemsmainly reflect the concernthat
market-basedsystemshavean associationwith shorttermism. Hostile takeovers,mergers
andleveragedbuy-outs,relatively low investmentin long run projects including training
and R&D characterisethe market-basedsystem.Theseproblemscan be arguedto have

21See
Corbett and Mayer (1989), Hellwig (1991) and Singh (1991) for a comparative analysesfor the models. See Lewis (1994) for a
discussion of the Japanesefinancial system and Edwards
and Fischer (1993) for an analysis of the German financial system.
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put the Anglo-Saxon economies at a competitive disadvantagecompared with Japan and
Germany economies described as bank-based.22

Moreover critics of market-based financial systems argue that despite their significant
sizes in the US and the UK, securities markets do not contribute substantially to the
financing of companies. This observation is also found in Germany and Japanwhich have
smaller securities markets. As shown in table (4.2), with the exception of Japanretentions
were the major source of finance. In the four countries banks were the dominant source
of external finance.
Table (4.2)
Gross financing of non-financial enterprises, 1970-85
(unweighted average %)
Germany

Japan

UK

USA

Retentions
Capital transfers
short term securities
Bank loans
Trade credit
Bonds
Shares
Other

55.2
6.7
0
21.1
2.2
0.7
2.1
11.9

33.7
0
NA
40.7
18.3
3.1
3.5
0.7

72.0
2.9
2.3
21.4
2.8
0.8
4.9
2.2

66.9
0
1.4
23.1
8.4
9.7
0.8

StatisticalAdjustment
Total

0
100

NA
100

-9.4
99.9

-4.1
100.1

-6.1

ouuIýc. iviaycr I IYÖY), taoie p).

Becauseof these findings and some highlighted characteristicsof LDCs' corporate
structuresuch as the small size of firms, imperfectionsin information systemsandhigh
costsof establishingprimary and secondarymarkets,it is suggestedthat the bank-based
systems may be better for LDCs. 23

Howeverwe arguethat thesefindings do not justify discouragingLDCs from establishing
or promoting their securitiesmarkets, for the following reasons:

22
SeeCorbettandMayer,op. cit., pp. 64-66andSingh,
op. cit. pp. 9-10.
23See
Cobham (1992), p. 7. and Singh (1991),
op. cit., pp. 66-71.
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(i) Different choice problem:
We argue that the choice facing a developing country is not between bank-based and
market-based financial systems, but rather it is between inserting a sound securities
market or not, into a traditionally commercial bank(s)-dominated financial system. An
efficient securities market would complement the reform of financial systems, provide
saving and investment instruments for individuals and banks and hence enhance the
diversification of portfolios and improve the allocative efficiency of financial resources.

(ii) Imperfections are found in both systems:
Imperfections in securities markets do not imply perfection in the banking systems.
Distortions and imperfections in the banking system are realised in developed and
developing economiesbut discouraging or eliminating the banking system has never been
the suggested solution. 24 As there are reform measures for the banking system as
discussed in the previous chapter, so too there are measures which can be adopted to
eliminate, or at least reduce, the drawbacks of securities markets. For example an
effective tax policy can deal with the possible worsening of income distribution and
possible conflicts of interest between corporations and society. Further a sound regulatory
framework can help reduce the distortive practices and mischievous conducts in the
market.

(iii) Optimal allocation of financial resources:
In some circumstances banks would be the optimal allocators of financial resources, in
others securities markets would be. Allen (1993) argues that in the case of traditional
sectors, such as agriculture, banks are better lenders and monitors by taking advantage
well-known
the
of
relatively
technologies and production functions. When there is less

24Singh

(1991), p. 69 emphasisesthat in the absence
of prudent and adequategovernment regulation, "banks has sometimesjeopardised
the integrity of the financial systemas a whole, however the advice given was to 'pay particular attention to questionsof proper regulation
and to the prevention of the monopolistic abuseby the banks.'
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be
how
firms
how
be
allocated, a
should
resources
consensuson
should
managed and
securities market would be a better source of funding and, through its repeated
"
In other cases
banks.
is
evaluations, a more efficient monitor and resource allocator than
a combination of both banks and securities markets finance would be the optimal one.

(iv) Positive effects of securities markets:
Securities markets have positive effects on economic development which are hard to
overlook, as shown by Atje-Jovanovic (1993) in an empirical study on 40 developed and
developing economies. They applied the Greenwood-Jovanovic (1990) model to search
for growth effects and the Mankiw, Romer and Weil (1992) model to search for the level
effects. The study finds that securities markets have a significant impact on subsequent
economic development in terms of level and growth. However it did not find a similar
effect of bank lending. 26

(v) The impact of financial innovation:
Traditionally capital market lending, excludingequities,was long term in maturity, at a
fixed rate of interestandwith an activesecondarymarket. Banklendingwas mainly short
term, at a variableinterestrate andwithout a secondarymarket. Moreover somelaws and
acts, such as the 1933 Glass-Steagallact in the USA, created a barrier segregating
commercialbanking from investmentbanking and separatingfirms selling brokerage
servicesfrom banks.27

This distinction has diminished due to the advances in financial innovation and the

encouragementof universal banking, and especially after the abolition of the Glass-

25
SeeAllen (1993),pp. 101-102.
26See
Atje andJovanovic(1993),pp. 632-36.
27See
Miller and Pulsinelli (1989), pp. 168-169.
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Steagall act in 1987. Bank holding companies are now allowed to have brokerages and
brokerage firms offer checking accounts.28 Hence there is an overlap between the
in
different
longer
banks
various
strictly
which are no
activities of securities markets and
floating
fixed
funding
Both
banks
rates,
and
at
respects.
and securities markets can offer
both for short term and long term. Also, through securitisation, loan swaps and
transferable loan contracts, banks started to develop a secondarymarket for their loanable
funds.29Thus it seems that LDCs are not facing two strictly different models to choose
between them.

(vi) Recent findings on the German financial system:
The recent study by Edwards and Fischer (1994) establishesprofound challenges to the
conventional wisdom regarding the structure, mechanisms and role of the German-style
financial system. In contrast with the theoretical claims for a bank-basedfinancial system,
outlined in table (4.1) above, the authors found that:30
1.

The banking market is not dominated by a small number of banks.

2.

The majority of Germanbanksdo not haverepresentatives
firms
boards
the
of
on
or proxy votesandhencebanksdo not affect corporategovernancethrough these
methods.

3.

Even whenbanksare representedon firms' boardsthereis no evidenceto suggest
that bank representationwas used to make loan decisionsand generally such
representationwas not associatedwith greateruse of bank loans.31

4.

There was a weak relationshipbetweenbank proxy voting power andsupervisory
board representation. Accordingly there is not strong support for the claim that

28Auerbach
(1989),p. 131.
29

See Llewellyn (1992), pp. 19-21.

30Edwards

and Fischer (1994), chapter (5).

31
ibid., p. 232.
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banks act in Germany as delegated exercisers of equity's power by using proxy
votes.
The previous findings cast doubt on the argument of exploiting economies of

5.

scope by German banks.
Evidence on sources of finance in Germany and the UK over the period 1979-89

6.

did
investment
bank
loans
finance
depended
UK
firms
than
to
that
more on
shows
the German ones. Moreover German firms did not acquire external finance at
lower cost nor did they have greater accessto external finance than in the UK. 32
The value of equities supplied by German banks to firms is only 3% of the total

7.

value of loans advanced to these firms. Thus the majority of bank finance to
banks was in the form of debt and not equity.

Due to differencesin the definitions of loan maturity it is difficult to suggestthat

8.

Germanbanksoffer more long-term loans than the UK for example.Moreover
it is not theoretically established that long-term lending is more efficient for
investment than short-term lending.

Germanbanksdo not havespecialtechnicalexpertiseto help themmakeinformed

9.

decisionsregardinginvestmentprospects.
Evidence does not lend support to the theoretical claims which suggestthat costs

10.

of financial distress are lower in Germany and banks are more supportivein
difficult times. Given the extensiveuse of collateral, evidenceon banksincentive
to reorganisefinancially troubled firms rather than liquidate is limited.33

Thus, the widespreadargumentthat higher investmentandeconomicgrowth ratescanbe
34
by
following
German
financial
the
achieved
model now seem questionable. The

32ibid.,

chapter (3).

33ibid.,
34ibid.,

pp. 232-233andchapter(7).
chapter (1).
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commonly held views on the role of banks in the German economic performance are not
35
self-evidently correct.

(vii) Recent changes in the Japanese financial system:
The Japanesefinancial system is the secondcelebrated example of a bank-basedfinancial
system. The main distinctive feature of the Japanesefinancial system is the role of the
Main Bank in financing industry. Under this system banks are the primary suppliers of
lender.
Banks
is
largest
bank
funding
for
the
the
own
main
normally
external
projects and
significant portions of equities in the companies that they finance. The main bank and
firms form a so-called enterprise group through which relations include financing
36
information,
R&D
projects.
purposes as well as the sharing of
marketing, and

However the process of financial liberalisation in Japanin the early to mid 1980schanged

the financialsystemandcorporatefinancein Japan.Financialinnovationandderegulation
reduced the functional boundaries between different financial intermediaries and
distinctions between city, regional, trust and long-term credit banks came under the
37
pressure of competition. Banks were assignedto securities houses and vice versa, new
instruments were permitted resulting in a change in the pattern of capital flows in the
domestic market. 38

The Japanesefirms, concernedwith the rising cost of capital, began to prefer direct
financeand raisedfunds by selling their securitiesin the market insteadof passingthem
on to their main banks.39During the deregulationyears 1981-85issuesof securities
35
Edwards and Fischer (1992), p. 26.
36LeWis
37ibid.,
38The
39The

(1994), p. 14.

p. 11.

Economist (1993), p. 6.
Economist (1992), p. 17.

120
in
for
25%
funds,
than
while
accounted
more
of manufacturing companies sources of
1989 they made up 70%. As a result the share of bank lending to manufacturing fell from
50% of total funding to 16% in 1990. However total bank lending did not shrink but
instead grew during the 1980s as banks found new borrowers from households whose
share of bank loans was more than 16% in 1990 i. e. more than the share of
manufacturing. Banks lent more to the service sector as its share increased from 5% of
total lending in 1970 to 15% in 1990.40Loans to small and medium-sized enterprises also
increased as their share in loan portfolios rose from 45% in the early 1980s to 70% in
1992.41

Thus, the recent changes in the Japanesefinancial system emphasisethe importance of
possessingan efficient securities market more than they suggestthe opposite. Japan, one
of the claimed strongholds of bank-based finance, maintained a securities market which
enabled its companies to diversify their source of funding when they needed and allowed
individuals to disperse their savings. The question which arises is why should LDCs
eliminate these options, and deliberately limit their savings instruments and funding
sources?

According to our appraisal of the advantagesand disadvantagesof securities markets, we
argue that the advice for LDCs, including Egypt, should be to encourage their securities
markets to develop in an adequateregulatory framework, enabling them to compete freely
with the other of financial intermediaries.

40
See The Economist (1993), op. cit.,
p. 6
41LeWis

(1994), op. cit., p. 11.
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(4.4) The case of Egypt:
(4.4.1) The first phase: 1883-1958
The Egyptian securities market (henceforth ESM) was establishedin 1883 in Alexandria
and was then followed in 1890 by one in Cairo. The reason behind its establishmentwas
in
deeds
for
dealings
for
the
to
of the
the
a stock exchange market cater
primarily
need
Egyptian debt42.

A league of securities market dealers was establishedin 190343to determine the rules for
trading in stocks, organise the relations between the dealers and their customers and
resolve the problems of the business. This almost voluntary organisational structure was
the only authority available at the time. In 1907 the market had 328 companies and a
turnover of LE 91 million. However native Egyptians had a very limited role in the
"
foreigners.
market as most of shareholders and company managers were

The ESM was disorganised and operated without a legal structure. But the need for
government intervention to regulate the securities market was growing. In 1907 there was
a fortuitous sharp increase in the price of cotton the main production of the country at the
time. "This increase in cotton prices led to higher property values and land.., began to
change hands from day to day at ever-mounting prices while speculation became rife in
stocks and shares.., and when the speculative boom reached its height a veritable frenzy
took possession of Cairo and Alexandria" 45
.

Thus the financial crash of 1907was inescapable.The crisis resultedin a"drop of the
value of agricultural land by 70% and a heavydrop of the stock exchangevalues.It was
42

See Ahmad, (1990), p. 30.

43

See Central Bank of Egypt (1987) P. 252.

44
See Hansen (1991), p. 102-4.

45

NationalBankof Egypt (1948),pp. 31-32
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then obvious that the main reason that led to the crash is the fact that the market was full
of reckless gamblers and irresponsible dealers who where helped by a glut of credit and
the absenceof regulation. The government intervened in 190746to regulate the operations
of the securities market and issued a law in that year and a general by-law in 1909.47
However it took the market approximately ten years after the crash to recover.

Except for a short interruption from 1914 to 1916, becauseof World War I, the market
observed steady progress. The ESM activities fluctuated between the two world wars, in
responseto changesin the international market. After the end of World War II the private
sector flourished and new products were manufactured ranging from household goods,
including durable goods and intermediate goods48.Many of these companies raised funds
through the ESM.

In 195441a law was issued aiming at expanding the ownership base by reducing the
minimum value of issued shares and assuring that the capital of any listed company with
capital of more than LE 50,000 should be listed on the stock market and be available to
so
public offering.

Egyptianisation laws that followed the Suez Crisis in 1956 did not seem to have negative
effects on the ESM, at least in the short run. These laws, which were enacted in 1957,
attracted sufficient domestic investment to replace the foreign. Also in 1957 law number
161 was issued by a presidential decree to put the first comprehensive regulations manual
for the securities market.
46
47
48

SeeAhmad(1990),p. 30.
This bylaw was amended four times in 1910,1912,1933 and 1940, see Central Bank
of Egypt (1988), p. 252 and Ahmad, p. 31.
See Mabro (1974), pp 142-3.

49See
table (4.3) below for an overview of the main laws and decreeswhich affected the securities market.
50

See Ahmad, op. cit., pp 31-32, Fahmy (1993), 5
p. and National Bank of Egypt (1992), pp 8-9.
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The market activities peaked during the period 1946-1959 with an average of 1000
transactions daily and increased numbers of listed and floated companies annually.
Turnover was approximately 30% of the market value of listed securities in 1955.

In 1958 the number of joint stock companies had reached 925 of which 275 companies
were listed. All of these companies offered shares to the public and most of the shares
were actively traded51.The size of the market turnover in 1958 amounted to LE 111.4
million, i. e. 9.1 % of GNP. During this period the ESM was one of the busiest markets
in the world. 52

(4.4.2) The second phase: 1959-1971
Until 1959 government intervention in the securities market took the form of fixing
minimum values of shares, ruling out certain operations, e.g. futures operations and
enhancing the organisational structure. However in 1959 the government started a series
of interventionist and nationalisation measuressupported by several laws. The impact of
these laws are summarised in table (4.3).

Law 7/1959 had a devastatingeffect on the confidenceof the public in the securities
market. The Law determinedthat distributableprofits per share,in any year, shouldnot
exceedthat of 1958in additionto a maximumof 10% of the nominalvalue of the traded
security.Moreover any companywhich was establishedafter the issuedateof the law or
the companieswith profits less than 15% in 1958were not allowed to distribute in the
future more than 10% of the nominal value of the shares." .

51See
World Bank(1992d)p. 15.
52See
World Bank (1992d), p. 3.

53

SeeCentralBankof Egypt (1988),p. 255.
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Naturally this causedgeneral disappointment and pessimism amongst the investors. This
£E
71.5
in
1958
in
from
111.4
decline
£E
to
the
transactions
million
of
size of
resulted a
106
124
index
from
in
dropped
1959,
to
the
points
share
million
and
number of
prices
points during the same period by a rate of 14.5 %54"

To curb the negative reaction, a ministerial decreewas issued in 1959 increasing the 10%
ceiling on distributable profits to 20% but this was still subject to the approval of the
Minister of the economy. Nevertheless, even after the abolishing of such approval by a
presidential decree the conditions of the market did not improve. The size of transactions
continued to decline, to only £E 62 million in 1960, and the index number of shares
prices fell by an average of 17.9%.

The subsequentlegislations of the 1960s, which was started by a temporary closure of
the market for two months, resulted in the complete destruction of the ESM. 1961
marked the beginning of Egypt's nationalisation programme combined with sequestration
"
and confiscation measures. From 1961 to 1963 the government as shown in (table 4.1)
managed to nationalise all financial intermediaries; cotton mills and cotton pressing
companies; as well as chemical, engineering, metal and pharmaceutical and textiles
companies.

The government intervened directly in the operations of the ESM by imposing a
maximum limit of £E 10,000 for the market value of sharesper shareholderin 139
companies.Amounts in excessof the limit were sequestrated.Moreover the ministerial

54
55

ibid.
See El-Kammash (1968) and Mabro (1974) for
a review of the main economic developmentsduring the 1960s.
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decree (41/1969) fixed the maximum of distributable profits at 15% of the nominal value
of the shares, which was 8.4% in net56terms.

Nationalisation and interventionist measurescreated an environment of pessimism about
the future of the private sector and the prospects of the securities market. Incentives to
invest in the ESM vanished. There was totally no confidence in the market and no
credibility of the financial authorities.

Between 1961 and 1971, the primary market was effectively paralysed and only four new
companies were established.57 The number of private sector joint stock companies
declined from 925 in 1961 to as low as 36 in 1971. Trading in the Cairo Stock Exchange
dropped from £E 43.9 million in 1958 to £E 9.1 million in 1963 to LE 3.6 million in
1971.58Consequently the ESM effectively vanished. However in order to prevent its
official closure, the Ministry of the Economy and the CBE agreed to assist the market by
a modest annual financial subsidy to the brokerage offices, which remained private. This
subsidy was mainly used to pay the salaries of the remaining brokers. S9

Most of the trading at that time was in governmentbondspurchasedby the CentralBank
and commercialbanks. The Bankingsystemtook almostfull control of the mobilisation
of savings.In addition to taxes, the financing of the ambitiousinvestmentplans of the
state was coming from the nationalisedbanking sector, foreign assistance,the social
insuranceinstitutions, the nationalisedinsurancecompanies.

56i
57

58

e. aftertax.

See Mohamad (1986), p. 2.

SeeNationalBankof Egypt (1992),p. 11.

S9With

the decline of the volume of trading the number of brokers declined from 76 representing almost 47 brokeragesoffices in 1959
to 12 in late 1960s. The remaining stockbrokers claimed their inability to
work with continuing lossesin their incomes. SeeWorld Bank
(1992d), p. 16 and NBE (1992), 11.
p.
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The ESM had a trivial role to play in financing public spending. The ESM covered a
small part of the public sector borrowing requirements. This took a form of dealings in
development and housing bonds and other securities issued or guaranteed by the
government. Public sector commercial banks were the main purchasers of these securities
which did not attract the private sector. Thus at the end of the nationalisation period the
function of ESM in development finance was insignificant.

(4.4.3) The third phase: 1971-1993
At the beginning of this phase the government felt that it had to remedy the negative
impact of the nationalisation period and restore the confidence of foreign investment. It
issued law 65/1971 which protected all new Arab and foreign investment from
nationalisation and sequestration.

Further the government issuedJihad Bonds in 1971 for covering part of its war expenses.
There were two important aspects of these bonds, first tax exemption was used as an
incentive for buyers. Second, in 1973 some of these bonds were denominated in foreign
currencies which was a start for other issued bonds like the more widely issued
Development Bonds.

However the most important progress was the promulgation of law 43/1974 which
marked the beginning of the open door policy, infitah. 6°In addition to providing all new
foreign investments with immunity from sequestration, this law granted foreign investors
a five to ten years tax exemption, unrestricted repatriation of profits and other incentives.
This law was amendedby law 32/1977 to grant investors more privileges and reduce the
restrictions in the foreign exchangemarket to encourage foreign investment in the ESM.

60
See chapter (1).
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A General Capital Market Authority

develop
in
1979
the
to
and
regulate
was established

primary and secondary markets, establish a code of conduct, monitor the operations of
the market, and attempt to create a favourable environment for investment. Further it
aimed at training securities market professionals and building an information

system for

securities. 61

In 1981two laws (157 and 159)were promulgatedto grant shareholderstax exemptions
and easethe establishmentof new joint stock companies and facilitate raising fresh capital
for the existent ones.

Although Law 146/1988 aimed at regulating the Islamic Investment Companies (IICs)62
and protecting the interests of their depositors, it actually tried to benefit from the IICs.
It was realised that one of the reasonsbehind the ability of these companies in mobilising
savings was their distribution of variable returns on deposits: an act which gave the
impression that they were working under Islamic Law. The authorities found it may be
appropriate to follow suit and issue a new instrument in the form of variable return
63
certificates.

The stepstowardsenhancingthe role of the private sector,andhencethe ESM continued
in the late 1980sand early 1990s.First there was a reform in the role of the Investment
Authority by the issuanceof Law 230/1989.The objectiveof the law was to facilitatethe
establishmentof new investment projects, provide insurance and security against
investmentrisks. It aimed as well at building up an information systemand act as a
coordinatorbetweeninvestorsand different authorities.In 1991Public BusinessSector

61

SeeNBE (1992),pp. 12-13andCBE (1988),p. 257.

62
For an analysis of the IICs see chapter (S).

63See
article 15 Law 146/1988andchapter(5) below.
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Law number 203 was promulgated The law transferred all public sector companies to
TM
holding
full
towards
public
companies as a step
privatisation. It was argued that these
two laws would have a stimulating effect on the capital market through increasing the
number of dealt-in securities.

A general capital market Law was approved by the parliament in 1992 and its executive
regulations manual was issued in mid 1993. The main objective of the law was to
improve the structure, regulations and performance of the ESM as a part of a general
economic reform package supported by the World Bank and the IMF.

The law replaced individual brokers by brokerage companies, permitted the establishment
of private stock exchangesand fostered the organisation of investment funds for portfolio
management.The law allowed as well the issuanceof sharesin the name of their holders.
Moreover, it aimed to encouraging workers and trade unions to own equity shares in
accordance with the privatisation programme. However it is still early to analyse the
effect of this law.

64

SeeCBE (1993),p. 54.
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Table (4.3)
A summary of the main laws which affected the securities market
Law

Impact

26/1954

Reduced the minimum value of issued shares from £E 4 to £E 2. Made stock market listing compulsory for companies
with capital of more than £E 50000.

161/1957

Outlined the general regulations manual for securities market.

7/1959

Determinedthe maximumof distributableprofits per the nominalvalueof the share.

11/1961

Amendedlaw 26/1954.
Allocated25 % of net profits to workers.

116/1961

Interrupteddealingsin the two exchangemarketsof AlexandriaandCairo for two months.

117/1961

All banks(18), insurancecompanies(12) and other companies(52) were nationalised.

118/1961

Statedthat 85 companiesshouldhavea minimumof 50% public ownership.

119/1961

Determinedthat the maximummarket valueof ownedsharesnot to exceed£E 10000per shareholderin 139companies.
Amountsin excessof the limit were sequestrated.

121/1961

Nationalisedthe four cottonpressingcompanies.

38/1963

Nationalisedcottonmills.

65/1963

Nationalisedthe pharmaceuticalcompanies.

72/1963

220 companiesspecialisedin chemical,metal, engineering,textilesproductswere nationalised.

73/1963

Terminatedmining andoil exploringcontractsand nationalisedminesand quarries.

77/1963

25 of the companiesgovernedby law 118/1961were fully nationalised,includingtransportcompanies.

78-81/1963

Added20 companiesto the list of fully or partly nationalisedcompanies.

65/1971

Aimed at restoringconfidenceof Arab and foreign investorsin the economicsystemby protectingall new investment
from nationalisation.

43/1974&
32/1977

Grantedincentivesand privilegesto foreign investors.Someof foreign exchangemarket restrictionswere removedto
facilitate the purchaseof securities.

520/1979

This presidentialdecreeestablishedthe GeneralCapital Market Authority.

157/1981

Grantedjoint stockcompaniestax incentives

159/1981

Amendedlaw 26/1954to facilitate the establishment
of newjoint stockcompaniesand raising fundsfor the existentones.
Extendedmostof the tax privilegesof law 43/1974enjoyedby foreign investorsto indigenousones.

146/1988

RegulatedIslamic InvestmentCompanies.
Allowed the issuanceof variable return certificatesby ESM.

230/1989

Enhancedthe role of the InvestmentAuthority to encourageforeign anddomesticinvestment..

203/1991

Transferredpublic sectorcompaniesto public holdingcompaniesas a steptowardsprivatisation.

95/1992

This comprehensive
Capital Market Law aimedat stimulatingthe capitalmarketunder the reform programmesupported
jointly by the World Bank and the IMF.

Source: compuea Dy me autnor from aitterent issues of the rest's
Review.

economic Bulletin ana the ulit's

tconomic
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(4.5) An analysis of the ESM Indicators:
Despite official attempts throughout the 1970s to revive the ESM, they have not yet
ESM
The
improvement
in
in
the
the
market.
actual performance of
resulted a meaningful
has been the source of less than 5% of new funding for both the public and private
3%
Further,
1.2%.
during
1989-1991,
only
the
of
annual
average
sectors
period
with an
during
£E
39
billion
the
through
channel
market
securities
of
of savings were mobilised
the 1989-91 period. These figures are in deep contrast to the performance of the market
in the 1958-1961 period, when it provided 25% to 50% of new capital raised by the
65
private sector alone. Constrained by the availability of data, we evaluate the
performance of the ESM by four indicators: Number of listed companies, trading value,
market capitalisation and turnover ratio. We compare these indicators for the available
years with those of other LDCs.

Figures (4.3) and (4.4) below show the developments of the number of listed companies
and the value of trading. Both indicators declined during the nationalisation period until
the beginning of 1980s. The listing of new companies during the 1980s could be
attributed, inter alia, to the Infitah laws discussed above, and also to the flow of
remittances of Egyptian migrants in the Gulf states. The annual growth rate of listed
companies was 28 % during the 1981-1990 period. Trading value increased gradually by
66
in
18.9%
during
1980s
1990s.
However the
the
an average annual change of
and early
turnover ratio67 averaged 7.98% during the 1983-199268period which is significantly
lower than the 1950s figures which ranged between 17.58% and 22.46%.

65
66

SeeWorld Bank(1992c),p. 18, CBE (1988),p. 254 andCBE (1993),pp. 55-59.
World Bank(1992c),op. cit., p 104.

67

Turnover ratio is defined as " the total value traded to averagemarket capitalisation. Average market capitalisation is the averageof
end-of-period market capitalisations of the prior and current periods", see International Finance Corporation (1993), p. xi.
68

Calculated from IFC data, ibid., p. 176.
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The fact that ESM's current performanceis still below that of the 1950sis confirmedby
the market capitalisationindicator shown in figure (4.5). Market capitalisationas a
percentageof GDP droppedfrom its highest level of 12.79% in 1958 to its lowest of
0.84% in 1980 and then increasedto the modestlevel of 6.1 % in 1992. This indicator
revealedwhat is disguisedby the aggregatefiguresof numberof companiesandturnover
which may give a misleadingimpressionof a rapid growth of the ESM during the 1980s.

Figure (4.5)
Egyptian Securities Market
MarkstCapfalisatio,GDP(percent)
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Comparative

figures for other developing

countries support our argument that the

activities of the ESM is small for a country with the economic potential of Egypt. In 1992
the ESM had 656 listed companies. Although this is more than Brazil's 565 (Sao Paulo),
the Brazilian market had capitalisation of approximately 45 billion dollars, i. e. 17 times
bigger than that of Egypt. Further, ESM listed companies in Egypt were 5.6 times more
numerous than those of Jordan and Turkey. Nevertheless each of the two countries had
more market capitalisation by 30% and 280% larger respectively. Jamaica managed to
achieve similar capitalisation to Egypt with just 48 companies. 69 Figure (4.6) gives a
comparative view of the development of market capitalisation in Egypt and other I. DCs.

Figure (4.6)
Market capitalisation in Egypt and selected LDCs
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Source: IFC (1993).

The evident contradiction between capitalisation and the number of listed companies in
the Egyptian case can be attributed mainly to the dominance of closely held companies
which formed 73 % of listed companies in 1990 and the limited trading in the securities
of the rest of listed companies. Both issues are analysed below.

69

See World Bank (1992d), p. 26
and International

Financial Corporation

(1993).
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Untraded securities also contribute negatively to the turnover ratio as an indicator of
market liquidity.

Figure (4.7) gives a comparison between the recent figures of the

turnover ratio between Egypt and selected LDCs on one hand, and between the 1950s
period and the recent years on the other hand. The two comparisons show that the
turnover ratio is currently

lower than its pre-nationalisation

figures and is the lowest

among the six countries compared.

Figure (4.7)
Turnover Ratios
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It is considered that a turnover ratio below 10% is an indicator of a relatively shallow and
illiquid market which is the case of Egypt throughout the 1980s and early 1990s. The use
of this indicator comparatively

confirms,

again, that the recent growth of securities

market aggregates can give a misleading impression about the ESM, which, in reality,
is still illiquid and shallow.
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(4.6) Impediments facing the progress of the ESM:
In spite of the reactivation attempts, since 1971, the performance of the ESM is poor. We
would argue that its negligible role in savings mobilisation and its relative insignificance
as a source of capital can be attributed to the following twelve factors.

(i) Credibility problems:
The consecutive measure of Egyptianisation in the 1950s and nationalisation,
expropriation and sequestrationin the 1960s, created a justifiable lack of credibility years
after the start of these measures and despite successive government assurances of
protecting ownership rights. In a number of interviews undertaken by the author with
several Egyptian financial sector experts and bankers, they agreed that the credibility
7°
impediment
It
fuelled
is
decades.
than
three
more
over
after
was
problem
still a main
the years by several factors, among them:
1.

The heavy losses in the remaining joint stock-companies in the 1970s and the

1980swhich resultedin low or negativereturns for shareholders.
2.

The hit-and-runactivitieswhich flourishedin the early yearsof the Infitah policy
capitalisedon soft regulationsand incompletelaws: investorsin many companies
never recovered their funds becauseof such activities.

3.

Inconsistentgovernmentpolicies, accumulationof foreign debt, expectationsof
further devaluationof the Egyptianpound, andfearsof inflation createda general
environmentof uncertainty. This in turn reinforced savers' preferencefor the
money market with its higher return in the short run, and foreign currency
denominatedinstruments.Dollarisation, dealingsin the informal financialmarket
and depositingfunds abroadwere all extremely active in such environment,as
discussedfurther below.

70Interviews

with Dr Ashraf Shams-Eldin, director of external relations department, CMA in (17 July 1991); Dr Sultan Abu Aly, former
Minister of the Economy (16 March 1993); Mr Mohammed Samy, Director
of An Underwriting Company, (17/3/1993).

135The decline of the Islamic Investment Companies which collapsed in the late

4.

1980s resulting in immense losses to depositors' savings."
Dealing in the securities market is still considered by a large group of potential

5.

investors, as a form of gambling, which is prohibited by religion. Moreover the
in
the
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especially
speculation,
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bankruptcy
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price of cotton,
is
It
businesses.
families
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claimed that the
collapse of several
and
wealthy
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in
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discouraging
activities.
savers participating
media has exaggeratedthis

It is not the lack of investors or shortage of capital that make the number of ESM's
individual and institutional investors as low as five thousand. The Islamic Investment
Companies depositors, numbered more than 500 thousand before the beginning of their
71
in
lies
in
This
1988.
the
the
problem
principally
supply side as
reveals that
collapse
discussed further below.

(ii) The prevalenceof state-ownedenterprises(SOEs):
As discussedin chapter(1), economicindicatorsemphasisethe continueddominanceof
the public sectorin Egypt. The infitah policy launchedin the mid 1970sdid not change
the dominantrole of the public sectorenterprises.Ten yearsafter the start of infitah and
investment,
for
82%
foreign
SOEs
370
the
to
accounted
attempts encourageprivate and
of capital stock 70% of total investment,90% of total exportsand 54% of employment
in 1985.74

71See
72

the analysis of these companies provided in chapter (5).

This was emphasizedin our interview with Mr Samy.

73In
Bank( 5/5/1994),he stronglyconfirmedthis
an interviewwith Mr MotazMansour,ManagingDirectorof Misr Iran Development
point, mentioningthat the maineffort is neededin the supplysideandit is just a matterof time to convincepotentialinvestorsof the
soundness
of the ESM, if it is alreadythere.
74World

Bank (1990b), p. 34.
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Since their establishment in 1961, the SOEs relied on the banking sector in financing its
issued
The
ESM
in
left
deal
limited
to
capital requirements.
was
a
volume of government
and guaranteedbonds used mainly to finance the budget deficit.

On the other hand, despite the fact that small projects, i. e. those with less than 50
workers, escapednationalisation measures,the ESM did not serve them particularly well
if at all. These projects specialised in services and light industry, with a scale of activity
that did not require ESM financing. They were establishedby own-finance, mostly family
finance, and retentions were used for their expansion. When necessary these projects
obtained loans from the banking sector.

(iii) Slow pace of the privatisation programme:
The efficiency of the large SOEs has been deteriorating over the years since their
establishment mainly in 196111 because of various factors, mainly,

government

interference in managerial decisions, administered pricing, overstaffing, absence of
competition, and lack of accountability of top management. Moreover the overall deficit
of the non-financial SOEs was over 8% of GDP by the mid 1980s.76The deteriorating
economic conditions in the following years, oil price related external shocks in FY
1986/87, and the increase in foreign debt services signified the problems of the SOEs.
The government came under pressure from the IMF and the World Bank to control the
budget deficit and reform the SOEs as one of the major causes of deterioration in the
fiscal balance.

75Although
in financing
the role of public sectorstartedto increaseafterthe 1952throughoutthe 1950sbut it wasmainlyconcentrated
infrastructureprojects.The nationalisation
of the public sectorenterprises.
measures
of 1961markedthe official establishment
76World

Bank (1990b), op. cit., p. 34.
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As an integral part of the economic reform and structural adjustment programme
the
in
Egypt,
has
to
two
reform
the
approaches
government
adopted
currently undertaken
SOEs. First, separation of managementfrom government and treating the SOEs and the
law
SOE
Thus
both
law
to
to
a
new
sectors.
applied
a unified
private sector according
was approved in July 1991 and most SOEs were separated from their ministries and
SOE
More
to
the
27
holding
as
given
autonomy was
companies.
new
regrouped under
to management, pricing, obtaining their funding. However employment and suspension
decisions were controlled by tight laws and regulations."

Second, the government adopted a programme of privatisation78 reflective of the
international trend. According to this programme most of the SOEs are offered for sale
79
The
term
to
government claimed that the privatisation
schedule.
according
a medium
limited
improving
is
the
and
allocation
of
resources
efficient
use
of
programme capable
8°
hence
and
of contributing to more rapid economic growth. Further it was argued that
it would help to correct the fiscal imbalances through enhancedrevenues.81

77See
the NBE (1993),pp. 10-11.
780n

the concept of privatisation seeHartley and Parker (1991); on the relation between ownership and efficiency seeGeorge and Lynk
(1992); on the economic implications of privatisation seeVickers and Yarrow (1988) and on the privatisation experience in LDCs, see
the volume edited by Cook and Kirkpatrick (1988).
79As

described in the World Bank (1991) appendix IV, the first step of privatisation was taken in the FY 1990/91 by selling 2,000 small
local government-owned enterprises and the start of selling large hotels.
The second step was programmed for implementation in FY 1991/92 and includes the following:
Continuation
of the sale of local government owned enterprises.
-

Sale
in
Law 230 companies.
public
sector
of
shares
-

Increase
have
in
Law
97
the
private
sector
companies
which
private shareholders.
share
- Lease of under-utilised production capacity and sale of surplus of assets.

Entire
saleof smallprofitablepublic sectorcompanies.
-

The third step was to continue and reinforce the privatisation programme in FY 1992/93.
For further details of the privatisation programme see the NBE (1994), pp. 9-23.
80The
distributional effects of privatisation in Egypt are adequatelyconsidered.The only issueaddressedby the government in this respect
is merely the compensationmeasuresrequired for those
is
It
by
directly
likely
the
argued that privatisation
to
programme.
affected
are
who
programmes are likely to generatemore general distributional imbalanceswhich have to be considered in a systematic manner. For an
analysis of this issue see Cook and Kirkpatrick (1994).
81The

government in such claims is following the World Bank's view, expressedin the World Bank (1990b).
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However because of the unpopularity of privatisation in Egypt, concerns of political
instability, fears of worsening the severe unemployment problem (already 17.5%),
privatisation of SOEs has been lagging behind its schedule. On the other hand evaluation
of projects prepared for sale, taking sale decisions, methods of privatisation appeared
problematic and practically difficult, especially in the absence of an active securities
market which has been the backbone of the privatisation process in other countries.

Although there are mutual benefits for the securities market and the privatisation
programme, the authorities in Egypt have been trapped in a supply-leading or demandfollowing problem. Whether to develop first the ESM or privatise the SOEs, has been a
main economic policy question since the start of the privatisation programme without a
significant practical move in either direction.

(iv) Relatively low costs of bank loans:
The imposition of interest rate ceilings made the costs of the available loanable funds
artificially low. Until 1991 the CBE was responsible for determining the interest rate
structure according to which lending rates for different sectors were strictly applied.82
Such rates were generally below market levels and include.substantial subsidies for some
borrowers. Under thesecircumstancesit was difficult for the securities market to compete
freely with the banking system. If ceilings on interest rates are lifted and the costs of
borrowing become more realistic, there would be more of an incentive for companies to
rely on the ESM to provide them with their capital requirements.

v) The problem of closed companies:

In 1993 of the total number of companieslisted on the Cairo Stock Exchangeof 654,
76.2% of which were closely held companies.Closely held companiesare defined as

82See
chapters (6) and (7) for an analysis of interest rate policy in Egypt.
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those having 15 shareholders or less, usually members of the same family, whose shares
are not normally offered for public dealing. These companieshad approximately 70% of
the £E 8.4 billion total capital of the market. 83

As discussed above the legislators in the 1950s perceived the tendency towards a
concentration of shares amongst a small number of holders, hence Law 26/1954 was
issued demanding public offering of sharesby prospectus to be entitled for listing. In the
1980s tax and company laws 157/1981 and 159/1981 encouraged the establishment of
joint-stock companies by offering tax incentives for listing and allowed listing of their
securities provided that they had three or more shareholders. Consequently around 80%
of the listed companies during the period 1981-1991 period were closely held. Shares of
closely held companies are exclusively traded among the incumbent holders. The
prevalence of such shares contributes very little to the supply of tradable securities.

However, the problem will not be solved by mere legislation against the formation of
closed companies. We argue that measures to promote the activities of the ESM and
strengthenthe investment environment would increasethe number of registered companies
with openly-traded securities and hence the relative importance of closely held companies
will decline. Moreover the elimination of fiscal disincentives and a reduced cost of

trading in securities, along with other measures,may encouragethe existing closed
companies to go public.

(vi) Concentration of ownership

If we look at the ownershipstructureof the publicly issuedcompaniesduring the 1980s,
we realise that more than 50% of the sharesare owned by a small number of holders,

83

Figures are calculated from the 1992/3 annual
report of CBE.
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to be traded. Only if necessary they are traded within the group of founders.

The concentration of ownership structure and limited trading in the shares of founders
along with the dominance of closely-held companies, did not help the attempts of
widening the ownership base.

(vii) Distortive incentives:
We argued previously that the listing of joint-stock companies was encouraged by tax
incentives. But we realise that such tax incentives resulted in a loss of budget revenue
without widening the ownership base. Moreover they caused an "over-listing" of closed
companieswith untraded securities which affected adversely the performance and growth
of the ESM. If such distortive incentives are to be abolished the ESM would witness an

improvementin the long run. There may be a loss of ESM listing fees revenuebut the
ESM cancompensate
that from dealings-related
revenuein the form of transactionscosts.
Suchactivity-relatedrevenuewill grow over time andbe accompanied
by a rise in market
turnover. Neutrality of fiscal measureproves againto be necessary.

(viii) Market illiquidity
Becauseof the dominanceof the sharesof closedcompaniesandtheir founders,the ESM
suffers from a narrow baseof tradeablesecurities.It is reportedthat in any given year
during the 1980s,an averageof just 20% of listed securitieswere traded. Table (4.4)
shows that the averagetrading for listed shareswas 19% and rangedfrom 7% in the
tourism and forest productssectorsto 50% in the insurancesector.

Untradedsecuritiesdepletethe administrativeresourcesand do not contributeto market
liquidity, adverselyaffecting the growth of the market. Shortageof adequateliquidity
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Table (4.4)
Summary of Listed Securities in 1991
Sector

Number of
Companies

Number of
shares

% traded

Banking
Financeand investment
Insurance
Transport
Tourism
Real Estate
Food Industries
Metals and Engineering
ChemicalsandPaper
Textiles & Clothing
Construction
Mining & Petroleum
Publishing
Retail Trade
Pharmaceutical
ForestProducts
Information& Consulting

58
30
4
15
42
118
66
49
32
24
56
13
5
44
19
8
20

127
54
4
16
70
175
121
83
49
37
102
19
9
53'
36
14
29

36
24
50
25
7
15
18
12
20
22
15
16
22
19
28
7
14

603

998

19

Total

Source: World Bank (1992d), Annex II. 4.

(ix) Insufficient interestof banksin the ESM:
It has beenproposedthat the banking sectorwith its excessliquidity problem, can help
boost the ESM. For a long time banks and insurancecompanieswere forced to buy
government issued bonds, but this does not mean that they have sound portfolio
management.There is only one bank, amongthe 100registeredbanksat present,which
has reasonableexperiencein portfolio management84.

Public sector banks used to purchase securities upon their issuanceand keep them without
making any effort to manage them in order to maximise their return. Achieving this
however would be difficult given the problems of inadequate information and financial
disclosure mentioned above.

84

An interview with Mr M Samy, op. cit. and the bank is Bank Misr.
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(x) Civil Code determination of return:
A maximum limit of distributable profits of 7% per annum was set forth in the Civil
Code. The banking sector managed to avoid compiling with this code since 1975 when
the CBE was empowered to determine the discount rate as well as deposit and loan
interest rate which granted some limited flexibility of interest rates in the banking
"
sector. However the ESM continued to be subject to the 7% ceiling. This further bias
against the ESM makes the money market instruments, despite restrictions on them, more
in
Egypt which started
financial
liberalisation
The
ESM
than
sector
profitable
securities.
with partial liberalisation measures in 1974, was unbalanced in the sensethat it did not
cover all financial intermediaries and instruments. We realise that in Egypt, as in most
other LDCs, the speed of reform in the money market was always faster than that of the
capital market.

(xi) Tax treatment of securities:

While intereston bank depositsare exemptedfrom all forms of explicit taxes, securities
continuedto be subjectto varioustaxes.Theseincludedtaxeson earningsfrom moveable
properties,annualstamptax and dutieson dealingsin securities.Moreover a tax of 2%
was levied on the differencebetweenselling andbuying prices, which combinedwith the
1% fixed commissionon both sides of transactionsincreasedthe costs of dealing in
86
securities.

Thus the tax code in Egypt was discriminatory in the sensethat it favoured the banking

savingsinstruments,whereit shouldnot, in principal, distort the relationshipbetweenrisk
8
and return. Under the Egyptian tax structure, income generatedfrom the least risky
85
See the previous chapter for an analysis of this point.
86This

tax was applied in June 1994 despite the repeatedclaims by the government for efforts to encourage the ESM. See Al-Abram
Newspaper (16/6/1994).
87
0n the discrimination against securities
markets in LDCs see Van Agtmael (1984), pp. 2-8.
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financial instruments, like treasury bills and bank deposits, is not taxed, while earnings
from relatively higher risk instruments like corporate-issued sharesand bonds are subject
to different taxes.88Such a distortion prevented savers from making a rational selection
for their portfolios from amongst freely competing financial instruments.

Consequently, the net yield curve with regard to risk and maturity is a declining one.
Table (4.5) shows that such tax discrimination makes corporate shares and bonds
relatively unattractive instruments for potential savers. A hypothetical corporate bond,
ceteris paribus, needs to offer a 23 % rate on a coupon in order to match the after tax
yield on treasury bills, i. e. the hypothetical bond should offer 6% per annum above the

mediumterm lending rate which cannotbe acceptableto a corporateborrower.

Accordingly the supply of corporatebondswould not be viable unlessthis rate is close
to the cost of borrowing from the banking sector. On the other hand corporate bonds will

not be attractivefor individual andcorporateinvestors(purchasers),unlesstheir after-tax,
risk-adjustedreturn is similar to the yields on T. bills and bank deposits.89Thus an
improvement of the tax structure aiming at neutrality and non-discrimination is a
necessarymeasurefor any meaningfulimprovementof the ESM.
'
-Table (4.5)
After-Tax ratesof return on different Financial Assets
(percent)

Bank
Deposits

T. Bills

DevelopmentBond

Common
Stock

CorporateBond
(Hypothetical)

Interestor Dividend

17.3

19

9.5

7.8

19.0

(Individuals)
Effective Tax Rate
Effective Rateof Return

0
17.3

0
19

0
9.5

21
6.1'

16
16

(Corporations)
Effective Tax Rate
Effective Rateof Return

4
16.5

4
18.2

4
9.1

14
6.7"

8
17
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Bank
deposits
(7
months); Treasury Bills (90 days); Development Bond issue of 1985; Common Stock
(MohandesInsurance Company).
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See World Bank (1992d), op. cit.,
p. 41 and NBE (1992), p. 21.

89See
World Bank (1992d), pp. 41-46.
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(xii) Inadequate regulatory and organisational structure:
Adverse effects of imprudent regulation have not been the critical problem in the past,
However
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the
operations.
and
arguably
of
profile of
from
ESM
The
does
suffers
more active market
require an adequateregulatory structure.
several regulatory problems, the critical ones are discussed below:

a) Multifarious

supervisory bodies:

The ESM has been suffering from a complex and incomplete legal framework. Four
Ministry
in
ESM,
involved
been
have
the
the
namely
supervision
of
separateauthorities
of the Economy, the Investment Authority, the Capital Market Authority (CMA) and, to
90
Egypt.
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Bank
lesser
Central
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of coordination, overlapping of
of
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extent,
ESM
left
between
the
these
authorities
cross
relationships
responsibilities and several
without an adequatesupervision.

The CMA is granted extensive and discretionary powers over the operations of the
its
CMA
for
Moreover
being
the
accountable
conduct.
securities market without
properly
is effectively a division in the Ministry of the Economy. Its board and president are
appointed by the minister of the economy which reflects the great extent of government
involvement in the managementof the CMA and hence the securities market. 91We argue
that in order to ensure the autonomy of the securities market, its supervisory body should
be independent of any governmental affiliations and should be directly accountable to
Parliament.

90

See NBE (1992), op. cit., p. 22.

91See
the comment of Mahmoud Wahba on the responsibilities of the CMA, Al-Ahram Newspaper 13/2/1994.
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b) Inadequate guidelines for information disclosure:
Despite the smallness of the ESM the information system does not sufficiently cover its
activities, while computation of its databaseand operations has not yet been introduced.
Financial information barely exists. Prospectus disclosures are brief, regular financial
insiders'
in
domain
information
kept
be
found,
hard
to
takeovers
the
of
reports are
on
are
92
networks. This lack of disclosure limits public confidence by conveying the impression
that the ESM is an exclusive club

C) Lack of measuresto improve operational efficiency:
The inactivity of the ESM over the last three decadesis responsible for its undeveloped
method of operation. New techniques and modern methods in the profession have not
been applied. Transactions and the transfer of securities ownership are manually
processed. Securities' documents move via a courier between respective agents seeking
signatories. Authorisation of documentsgo through long bureaucratic procedures resulting
in loss and delay costs. Moreover the market suffers from a scarcity of skilled staff,
brokers and other professionals." The CMA being primarily concerned with amendments
in laws and regulations did not pay sufficient attention to the training of required
personnel.

d) Absenceof a uniform standard of accounting:
There does not exist a unified accounting standard to be followed. Public sector
participantsin the ESM follow the Code of Accounts supervisedby the Central Audit
Organisation.Private sectorparticipantsare simply required to follow any recognised
standardof accounts.Hence there are vital differences between financial statements

92

See World Bank (1992d), pp. 22-24.

93An

interview with Dr Shams-El-Din Director
of international relations CMA (20/8/1991).
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e) Lack of anti-fraud measures:
It is not clear from the new law 95/1992 and its executive bylaw that adequateprovisions
have
fraud.
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(4.7) Conclusion:
In this chapter we have evaluated the role of securities markets in LDCs by comparing
their advantages and disadvantages. We also examined the 'market versus bank'
controversy. In the light of recent empirical studies, especially new findings on the
German banking system and recent changes in the Japanese financial structure, we
conclude that LDCs, including Egypt, should develop their securities markets within a
sound regulatory framework and encourage their markets to compete freely with the
banks.

Then we analysed the developments in the Egyptian securities market since its
establishment in 1883. We divided its development path to three phases. In the first phase
(1883-58) the ESM grew rapidly and was remarkably active despite the heavy fluctuations
in its performance when it was mainly dependenton the changesin the cotton market and
largely exposed to international shocks. The 1959-71 phase was a period of government
restriction and intervention in the mechanism of the ESM. As a result of the

Egyptianisationand nationalisationmeasuresof this period and the growing relianceof

94
World Bank (1992d), op. cit, p. 24.
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the dominant public sector on the banking sector for funding the ESM was in a state of
near official closure. The third phase 1971-93 observed various reviving attempts, most
of which were not successful for various reasons which we have documented.

We have analysed the performance of the ESM compared with markets in selected
Constrained
data
by
the
we used the number
availability
of
markets.
emerging securities
These
listed
turnover
trading
ratio.
and
value, market capitalisation
of
companies,
indicators suggest that despite the recent improvement in the ESM, since the mid 1980s,
its performance is still lagging behind its pre-nationalisation level. Comparisons with
other emerging markets accentuatethat the ESM, given its potential, is in need of strong
impediments
its
We
facing
have analysed these
to
the
progress.
assistance overcome
impediments in turn and our analysis suggests that most of them are' supply side ones.
However this does not imply that there is no demand side problems. Lack of confidence
in the securities, their issuers and ways of distributing profits, fear of sequestration and
concern of higher taxes are all examples of the demand side problems. These problems
emphasise the need for effective policy measures to make the ESM viable and
competitive, raise awarenessof its services and restore public confidence in the market.
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Chapter (5)
An Analysis of Formal and Informal
Islamic Finance in Egypt

(5.1) Introduction:

There has been a surge of interest since the early 1980s in the theoretical and practical
aspectsof Islamic banking. This has been a responseto the revival of Islamic values, the
Islamisation of the financial system in Iran, Pakistan and recently Sudan, in addition to
the growing number of Islamic banks inside and outside the Muslim world. The first
country to have an Islamic bank was Egypt in 1963.

Islamic banking is centredaroundthe principle of the abolition of interestrate which is
considereda form of riba (usury). The alternativemethodfor financingunder the Islamic
systemis basedon profit and loss sharing(PLS) approach.Recenttheoreticalanalyses
have establishedthat not only PLS is viable but it has several advantagesover the
conventionalbanking system.

In this chapterwe discussthe conceptof usury and its evolution in economicthinking.
Then we outline the Islamic standregarding the prohibition of usury and its economic
implications. We analyse the economic framework of Islamic banking system and
constructa modelthat illustratesits distinctivecharacteristics.Thenwe determinesources
of funds and their allocation according to the Islamic banking framework. Under the case
of Egypt we examine the performance of Islamic banks as we distinguish between public
and private intermediaries. The case of Islamic 'branches of conventional banks is also
considered.

This sectionis concludedby a discussionof the problemsof Islamic financein Egypt and
its prospects.
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In addition to the Islamic banks and Islamic branches of conventional banks, more than
100 financial institutions claiming to be based on Islamic principles were set up in Egypt
in the late 1970s and early 1980s. These institutions were called "Sharikat TawzeefAlAmwal A1-Islamiyyah" that crudely translates as Islamic Investment Companies,
henceforth IICs. We provide an analysis of the IICs as regard to their activities, size and
behind
discuss
in
We
the
reasons
also
adopted mechanisms mobilisation of resources.
their rise and fall during the 1980s and its repercussions.

(5.2) A note on the concept of usury in economic thought:
Usury is a term whose meaning has undergone changes through time. It is clear,
however, that usury signified originally the charge of any interest on loans. It is only
recently that this meaning has been narrowed down to impute the lending of money at
interest
Laws
interest'.
the
moral
codes
charging
of
extortionate rates of
and
regulating
can be traced from the code of Hammurabi of Babylon, 1800 B. C., through the Old and
New Testaments, to the variety of Medieval prohibitions, to the rules of the Quran and
the contemporary regulations of the modern World?

The issue of usury received a fair share of scholarly comment from Aristotle to Keynes.
Aristotle pointed out that "the most hated sort of unnatural money making, and with the
greatest reason, is usury, which makes a gain out of money itself, and not from the
natural use of it. For money was intended to be used in exchange, but not to increase at
interest. And this term usury, which means the birth of money from money, is applied
to the breeding of money because the offspring resembles the parent. Wherefore of all
modes of making money this is the most unnatural"3. The view of Aristotle on usury

1See
Brett (1945),p. 13.
2Regarding

regulations in the modern World, Blitz and Long (1965), p. 608 report that in the United Statesall but three of the states
have laws governing interest charges..and furthermore there is a federal law [which] prohibits a charge by banks in excessof 7 per cent".
3

Quoted in Melitz and Winch (1978),
p. 90.
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The Scholastic economic thought referred to a lender's intention to obtain more in return
than the principal amount of the loan as usury. As a general rule any interest taking was
12th
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interest
beginning
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century and was effective throughout the Scholastic periods. As time went on, some
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the lending period; compensating the lender for loosing a gain becauseof the loan; using
it in a form of gift as a reward provided by bankers to depositors in the early stagesof
deposit banking'. Such practices became numerous to the extent that they left interest
prohibition an empty shell.

With the start of the era of individualism and laissezfaire the Scholastic doctrine was
abandoned. The publication of Bentham's Defence of Usury in 1787, in which he
emphasisedabsolute freedom in determining the terms of loans reflected the growing view
of his time. Attempts to apply the old usury laws failed during the 19th century which
witnessed, in 1854, the abolishment of Usury laws altogether in the UK. Moreover the
Code of Cannon Law of 1917 permitted the creditor to accept the legal rate of interest
and more than that rate in particular circumstances.7

4See

Roll (1954), pp. 47-49.

5See

6

Spiegel (1971), pp. 63-65.

SeeThe New PalgraveDictionaryof MoneyandFinance,vol 3, p. 745.

7The

Code of Cannon Law of 1983 went as far
as making it a'duty' to pay interest on an administrator ecclesiasticalgoods incurs a debt.
See ibid, p. 744.
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However in accordance with his theory of liquidity preference, Keynes argued that the
enforcement of ceilings on interest rates would increase investment'. This argument,
despite the difference in the concept of usury, made him support the Scholastic view on
usury control by moral laws and describe it as an "honest intellectual effort to keep
separatewhat the classical theory has inextricably confused together, namely, the rate of
interest and the marginal efficiency of capital"9.

(5.3) The Islamic ban on usury:
Until the early 1980sthe literature on Islamic Economics focused on few topics. Writings
were primarily on economic philosophy, principles of economic systems, Islamic critique
of contemporary economic theories and systems and some modern readings of the
contributions of some Muslim scholars; mainly the contributions of Abu Yusuf (731-798),
Ibn Taimiya (1262-1328), Ibn Khaldun (1332-1406), on different issues related to the
operation of the economy according to Islamic principles and the role of the Islamic
10
state.

However the bulk of the literature on Islamic Economics and Finance has appearedsince
the early 1980s. Most of the work, which tackled practical issueswith more appreciation
of theories and tools of mainstream economics, was on the Islamic prohibition of interest
rate, operational aspects of Islamic Banking and analyses of Islamisation experiments at
institutional and country levels. "

8More

discussion of this argument is provided in Chapter (2).

9Keynes

(1939), p. 352.

10See
the extensivesurveyof Siddiqi (1981).
11See
for example the studies of Khan (1986)
on Interest-Free Banking; Khan and Mirakhor (1990) on the experiences of Iran and
Pakistan; Choudhury and Malik (1992)
on the foundations of Islamic political economy; and Mannan (1986) on the theory and practice
of Islamic economics.
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The concentration on interest-free banking and the scarcity of studies on other aspectsof
Islamic Economics can be explained by the limited economy-wide applications of Islamic
Sudan,
Pakistan
in
Moslem
World.
from
Iran,
Apart
where
the
the
and
rules
cases of
governments claim that Islamic economic principles are fully applied, the adoption of
Islamic principles does not exceed the mere establishment of few financial institutions in
the rest of Moslem countries.

However recent writings on the issue of interest-free banking, as one of the harvests of
Islamic revival were inspired by the Quran and the Sunnah (teachings and traditions of
the Prophet Muhammad). They comprise the two main sources of Sharia (Islamic Law)
and strongly condemn riba (usury).

The prohibition of riba is referred to in the Holy Quran in four surahs(chapters)12:
1) "That which you give in riba for increasethrough the property of other people, will have
no increase with Allah: But that which you give for charity, seeking the countenanceof
Allah, will increase: it is thesewho will get a recompensemultiplied" Surah 30, verse 39.
2) "0 you who believe! Devour not riba, doubled and multiplied; but fear Allah; that you
may really prosper" Surah 3, verse 130.
3) "That they took riba, though they were forbidden; and that they devoured Men's wealth
wrongfully. We have prepared for those among them who reject Faith a grievous
chastisement"Surah 4, verse 161.
4) "0 you who believe! Fear Allah, and give up what remains of your demandfor riba, if
you are indeedbelievers. If you do it not, take notice of war from Allah and his messenger:
but if you repent you shall have your capital sums: deal not unjustly, and you shall not be
dealt with unjustly. If the debtor is in a difficulty, Grant him time till it is easy for him to
repay. But if you remit it by way of charity, that is best for you if you only Knew.
And fear the day when you shall be brought back to Allah. Then shall every soul be paid
what it earned, and none shall be dealt with unjustly" Surah 2, verses278-281.

Riba is a genericterm which standsliterally for all kinds of excessesabovethe value of
a thing13.The technicalmeaningfor riba is the premium, regardlesshow small or large,
which must be paid by a borrower to a lender in addition to the principal as a condition

12

The English translation of the Quran is that
of Ali, Yusuf (1990).

13Choudhury

and Malik (1992), op. cit., p. 103.

153
for a loan or for an extension of its maturity14. It is established that all forms of
loans,
length
fixed
the
the
tied
the
of
with
size and
predetermined
return which are
regardless of their purpose, are considered by Muslim scholars as ribals

The prohibition of fixed predetermined interest rates can be explained by Islam's position
regarding property rights. Islam recognises two groups of property rights. First those

which are an outcomeof the combinationof individual's labour and natural resources.
Second, property rights that are acquired through exchange, inheritance, grants,.. etc. A
loan is just a transfer of some (or all) of these rights from a lender to a borrower and
providing it should not entitle the borrower to an increase in his property rights. Such an
increase violates the pivotal rule of transactions according to Islam that is justice. Thus
interest on loans is unjustified as it indicates an instantaneouscreation, of a claim for the
lender on the borrowers property, once the contract is concluded and regardless of the
outcome of the project for which the loan was provided".

(5.4) A framework of Islamic banking:

Islam permits a wide range of contractswhich do not violate the regulationsof Islamic
law and its position on property rights. Any arrangementin which the returns of the
parties involved are contingent with uncertain gains and the parties have symmetric
informationregardingthe outcomeof the project is permitted." Thus sharingof risks and
uncertaintiesis the main characteristicof Islamic financial transactions.

The predeterminedreturn on financialtransactionis absolutelyeliminatedbut anuncertain
return representedby profits is not. Hence if the return of the use of money fluctuates
14

Chapra (1985), pp. 56-57.

15

Seefor exampleAl-Qaraddawy(1990),Al-Salous(1987)and(1991)andChapra(1985).

16
SeeKhan andMirakhor (1992),pp. 15-16.
17ibid.,

p. 16.

154
according to the actual profits made from such use, this would be consistent with the
Islamic law. Under Islamic finance the depositor is not guaranteeda predetermined return
on the nominal value of his deposit. Instead he is considered as if he were a shareholder
of the financial institution and consequently he shares the profits, or losses, made by the
institution.

Hence the interest-free financial system can be viewed as a variant of equity participation
systems that rely on profit and loss sharing (PLS). However it is worth noting that the
Islamic PLS is not completely identical with conventional equity participation schemesas
it differs from them in the following aspects. First speculativeIactivities undertaken to
maximise capital gains are not allowed hence, an Islamic bank has to allocate its funds
in productive investment according to a one-to-one basis between the amounts of bank's
funds and the financing of the activity. Second while under conventional equity
participation there is a discretion of management to determine returns distributed to
shareholders it is not the case with Islamic PLS as it ties the parties to pre-agreed shares
of profits or losses. Third, PLS contracts are for a specified investment period and hence
they are less liquid".

Needless to say that funds of Islamic PLS cannot be used in

financing the production of goods or services forbidden in Islam, e.g. alcohol, gambling.

Due to the Islamic prohibition of predeterminedfixed interestrates, Islamic bankshave
developed on the basis of profit and loss sharing either in the case of borrowing from

depositorsor lending to investors.Two conditions should be satisfiedfor a transaction
to be Islamic. First net return on capital should not be predetermined. Second it is not
only profit which is shared between the two parties of the transaction but loss as well.
The distribution of profits is done according to bargaining between the depositor and the
bank on one hand and the bank and the investor on the other.

18See
Khan (1987), pp. 326-327.
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5.4.1) The distinctive characteristics of Islamic banking:
We illustrate the difference between a traditional bank and an Islamic Bank by
constructing the following model:
In the traditional banking system a person deposits (D) with the bank in a point of time
(t0) in return for a predetermined guaranteed nominal interest rate (rd> 0) at (t1). In
contrast with the traditional bank, an Islamic bank offers its depositor a rate of return
(sd) on his deposits (D) based on the profit of its operations (ir) which are distributed
between the depositor and the bank according to mutually agreed share (a) fixed in the
contract, then
sd= a E(ir)/ D

(1)

where a>0, E is the expected value and a can either be >_0 or <_ 0.

Thus the nominal value of (D) can increase or decreaseby the amount of (sd) depending
on the value of (ir) which can be positive or negative or zero.

In the lending side of a traditional bank, if a personreceivesa loan 4a

point of time

to and agreed to return to the bank L, = La+r1 in t1. The difference between Ll and Lo
is interest;

r1 = LI-Lo

(2)

where r, > rd

As in the case of borrowing from depositors, the Islamic bank lends according to profit
and loss sharing schemein which uncertainty is involved. The bank takes an agreed share
6 in the profit or loss of the joint project and the investor takes (1-6). Thus if the bank
funds the project by (F) in (to) it will receive in (t1):
Sb =6

E(7r)/

F

while the investor receives:s; = (1-6) E(r)/ F
where (ir) >_ 0 or <_ 0 and E is the expected value.

(3)
(4)
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5.4.2) Merits of Islamic banking:
It is argued that an equity based interest free system would be more stable in the context
of shocks that can result in banking crises. This argument is supported by Khan's IS-LM
model". In this model there are no bonds and banks are pure intermediaries. Further
there are no transaction deposits and banks do not hold reserves. As shown in figure (5.1)
below, following an IS shock the real values of deposits (shares) held in Islamic banks
adjust instantaneously.

Figure (5.1)
Adjustment to shocks in an Islamic banking system

Point A representsthe steadystateequilibrium which yields the values of m* and r*.
Following an IS shock, e.g. a fall in export volume, real incomefalls from y* to y'. A
new steadystateequilibrium is reachedat point C, following an adjustmentby shifting
the schedulesof ry,=0 downward and my.=0 upward respectively.The instantaneous
short run equilibrium at point B occursbecauseof the decreaseof.real rate of return from

19
SeeKhan (1986),op. cit., pp. 10-18.
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there is excessdemand for goods at point B, prices increase and real money balanceswill
decrease.Thus the real rate of return increasesto reach equilibrium in the money market.
Such increase reduces excess aggregate demand. The process continues until the new
steady state at point C is reached where r=r2 and m=m1. The reason behind the
adjustment path from A to C through B is slow adjustment of prices in the goods market.
A direct move from A to C in the economy is possible if the goods market adjust
instantaneously.

However the adjustment to the shock, as described above, is possible under the Islamic
system as the nominal values of deposits are not guaranteed. Hence, the real values of
assetsand liabilities would be equal at all points in time. In contrast to the conventional
system with guaranteedvalues of deposits, in the short run there would be a divergence
between real assetsand liabilities. While the Islamic system adjusts to shocks without the
need for government intervention, the conventional system is in a need for such
intervention in order to correct the disequilibrium between assetsand liabilities. If this
did not happen divergence will continue with a possibility of a banking crisis. 20

Moreover from the previous-analysiswe realisethat the Islamic systemis immunefrom
the myopic behaviour of banks in times of crisis. Suchbehaviourcan take the form of
competingfor depositsby bidding up interest rates, or the form of rapid reduction of
loans to increasereservesat the expenseof other banks. This behaviour may lead to
insolvencyand bankruptcies.

20ibid.,

pp. 17-18.
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5.4.3) Possible practical problems:
PLS schemesmay be compatible with the requirements of depositors who happen to be
risk-lovers and apparently the requirements of those who are risk averse are not
necessarily served by PLS. This problem, if not resolved by innovating less risky
financial instruments, can result in negative impact on the ability of Islamic banks in the
Our
incomes
to
argument,
save.
and
propensities
mobilisation of savings21at given
however, does not imply that predetermined fixed interest rates are better measuresthan
the ex-post determined rates of return provided by Islamic banks in improving the size
in
it
indicates
Rather
that
a society with significant percentage of
of aggregate savings.
in
favour
be
distribution
of
the
savings
would
risk aversion
of a given amount of
conventional banking instruments and at the expense of the Islamic ones.

Moreover the establishmentof Islamic banking implies changesin its relation with the
governmentand the CentralBank, which may havepracticaldifficulties. For examplean
Islamic bank cannotparticipatein financingbudgetdeficits by lendingto the government
at interest,regardlesshow low its rate is. Moreover if the whole financial systembecome
Islamic, the reliance on interest rate as an instrument of monetary policy has to be
abandonedin favour of other measures,like direct credit control, a modified form of
openmarketoperationsunderPLS principle, liquidity ratio requirements(without interest
bearing securitiesin banksportfolios)."

Under profit and loss sharing the fractional reserverequirementsystemalso has to be
revised as depositorsof the central bank are de facto investorswho have to sharethe
outcomeof the operationsof their banks.Furtherunderan Islamic system,credit creation
allowed under the fractional reservesystemis consideredinequitablefor the societyas

21See
Pryor (1985),pp. 208-210.
22
On the functionsof the Centralbank in an Islamicsystemseefor examplethe reportof the councilof IslamicIdeology(1983).
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Some of these arguments are not alien to western economic thinking as we can realise
some similarities in the writings that analysed financial crises and questioned the stability
of the capitalist economies. Actually the argument of 100 percent reserve requirements
for
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powered money to deposit money. Under a 100 percent reserve requirement such a switch
will only change the composition of money supply leaving its total constant. This was
reason behind Friedman's (1969) support of this argument as he found in it a way of
reducing government intervention in the operation of banks and hence a way to increase
economic freedom. 24

(5.5) Sources of funds and their allocation under Islamic banking:
5.5.1) Liabilities side of the Islamic bank: sources of funds

Obtaining sources of funds and the acquisition of assetsby an Islamic bank are
undertakenaccordingto the PLS.
The sourcesof funds for a typical Islamic bank are:
i)

Bank's own capital and equity.

ii)

Transactionsdeposits which can be consideredlike demand deposits in the
conventionalsystem.Although the nominal value of suchdepositsis guaranteed,

23See
the commentof Zarqaon Al-Jarhy(1983),p. 98.
24See
Khan (1985),p. 8 andon the inherent'instabilityof the capitalisteconomies
seeFriedman(1969)andMinsky (1986).
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there is no return on them. As such deposits cannot be used by the bank for its
investments, usually a services charge for managing such accounts is imposed.
iii)

Investment deposits form the main source of funding and they are considered like
shares. Investment accounts are held by depositors whose motives are not limited,
theoretically at least, to transactions or precautionary purposes as in the case of
transactions deposits. Investment deposits are normally subject to minimum
deposit size and fixed duration determined by the Islamic bank. Moreover, in
contrast with conventional banks, where the nominal value of deposits is
guaranteed by the bank or the government explicitly or implicitly, such deposits
with an Islamic bank are not guaranteed. The depositor in an Islamic system is
considered a shareholder who receives an agreed proportion of pooled profit (or
loss) incurred by all of the projects of the bank, net of administrative costs, taxes
and reserves25.

The Islamic bank can provide its clients with a special investment account as an
instrument offered to relatively big depositors. In such accounts the depositor has
the option to share the outcome of a particular project to which his contract is
exclusively tied. The share can differ from a depositor to another according to the
size of participation. 26

5.5.2) Assets of the Islamic bank: allocation of funds

In the absenceof interest Islamic banks in generatingtheir incomesresort to fees for
services,profit sharing from equity participation, trading in commoditiesand foreign
currencies,establishingand managingindustrial, agricultural and servicesprojects, in
addition to real estatesand rental businesses.An Islamic bank cannot keep fixed rate

25
Khan and Mirakhor (1987), p. 167.

26See
Kazarian(1991),pp. 74-76.
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assets on its portfolio. Thus certificates of deposits, government bills and bonds and
corporate bonds cannot be dealt in by an Islamic bank27.

The three main forms of Islamic bank financing are mudarabah (trust finance) and
musharakah (partnership or joint venture financing), both are versions of PLS, in addition
to murabaha (markup contract or differed payment sale).

i)

Under mudarabah, funds are provided by the bank to an investor in return for a
predetermined percentageof profits. If the project incurs loss, the bank bears the
financial loss exclusively and the investor loses the reward for his time and effort
but does not bear any financial loss given that he is not negligent. In the past,
even before Islam, mudarabah provided the means of combining the owner of
capital and the entrepreneur in common ground as it coordinates the interests of
the two parties without a contradiction with the Islamic system. In modern times
it has been applied to include the depositor as a financier, the bank as
entrepreneur, if the bank invest directly in its own projects, and has been
extended to include three parties if the bank acts as intermediary and provides the
funds to an investor who requires funding. Practically the Islamic bank aggregates
profits, and losses, from different direct and indirect investments and shares net
profits,

or losses, with the depositors in strict relation to their capital

contributions. Mudarabah has been used in projects with short gestation periods,
e.g. trade projects28.

ii)

In Musharakahtwo or more parties contribute, in equal or variable proportions
to the joint capital of the enterprise.In contrastwith mudarabah,this financing

27

SeeAbdeenandShook(1984),p. 185.

28See
KhanandMirakhor (1990),p. 355, Kazarian(1991),pp. 69-73andAbdeenandShook(1984),pp. 188-189.

162
form is used in long term investments, like industrial and agricultural projects.
In musharakah, profits are distributed between the parties according to their
born
by
in
losses
the
all parties
are
capital
and
as
case
of
respective
mudarabah,
and not just by the lender alone29.Companies under this form of finance can raise
funds by offering certificates, as transferable corporate instruments securedby the
companies assets, in the market which would determine their price.

iii)

Murabaha financing implies that the bank purchases certain commodities for
clients on a pre-agreed profit, under a cost-plus contract. The client may pay the
price in instalments and the commodity is used, in this case, as collateral until the
price is fully paid. This method of finance has recently become a popular method
of finance at the Inter-Muslim Countries level as it has been adopted by the
Islamic Development Bank (IDB) since 1977. Member countries of the IDB
purchase commodities, usually from other members and the IDB pays the costs
on their behalf.

The bank is paid subsequently in instalments and generates

profits through the agreed markup3°.Although this form of finance is widely used
by Islamic banks it does not have the same ecumenical acceptanceunder Islamic
law that is enjoyed by mudarabah and musharakah. As discussed below,
murabaha is considered by some Muslim scholars as a measurebased on implicit
riba.

5.5.3) Other forms of finance:
Although musharakah, mudarabah and murabaha are the dominant financial instruments
employed by Islamic banks, there are some other instruments frequently used by such
banks among them:

29Khan

and Mirakhor, op. cit., p. 355.

30Abdeen
andShook(1984),op. cit., pp. 189-190.
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Bai' Salam (purchase with differed delivery). In this transaction the bank pays the

"

seller in advance the full agreed price of a specified quality and quantity of a
finance,
form
in
future.
This
latter
deliver
that
the
to
the
of
commodity
promises
that is similar to forward purchase, has been employed in the case of agricultural
been
has
It
for
finance.
their
the
such
products as
seasonality signifies
need
applied as well to purchase other goods, e.g. manufacturing products, when the
producer require working capital before delivery time.

Ijarah (leasing). Under this form of finance the Islamic bank, 'as in the

"

fixed
for
it
leases
to
a
a
client,
an
asset
and
conventional system, purchases
is
form
in
for
An
this
period,
a monthly or annual rent.
extension of
return
known as Ijarah wa iqtina which is similar to a lease-purchasecontracts under
which the ownership of the asset is transferred eventually to the client by making
31
in
instalments
into
payments
a savings account over an agreed period of time.
Qard Hasan (beneficenceloan). This form of finance is a solution to consumption

"

loansfrom an Islamicperspective.Theseloansare providedby the bank at a zero
return for thosewho needthem. A servicechargeis paid by the recipientto cover
only the administrativecosts of providing the loan under the condition that this
32
is
its
length.
Part of the
loan
to
the
the
time
charge not related
size of
or
funding of such loans can be obtainedby using of the revenuesof zakat (alms
tax)33collected annually by the Islamic bank from its investors as one of the
integratedfunctions of the bank.34In an Islamic financial systemthe revenueof

31
ibid., pp. 190-191.
32Khan

and Mirakhor (1990), p. 355.

33Zakat

is the third of the five pillars of Islam which are: Believing that there is no god but Allah and Muhammad is his messenger;
performing prayers, paying zaknt; fasting the month of Ramadanand the pilgrimage to Mekah. Zakat is a compulsory levy imposed on
all possessions,like cash, agricultural products, gold and silver,.. etc. The rate of such tax is 2.3 % per annum on the accumulatedwealth
and net income that exceed the minimum exemptible level. The aim of zakat is to achieve social justice. For a detailed analysis of the
economic role of zakat see Choudhury and Malik (1992), op. cit., pp. 63-101. It is worth noting that the collection of zakat is the
responsibility of the state not the bank under an Islamic system, and due to the absenceof this system Islamic banks took over this
responsibility.

34For
a discussionof consumptionloansin an Islamicsystemseefor exampleSiddiqi (1988),pp. 155-165.
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the zakat should increase as the government under this system have to collect
them according to the Islamic Law. Thus some of its revenues can be channelled
through Islamic banks to fund the Qard Hasan. Moreover the very nature of
transactions accounts held by the Islamic bank at zero return for depositors, as
discussed above, justifies the proposed role of such a bank to extend zero-return
loans for consumption. Further we argue that although transactions deposits are
theoretically not used in banks' projects, in practice they are. Hence the return
of transactions deposits can be utilised to fund such loans and cover the casesof
default if they occur.

In addition to the prohibition of transactions based on interest rates, the Islamic bank
should avoid all activities that involve speculation and indulging in the production of any
good or service that violate Islamic law. Further the objectives of the Islamic bank should
not be limited to profit maximisation alone as it also has social and religious objectives.
Needless to emphasise that most, if not all, of the proposed functions and operations of
the Islamic bank cannot be suitably applied in the absenceof a comprehensive application
of Islamic law in all the aspectsof the economic system. As shown below, the divergence
in practice of many Islamic banks from the theoretical guidelines can be primarily
attributed to the limited application of Islamic principles resulting in only a limited
number of appropriate financial intermediaries in an incompatible economic system.

(5.6) Islamic banking in practice:

The resurgenceof Islamic values in the 20th century, especiallyduring the last two
decadeshas been reflected recently in the economicsphere.There was scepticismand
bankingsystemsin Muslim societies
reservationsregardingthe activitiesof Interest-based
which was witnessing shifts towards applying Islam in all aspectsof life including
financial transactions.We argue that part of the slow pace of financial developmentin
thesesocietiescan be attributedto the incompatibilityof the western-stylebankingmodel
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35
financial
However
the
establishment of
with the prevailing traditions and values.
institutions with Islamic features has been a responseto changesin Moslem societies and
has capitalised on them to attract those who were discouraged previously from dealing
with the formal financial system.

There have been two ways of forming Islamic financial institutions. The first was by
Such
law.
Islamic
in
financial
the
with
system
accordance
restructuring
whole
restructuring either took a gradualist form as in Pakistan which started a cautious
programme in 1979/80 or a shock form like in Iran which adopted a rapid process of
Islamisation permitted by its Islamic revolution in 1979.36The government in Sudan has
been also experimenting with the Islamisation of its banking system since 1984. However
its attempt was not supported by adequatepreparation as in Pakistan or by a revolution
as in the case of Iran, so initially it did not achieve its objectives. Another attempt has
been initiated recently. 37

The second way of applying Islamic financial principles took the form of establishing
Islamic financial units in countries which adopt otherwise 'conventional' financial
systems. This way has been more widespread than the first as is shown in table (5.1).
There are approximately 45 countries, including most of the Muslim countries, which
now have some form of Islamic financial establishments. The majority of the Islamic
financial institutions were a product of cooperative efforts between private entrepreneurs
and financial authorities in the countries concerned.38

35
This argument is discussedfurther in our survey of 200 householdsaswe examinedtheir views and opinions regarding the compatibility
of formal institutions with their beliefs and moral stands. See chapter (8) and (9).
36For

a comparison between the experiences of Iran and Pakistan in Islamic banking, See Khan and Mirakhor (1990) and Iqbal and
Mirakhor (1987).
37See
Ahmad (1993), pp. 22-23.

380n

the circumstances
(1983).
surroundingthe establishment
of IslamicBanksseeWohlers-Scharf
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Table (5.1)
The biggest Islamic banks
Bank

Location

Year

Capital (S million)

Authorised
Al-Baraka

SaudiArabia

1982

183

AI-Rajhi
Bahrain Islamic Bank

Saudi Arabia
Bahrain

1983
1979

213
13

BahrainIslamic InvestmentCompany
Dar at Maal at Islami
Bank Islam Malaysia
Dubai Islamic bank
FaisalIslamic bank of Egypt
FaisalIslamic Bank of Sudan
Islamic bankof Bangladesh
Islamic Bank International
Islamic InternationalHolding Company
Islamic DevelopmentBank
Islamic InternationalBank for Investment& Development
JordanIslamic Bank
Islamic InvestmentHouse
Kuwait FinanceHouse
NasserSocialBank
Qatar Islamic Bank

Bahrain
Bahamas
Malaysia
UAE
Egypt
Sudan
Bangladesh
Denmark
Luxembourg
SaudiArabia
Egypt
Jordan
Jordan
Kuwait
Egypt
Qatar

1981
1981
1983
1975
1977
1977
1983
1983
1978
1975
1981
1978
1981
1977
1972
1983

13
1000
206
14
40
77
19
4
100
1960
12
10
10
62
29
55

Paid

.
13

13
316
33
14
38
44
0.7
4
26
1250
9
10
10
61

Source: Roy, D. (1991), p. 440.

(5.7) Islamic banking in Egypt:

The process of applying Islamic financial principles took two forms in Egypt:
establishmentof Islamic banks,both private andpublic andsettingup of Islamicbranches
of conventionalbanks; in addition to forming Islamic Investment Companieswhich
belong, accordingto reasonsgiven below, to the informal sector.In this sectionwe start
by examiningfirst the caseof formal Islamic banks,as we distinguishbetweenthe public
andprivate ones.Secondthe caseof Islamic branchesof conventionalbanksis discussed.
Third we discussthe main problems and prospectsof Islamic banking in Egypt in the
light of their recentexperience.

(5.7.1) Public Islamic banks:
(a) Meet Ghamr Bank:

The first experimentin Islamic banking, in the Muslim World, wasundertakenin Egypt,
in 1963, by the establishment of Local Savings Bank in the semi-rural town of Meet

Ghamr, in the Dakahliyah province, in the Delta. The bank was an adaptedmodel of the
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German savings banks to comply with Islamic principles39. It was established by a
German grant of DM 780,000 and an Egyptian government contribution of £E 60,000
transferred from the Post Office Savings Fund40.During the five years of its operation
the Government continued to subsidise the activities of the bank. The subsidies totalled
LE 496,00041.Like the rest of the operating financial intermediaries in Egypt during this
period the Meet Ghamr Bank (MGB) had to be publicly owned. The bank was not subject
to direct supervision from the Central Bank but an especially constituted public authority
assumedthe supervisory role.

The MGB provided three different accounts. First deposits accounts with a very small
deposit minimum and without a maximum. There was no return whatsoever for the
holders of such account which can be considered an equivalent of current account in the
conventional system. The secondtype was called "investment with participation accounts"
which accepted deposits with a modest minimum and had no maximum. These accounts
provided a PLS return to depositors. The third account was the zakat and social services
account. This account accepted alms taxes from individuals in addition to charities and
donations.42

As shown in table (5.2) the numberof depositorsincreasedfrom 17,560in the first year
of its operationto 251,152by 1966/76,by an impressiveaverageannualrate of 538.3%.
Depositorswere mainly from the small saversgroup as the averagedepositrangedfrom
£E 2.33 in 1963/64to LE 7.28 in 1966/67.

39The

founder of the bank Dr. Ahmad A] Najar,
who became the Secretary-General of the International Association of Islamic Banks,
was impressed by the German savings bank while a graduate student in West Germany in the 1950s. When he returned to Egypt he felt
that the Germanmodelcan be modifiedto conformwith the Islamicprinciples.However, in the socialist period of the 1960s, the Islamic ideas behind
the establishment of the Meet Ghamr bank had to be hidden and was not advertised in its name. Instead the founder
managedto convincethe
Egyptianauthoritiesby the role of thesebanksin
mobilisationof savingsandcateringfor the poor.

40
See Al Najar (1993), p. 38.
41Mayer
42

(1985), p. 37.

See AI-Najar (1993), pp. 44-46
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Table (5.2)
Growth of Savings accounts in the Meet Ghamr bank.
Year

Numberof depositors

1963/64
1964/65
1965/66

17560
30404
151998

1966/67

251152

Amount(SE)

DepositAverageSize (LE)

40944
191235
879570

2.33
6.30
5.79

1828375

7.28

Source: Al-Ashker (1ý ,)9ýp. 6L

Loans were provided by the bank according to PLS principle to small entrepreneurs for
periods ranging from one to five years43.The bank in its second year of operation began
to establish small projects of its own. In general, projects financed by the bank were
established in the same local area to assure the depositors of the contribution of the bank
in the development of their community". In addition the bank provided interest-free small
consumption loans, averaged £E 50 per borrower. Although these loans were provided

without collateral, the numberof defaultingborrowers was small45.

The remarkable success of the bank convinced several governorates to apply for the

establishmentof similar banks. The number of applicationsexceededseventybut the
managementof the bank was not able, due to shortagesof trained staff, to open more
than sevenbrancheslocatedin the Delta and in Cairo."'

Despitethe successof the MGB the Governmentfound it necessaryto put the bankunder
direct control. The call for such control was a responseto two main concerns.First, it
was realisedthat the bank was operatingunder rules which contradictedthoseappliedby
the rest of financial intermediaries. The government was suspicious that such a

contradiction might bring a dispute amongst the public regarding what should be

43A1_Ashker
(1990), p. 60.
' The bank
managedto establish several projects in the Meet Ghamr area for example: brick factory, semi-mechanisedbakery, a dairy,
a macaroni factory, a mechanised irrigation project and a private school.

45See
Mayer (1985),p.38.
46a_Najar

(1993), p. 58.
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planning. In the socialist period, a bank being a mixture of a capitalist model and an
Islamic character was naturally a target for government intervention.

As a result the MGB lost its operational autonomy and eventually was closed down in
1968. Its operations, which became interest-based, were assumedby the National Bank
it
47
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difficulties
Egypt
Ghamr
bank,
despite
Central
Bank.
The
Meet
the
the
of
and
provided an applicable model for other Islamic banks which were established
subsequently.

(b) The Nasser Social Bank:
One of the Islamic banks that benefited from the experience of the MGB is the Nasser
Social bank (NSB). This bank was formed in 1971 and began its operations in 1972. The
bank has been established as a public institution for social welfare and its capital, which
reached LE 20 million in 1990, was provided by the government. However the NSB is
not registered48with the Central Bank and hence it was exempted from its supervision and
49
regulation. The NSB has a wider functions, through its 23 branches, than the MGB as
it operates at the national level but has applied almost the same rules as its predecessor.
The annual collection of zakat constitutes the main source of funding for the bank in
addition to an annual subsidy from the government.

47For
detailsof how the bankcameto an endseeAI-Najar(1993),pp. 59-66.
48Its
registerationwith the CBE hasrecentlybeenconsidered.
49Law

66 of 1971 stated that the operations of the NasserBank are not regulated by law 163 of 1957 regarding the Central Bank and its
authorities.
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In its early years the NSB was free to provide credit without the need to comply with the
forms;
imposed
NSB
Loans
by
by
two
took
the
the
credit ceilings
government.
provided
productive loans and social loans. It is worth noting that the NSB does not share the
profits or losses of its borrowers. It requires them to return the principal in addition to
1% charge. This charge is considered as 'cooperative insurance' 51The NSB subsidise
.
its loans from the zakat fund and, to some extent, from the profits it makes from its
direct investment.

Nevertheless the NSB has recurrently breached its own regulations. It is reported that the
bank undertook several interest-based transactions with other financial intermediaries.
Moreover it deposits some funds with conventional banks in return for interest.s'As
discussed below, this problem can be attributed to the conditions of an Islamic bank
which operates in a predominantly conventional system. On the other hand in the case of
NSB, its management was not always convinced about the role of an Islamic bank and
its distinctive rules.

(5.7.2) Private Islamic banks:

There are now two private Islamic banks in Egypt. The first is the Faisal Islamic Bank
of Egypt (FIBE) which startedits operationsin 1979.The specialact number48 of 1977
from all governmentalauthoritiesbut put it, however,under
gavethe bank independence
the supervisoryrole of the CentralBank. The bank was grantedseveralprivilegessimilar
to those grantedunder the investmentlaw 43 of 1974 and enjoyed more generoustax
treatmentthan that already given by this law52.In 1993 the bank had 14 operating
branchesin the major cities. The authorisedcapital of the FIBE is $500 million and the

50
Mayer (1985), p. 41.

51A1-Najar
(1993),pp. 117-118.
52See
our discussion of law 43/1974 in Chapter (1). Note that upon its establishmentthe FIBE was granted a fifteen years exemption from
all taxes and was then reduced to two years.
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The second bank is the Islamic International Bank for Investment and Development
(IIBID) which was established in 1980 in accordancewith the investment law 43 of 1974

and startedits operationsin 1981.In 1990the bank had 7 brancheslocatedin the biggest
$100
is
IIBID
The
4
branches
the
cities and
wereunder construction.
authorisedcapitalof
million and the paid up capital is $60 million in 199254. Although the FIBE was

establishedas a commercial bank and IIBID as a businessand investmentbank, in
practice the difference between them is not significant as shown in Table (5.3) below.
Table (5.3)
A Comparison between the FIBE and the IIBID
FIBE

IIBID

Current account

Without overdraft facility

Similar to FIBE

Savingsaccount

Not available

Offers a small return at the discretionof the bank
but doesnot bear any lossesincurred by the bank;
lessrisky than investmentaccounts.

Investmentaccounts

Fundsshouldbe depositedfor a specificperiod from
6 monthsto 3 yearswith a PLS return.

Similar to FIBE, but hasanotheraccountwhich is a
combinationof investmentand savingsaccountsas
the depositorcan withdraw up to 40%

Main Methodsof finance

Short
term (Murabaha)
- Medium and long term (Mudarabah)

Similar to FIRE

Social services

Wide range of services funded through its zakat
accountand from the bank in its own capacity.

Similar to FIBS.

(a) Mobilisation of savings:
As shown in Table (5.4) during the first five years of their business,the two Islamic
banks achieved remarkably high rates of growth of deposits. The size of deposits in FIBE

increasedby 20 times to reachmore than £E 2070 million while the IIBID managedto
keep LE 535 million. During this period deposits' growth was higher in the two banks

53Annual
reportof FIBE (1994).
54
Annual report of IIDID (1993).

172
than the average growth achieved by the commercial bank as a group and by the National
Bank of Egypt (NBE), the biggest commercial bank in Egypt.

Table (5.4)
Deposits and their growth in FIBE, IIBID, NBE
& all Commercial Banks

1980-1992
Year

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992

FIBE'

IIBID

All CommercialBanks

NBE

Deposits

Growth

Deposits

Growth

Deposits

98.1
354.1
657.8
1009.9
1271.6
2073.5
2011.7
2892.1
3210.3
3424
4057
5059
4785

261.1
85.8
53.5
25.9
63.1
(-3.0)
43.8
11.0
6.7
18.5
24.7
(-5.4)

6.0
61.0
256.0
418.0
535.0
596.0
622.0
654.0
306.6
403.2
406.9
484.9

-

1796.1
2161.2
2364.2
3031.4
3625.2
4824.5
6587.4
7327.0
9681.0
11763.0
15004.0
23683.0
30684.1

916.7
319.7
63.3
28.0
11.4
4.4
5.1
(-53.1)
31.5
0.9
19.2

Growth

20.3
9.4
28.2
19.6
33.1
36.5
11.2
32.1
21.5
27.6
57.8
29.6

Deposits
6987.1
9932.5
12928.4
15864.3
18925.9
26124.6
29065.2
36525.1
44637.0
54053.1
70482.9
89558.9
110999.2

Growth

42.2
30.2
22.7
19.3
38.0
11.3
25.7
22.2
21.1
30.4
27.1
23.9

source: Annual repons or riet, ursili, Nrsr. ana me iNur- tconomic nwierm.
* Figures for FIBE are converted from US$ to LE by using the annual banking sector exchangerate.

However as shown in figure (5.2), after 1985, averagegrowth rates in the two Islamic
banks startedto decreaseand becamelower than that of commercialbanks. While the
traditional banks continuedto have a continuedgrowth of their deposits,the FIBE had
negativegrowth rates in 1986and 1992. Even more seriouslythe IIBID suffereda loss
of more than half of its depositsin 1989as a result of difficulties analysedbelow.
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Figure (5.2)
Growth of Deposits in FIBE, IIBID & all
commercial banks
Growth of Deposits %

81
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Year
FIBE*

IIBID " Commercial

Banks

Source: Calculatedfrom the annual reports of the nepectlve banks and the NBE EconomicBulletin.

Despite the growth of deposits in the Islamic banks in their early years, the total size of
deposits in the two banks combined did not exceed, even in their peak years, 10% of total
deposits in the commercial banking sector.

(b) Reasonsfor the growth of deposits:,
The exceptional growth of deposits in the two Islamic banks in their early years can be
attributed mainly to the following factors:

1.

High rate of return. As shown in figure (5.3) below, in the first four years of
their operation the Islamic banks distributed relatively high rates of return on
depositsranging from 1 to 3 higher than the controlled interestratesoffered by
conventionalbanks.We arguethat Islamic banksoffered suchhigh rate of return
to attract depositors.

2.

The religious incentive. The sharp increaseof depositsin the early years of the
establishmentof Islamic banks reflected the need for a significant group of
depositorsfor banksthat do not dealwith interestin a period markedby religious
revival: i. e. it was a one-for-all stockadjustment.The contribution to the welfare
of Muslims through the zakat fund emphasisedthe Islamic characterof these
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banks. However it is hard to separate the religious effect from other factors
contributed to the growth of deposits, especially the high rate of return mentioned
above.
3.

Foreign currencies account. The two banks kept a high proportion of deposits in
foreign currency, mainly US dollars. They distributed a return on these deposits
in
in
depositors
foreign
This
the
a
quoted
currencies.
attracted more
respective
time when the local currency interest rate was low and the Egyptian pound was
facing gradual devaluation, as shown in figure (5.3). The massive devaluation of
the Egyptian pound during the period 1980-1990 by approximately 350%
contributed to the growth of deposits denominated in foreign currencies when they
are accounted in Egyptian pounds. The Share of foreign currencies accounts in
total deposits was 74% in the FIBE in 1990 and 68% in the IIBID in 1988.1'

Figure (5.3)
Rates of interest, return and foreign exchange
Rates of interest, return and exchange
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Source: Kazarian (1993), p. 148 and CBE annual reports. Exchangerates are obtained from the CBE annual
reports.

55
SeeKazarian(1993),pp. 146-147.
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(c) Reasonsfor the recent deterioration of deposits growth:
The establishmentof other Islamic financial institutions. This took the form of the

1.

informal Islamic Investment Companies (IICs)56 and the branches of formal
conventional banks. The former claimed their compliance with Islamic law and
were active in 1980s. They distributed high rates of return, almost the double of
official interest rate. It has been reported that these companies attracted about
22% and 30% of depositors of the FIBE and IIBID respectively.s'On the other
hand Islamic branches of conventional banks were formed as a response to the
early successof the Islamic banks. It is argued that they also deprived the Islamic
banks from some of their depositors.
2.

The decline of rates of return: As shown in figure (5.3) above since 1984 rates

of return distributed by the two banks began to be lower than interest rates
offered by conventionalbanksand consequentlyrate of growth depositsdeclined
in the former. The recentfigures of the FIBE show a negativegrowth of deposits
by 5.4% and 13.3%18in 1992 and 1993 respectivelywhich can be attributed,
inter alia, to the relative low rate return in comparisonwith the prevailing
59
interest
1991
liberalisation
the
nominal
rates after
programme.
3.

The impact of the recent controversialfatwa60:In 1989 a fatwa given by the
Mufti" of Egypt statedthat interestrate is not a form of riba. Thus dealingswith
conventionalbanks becamelawful from an Islamic perspectivefor those who
acceptthis fatwa. Despitestrong oppositionto this opinion from the majority of

56See

our analysis of these companies below.

57Kazarian
58Annual

(1993), p. 149.

reports of the FIBE (1993) & (1994).

59See
our analysisof interestratedeterminationin the followingchapter.
60

A fatwa is a formal religiousopiniondeclaredby an authoritativereligiousleader.

61A

religious leader appointed by the state in most Moslem countries and granted the authority of giving formal religious opinions to the
state and the individuals.
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Muslim scholars, Islamic banks lost further depositors who followed the opinion
of the Mufti62.
4.

Irregular distribution of return: One of the major factors which contributed to the
heavy withdrawal of deposits from the IIBID in 1989, approximately 53 % of total
deposits, was the long delay in the distribution of returns in 1988 and 1989. This
gave an impression that the bank was facing intense difficulties.

5.

The collapseof Islamic InvestmentCompanies:The IICs affectednegativelythe
Islamic banks twice. First during their rise as discussedfurther below and second,
during their fall. After the collapse of the IICs, 'news'63were spread associating
Islamic banks with the IICs and that consequently the bank suffered heavy losses
because of this relationship. Notwithstanding these news some of the customers
were concerned that these banks might have been indulged in the same activities
of the IICs, like heavy speculation abroad. These problems combined with- the
IIBID's irregular distribution of returns led to the heavy withdrawal of deposits,
as mentioned in the previous factor.

(d) Growth of assets:

The first four years of operationof the two Islamic banks saw an exceptionalgrowth of
total assetswith an annual averageof 103% for the FIBE and 254% for the IIBID,
comparedto 24% in the commercialbanking sector. The high growth rates of Islamic
banks can be partly attributed to the fact that their assetspositions started from very
modestlevels; LE 155million in the casesof the FIBE andJust LE 12 million in the case
of the IIBID. Neverthelessthis doesnot deny that the growth of total assetsreflectedthe
62The
fatwa wasgiven on the 8th of July 1989regardingthe interestratesof InvestmentCertificatesandPostOfficeSavingsFund.It

was extended afterwards to cover some more interest rates-basedtransactions. It is worth noting that the Imam of Al-Azhar and other
distinguished scholars opposed thisfatwa. The fatwa is published in Tantaway (1991) and for an example of opposing argumentssee:AISalous (1991a) & (1991b), Al-Qaraddawy (1990). It is ironic to find that a similar farwa
was obtained in the past under comparable
circumstanceswith the present. In the 1920swhen the government tried to encouragethe establishmentof rural credit societies it sought
the assistanceof the Mufti to overcome public scepticism. The government managedto obtain a favourable opinion from him in a form
of fatwa which statedthat there is a difference between interest and riba. SeeVon Pischke (1991), p. 195 and Davis (1983), pp. 100-101
for further details.
63The

IIBID annual report for the financial
year 1989 describes them as irresponsible
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However since 1986 the growth rates of total assetsstarted to decline and were negative
in some years. As shown in figure (5.4) the growth rates of Islamic banks' assetswere
generally lower than that of the commercial banking sector after 1985. The financial year
1986 was a bad one for all banks, as the growth rate dropped from its highest level of
38 % in 1985 to its lowest level of 11% in 1986. In the beginning of 1986 the economy
suffered from an external shock amid the drop of oil prices which affected negatively the
main revenues of the economy, namely the Suez Canal, the remittances of workers in the
Gulf states, tourism and oil exports. 64The 1986 external shock was responsible for the
poor performance of banks generally, but as shown in the figure below, the Islamic banks
were affected more by it arguably becauseof their closer links with the Gulf oil states.

Figure (5.4)
Growth of Assets in IIBID, FIBE &
Commercial Banks (1981-1992)
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The declineof the growth of assetsof the Islamic banksafter 1986can be attributedalso
to the mismanagementproblemsmore than anything else. In the caseof the IIBID, the

64
For morediscussionof this point seechapter(1).
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growth of assetssuffered from the bank's 1989 problems, which eventually necessitated
a Central Bank intervention, with the cooperation of the four public sector commercial
banks in order to recapitalise the bank."' On the other hand the FIBE was negatively
affected by the collapse of the Bank of Credit and Commerce International (BCCI) which
%
$343.7
17.6
in
199166
The
FIBE
lost
US
collapsed
an amount of
million, approximately
of its assets67,deposited with the BCCI under especial arrangements. These deposits did
not appear in the BCCI's records and it was difficult to prove their existence to the
liquidators. These problems were reflected in the Islamic banks assetsas shown in figure
(5.4).

(e) Allocation of funds:
Figure (5.5) reveals that the FIBE had a significant percentageof its assets,ranging from
33.4% to 60% of total funds, deposited in banks abroad in return for a LIBOR on these
deposits, despite its claimed compliance with Islamic law68.Recently the FIBE reduced
the size of funds deposited abroad and allocated them domestically. However this shift
towards the domestic market was in the form of deposits with the Central Bank and
commercial banks. As shown in figure (5.6) from 1980 to 1990 deposits with the banking
sector averaged 46.1 % of the domestic allocation of funds, while the average of deposits
with other banks for all commercial banks was just 39% during the same period. Again
the FIBE received interest as a return on such deposits.

65
Seethe annual reports of the IIBID for 1991 and 1992. It is reported that the four public commercial banks own 79.83 `%o
of the capital
of the IIBID as a result of their intervention to help the IIBID out from its problems. This, we argue changed the statusof the IIBID from
being a private and Islamic bank to become a publicly owned conventional bank, despite its Islamic title.

66
The Bankof Englandstoppedthe BCCI's appertainson 5/7/1991andwasliquidatedby a court order issuedon 14/1/1992.
67See
the Annualreportsof the FIBE of 1991and 1994.
68Kazarian

(1993), p. 162. The problem of Islamic banks' indulgence in interest-basedtransactions was highlighted by Al-Najar, the
former Secretary General of the International Association of Islamic Banks in his (1993) lecture in Asseala (Morocco).
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Figure (5.5)

Allocation of funds of the FIBE and HBID
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The IIBID differed from the FIBE in terms of the shareof funds depositedwith foreign
banks as this sharedid not exceed32% in any year from 1981 to 1988. As shown in
figure (5.6), the IIBID had a lower shareof its funds depositedwith the CBE and other
banks as its annualaveragewas 30.1% during the studiedperiod, but, like the FIBE it
did receiveintereston thesedeposits.The IIBID differed from the FIBE in anotheraspect
as it allocateda shareof its fund, rangingfrom 4.3 % to 31.3% to speculativeoperations
in foreign currencies, precious metals and other goods in the domestic and foreign
69Due
to heavy losses,the bank has recently stoppedits speculationin precious
markets.
metalsand reducedthe size of the other operations.7°

69Kazarian

(1993), p. 164.

70Speculation
activitiesareforbiddenin Islamandthebankwasadvisedto stopsuchactivities.It is worthnotingthatthewordmudarabah
has two meanings in the Arabic language, the first is trust finance which is adopted in this thesis, the other meansspeculation. While the
first is religiously allowed the second is
not. Thus its often to find that the first is described by the shay iah (legitimate) to distinguish
between the two of them. Some banks however do
not distinguish between them in their reports, possibly to grant their speculation
activities with legitimacy.
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Figure (5.6)
Pattern of the domestic allocation
of funds of the FIBE and IIBID
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Besidedepositingits fundswith domesticandforeign banks,the FIBE's main activity was
finance. Thesetwo
providing murabaha(markup) and ijarah wa iqtina (lease-purchase)
forms of financecomprised,on average,51% of the bank's domesticfunding from 1981
to 1990. In the caseof the IIBID, leasepurchaseand markup financing comprised53%
of the bank's domesticfunding from 1981to 1988.Thesetwo forms of financewere for
short term purposeswith a period rangingfrom threemonthsto oneyear. Costsof funds
were determinedby the bank in advanceaccordingto the size and duration of funding.
Fundswere securedby collateralwhich was the asset,usually a durablegood or a real
estate,purchasedby the bank for the client.

While mudarabah(trust finance)was completelyabsentfrom the portfolios of the IIBID
and the FIBE, therewas very limited useof musharakah(equityparticipation)by the two
banks, as shown in figure (5.6). Musharakahcompriseda constantshareof 3% of the
FIBE's domestic allocation of funds. The IIBID made as well a very limited use of
musharakahas its share in its portfolio ranged from 0.7% in 1981 to 2.2% in 1988.
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Musharakah as a risky long term form of finance was mainly used by the two Islamic
banks in their own direct investments. In the case of the FIBE 73 % of musharakah
funding was used in the bank's own projects, e.g. food processing, household products,
investment and consultancy firms, private schools and hospitals, housing, pharmaceutical
joint
in
The
funding,
27%,
type
projects
this
allocated
production,.. etc".
rest of
of
was
similar in their activities to the ones owned entirely by the bank.

Generally the share of agricultural and industrial sector financing in Islamic banks funding
was small. As shown in table (5.5) trade and services were favoured for their higher
returns and shorter gestation periods.

Table (5.5)
Sectoralallocationof funding (%)
Sector

FIBE
(1983-88)

IIBID
(1985-88)

Trade and Services
Foreign currencydealings
Constructionandhousing
Industry

56.5
18.7
17.3
6.7

25.8
4.6
11.1

Agriculture

I

Unidentifiedmarkupfinance

-

58.5

Source: Compiled from Kazarian-(1993), p. 171.

The table showsthe dominanceof tradeand servicessectorin the caseof the FIBE where
it comprise 56.5% of total domesticfunding during 1983-88,while the industrial and
agricultural sectorsdid not receivemore thana shareof 7.7%. Although it seemsthat the
IIBID had less of its investmentsin theseactivities, in fact it was not too different from
the FIBE. Given the characteristics of the unidentified markup finance of the IIBID that
mainly relates to household durable goods and real estate, as discussed above, then most

of the 58.5% markup financeduring 1985-88can be classifiedunder tradeand services.

71Annual

reports of the FIBE (1994), pp. 16-17 and (1991), pp. 43-47.
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(5.7.3) Islamic branches of conventional banks:
As a responseto the successof Islamic banks in attracting depositors, in their early years
Misr
Bank
branches.
banks
formed
Islamic
was the
of establishment, many conventional
first conventional bank to set up an Islamic branch which started its operations in 1980.72
Apparently the bank was concerned that the newly established FIBE would attract away
some of its potential business as well as existing depositors.

At the end of 1990 there were 62 Islamic branches of 23 conventional banks. Just 12 of
these branches were of private while 26 of them belong to public banks and 24 to joint
branches
Islamic
i.
Total
by
banks.
banks,
assets
of
public
venture
e. owned partly
reached £E 2.2 billion and the total of deposits was £E 1.82 billion. The size of these
branches was small compared with the assetsand deposits of the three major operating
Islamic banks, Including Nasser Bank, which reached LE 6.1 billion and 5.1 billion
73
respectively.

Most of Islamic branches'depositorswere individualswho usedto havedepositaccounts
with the samebank74.They simply transferredtheir accountsto the Islamic branch of
their bank for three reasons:first it offered the samereturn as the main bank, and in
somecasesevenmore. Secondit had an Islamic imagewhich fulfilled, accordingto the
perceptionof thesedepositors,the religious aspectof the dealing. Third thesebranches
were fully supportedby their well establishedmain branches,someof them, like Bank
Misr, had had a good banking profile for more than seventyyears, in contrastwith the
newly establishedIslamic banksor Islamic InvestmentCompanies.

72See

Mayer (1985), p. 47.

73Kazarian
(1993),p. 135.
74
In an interview with Mrs Madeaha Gaber, the managerof the foreign department, at the Nile Bank which has two Islamic branchesand
fourteen other branches, on 1/5/1993 she confirmed this point. Also Kazarian (1993), p. 184, points out that 97% of Islamic branches'
depositors interviewed by him transferred their accounts from a traditional branch to an Islamic one for the same reasonsgiven above.
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It is difficult to analyse the performance of Islamic branches as they do not have separate
balance sheetsor accounts as the outcome of their operations are integrated with the rest
the activities of their parent banks". This problem however reflects the fact that the
directed
funds
banks'
branches
the
the
and
these
of
are mixed with
rest
resources of
towards financing the banks' activities76.Even in the few caseswhere some of the Islamic
branches were granted some autonomy in the allocation of their funds, in practice the
branches found it difficult to utilise fully their resources. Not more than 20% of their
deposits were allocated directly in the form of murabaha, the rest was deposited with
main branches. Thus they did not comply well with the Islamic principles.

Moreover Islamic branches did not share the features of Islamic banks in two important
aspectsfrom the religious viewpoint: first they did not have a board of religious scholars
to verify the banks' operations and assure their compliance with Islamic law in all
transactions, second they did not have a zakat account which emphasised the Islamic
character of the intermediary.

We argue that the establishmentof Islamic branchesof conventionalbanks is a form of
'
diversification.
They,were establishedto benefit from the Islamic resurgence
product
and avoid loss of customers to the growing Islamic financial institutions. The
establishmentof a limited number of Islamic branchesof big conventionalbankswhich
had large network of branchesand outlets, like Bank Misr, was not a part of a gradual
Islamisationof the banksconcerned,but rather it was meantfrom the beginningto keep
the numberof Islamic branchesas small and symbolicaspossible-In practicethe Islamic

75The

Nile Bank, for example, in its annual report of 1992 did not mention any thing regarding its two Islamic branchesapart from their
namesand locations.
76In

the Interview with Mrs Gaber she mentioned that her bank does not distinguish between its branches and all of them including the
Islamic ones direct their funds to the bank's activities.
77
In interviews with Mr Ali Nigm the former Governor of the CBE and Chairman of the Delta Bank and Mr Motaz Mansour, Managing
Director of Misr Iran Development Bank, they
supported this argument.
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branch was not more than a branch without any significant difference from any
conventional branches other than in name.

We consider the very existence of these branches an evidence of the general confusion
concerning what is Islamic and what is not, as far as financial transactions are concerned.
The contradicting fatwas regarding interest and whether it is a form of usury, as discussed
above, was responsible, inter alia, for this bewilderment.

(5.7.4) Problems of Islamic banking in Egypt:
1) The dominance of short term murabaha finance:

As pointed out above murabaha,markup, finance dominatedthe portfolios of Islamic
banks. We argue that this is a reflection of an inefficient allocation of funds, mainly
becausefundsunder this schemeare directedtowardsthe purchaseof, usually imported,
durable consumptiongoods. This type of financewas favouredby Islamic banks along
with ijarah wa iqtina, purchase-lease,contracts which do not differ in principle to
musharakahand applied mainly in the purchaseof real estate.The very dominanceof
suchcontractsmakeone scepticalaboutthe claimeddevelopmentalrole, usually stressed
by Islamic banks in their bylaws and annualreports.

Moreover musharakahfinance,78in the way it is appliedby Islamic banks, is considered
controversialfrom the Islamic perspective.It is often describedby Islamic economistsas
a deviceby which some 'Islamic' banksbypassthe restriction on usury.79Interestrates
are chargedimplicitly in the form of the predeterminedcostof providing the fundsby the

78It

seemsthatIslamicbanksarenot interestedin revealingtheirmurabahabias.Theyusedto aggregate
under
all theirfundingoperations

one item in the assetssides of their balance sheetscalled musharakah, mudarabah, commercial and productive murabaha and real estate
investments, so it is difficult to know the
relative importanceof thesedifferent forms of funding from reading the balancesheets.Acquiring
such information is difficult as it has to be obtained directly from the concernedbanks or the Control Department of the CBE. Reasonable
itemisation of the data is required for
any careful analysis of the operations of Islamic Banks.
79SeeAI-Najar

(1993), pp. 589- 591.

185
banks. Moreover it does not differ from the same practice applied by conventional banks
when they provide loans under lease or lease purchase schemes80

2) The limited practical role of PLS contracts:
Despite the emphasis given in Islamic financial literature regarding the importance of the
mudarabah (trust finance) and musharakah (equity participation), in practice our enquiry
within the banks found that the former was completely absent and the latter had a very
limited presence in the portfolio of Islamic banks in Egypt. Similar problem was realised
in other countries. "

This problem can be attributed to the fact that these two forms of PLS finance require an
extensive bank effort to ensure that the outcome of the projects are accurately reported.
For example the prevalence of tax evasion in LDCs and the associatedproblem of double
bookkeeping for firms make it difficult by the participating bank to find out the actual
outcome of the project concerned. Even in the absence of the double bookkeeping
problem the PLS contracts may be subject to a principal-agent problem arising from
asymmetric information. Thus while profit sharing may increase bank efficiency as it
separates administrative control from institutional interest rates, it generates more
difficulties, at the same time, on its monitoring activities82.

Neverthelessconventionalbanksare not themselvesimmunefrom suchproblems.If the
profit outcomeof a project is stochastic,this gives project managersan informational
80
The Economist magazine(6/8/1994), madea comparisonbetweenexplicit borrowing from conventional banksandobtaining fundsunder
murabaha. The Economist mentions that' The Koran saysyou cannot borrow $100m from the bank for a year at 5% interest, to buy the
new machinery your factory needs?Fine. You get the bank to buy the machinery for you- cost $100m- and then you buy the stuff from
the bank, paying it $105m from now. The difference is that the extra $5m is not interest on loan, [.. ]but your thanks to the bank for the
risk it takes of losing money while it is owner for the machinery [.. ] Since with modern communications the bank's ownership may last
about half a second, its risk is not great. " Thus there should not be a surprise that Muslim scholarsreject this form of finance, alas, widely
adopted by Islamic banks.
81See
for example Khan and Mirakhor (1990), Iqbal and Mirakhor (1987) and Anwar (1992) for a discussion of this problem in the two
casesof Iran and Pakistan.
82See
Fry (1988), 266 and Goodhart (1992), p. 53.
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long term relationship, as argued in our comparison between bank-based and marketbased financial systems, through equities in projects financed by the bank according to
mudarabah or musharakah, they would then have - "insider's information" about the
84operations and outcomes of such projects.

As has been establishedrecently, the Mudarabah contract between managersand the bank
information
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bank
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might act as an efficient revelation
giving
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project85.
contract
make
outcome of the project, i. e. (1-6) in equation (4) above, a variable one depending on the
level of effort instead of being a predetermined fixed share, this would reduce the
incentive issue associatedwith the principal-agent problem. Indeed the practical solution
for the problem lies in the hands of Islamic banks which had to abandon, or at least
reduce, their concentration on short term financing under murabaha or markup contracts
and enhance the role of PLS.

3) Limited developmentalrole of Islamic banks:
Our analysis of Islamic banks implies that their role in economic and financial
developmentwas limited. The reasonsbehind this can be summarisedin the following
factors:
First,
heavy
in
their
trade and services sector
term
concentration
credit
on
short
which had high and rapid return. Short-termism would result in an inimical effect
on investment and growth.

83Presley
andSessions(1994),p. 590.
84
SeeChapter(4) of this thesisand Goodhart(1992),op. cit., p. 53.
85See
Presley and Sessions(1994), pp. 587-595.
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4) Violation of Islamic law:
We have shown that the two banks dealt with interest as they deposited funds with other
banks in the country and abroad.,This clearly is a violation of shari'ah and a contradiction
with the very reasons supposedly behind the establishment of such banks. In the case of
an Islamic branch of a conventional bank without separate accounting or operational
identity, the violation is a general situation not merely an exception. The carrying out of
speculative activities was'another breach of Islamic law, and further it resulted in heavy
losses.

86See
the list of the FIBE's companies in its 1991 report. The capital size of industrial and agricultural projects ranged from $ 0.6 to 23
million.
87See
the brancheslists of the two banks in their annual reports. In the caseof the EIBE five out of its fourteen brancheswere established
in Cairo, the rest were located in the
capitals of few governorates.
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(5.7.5) Reasons behind the problems of Islamic banks:
The experience of Islamic banking in Egypt presents an aberration from the theoretical
framework of Islamic finance and a clear deviation from its objectives.
The gap between the theoretical foundations and practice can be explained mainly by two
factors: lack of qualified management and limited application of Islamic banking; both,
to a great extent, are of transitional nature.

1) Lack of qualified management: Given the fact that the Islamic experiment was new
in Egypt, it was hard to find skilful bankers who believe, at the same time, in the role
of an Islamic bank. As indicated by several Islamic economists," Islamic banks in their
early years had to compromise. Thus most of the management can be divided in two
groups; 'believers' in Islamic banking with limited banking skills, and professional
bankers with lack of interest in Islamic banking. Very few had the skill and the
conviction. Consequently mismanagementproblems and violation of Islamic law occurred.

2) Limited application of Islamic banking: Despite the growth of Islamic banks and
'branches' during the 1980s, the banking system in Egypt was still dominatedby
conventionalbanks.In 1990the numberof branchesformed by Islamic andconventional
banks was 104 while the total branchesof banks was 1034. The totals of depositsand
assetsof Islamic intermediarieswere merely 10% and 8% of the depositsand assetsof
the whole banking sectorrespectively.Being governedby the samerules of the CBE like
the rest of operating banks and consideredas part of it, the Islamic banks found it
difficult not to deal with the rest of financial system.Suchdealingswere not necessarily
undertakenaccordingto the rules of Islamic banksas a minority.

88An

interview with Prof Fathy Sakr
on the 17th of April 1993; and see Al-Najar (1993).
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An understanding of this problem can be obtained from the experience of labour-managed
firms in the capitalist economies89.Many capitalist economies, including the British, had
different
had
firms
firms,
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quasi-capitalist
the prevailing circumstances, Islamic banks could end up behaving like conventional
banks, or at least degenerateinto quasi-conventional banks.

It is worth arguing however that even if such adequatesupport can be provided within
the economy, it is difficult to maintain at the international level, as can be learned from
the experiences of Iran and Pakistan. Despite these countries Islamisation of the whole
banking system which minimised the violation of Islamic law, the two countries could not
achieve the same with their international financial transactions which normally involved
interest. Under a so-called financial globalisation, we argue that the maintenanceof pure
interest-free financial transaction would be more difficult even at the national level. 92

15.8) The Case of the Islamic Investment Companies (IICs):
The IICs are considered informal due to the fact that they escapedany form of regulation
and did not come under the monetary authority's supervision or even company laws.
Most of IICs' practices can be easily classified under the parallel and black markets
activities of the informal sector93;for example, tax evasion, bribery, theft of state land,

89For

an analysis of labour-managed firms see Vanek (1970) and Ireland and Law (1982).

90
While the capitalist firm is described as a
profit maximiser, the labour-managedfirm maximises income per worker over a planning
period.
91For

a coverage of this point see Ireland and Law (1982), op. cit., 173-174.

92
On the issue of financial globalisation
see for example O'Brien (1992).
93For

further discussion of the concepts informal finance and a taxonomy of its
activities see chapter (8).
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5.8.1) The rise of IICs:
The IICs grew in a spectacularmanner during the 1980s.95The estimatednumber of these
further
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As
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1988.
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these institutions, like the size of their deposits and the number of their depositors, has
never agreed upon. However if we consider the latest official number of depositors of
502,826 and given that the dependency ratio in Egypt is 5.6, this means that almost 3
held
deposits
Total
by
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directly
with
the
the
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activities of
the IICs was estimated at LE 3.8 billion in 1988, i. e. 7.8% of GDP, the equivalent of
17% of public commercial banks deposits and approximately 10% of total deposits of the
banking sector.96Most of these deposits were collected in less than three years; from
1985 to 1988.

The flourishing of the activities of IICs, mainly collection of households'savings, is
ascribedto severalfactors.
"

As in the case of Islamic banks these institutions managed to capitalise on the
Islamic resurgence and its impact on public opinion regarding specific financial
transactions that involve usury. They launched a massive advertising campaign
assuring that they work in accordancewith Islamic principles. Company names97
were carefully chosen, with Islamic terminologies like mudarabah, trust

94

Also known as Ponzi schemes,named after Charles Ponzi's financial ploy in 1919-20 in the USA. See Train (1985), pp. 11-16 for a
historical background.
95The

first Islamic Investment Company was Al-Sharif. It was established in 1958 but did not go public until 1978, when it announced
that it would open the door for the public to invest in the enlargementof the company's operations with promises of high returns in the
form of dividends according to Islamic principles.
96The

figures of deposits and depositors are those published by the offices of the Attorney General and the Socialist Attorney after the
collapse of the IICs in June 1988.
97

If we look at the namesof some of the big
companies,we would find that they meant to have an Islamic indication like Al-Rayan, the
name of one of the doors of paradise, A] Huda: the right path, Badr: the first battle in the history of Islam.
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financing, and musharakah, joint-venture, being employed to emphasize the
claimed identity.
These institutions had a wide network of low operating cost branches, open

"

almost 24 hours a day, reaching areas neglected by the traditional banks.
Bureaucratic procedures were kept to a minimum and the process of depositing
funds was simple and short for the convenience of uneducated depositors.
Depositors, particularly small savers, flocked to them, attracted not only by

"

Islamic slogans but by the fact that the dividends distributed by the IICs were
more than double the 12 percent rate of interest then offered by the conventional
banks. These banks also seemedto provide a hedge against inflation, as it was 4
percentage points higher than the official figure of inflation in 1988.

"

Thesecompaniesinnovateda new methodfor distributingdividends.They offered
the depositorsan averageof 1.5 to 2 percentmonthly return, on credit, until the
accountsare settledat the end of the year. The ideawas an appealingone to a lot
of depositorswho want to receivea specificmonthly flow of moneywithout any
worries aboutfluctuationsin expectedreturn on funds investedaccordingto profit
and loss sharing ä la Islamic principles. The method attracted a range of
depositors;pensioners,widows, personson low income,ex-emigrantsin the gulf
states,.. etc.

"

Catering for small depositorswas one of the factors leading to the successof
these companies in attracting savings. This group of people has never been put
seriously on the agenda of the formal banking system. Some of the banks set a
minimum to open a deposit account which disqualified a large number of potential
depositors. Other banks did not deal in domestic currency which disqualified a
further number of potential depositors. Maltreatment of customers in some
branches of public banks and insolent staff in some branches of foreign and jointventure ones discouraged a significant number of potential depositors.
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Under these conditions and with the prevalence of negative real interest rates at the time,
different kinds of inflation hedges would be a plausible alternative. IICs seemedto take
.
account of these problems and managed to appear as a good substitute for other inflation
hedges for small depositors.

The increasing role of the IICs in the Egyptian economy in general and the financial
sector in particular can be equally attributed to some other factors for which they were
not responsible but managedto exploit. As shown in figure (5.7), Egypt at that time was
witnessing a remarkable increase in the remittances of Egyptian workers abroad,
primarily in the Gulf states.

Figure (5.7) Workers' Remittances 1970-90, (EE billion)
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Source: World Bank, World Tables, 1991 and 1992.

Moreover, various restrictions in the official foreign exchangemarket, the overvalued
exchangerate of the pound, and the incapability of the formal financial sector, with its
limited instruments,to copewith the requirementsof thoseemigrants.Hencemanyof the
emigrantspreferred to deal in the foreign exchangeblack market. Many of the founders
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hand and found themselves surrounded by businessmen who could not finance imports
through the formal channels. Furthermore, the government itself sought the help of black
market traders in order to finance the imports of some essential goods.

However, as a way of reducing risk involved in illegal transactions, setting up a 'legal'
facade appearedthen as a plausible idea. Hence, the first companieswere establishedlike
Al-Rayan and Al-Saad. 99The founders of both companies were at the top of the list of the
55 main foreign exchange black market traders.

The IICs emerged in a financially repressed environment with, effectively, a non
functioning capital market and a malfunctioning banking sector. Potential investors faced
several bureaucratic, legislative,

and regulation difficulties

when dealing with

conventional institutions. In such circumstances, a significant number of potential savers
and investors prefered to deal with these new companies for higher rates of return in a
seemingly placid way.

The experience of the IICs can be related to the two main arguments10°that are usually
adopted regarding the reasons behind financial dualism and the very existence of the
informal financial sector. The first argument considers the informal financial sector a
response to the imperfections and weaknessesof the repressed formal sector. The tight
regulation of financial intermediaries and various restrictions imposed on their activities
push potential savers and investors to find other instruments of savings and sources of
credit outside the formal sector.

98

SeeSadowski(1991)pp. 229-231.

99

Two of Al-Rayan brothers and the
chairman of AI-Saad were number 2,3 and 4 respectively on the interior ministry's list of the biggest
foreign exchange black marketeers.
100

See Germidis (1990) and Kitchen (1986).
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The second line of argument states that the existence of the informal financial sector can
be explained by inherent dualism in the economic and social structure of the whole
society. In other words the informal sector would flourish when a significant part of the
population is still attached to traditional values regardless of the condition of the formal
sector.

The case of IICs suggestsa combination of the two arguments for an explanation of their
existence. On the first hand, they support Goodhart's law"' by being the unregulated
substitute for a heavily regulated formal financial sector. On the other hand they appeared
as institutions working according to the dominating religious and traditional values. This
clearly supports the second argument; an argument completely neglected by the western
style financial intermediaries and not utilised effectively enough by the formal Islamic
banks.

Moreover, we arguethatthe IICs exploitedthe soft regulatorystructure.Thesecompanies
were allowedto be establishedandoperatefor almosta decadewithout comingunder any
recognisedform of regulationor supervision.Thus the growth of the IICs was not only
a responseto financial repressionbut it was also a demonstrationof the weaknesses
of
regulatoryframework, in additionto the incompatibilityof formal financial serviceswith
the needsof a significant segmentof saversin Egypt.

5.8.2) The size of IICs:

Depositsheld by IICs reacheda figure estimatedto be between£E 3.4 billion and £E 4.6
billion in 1988. The number of depositorsin the biggest 5 companieswas 391,000
accordingto one of the estimates,and 525,000 accordingto another.The total number

101

See Goodhart (1984), p. 96.
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of IICs' depositors was estimatedto range between 406,000 and 648,000102.The deviation
in figures is quite compatible with the nature of informal sector establishments.Organized
book-keeping, clear records and a reasonable degree of disclosure of information were
never considered by the IICs. There was no need for that when there was no supervising
authority to monitor their activities.

These companies acceptedalmost any amount of money as deposits; from as small as £E
100 to LE 2 million. 103As shown in figure (5.8), in one of the biggest IICs, Al Huda
Misr, we can distinguish between three main groups according to the average size of
deposits. First 15,000 small depositors (Gi) with an average size of deposits of LE 2700,
who made up 89 % of the total number of depositors and had a share of 22 % of the whole
volume of deposits. Second a group of 1600 depositors (G2) who had an average size of
deposits of LE 40,825 constructed 9% of total depositors and 36% of total deposits. The
company also managed to attract in addition 400 big depositors (G3), with an average
deposit size of £E 188,000, who formed 2% of the total number of 17,000 depositors,
and held 42% of the total size of deposits.

102
See Abdel Fadil, op. cit., pp. 15-17 for
an estimate of the size of deposits and number of depositors.
103

See Al Jumhooryah newspaper 3/8/1993
p. 11.
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Figure (5.8)
Distribution of depositors & deposits in
Al-Huda Misr

G3
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G2

G3
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Source: Compiled from the published lists of depositors' sharesin liquidation revenues.

Thus the IICs appealedto different groups regardlessof income. The occupationsof
depositors proves that they also managedto break through class barriers. The means for

that were mainly religion and the high returns promisedon funds deposited.
A ''

5.8.3) The IICs' adoption of pyramid scheme:

The questionthat ariseshere is what sort of activitiesenablethe companiesto pay their
depositors24% per annumon depositsin local and foreign currencies?

We argue that a pyramid scheme is the plausible explanation for the high rate of
distributed profits of IICs. I°4 O'Connell and Zeldes (1988), define a 'rational' pyramid
scheme as 'a sequenceof loan market transactions with positive net present value to the
borrower'. 'os Generally according to the pyramid scheme cash payments on debts,

104

And indeed it is the explanation for the
current high interest rate paid by the government on treasury bills in Egypt.

105See
O'Connell and Zeldes (1988),
p. 434.
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deposits, are met mainly by increasing the amount of debt outstanding by fresh borrowing
and debts are backed not by real assetsbut rather by future debts"'.

Unquestionably, speculation and pyramid schemes, to a certain extent, might be a
recognised feature of the operations of many formal financial institutions as argued by
Minsky (1986)107.But speculation, in the words of Keynes (1949), may causeno damage
as bubbles on a steady stream of enterprise. But in the case of IICs the case was serious
as they became 'the bubble on a whirlpool of speculations'101.

The recent history of financial fiascos is full of examples of wide-scale pyramid schemes,
from the Ponzi scandal in the early 1920s109
in the USA, to the MMM crash in Russia
in 1994.110In the two incidents, as in the case of the IICs, there was mispresentation and
violation of implicit and explicit trust, if one uses the expression of Kindleberger. "1
Moreover in the three casesof Ponzi, MMM and IICs there was a heavy reliance on slick
advertising campaigns, in which a seemingly genuine activity appearedas a facade. In the
case of Ponzi it was arbitrage opportunities in international postal coupons, in the MMM
case it' was the trade in privatisation vouchers, and in case of the IICs,

it was the

establishment of holding companies involved in a variety of production and services
activities as a smoke screen.
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See Minsky (1986) p. 206-14 and Kindleberger (1978) p. 79.

107
It is ironic to find that the annual interest yield on treasury bills reached20%. T Bills interest rate was quite close to the rate of return
in IICs. It seemseither that the government
was wrong when it restricted nominal interest ratesin the first caseand allowed the informal
sector to benefit from that, or it was wrong when it provided such a high interest rate on T Bills in the second case, conceivably under
a government backed pyramid scheme. Supposedly the government was wrong in both cases.

108
SeeShafik(1989)p. 303.
109
SeeTrain (1985),pp. 11-16.
110On
the MMM crisis seethe two issuesof The Economist,of 30/7/1994and 10/9/1994.
111
Seethe contributionof O'Connell
andZeldes(1992),in the New PalgraveDictionaryof MoneyandFinance.
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5.8.4) The fall:
The IICs enjoyed no supervision or regulation until the symptoms of problems appeared
foreign
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of similar problems and concluded with

the international financial crisis on black

Monday in October 1987, marking the beginning of the fall of these companies.

These problems along with others forced the government to intervene to regulate these
companies. There were some cases of security problems when crowds of depositors
marched on Al Rayan's branches to withdraw their deposits after the news of their losses
in November 1986 and 1987. Al Rayan was rescued by an immediate liquidity transfer
from a financial company in the Gulf"' and managed to cover all withdrawal requests,
estimated at £E 25 million a day. But this drew attention to the importance of formal
monitoring of these companies.

Thesecompanieswere accusedof financing the Islamic candidatescampaignin the 1987
general elections, which made the governmentmore interested in regulating them.
However the governmentdid not intervenequickly enough.The delay in interventionwas
due partly to the fear of accusationof being anti-Islamicand believing that a major run
on the IICs would endangerbanksand governmentagenciesthat had dealingswith them.
Further, at that time the governmentdid not have even an approximatefigure of the
number of these companiesor their depositors. In order to enhancetheir bargaining
power with the government,IICs' managersclaimedthat therewere around575 operating
companieswith 15 million depositors."'

112
113

Shohaib (1989) and several newspapers.
Al Shaab newspaper21/6/1988.
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Moreover IICs established a complex network of loyal journalists, government officials,
former ministers and governors, police and army officers, and religious personalities.
Many of them served the objectives of IICs by exploiting information they gained while
they were in their powerful positions and abusing the confidence of the public in their
views. This network delayed the government action against the IICs. In return for their
services members of the network were allocated consultancy jobs in IICs with high
"'
higher
both.
deposited
funds
salaries or paid
returns on their
with the companies or

It was clear that these companies escaped any direct control of any of these authorities
by exploiting the two compliant Laws"' of 159/1981 and 43/1974 concerning joint stock
companies and investment and other laws concerning limited liability companies and
limited partnership companies." Effectively, there was no law to regulate the IICs and
hence there was no authority governing them.

Meanwhile, some companies were unable to sustain their high dividends and faced a
liquidity and solvency crises. An attempt was made by Al Rayan and Al Saad, two of the
biggest IICs, to solve their problems by merger in what was known then as the merger
of the giants"'.

However, this merger was a violation of commercial law. The

government capitalised on that and passeda feeble law no 89/1986 which was enforced
and augmented after 2 years by law no 146/1988. According to the latter law investment
fund business is restricted to joint-stock companies, a minimum capital standard was
imposed and regulatory oversight was vested
with the Capital Market Authority.
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A group of these consultants
and advisors were known after the collapse of the IICs and revealing of some files as the group of the
'lists of blessings', kushouf al-Barakah,
as they were paid special rates of returns on funds deposited for them with the IICs. To the
knowledge of the author the
case was closed without adequateinvestigation.

115See
chapter(1) for a brief discussionof the backgroundof the promulgationof thesetwo laws.
116
117

For a legal discussion of the
activities of IICs see Ahmad (1990) pp 77-79 and 91-95.
Al-Ahram Newspaper 17/4/1988
p. 18.
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However this movement of the government was too late and did too little to reform the
companies and help them adapt to the new rules. At the sametime the government action
might have contributed to their early collapse as they were heavily regulated and
effectively denied accessto fresh capital.

After more than 5 years of regulation, and hence the collapse, of IICs in 1988, depositors
in some companies received just 10% of their funds valued as at June 1988 according to
a slow timetable managed by 2 legal authorities the Attorney General and the Socialist
Attorney. Other depositors did not receive even the 10% as their companies' assetswere
difficult to liquidate or not adequateto cover any deposits. Those who had banked with
big IICs learned that it would take years to recover their deposits, while those who had
their deposits in the small IICs discovered that their funds not only had decreasedin real
terms, like those of big firms, but evaporated in nominal terms. Moreover the adverse
experience of IICs has undermined the confidence of potential savers in collective
investment institutions and has been hampering attempts to develop mutual funds in the
Egyptian formal financial system ever since.

(5.9) Concluding remarks:
The theoretical framework of Islamic finance challenges some of the main fundamentals
of mainstream thinking regarding the mechanisms of financial transactions. The rejection
of a predetermined interest rate, as a form of the disallowed riba, implies a change to
profit and loss sharing principle (PLS) in conducting financial intermediation. In this
chapter we have provided a simple model to illustrate the difference between an Islamic
bank and a traditional one.

The analytic conceptualisationwhich has developedsincethe 1980s,has establishedthat
the Islamic financial systemhas severaladvantagesover the conventionalone, mainly:
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It is more equitable as it establishes a direct relationship between lenders and

"

borrowers through which they share the outcome of the 'partnership' be it profit
or loss.
There is a close and direct relationship between the return on savings and

"

investment.

The Islamic system offers a flexible adjustmentmechanismin the case of

"

unanticipated shocks.
It ensures that the real values of assetsand liabilities will be equal at all points in

"

time.
The rate of return is determined by the real sector, and not by the financial

"

sector.

"
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system
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However, further impartial analysis of the Islamic financial model is needed for a better
understanding of its concepts, mechanisms and objectives. We argue that such analysis
will not only develop the Islamic model to a more fully fledged one, but may offer as
well some different-insights to the field of economics.

In principle the framework providesIslamic bankswith a variety of savingsinstruments
and funding schemes.In practiceIslamic banksin Egypt, as in other Muslim countries,
performed relatively better in the mobilisation of funds than in their allocation. They
sufferedfrom a bias towardsthe controversialshort-termmurabahafinanceconcentrated
in trade and servicessectors, whereasthe mudarabahand musharakahschemeswere
virtually neglected.

The future of Islamic financial institutionsin Egypt relies on their ability to learn from
the problemsof recentyears and find answersfor intricate questionsmainly:
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How to innovate instruments to attract risk averse depositors? Under the current

"

practice Islamic banks avoided this problem by distributing rates of return close
to the prevailing interest rate and not declaring explicitly that depositors may lose
part of their nominal principals in the case of loss. With more transparency
required, under the financial reform programme currently adopted, can Islamic
banks keep their risk averse depositors and attract potential ones?
How to overcome the dominance of short-termism and murabaha contracts in

"

their portfolios?
"

What kind of training is required for their current and future personnel to ensure
an efficient functioning of Islamic banks in accordancewith their distinctive rules
and constraints?

"

The caseof the IICs emphasisesthe needfor a prudentialregulatorand adequate
supervision and rejects the calls for complete deregulation of the financial system
or lenient monitoring. The question however is how to establish a suitable
regulatory framework for Islamic financial institutions in a predominantly
" 'conventional' financial system?

0

Further to the previouspoint is what sort of relationshipIslamic bankswill have
with the Central Bank, including the issueof 100percentreserverequirements?

"

Should they be part of a deposit insuranceschemeor is that anotherbreachof
Islamic law?

"

Finally, how to conduct their transactionswith conventional banks and the
internationalmarketswithout violating their Islamic principles?
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Chapter (6)
Financial Repression in Egypt 1960-90:
Causes, Measures and Impact
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then
too
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governments
grown
liberalism. " R. M. Hartwell (1989)'

(6.1) Introduction:
The financial market in LDCs has always been subject to substantial government
intervention. Such intervention is not always justified by regulatory purposes and/or
intentions for correcting market failure. In most casesgovernment intervention in LDCs
can be considered repressive, as far as the financial market is concerned. Governments
impose an array of measuresthat deviate the operations of the financial system away from
the market discipline and result in various distortions.

Financial repression can be explained by different arguments, such as the condition of the
financial system in LDCs after independence, the impact of the dominating ideologies
during the late 1950s and 1960s, and/or anti usury laws, but the main common causefor
repression, we argue, was financing the budget deficit.

Financial repression in Egypt took different forms such as setting ceilings on interest
rates, high reserve requirements, directed credit schemes, ownership of banks,
intervention in the portfolio composition of banks in addition to extracting revenues from
the inflation tax.

'Hartwell

(1989), p. 118
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In this chapter we analyse the causes of financial repression in Egypt over the period
1960-90. We discuss the impact of the adopted methods of repressions and estimate the
government revenuesgeneratedfrom particular repressive measures,like the inflation tax,
seigniorage, interest rate ceilings. Moreover we discuss the main consequences of
financial repression such as capital flight, money substitution, hoarding gold as an
inflation hedge and informal financial transactions.

(6.2) Reasons for financial repression in Egypt:
(6.2.1) The Condition of the financial system after independence:
One of the reasons behind the Egyptian government's intervention in the operations of
the financial market can be attributed to a market failure problems and its negative effects
on the efficiency of financial intermediation, i. e. the mobilisation of savings and the
allocation of loanable funds.'

When Egypt started to modernise its economy in the 1950s, after gaining its political
independence, the financial system was comprised of foreign owned commercial banks,
with the exception of Bank Misr and some scattered Egyptian shares in some financial
3
units. The activities of thesebanks were concentrated in short-term trade and commercial
credit. " There was also geographical concentration as most of the banks were established
in Cairo and Alexandria with very few branches in other big urban centres. The financial
system was segmented and shallow in the sense that either some financial services and
instruments did not exist at all in some areas, like insurance services, or they existed but
were in an inadequate form, e. g. agricultural credit banking.

2See
Killick, 1993,pp. 254-262,for further
analysisof marketfailureproblemandits impacton the financialsystem.
3See

chapter (3) of this thesis.

4ibid.
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Encouragedby segmentationand shallowness, operating banks behaved in an oligopolistic
Bank
National
The
legislator.
formal
facilitated
by
of
This
the
absenceof a
manner.
was
Egypt, as an acting Central Bank, was not adequately empowered to exercise the known
functions of a well establishedmonetary authority in terms of supervision and regulations

Asymmetric information, regarding both the services of the financial sector and potential
borrowers, was a result of such oligopolistic environment and a causefor other problems,
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All these characteristics are symptoms of market failure which called for corrective
intervention by the government. However the intervention, especially during the 1960s
was not necessarily corrective as it was mainly driven by ideological motives, which left
the entire financial system publicly owned and managedas discussedin chapter (3) above.

(6.2.2) The impact of ideology:
The repression of the financial sector was one of the components of overall interventionist
policy embraced by the government in the 1960s under the conviction of socialist ideas
as a remedy for economic problems.' According to these ideas, the public sector was
considered the engine of economic growth. Whereas the private sector was regarded as
both economically inefficient, in undertaking the large projects of the ambitious
development plans, and politically unreliable because of its close association with the
former regime. Hence there was a series of Egyptianisation measures, de facto

5ibid.
6See
Killick (1993), op. cit, p. 256.
7The
M.

background of the adoption of socialist
policies during the 1960s is discussedin our overview of the Egyptian economy in chapter
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1950s and the comprehensive nationalisation measures of early 1960s.8

Consequently publicly-owned banks comprised the entire financial system until 1975 and
despite the allowance for some foreign and private banks to operate, public banks have
been its dominant component afterwards, Although owning financial intermediaries by
the state cannot be always considered a facet of financial repression, we argue that the
way they functioned in Egypt, as in other LDCs, made them a catalyst for repression and
a promoter for its unfavourable effects. In this environment the private sector found it
hard to compete for credit, simply because credit is administratively allocated to the
priority projects as discussed further below.

(6.2.3) Regulations against usury:
Imposing controls on interest rates were consistent with religious and political objections
to high interest rates which are considered as usurious. Although Islam considers the
charge of an interest rate, regardless of its level be it high or low or high, as a form of
usury9, Egyptian authorities do not adopt this view. Rather they seem more influenced
by the view that high interest rates are usurious while relatively low rates are not, hence
their advocacy of interest rate ceilings.

In additionto the religious rationale,usury laws were advocatedfor a long time by policy
makers,who acceptedthe view of Adam Smith (1776) which statedthat usury ceilings
would direct loanable funds to 'productive investments' and away from 'poor-risk

8See

Chapter (3) and chapter (4) for further discussion of Egyptianisation and Nationalisation laws.

9See

our discussion of Islamic view on interest rate in chapter (5).
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borrowers.
This view can be considered as an early precaution of today's
spendthrift'
ideas about adverse risk selection.

(6.2.4) The influence of Keynesian ideas:
Egyptian policy makers, like many others in the rest of the developing world, were
influenced by Keynesian arguments during its heyday during the 1950s and 1960s.
According to Keynes, excessiveliquidity-preference pushedreal interest rateshistorically
above the full-employment equilibrium level. As a solution for liquidity-preference,
described as "the outstanding evil [and] the prime impediment to growth of wealth"",
Keynes proposed interest rate ceilings. This proposition was in accordance with his
advocacyof the Gesellian stamp tax on money which was designedto reduce the demand
for liquidity by raising the opportunity cost of holding money.12

Further, Tobin (1965) in his model of money and economic growth demonstratedthat a
higher return on capital relative to money leads to a higher capital/labour ratio, higher
productivity of labour and improvement in per capita incomes. This necessitateseither
"
in
interest
deposit
ä
la
Gesell.
taxing
rates or
a reduction
money

The views of Keynes and Tobin, among other economists,constructeda generalwisdom,
in most developed and developing countries including Egypt, that low nominal interest
rates are necessaryfor }growth. This sat well with the notion of that time that physical
capital accumulation was the critical element in successful development. Hence the
widespread use of interest rate ceilings as a main tool for financial repression.

10On

the impact of usury laws on credit availability and allocation seeVillegas (1989) and Blitz and Long (1965).

11See
Keynes (1936), p. 351.
120n

Gesellian Stampsand its support by Keynes see: Keynes (1936). pp. 353-8, Shaw (1973), p. 93. and Fry (1988). P. S.

13For

a discussionof this point see Fry (1988). pp. 5-6.
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It is worth noting that repressive measuresseemedto be working in some countries. For
example, repressing the financial sector in S. Korea during the 1970shelped finance the
budget deficit, in a non-inflationary manner, by imposing restrictions on money
in
Moreover,
in
financial
time
the
and
substitutes.
when
market was underdeveloped
absenceof reliable market information, the Korean governmentby owning financial units
and controlling capital outflow, managedto influence favourably economic variables and
achieved the maintenanceof economic stability and reduced capital flight to a minimum,
in periods of economic and political uncertainty, e.g. early 1980s.14

Moreover financial repression helped reducing the velocity of circulation, using M2, in
Portugal from 1.5 in 1962 to 1.1 in 1973; and in Turkey from 5.3 in 1963 to 3.7 in
1970.11However, evidence does not suggestthat Egypt achieved an equivalent success
in controlling the velocity of circulation. It is also interesting to notice that figures for
velocity of circulation show that it was higher during the period of 1960-74, which
witnessed heavy government intervention in the financial sector, than it was during the
partial financial liberalisation period, 1975-90. We argue that controlling the velocity of
circulation was not the prime objectives of repressing the financial sector; financing the
budget deficit was°however the main objective.

(6.2.5) Financing the budget deficit as a main reason for financial repression:
As in the caseof most LDCs, deficit finance in Egypt was considered for a long time as
an acceptablefinancing tool. 16The frequent use of deficit financing was justified by the
insufficiency of private investmentfor severalpolitical, economicand institutional factors.
Therefore augmenting the rate of net investment in the economy depended on

14See
Dornbusch and Park (1987), pp. 417-18 and on the different stagesof financial developmentin Korea seeCho (1989), pp. 88-102.

15See
Fry (1988),p. 15
16mingan

(1986), p. 364, one of the widely usedDevelopmentEconomicstextbooks in developing counties, describesdeficit financeas
the most useful method of promoting economic developmentin LDCs'.
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However it was difficult to adhereto theselimits, and recentlybudgetdeficits received
in
for
blame
developing
that
troubled
the
mixed
economic
problems
economies
much of
19
1980s.
Dependingon the meansof financing, i. e. printing money,
1970s
the
and
domesticborrowing, and/or foreign borrowing, budgetdeficits show up in one or more
of macroeconomicimbalances:inflation, foreign exchangeshortages,crowding out of
private investmentand/or foreign debt crisis.

In time theseproblems led to a call for revising the role of deficit finance, which was
20
instrument
Cutting
financing
for
development.
once seenas natural and even essential
budgetdeficits of LDCs hasnow becomethe sine qua non of stabilisationand structural
adjustment packagesproposed by the IMF and the World Bank. Moreover, the
controversyamongrival schoolsis not aboutthe issueof keepinga high budgetdeficit

17For
18On

further discussion of deficit financing and its role in economic development see Kulkarni (1966), pp. 16-37.

the related issue of inflationary finance see Nichols (1974), pp. 423-30.

19See
for example:EasterlyandSchmidt-Hebbel
(1993),pp. 211-213.
20Deficit

finance and Keynesian economicswere linked together fora long time becauseof the Keynesian proposition that output is driven
by demand which can be altered by government action, via taxation and public spending. Despite such association it has been recently
establishedthat Keynes himself did not recommendgovernment deficits as a tool of economic policy. SeeThe New Palgrave (1988), pp.
764-5 and Kregel (1985), p. 32.
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or not, but mainly it is about two questions. First, what is the appropriate size of budget
deficit in terms of consistency with stability? Second, how deficit cuts should be done
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(6.3) The development of the Egyptian budget deficit and its finance:
In the case of Egypt several factors have contributed to the variation of the magnitude of
the Egyptian budget deficit during the study period 1960-199023, which can be
summarised as follows:
" The instability of government revenues due to the fact that the main sources of revenue
in the economy, to a great extent, are exogenously determined. These revenues are oil
in
Canal
Egyptian
Suez
dues,
tourism,
the
receipts,
remittances of
workers abroad, and
addition to foreign grants.
" The economy's exposure to external shocks, e.g. the worsening of terms of trades
during the 1970s and 1980s, the increase in international interest rates in early 1980s.
" The extent of government intervention in the economy and its control over expenditure,
e.g. food subsidies.

" The malfunctioningof the tax system,the accumulationof tax arrearsandthe relatively
large length of collection lags.
" The impact of political issueson the budgetdeficit are hard to neglectin any country
as they may force the governmentto spendmore than it should and/or tax less than it
can. In Egypt political aspectsinfluencedthe sizeof the budgetdeficit further in the sense
that they delayed,andevenprevented,specificbudgetreform measures.For examplethe

21See
Dornbusch (1990), p. 29 and On the issue of deficit reduction and its effects see Taylor (1990), pp. 223-8.

22See
the World Bank(1988),pp. 43-54.
23For
furtherdiscussionof the problemof budgetdeficit in Egypt seefor exampleAhmad(1984),Carr (1990).Hosny(1986).
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riots of 1977 prevented the government from proceeding with an IMF stand-byagreement, aiming at reducing subsidies to control the budget deficit.
" The method of financing the budget deficit had also an impact on the size of the deficit,
i. e. the inflationary impact of money creation and the increase of vulnerability to external
shocks associatedwith external financing.

In this chapterwe are concernedwith financing the given fiscal deficits over the period
1960-90 and its contribution to the repression of the financial sector.

Figure (6.1) shows the development of the budget deficit in Egypt over the period 197490.24The average budget deficit as a percentage of GDP was 21.8% and ranging from
15.9% to 30.5%. As shown in the figure, data obtained from the IMF's Government
Financial Statistics, which used different deficit definition from the one used by the
county's statistical authorities, show lower deficits with an average of 12.5 %. But, as
shown in figures (6.1) and (6.2), even according to these conservative figures, the
Egyptian budget deficit was higher than that of Turkey, Brazil, Chile and Korea, and was
high by most international standards.

24Before
1974,dataon budgetdeficit appearin a form of indexnumbers.In this chapterwe useactualfigures,availablefrom 1974,to
showthe developmentof the deficit asa percentage
of GDP.
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Figure (6.1)
Egyptian budget deficit as a Percentageof GDP,
according to two different sources

Figure (6.2)
Budget deficit as a percentage
of GDP in selectedLDCs
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Sources:Data for figure (6.1) are obtained from the World Bank Country reports on Egypt 1988and 1990, and
from Ministry of Finance (shown as country data), and from the IMF GovernmentFinancial Statistics (shown
as IMF). Data for figure (6.2) are from the IMF GovernmentFinancial Statistics.

6.3.1) Methodsof financing the Egyptianbudgetdeficit:
The extent of reliance on any of the methods of financing the budget deficit, i. e. foreign,
bank and non-bank financing varied over the period of 1960-90. According to table (6.1)
and figure (6.3) deficit financing was predominantly domestic. The government relied
heavily on non-bank and bank financing, contributing respectively'by an average of 39%
and 38% of the total budget deficit. Part of the financing came from borrowing abroad,25
especially during late 1970s and 1980s, and contributed by an average of 23 % during the
study period.

25
On the external debt problem in Egypt see for example Kheir-El-Din (1988), Boutros-Ghali (1989) and Zaki (1984).
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External and domestic financing
as a percentage of total budget deficit
1960/61-1990/91
Table (6.1)
Year

1960/61
61 /62
63/64
64/65
65/66
66/67
67/68
68/69
69/70
70/71
71 /72
72/73
1974
1975
1976
1977
1978
1979
1980/81
81 /82
82/83
83/84

External

Nun-Bank

Bank

Financing

Financing

Financing

23.8
29.8
9.5
10.6
10.7
12.5
21.8
13.7
9.8
(0
11.3
10.1
16.6
22.8
20.8
38.6
43
39.2

7.3
12.6
19.5
19.6
40
35.5
73.5
57.9
54.3
62.8
54.4
41.7
30.7
41.8
30.2
26.9
23.7
24.1
54.1
441
361

68.9
57 6
71
69.8
49.3
52
4.7
28.4
35.9
27.2
34.3
48.2
52.7
35.4
49
34.5
33.3
36.7
5.6
11.4
38.1

40.3
24.5

84/85
85/86
86/87
87/88
88/89
89/90
1990/91

25.8
21.1
33.9
26.9
26.5
24.83
37.04
24.8
27

Minimum
Maximum
Mean

9.5
43
23.4

37.6
33.1
33.4
32 3
61.41
53.68
61.41
35.47

41.3
33
29.7
41.2
13.76
9.28
13.76
37.33

7.3
73.5
38.99

4.7
71
37.65

Figure (6.3)
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Source: Compiled from IMF, Government Financial Statistics; and National Bank of Egypt, Various issues.

6.3.2) A note on non-bank financing of the deficit:

Domestic non-bank borrowing usually occurs when there is an unexpected shortfall in
revenues or to cover emergencies such as defence requirements26.So it is argued that
borrowing substitutes for increasesin taxation and that the impact of domestic borrowing

26See
Ahmad and Stern (1989), pp. 1023-5.
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is equivalent in terms of behaviour and welfare to that of taxation according to the
Ricardian equivalence theorem.27

However in LDCs non-bank borrowing is often compulsory and governments rely on it
extensively to finance budget deficits. In Egypt with an average of 39% of total deficit
during the 1960-90 period it was the major source of finance as shown in table (6.1) and
figure (6.3).

The major sourcesof non-bankfunds, channelledthrough the NationalInvestmentBank
(NIB)28, were according to relative importance as follows: `

(i) the surplus of social insurancefunds which contributed by an averageof
65.8% of total non-bankfinance.
(ii) savingscertificateswhich were issuedby the NBE on behalf of the treasury
in 1964/65and contributedby 12.2% of non-bankfinance.
(iii) Post Office savingsfund with an averageof 4.0% of non-bankfinance.
(iv) The revenueof the 5% levied on the net profits of Joint-stockand limited
partnershipcompanieswhich contributedby an averageof 3.9%.
The NIB -providesthesefunds to the government30
at low, below market interestrates.
For examplewhile the bank lendingrate was 15-17%in 1989the NIB lendingrate to the
governmentincluding, public sectorcompanieswas 9.5%.

270n

Ricardian Equivalence seethe seminal paper of Barro (1974), pp. 1095-1117and on its relevanceto LDCs seefor example, Corden
(1989), pp. 276-278.

28The
NIB, on paperis thelargestfinancialinstitutionwith totalbalancesheetof morethanLE 35 billion comparedto LE 23 billion for

the NBE the largest commercial bank. The reason behind such big size the monopoly of the NIB of social insurance funds and the rest
of the revenuesgeneratedfrom the non-bank sourcesoutlined above in addition to its issuanceof development bonds and other sources
of funding. The reason behind excluding it from the banking system is the fact that the NIB is far from being a financial intermediary.
It is rather a large accounting unit of the Ministry of Planning responsiblefor directing funds and implementing the investment programme
of the government and monitoring the progress of projects.

29Figures
calculatedfrom dataobtainedfrom the NBE, EconomicBulletin variousissuesandAbdel-Lateef(1990).
30Here

government standsfor central government, local governments,public servicesauthorities (e.g. health andeducation, public utilities
(e.g. water) and public companies (now called public businesscompanies).
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6.3.3) Bank financing of the budget deficit:
Although the term bank financing is used in literature to indicate deficit financing through
Bank
Central
in
is
The
difference
between
of
the
two.
there
money creation,
practice
a
Egypt (CBE), like any other central bank does not resort to money creation unless its
reserves of liquid assets are not sufficient. The CBE accumulates these assets mainly
through its imposition of reserve requirements ratios on the deposits held with the banks,
which is discussed below, and by borrowing excess liquidity of commercial banks.
Normally the central bank borrows from deposit banks at a lower rate of interest than the
31
its
issued
bonds.
for
it
from
the government
purchasing
rate receives

(6.4) Measures of Financial Repression:
iorage:
(6.4.1) Sei ng
The Egyptian government revenue from money creation (seigniorage)32was an important
source for financing the deficit. Following Fischer (1982) we calculate seigniorage (S)
33
incremental
base
(M)
over a discrete period divided by the
as an
change of monetary
value of nominal GDP (19 over the same period.

S=

e M/ Y

31Noshy

(1)

(1990), pp. 2-3.

32For
furtherdiscussionof seigniorageseeFischer(1982),Mankiw (1987)andKlein andNeumann(1989).
33Note

that for the value of M we use the end-of-year currency outside banks.
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Figure (6.4)
Revenue from seigniorage as a percentage of GDP:
Egypt 1961-90
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As shown in figure (6.4), seignioragerevenuevaried considerablyduring the period
in
it
its
levels
highest
During
1960s
low
the
under study.
was, on average,
and reached
the late 1970sand early 1980s.But generallythe ratio of seigniorageto GDP is high by
internationalstandardsas shown in table (6.2).

Table (6.2)
Average Revenuesfrom seigniorageas a percentageof GDP
in Egypt and selectedLDCs
Year

1960s
1970s
1980s
1961-90

Egypt's
Seigniorage
1.66
3.27
2.99
2.69
1980-85

Seigniorage
Inflation
Currency/GDP

SeigniorageRevenueand Inflation in other LDCs,
averagefor 1980-1985

Low

High

Moderate

Egypt

Korea

Nigeria

Mexico

Turkey

Argentina

Bolivia

4.26
15.2
25.1

0.5
9
4.3

0.8
16
7.2

1.5
58
3.7

1.2
46
3.8

4.0
274
3.8

6.2
506
6.1

Source: For Egypt: e author's own calculations; data obtained from IFS lines 14a, 64 and
For the other LDCs: World Bank (1988), table 3.1, p. 61.
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The World Bank (1988) classified LDCs into three groups according to the level of their
seigniorage revenues: low, moderate and high. Using the same method and data sources
our results for Egypt show that it lies in high seigniorage group. It was second highest
after Bolivia which had an extremely high inflation rate that exceeded 500%. .Further
Egypt's seigniorage was higher than that of Argentina which had an inflation rate
approximately 18 times higher.

Generating a high seigniorage revenue with a relatively modest average inflation rate of
15.2% is explained by the high ratio of currency holdings to GDP which had an average
of 25.1 % during 1980-85 compared with 3.8 % and 6.1 % for Argentina and Bolivia.
The impact of the relatively high monetary ratio to GDP on government revenues can be
explained further by analysing the extent of reliance on inflation tax in Egypt over the
period 1960-90.

(6.4.2) Inflation tax:

As *arguedby Blanchardand Fischer(1989), inflation tax is "relatedbut not necessarily
identical to seignioragen34.
Inflation tax as a loss of the value of real balancesMIP can
be presentedas it MIP, where ir is inflation rate. While seigniorageis µ MIP where µ
is money growth. Thus inflation tax and seignioragecan only be equal when ir = it
which holds in the steadystate,i. e. economicgrowth is zero, and not generally35.

Thus we calculatethe inflation tax for Egypt over the period 1960-90as follows:
I=M

[7r/(1+ir)]

34
Blanchard and Fischer (1989), p. 198.
35
ibid.

(2)
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Where M is reserve money defined here as the monetary base, which consists of notes
and coins in circulation outside banks + vault cash held by banks + banks' depositswith
the CBE i. e. reserve requirements.
is
ir the change of the consumer price index CPI. Our results are presentedin figure (6.5)
and table (6.3).

Figure (6.5)
The Inflation tax as a percentageof GDP
1960-90

Figure (6.5) shows inflation tax as a percentageof GDP. Inflation tax with an average
of 0.6%, was relatively low during the 1960s,with the exceptionof 1965 due to an
increasein inflation rate. In 1962 and 1968the inflation tax was surprisingly negative,
becausethe changein the CPI during thesetwo particular years was negative.36
36Although
we accept that published figures on inflation suffer from a downward bias over the period under study due to technical and
political reasons, we find that the negative inflation figures for 1962 and 1968 are really unusual in any economy especially if it is a
developing one. One possible
reasonbehind theseirregular figures is the fact that the country suffered from somepolitical drawbacks in
the two preceding years 1961 and 1967. In 1961 there was the political and
economic unrest becauseof the massnationalisation measures,
in 1967 there was the
problem of the war. While we doubt that these two reasonshad a lagged disinflationary impact on the economy,
we argue that the data were used to give an impression of stability in the economy. However we had no choice but to use the published
figures: Our data source is the IFS, 1990
and 1991 Yearbooks, line 64.
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Because of a rise in inflation rates and the ratio of reserve money to GDP, the 1970s
observed a rise in inflation tax but it was relatively moderate as its average was 1.9%.
However the inflation tax did not reach its high levels until the 1980s. The average
during this period, 6.1 %, was extremely high and reached its peak in 1986 at 9.5 % of
GDP.

Table (6.3)
Average inflation tax revenue in Egypt
1960-90
Period

Inflation tax / GDP %

Inflation rate

Reservemoney/ GDP %

1960s
1970s
1980s
1960-90

0.63
1.93
6.09
2.98

2.86
7.78
17.31
9.57

23.8
25.5
41.8
31.1

Source: the author's own calculations; data obtained from

es 14

and9Ib.
,

As shown in table (6.3) becausethe averageof both of inflation ratesand reservemoney
ratio were high during this period, this resultedin a high level of inflation tax. However
it is the high ratio of reservemoneywhich enabledEgypt to maintainhigh inflation tax
at relatively low inflation rates. To clarify this point we make a comparisonbetween
Egypt and other LDCs.

Table (6.4)
Inflation tax in Egypt and selectedLDCs as percentageof GNP
Inflation tax/GNP
Inflation rate
Reservemoney/GNP
Jog'

.

rur rgyp[:

me auulors

Egypt

Argentina

Ghana

Mexico

Nigeria

Peru

Turkey

Zaire

8.6
23.9
44.8

4.0
174.8
6.3

2.0
34.2
7.9

3.7
159.2
6.0

0.9
9.7
9.6

4.8
114.5
9.1

2.8
55.1
7.9

4.2
106.5
8.2

own

caicuiaulons;

aaia

ootainea

from

ii-

ones

14,

o4, ana Yya.

For the other LDCs: World Bank (1989), table 4.5, p. 63.

For comparisonreasonswe considerhere the inflation tax as a percentageof GNP. From
table (6.4) it is clear that Egypt had the highest inflation tax revenuecomparedto the
selected countries. Further it exceedsthe value of inflation tax in counties with
substantiallyhigher inflation rates such as Argentina, Mexico, Peru and Zaire. The
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Egyptian authorities via tight control over domestic prices, including interest rates and
exchange rates, as discussed below, extracted a high enough inflation revenue from the
inflation tax without the need to increase money printing excessively and by that it did
not experience a Latin American inflation rate.37

Even if we accept that inflation rate data are not necessarily accurate in Egypt, we realise
that the most aggressive estimates did not exceed 50% in any year during the study
period. It is indeed the wide inflation tax base in Egypt that enabled the government to
extract a substantial revenue at relatively low inflation rate. As shown in the table (6.4),
while Egypt had one of the lowest inflation rates among the selectedcountries, it had the
highest ratio of reserve money at 44.8% which was approximately seven times higher
than that of Argentina or Mexico.

Clearly if the size of reservemoney was lower in Egypt, the inflation rate required to
reachthe sameinflation tax, shouldhave beenseveraltimes higher. It seemsthat there
was an implicit contractbetweenthe holdersof domesticmoneybalancesas a group and
the government. Under this contract the latter keeps inflation under control and the
former keep their depositsevenunder relatively low ratesof interest.38

While the issue of how Egypt managedto keep such high ratio of money balancesis
discussedfurther in the following section,we show here what would happenif reserve
moneybalanceswere lower. We provide a simulationfor the inflation ratesrequiredto
reachthe actualinflation tax at different reservemoneyratios in the correspondingyears.
We excludethe two years which had negativeinflation rates and calculatethe inflation
rate ir, from equation(2), as r=

(11M)/[1-(1/M)]

(3)

37See
Dinh and Giugale (1991), p. 10.
38It

is observed that socialist economies
have
financial
to
have
tend
assets,
and
the
acquisition
of
goods
administrative controls on
which
high holding of money. For
example Caprio and Honohan (1993), p. 527 report that Yemen PDR, China and Bulgaria had a M2/GDP
ratio of 175%, 65 % and 105% respectively.
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Where I is the inflation tax and M is reserve money.

Figure (6.6)
Inflation rate for alternative reserve
money balances M
1s
. At actual M
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Over the period 1960-90, we find that at one-half the size of reserve money holding,
inflation rates should increase from the actual average of 10.4% to 25% in order to
extract the same inflation tax revenue. At one-third of reserve money, average inflation
rate should rise to 45.7 %. In the fiscal year 1987, which had the highest inflation tax at
an actual inflation rate of 23.9 %, at one-half and one-third of reserve money the inflation
39
in
have
been
62.8%
137.4%
this
rate
year would
and
respectively.

(6.4.3) Interestrate ceilings:
Unlessa country facesunlimited supply of foreign finance, the budgetdeficit competes
by one way or anotherfor scarcedomesticloanablefunds."' Egypt, like severalother
LDCs, adoptedvarious measuresto limit this competition. One of thesemeasureswas
the imposition of interestrate ceilings, to keep the cost of its borrowing low.

39This
assumes
a non-inflationsensitivemoneydemandequation.Resultswouldbe differentif we use,for example,a Caganmoney
demandequation.
40
Fry (1992), p. 7.
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For a long time, deposit interest rate in Egypt was controlled by a Civil Code which did
not allow returns on deposits to exceed 7% per annum. In accordance with the Infitah,
open door policy, the Central Bank of Egypt, in 1975, was exempt from applying the
Civil Law regulations regarding the low maximum of 7%41.Nevertheless deposit interest
rate, did not reach this figure until 1979, as a result of the CBE adoption a policy of
gradual increase of interest rate as shown in figure (6.6). Gradual increase of nominal
interest rate continued until 1982, but from this year to 1988 the rate was fixed at 11%,
and the rate reached its maximum at 12% in 1990.

Figure (6.7)
Nominal and real interest rates

Source: The Central Bank of Egypt and the IMF, International Financial Statistics

41This
waspossibleafter issuinglaw no. 120for 1975.
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Due to the exceptionally low inflation rates of the 1960sand the early 1970sreal interest
42
during
in
However
interest
rate was positive some years.
rates were mostly negative
real
the study period. The gradual rise of nominal interest rates, during the partial
liberalisation period that accompaniedthe Infitah policy did not prevent the real interest
43
from
being
declining
1980s.
It is interesting to
during
1970s
the
and
rate
negative and
find that real interest rates during the Infitah period of 1975-90 were generally lower than
in the socialist period of 1961-74.

This problem can be explained by several factors: First, the inflationary pressures that
resulted mainly from external shocks, the devaluation of the pound, freeing the prices of
some goods and services and reducing the volume of subsidies. Second the Infitah policy
did little to the liberalisation of the banking system. As discussed above, despite the rise
in the number of foreign and private banks, the public sector banks continued to dominate
the banking system. Further, by law, public banks had shares in the capital and
participated in the managementof the newly establishedprivate and foreign banks which
joint
be
to
as
ventures. Thus competition was extremely
were only allowed
established
lenient. Third, price competition was not possible under the existence of interest rates
ceilings. Hence the growth of nominal interest rate was far behind the accelerating
inflation rate.

42Real

interest rate was surprisingly higher than nominal interest rate in 1962 and 1968 becauseof the unusual negative changeof the CPI
during these two years which is discussedabove.
43

We argue that real interest rates in Egypt were lower than what reflected in figure (6.7) and table (6), simply becauseof the downward
bias of official inflation rates. Such bias is mainly due to two
problems: first the exclusion of many items from the basket of goods and
services used to calculate the CPI, many of these excluded items, e.g. leisure goods, private vehicles and their maintenance, private
schooling and private health care, their prices changeddrastically during the study period. Secondthe reporting only of the changesof
administered prices and neglecting their actual change which occurs in the active black market. But as mentioned earlier the highest
estimate for inflation in Egypt did not bring it near the Latin American figures and thus real interest rate were lower, but not substantially
so, than the presented figures.
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Figure (6.8)
Real interest rates in Egypt and USA
1960-90
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Source: IMF, International Financial Statistics, 1990 and 1992 Yearbooks and the CBE annual reports.

Figure (6.8) comparesdepositreal interestrate in Egypt and the USA, which can be
considereda rough proxy for internationalinterestrates. While real interestratesin the
USA were positive in the mostof the period 1960-90as they averaged2.03%, they were
mostly negativein Egypt andaveraged(-2.91). Whereasreal interestratesin Egypt were
more volatile with a standarddeviationof 4.45, in the caseof USA standarddeviation
wasjust 2.13. Suchvariability of real interestrateshas adverseeffectson the preference
44
financial
in
like
of
assets savingsportfolios asopposedto other substitutes commodities.

Table (6.5) provides a comparisonbetweenreal interest rates in Egypt and selected
countries for specific periods. During the period 1970-80 real interest rates for all
selectedcountries, except Egypt, were lower than the 1980s. However the Egyptian
figure, comparedwith that of Turkey, Peru and Uruguay, during the 1970s can be
consideredmoderate.During the 1980srising inflation with almostfixed nominal interest
44
See Seck and El Nil (1993), pp. 1873-4.
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rate resulted in the deterioration of the average real rate of interest in Egypt, while the
rest of the selected countries witnessed increases in their real rates of interest.

Table (6.5)
Average real interest rates for selectedcountries
Country

1970-80

1980-90

1985-90

Egypt
Turkey
Chile
Korea
Kenya
Peru
Uruguay
UK
USA

-3.8
-21.67"
0.16

-5.73
-4.04
8.23
2.7
0.22

-6.06
-3.7
4.68
4.87
2.66

2.4
4.08

2.5
3.72

-5.79
-17.13
-15.71
-4.86
0.01

Calculatedform IMF, InternationälFinäncia Statistics Yearbooks, 1989-91;figures for Peru and Uruguay are
from Hanson and Neal (1986). * Figure for Turkey is for 1974-80.

By looking in the figures of financial savingsduring the period under study we realise
from table (6.6) and figure (6.9) that a group of depositorswas not deterredby the
negativereal interest rates. Figure (6.9) shows that financial savings in the form of
domesticcurrency depositscontinuedto grow, with very few exceptions,despitethe
negativereturns in the respectiveyears. Table (6.6) provides averagereal interestrates
and growth rates of financial savings during sub-periods.This phenomenoncan be
explained by one or more of these factors: money illusion, inflation as a motive for

saving,a favourablereturn-risk relationship,lack of alternatives,andrelatively moderate
inflation rates, in addition to the so-calledwidow-orphantype of depositors.We discuss
these factors in turn below.
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Table (6.6)
Rates of real interest and growth
of domestic currency deposits in Egypt
Period

1960s
1970s
1980s
1960-90

Real InterestRates

0.19
-3.13
-5.17
-3.1

Growth of domestic
currencyDeposits

Figure (6.9)
Domestic currency deposits
1960-90
interest
rates
and real
Deposits (Billion Pounds)

Real Interest Rate
-

12.5
24.8
28.8
21.2

5
10

b5
Deposits- Interes

Source: IMF, International Financial Statistics, Yearbooks, 1990 and 1992.

(6.4.3. a) Reasonsfor keening bank deposits. despite their negative real return:

While the relation between real interest rates and financial savings is analysedby
factors
following
discuss
here
in
that explain
the
the
chapter,
we
econometricmethods
why an individual depositshis wealth in an assetthat deterioratesin real terms, i. e. bank
deposits.Further we discussthe alternativesthat were availablefor thosewho wantedto
avoid theselosses.

(i) Money illusion:
A possible and simple explanationis that depositholders suffer from money illusion,
which in the words of Fischer the 'failure to perceivethat the dollar, or any other unit
of money,expandsor shrinks in value'45.Thus the rise in nominal interestrate according
to this argumentmay explain part of the increasein financial savingswith the formal
sector. But negativereal interestrate is not a recentphenomenonin Egypt rather it has

45Fischer
(1928),p. 4.

e
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46
history.
long
So can we assume that all depositors, during all these years, were not
a
informed about the negative impact of inflation on their deposits, i. e. they fall in the
money illusion trap? It is clearly difficult to accept this assumption. But if depositors were
informed why did they adopt this 'seemingly' irrational behaviour? While we do not rule
the out the possible existence of some form of money illusion, the following factors may
provide further explanation.

(ii) Inflation as a motive for saving:
As noted in Kitchen (1986) in description of financial savings development during the
1970s, the size of deposits with banks rose even when real interest rates were negative,
because saving for security rose as 'inflation itself is a cause of insecurity'47. People do
save for security motives as well as gain purposes, and some may not know other way
to save but banks.

(iii) The return-risk relationship:
We argue that the decision of selecting a particular asset is taken according to the
relationshipbetweenits return 'andrisk48.It seemsthat sucha relationshipin the formal
sector satisfied a large number of depositors and hence they chose it. Since the
sequestrationof depositsthat accompaniedthe Egyptianisationand nationalisationlaws
of the 1957and 1961;the formal financial sectorwas stableanddid not suffer any major
crises. The monetaryauthority was quick to rescueailing units and managedto contain
the possibledamagesof failing banks, like in the recent caseof the liquidation of the
BCCI, under a notion of collective responsibilityamongstall of the operatingbanks.49

46For
a similar argument,seeGiugaleandDinh (1990),pp. 12-15.
47Kitchen
(1986),p. 84.1
48On
therelationshipbetweenrisk andreturnandtheirimpacton financialdecisions,seefor exampleBrealeyandMyers(1991)andLevy
andSarnat(1990).
49An

interviewwith Mr Abd Al MoneimRoshdy,formerchairmanof the NBE.
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Under this implicit insurance mechanism and government explicit support of the banking
system, bank deposits were associatedwith low risk which satisfied risk-averse savers,
despite its relatively negative real returns. Further interest on deposits with banks was
tax-exempt which attracted more depositors.

(iv) Lack of alternatives:
Related to the previous point, with the absenceof an active capital market, as discussed
earlier, bank deposits were the only available savings instruments for large number of
savers. Those who took the risk and saved with the Informal Islamic Investment
Companies during the 1980s, realised, when they collapsed in 1988, that they took the
wrong decisionso

(v) Restrictions on other alternatives:
Only since 1980 was it possible to keep foreign denominateddeposits with banks. Foreign
deposit holders earned the LIBOR rate in addition to their gains of devaluation which was
accelerating during the 1980s. However converting the Egyptian pound to foreign
currencies in the heavily regulated official market was difficult. Thus only those who
earned their incomes in foreign currencies, e. g. workers abroad. Obtaining foreign
currencies in the black market was penalised and depositors were normally asked for the
source of their hard currency which should be proved by formal documents. On the other
hand transferring money abroad was restricted as well. This left a lot of savers, who
abided by law and regulations, with no choice but to accept the negative real returns on
domestic currency deposits. Nevertheless we do not imply that such restrictions
eliminated the activities of the black market in particular or the informal market in
general as discussed below. Rather we argue that such restrictions merely reduced the
acceleration of dollarisation and increased the risk of informal transactions.

50See
our analysisof IslamicInvestmentCompaniesin chapter(5).
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(vi) Moderate inflation rates:
Low inflation rates can provide an explanation of depositors behaviour. Even of we take
into account the downward bias in official rates, inflation in Egypt which averaged9.57 %
s'
We
LDCs.
1960-90,
is
argue
to
the
over
considered moderate compared other
period
that if the inflation rates were higher in Egypt, ceteris paribus, and real interest rates
were as a result, substantially negative, the behaviour of savers regarding the selection
"
different.
be
bank
deposits
would
much
of

(vii) Characteristics of some depositors:
Of relation to the previous factors, is the fact that many of the formal sector depositors
are without entrepreneurial skills or lack the ability to invest or manage their savings,
even with the existence of alternatives. The standard example of such depositors are
banks
by
Regular
that
are offered
predetermined returns
widows, orphans and pensioners.
may suit these depositors better than any other form of savings which may suffer from
irregularity or high variability. s3

(6.4.3.b) Governmentrevenuefrom interestrate ceilings:
While there is no explicit tax levied on depositinterestrates,since 1981,the gapbetween
the administeredrate and the market rate can be viewed as a tax.54The government
managedto extract this implicit tax revenueover the period 1960-90,by settingceilings
on interestratesbelow marketclearingrates.Whenthereis also a ceiling on lendingrates
additionalimplicit tax is levied. Dependingon the availability of credit and the terms of
borrowing from the banking sector, the private sectorcan obtain part of tax revenuein

51See

table (5) above for a comparison between inflation rates in Egypt and other LDCs.

52EI-Sheikh
(1986),in his studyof financialassetholdings,reachessimilarconclusionsregardingthe impactof moderateinflationin
Egypt, that averaged3.5%, on keepingtime depositsover the period 1952-73.
53See
our discussionof this issueunderour analysisof the householdportfolio structurein chapter(8).
54See
ChamleyandHonohan(1990)for a discussionof explicit andimplicit taxationof the financialassets.
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McKinnon
in
and
form
lending
However
the
of
the
works
of a subsidised
as noted
rate.
Shawls, under the credit rationing associatedwith the distortion of interest rates, only few
favoured borrowers share with the government in its implicit tax revenuesextracted from
ceilings on borrowing and lending rates.

Constrained by the availability of data56,we focus here on the government revenue from
financial repression through deposit interest rate ceilings. By adapting the method used
by Giovannini and de Melo (1991), we calculate such revenue, as a percentageof GDP,
by considering the difference between foreign and domestic real interest rates multiplied
by the stock of financial savings held with the formal sector over the period 1960-90.
Given that deposits denominated in foreign currencies, mainly US dollars, receive the
LIBOR rate we exclude them and consider only those denominated in the domestic
currency.

Thus we calculatethe revenuefrom repressinginterestrates (RT) as follows:
RT = D. (Öd- 3i + x);

(3)

deposits
is
domestic
D
currency
where
öd is real domestic interest rates

bi is real internationalinterestrates (returns on US T. Bills)
dollar.
US
is
Egyptian
devaluation
the
the
the
appreciationor
of
pound against
x

Figure (6.10) showsthe evolutionof theserevenuesaspercentageof GDP over the 196090 period. They were higher in the 1970sand 1980sthan in the 1960s,for two reasons

55See

our literature review in chapter (2).

56Ina
between
difference
financial
from
the
as
studyby GiovanninianddeMelo (1991)theymeasured
repression
thegovernment
revenue
the foreign and the domestic cost of borrowing multiplied by the stock of domestic government debt. They consider such difference as
an implicit tax on government debt holders in an environment characterisedby restrictions on the international flow of capital and different
forms of financial repression. They put two criterions for the inclusion of countries in their analysis, first keeping a stock of commercial
debt that exceeds$ 200 million. Secondthe availability of disaggregateddata on the stock and cost of domestic debt. Egypt, which matches
the first criterion, was not among the selectedcountries presumably becauseit failed the secondcriterion along with other 13 LDCs out
of 38.
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first the lower real interest rates during these two periods as discussedabove, secondthe
increase in the base of the implicit tax base, i. e. the domestic currency deposits.

Figure (6.10)
Government revenue from interest rate ceilings
as percentage of GDP
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Moreover adjusting interest rate differentials with the parallel market exchangerate57
produceshigher revenues.Henceby imposingexchangeraterestrictionsandcontrolsover
the flow of capital, the governmentmanagedto increaseits revenuefrom given size of
depositsand interestrate ceilings.

It is surprising to find negativerevenuefrom repressionin some years. For the nonfigures, this is attributed to the exceptionallyhigh positive real
exchange-rate-adjusted
interestrates, i. e. when the changein the CPI was negativein 1962and 1968. For the

57We

use here parallel market exchangerate becausethey are more realistic than the official rates. See appendix (2) for parallel market
exchange rate figures and sources.
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exchange-rateadjusted figures, the negative revenue can be attributed to the same reason
in addition to the appreciation of the pound during these particular years.

Table (6.7) gives the average of government revenue from repressing deposit interest
for
The
figures
lower
for
different
all
revenues
give
average
rates
periods.
non adjusted

periodsthan the figures adjustedwith the official and the parallel marketexchangerates.
Table (6.7)
Government revenue from deposit

interestrate ceilings as a percentageof GDP
Period

Adjustedwith free
exchangerate

Adjustedwith official
exchangerate

Not adjusted

1960-90
1960-69
1970-79
1980-90
1980-85
1986-90

2.76
0.70
0.51
6.69
6.02
7.48

2.90
0.42
1.23
6.67
2.53
11.6

1.34
0.21
0.52
3.11
2.12
3.82

Source: Authors own calculations; data obtained from: The CBE annual reports and Economic Review and
International Financial Statistics.

We realise that the average revenue reached its highest levels during the 1980s which

witnessedfurther decline in the domesticreal interest rates and the adoptedpolicy of
devaluation.It is worth noting however that the official exchangerate-adjustedfigures
were higher than the figures adjustedwith the free market exchangerates. This is
attributedto the seriesof suddenofficial currencydevaluationof the pound. So while the
parallel exchangerate was decreasinggradually, the official rate decreasedin an abrupt
mannerduring the late 1980sand in 1990until the gapbetweenthe two ratesnarrowed.
At the end of the period the two rateswere almostequal thanksto the foreign exchange
market reform measuresand the unification of the exchangeratesin 1990/91.This was
reflected in the adjustedfigures of the repressionrevenueas shown in table (6.7).

With appreciationof the difference of the implicit tax base in our study and that of
Giovannini and de Melo (1991), we considertheir results here as an indication for the
significanceof the financial repressiontax. They found that the revenueof this tax, as
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in
6%
GDP,
between
0
in
Indonesia
then case of
to
the
of
percentage
- ranging
case of
Mexico and Zimbabwe. The unweighted cross-country average was about 2% of GDP.
In our study which considers only one type of interest rate differentials, that of deposit
interest rates, and one type of assets, i. e. bank deposits, the average was 2.76% of GDP
for the 1960-90 period. The averagerevenue was much higher during the 1980s, reaching
6.69%. Thus depending on the availability of data, if the wider approach of Giovannini
and de Melo is used, we argue that the repression tax in Egypt would be among the
highest in LDCs. 58

While interest rate controls were the most formidable source of financial repression in

Egypt, severalother measureswere in operationduring the study period and considered
below.

(6.4.4) Reserve requirements:

In most of the LDCs the useof reserverequirementsagainstbanksliabilities goesbeyond
their traditional role as a monetaryinstrumentand a prudentialmeasure.They havebeen
used to control the quantity of money and credit; affect the liquidity of the banking
system;tax financial intermediaries;and most importantly generaterevenuesto finance
budget deficit.S9Reserverequirementsproved to be more flexible way of generating
incomethan changesin taxationfor example.

However high reserverequirementsdecreaseloanablefunds availablefor investmentby
reducing the fraction of given volumes of depositsand by reducing the equilibrium

58
Seecountryresultsfor repressiontax in Giovanniniandde Melo (1991),pp. 31-35andalso(1993),p. 960.
59See
Morris, et at (1990),pp. 44-45.
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60
deposits
deposit
decreasing
through
the
of
volume
rate. Hence they
profit-maximising
are considered as a leakage in the intermediation process.

Only under especial characteristics of the demand and supply-for assetsand liabilities of
banks, as shown in Courakis's partial equilibrium model," the adverse effect of reserve
requirements on the volume of deposits may not hold. The profit maximising deposit rate
and hence the volume of deposits may increase with a rise in the required reserve ratio
if the demand for loanable funds is interest inelastic relative to their supply. However this
case is considered an exception.

Reserve requirements, as one of the components of the monetary base, contribute to the
government revenue from the inflation tax. On the other hand they reduce bank profits
by the size of the difference between the interest paid on reserve requirements by the
central bank and the opportunity cost. Further, depending on the elasticities of the
demand for deposits and the demand for loans, the bank can pass part or all of the tax
burden to depositors and borrowers in the form of a bigger spread between rates of
deposit and lending.

Reserverequirementscarry a very low or zero interest rate in LDCs. Hence they are
viewed as an implicit tax, and the higher the reserverequirementratio, the bigger the
distortion imposedon financial assets. They are set at high levels in many LDCs not
mainly for prudentialpurposesbut rather for financing the budgetdeficit.

The magnitudeof reserve requirementsindicateswhether they are used for prudential
purposesand an instrumentof monetarypolicy, or mainly for generatingincomefor the

60
SeeFry (1988),p. 108and Courakis(1987),p. 150.
61See
Courakis(1984)and(1987).
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budget. In developed economies the ratios of required reserves are much less than LDCs.
For example, as at of 1992, in the USA on the first $42.2 million the reserve requirement

is 3 %, for amountsin excessof $42.2 the ratio is 10%. For Canadiancharteredbanks
the reserve requirement is 10% on demand deposits and the monetary authority has been
considering a policy to phase out reserve requirements.62In the UK the bank of England

imposes a reserve requirement ratio as low as 0.35% of deposits to finance its
operations." In contrastwe realisethat the reserverequirementratios in most LDCs are
much higher as shown in table (6.8).

Table (6.8)
Requiredreserveratios in selectedLDCs
Country

Year

Ratio

Remuneration

Bahamas
Bolivia
India
Kenya
Paraguay
Peru
Sri Lanka
Tunisia
Venezuela

1991
1991
1992
1993
1993
1991
1992
1992
1993

5
20
15
8
30
15
12
2
12

No
Yes
Yes
No
No
Yes
No
No
No

Source: Compiled from Hardy (1993), Appendix I, pp. 25-31.

Reserverequirementsin Egypt were imposedon both local and foreign currencydeposits
in the form of reservebalanceswith the CBE. While required reserveson the former
were not remunerated,on the latter they were remuneratedat the LIBOR.

Requiredreserveswere computedwith the laggedaccountingsystemwidely practisedin
other countries." Applying this systempreventedbanksfrom rushing to meetthe end of
the period Reserverequirementswhich may causeabruptshifts in the inter-bankinterest
rates. The penalty for non compliancewas twice the discountrate.

62Champ
andFreeman(1994),p. 121.
63
SeeHardy (1993),p. 10.
64
World Bank (1992), p. 22.
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As shown in figure (6.11) the required reserve ratio was set by the CBE at a relatively
low level in 1960 at 12.5 %, then in 1962 it increased to 17.5 % of deposits. During the
period 1966-1978 it became 20% and then reached its high level of 25% during the
period 1979-90. It is interesting to realise an increasing use of one of the financial
repressive measures during' the Infitah period of the 1970s and 1980s more than the
socialist period of 1960s.

Figure (6.11)
Actual and Legal Required ReserveRatio
1960-90
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The actual required reserve ratios were higher in several years than the legal ratios,
which were alreadyhigh by internationalstandards.While the averageof the legal ratio
was 21.1 % over the period 1960-90the actualratio was23.6%. Moreover the latter was
more variable as its standarddeviation was 8.95 whereasthe standarddeviation of the
legal ratio was 3.6 which addeddifficulties to the decisionmaking of banks.
While the contributionof reserverequirementsto the Egyptiangovernmentrevenuefrom
the inflation tax is analysedabove,we show here their impact on interestrate spread.
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Following McKinnon and Mathieson (1981), in a perfectly competitive banking system
in which profits are zero, the relationship between real lending rate i, and deposit rates
Id is :

i, = [1/(1-k)] id

(5)

where k is equal the required reserve ratio.

Therefore from equation(5) the spreadis:
ii - id = [k/(1-k)] is

(6)

Hence the spread increases if k increases. Also if deposit rate rises so does the spread.

Figure (6.12) below shows the evolution of real interest rates spread during the period
1976-9065.Given the levels of real deposit rates and required reserve ratio, the average
spread under zero-profit assumption, was 1.7 percentage points. However the actual
spread was as high as 4.4. The difference between the actual and zero profit spread,
which was on average 2.62, can be explained, in addition to bank profits, by high
intermediation costs and/or banking inefficiency.

Figure (6.12)
Zero-Profit and Actual Spreads
1976-90
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Lending rates before 1976
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The spread in Egypt is high compared to other countries as shown in table (6.9). With
the exception of Turkey, the spread in Egypt was higher than the rest of the selected
be
This
USA.
in
higher
the
can
the case of
than that
countries, more than three times
considered a reflection of the reserve requirement implicit tax.
Table (6.9)
Real interest rates spreads in selected countries (1987)
Country

Real Spread

Korea
Portugal
Singapore
Turkey
Japan
UK
USA

0
4.4
3.2
15
3.4
0.2
1.3

Egypt

4.43

Source: for Egypt is IMF InternationalFinancial Statistics Yearbook (1992),
for other countries Seck and Nil (1993), p. 1868.

In the Egyptian casethe required reserveratio was reducedfrom 25% to 15% in 1991,
in accordancewith the recent financial reform measures,neverthelessthis was not
reflected in a significant reduction in the spread. As shown in table (6.10), the zero-profit
spread decreasedfrom 1.37 in 1990 to 0.61 in 1992 becausethe reduction in the required
reserve ratio was higher than the increase in real deposit rate. The actual spread

decreasedas well to 2.78.
Table (6.10)

Zero-profit and actualspreadsbefore and after reform
Year

Zero-profit spread

Actual Spread

Difference

1976-90
1990(beforereform)
1992(after reform)

1.78
1.37
0.61

4.40
5.99
2.78

2.6
4.6
2.2

Neverthelessthe difference the actual and the zero-profit spreadsat 2.2 in 1992 was
significantly different from its averageduring the 1976-90period. Suchhigh differences
betweenzero profit and actual spreads,before and after reform, are symptomsof lack
of competition in the banking systemand high intermediationcosts. While the reform
measuresaimedtowards improving somevariableslike increasingnominal interestrates
and reducing the required reserve ratio it was not profoundly concernedwith the
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uncompetitive conditions of the banking system and its oligopolistic structure dominated
by the big four public banks.

(6.4.5) Intervention in credit allocation:
Several LDCs's governments intervened in the allocation of credit, directly or indirectly,
to specified sectors and large projects chosen by economic planners. In a sample of
eleven Asian countries Fry (1992) distinguishes between six categories of intervention:
Subsidised loan rates for priority sectors, differential rediscount rates, directed budget
subsidies, credit floors, credit Ceilings and the proliferation of specialised financial
institutions. Subsidised loan rates for priority sectors was the most extensively used
instrument in all sample countries.66

The World Bank (1989) reports extensiveuse of directing credit in different countries
through various schemes:In Pakistan70% of new lending was targetedby government
in 1986. In India 50% of bank assetshad to be placedin governmentbondsand 40% of
the remainderhad to be directedto priority sectorsat controlled interestrates. In Brazil
the governmentin 1987extracted70% of the outstandingcredit. In early 1980sin Turkey
75% of advancesmadeaccordingto governmentdirection or preferentialratesor both.67

Such interventionmay restrict funds availableto other sectorsand raise the costsof the
remainingloanablefunds. If thereis a useof ceilingson lendingratescostsof borrowing
will not rise but credit would be allocatedaccordingto non-pricecriteria i. e. quality of
collateral, political pressures, reputation, loan size and possibly 'benefits' to credit
officers.

66The
India,Indonesia,Korea,Malaysia,Neal,Pakistan,Philippines,Sri Lanka,TaiwanandThailand,Fry
sampleincludedBangladesh,
(1992),pp. 11-13.
67World
Bank (1989),p. 55.
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Hence government intervention in the allocation of credit may result in the following:
Directing most of the available loanable funds to finance budget deficit and

"

crowding out private investment.
The concentration of the remainder,of credit among the privileged groups in the

"

68
society.

by
Privileged recipients of credit may apply a round-tripping mechanism69

0

exploiting the complex set of differentials in borrowing and lending rates.
The rest of credit applicantsmay be forced to resort to informal sector money

"

lenders.
Further credit rationing may occur through the excessiveuse of non-price criteria

"

7°
form
as a
of credit rationing.

Rent seekingbehaviouron the part of credit officers may be encouragedin such

"

environment.

Unless directed credit schemesare effectively and carefully managedthey may

"

"
its
income
distribution.
affect adversely
growth and

In Egypt intervention in the credit market took different methods according to a
2 Credit control
conventionthat market forces are not efficient allocatorsof resources.?
methods were used to augment other quantitative control measuresthat were in use, like
the required reserve ratio. Further the use of some repressive measuresnecessitatedthe
use of credit control methods to contain their adverse effects. For example interest rate
ceilings made lending rates low and hence resulted in an artificial excess demand for

68Killick
69Roe
70Fry

(1993), P. 271.

(1989)b, p. 79.

(1988), p. 18.

71For
examplesof successfuldirectedcredit schemes
e.g. whenthereis a lack of venturecapital,seeWorld Bank (1989),pp. 57-59
72For
a discussionof selectivecredit controlsin LDCs, seeCoatsandKhatkhate(1980),pp. 25-28.
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credit. This problem

called for the CBE's intervention through a rigid system of

rationing on credit available for the private sector.

From table (6.11) we can distinguish between two main instruments used to control
credit. First an overall credit ceiling of 65 % of deposits until 1988, lowered afterwards

to 60%. Seconda supplementarymethod of sub ceilings on credit to the commercial
private sector.

Table (6.11)
Methods of controlling credit expansion
Year

Method

Comments

1974-75

Maximumof the quantityof credit advanced.

The CBE determinedthe size of credit availablefor the private,
public and cooperativesectors.

1976

Fixed loan-to-depositratio of 65%.

The CBE adoptedthis methodin 1976without determiningthe
sectoralshareof credit.

1977

Fixed changein credit-to-changein depositof 40%

Governmentalsectorswere excluded.

1978

Fixed loan-to-depositratio 56% to the private sector.

Privateandjoint venturebankswere alloweda greaterlimit of
75% for private sectorloans.

1981-88

Fixed loan-to-depositratio of 65%

This instrumentwas supplemented
by subceilingson credit to the
commercialprivate sectorof 12% and the householdsectorof
10%.

1988-90

Fixed loan-to-depositratio of 60%

The instrumentwas supplemented
by a maximumof 8% growth
rate per annumfor loansadvancedto the commercialprivate
sector.

source: entrat tsanicof tgypt, various reports on credit and baniung developments.

Moreover the governmentdeterminedthe structureof lendingratesaccordingto the type
of the economicsector. The two main determinantfactors of interestrate structureare
first the socialreturn on investmentestimatedby the Ministry of Planningand secondthe
gradualincreasein depositinterestratesi. e. the cost of funding. Table (6.12) showsthe
developmentof lending rates.
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Table (6.12)
Structure of interest rates on loans
Sector

1977

1978

1979

1980
1/4

1981

1982

1987

1989"

-

11-13

13-15

1/6

Agriculture & Industry

One year
One to two years

to

12-14

14-16

More than two years

13

13-15

15-17

13
to
15

13-15
14-16
15-17

15-17
16-18
17-19

16
to

161718-

18
to

Services
One year
One to two years
More than2 years

8
to
9

9
to
11

Trade
One year
One to two years
More than two years

10
to
12

11
to
13

12
to
14

13
to
15

-

-

k-) uenows no upper or lower limit

(*) The interest rate structure of 1989 continued till January 1991 when the CBE took a decision to liberalise
interest rates leaving banks free to determine the interest rates on loans and advancesas part of the recent
financial reform programme.
Source: Central Bank of Egypt, Economic Review vol 28 no. (2) and vol 32 no. (1)

From 1977 to 1981 the CBE set specific floors and ceilings on lending rates to all
sectors,leavingbankswith limited rangeof one to two percentagepoints. From 1982to
1989 the CBE intervenedfurther by determininginterest rates for credit advancedfor
each sector according to maturity of loans, leaving banks with even more limited
discretionregardingcredit decisions.

The distribution of credit betweenthe private and public sectorsreflects the government
policy towards both sectorsand their perceivedrole in development.Over the period
1960-90the private sector extractedan average27.8% of bank credit while the rest,
72.2%, was directedto the public sector.As shown in figure (6.13), in 1960the private
sector obtained44.9 % of total credit but with the adoption of socialist interventionist
policies from 1961-74the private sharein total credit deteriorated.
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Figure (6.13)
Private and public credit in Egypt 1960-90
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Source: IMF, International Financial Statistics, Yearbooks 1989-92.

We notice that the government claims concerning the encouragement of the private sector,
since the launching of Infitah measures, were not reflected in a significant improvement
in the allocation of credit between the public and private sectors. 73The private sector's
share in loanable funds continued to decline until it reached a minimum of 15.5% in
1980. It improved slightly during the 1980s but was far behind its pre-socialist period

level. The impact of financial repression on the availability of credit to both the public
and private sectors and investment is analysed in chapter (7).

It is worth noting however that privileged private sector borrowers were subsidised by
the difference between the repressed interest rate and the free market rate of interest.
Moreover some of private sector borrowers were allowed to consider interest rate paid

73

It is worth noting that the private
sector's share of credit is not a sufficient evidence for crowding out. In a recent study it has been
shown by using the error correction approachand the unrestricted dynamic modelling, that "the government did not crowd out established
firms in the credit market and by
maintaining artificially low interest rates, implicitly subsidised their borrowing.. land) made many
inefficient investments financially
profitable". See Shafik (1993), p. 94.
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on loans as deductible expense, i. e. not taxable. This reduced further the real cost of
borrowing below that of the free market. 74

The intervention of government in the allocation of credit distorted competition amongst
the public sector units and the private sector. Moreover they had adverse effects on
innovation and efficiency of the banking sector. Bank managers, interviewed by the
author, pointed out that credit decisions were hardly practised in the banking units. Credit
officers were price takers in the sensethat the interest rate structure was determined by
the CBE and they had very limited margin to manoeuvre within. Banks to a great extent
"
like
funds.
were working
post office savings

Unless there is a need for corrective government intervention to overcome market
imperfections, the elimination of directed credit system, is advocatedfor two main
reasons.First, in order to improve the allocativeefficiency of credit. Second,to improve
the portfolio problemsof banksthat resultedfrom lendingto projectsirrespectiveof their
returns or economicviability.

Neverthelesswe argue that a hasty abolition of direct controls on the allocationand the
expansionof credit may haveits detriments.If mostof the credit officers are inadequately
trained and lack experiencein a credit market, which for a long time had its prices and
quantitiesdeterminedby the CBE, it would be critical to leave the allocation of credit
suddenlyto their discretion. On the other handthe credit market in Egypt requiresmore
than sufficiently trained bankers,as discussedaboveit is hard to ignore the importance

74See
HarveyandJenkins(1993)for a discussionof theissueof taxationandits implicationsfor interestratepolicy andfinancialreform
in LDCs.
programmes
75Interviews

with Mr Abd-Al-Salam Al Anwar General Manager of Hong Kong Egyptian Bank (5/5/1993) and Mr Hamdy Musa General
Manager of Export Development Bank
of Egypt (22/3/93).
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of prudential regulation, monitoring and screening of credit transactions, given the costs
of default, asymmetric information, uncertainty. 76

(6.4.6) Regulations on the portfolio composition of banks:
This is another widely used repressive measure. In the study of Hanson and Neal (1986),
they emphasisedthat all countries in their seven representative low and middle income

countries" appliedthis methodto direct credit mainly to financebudgetdeficits andlarge
projects.

In Egypt banks were required to hold a minimum of government securities as one of the
components of the compulsory liquidity ratio. The liquidity ratio of 30%, imposed on

domesticand foreign currencydeposits,was introducedin 1958and did not changeuntil
1991when it was reducedto 20% as part of the reform programme.The componentsof
the liquidity ratio are defined as shown in table (6.13).

Table (6.13)
Componentsof the liquidity ratio
Componentsof Numerator

Componentsof denominator

Cash
Balanceswith the CBE
Gold
Cheques,transactiondrafts, coupons,securitiesand foreign currencies
under collection
Treasurybills
Discountedcommercialpapers
Governmentsecurities,gold, and governmentguaranteedsecurities
Others' claims on banks

Outstandingcheques,transaction
drafts,.. etc.
Banks' claimson others
Deposits
Uncoveredvaluesof banks' lettersof
guarantee

Although the minimum liquidity ratio did not change over the 1960-90 period and
remainedat 30% the actualspreadwas highly variable as shownin figure (6.14) and its
averagewas 48.7% i. e. therewas an averageof 18.7% excessliquidity during the study
period. In someyearsthe actualliquidity was evenmore than the doubleof the minimum
liquidity ratio.
760n

risk and financialfragility associated
with credit marketsseethe comprehensive
studyof Davis (1992).

77These
countrieswereBangladesh,
Kenya,Nigeria, Peru,Thailand,Turkey, andUruguay.
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Figure (6.14)
Minimum, actual and excessliquidity ratios
1960-90
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Excessliquidity in Egypt78can be attributedto severalfactorsthat supportthe arguments
of the financial repression school regarding the adverseeffects of government intervention
in the mechanisms of the credit market:
-

"

First, the inclusion of governmentsecuritiesand bondsin the componentsof the
liquidity ratio, to the extent that they becamemajor items in banks' portfolios.
Government securities and bonds are less risky than lending to the private
economicsectors.

"

Second,the rising usageof treasurybills by the governmentto financeits budget
deficit especiallywhen the foreign credit market becamemore restrictive in the
1980s.Bankswere normally attractedto the risk-free treasurybills as they offer
offer high, tax-free interestrates.

"

Third, the applicationof credit ceilings and restrictive policy of sectoralcredit
allocation imposedlimits on banks' lending abilities.

78For
a discussionof the problemof excessliquidity in otherLDCs seefor exampleNissanke(1993).
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Fourth, under asymmetric information banks, fearing to face problems of moral

"

hazard and adverse risk selection, may choose not to raise interest rates, within
79
for
limits
CBE
interest
is
demand
the
credit.
of
structure, when there an excess
Fifth, like high reserve requirements, high liquidity ratios may reflect the

"

monetary authority's concern regarding low capitalization and insolvency of some
in
fact
banks,
the
thus
to
this
of
operating
and
easy method, which
restore
improve
instead
insolvent
banks,
banks
their
the
to
penalise
solvent
of requiring
capital requirements and keep adequateprovisions80.
Sixth, excessliquidity in banks portfolios can be a reflection of unstable economic

"

environment and increase perceived risk on the part of investors and banks.
Lastly, excessliquidity may also reveal inefficiency in the intermediation process

"

that force banks to hold relatively high proportions of liquid assets.

(6.4.7) Government ownership of banks:

The dominanceof government-ownedbanks in developingcountriesare identified with
familiar problemswhich take two forms: First, internal managementproblemsresulted
from lack of incentives,political interference,overstaffing and lack of managerialand
banking skills. Second, the general economic environment and policy background
accordingto which public banks are assumedto operate."

The conditions of governmentowned financial intermediariesin India which, more or
less, describeprevailing conditions else where were summarisedas follows:82(i) low
resourcemobilisation; (ii) low profitability; (iii) low capitalizationratios and insolvency;
(iv) complicatedbureaucraticproceduresfor loan processingand operatinginefficiency;
79See
Stiglitz and Weiss (1981).
80See
World bank (1992), p. 13.
81Fry

(1990), p. 15.

82Cited
in Fry (1991)from a studyby Morris (1985)on the Indian financial
system.
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(v) allocation of resources on the basis of non-economic criteria; (vi) reduced autonomy;
(vii) poor quality of personnel, overstaffing and weak management.83

Although the Egyptian banking system84consists of 98 banks, as at 1990, the four large
public sector banks accounted for 55 % of the total assetsof the banking system, apart
from their participation in joint venture and specialised banks. These banks through their
relatively large networks of branches dominate the retail business. Public banks were
protected by an array of regulations and preferential treatment85:
Branching by private banks was more restricted than branching of public sector

"

banks.

"

Credit ceilings were set in a way that favours public banks.

"

Payment of interest on demand deposits was prevented to prevent private banks
from attracting such deposits.
Private banks were denied the opportunity to provide certain financial service to

"

the public sector companies without the acceptanceof their public banks.

"

Pensionfunds of the public sectorhad to be depositedwith public banks.

"

Private bankswere deniedto have stakesin public sectorcompanies

Public banks in Egypt like in other LDCs were more prone to governmentinterference
in credit andplanningdecisionsthanprivate banks.Consequentlythey had relatively high
levels of nonperforming loans, most of them are theoreticallygovernment-guaranteed.
Data on non-performingloans were not publishedand hencedoesnot allow for analysis

830n

bankefficiencylossesandrulesfor restructuringbanksin transitionaleconomiesseeAndrewSheng(1990).

84See
chapter(3) for an analysisof the marketstructureof the financialsystemin Egypt.
85For

further details see World Bank (1992), pp. 1-41.
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for the solvency of banks but they are estimated to range between 30%-45% of books
loans.86Their portfolios were poorly diversified and suffered from excess liquidity.

Although Egyptian banks in general, during the period 1986-90 report low operating
ratios by international standards according to a World Bank study87,private banks were

more efficient and profitable than public banks.

Publicly-owned banks, as part of the whole state owned enterprises, had its profits and
losses internalised in the state budget. Under this system the state and profit-making
enterprises cross-subsidise the loss-making projects, in a way that discouraged efforts to
maximise efficiency. 88

Incentives to maximise profits, or even to minimise losses, barely existed. In the words
of Flemming (1993) "If losses will be covered,..., why should management minimise
them? If loss-making enterprises will be bailed out in the end why should bank manager
discriminate on his lending between good and bad risks? "89Thus non-performing loans
and bad debts were accumulated to the extent that it was difficult to clean up the balance
sheets of such banks. It is worth mentioning that this particular problem is one of the
main reasons behind the reluctance of the government to privatise banks.

Moreover public banks lacked managerialautonomy and like the rest of government
90
in
Egypt
Egyptian
had
decisions.
sectorsunits
they
no effectivepower regardingstaffing

86The

30% estimate is the World Bank's (1992), p. 36. with referenceto other countries with similar structure to Egypt, the range 40-45%
of total loans are personal estimates of some of the bank managersinterviewed by the author.
87See
World Bank (1992), pp. 31-33.
88For

a similar argument in the context of transitional socialist economies, see Sheng (1990), p. 13.

89See
Flemming (1993), p. 9.
90
See World Bank (1992), p. 37.
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public banks had high staff per branch ratio of 38 while commercial banks carrying more
extensive operations in the OECD countries had about 25 staff per branch.

Nevertheless we argue that the remedy of such problems does not lie necessary in
changing the ownership of banks. It is established that it is not the type of ownership per
it
is
determine
bank
be
rather the
se which
would
an aspect of repression,
whether a
mechanism according to which public banks operate that emphasisethe negative effects
"
hinders
of repression and
competition. Evidence from Canada, Sweden and the
Netherlands show that state ownership can be compatible with low operating costs and
high intermediation efficiency. 92

As discussedabove what the Egyptian banking system suffers from is the mixture of both
the domination of public banks and the high degree of concentration which discourages
competition on one hand, and the heavy barriers to entry which makes incumbent banks
uncontestable on the other hand. Thus reform measures should be taken at two levels.

First at the banking systemlevel to enhancecompetition, make banks contestableand
assureprudential regulation. Secondat the bank level to maintainmanagerialautonomy
and efficiency.

(6.5) Impact of repressiveinterventionin the financial sector:
Definitely not all saversin Egypt acceptedthe prevailing formal real interestrates and
held bank deposits.We arguethat the formal sectorpersuadedsignificantgroup of savers
to searchfor alternatives.Suchalternativescan be groupedunder inflation hedges93
and
informal sector dealings, in addition to capital flight. Thus, with the exception of
91
Killick (1993),p. 272.
92
Seechapter(3).
93An

Inflation Hedge is described as 'an assetthat enableshouseholds
and other investors to reduce the risk of loss of purchasing power
stemming from uncertainty about the prices of consumergoods'. Gold, indexed financial assets,commodities, real estatesare considered
forms of inflation hedges. See the New Palgrave Dictionary
of Money and Finance (1992), Vol 2, p. 405.
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is
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in
faced
depositing money abroad, the portfolio selection model
a saver
in
the
(1965)
by
Tobin
described
adopted
and
comprised of similar categories of assets
Neo-structuralist models94.We analyse the main alternatives to bank deposits below.
Other effects of financial repression are highlighted in chapter (7) below.

(6.5.1) The thriving of informal financial activities:
The existence of the informal financial sector can be attributed to two main factors. The
first factor can be explained by a broad application of Goodhart's law that statesthat 'any
it
for
is
upon
to
observed statistical regularity will tend
collapse once pressure placed
in
being
informal
financial
Thus
the
sector
unregulated
the
control purposes'95.
sector,
the economy, attracted several depositors for its higher returns on 'deposits'. The second
factor can be ascribed to dualities in the economic, social and cultural structures. Hence
informal transactions occur regardless the state of development or the conditions of the
formal sector.96

The informal financial activities reachedits peak in Egypt by the establishmentof the
Islamic InvestmentCompanies(IICs) in the early 1980s.While the exactfigures, by the
very nature of informal activities, are not known estimatesfor the number of their
depositorsreachedhalf a million, depositedapproximately£E 4.5 billion in 1988,i. e. the
97
banking
held
deposits
12%
sector.
equivalentof more than
with the
of time and savings

However, the IICs are just part of the whole informal financial sectorthat include other
agentsanddifferent activities: e.g. moneylending,pawnbroking, RoSCAs, .. etc. While
it is not possibleto know the exact size, significanceand impact of such transactionsat
94For

example Taylor (1983), Van Wijnbergen (1983) and Buffie (1984), see our review of the literature in chapter (2).

9500odhart

(1987), p. 96.

96See
chapter (9) of this thesis.
97
See chapter (5) of this thesis.
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the macro level we conduct a survey to help us to analyse informal transactions at the
household and village levels. See our analysis of informal finance in rural Egypt in
chapters (8) and (9).

(6.5.2) Inflation hedges:
In the absenceor lack of savings instruments inflation hedges like gold, real estatesand
durable goods become substitutes. Even with the availability of savings instruments like
bank deposits, the importance of such substitutes as saving instruments cannot be ignored.
For example hoarding of gold continues in the presence of bank deposits for several
reasons. First tradition may slow the transition to new forms of saving98.Second low
and/or negative real returns of formal saving instruments, or unstable political and
economic environment may keep gold as a viable store of wealth. Third, gold helps
fulfilling other motives which can not necessarily met by keeping other assets.

The private demandfor gold is controlledby different motives".
First, Savingmotive. Accordingthis motive, gold canbe liquidatedat any time asit help,
like any other saving instrument,smoothingconsumptionover time.
Second,insurancemotive. Following this motive gold can be only liquidatedin the case
of unexpectedshock.
Third, ostentation.According to this motive gold can be used as a indication of wealth
and societalstatus.The satisfactionthat stemsfrom the possessionand display of gold
is hard to ignore especiallyin developingsocietiesunder what known as the psychic
income.100

98See
Kettel (1982), p. 119.
99
Generally the demand for gold can be divided into industrial use of gold and speculative demand, seeLipschitz and Otani (1977) for
an estimate for the demand of gold.

100
SeeDrake(1980),p. 127.
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Fourth, speculation. As in particular assets and commodities gold can be kept with a
motivation that its price will appreciate in the future.
Fifth, safekeeping.'°' Traditionally

gold is purchased and hoarded as a way of

safekeeping, especially when the banking habit is week, taxation is excessive and/or the
financial system is not stable.

Thus, negative real interest rates in Egypt contributed to hoarding gold as an efficient
store of value. Where banking services were not adequately available, like in remote
areas, gold again can play its traditional role. Even if banks were available, according to
the view that dealing with interest rates is a form of usury, gold continued to be the
'lawful' substitute. Egypt for a long time had an active gold market which added to the
desirability for gold as store of wealth. Buy-back arrangements and pawnbroking were
widely practised making gold highly liquid. "' However we argue that gold functions
effectively within certain limits of wealth. If the accumulated wealth is so big to the
extent that hoarding gold would be costly, unsafe and risky, savers move to other
inflation hedges like real estate. Further analysis of gold and other inflation hedges is
provided in chapter (8) under our analysis of household's portfolio selection in rural
Egypt.

(6.5.3) Currency substitution
The case in which local residents hold part of their wealth in foreign money, is known
as currency substitution. When there is extreme instability, e.g. high inflation, rapid
devaluation, foreign currency may be used as a medium of exchange not just a store of
"'
value.

101Kettel,
op. cit., p. 119-121.
102
Drake(1980),p. 126.
103
Sachs and Larrain (1993), p. 237.
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In Egypt while the return on domestic currency deposits was controlled by ceilings,
foreign currencies deposits, introduced since 1974, received internationally competitive
returns. Accounting for exchange rate depreciation shows that the return on domestic
currency was significantly lower than foreign currencies. In this environment money
substitution was active.

Figure (6.15)
Foreign and domestic deposits 1980-90

Source: IMF, International Financial Statistics, Yearbooks 1990 and 1992.

Figure (6.15) showsthat private sectorholdings of foreign currenciesdepositsincreased
from 41.6% of total depositsto 52.9% in 1990. After 1985 the
rapidly since 1980104
speedof money substitutionincreaseddue to further devaluationof the poundanddecline
in real ratesof interest.The growth of money substitution,defacto dollarisation,during
this period cannotbe attributedsolely to negativereal interestratesas at it was in general
a period of deterioratingfinancial and economicconditions.The economysufferedfrom
inflationary pressures,worsening external position becauseof the burden of debt and
greaterpolitical uncertainties.'osMoney substitutionwas possiblebecauseof the inflow

104
Figures for the 1974-80 period are not available.
105E1-Erian
(1988), pp. 92-93.
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of remittances of Egyptian workers abroad, tourism and the increase of the number of
foreign companies that pay salaries in foreign currencies.

(6.5.4) Capital flight:
Since the declaration of the Bank of International Settlements, BIS, in 1984 that total
deposits of Latin American individuals ranged between 30-40% of the external debt of
their countries, 106the phenomenon of capital flight attracted significant interest in
research. Nevertheless estimates of capital flight vary considerably, due to its nature and
methods of estimation.

To distinguish between normal capital movement and the phenomenonof capital flight the

analysisshouldbe undertakenin the contextof the stateof developmentof the economy
"'
in
and consistencywith the economicand policy questionof the country concerned.

The phenomenonof capital flight is influenced by several economic and political
determinants.The degreeof economicand political stability and the efficiency of policy
management
were someof the main determinantsof the phenomenon.For exampleunder
the so-calledthe revolving door, Boyce (1992), showsthat thereis debt-drivenand debtfuelled capital flight. The first is when capital flees the country in responseto economic
circumstancesthat accompanythe build up of externaldebt, e.g. artificial overvaluation
of the currency followed by devaluation.The debt-fuelledcapital flight is the casewhen
debt provides corrupted officials with the resourcesneededfor capital flight. 108

106
Seethe annualreportof the BIS (1984).
107
Pastor (1990), p. 2.
108
Boyce (1992), pp. 337-9.
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Negative real interest rates provide savers with reasonsfor searching for alternatives for
domestic bank deposits. Depositing money abroad is clearly one of these alternatives.
Figure (6.16) shows the difference between international and domestic real interest rates.
The difference is calculated as (S; - Sd+ x); where bi is real international interest rates
(returns on US T. Bills); 6d is real domestic interest rates; and x is the appreciation or
devaluation of the Egyptian pound against the US dollar.

We have seen already that, in almost all years of the study period, real international
interest rates were significantly higher than the Egyptian rates. On average the real
interest rate in Egypt was lower by 5.21 percentage points. Adjusting interest rate
difference with changes in foreign exchange, yielded higher gap as the domestic real
interest rate was on average lower by 10.6 percentagepoints over the period 1960-90.

Figure (6.16)
Interest rate differentials 1960-90
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Thus real interest rates differentials provided saverswith an incentive to deposit their
depositsabroad. However this incentive cannot fully explain the high capital outflow
because,as mentionedabove,foreign currency depositswith internationallycompetitive
returns were introducedas part of the Infitah measures.Generally, political instability,
gloomy expectationsregarding the performanceof the economy, lack of credibility in
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interest
in
rate and
to
government policies
addition
corruption can explain, along with
exchange rate mischievous policies, the high estimates of capital outflow.

In one study the estimate of capital flight was approximately 34 % of external debt during
the period 1976-82.109The other estimate was approximately US$ 40 (£E 70.4) .billion

in 1988which was close to the total of the outstandingexternaldebt.11°

Following Dooley et al. (1986), also Pastor (1990), we calculate capital flight for Egypt
during the period 1980-90.
CF = (&OD + FI) - (AC + &RS)

(4)

Where &OD is the change in outstanding debt,
FI is foreign direct investment,
AC current account deficit/surplus, and
nRS is change in reserves.

Figure (6.17)

Capitalflight from Egypt 1980-90
Billion
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Source:Author's own calculations,dataobtainedfrom the World Bank,World Tables.

109
SeeNBE (1988),p. 239.
110ibid.,
231. This estimateis closeto an estimategivenby a formerprime ministerof Egypt who wasin office in mid 1980s.
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We realise, from figure (6.17) that the accumulation of capital flight increasedduring the
1980s reaching its maximum in 1989 with an estimated figure of LE 63.32 (US$ 32.6)
billion. However due to a decreasein the outstanding debt in 1990, thanks to the Paris
club negotiations and the writing of some of the debt by the USA and the Gulf states
during the Gulf war, and an improvement in the current account deficit capital flight
decreased.

Table (6.14)
Estimatesof capital flight in Egypt and selectedLDCs
Country

Periodof estimation

Averagecapital flight in percentageof changein
externaldebt

Argentina
Brazil
Chile
Mexico
Peru
Venezuela

1973-87
1973-86
1973-87
1973-87
1973-87
1973-87

61.3
16.1
-19.3
63.9
19.9
132.1

Egypt

1980-90

152

Source: For Egypt as in figure

for the rest of the countries, Pastor

.

3.

From table(6.14) we realisethat with the exceptionof Chile which had a negativecapital
flight. All countriesexperiencedcapitalflight but
had
Egypt
the
with variousmagnitudes.
highestratio of capital flight to the changein
Venezuela
debt.
Egypt
Both
and
external
had estimatesof capital flight that exceededthe
52%
by
in
debt
and
their
change
external
32.1% respectively.

Given its estimatedmagnitude,
we argue that the remedy for the capital flight problem
in Egypt does not rely
only on the improvementof real interest rates. This reform
measurewould be uselessin the presenceof distortions in the foreign exchangerate
market, expectationsfor further devaluationand higher inflation rate, poor investment
climate and/or corruption. Hence reforms
levels to reducethe

are neededat both the economicand political

size of capital flight. Suchreforms are required to bring confidence

in the economyand
credibility of the economicpolicy.
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(6.6) Concluding remarks:
Not only was financial repression prevalent in Egypt over the 1960-90 period, the
government had an incentive to maintain it given the large budget deficit which was main
cause for repressing the financial sector.

The bank financing of budget deficit took explicit forms like extracting revenue from
money creation and the inflation tax. The average seigniorage revenue was as high as
2.69 % of GDP during the 1961-90 period while the inflation tax averaged2.98 % of GDP
during the 1960-90 period. Both are substantially high by international standards.
However Egypt managed to generate such high revenues at low inflation rates thanks to
the relatively large monetary base.

By imposing ceilings on deposit rates the governmentmanagedto generateadditional
revenuefrom financial repressionestimatedat 2.76% of GDP over the period 1960-90.
The negative real interest rates did not prevent some growth of financial savings,
attributed inter alia to different factors like money illusion, lack of alternativesand
restrictionson substitutes.

Therewas an extensiveuseof the requiredreserveratio beyondits function as a measure
of monetary policy and a prudential method, mainly to finance budget deficit. This
resultedalso in a relatively high spread.Governmentintervenedas well in the allocation
of credit and the compositionof bank portfolios to fulfil the sameobjective,financingthe
large fiscal deficit. Moreover to facilitate its control over the credit market government
owned somefinancial intermediariesthrough nationalisation.
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Figure (6.18) compares government revenues extracted from the repressive measures
analysed above with explicit, direct and indirect, taxes"" over the period 1960-90, as a
do
financial
GDP.
It
be
the
the
that
repression
percentage of
should
some of
noted
overlap, e.g. inflation tax and reserve requirements, hence caution is required when
comparison is made between them.

Figure (6.18)
A comparisonbetweengovernmentrevenuefrom
financial repressionand taxation (% of GDP)
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Source:Author's own calculations, where required res. is required reserves,taxes are direct and indirect taxes,
infltax is inflation tax, seign is seigniorageand ceilings are interest rate ceilings.

Financial repressionhad unfavourableconsequences,such as the increaseof hoarding
gold, and the contribution to the problems of money substitutionand capital flight in
addition to the rise of informal financial activities especially those of the Islamic
InvestmentCompanies.It also adverselyaffectedboth the internalmanagementof banks,
their solvency and operating efficiency, and the condition of the banking systemas a
whole which suffers from lack of competition,high interestrate spreads,high ratio of
non performing loans, in addition to various distortions in the credit market.

111
Dataon taxesare obtainedfrom the World bank (1992c).
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Given the conditions of the credit market, financial liberalisation would not be a remedy
for the problems. Several measure should be taken prior to and along with liberalisation.
Sound macroeconomic policies, expedient fiscal practice and controlling the budget deficit
are items of one bundle of prerequisites. The secondbundle includes prudential regulation
and adequate monitoring and supervision without the interference with the managerial
autonomy of intermediaries. Moreover institutional restructuring is required to support
liberalisation, in addition to the improvement of managerial skills and staff training.
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Chapter (7)
An Econometric Analysis of the Impact of Real Interest Rate on
Saving, Investment and Economic Growth In Egypt: 1960-90

(7.1) Introduction:
As the previous chapter has shown, the Egyptian financial system during 1960-1990 was
repressed in the sense that the government intervened in its mechanisms by setting
ceilings on deposit and lending interest rates, imposing a relatively high ratio of required
reserves and determining the allocation of credit to particular projects according to
'
system,
banking
Since
1970s,
liberalisation
the
the mid
economic plans.
of
under partial
as discussed above, nominal interest rates have increased gradually, but the real interest
rate has continued to be slightly negative.

Despite the negative real interest rates, financial savings in the formal sector grew
steadily by an average annual rate of 23.9%. 2 Such growth can be chiefly attributed to
the windfall of foreign resources, i. e. the dues of Suez Canal, revenue of oil exports,
tourism,
during
from
Egyptian
in
Gulf
States,
earnings
the
remittances of
workers
and
the 1970s and 1980s. It is worth noting however that the large amount of foreign
currency denominated in theetotal deposits contributed to this increase as their value in
domestic currency rose alongside the gradual devaluation of the Egyptian pound.

In January 1991, Egypt started, in accordancewith the IMF and the World Bank, an
economic reform programme with financial liberalisation as one of its central
While it is still early to judge the outcomeof theserecentreform measures,
components.,
an analysis of the financial repression period of 1960-90 should help to give an

1See
chapter (6) for an analysis of different forms of financial repression in Egypt.
2Calculated

from the IMF (1989) and (1990), International Financial Statistics, Year Books.
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In this chapter we examine by econometric methods the determinants of financial and total
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investment
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Cochrane-Orcutt procedure is used to deal with first order serial correlation problem.
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are
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versions of
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the combinations of explanatory variables, due to the multicollinearity of the variables.

(7.2) A note on data:
Undertaking any meaningful empirical analysis of a developing country like Egypt, that
suffers from a dearth of reliable information, is a daunting task. Some of the essential
information is not available as a complete series, while some can be found but, alas, is
not consistent. This is probably the reason why Egypt is empirically under-researched.
Main points on the data used in our estimates are discussedbelow. Further, our database
with the relevant sources is provided in appendix number (2).

in
Egypt,
The
intermediation
financial
indicators
development
the
only
available
of
of
.
as in the case of other LDCs, are the intermediation ratios in financial assets. The

aggregation of interest-bearing and non-interest bearing financial assets results in
estimation problems that arise from the use of 'too broad' an index of financial
4 Thus following Gupta (1984) and Himani (1992) we considerthe valuesof
deepening.
3Natural
variablesareusedwhenthevariablehasnegativeobservations
asin thecaseof realinterestrate(x) andinterestratedifferentials
(Z),

4See
Gupta(1984),p. 11.
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these two kinds of asset separately. Other indicators of the development of financial
intermediation and deepening, like banking density, and other intermediation ratios as
suggestedby Goldsmith (1969) are not available for all the years under study.

its
The
index,
CPI,
from
inflation
is
the
as
consumer
calculated,
price
rate
which
.
percentagechange, may not always be representative of actual selling prices in Egypt, for
several reasons: first, sampling is not undertaken frequently. Second, administered rather
than actual prices of goods and services are used. Third, politics may intervene, so an
'adjusted' rather than 'actual' change of the index may be reported'. Thus we frequently
find that there is more than one inflation rate in different official reports.

interest
The
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interest
to
the
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rate
used
calculate
real
rate
upper margin offered on
.
fixed term deposits for less than one year. We used the same rate as a proxy for the cost
of investment. While the lending rate may be a more relevant measure, it is not available
for the whole series. Applying a sector-basedinterest rate structure in some of the recent
years added to the difficulty of obtaining

,a

'unique' lending rate for the recent years.6
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interest
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rate
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where and lr*
.
rate and expected inflation respectively. We assumerational expectations,i. e. the
expectedrate of inflation equalsthe actualrate of inflation measuredas the percentage
changeof CPI .
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SIn

someyears,in the 1960s,we founda negativeinflation rate,seeappendix(2).

6See
the previouschapterfor a discussionof this point.

263
devaluation
for
We
the
expected
as
a
proxy
used
parallel
premium
market
exchange
rate
.
of exchangerate since proved to be more realistic than the officially determined exchange
rate.

hence
The
domestic
GDP,
product,
national
gross
and
measures
of
product,
gross
.

GNP, for someyearssuffer from inconsistencywith grosssectoraloutputs,public finance
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exception. Saving being calculated as the difference between domestic investment and
foreign saving, both of which are subject to measurementerror, may result in misleading
estimates. However we use the ratio of gross national saving in preference to other
9
Fry
(1988),
by
for
First,
measuresof saving
as argued
analytical and practical reasons.
national saving reflects the country's capability of mobilising savings at home and abroad,
is
income
from
factors
domestic
this
while
example would underestimate
effort as net
excluded from it by definition. Second the net value of national saving in Egypt suffers
from inconsistent and arbitrary use of depreciation measuresduring the time series under
research, so the gross value of national saving is used. Third, we found that the data on
gross national saving is probably the most reliable and complete when compared to other
measures of saving.

7This

problem was also alluded to in the IMF's (1992) country report on Egypt, p. 80.

8

On the issue of measurementerror of saving seefor example Gupta (1984), p. 215 Gersovitz (1988), pp. 413-418, and Balassa(1989),
pp. 17-18.

9See
Fry (1988),p. 133.
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macroeconomic variables considered
return on all depositshas been exempt from taxes since 1981.11Before 1981 various kinds
of deposit accounts were also not taxable while others were not. In the case of borrowing
some companies established according to the infitah laws were offered tax holidays from
five to ten years.12Moreover some other borrowers were allowed to consider interest as
a deductible expense, i. e. it was not taxable. Thus as there is not a universal tax rate on
all interest earning, before 1981, and because of the discrepancy in the treatment of
borrowers we were not able to include the 'effective' real rate of interest in our models.

Data
from
in
investment
the
arbitrary use
on
net
national
caseof saving,
may suffer, as
.
of depreciationallowances,so we use grossnational investment.However it is only the
impact of interestrate policy on the size of investmentwhich is tested;the effect on the
quality of investment,oneof thepowerful argumentsof the financial liberalisationschool,
was not analysed becausereliable data, even on the frequently used indicator of
investmentquality, i. e. the incrementalcapital-outputratio13,were not available.
100n

this issue see Boskin (1978) and Harvey and Jenkins (1993).

11
See chapter (6).

12
Seechapter(1).
13However
related to it.

there is a problem in the use of the ICOR under the assumption that the average efficiency of investment is montonically
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We undertake this study bearing in mind the data limitations and constraints which require
caution in interpreting the results of our estimations.

(7.3) Models and estimation results:
(7.3.1) The demand for non-interest bearing assets:

The demandfor non-interestbearingassetsis estimatedusing the following equation:
(7.1)

(M/Y)t= al + a2 (id-a)c + a3 (M/Y)t_1
Where:
M is currency outside banks and demand deposits
Y is GNP
(id-lr) is the real interest rate.

In equation(7.1) the impact of financial liberalisationon non-interestbearing financial
assetsis measuredthrough the inclusion of the real interestrate as a dependentvariable.
We notice that there are two effects in operation. First a higher real interest rate,
according to the McKinnon-Shaw approach, would lead to a shift from non-interest
bearing to interestbearing financial assets;second,a negativereal interest rate would
result in reducing financial deepeningin all assets.Hence the sign of the coefficient of
the real interestrate will be determinedby the dominantfactor.

Table (7.1)
Demandfor non-interestbearingassetsln(M/Y)
LEEq. No.

1

Constant

(id-x)

In (M/Y),.,

D-W
F

R2

-0.1435
(-1.055)

0.0125
(0.028)

0.86
(7.511)°

1.38
43.257

0.76

R

2

0.43

In is the natural logarithm.
Figures in parenthesesare t statistics.
indicates significance at 99% confidence level.
D-W is the Durbin-Watson test. Note that Durbin's h statistic14is reported instead of D-W in the case of the
presenceof a lagged dependentvariable in the model.

As shown in table (7.1), the impact of the real interest rates on non interest bearing
financial assetsis positive but statisticallyinsignificant.
14Durbin's
It statisticis computedusingSHAZAM EconometricProgramversion(6.1).
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(7.3.2) Financial saving and its determinants:
We make a distinction between financial saving and total saving, noticing that the former
is just one type of the latter and hence we test the impact of the real interest rate on them
separately.

To test the impact of the real interestrates on the demandfor interestbearingfinancial
assets,we considerthe total of financial saving, as a ratio to GNP. In additionto the real
interestrate (id-n) andper capitaincome(y) as independentvariables,we also includean
independentvariable (Z) which equals

The variable (Z) measuresthe

difference between domestic real interest rate (id-ir) and international real interest rate (idä)' adjusted for expected devaluation (0) of the Egyptian pound. Again, under the

assumptionof rationalexpectations,the expectedrateof devaluationequalsits actualrate.
As a proxy for the internationalreal interestrate we continueto use the rate of return on
US treasury bills.

The demandfor interestbearingfinancial assetstakesthe form:
(FL/Y)1= a4 + a5 (id-nr)t + a6 (FL/Y), + a7 Yl + a8 Zt
1

(7.2)

Table (7.2)
Demand for Interest bearing financial assetsln(FL/Y)
Eq. No.

2

3

4

5

Constant

(i`x)

-4.9569
(-24.080)'

1.0987
(1.007)

-1.1078
(-1.993)'

D-W
F

R2

R2

0.63771
(15.414)''

0.575
165.37

0.92

0.28

0.78209
(6.905)'

0.15287
(2.188)b

1.49
463.33

0.97

0.32

In (FUY),

_,

In y

z

-1.2158
(-2.194)b

0.87529
(1.526)

0.77484
(6.928)'

0.17629
(2.478)`

1.51
318.16

0.97

0.37

-1.3280
(-2.362)'

1.1231
(1.711)'

0.73595
(6.280)°

0.18132
(2.551)b

1.75
240.38

0.97

0.44

-0.29354
(-1.077)

in is me natural logarithm.

Figures in parenthesesare t statistics.
', b, and ` indicate significance at 90%, 95%
and 99% confidence levels respectively.
D-W is the Durbin-Watson test. Note that Durbin's h statistic is
reported instead of D-W in the case of the
presenceof a lagged dependentvariable in the model.
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Table (7.2) shows that although the effect of the real interest on financial saving is
in
is
hypothesised
it
by
M-S
one
the
positive, as
only statistically significant
school,
equation (6) and only at 90% confidence level. Though somehow surprising this evidence
is consistent with our analysis in the previous chapter regarding the growth of financial
interest
"
impact
despite
interest
However
the
of
real
saving,
negative real
a positive
rate.
it
if
in
imply
increase
in
does
might
the
rather
rate, any,
economy,
not
an
net saving
result from a portfolio shift from real assetsand/or from assetsheld abroad.

The coefficients of per capita income and lagged financial intermediation ratio have the
expected positive signs and are statistically significant in all equations. Moreover we
realise that the sign of the devaluation adjusted interest rate differentials (Z) is negative
but insignificant. A possible explanation is that the outflow of capital was offset by an
inflow in the form of workers' remittances. Another explanation might be that the holding
of foreign currency denominated assets with internationally competitive returns, which
is included in the value of FL in equation (7.2), leads to such a lack of impact from
interest rate differentials on financial savings.

(7.3.3) Total saving and its determinants:

To test the impact of the real interestrates on saving we estimatethe ratio of national
savingas a function of the real depositinterestrate (id-lr), per capitaincome(y), the term
(Z) which is defined as in equation (7.2). The two ratios of (M/Y) and (FL/Y), as
measuresfor financial deepening,are usedto test McKinnon's hypothesisregardingthe
positive impact of the degreeof financial intermediationon saving. Further we include
two dummy variablesDUMLIB and DUM87. The first measuresthe impactof economic
liberalisationpolicies startedin 197416.We argue that suchpolicies startedto operatein

15Chapter
(6). pp. 223-226;seeparticularlyfigure (6.9) andtable(6.6).
16See
our discussion of the economic liberalisation measures,which has started in 1974, in chapter (1).
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1975, so DUMLIB takes the value of (1) for the years 1975-1990 and (0) otherwise. The
in
in
fall
dummy
(DUM87)
prices
oil
the
sharp
second
variable
represents the effect of
1985," and its accompanying decline in the main foreign revenues from the Suez Canal,
remittances of Egyptian workers in the Gulf states and tourism.
(S/Y)1= a9 + aio (id-7r),+ «ll (M/Y)c + a12 (FL/Y)c + a13(S/Y)c-i + a14Zc
(7.3)
+ «15Yt + «16DUM87+ a17DUMLIB

Table (7.3)
Saving functions ln(S/Y)
Const.
6

7

(i, -ir)

In
(M/1)
2.081
(2.56)°

-0.8643
(-0.43)
-0.8766
(-0.420)

0.068
(0.03)

2.087
(2.45)`

8

-0.9681
(-0.43)

0.159
(0.06)

2.069
(2.34)°

9

1.1554
(3.2)'

10

1.8347
(1.47)

in is cne natural

D-W
F

R2

R2

0.147
(0,59)

2.39
16.7

0.73

0.54

-0.842
(-1.80)'

0.582
(3.7)'

0.150
(0.54)

2.39
12.8

0.73

0.69

-0.860
(-1.71)'

0.577
(3.5)'

0.154
(0.54)

2.39
10.3

0.73

0.66

1.76
52.2

0.91

0.79

1.80
41.3

0.93

0.82

In
FLIY

in
(S/Y),.1

-0.838
(-1.89)'

0.581
(3.8)'

-0.72
(-0.5)
-0.46
(-0.4)

0.950
(1.80)'

-0.095
(-0.33)

Z

-0.13
(-0.1)

in
y

DUM87

DUMLIB

0.626
(7.5)'

0.471
(1.74)'

-1.646
(-6.7)'

0.898
(4.4)'

0.569
(6.7)°

0.439
(1.87)'

. 1.658
(-7.0)'

0.732
(3.2)'

logarithm.

Figures in parenthesesare t statistics.
a, b, and ` indicate significance at 90%, 95% and 99% confidence levels respectively.
D-W is the Durbin-Watson test. Note that Durbin's h statistic is reported instead of D-W in the case of the
presenceof a lagged dependentvariable in the model.

The results of our estimationshow that the sign of the real interest rate coefficient is
positive, in equations(7) and (8) and negativein equations(9) and (10), is at all times
statistically insignificant. Clearly the McKinnon-Shawargumentof a positive effect of
is
interest
differentials
interest
is
The
real
rate
sign on
rates on saving not supported.
negative but also insignificant.

17Note

that although the drop in oil prices occurred in 1985, we consider the dummy variable for 1987 for two reasons:first becauseof
the lagged effect of such external shock. Second, part of 1986 is included in the dummy as the fiscal year in Egypt starts runs from July
to June.
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Our findings regarding the insignificant effect of the real interest rate is consistent with
the argument that "the offsetting income and substitution effects of increasedinterest rates
imply that the net impact on saving must be ambiguous"18. Moreover our results are
similar to those of several other econometric studies which found no real interest rate
19
effect on saving.

On the other hand, the estimates show that while the sign on the coefficient of noninterest bearing financial assets is positive and strongly significant, the sign on the
interest-bearing assetsis negative and significant, at a 90% confidence level, in equations
(6), (7) and (8) and insignificant in (9). This cannot give us either firm support or
rejection of the impact of the development of the two financial intermediation ratios on
saving, which is hypothesised to be positive by the M-S school. On the other hand we
note that the sign of the per capita income is positive in all equations but statistically
significant only in equations (9) and (10).

As in the caseof financial savingequation,the impactof the devaluationadjustedinterest
rate differentials (Z) was insignificant. A study by El-Erian (1988) on currency
substitution in Egypt also demonstratedthat changesin the proxy for interest rate
differentialswere not significant. The reasongiven was that the repressedinterestrate is
'a poor indicator of available alternative returns to holding domestic balances'20.
Examplesof theseavailablealternativesin Egypt during the studyperiod are the foreign
currency denominateddepositsin the banking sector and funds held with the informal
IICs as discussedabove.

18Dornbusch
andReynoso(1989),p. 205. For furtheranalysisof this issueseeDeatonandMuellbauer(1988),pp. 101-103.
19See
for example Giovannini (1983) and Warman and Thirlwall (1994). For
a review of empirical evidence seechapter (2) of this thesis.
20See
EI-Erian (1988), pp. 98-99.
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As expected, the sign of the overall economic liberalisation measuresin the period (19751990) is positive and strongly significant. Nevertheless, it is worth noting that this period
in
that
in
from
'exogenous'
the
sense
the
sources
rise
witnessed
government revenues
they were not necessarily related to the economic policy regime, like the rise in oil prices
and workers remittances' and Suez Canal dues. However one may argue that a restrictive
policy would have denied the country the benefits of such exogenous resources.
Preventing foreign oil companies from undertaking exploration projects, not granting
permission to potential workers in the Gulf states and imposing tight restrictions on the
transfer of capital are examples of measuresundertaken in the 1960s. These would have
been sufficient, we argue, to deny the country the benefits of such exogenous sources
is
instead
in
in
1980s
have
been
1970s
they
the
should
of what known as
operation
and
infitah, open door, measures. Regarding the impact of the international oil price shock
its
impact
1986/1987,
it
had
of
on saving as
our estimates show that
an adverse
coefficient is negative and strongly significant.

(7.3.4) Investmentand the impact of the real interestrate:
i) The real interest rate and credit:

The impactof the real intereston investmentworks through indirect and direct channels.
By indirect we refer to the impact of real interestrate on investmentvia the supply of
credit. Thus in equation(7.4) we estimatethe supply of total credit as a ratio to GNP
(CRD/Y), as a function of the real interest rate (id-w), the ratio of effective reserve
requirements(RR), and the overall liberalisationdummyvariableDUMLIB. We estimate
a similar equation(7.5) for the supply of private credit (PRCR).
Total credit:
(CRD/Y)1=
DUMLIB

RR,
+
(id-lr)C
(CRD/Y)t-t
+
+
+
+
a23
Y1
«22
a19
«21
«20
a18
(7.4)

Private credit:
(PRCR/Y), = a24 + au (id-lr)c + a26 (PRCR/Y)t-i + an Yt + a28 RRt + a29
DUMLIB
(7.5)
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Table (7.4)
Total Domestic Credit Functions ln(CRD/Y)

11

12

Constant

(i1-x)

In
(CRD/Y),
_,

-0.912
(-2.558)

0.6733
(1.553)

0.4944
(3.167)°

-0.0386
(-0.580)

0.5898
(1.330)

0.6314
(5.189)°

In
y

In
RR

0.1316
(2.293)b
0.1207
(1.867)

R2

R2

DUMLIB

D-W
F

0.15535
(2.668)b

1.91
199.3

0.97

0.43

0.2707
(3.441)°

2.01
187.3

0.97

0.39

Table (7.5)
Total Private Credit Functions: ln(PRCR/Y)

13

14

Constant

(id-?)

in
(PRCR/Y),.,

-1.1970
(-2.839)°

1.071
(1.319)

0.6503
(4.851)`

-0.45577
(-2.110)

1.3918
(1.675)

0.7091
(6.117)°

in
y
0.1228
(2.801)`

In
RR

0.0668
(0.876)

DUMLIB

0.2396
(3.0444)0

2

D-W
F

R2

1.99
41.13

0.83

0.33

2.23
32.424

0.84

0.41

in is one naLurai ioganmm.

Figures in parenthesesare t statistics.
', b, and ` indicate significance at 90%, 95% and 99% confidence levels respectively.
D-W is the Durbin-Watson test. Note that Durbin's h statistic is reported instead of D-W in the case of the
presenceof a lagged dependentvariable in the model.

Table (7.4) and table (7.5) show that the indirect impactof the real interestrate on total
andprivate investment,measuredrespectivelyas a ratio of total credit and private credit
to GNP, is positive but statistically insignificant. This finding indicatesthat the credit
policy is not chiefly influencedby interest rate but rather by other measures,such as
governmentinterventionin credit allocationand subsidies,discussedin chapter(6).

We also note that the reserverequirementsratio is positive, but significant only in the
caseof total domesticcredit equation(12). The positive coefficientsof per capitaincome
andlaggedcredit ratios dominatethe equations.The samegoesfor the positivecoefficient
of the overall liberalisationdummy variable.

ii) The determinantsof Investment
The direct impact of the real intereston investmentis estimatedby two methods:the first
by equation(7.6) and the secondby a switching model describedin equation(7.7). In
equation (7.6) we consider the ratio of gross national investmentto GNP (I/Y), as a
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function of the real interest (i. -7r), the supply of credit (CRD/Y), the two ratios of
financial intermediation (M/Y) and (FL/Y), and the two dummy variables DUM87 and
DUMLIB.
(I/Y)t

=

a30

+

a31 (id-lr)t

+

(I/Yc-1
a32

+

a33 (M/Y)c

(CRD/Y)t + a36DUM87 + a37DUMLIB

+

a34 (FL/Y)t

+

a35

(7.6)

Equation(7.6) is used as well to test McKinnon's 'complementarity'hypothesiswhich
assumesa positive relationshipbetweenthe accumulationof cashbalancesand physical
capital based on an assumption that the former should precede the accumulation of

physicalcapitaldue to its indivisibility. " If the sign of the coefficientof (id-lr) is positive
the complementarity hypothesis is accepted, while if it is negative the hypothesis is
rejected, which means an acceptanceof the 'asset-competing' effect with the well known

negativerelationshipbetweeninvestmentand interestrate.22

Table (7.6)
Investment functions ln(I/Y)
Constant

OCT)

In
(I/Y)t-I

15

-0.415
(-1.74)°

-0.633
(-0.624)

0.7336
(5.01)°

16

0.023
(0.052)

-0.643
(-0.69)

0.575
(3.82)°

0.804
(2.70)'

17

-0.578
(-1.291)

-0.579
(-0.75)

0.2468
(1.43)

0.882
(3.57)°

18

-1.045
(-3.34)°

-0.848
(-1.10)

In
M/Y

in
CRD/Y

in
FLIY

D-W
F"

R2

-2
R

1.64
23.0

0.73

0.29

1.65
18.9

0.79

0.43

-0.3801
(-2.77)`

0.4662
(2.600)4

1.82
21.8

0.87

0.48

-0.3985
(-2.86)°

(0.644)
(4.88)°

1.78
24.0

0.86

0.67

DUM87

DUMLIB

0.051
(0.47)

0.953
(3.86)0

0.105
(0.34)

-0.129
(-0.83)

-0.526
(-1.58)

0.047
(0.34)

-0.613
(-1.8)°

0.034
(0.24)

in is uie natural Iogaritnm.
Figures in parenthesesare t statistics.
'" and ` indicate significance at 90%, 95% and 99% confidence levels respectively.
,,
D-W is the Durbin-Watson test. Note that Durbin's h statistic is reported instead of D-W in the case of the
presenceof a lagged dependentvariable in the model.

As shown in table (7.6) all equationsshow that the real interest rate is statistically
insignificant.Thus McKinnon's complementarityhypothesisis rejected.This econometric

21McKinnon

(1973), pp. 57-61.

22For
a discussionof this point seeGupta(1984),pp. 12-18.
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23
in
literature,
to
the
the
evidence adds
scepticism, already present
regarding the validity
of M-S hypothesis on the positive effect of the real interest on investment.

On the other hand, in equations (16), (17) and (18) we find that the ratio of financial
intermediation in non-interest bearing financial assetsis significantly positive but that of
interest-bearing assetsis not. Again we cannot accept the argued proposition of a positive
impact of financial deepening on the quantity of investment.

Moreover the insignificant coefficient of financial saving ratio, (FL/Y), raises doubt
regarding the efficiency of the formal financial sector in the allocation of loanable funds
in a way that augment investment. We realise that the positive impact of the real interest
on financial saving held with the formal sector did not have the expected positive effect
on investment. This casts some doubts on the proposed advantages of raising the real
interest rate of the formal sector as put forward by the M-S school. Some of the possible
results of an insufficiently high real interest rate regime in Egypt are the discouragement
of investment, increasing the perceived default risks and worsening the problem of excess
liquidity in the banking system that may force banks to indulge in imprudent decisions.24

We arguethat a ceterisparibus increaseof the real interestrate may be as deleteriousas
setting it too low. ' As clearly statedby several authors, determining the appropriate
interest rate is dependenton the specific institutional, macroeconomicand financial
25
conditionsas well as the historical characteristicsof the country concerned.

23See

for example Diaz-Alejandro (1985), Dornbusch and Reynoso (1989), Rittenberg (1991), Demetriades and Devreux (1992) and
Warman and Thirlwall (1994). For a review of these studies see Chapter (2).
24Because
of the recent increasein deposit interest rates,after applying the financial liberalisation programme inJanuary 1991, commercial
banks have had an excess liquidity problem. This problem pushed banks into ruthless competition to offer personal loans, mainly for
consumption purposes. As reported by senior bank officials, in Al-Ahram Daily Newspaper, 14/8/1994, defaults have been due to
imprudent credit decisions by banks anxious to overcome the problem.
25

For analysis of the issue of the
appropriate interest rate, seeRoe (1982), pp. 214-219, Calvo (1990), pp. 7-14 and Rittenberg (1991),
p. 164.
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However the explanatory variables which appear to have an influence on investment are:
lagged investment, in equations (15), and (16); the dummy variable of oil prices shock
with its expected negative sign, and the dummy variable for overall economic
liberalisation with its expected positive sign, as shown in equations (17) and (18).

iii) A switching regime model for investment:
This second method is used to analyse the determinants of the level of gross fixed
investment during the period 1960-1990. As mentioned briefly above, Interest rate has
two conflicting effects on investment; first it has an indirect positive effect through its
impact on the mobilisation of financial saving. Second interest rate, as a cost of credit,
has a direct negative effect on investment.26However, according to the classical theory,
as shown in figure (7.1), if the real interest rate lies above its equilibrium level,
investment is negatively correlated with interest but if the interest rate is below its
equilibrium level, investment will be constrained by saving and become positively
correlated with interest.

Figure (7.1)
Supply and Demand for Loanable Funds

26Warman
andThirlwall (1994),pp. 637-639andRittenberg(1991),pp. 154-158.
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Another explanation for positive correlation between investment and the real interest rate
is attributed to the problem of imperfect information, a characteristic prevalent in most
LDCs including Egypt. Becauseof this problem, as argued by Stiglitz and Weiss (1981),
the equilibrium interest rate may not necessarily be the rate which equatesinvestment and
the supply of loanable funds. Banks may not increase interest rates even if there is an
excessdemand for credit as banks' profits would fall if interest rates exceed an optimum
interest rate due to higher defaults.27

Thus, from the above discussion, to calculate the net impact of the real interest rate on
investment, the two opposing effects, as well as the relationship between interest rate
regimes and equilibrium, should be determined. This suggests the use of a switching
28
developed
by
Quandt
(1958).
regime model as

Accordingly we estimate a linear spline investment function for Egypt, for the period

1960-1990,which takesthe form:
I= ß1 + ß2(00

+ ß3

D+

ß4X+ E

(7.7)

Where I is gross fixed investment
(id-w)is the real interestrate
(ia-a)° is the equilibrium interestrate at the switching point
D is a dummyvariablewhich takesthe value of (1) when (id-lr) > (id-1r)`and(0)
otherwise
X is a vector of other variablesthat affect investment
E is the error term
The vector X includes total supply of credit (CRD) and the lagged changeof gross
domestic product &(GDP),
which is used to measure the accelerator effect on
-,
investment.' Further the two dummy variables, DUMLIB and DUM87, are includedas
in the previous investmentequation(7.6).

27Rittenberg,
28The

op. cit., p. 157.

same model has been recently applied by Rittenberg (1991) on Turkey and Warman and Thirlwall (1994) on Mexico.
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By substituting in equation (7.7) for vector X, we obtain:
+

ß2 (ld-? f) +

I= ßl
+ ß7 DUM87 (7.8)

ß3 [(ld-1r)-(id-7r)`]

B4CRD+ B5(,&GDP),, + B6DUMLIB

D+

by
it
determined
known,
a trial and
so was
was not

The equilibrium interest rate

error process, searching for the value of (id-wr)`which minimises the sum of squared
residuals by fitting equation 6.8 to the data. A programme written in FORTRAN was

is
A
(1).
do
the
to
this
presented
results
summaryof
used
process,seeappendixnumber
in table (7.7).

Table (7.7)

Values of Real InterestRatesand Sumsof SquaredResiduals
Equilibrium real rate of
interest

SSR

(id-7r)°

-0.0250
-0.0200
-0.0150
-0.0100
-0.0050
0.0000

0.6301718
0.6301718
0.4941985
0.5655931
0.4892879
0.6057563

0.0050

0.7095131

0.0100
0.0150
0.0200

0.7095131
0.7095131
0.7133105

As shown in table (7.7) above, the value of (id-a)°which minimisesthe sum of squares
is (-0.005). This value may seemlow, but we shouldbe awarethat it representsthe value
The
deposit
is
for
the
the
of
cost of credit.
equilibrium real
rate which used a proxy
lending rate, given the relatively high interestspreadin Egypt, shouldbe severalpoints
higher.29 Figure (7.2) showsthat apart from a few exceptionalyears in the 1960s,the
actual real interest rate was generally, though not substantially,negativeand below its
equilibrium rate.

29Note

that the equilibrium real rate of interest was also low in the two studies of Rittenberg (1991) and Warman and Thirlwall (1994)
being zero for both studies, see Rittenberg
p. 164 and Warman and Thirlwall, p. 637.
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Figure (7.2)
Actual and Equilibrium Real Rate of Interest and the
Linear Spline

The estimated investment equation adopting Quandt switching model and using the

Cochrane-Orcuttprocedureto correct for the problem of first order serial correlation30,
(t statisticsin brackets).
ln(INV)=

0.4904 - 0.9119
(1.4949) (0.8953)

2.7189 [(i. -a)-(id-1r)°]D+
(2.2497)b

0.7305 In CRD + 0.05422 (nGDP)t-_1
+ 0.3846 DUMLIB (15.478)y
(2.7781)b
(3.767)c
0.15275 DUM87

(19)

(2.067)b

', " and` indicatesignificanceat 90%, 95% and99% confidencelevelsrespectively.
Number of iterations31= 7 at p =0.725

D-W=1.86

30

F=70.2

R2=0.98

R2 =0.967

Seefor exampleMaddala(1988),pp. 194-196,PindyckandRubinfeld(1991),pp. 141.142andJudge,et al (1988),pp. 392-393.

31For
this procedurewe usedSHAZAM EconometricsProgram,(Whiteet at (1989)).
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Equation (19) is well determined and shows that the coefficient of the real interest rate
is negative but statistically insignificant. The sign of the coefficient of [(id-n)-(id-1)`]D is
negative and significant. This again suggests a rejection of the complementarity
hypothesis. Equation (19) also reveals that coefficients of the lagged accelerator effect
(,&GDP)t_,and the supply of credit are significantly positive. The two dummy variables
were also significant and have the expected signs, negative for the oil shock dummy and
positive for the overall liberalisation dummy. Similar results have been obtained by the
study of Warman and Thirlwall (1994) on Mexico, except that the sign on the spline was
not significant32.

Equation(20) gives an estimateof the investmentfunction without the spline. The results
are the sameas in equation(19).
ln(INV) = 0.4369 - 0.35989 (id-7r) + 0.7281 In CRD
(1.4311) (0.7597)
(15.695)c

+ 0.0568 (,&GDP)t_,+ 0.4146 DUMLIB - 0.1507 DUM87
(2.691)'
(3.853)°
(1.819)a

(20)

a,b and` indicatesignificanceat 90%, 95% and99% confidencelevelsrespectively.
Number of iterations =8 at p =0.634

D-W=1.93

F=86.7

R2=0.987

R2 =0.975

Our finding of an insignificant role of interest rate on investment behaviour is realised
in other empirical studies on both developed and developing countries. "uncertainty about
internal rates of return, unsophisticated investment decision procedures, the long run
decisions compared to short run fluctuations in interest rates, and the possibility that
changes in borrowing costs are overshadowed by variations in demand"33would be an
explanation for the weak results for the cost of funds in empirical studies of investment
determinants.

32see
Warman and Thirlwall (1994), pp. 639-640.
33See
Shafik (1992b), p. 92.
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The insensitivity of investment to interest rate policy can be explained by the existence
is
its
device,
that
already
of other measures
subsumed
which
role as a market clearing
weak, in a financially repressed economy. Government subsidies to public investment
projects, including subsidised credit costs, and administered allocation of credit may
provide an explanation for the interest rate insensitivity of public investment. Regarding
the insignificance of interest rate in decisions of private investment, a recent empirical
study on Egypt, during 1960-1986, showed that there are demand and supply sides
explanations. On the demand side there were the practice of mark-up pricing and the
preference of internal funds for investment financing34.On the supply side banks, which
had excess liquidity in most of the period under study, applied non-interest-rate criteria
for the allocation of credit, such as the reputation of the applicant, the size of the loan or
political pressure.

(7.3.5) Real interest rate and economic growth

Finally the impact of the real interest rate on real economic growth (g) is tested in
equation(21).
+ 0.2729 (id-lr)
g=0.0536
(4.545) (1.258)

D-W= 1.26 F=1.588

(21)

R2= 0.05

R2 =0.32

The coefficient of real interest rate is positive but not significant. Further the relation
betweenreal interest and economic growth cannot be determinedbecausethe overall
regressionrelation is insignificant.

However this finding is consistentwith several studieswhich found an undetermined
relation betweeninterestand growth. For examplein a recentpaperby Khatkhate(1988)

34ibid.,

pp. 92-93 and Shafik (1992a), p. 275.
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on a sample of 64 developing countries divided into two groups, below averageand above
average real interest rates, the main finding was that the real interest rate has little or no
impact on economic growth. 35

(7.4) Conclusions:
Real interest rate is considered a central variable in the arguments of the financial
liberalisation school and those of its critics. A rising positive real interest rate, as
explained in chapter (2) of this thesis, is assumed to have a positive impact on the
mobilisation of savings,- investment and hence economic growth. We have tested these
assumptions for Egypt during the period 1960-1990.

It is worth noting that the variation in the real interest rate over the 1960-90 period in
Egypt are mainly attributed to changesin the inflation rate rather than the nominal interest
36
rate. The latter was kept constant for long periods of time under the imposition of
interest rate ceilings as shown in the previous chapter.

Apart from a very tentative evidence of a positive impact on financial saving, we find no
evidence to support the argument that the real interest rate has a significant effect on the
37
We
investment
selectedmacroeconomic variables of total saving,
and economic growth.
argue that the impact of real interest rate on financial saving works through portfolio shift
from tangible assets and/or from assets held abroad. The insignificant effect of real
interest on the total saving ratio may be explained by the fact that the substitution and
income effects are offsetting each other.

35See
Khatkhate (1988), p. 587. A sceptical view of real interest rate on growth can also be found in Dornbusch and Reynoso (1989),
p. 206.

36See
chapter(6) for furtherdiscussionof this issue.
37It

is worth noting that the empirical studies, which found a significant
effect of real interest rateson the macroeconomic variables were
multi country studies in which there was a significant variation in the interest rate over time and/or acrosscountries. Our data set however
lacks such variation over the study period. For
a review of the empirical studies, see chapter (2).
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Further, the econometric results suggest that the real interest rate does not support the
in
behaviour
hypothesis,
investment
does
it
complementarity
nor
explain credit policy or
Egypt. This is explained by the extensive use of internal funds, existence of subsidies,
Government intervention in credit allocation, and the non-price criteria adopted by banks
in their allocation of loanable funds in a repressed environment in the presenceof excess
liquidity. The insignificant impact of financial saving, mobilised by the formal sector, on
investment forces us to question the efficiency of this sector under financial repression
in allocating resources. Finally we found that the relation between the real interest rate
and real economic growth cannot be determined for Egypt during the period under
research.

Accordingly we argue that the problems of the Egyptian economy under financial
repression cannot be simply solved by an increase in the real rate of interest, which
would lead, inter alia, to a discouragement of investment and a further deepening of the
problem of excess liquidity of the banking system, which, in turn, would force banks to
apply imprudent activities. Further comprehensive institutional and policy changes are
required; in the words of Shaw: "the quantum gain in stability must come from
concurrent liberalisation of financial, fiscal and international policy"38.

38Shaw

(1973), p. 251.
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Chapter (8)

Formal and Informal Credit Markets in Egypt:
A Survey of four Villages
(8.1) Introduction:

From December 1992 to mid April 1993, the author undertook a survey in four Egyptian
villages. The survey was devised to investigate the following issues: household's (HH)
portfolio selection in the surveyed area; the HH own valuation of different types of saving
instruments; analysis of formal and informal transactions and their determinants; the
importance of inflation hedges'; the role of collective arrangements through Rotating
Savings and Credit Associations (RoSCAs) in the four villages; the HH's reaction to the
changes in the financial system and monetary policy after January 1991; the possible
changesof spending and/or saving decisions as responseto hypothetical changesin wealth
or income.

There are several reasonsfor adopting a householdfocus in the analysis. First, as
mentionedabove, macroeconomicdataon the implicationsof the financial liberalisation
programmeof the formal financial sectorhas not yet beenavailable.Second,due to the
nature of informal financial transactions,there is little reliable and systematicevidence
is availablefor detailedscrutiny, whereasit is more likely to get reliable information on
informal financethrough a householdsurvey. Third, althoughthe reform programmeis
mainly macroeconomicoriented, an understandingof the microeconomicmechanismsis
essentialfor a better perceptionof the impact of the programme.The recent growing
interestin the microeconomicfoundationsof macroeconomicpolicies, includingstructural
adjustmentlends support to this argument.Fourth, householdsurvey data can provide
direct measures of the impact of changes in economic policy, and highlight the

IInflation

hedges are defined as assetswhich enable households and other investors to reduce the risk of loss of purchasing power
stemming from uncertainty about the prices of goods. See The New Palgrave Dictionary of Money and Finance (1992), p. 405.
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household's reactions to these changes. Fifth, in an area still largely under-researched,
particularly in the Egyptian context, a household based analysis may discover some
important aspects and explore new areas for research.

This chapter starts with a discussion of the concepts of informal finance and provides a
taxonomy of informal financial transactions. Then it discussesthe sampling method, the
questionnaire and highlights the socio-economic characteristics of the four surveyed
villages. The chapter continues by examining the household portfolio structure with an
emphasis on the relative importance of different saving instruments.

(8-2) Informal finance in LDCs:
Different terms like parallel, black, underground, shadow, fragmented, unregulated,
segmented,curb and informal have been used in the literature to describe miscellaneous
forms of economic transactions that survive outside the officially regulated sector.' The
multiplicity of the terms has led to confusion about the meaning of them. This confusion
has been attributed to the fact that these terms are often employed interchangeably, while
they actually describe different features of markets in developing economies.3

Despitethe abiding recognitionthat informal financial markets,(henceforthIFMs), exist
' there is disagreementover their role in
on an extensivebasis in developingeconomies,
the developmentprocess.' On the one hand there is the view that IFMs play a negative
role in economicdevelopment;that they are dominatedby usuriousmoney lenderswho
exploit their market power; that they are fragmentedand could be absorbedinto the
formal sector during the financial developmentprocess. This view has led to the
2
3

SeeMontiel, AgBnorandHaque(1993),pp. 7-8.
SeeJones,LindauerandRoemer(1991),p. 11 andPeattie(1987),
pp. 857-858.

4See
Besley (1993), pp. 15-17, for a discussionof the characteristics financial
finance.
importance
informal
in
LDCs
the
of
and
of
markets
5

For a review of the arguments of the
neo-liberals and neo-structuralists regarding the activities of IFMs, see chapter (2).
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disparagement of the role of IFMs in the financial development literature and to an
increasing emphasis on that of the official intermediaries'. According to this view,
government policy should restrict the activities of IFMs.

On the other hand, the opposing view claims that IFMs have played an important role in
serving those who have fällen outside the purview of the formal financial sector, and that
they maintain very low transaction costs because of their comparative advantage in
information acquisition and lower administrative costs. Further, they are considered
competitive and agile', improving the allocative efficiency of loanable funds. Hence,
informal financial markets should be protected from excessive government intervention
and regulation'.

Much of this disagreementis due to the following issues:
1.

Informal financial transactionsby their very natureoccur outsidethe domainof
the legal system. Thus little reliable and systematicevidence is available for
detailedscrutiny.

2.

The activities of the informal sector are often defined in a residual manner,
namely "all activity that lies beyond the pale of official regulation or control is
considered to be informal in nature"9. Treating informal financial activity as a
residual is, partly, responsible for the dearth of in depth analysis in the financial
development literature.

3.

The understandingof the operationof IFMs is influencedby a limited numberof
empirical studieson informal financethat are dominatedby researchin the Indian
sub continent.There has beena drift towardsa generalisationof the findings of

6
7
8
9

This is clearly realised in the works of Goldsmith (1969), Shaw (1973)
and Mckinnon (1973).
See Taylor (1983) p. 92 and
our literature review in chapter (2).
For further details of this
view see for example: Pischke, Adams and Donalds (1983).
Montiel, Agenor and Haque,
op. cit., p. 8.
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these limited studies, giving a possibly erroneous and inaccurate view of IFMs in
essentially different economic and cultural environments.
4.

Labelling the informal financial sector by epithets like 'black', 'underground' and
'hidden' has resulted in making this sector subject to ideological debate and
ensued a difficulty in undertaking an impartial analysis of its role, growth or
implications'o.

(8.3) A taxonomy of informal finance:
Informal financial transactions are heterogeneousand occur in several sub markets that
make up the informal financial market. Indeed, some types of transaction are not 'market'
determined, like private transfers and interest-free loans between relatives and friends
I1
by
but
by
which are governed not
market mechanisms
rather
social relations.

However for the purposes of this study we distinguish between four categoriesof
informal finance: (1) occasionallending; (2) regular lending; (3) interlinked credit, (4)
financethrough collective arrangementsand (5) informal financeat a corporatelevel.

(1) Occasional lending covers all direct intermittent loans by individuals with a
temporary surplus of funds". This type of lending arises in the absenceof personal
consumercredit and small enterpriseloans. Friendsand relativesare the main sourceof
such loans. Dependingon the strength of the relationshipwith the borrower and the
purposeof the loan, theseloansarepredominantlyinterestfree for consumptionpurposes
and are governedby the principle of profit and loss sharing in the caseof production
purposes.Generallythey tend to be state-contingent
with flexible termsand no collateral.

10

ibid., pp. 8-9.

110n

non-market financial transactionsseeCox and Jimenez(1990), and their role as an alternative to formal social security programmes
in LDCs see Cox and Jimenez (1992).

12
SeeGhate(1992).p 23.
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(2) Informal lending can take a regular form13. This requires the existenceof specialised
moneylenders or pawnbrokers. A typical money lender utilises his close knowledge of the
borrower and often faces no competition in providing the service given this information
advantage he possesses. Consequently loans obtained from this source tend to be
by
is
demand
inelastic.
Such
loans
the
considered
relatively expensive, as
are
curve
potential borrowers as a last resort14. Relatively high interest rates are charged and
justified by the cost of acquiring information, monitoring and high default risk.

Unless the loan is obtained from a pawnbroker, physical collateral is not of great
importance in this type of informal finance. Informal lenders may substitute physical
collateral by obtaining personal informal information and an enforcement mechanism that
relies on a web of social relations, as shown below. A pawnbroker however lends against
an asset, customarily a household good. The pawned item is forfeited to the pawnbroker
if the principal and the interest are not paid at the agreed dates. The risk in the case of
pawnbroking is limited to the skill in estimating the market value of the pawned item in
the case that it is not redeemedby the debtor.

(3) Interlinked

credit occurs when two or more interdependent exchanges are

simultaneously agreed upon in the form of a bundled deal's. The lender extends credit to
the borrower against the latter's commitment to sell crops, in the case of trader-farmer
relationship, or providing labour service, in the case of employer-worker. Under
interlinked credit arrangements, the continuing relationship in the other market acts as a
substitute for collateral and reduces transaction costs and default risk.

13
SeeTimbergandAiyar (1984)for an extensiveanalysisof this type of informalfinancein India.
14
15

See Montiel, Agenor and Haque, op cit, p. 13.
see Bell (1988) for a comprehensive analysis of interlinked transactions.
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(4) Informal finance may take the form of collective arrangements. An example of these
irregularly,
is
in
individuals
arrangements credit unions
regularly, or
which a group of
deposit funds with a chosen leader. The pooled savings or a share of it is lent to the
loan.
for
in
a
they
to
group members, and
apply
some cases
non members, when
Members are charged no interest or very low interest. The most common form of
in
known
is
Associations
Rotating
Savings
Credit
are
collective arrangements
which
and
the financial development literature by the acronym (RoSCA)16.

RoSCAs have an extended history in developed and developing economies and are found
in countries as diverse as Japan and India in Asia, Niger and Ethiopia in Africa and
Bolivia and Mexico in Latin America". RoSCAs are considered to be one of the oldest

financial innovations and they predate monetisation". RoSCA continues to be an
important instrument of savings and a significant source of credit.

(5) Informal financecan be in a corporate form. The so-calledFinanceCorporationsin
India provides an exampleof this form. These companiesare widespreadin several
provincesin India and function as unregulatedbanks. A FinanceCorporation can be a
family or a businesspartnership,startsby utilising own funds for lending and expandby
acceptingdepositsin the form of cashcertificatesand cumulativedepositsfor specified
periodswith relatively high interestpaid on them. They normally lend to relatively high
risk borrowers who do not have accessto the formal intermediariesand thosewho are
geographically remote from the domain of formal services."

16

The world Bank (1989) and other studies report different namesof RoSCAs indifferent countries; e.g. fand in Mexico, chit in India,
tontine in Niger, hagbad in Somalia, chilimba in Zambia, kou in Japan, pasanakusin Bolivia and gameyah in Egypt, see World Bank
(1989) p 114 box 8.2; Adams and Canavesi (1989) p 223; and Mrak (1989) p 65.
17
18

See Adams and Canavesi, op. cit, p 220; and Miracle, Miracle and Cohen (1980) pp 704-705.
See Von Pischke (1991), p 14.

19For

a description of the activities of these companies in India, see Nayar (1982), pp. 5-39.
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Finance and Loan companies in Korea are an example of this form of finance. These
unregulated companies were established in the 1960s as a response to the then tight
monetary policy. They apply a sophisticated system for risk evaluation and specialisein
small credit for working capital to small retailers and consumption loans.20

Moreover the Islamic Investment Companies (IICs) in Egypt which flourished and, then
collapsed, during the 1980s can be considered another example of informal finance at the
corporate level. However there is a further difference in the case of IICs as their
'depositors' were not aware of its informal nature which was based on a pyramid
21
scheme. In Egypt however the IICs were only informal borrowers as they directly
'allocated' their funds while in Korea and India informal financial corporates were
borrowers and lenders, i. e. full intermediaries.22

(8.4) Village Selection:

The initial plan was to chooseone Governoratein southernEgypt and another in the
north to allow for inter-Governoratecomparativeanalysis.Alas, the security problems
in southernEgypt, during the period of the study, preventedthat from happening.Thus,
the decisionwas to focus on inter-Village comparisonsand concentratethe researchin
one Governorate,that is the Kalyoubbiya Governorate,a rural province in the delta,
locatedabout 60 Kilometres north eastof Cairo as shown in figure (8.1).

20

See Hahm (1989), p. 17.

21See
chapter(5) for an analysisof thesescompanies.
22

As shown in our analysis of the lICs,
we should be careful with the term allocation of funds as they were mainly used in a pyramid
scheme.
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Figure (8.1)
A map of the location of the Kalyoubbiya Governorateand
the four surveyed villages
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The population of the Kalyoubbiya Governorate was roughly 2.9 million in 199223,
occupying an area of 1001 Km2. This makes the population density as high as 2897
person/Km2, the fifth highest in Egypt. Approximately 43 percent of the population live
in urban areas. Of the governorate's urban population, some 66 percent live in the
southern industrial area, close to Cairo, where some firms were first established in the
second and third decadesof this century. Later in the 1960s, during a period of heavy
industrialisation, this area becameone of the main industrial locations in the country. The
rest of the urban population lives in the Governorate's capital, Benha, and some other
under-developed cities.

23

Estimatedfor 1992from 1986Census
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Kalyoubbiya, as shown in table (8.1) and like her neighbouring Governorates in the fertile
delta24,is characterised by a high level of farm fragmentation and the prevalence of small
landholding (less than one feddan)u.

Table (8.1)
Kalyoubbiya 1990: Distribution of Land Ownership
Feddan

Owners

%

Land (feddan)

%

Lessthan 1
12345102050100-

133,594
18,718
13,149
4,486
4,526
3,235
1,616
751
131
38

74.1
10.3
7.2
2.4
2.5
1.7
0.8
0.4
0.07
0.02

44,522
24,365
27,010
18,056
19,542
17,634
19,935
17,534
8,152
6,931

21.8
11.9
13.2
8.8
9.5
8.6
9.7
8.6
4
3.4

Total

180,244

100

203,681

100

Source: CAPMAS (1992), p. 75.

in Kalyoubbiya,as in the
The problemsof land fragmentationand small land ownership26
rest of Egypt can be attributedmainly to four factors:
The land reform laws. The first law promulgated in 1952, limited the ownership

1.

1961
feddans
family.
law
200
The
land
to
of
per
subsequent
of agricultural
reducedthe ceiling to 100 feddans.
The impactof Islamic law regardinginheritancewhich divides the inheritedland,

2.

accordingto specific shares,amongthe inheritors.
The slow progressin land reclamationprojectswhich lags far behind the growth

3.

of population.

24
25

See Commander (1987) p 46 for a description of the main similar characteristics of 3 other governorate in the delta.
1 feddan - 24 qirats - 43 hectares - 1.038 acres.
.

26It

is quite ironic that in the beginning of the century Lord Cromer ordered the Bank of Egypt to forgive the impoverished debtorswho
own 5 feddans or less during a bad time in the cotton market. An order that led to the collapse of this once successfulcommercial bank.
In contemporary Egypt this category of owners is 95.8% of the total number of land owners. Under the dominance of thosewho own less
than 1 feddan, the owners of 5 feddans are called sarcastically today's feudal lords.
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4.

The scarcity of entrepreneurs with sufficient funds and interest in agriculture.
This problem forces land sellers to fragment their land further in order to find a
buyer.

What the table cannot reveal is the fact that, traditionally, families tend to register their
land ownership under the name of the person who looks after it. This practice is widely
applied in order to facilitate servicing the land, obtaining credit and selling the product,
especially in the case of the so called absent owners, i. e. those who live away in urban
Egypt.

However, the proximity of the Cairo market, which serves more than 10 million
consumers, has led the agricultural sector of the Governorate to specialise in relatively
high earning fruit and vegetable production and has recently, since mid 1970s, diversified
into poultry production.

During the last threedecadesseveralinfrastructureprojectswere implementedto provide
many of the inhabitantsof the Governorate,especiallythosewho live in the urban areas,
with tap water, electricity, schooling,healthcentresanddistrict hospitalsanda reasonable
27
network of roads. As a result, in addition to the commoncategorisationof regionsto
urban andrural, many partsof Kalyoubbiyacanbe describedas semi-urbanor semi-rural
dependingon the level of urbanisationand type of activities of the population.

27

Despite the bias in spending towards Cairo, Alexandria
and the Suez Canal Governorate, Kalyoubbiya managed to get a relatively
reasonableshare of government spending on infrastructure projects, this could be attributed mainly to its proximity to Cairo.
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After selecting the Governorate28, the next step was to select a district. This was the
district of Kafr Shukr, a new administrative district established in 1963 and occupying
its
draws
Nile
River
branch
Governorate29.
The
Damietta
the north east part of the
of
western boundary with Menoufiya Governorate, Sharkiya Governorate lies to the eastand
Dakahliya Governorate to the north of the district. Al Tawfeeky Canal runs through the
district which is linked together with bridges and simple ferryboats. The district of Kafr
Shukr consists of 24 villages including 'Kafr Shukr', which was given city status in 1968.

(8.5) The Sample Size:
In a textbook approach to the determination of sample size30 the researcher works from
,
in
to
the
sampling
variance
relation to
compute
expected
a model of sampling errors
sample size and fixes this variance depending on the degree of precision required.
However, in practice, this approach does not necessarily lead to very clear cut results
becauseof the multiplicity of analytical objectives.

Further, it has been realised that a better approach would be to start from resource
3'
constraints, e.g. cost and time. The latter approach may determine a smaller sample size
than that determined by the former. It is widely acceptedthat "a small well designedand
in
large
is
Thus,
has
been
botchedn32.
to
that
an attempt
a
study
executed study superior
to obtain high quality and comprehensive data on sensitive issues, researchedunder time

28The

Kalyoubbiya Governorate is administratively divided to Marakez (counties or districts), and the Marakez in their turn are divided
to Qura (villages). This administration structure combines featuresof both local administration and local self government. There are two
councils at each administrative level: an elected council and an appointed executive council. These councils do exercisesome legislative
power and perform a wide variety of functions in education, health, housing, public services and the distribution of subsidisedfood and
goods. However the councils are directly and strongly controlled by the central government which funds their budgets, appoints the
members of the executive council and influence the selection of the members of the 'elected' council.
29
30

See map no (1).
For a discussion of the determination of the samplesize seefor example Foreman (1991), Levy and Lemeshaw (1991), Babbie (1990).

31

See Sudman (1976) pp 85 89 for a discussion of financial and non financial costs as constraints that face applied researcherswith
particular reference to the case of Ph.D dissertation and see Foreman op. cit. for a review of different issuesaffecting sample design.
32

Sudman op. cit. p9
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and cost constraints, the number of villages and the size of the sample had to be kept as
small as possible.

The sampling unit, as mentioned above, is the household. The conceptual problem of the
term 'household' is well known33. Two main concepts are usually used; the de jure and
the de facto. According to the latter everyone who slept in the family home on the night
before the interview is a household member. According to the former it is required that
individuals sleep and take their meals in the household over a minimum specified period
of time.

Given the fact that actions taken by those who are only occasionally present in the

household, apart from the householdhead, hardly influence its credit and financial
decisions, the study rejects the de facto approach in favour of the de jure.

The specified minimum period for a person to be a member of the householdis six
information
having
Due
to
the
of
necessity
on the household'shead,he or she
months.
is considereda memberof the household,evenif he or shewas absentfor more than six
months.

Thus, in this study the householdcanbe onepersonor a group of peoplewho live in the
samedwelling, for at least the previous six month to the interview, eat from the same
pot, and shareresourcesfor the purposeof pursuing their mutual well-being.

Applying a two stagerandomsamplingmethod" produced200 householdsdistributedin
4 randomlychosenvillages. At the first stage,the 4 villageswere selectedfrom a sample
33

See Bryant (1990) pp 1-4 and Casley and Kumar (1988) p 60, for a discussion of the conceptual problem of household and Scott et
al (1980), for a view on the possible consequencesof the conceptual problem on the results of field studies.

34

For further details on multistage sampling, see for example, De Vaus, op. cit. pp 52-69; Jolliffe, op cit 27-57; Levy and Lemeshow
212-244.
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frame. The frame is a compiled list of the 24 villages in the district of Kafr Shukr.
They are 'Al Menshat Al Kubra',

'Asneat', 'Kafr El Shahawy' and 'Kafr Shukr',

henceforth Menshat, Asneat, Shahawy and Shukr respectively. Figure (8.1) above shows
the locations of the four villages.

The second stage was to take a sample of households from each of the four villages. This
in
1986
because
latest
difficult
the
was not available
stage was rather
national census of
date,
is
disaggregated
form.
Moreover,
as
the
of
out
considered
census
a
after six years,
far as our research is concerned. Thus we had to find a more reliable sampling frame.

In order to achieve this objective, we applied the following procedure: for the two

board
Shukr
Asneat
large
the
and
on
updated
electricity
we relied
relatively
villages of
have
includes
the
those
names
and
addresses
of
not
only
already
register which
who
electricity but also the names and addressesof those who apply for the service. Further
we augmentedthis register with the list of parents of compulsory primary schools pupils.

To form a sampling frame for the two smaller villages of Shahawyand Menshatwe
undertook a householdcount. Table (8.2) below shows the number of the randomly
selectedhouseholds for each of the four villages.

Table (8.2)
Populationand samplesize of the four villages

*
**
***

Shukr

Asneat

Menshat

Shahawy

Population(1986)*

15144

8911

5859

1922

Population(1992)**

17257

11179

6676

2190

Numberof Households'''

3522

2281

1362

446

SampleSize

80

50

40

30

Samplesize / population%

2.27

2.19

2.93

6.72

Source: CAPMAS, National Census 1986.
Calculated for 1992 with 2.2 net averagepopulation growth rate.
Householdsamplesize is approximately4.9 for the Kalyoubbiya Governorate:CAPMAS National Census
(1986).
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It is worth noting that the household size in the rural areas is greater than the 4.9 average
for the whole Governorate which includes rural and urban areas. In the urban areas the
household size tends to be smaller due to several factors, including education, size of the
dwelling, the influence of family planning programmes and the absenceof the role of the
extended family. In a recent study by CAPMAS on income and expenditure 1990/91, the
averagehousehold size was 6.7 in the rural delta. In this study the averagehousehold size
is 5.66. Thus, the Sample/Population % per village, in our study, is actually larger than
the figures shown in table (8.2).

(8.6) The Questionnaire:
In order to accomplish the objectives of the study, a pre-coded questionnaire35was
designed to provide a complete picture of each household and its asset and debt status.
The questionnaire was written in Arabic and consists of the following main sections,
which are described in further details below.
1.

A household roster which provides a list of HH members, their sex and age.

2.

A record of the Household'smemberswhich provide data on marital status,
educationand employment.

3.

Standardof living componentwhich showsthe detailsof type of the dwelling, and
its possession;water supply; fuel used,possessionof a toilet insidethe dwelling;
a record of owned durable goodsand the HH type of transport .

4.

Income level and main sourcesof income.

5.

An assetholding record containsagricultural land and non

agricultural land,

other real estate,livestock, farming equipmentsand other miscellaneousassets.
6.

Size of savings, and saving instruments already used by the HH and their relative
importance.

35

The author benefited from the following
references in constructing the pre-coded questionnaire: Fowler (1984), Babbie (1990),
Grootaert (1986), Cody and Smith (1987), Delaine
et at (1992) and de Vaus (1987).
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Main details of deposit accounts with the formal sector, e.g. type of bank, deposit

7.

size, reasons for opening an account.
Borrowing from the formal sector component which provides details of the loan,

8.

e.g. size, source, cost, collateral, duration, cases of default.
9.

HH reservations and views on the services of the formal financial sector. '

10.

An inflation hedgescomponentthat provides information of the HH possession
of inflation hedges,suchas gold, foreign currencies,durablegoods,hoardingof
in
building
A
the
specific consumption goods,
materials.. etc. record of
changes
inflation hedges, and reasons for keeping/liquidating them.

11.

An informal sector component that covers in details the borrowing and/or lending
transactions.

12.

A componenton the characteristicsof collective financial arrangementsthrough
RoSCAs.

13.

A section on the effect of a hypothetical net increase of income and wealth on

households.
behaviour
the
of
saving
14.

A sectionon the HH's reactionto the main changesof the formal sectorservices,
and the impact of the increaseof nominal interestrateson the portfolio selection
of the HH.

15.

A record of the changesof the size of formal and informal loans sinceJanuary
1991.

To test the reliability and consistencyof the answersof the intervieweessomeadditional
Moreover a pilot study of 30 HHs, in the
questionswere includedin the questionnaire36.
researchfield, wasconductedto testthe relevanceof the questionsanddiscoverany flaws
in the questionnairelest they affect the main study. The findings of the pilot study led to
minor modificationsin the initial version of the questionnaire.However, the pilot study

36

See the questionnaire number (1)

and the list of variables in appendix number ( ).
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was a good opportunity to examine the responsivenessand cooperation of the potential
interviewees which were quite promising.

All sample households were interviewed by the author37.An informed guide38from each
village was chosen. The guides' responsibilities were to allocate the addresses
him
interviewing
date
head
inform
household
time
the
of
the
and
of
geographically, to
households.
introduce
her
the
to
the
to
the
of
members
author
or
and

The average interview lasted for around 2.5 hours. This normally included an
introduction to the household members, serving tea and informal chat with the
household's leader about the purely academic purposes of the study and some other
issues. This was quite useful as a warming up session before starting the questionnaire.

(8.7) Socio-economic characteristics of the four villages: 39

Due to the coexistenturban and rural featuresof Shukr and Asneat, we considerthe
former as semi-urban, while the latter as semi-rural. Menshat and Shahawy, with
insignificanturban features,are typical examplesof a traditional Egyptianvillage. These
in
indicators
four
the
the
villagesprovided
socio-economic
of
classificationsare reflected
in table (8.3).

The meanHH size in the four villages was 5.66 and that of individual villages did not
in
6.07
in
Menshat
from
figure
it
from
5.45
deviate
to
this
significantly
as ranged

37

On survey interviewing rules, see Fowler op. cit pp 107-122 and Babbie op. cit 187-201.

38

As expected some of the villages' roads had no names and some of the buildings had no numbers, so it was essential to get the
assistanceof someone who knows the people by name and location. In the case of Menshat and Shahawy the guides were voluntarily
selectedby each village's chief, in the case of the other two villages, a guide was recommendedby leaders of households who were
interviewed in the beginning.
39For

further analysis of the socio-economic characteristics of rural Egypt and the main economic changes in it during the last three
decades, see Abdel Fadil (1975), Adams (1985), Commander (1987).
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Shahawy. The average age of the HH head was approximately 46 years, again without
significant difference between individual villages.

The different stagesof urbanisation in the four villages are reflected in terms of education
and occupation of HH heads. Shukr outperformed the rest of the villages in terms of
lowest illiteracy rates and higher percentages of HH leaders with formal degrees. Only
22.5 % of HH heads in Shukr were directly dependent on agriculture, i. e. landlords,
agricultural labourers and fellahs40,while 31.3 of them were government or public sector
employees. Agricultural labourers at 33.3% and 30% formed the biggest groups of HH
heads in Shahawy and Menshat respectively. Government and public sector employment.
was significant in all villages; its lowest figure was in Asneat at 16%.

Unemployment rates ranged between 2.5% and 6% which in a country with 17.5% is
remarkably low. Two factors are behind such low figures of unemployment in our
sample. First unemployment is generally lower than average in rural Egypt. Second, and
more importantly, the unemployment estimated here is that of the HH heads who belong
to relatively high age groups (the mean age is 46 years).

' We
prefer to use the Arabic word fellah instead of farmer or peasantas it more describes the socio-economic characteristics of the
Egyptian fellah.
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Table (8.3)
Main socio-economic indicators of the sampled villages
Shukr

Shahawy

Asneat

Menshat

All
villages

Numberof households

80

30

50

40

200

Meanhouseholdsize

5.71

6.07

5.5

5.45

5.66

household'sleader

46.5

46

45.8

45.2

46

Educationof the HH's leader(%):
1.
Illiterate
2.
Readsand Writes
3.
Below G. Certificate
4.
GeneralCertificate
5.
University Degree

20
28.7
17.5
21.3
12.5

33.3
30
10
20
6.7

34
26
18
18
4

22.5
40
12.5
12.5
12.5

26
30.5
15.5
18.5
9.5

Occupationof the HH's leader(%):
1.
Land Lord
2.
Agricultural Labourer
3.
Artisan
4.
Merchant
5.
Government/publicsector
6.
Private Sector
7.
Fellah (farmer/peasant)
8.
Unemployed
9.
Others

5
5
17.5
13.8
31.3
7.5
12.5
5
2.5

3.3
33.3
6.7
6.7
20
3.3
23.3
3.3
0

8
20
18
6
16
6
18
6
2

5
30
10
7.5
22.5
2.5
15
2.5
5

5.5
18
14.5
9.5
24
5.5
16
4.5
2.5

Mean value of household'sassets

246222

64838

88880

82377

146910

Mean incomeof householdper annum

7040

3950

5550

4600

5716

Mean savingsper annum

2061

745

1655

923.7

1535

Land holding: (Feddan)
1) can land ownership
2) Mean rentedland (from others)
3) Mean rentedland (to others)

3.31
0.08
0.09

0.71
0.19
0.01

0.99
0.36
0.10

0.69
0.14
0.11

1.82
0.18
0.08

Main branch
Yes
Hospital
Yes
Yes
Yes
Yes
Yes
Yes
Yes

Agency
No
No
Yes
No
No
No
No
No
No

Village bank
No
Centre
Yes
Yes
Yes
Yes
Yes
No
Yes

Agency
No
Centre
Yes
Yes
No
No
Yes
Yes
No

Average age of

Available facilities
Agricultural Bank (PBDAC)
Commercialbank
Medical centre
Primary school
Preparatoryschool
Secondaryschool
Pavedroad
Bakery
Veterinary station
PostOffice

Source: Survey data and the district council oarur.

Encounteringvarious problems in the processof collection and calculationof assetand
incomedata is expectedin a predominantlyagricultural region. Most of the households,
directly or indirectly earn their living from agriculture which is subject to seasonality,
weatherchange,disease,and so forth, which increaseuncertaintyin yields and, evenin

41
We follow the classification of Commander (1987), p. 51.
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the most stable periods, generate fluctuations in incomes.42 Moreover the different
intervals of earning income. While the receiving of regular wages and salaries is
in
incomes
irregular
by
the case
to
as
such
relatively easy record and recall
respondents,
of agricultural labourers are more difficult to compute.

Further some respondents may report false figures for incomes and assets, even if the
true figure are known by them. For example a low income respondent may feel
income
it,
high
income
his
to
actual
embarrassed report
and may overestimate while a
respondent, fearing envy, avoiding questioning about the source and/or concern of
taxation may underestimate his income, regardless of any kind of assurancegiven to him.

However we attempted to minimise these problems by double checking the reported
income and assetsfigures against expenditure items and a list of indicators of standard
of living, such as durable goods possessed,meansof transportation,.. etc, included in our
questionnaire.43Moreover obtaining the information directly by the author and visiting
the household dwelling enabled us to apply these checking procedures and assisted in
obtaining better information than otherwise.

Table (8.3) shows that the mean value of household'sassets44
in the four villages was
approximatelyLE 147thousand.The figure reached£E 246.2 thousandin Shukr, which
washigher than the generalmeanby 68%, while the meanfor Shahawywas lessthanthe
averageby 56%. Therewas a remarkabledifferencein the threetypesof agriculturalland

42See

Deaton (1992), p. 99.

43See
in appendix(#).
the translationof the main itemsin the questionnaire
44Assets
value include the values of holdings of agricultural and building lands, dwellings, stores, shops,livestock, equipmentsand other
assets.

301
holdings across villages. Shukr has the greatest mean of land ownership at 3.31 feddanas
while Shahawy had the lowest mean at 0.71.

The average income per HH for the four villages was LE 5716 per annum.46Shukr had
%
%,
53.0
by
26.9
income
£E
higher
highest
7040
at
also the
mean
per annum which was
had
Shukr
Accordingly
Menshat,
Shahawy
78.2%
Asneat,
than
that
respectively.
and
of
the highest mean savings per annum, as shown in table (8.3). However we found that
the two low income villages had a better distribution of income than the high income
ones. By using Lorenz curves47for the individual villages, figure (8.2) shows that
Shahawy and Menshat had a better distribution of income than Shukr and Asneat.

Figure (8.2)

Lorenz curvesof the four surveyedvillages
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Source: Survey data.

45
1n order to facilitate calculations we are using the feddan and not the qirat (1/24 feddan) as a unit of account for agricultural land.
46According

to our estimatesper capita income was approximately LE 1009.9 which is 50.02 `& of the per capita income estimatedfrom
national accounts which was LE 2013, seeIMF (1992). While we argue that such discrepancy may be partly attributed to conceptual and
estimation procedures in the two different approach, it is worth mentioning that per capita incomes are lower in rural Egypt than the
economy average.
47On

the size distribution of income and its presentation see Lambert (1989), chapter (2)
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As shown in table (8.3), Shahawy is the least developed village with very limited facilities
while Shukr is the most developed amongst the four villages. However in terms of access
to agricultural credit we realise that the four villages had a fair access to the services of
the Principal Bank of Development and Agricultural

Credit PBDAC through its branches

and representative offices.

At the country level the PBDAC has 17 affiliated banks based in Governorates, including
Kalyoubbiya,

with a network of 800 village banks and 4300 agencies distributed all over

rural Egypt.

Figure (8.3) shows the development of total loans advanced by the PBDAC in the district
of Kafr Shukr and number of borrowers over the period 1989-93.

Figure (8.3)
Size of agricultural loans
and number of borrowers (1989-93)
Loans (millions)

Borrowers (thousands)

a

7,

I TIO

0

11091

Loans

0 5.1

PI

Borrowers

Source: The PBDAC branch in Kafr Shukr.

(8.8) Household portfolio structure:
In the absence of risk and transactions costs and the presence of perfect divisibility of
assetswhich have exclusively a financial yield, there would be no need for holding nmultiasset portfolios as acquiring a single asset would be sufficient. However these four
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requirements for not holding a portfolio

cannot be met except in a perfect imaginary

world. In the real world there is a risk problem, there are various forms of transactions
costs, assets may not be perfectly divisible and an asset may have additional non-financial
"
Hence holding
from
house.
the
yields such as
pleasure gained
owning a painting or a
a single asset would not be sufficient and holding a portfolio
overcome these four problems including diversification

of assets is essential to

of risks.

In rural Egypt however we suggest that it is by happenstance more than deliberation that
households 'select' their portfolios.

This is attributed to various economic and cultural

factors which are highlighted by examining the components of the household portfolios
in the four villages shown in figure (8.4).

Figure (8.4)
Household portfolio selection
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Source: Survey data.

We asked the respondents to report all instruments used for saving purposes and rank
them according to their importance in their portfolios. By focusing on assetsclassified as
of 'main' importance in household portfolios we established the dominance of cash,

48Baumol

(1970), p. 3.
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first
be
land,
livestock
considered
agricultural
gold and
as principal assets which can
category components. Possessing a formal deposit savings accounts, establishing a
project, normally agricultural-related, participation in a RoSCA49ownership of real estates
form
in
informal
in
the
lending
the
the
and
portfolios
and
sector were also significant
second category.

The insignificance of shares and bonds is expected according to our analysis of the
problems of the Egyptian securities market in chapter (4). Mainly due to religious
reasons, insurance policies were also very insignificant in the HHs' portfolios. Against
in
inflation
hedge
importance
durable
the
a widespread view regarding
goods as an
of
Egypt we did not find them significantly important. This is attributed mainly to the use
of other inflation hedges such as gold and real estatesin rural Egypt. Moreover none of
the respondents who possess a car considered it a main asset in their portfolios and
ranked as being of secondary or marginal importance.

When we examined the portfolio composition at the village level we noticed that the
relative importance of assetsdid not significantly change, apart from the fact that cash
and not gold was the dominant asset in Menshat. Moreover shares and bonds were not
present in the Shahawy and Menshat portfolios.

(8.9) The importance of gold in HH portfolios:
As shown in figure (8.4) gold was the third 'main' asset in HH portfolios, after cash and
agricultural land, and the first asset if we include all categories. Traditionally Egypt
maintained an active gold market which added to the desirability for gold as a store of
wealth. Easily accessible markets, which facilitated purchase, sale, and pawnbroking
arrangementswere widely practised making gold highly liquid. The following description

49A

detailed analysis of RoSCA in Egypt is provided below.
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of the activities of the gold market in Cairo summarises the importance of gold compared
to other assets:
"A visit to Cairo gold market, for instance during the daily rush hours.. is quite instructive
to the economist. The fellahin of the villages arrive with their bank notes and return after
a few hours with their choice of coined gold or gold jewellery. The motive of the hoarders
is not just to substitute one form of wealth with another, but to increase the degree of safety
of their savings without reducing the liquidity of this investment. Gold fulfils this purpose
but also fits other purposes well. The custom has become established owing to satisfactory
experience of many generations acting in the same way. For the same reason, appeals to the
peasants to use banking facilities for their cash surplus have so far had only a limited
'0
effect" .

Our survey shows that 87.0% of the 200 households possess some gold. As shown in
figure (8.5) households normally distinguish between three main different purposes for
keeping gold, namely showing off; saving and insurance. '

Figure (8.5)
Main purposes of holding gold
200

Show Ot
Main

Saving

Secondar

Ins,urince
+Marginal

Insurance against unexpected shocks was the primary purpose for hoarding gold, saving
to smooth consumption over time comes second and showing off comes third. However

keeping gold for a purpose does not prevent it from facilitating others, e. g. a gold item

50
Bonne (1957), p. 198; quoted in Drake (1980),
p. 126.
51See
chapter (6) for a discussion of the motives for keeping gold.
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may be purchased mainly

for showing

off but may be liquidated

to cover some

unexpected expenses.

Figure (8.6)
Gold as an inflation

hedge
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Source: Gold price is the average retail price per one gramme of 18 qt. gold as published in Al-Abram
Newspaper, at the last Monday of January of each year. Inflation is the annual change in the ('PI index obtained
from the CBE; the 1994 figure is estimated.

In addition to being a highly liquid asset, gold has to be an inflation hedge in order to
accomplish these prescribed functions. Figure (8.6) illustrates that the real change in the
price of gold during the 1985-94, with the exception of two years, was positive with an
average of 6.05 %. Compared with the negative real interest rates on hank deposits, gold
had a positive 'return'

sufficient enough to attract households to owning it»

from the Islamic point of view gold is considered a 'lawful'

Moreover

substitute for interest-hearing

financial instruments given the abolishment of riba, usury, as analysed in chapter (5).

52

Chandavarkar

(1961), pp. 139-40, argues that the role of gold as an inflation hedge in an under-developed economy is distinctly
subsidiary. He contends that in a subsistent economy where incomes are generated from non-monetary activities households are protected
from high inflation to the extent that they are not aware of costs and
risks associated with inflation to seek a hedges against it, and even
if they are aware they may not have the sophistication to do so. We
argue that this view is not applicable in the case of Egypt for several
reasons, first the Egyptian economy, as shown in the previous chapters, is highly monetised and in our surveyed region there a trivial role
of subsistence economy. Inflation as shown in chapters (6) and (7) cannot be described as low and prices were highly unstable which called
for provisions against the associated risk and cost. Third, hedging by purchasing gold does not necessarily require high skills and
sophistication, especially, as we were informed by several households, gold owners do not follow the daily or even the monthly changes
in the relative price of gold, instead they
mark a specific time in the year, normally after harvest, to consider their selling, buying, or
holding decisions.
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Table (8.4)
Purposes of liquidation of gold
Purpose
Starting

Percent
or expanding

25.0

a project

Contribution to daily expenses
Medical expenses

20.7
15.2

Purchase or renew dwelling
Marriage expenses

I4.0

Purchase of a durable good
Working abroad
Buying a piece of land
Depositing the value in a hank
Other

6.5
4.3
2.2
2.2
2.2

7.6

Source: Survey data.

52.9% of gold owners reported that they liquidated some or all their gold during the two
years that preceded the d»>e of the survey. As presented in table (R.4), in most of the
cases the liquidation

(8.10) Interim

of gold was for consumption purposes.

Conclusion:

In this chapter, we have provided a taxonomy of informal finance in LDCs, distinguishing
between five main forms, namely, occasional lending, regular lending, tied credit, credit

associations and corporate finance. Then the approach adopted in the analysis is outlined
by highlighting the two stage sampling method, village selection, the sample size and the
design of the questionnaire.

Based on the survey data, we have discussed the socio-economic characteristics of the
four villages. Moreover we have examined the household portfolio structure. A typical
household portfolio

in the surveyed

region

is dominated

by cash and gold.

importance of gold can be attributed to traditional factors as well as the availability

The
of an

easily accessible and active gold market. The surveyed households distinguish between
three main different reasonsfor keeping gold, namely ostentation, saving and insurance.
In the following chapter we analyse the formal and informal financial transactions in the
surveyed villages.
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Chapter (9)
Analytical Aspects of Formal and Informal Financial
Transactions in Rural Egypt
"Go with me to a notary, seal me there
Your single bond, and, in a merry sport,
If you pay me on such a day,
In such a place, such sum or sums as are
Expressed in the condition, let the forfeit
Be nominated for an equal pound
Of your fair flesh, to be cut off and taken
pleaseth
body
In what part of your
me.
W. Shakespeare(1598)
(9.1) Introduction:

The coexistenceof formal and informal credit marketsis a widespreadphenomenonin
LDCs. As arguedby Hoff and Stiglitz (1993):
"There typically exists a dual rural credit market in developing countries.
In the formal credit market, institutions provide intermediation between
depositors (or the government) and lenders and charge relatively low rates
of interest that usually are government-subsidized. In informal credit
markets, money is lent by private individuals- professional moneylenders,
traders, commission agents, landlords, friends, and relatives- generally out
'
their
of
own equity".

The coexistenceof the two marketsis attributed, in the financial developmentliterature,
to certainfactors suchasthe degreeof asymmetryof informationbetweenthe formal and
informal credit markets, the difference in the cost of loanable funds in each of the
markets, and the heterogeneityof borrowers.3

The objective of this chapter is to analysethe distinctive characteristicsof the credit
market in rural Egypt. We provide an empirical analysisof this market basedon survey
data collected for this purpose, as shown in chapter (8). We attempt to determinethe

1Shakespeare
(1598/1967),p. 84.
2Hoff
3See

and Stiglitz (1993), p. 33.
Jain (1993), pp. 1-3.

309
relative size and importance of informal and formal transactions. Conditions of borrowing
i.
in
formal
informal
lending
highlighted,
the
e. size and
and
and
credit markets are also
length of loans, purposes, role of collateral and contracts, default problems.. etc.

The chapter also highlights the case of RoSCA in Egypt as an example of informal

financethrough collective arrangements.We analyseits structure, mechanismand role
in financial intermediation and discuss its limitations.

The chapter continues by analysing the determinants of formal and informal borrowing.
In order to do so, we construct two models with village dummy variables. The models
are estimated using Tobit analysis. The chapter ends with an examination of the initial
impact of the financial liberalisation programme on households' financial decisions and
their asset and credit positions.

(9.2) Informal finance in rural Egypt:
(9.2.1) Relative size of informal transactions:

Our surveyrevealsthat 86% of the 200 householdsin the surveydid borrow and/or lend,
in the formal and/or informal marketsover the 12 monthsthat precededour survey. The
rest of the households,14%, did not haveany relation whatsoeverwith the two markets.

Table (9.1) showsthat householdswho had depositand current accountswith the formal
banking sector are just 22.5% of the sample,while those who obtainedloans from the
same sector were 30%. The householdswho had borrowing and lending relations,
simultaneously,with this sector were as low as 6%. Those who had no relation,
whatsoever,with the formal sectorwere 53.5% of the sample.

From the same table we find the informal sector was relatively more active than the
formal one, as 69.5% of the householdslent and/or borrowed in the informal financial

310
%
13
Those
lent
borrowed,
of the sample, whereas
who
and
were
market.
simultaneously,
27% of the households extended informal credit to others and 29.5% borrowed from
others. Just 30.5 % of the households had no links at all with the informal financial sector.

Table (9.1)
Formal and informal transactions
Formal Sector(100%)

Informal Sector(100%)

Borrowed

Didn't
Borrow

Borrowed

Didn't
Borrow

Lent

6

16.5

13

27

Didn't Lend

24

53.5

29.5

30.3

Note: Proportion of households-in eac
Source: Survey data.

; n=200.

Having someaccessto the formal credit sectordid not prevent46.7% of the households
from also obtaining someloans from informal sources.Moreover, 13.3% of thosewho
had depositaccountswith the formal sectorborrowed from the informal credit market.
12% of the households reported that they borrowed from- the formal sector and lent in the

informal sector. Nonethelessthereis no reasonto believethat they usedformal resources
in informal lending, especially,as we shall seebelow, most of the informal loanswere
interest free. Further, the sampleshows that 49% of the householdsneither lent in the
informal nor the formal marketsand41.5% did not receiveany formal or informal loans.

By focusing on the borrowing side we find that the relative size of informal credit
obtainedby the householdswas 30.6% of total credit. Taking into accountthat a single
client in our samplereceived34% of formal credit, by dropping this particular loan, we
find that in the remainderof our samplethe shareof informal credit is approximately
40.0% of total credit.4

4

Note that this figure excludes tied credit and RoSCA funds.
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(9.2.2) Characteristics of borrowers:
With reference to the socio-economic groups we find that none of the landlords in the
sample borrowed.
borrowing.

Agricultural

workers and the unemployed were the most active in

58.3% and 55.6% of them respectively obtained informal loans. Merchants,

Fellaheen, 'government

and public sector employees' and 'artisans and other manual

%
in
%,
%,
45.6
44.8
borrowing
52.6
46.9
of their respective
workers' were active
as
and
totals received loans from the informal credit market. In addition, 36.3% of those who
are employed in the private sector borrowed

from the IFM.

Figure (9.1) shows the

relative importance of the above 8 groups in the informal credit market as percentage of
the totals of informal borrowers and lenders.

Figure (9.1)
Informal lenders and borrowers
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Source: Survey data.

The average size of a borrower's household (5.64 members) was no different from that
of a non borrower household (5.68 members). However, it is worth noting that the
households which are bigger in size did borrow more from the IFM; 58.3% and 66.7%
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%
31
8
7
households,
informal
loans
and
the
while
of
and member
respectively, acquired
39.5% of the 4 and 5 member households did.

The IFM borrowers were dominated by those who had no formal education qualifications.
While they were 56.5% of the sample they comprised 63.5% of the 85 1FM borrowers;
31.6%
illiterate.
On
half
hand
that
them
the
the
us
exactly
of
sample shows
were
other
of those who had higher education, 27% of persons with the Certificate
Placement Examination

or its equivalent

and 48.3%

of General

of those who had primary

or

preparatory education obtained loans from the IFM.

Table (9.2) shows that the mean income of the borrowers was £E 3365.9, i. e. 36% less

than the mean income of the sample and half the mean income of those who did not
borrow informally. The mean savings of borrowers was only 23.3% and 14.9% of the
mean savings of the whole sample and non-borrowers,

respectively.

The borrowers'

assets value, on average, was 26.7% of that of non-borrowers.

Table (9.2)
Differences between IFM borrowers and non-borrowers

Mean income (£E)
Mean savings (£E)
can assets (£E
Mean owned land (Feddan)
Mean rented land (Feddan)

IFM
Borrowers

Non IFM
Borrowers

Sample

3665.89
358.82

7231.3
2403.9

56924.7

213421
2.77
(1.21)

571(
1534.8
14691(1
1.91
(). I8

0.52
0.15

Source: Survey data.

IFM borrowers average ownership of land was 0.52 feddan, i. e. 71 % less than the mean
ownership of land in the sample as a whole. The mean owned land of non-borrowers was
2.8 feddan, i. e. 5.6 times greater than land owned by borrowers. Mean rented land held
by borrowers was 75% and 83.3% of the mean rented land held by non borrowers and
the whole sample households respectively. Further, the sample shows us that 74.1 % of

313
1FM borrowers did not own agricultural

land, 77% did not hold rented land and 57%

were not landholders, i. e. with no hiyaza.

More than half of the respondents who had tried to borrow from the banking sector and
had their applications refused, managed to secure loans from the IFM.

Needless to say

that many of those who borrowed from the latter did not go initially to the formal sector
because they assumed that their applications would be refused.

Our data indicate that 60% of the applications refused by banks were not backed by
adequate collateral.

The purpose of the loan was the second greatest cause, 25%, of

refusal, e. g. personal consumption lending was not allowed. Bad experience with the
client was the reason in 15% of the cases for not extending new credit by banks.

When asked about their views on the services of the formal financial sector, 56.5% of
the IFM borrowers mentioned that the lack of collateral was the biggest deterrent.

Cost of borrowing was another problem as 58.8% reported that high interest rates
prevented them, among other things, from borrowing from the formal sector.

Approximately

29.4% reject dealing with the formal banking sector on religious grounds

and a further 27.1% mentioned that they are not quite sure if the banking sector is
'
Islam
the
teachings
to
working according
of
or not. Based on a belief that information
passes freely between different formal institutions, 27.1 % of the IFM borrowers reported
their fear that obtaining formal loans would make them subject to taxation in the future.

5

When the author asked the branch manger of the Principal Bank of Development and Agricultural Credit in Kafr Shukr about this
problem, lie presented a copy of the fntwo given by the Mufti concerning bank dealings and mentioned that he. just refers to it whenever
someone argues with him about the issue of interest rate and whether it is a foramof usury which is prohibited in Islamic Law. It is worth
mentioning that many of the scholars, including the Imam of AI-Azhar oppose the view of the Mufti and consider charging interest rate
an explicit form of usury. It is ironic to find that when the government started to promote rural cooperative societies in the 1920s, the
British obtained favourable opinions from the Mufti in Egypt
and rulings from Malay sultans that the interest arrangements of cooperative
credit did not contravene Islamic Law" see Von Pischke (1991) p 195.
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(9.2.3) Sources of informal credit:
Figure (9.1) above shows that landlords and merchants are the dominant lenders, forming
23.5 % and 22.4 % respectively of the total number of lenders. Government and public
sector employees account for 18.8 % of lenders, 11.8 % of lenders were fellaheen6 while
11.8% were artisans and other manual workers. Lenders from the private sector made
up 9.4%. Agricultural workers and the unemployed in general had no surplus to lend.

However none of those who lend in the IFM should be considered as professional money
lenders becausethe definition of the latter cannot be applied to them. Money lenders are
defined as individuals who spend most of their time lending money' and the major source
of their income is generated through this activity.

In our survey we found that informal lending was intermittent. Lendersand borrowers
are known to each other; 41.2% of the borrowers obtained loans from their relatives,

friends or close neighboursand 36.5% receivedloans from individuals from the same
village. When there was no close relation assistancefrom others in the form of
recommendationto the lender was obtainedfrom a relative or a friend,.. etc, in 28.2%
of the cases.Help was given free, exceptin one casewhen the guarantoraskedfor a fee.

(9.2.4) Purposesof loans:
The purposesof formal loans were predominantlyfor production; 51.7% of the credit
was for agricultural operations,16.7% for trade, 3.3. % for agri-industrialprojects. The
sharesallocatedto consumptionand socialeventswere 10% and 6.7 % respectively.The
rest of the credit, 11.7%, was classified under other purposes.' From our own

6

7

Plural of fellah.

SeeAdams(1991),p. 31.

8A

possible reason why loans classified under other purposes are high, 11.7%. is that some borrowers from the formal sector may use
the loans for different purposes than those declared in their application forms.
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observation and inquiries

loans are used for building

most of these unclassified

or

renewing houses.

The branches of the Principal Bank for Development and Agricultural

Credit (PBDAC)

were the main source of formal credit available to our sample of households, accounting
for 80% of the loans, commercial banks participated with 5% of the loans and employees'
funds were the source of 15% of credit.

Figure (9.2)
Purposes of formal and informal loans

oc

_.
cy

Öj
80

60

40

20

0

10

20

30

411

50

Percent
Fermal

Informal

Source: Survey data.

By contrast, spending on different consumption items and preparing for social events
were the dominant reasons behind obtaining an informal loan. 40% of the households
reported that they borrowed for the former reason and 22.4% for the latter. Informal
credit was also a source of working capital, both for starting a new project and enlarging
an existing project. 27.1 % of the households borrowed for these purposes. Financing
emigration expenses accounted for 5.9% of informal credit. Thus we find that there is a
consumption bias in informal credit, which is justified by several demand and supply
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the nonexistence of formal personal credit designed for consumption

factors including:

in
fact
insurance
limited
lack
that
the
the
many
the
collateral,
role of
market,
of
needs,
cases the amounts required tended to be too small to cover formal administrative costs
and finally the costs of formal borrowing,

which are considered high and/or usurious'.

(9.2.5) Credit characteristics:
The average size of formal loans was £E 4,927.17 with a minimum of £E 300 and a
loans
from
IFM
Although
£E
100,000.
the
the
was greater than
number
of
of
maximum
those from the formal sector, the average size of an informal loan tended to be much less
than formal one, with an average of £E 1,231.94, a minimum as small as £E40"' and a
maximum of £E 20,000. Table (9.3) displays the differences in loan mean size according
to the purpose of the loan from both sectors.

Table (9.3)
Sizes of formal and informal loans according to purpose
Purpose of loan

Informal

Formal

Loan mean size

Cases

Loan mean süc

cases

Production
Consumption
Social events
Emigration

2165.22
539.71
1557.89
563. (1(1

23
34

41

19
S

5%I. 6
I090.0
750.0
0

All purposes

1231.94

85

4927.17

60

6
4
Il

Source: Survey data.

As shown in figure (9.3), IFM loans were held, on average, for 6.7 months. 71.8% of
the loans were for a period of less than 7 months. The IFM loans, therefore, both in size
and duration were associated with relatively short term consumption and working capital
needs. The mean length of consumption loans was 4.7 months, while production loans

9Usury

here follows the Islamic concept, i. e. any charge of predetermined fixed interest rate, see chapter (5) for a further discussion of
this issue.
10

I have been told by some of the interviewees that they frequently borrow and/or lend small amounts of cash as low as five or ten
Egyptian pounds but they do not record or recall them because of their insignificance. Given their frequent recurrence we presume that
if such loans are included, the
relative size of informal credit would be bigger than the figure reported above. However these small
transactions are hard to trace, simply because they are overlooked by the respondents.
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mean duration was by 2.2 months longer. The mean lengths of loans for emigration and
social events were 10.8 and 8.4 months respectively.

Figure (9.3)

Length of loans obtained from the informal sector
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Source: Survey data.

Our sampleshowsthat 90.6% of informal loanswere interestfree, 6% were with a return
determinedaccording to a profit and loss sharing principle while for the remainder,
3.6 %, the return was in kind.

The dominanceof interest free transactionsand profit and loss sharing contracts is
attributedto the strong Islamic prohibition on usury and the solid cultural view against
it andthosewho deal with it. Allah the Almighty saysin the Holy Qur'an: "Oh, you who
believe!Fear Allah and give up what remainsof usury if you are indeedbelievers,If you
do it not, take notice of a war from Allah and his Messenger." (2:278)
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The average return on profit and loss sharing contracts was 1.7% per month with a
interest
%
0.3
%.
2.6
This
than
the
and a maximum of
prevailing
was more
minimum of
rate on formal deposits and less than loan interest rates which benefited both IFM lenders
and depositors. However, as mentioned above, we found a few transactions in which the
interest rate was charged implicitly. This occurred through taking a productive collateral
from the borrower.

In one case a portion of land was taken from the borrower who was an agricultural
worker, until he returned the principal of the loan (£E 600) after 5 months. The loan was
used for spending on some essential consumption items during illness. The realised
interest rate received by the lender was 16.7 % during 5 months. In two other casesa cow
was taken as a collateral. In the first case, the loan was for covering some consumption
needs and its size was £E 150. The realised interest rate was 0.56% per day. In the
second case the size of the loan was £E 240 and was also used for consumption. The
realised interest rate was 0.18% per day.

Usufruct loans", like these three, are used to limit the consequence of information
asymmetries and increase the probability of repayment. They are used in different forms
in many developing economies. In Thailand these loans are used to finance migration and
the lender normally occupies the land until the borrower returns and pays the principal.
In Nigeria similar transactions are called tree pledging as the lender has the right to
harvest the borrower's trees.12

11
Thesetransactionsare knownin The EgyptianGovernorateof MenouffiyaasMougharaqa.
12

See Adegboye (1983), pp. 269-275 for further details of the Nigerian case and Hoff and Stiglitz (1990) p. 243 for a brief discussion
of the case of Thailand.
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(9.2.6) Collateral:
In formal credit markets secured loans are commonplace. They provide the creditor with
a priority claim on a particular asset, i. e. collateral, in addition to a general claim on the
it
functions.
First
debtor13.
Collateral
has
the
two
shifts the risk
other assets of
main
involved in the transaction from the lender to the borrower and second it enhancesthe
borrower's incentives to repay the loan. In other words it limits the moral hazard
problem.

In rural regions, the amount of loan a borrower can obtain is dependent on the size of

land he owns. Given that land is the main sourceof incomeof rural households,they are
reluctantto utilise it in loan transactionsand tend to considerit as a last resort.
Moreover land is not equally distributed and there is a significant ratio of landless
householdswho may try to get loans. Thus other forms of guaranteeappear as a
substitute.

It is remarkable to find in our sample that 92.9% of the informal transactionswere
undertakenwithout marketabletangiblecollateral.Similar evidenceregardingthe rareuse
of collateral in rural northern Nigeria was found by Udry14.In his study collateral was
used in only 3 percentof the loans.

However as shown in figure (9.4) promissory noteswere usedas a form of collateral in
32.9% of the transactions.A promissory note has no market value, but it can be passed
to a third party who may agreeto take over the debt obligation specifiedin it, and it can
be used if the lender wants to take a legal action in the caseof default. Even if we

13
14

Seethe New PalgraveDictionaryof MoneyandFinance,vol (1) pp. 381-383.
See Udry (1990) p. 260.
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include promissory notes, we realise that 60% of the informal credit was extended against
no collateral whatsoever.

Figure (9.4)
Type of collateral used in informal borrowing
No collateral
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Source: Survey data.

On the other hand, in 5 cases, i. e. 5.9% of loans, a productive collateral was taken. We
discussed three such cases of them above under the issue of interest rates and in the other
2 cases productive collateral, agricultural tools and equipments, was taken but not used
by the lender. Gold jewellery

was taken as a collateral in another case.

Moreover, our sample shows that in 61.2% of the transactions no contract was written.
When a contract was written, a collateral, including promissory notes, was also taken in
94 % of the cases.

The phenomena of limited use of collateral is attributed mainly to the following two
factors:
1.

Information flows freely between lenders and borrowers in relatively small
communities that occupy small geographic areas. We found in our survey that
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77.7% of the loans were obtained from friends, relatives, neighbours or village
co-residents. In the rest of the loans we found that some of the borrowers were
known closely to their lenders. Accordingly there was an informational advantage
available to lenders. In the case of having no direct relation with the borrower,
a third party who possessed information about the borrower was used as a
guarantor. Help was received in 63 % of the transactions when the borrower and
the lender were not from the same village. Thus we can argue that tangible
collateral was substituted by a "social collateral"".
Enforcement mechanism is intact in informal financial markets. 16The role of

2.

personal relations and societal links does not end when the borrower receives the
loan. We argue that "societal governance" reduces the problem of screening and
direct
incentives
borrower
debt
the
to
the
the
a
of
repay
and
establishes
enhances
"
enforcement mechanism. Default would cause a tarnishing of reputation and a
denial of access to future loans from the same lender and possibly from other
lenders as well. 18Hence a rational individual will try not to violate the implied
in
is
default;
behind
there
such a
a genuine reason
social code of conduct unless
case the society would intervene to assist the defaulter by extending credit and/or
period of repayment.

(9.2.7) Default:
Our sampleshowsthat default occurredfrequentlyas 55.3% of the loanswere not repaid
on the agreeddates.But after allowing the borrower somemore time for repaymentthere
was a fall of default casesto 11.5%. This emphasisesthe fact that loans in the IFM tend

15This

concept is introduced in Besley and Coate (1991).

16Besley
17

(1994) defines enforcement problem as "a situation in which the borrower is able but unwilling to repay".

See Hoff and Stiglitz (1990) for a discussion of the problems of screening, incentives and enforcement.

18Areetey

and Udry (1994), p. 16, report that in some casesinformal lenders have no effective meansof dealing with those who default
except making them "live with the stigma" of being known to be defaulters.
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to be state-contingent. When insurance markets are absent or incomplete, informal credit
markets play a significant role as they allow pooling of risk over time. Potential
borrowers apply for loans more when they face an adverse shock.

%

Repayment depends on the state of their financial condition. State-contingency facilitates
the pooling of risk as the current lenders may be future borrowers19. This is enforced by
a complex nexus of personal relations, societal governance and the prevailing tradition
and religion. Allah the Almighty says in the Holy Qur'an:
If the debtor is in a difficulty, then grant him time, till it is easyfor him
to repay". (2: 280)

Accordingly we find that in 70% of the 'default' casesthe borrower was grantedmore
time by the lender to assisthim in repayingthe loan in full. Someof the lenders,6.4%,
extendedfurther credit to the borrower. Neverthelesswe found that in 12.8% of the cases
the borrower had to obtaina new loan from anotherlenderto repay the old loan. A legal
action was taken in 10.6% of the default cases,i. e. in 5.9% of all credit transactions.

Table (9.4) showsrepaymentanddefaultcasesbefore grantingborrowers further time for
repayment. It shows that writing contracts and/or obtaining collateral may help in
reducing default, as 61.6% of default casesoccurred in the absenceof them. But one
should state that 34% of default occurred even when the transactionwas backed by
collateral and specifiedin a contract and more than 52% of the fully repaid loans were
obtainedwithout taking a collateral or writing a contract.

19

SeeUdry (1990)pp. 261-263.
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Table (9.4)
Repayment and Default (before time concession)
Default (55.3%)

Repayment(No Default) (44.7%)
Collateral

No Collateral

Collateral

No Collateral

Contract

17.6

1.2

18.8

1.2

No Contract

2.4

23.5

1.2

34.1

Note: Proportions of householdsin each cell; n=85.
Source: Survey data.

(9.3) A note on Interlinked

Credit:

Interlinked arrangementsreduce transaction costs, enhanceborrower's incentives to repay
the loan and limit moral hazard and monitoring problems20.
The most recognised form of interlinked credit in rural Egypt is trade credit. 21
Nevertheless, none of those who were involved in interlinked credit considered it as a

loan of any kind. This may be due to the fact that the credit arrangementis incorporated
in the trade contract to the extent that the two parties may not realisethat they are two
separateagreements.

In our sample,under trade credit, buyers of land productsmadeadvancesto producers
to help them in financing agricultural operations. For examplein the caseof citrus fruit
the contract is typically signedduring the monthsof June and July. Upon signing it the
The
20%
the
the
the
trader
around
product.
producers
of
of
wholesale
agreedvalue
pays
rest is distributed in four equal instalments,20% each, in the months of January,
February,March andMay. The tradernormally startsselling the product, when it is ripe,
by the beginningof Octoberand may not get the full revenueof the tradebefore Juneof
the following year.

20

SeeBell (1988),pp 798-803.

21It

is worth mentioning that sharecropping is not common in the surveyed villages and most rentals are in cash, which is the case
elsewhere in Egypt as noted by Richards and Martin (1983), p. 4.
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This transaction is not strictly a credit transaction but rather a forward sale motivated by
the producer's need for credit during the period between June and October each year. The
price at which the citrus fruit is valued will be less than the prevailing market price when
the fruit is ready for sale. The difference is the implicit rate of interest, usually justified
by the risk of losing some, or all, of the product during the waiting period, on average
five months.

We found that 18% of the households with owned and/or rented land were involved in
tied credit arrangements. The mean owned land under tied credit was 9.3 feddan; almost
five times more than the mean owned land of the sample as a whole. There are three
reasonsfor this; first that tree products, such as citrus fruit, the main agricultural product
of the region, are cultivated on relatively large land. Second, traders who are capable and
willing to extend credit specialise in relatively large scale production. Third, most crops
cultivated on a smaller scale had to be delivered to the government's marketing board and
until quite recently it was a crime to sell them directly on the market.
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(9.4) Informal finance through collective arrangements: The case of RoSCA
Informal finance can take a form of collective arrangements. One of the examples of
these arrangements is Rotating Savings and Credit Association known in financial
development literature by the acronym (RoSCA)22. In this section we will try to describe
the main characteristics of RoSCA in Egypt and analyse its structure, design, mechanisms
and limitations.

(9.4.1) Characteristics of RoSCAs:
In a typical RoSCA individuals voluntarily construct together a club to pool regularly
their savings in order to create loanable funds for the members of the club. The
distinguishing feature of RoSCAs is the intermittent pooling of the deposits collected from
in
(n)
When
be
to
turn.
there
to
are
each
member
members
made available exclusively
participants, each contributes (x) at the beginning of the agreed period (t), normally a
month or a week, where the number of periods should equal (n), and each one will
receive, in turn, (x. n). At the end of the cycle, i. e. after (n) regular intervals, each
member will have received (x. n) which is equal exactly to the sum of funds he or she has
contributed with during the cycle of the RoSCA23.

The above example shows RoSCAs in their simplest form, where no interest rate is
is
is
bidding
to
the
charged, no compensation paid
organiser and no competitive
consideredfor the fund.

As shown in figure (9.5) below the first memberin the cycle gets credit, interest free,
from the rest of the members,while the last memberin the cycle extendscredit to the
RoSCA members.Other members'positionsalternatebetween borrowing and lending.
22

The world Bank(1989)andotherstudiesreportdifferentnamesof RoSCAsin differentcountries;e.g. tandin Mexico,chit in India,
tontinein Niger, hagbadin Somalia,chilimbain Zambia,kou in Japan,pasanakus
in Bolivia andgameyahin Egypt, seeWorld Bank
(1989)p. 114box 8.2; AdamsandCanavesi(1989)p. 223; andMrak (1989)p. 65.
23

SeeBouman(1983),p. 262.

326

Figure (9.5)
Lending and/or borrowing

during a typical cycle of RoSCA

(9.4.2) Merits of RoSCAs:
1.

The RoSCA practice enables a person with small savings to accumulate a greater
sun as he has a clear awareness that his small periodic savings will eventually he

accumulated into a relatively large lump sung.
2.

A RoSCA member manages to save such a lump sung in a shorter period than
when saving on his own. We argue that even if he is allocated at the end of the

cycle he may still reach that large sum earlier than he would otherwise have done,
simply because the commitment

of contributing

regularly

to the common fund

would prevent him from spending it on trivial consumption
saving behaviour of the individual

may improve,

items. Hence the

ceteris paribus, due to the

"RoSCA saving incentive".

3.

RoSCAs are responsive to the economic conditions and social requirements of
their members in terms of the amount of each member's share, duration, order
of

rotation,

consistency

socio-economic norms.

of

rules

and

procedures

with

the

prevailing
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RoSCAs enjoy, like many other informal arrangements, low transaction costs,

4.

which may be close to zero in some cases. There are no administrative expenses,
no information costs, and monitoring is left to strong social ties and pressure
which effectively reduce casesof default. However, it is not reasonableto assume
that transaction costs should be zero as RoSCA should bear some transactions
costs in order to create economic value for its members24.

5.

In an environmentof segmentedcapital markets, the establishmentof a RoSCA
is considered to be a Pareto improvement25. If the purpose of the RoSCA is to
purchase an indivisible asset with a price equal to the amount of the common
fund, then pooling of resource reduces waiting period for acquiring that asset.
Following the example provided by Callier (1990)26;RoSCA reduces the average
i.
(n+
1)/2n,
W=
e. as a fraction of the duration of the entire cycle
waiting period
of RoSCA, by close to 50% of the time needed by participants if they save
individually. Note that Callier assumesthat the saving behaviour of the individual
is the same in RoSCA and outside it. However due to the RoSCA incentive
highlighted in point (2) above, we argue that the saving behaviour may improve.
Hence even the last one in the cycle would benefit from a reduction of the waiting
period compared with autarky.

6.

It is clear from the previous point that it is not just the RoSCA memberswho
benefit from the scheme,as thosewho are attachedto producing and selling the
indivisible product, e.g. durable goods, in the absenceof credit schemeswill
benefit as well without bearing any form of risk.

24
25
26

Von Pischke,op. cit., pp. 16-17.
SeeBesley,CoateandLoury (1990)pp. 4-6 andCallier (1990)p. 274.
See Callier (1990) pp. 274-275.
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RoSCAs do not only play a financial and economic role but also have some social

7.

benefits. Members get together regularly and at such meetings they may exchange
views, contacts are strengthened and other transactions may take place.
8.

Nevertheless, accessibility of RoSCAs can be considered as the most important
ingredient of its attainment. There are no excessive regulations or rules but those
is
deposit
by
the
collateral
and
minimum as one
no
needed,
no
society,
observed
can participate at a level that caters for each individual's income and credit needs.
If the' periodic share is still higher than one's saving ability, he may participate
with another member in one share27.

(9.4.3) RoSCAs in Egypt:
i) Structure:

According to our sample, 45 households,22.5% of the sample, reported that they
participatedin a Gameyah,RoSCA. As can be seenfrom table (9.5) below, the average
size of RoSCA was 10.82 members,with a minimum of 6 and a maximum of 20.

The meanaverageage of memberswas 35 with a range from 26 to 45. The minimum
average age may be higher than expected, but there are four reasons for that.

1.

First, the minimum agehere is the minimum averageage in eachRoSCA so the
minimum age for a memberis lower than 26.

2.

Second,the commitmentof contributing regularly to the commonfund cannotbe
achievedunlessthere is a stablesourceof incomethat is sufficient to allow for
monthly regular savings.Given the high unemploymentrate amongthe youth in
Egypt, obtainingsucha regular andsufficient incomeis a privilege for only a few
of them.

27

See Bouman, op. cit., p. 263.
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Third, one of the main reasons for joining a RoSCA, as shown below, is

3.

due
for
However
home
to unemployment the age of
marriage.
one's
preparing
it
is
is
if
Even
has
still
early,
a person getting married
risen recently.
marriage
if
family
finance
to
the
the
not all, of the
most,
of
responsibility
considered
finance
join
help
So
be
RoSCA
the
to
ones
who
a
marriage expenses. parents may

the expensesof the marriagesof their children, which pushesthe averageage
higher.
4.

Fourth, the purchase of durable goods, which is the main objective of joining

RoSCA, is not relatednecessarilyto age.
Table (9.5)
Characteristics of RoSCA in Egypt
Item

Mean

Standard
deviation

Min

Max

Numberof Members
AverageAge
Duration of the Cycle (month)
ShareSize
Fund Size
RoSCAFund to Income(%)

10.82
35.02
9.51
42.89
474.22
12.22

6
5.4
2.34
24.32
353.27
9.9

6
26
6
10
90
1.76

20
45
12
100
1800
48

Source: Survey data.

In contrast to' the familiar view in Egypt which implies that the main participantsof
RoSCAsare women, the surveyshowsthatjust 8.9 % of RoSCAswere exclusiveto them,
while 22.2% were exclusive to men. However, 68.9% of RoSCAs comprise men and
women with a significant participation of the latter.

I have been told by several intervieweesthat in the past, RoSCAs were consideredas
women's clubs, but during the 1970sand 1980sthis view has changedto the extentthat
we find men dominating them. We surmisethat the reasonsbehind this changecan be
summarisedby three factors. First, the purpose of RoSCAs is no longer limited to
consumptionreasons,as many personsjoin it for productivepurposesas shown below.
Second,the successthey have achievedwith very limited default caseshas encouraged
a lot of peopleto increasethe sharesandhencethe funds. Taking the decisionto increase
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involvement
RoSCAs.
in
directly
the
the
of
necessitates
of
men
activities
participation,
Third, under the revival of religious influence, formal credit schemes are viewed as
usurious and hence prohibited, "zero-interest-rate" RoSCAs appear as plausible substitute
for such schemes.

Our survey results indicate that 40% of the members are neighbours, while 35.6% of
them are colleagues at work, 15.6 % are friends, 4.4 % are relatives, while 4.4 % have no
relation with each other. According to our survey we realise that RoSCA was popular
amongst government and public sector employees as 33% of the 45 RoSCAs were
constructed predominantly by them. Getting their salaries in monthly terms and meeting
each other regularly at the work place makes forming a RoSCA a feasible arrangement
among these employees. Farmers and agricultural labourers come second, then private
in
Landlords
interest
have
to
then
merchants.
seem
no
artisans and
sector employees,
RoSCAs. There were no unemployed members in any of the 45 RoSCAs, possibly
becausethey cannot meet the obligation of regular payments to the fund.

It is worth mentioningthat 91% of the membershad neither current or depositaccounts
with the formal sectorand two thirds of them did not borrow from the samesector.The
third who had loans from the formal sector borrowed these from the Agricultural
DevelopmentBank i. e. the loans were limited to agricultural use. 62% of the members
reportedthat they havereligious considerationsthat preventfrom dealingwith the formal
sector.

ii) Purposes:

Figure (9.6) below showsthat purchaseof durablegoods,mainly televisionsets,washing
machines,electric fans and items of furniture, was the dominant reason for joining a
RoSCA, as 31.1% joined RoSCA for that purpose.20% of RoSCA membersmentioned
that preparationfor social eventslike marriage and engagementceremoniesand paying
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dowries was the reason behind their participation. The third most important reason
reported by 17.8% of RoSCA members was the use of funds for meeting occasional
expenses , e. g. purchase of wholesale food, paying bills, buying school uniforms and
books. Accumulation of capital for starting a business or expanding an existing one was
the fourth reason in importance for joining a RoSCA as 15.6% of members had this
for
for
funds
%
Another
15.6
that
they
the
the
saving
use
of
members reported
of
reason.
a rainy day i. e. for insurance purposes.

Figure (9.6)
Purposesof RoSCAs

ConsumptIon
17.8
Saving &Insurance
15.8
Durable goods
31

Tradeand Business
15.8

Socialevents
20

Source: Survey data.

iii) RoSCA design:

The averagecycle of the RoSCA, as shown in table (9.5), is 9.5 monthswith a minimum
of 6 monthsanda maximumof 12 months.The Deviationbetweenthe numberof months
and the number of members is due to 2 reasons. First, more than one member
participatedin one share. Second,shareswere collected weekly in 6.7% of RoSCAs
while the rest were collectedmonthly. Weekly shareswere generallypaid by traderswho
joined RoSCAs for productivepurposes.There were no daily shares.
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Average share size was LE 42.9 with a minimum of LE 10 and a maximum of £E 100
and the average size of the fund ranged from LE 90 to £E 1800. Obviously, such a big
difference between the minimum- size and the maximum size is attributed to the
differences in the number of members and the size of their contributions. Nevertheless,
the purpose of joining a RoSCA is an important factor behind the size of the fund; the
for
RoSCAs
be
bigger
funds
to
tend
than
traders'
those
much
common
of
established
consumption purposes.

From table (9.5) it is evident that the average size of a RoSCA fund is 12.22% of the
annual income of the households with a minimum of 1.76% to 48%. However, the
importance of RoSCA as a saving instrument does vary from a household portfolio to
another. However 53.3 % of RoSCA participants in our survey consider it of secondary
importance in their portfolios, 35.6% report that it has a main importance, while it was
marginal in 11.1 % of the cases.

On the other hand, figure (9.7) below shows that, according to income classification,
RoSCA membersare mainly found amongthe (£E 2000 to LE 5000) incomegroups,with
less membersfrom the higher and lower income recipients. The biggest participation,
however, comesfrom the (£E 5000 to £E 6000) income group as 50% of this group
participatedin RoSCA. while 31.8%, 24.2% and 27% of the three precedinggroups,
respectively,joined RoSCA. A relatively smaller number, 14%, of the lowest income
group (£E 1000 to £E 2000), were membersin RoSCA. Fewer number of high income
earnersdid participatein RoSCA.
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Figure (9.7)
Participation in RoSCAs
according to income groups

Source: Survey data.

Given that the averageincome of the household is LE 5716, hence RoSCA can be
consideredan informal financial arrangementundertakenprimarily among the middle
incomeand low middle incomegroups. Low incomegroupsmay not haveenoughregular
income
high
income
high
to
and
middle
and
savings participatewith
groups may have
better accessto formal credit, or undeniably, may not be in needfor credit at all.

iv) Determination of the rotation:

Analysts distinguishbetweenRoSCAs accordingto the way of determiningthe rotation
of accessto the pool of collecteddeposits.They distinguish betweenrandomRoSCA and
bidding RoSCA.28

According to Besley,Coateand Loury (1990) and (1993), the rotation canbe determined
randomly. Members (n) put a fixed sum of money into a common fund (F) for each

28

See for example: Besley, Coate and Loury (1993); Montiel, Ag6nor and Haque (1993). and Callier (1990).
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and
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at
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regularly
agreed
period
...,
at each meeting every member contributes a share of (F/n). Members draw a lot and the
in
is
The
(F)
to
the
repeated
members.
process
are allocated one of
pooled contributions
the beginning of the subsequent periods with the previous receivers excluded from the
draw, until each member receives the lot and the RoSCA's life comes to an end.
According to this type of RoSCA each member considers his turn in receiving the pot as
(t/n,
2t/n, 3t/n,
distribution
(r),
t). By
the
on
set
a random variable,
with a uniform
...,
forming a random RoSCA, without a change in their saving behaviour, all members, but
one, raise their expected lifetime utilities as they manage to accumulate (F), t(n-1)/2n
sooner than saving on their own. However if our suggestion of the improvement of saving
behaviour under RoSCA is acceptedthen all members including, the last one in the cycle,
in
improvement
the expected utility over the life of the RoSCA.
this
would perceive

The secondway of determiningthe rotation of the RoSCA is by bidding whenthe RoSCA
is formed, i. e. at time (0). The potentialmembern,, indicateshis demandfor the common
fund (F) in a specific date dE [O,t] by offering higher contribution in the future at a
constantrate b(na). The memberwith the highest offer receivesthe common fund first
and then the person with the secondhighestoffer follows him in rotation and the cycle
continues.In this type of RoSCA funds are usually linked to the market interest rate.
However membersof bidding RoSCAs,as in randomRoSCAsreceivethe commonfund
only once.Thus, the bidding procedurejust decidesthe priority of receivingthe common
fund29,as well as the effective interestrate.

As with a randomRoSCA a bidding one allows its membersto utilise their savingsmore
effectively than under autarky. However it is proved theoreticallythat a random RoSCA
is more efficient than a bidding RoSCA. Bidding under the rule of making utilities of all

29

SeeBesley,CoateandLoury (1990)op. cit., pp. 1-3 andMontiel, AgBnorandHaque,op cit, pp. 15-16.
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i.
forgoing
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higher
of
e.
early
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at
a
rate
member equal, results
in
in
figure
(9.8),
As
the
a two-member random
allocation
utility
shown
consumption.
RoSCA is at point A if individual 1 wins the first pot or point B if individual 2 wins. But
in a bidding RoSCA the utility allocation, in order to make utilities equal, has to be at
the intersection point of the two frontiers, which is lower than A and B.

Figure (9.8)
Allocation of utility in a two-person RoSCA

Source: Adapted from Besley, Coate and Loury (1993), p. 801.

However in our survey we have found that there is a third type of RoSCA commonin
Egypt, let us call it "non-randomRoSCA". In this kind of RoSCA the determinationof
the rotation lies fully in the handsof the organiser. Different factors are consideredby
the organiser when deciding the rotation: the creditworthinessof the member; how
desperateis he for receiving the common fund early; and his relation to the organiser.
The most importantfactor of theseis creditworthinessas the default risk problem begins
30
fund.
the
once a memberreceives common

30

SeeChristensen(1993),p. 726.
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In an environment where the absence of tangible collateral is not uncommon, the
organiser has to rely on a substitute for collateral. Reputation of the potential member can
be used as a form of social collateral. If he is not known directly by the organiser, then
one or more of the members, who may possess better information about him may be
considered as a guarantor and a peer monitor of the potential member31.

Given that the utility of default is higher for early recipient members in the cycle, this
has to be minimised by different measures. The first is to allocate members with high
creditworthiness at the beginning of the cycle and vice versa. Second, to keep the number
of participants small to lower the monitoring effort. The average size of a RoSCA in
different countries is reported to be between 6 to 40 members32and in the case of our
it
Third,
10
to accept members who are known well by the
was
survey
members.

organiserand/or other membersof the associationasa guaranteeof their fidelity. Fourth,
to keep share contributions small.

Accordingly, in a standardnon randomRoSCA, the organiserusually takesthe common
fund first andpriority is given to thosewho are frequentmembersto receiveit after him.
Those who join it for the first time are allocatedat the end of the cycle. In the first
meetingof the cycle, it is not uncommonto find that the membersare 'bidding by their
problems' to justify their demandfor priority. However, many of theseRoSCAs have
more than one cycle. This allows for someform of compensationto the late receiversof
the commonfund in one cycle, by allocatingthem a better position in the following one.

31
32

On peermonitoringandsubstitutesfor tangiblecollateralseeStiglitz (1990)pp. 351-366andSarap(1991)pp. 167-188.
Seethe World Bank (1989),op. cit., p. 114box 8.2.
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4

According to our sample, in 62.2% of the 45 RoSCAs, 33the organiser received the pot
first and it was him who decided, according to the three factors described above, the
first
6.7%
RoSCAs
In
the
the
the
and then a
organiser
received
of
of
cycle.
rotation
is
It
determined
the
the
position
of
rest.
worth noting that receiving
procedure
random
the pot first was the only compensation given to the organiser for his effort. However,
in another 6.7 % of RoSCAs, the one who participates with more than one share received
the pot first, and then the rotation was determined randomly. It was interesting to find
that in 24.4% of the RoSCAs, the person in most need of the fund received first, and
then negotiations among the members determined their positions in the cycle. Bidding on
the pot did not take place in any of the RoSCAs. Hence, the discretion of the'organiser

and negotiationswere the two main methodsof determiningthe rotation of the RoSCA.
It is worth noting that no interestrate was involved in any of the Egyptian RoSCAs.

(9.4.4) Further remarks on RoSCAs:

Built on trust, RoSCAs have proved to be a good example of the informal collective
arrangementsthat rely on preestablishedsocial relationsand ties. However, when asked
abouttheir view on participatingin RoSCA, the interviewees'responseswere not entirely
in favour. As shown in figure (9.9), just 20 of the 200 householdshad a very positive
view about RoSCAsas an instrumentof savings.55 of them mentionedthat they favour
it. 27 householdssaid that they were indifferent. Those who do not favour it were 60
householdsand 38 reportedthat they strongly do not favour it.

33Note
that the numberof RoSCAsmaybe lessthan45 assomeof the respondents
maybe membersin the sameRoSCA.
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Figure (9.9)
Respondents'views on RoSCAs

Source: Survey data.

Thus the numberof thosewho havereservationson RoSCAs was much greaterthan the
following
factors:
be
This
the
to
attributed
can
enthusiasts.
1.

Lack of law enforcementin the caseof default or disagreement.

2.

Lack of confidencein organisersand/ or members.

3.

Lack of compensationfor the late receiversof the pot.

4.

The start of new credit schemeswhich allow increasingnumbersof customersto
buy durable goodsby instalmentswith zero interestrate due to the recession.

5.

The occurrenceof default casesin someRoSCAs in the past. In the 45 RoSCAs
just
3 default cases.In one of them one memberdid
there
was
mentionedabove.
not pay his last shareafter receiving the pot. The other two were in the form of
a delay in paymentof the sharewhich the organiserdid not manageto cover so
2 membersreceivedincompletefunds. However, the reported3 casesshouldnot
causeconsternationamongpotentialparticipantsas the default casesarejust 0.62
per cent. But it seemsthat the collapseof Islamic InvestmentCompanies34
which

34
Seeour analysisof thesecompaniesin chapter(5).
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in
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to
of potential members engage
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were
in
RoSCA
Moreover
the village of
the
organisers
of
one
similar arrangements.
Menshat, received the pot and disappeared. This is reflected in the views of the
households of this village on RoSCAs. This village had a low number of
in
in
%
its
RoSCAs,
households
20
while the village
of
participated
participants as
of Shahawy, which shares the main economic and social characteristics with
Menshat, 36.7% of the households were RoSCA members. If anything this
emphasisesthat the issue of confidence and trust goes both ways.

Finally, a RoSCA can be considered a successful financial intermediary given the
following conditions:

its size will jeopardiseits main
Increasing
it
has
be
kept
First,
to
and
simple.
small
ingredientsof success,that is low transactioncostsattributed to low costsof collecting
information and monitoring. Larger numbersof participantswould mean, in addition to
increasing
for
default
like
theuse
transaction
need
measures
against
an
risk,
greater
costs,
of tangible collateral. This would excludea significant number of potential participants
and on the other hand would place RoSCAs in competitionwith formal intermediaries
which are more capableof handling collateral-basedtransactions.

An exampleof the evolvementof RoSCAs can be found in the developmentof building
societiesin the UK. In the 18th centuriesthesesocietieswere simple clubs formed of
groups of neighboursand friends "who savedregularly to finance the purchaseof their
own houses"35.Nowadays they become sophisticatedfinancial institutions that do not
significantly differ, from banks, with barriers to entry and regulations that limit
accessibility.Thus, any attemptto make the RoSCA evolve into a large scale financial

35
Davies (1994), p. 326.
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intermediary would result in a loss of its raison d'etre namely to serve those with no
accessto financial intermediaries, simply becauseit ends up acting like them.

inflation
in
low
Second,
has
RoSCA
to
a
operate
a simple zero-interest rate
environment. High inflation rates, when there is no interest rate involved to compensate
the late receivers, would discourage participation. Similarly when there is a devaluation
process applied in the economy, potential members will hesitate to participate, unless they
in
directly
foreign
the
transactions
currency or make
choose a relatively more stable
inflation hedges like some of the durable goods. For example in Bolivia a country with
inflation
inflation
220%
during
1980-92,36
high
to
the
a
an attempt avoid
rate, averaging
37
in
US
dollars.
RoSCAs
obstacle,
were conducted

in
find
launching
Third,
Egyptian
to
that
the
the
promote
of
credit
schemes
context,
we
the sale of household goods has a negative impact on forming RoSCAs, which are
organisedprimarily, as mentionedabove, for the purchaseof durable goods. However
in
in
RoSCAs
including
Egypt,
by
to
use
recent attempts merchants, various countries
promoting the saleof their goods,mainly durableconsumptiongoods,may contributeto
the forming of RoSCAs.This arrangementbenefitsthe merchantby improving his trade
andlowering monitoring costs,comparedwith conventionalcredit sale,as he exploitsthe
enforcementmechanismof RoSCA in a way that reducesdefault risk. The arrangement
also benefits the membersof RoSCA, in addition to the usual advantagesof RoSCAs
discussedabove, it provides them with bargainingpower with the trader and ensures,
under inflation and risk, that eachmemberwill receivethe durablegood that he is saving
for. However finding the sufficient number of potential memberswho need the same

36World
Bank (1994),table 12, p. 184.
37See
AdamsandCanavesi(1989),p. 225.
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durable good, or one with the same price, is one of the possible problems of this type of
RoSCA.

RoSCA
informal
financial
like
Fourth,
the
transactions,
relies
the
of
operation
of
rest
upon the existence of different risk groups in the society as it caters for those considered
by the formal intermediaries as high risk customers. Improvement in information
have
defaulters
in
law
formal
a negative
the
enforcement
on
will
sector and
collection
impact on the significance of RoSCAs and their viability.

The
RoSCAs.
be
development
Fifth,
to
may
and
urbanisation
not
encouraging
economic
former would result in increase of income and better accessibility to credit markets"38
While the latter would weaken social ties which is one of the main pillars of the
foundation of RoSCAs. In Japan RoSCAs, or Kou, had a role to play till the beginning
in
integration39
development,
this
market
and
urbanisation
resulted
of
century, economic
their current disappearance.

(9.5) An estimation of the determinants of formal and informal borrowing:
(9.5.1) Specificationof formal and Informal borrowing functions:
We constructtwo models in order to estimatethe determinantsof formal and informal
borrowing. In the first model we considerformal borrowing BF, as a dependentvariable
definedas the sum of loans receivedby the householdfrom formal financial institutions
over the 12 monthsbefore the survey.

The model includesfive categoriesof explanatoryvariables:(i) Village dummy variables,
as a proxy for the effects of socio-economicand infrastructural differences between
38
It is established in a study by Besley, Coate and Loury (1992) that despite that a RoSCA allows for improvement in utilities compared
with autarky, it does not, in general, provide a better allocation of resourcesthan credit markets. The reason given is that credit markets
are more flexible than a RoSCA which is constrained by simple structure.
39

See Callier, op cit, p. 275.
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villages. (ii) A vector of economic conditions of the HH which includes income, savings,
volume of deposits held with the formal sector, land and non-land wealth and ownership
HH,
includes
A
HH
(iii)
the
the
the
that
of
size
vector of social characteristics of
of gold.
and age, education and occupation of the head of the HH. (iv) A vector of problems
encountered with formal financial intermediaries, namely cost of borrowing, collateral
in
find
between
Finally
link
(v)
the
to
attempt
a
an
problems and religious reservations.
formal and informal sectors, we include a dummy variable that indicates whether the HH
borrowed from the IFM.

BF=

+
+
+
+
+
+
+
+
a8Ast
a7Sav
a3Dum2
a4Dum3
a5Dep
a61nc
al
a2Dum,
+
+
+
+
+
+
+
+
a15COl
a16Cst
a12Age a, 3Edu a14OCC
a9Lnd
a10Gld asze
(9.1)
a17Rel + a18Inf

where40
Dum,, Dum2 and Dum3: Village dummy variables.
Dep: Volume of saving deposits held with banks.
Inc: HH income.

Sav: HH savings.
Ast: Non-land assetsor wealth.
Lnd: Land holding.

Gld: Ownershipof gold.
Sze: Size of the HH.
Age: Age of HH head.
Edu: Educationof the HH head.
Occ: Occupationof the HH head.
Col: Collateral problemswith the formal sector.
Cst: Cost of borrowing from the formal sector.
Rel: Religious reservations.
Inf. Informal borrowing.
In the secondmodel we estimate the determinantsof informal borrowing. Defining
informal borrowing simply as the amountsborrowed may producebias41and does not
reflect the actualposition of many householdswho engagesimultaneouslyin borrowing

40For
a detaileddefinition of the variablesseeappendix(3).
41See
Iqbal (1983),pp. 69-70.
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42
in
lending
IFM.
Hence we define the dependent variable B, as the value of loans
the
and
received minus loans advanced by households during the 12 months before the survey.

Moreover, to investigate links between the formal and informal sectors, we included in
the explanatory variables Fdep which indicate whether the HH has a formal deposit
from
indicates
Apart
formal
loan
Fln
obtained.
account, and
whether a
was
which
excluding Dep and Inf from (9.1) the rest of the explanatory variables are the same.

B, =

ß, + f2Dum, + ß3Dum2+ ß4Dumj + ß5Inc + ß6Sav + ß7.Ast + f8Lnd + ß9Gld
+ ß, 0Sze+ ßAge + ß, 2Edu + ß13Occ+ ß14Col + ß15Cst+ ß16Rel+ ßF'dep
(9.2)
+ ß18Fln

The datasetconsistsof 200 observationsfor eachvariable. In the estimationof the two
modelswe useTobit analysis.The generalformulation of the model" is usually given as:

xe,
ß.,

(9.3)

y= 0

if y*50,

Y=y*

ýfy*>o.

The results of the two modelsare shown in table (9.6).

42That
is excludingRoSCAfundsandIICs deposits.
43For

an extensive analysis of Tobit analysis and Censoredand truncated models seeAmemiya (1984); Maddala (1983), chapter (6), and
Greene (1990), chapter (21).
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Table (9.6)
Determinants of formal and informal borrowing
Variable

Formal borrowing/1000

Informal borrowing/1000

Constant

(-1.626)
-15.475

(-1.844)'
-2.9922

Shahawy dummy
Asneat dummy
Menshat dummy

2.8066 ( 0.788)
4.2498 ( 1.317)
0.5665 ( 0.171)

0.8761 ( 1.397)
(-1.577)
-0.8762
(-2.380)b
-1.5667

Deposit volume/1000

(-6.385)`
-1.0079

Household income/1000
Savings/1000
Assets/1000
Land holding/1000

2.1082 ( 2.839)`
(-1.180)
-1.8442
0.0434 ( 0.987)
0.0209 (2.915)c

Ownershipof gold

(-0.653)
-2.5989

HH size
Age of HH head
Education of HH head
Occupation of HH head

(-0.408)
-0.2542
0.1168 ( 1.099)
0.3440 ( 1.225)
(-0.720)
-0.4017

(-1.978)"
-0.2217
(-1.060)
-0.0211
(-0.366)
-0.0192
0.0496 ( 0.476)

Collateral problems
Cost of borrowing
Religious factor

(-0.363)
-1.2923
(-0.692)
-2.4403
(-2.311)"
-5.8703

(-0.061)
-0.0385
0.8314 ( 1.125)
(-0.069)
-0.0341

Informal borrowing

2.3740 ( 0.945)

Possessinga formal deposit account

1.6634( 2.657)°

(-0.878)
-0.7019

Obtaininga formal loan
a
Log-Likelihood

0.7272 ( 6.722)`
(-6.480)`
-2.0374
0.0064 ( 0.725)
0.0024 (2.232)b

0.6457(1.323)

11.624(10.514)`
-279.5842

2.319 (11.724)°
-229.5916

L-ranos are in oracKers.

' indicates significance at 10% level.
b indicates significance at 5% level.
indicates significance at 1% level.

(9.5.2) Estimation results:
(I) Formal borrowing:

The village dummy variableswere not significant. This indicatesthat intervillage socioeconomic and infrastructural dissimilarities were not strong to an extent that can be
reflectedin significantdifferencesin loansobtainedfrom the formal sector. After all, the
formal sector servicesembeddedmainly in thoseof PBDAC44,were availableat almost
the samelevel in all villages, in a way that its serviceswere geographicallyaccessibleto
44
The Principal Bank for Development and Agricultural Credit.
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The coefficient on the possessionof a saving deposit account, as expected, is significantly
household
formal
from
Instead
borrowing
higher
the
the
can
sector
of
at
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cost
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withdraw from their depositsto meet their consumptionor production requirements.

The positive sign on household income is some indication of the ability of the HH to
is
it.
Although
loan
not
the
to
the
coefficient
savings
principal of
and
service
return
significant it has the expected a negative sign which may be explained by the samereason
has
indication
in
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Assets
formal
the
a positive sign
an
of
wealth
given
case of
as
but again it is not significant. Most of HH assets consists of items which are not
in
Egypt
laws
it
is
bankruptcy
to
difficult
by
banks
the
under
recognised
as collateral as
liquidate specific assets like houses. However holding agricultural land, owned and/or
rented, is a significant determinant of borrowing from the formal sector which mainly
advance loans for agricultural purposes as discussed above.

The coefficient of ownershipof gold is with an insignificantnegativesign againbecause
gold is not recognisedby the formal sector as a form of collateral. Moreover the
coefficient of the size of HH is insignificant. This can be explainedby the fact that the
size of the HH is not related to demand for formal credit which is essentially for
agricultural purposes.Age, educationand occupationof the HH head, that constructthe
rest of social characteristicsvector, are also insignificant.

The three variables of cost, collateral and religion that indicate whether HHs have
problemswith formal borrowing all appearwith negativecoefficients.However the only
significant one amongthem is the religious factor. As discussedin chapter(5) obtaining
a formal loan which involves interest rates payment, is consideredas a form of the
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prohibited usury in Islam. Thus the religious factor with a significant negative sign. The
dummy variable of informal borrowing is positive but insignificant. This finding does not
help us in determining the type of interaction between the formal and informal sector.

(II) Informal borrowing:
Turning to the determinants of net informal borrowing, with reference to table (9.6) we
find the following. Only the coefficient of Menshat dummy variable is significant and is
negative. While Menshat shares with Shahawy the main characteristics which can be
captured with the dummy variables, they are different in a main aspect that is the stronger
links with a more affluent village which Shahawy enjoys. Many of the Shahawy HHs
informal transactions were carried out with borrowers and lenders from Asneat. Lack

of equivalentaccessto an activeIFM may be the reasonfor limited informal transactions,
as shownin figure (9.10), and hencethe negativecoefficient of Menshatwhich indicates
that its householdsare less likely to be involved in informal borrowing despitetheir
similar conditionsto thoseof Shahawy.

Figure (9.10)
Casesof lending and
borrowing in the IFM (percent)

Source: Survey data.
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As in the case of formal borrowing,

income has a significant positive coefficient

indicating the ability of the borrower to honour the obligations of the loan. Savings has
formal
by
the
the
of
an expected negative coefficient which,
contrast with
case
borrowing, is strongly significant. A possible explanation for this difference is that formal
loans tend to be bigger in volume than informal ones, as shown above. Hence while
savings may be sufficient to cover expenses,mainly consumption, that may be otherwise
for
informal
by
fully
borrowing,
the
they
their
substitute
cannot,
given
small
size,
met
expenses, mainly production, that are covered by formal borrowing. Assets and land
holding have positive coefficients, but the former is not significant while the latter is. The
same reasons given under formal borrowing apply.

Ownershipof gold, as an acceptablecollateral in the IFM, is a positive determinantof
net informal borrowing. On the one hand, gold is an indication of the ability of the
borrower to repay his debts. On the other hand, a gold owner may prefer borrowing
againsthis gold insteadof liquidating it, either to avoid the loss of part of its value in a
quick sale or becauseof non-pricevalue of the gold item or both.

There is a significant negativerelation betweenHH size and net informal borrowing.
Although it is expectedthat an increasein the size of the householdimplies a rise in
family obligations, which in turn may increasethe needsfor informal borrowing; it is
actually the demand, and not the mere need, for loans which is considered in our
analysis.As discussedabove,even in the informal sector,demandfor loans, in order to
be effective, should be supportedby factors that fulfil the requirementsof a successful
loan applications. It may be the case that some bigger HHs cannot fulfil these
requirements,e.g. social collateral. Another explanationcan be consideredunder the
familiar argumentsof demandfor children who canbe, after a specific gestationperiods,
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The coefficients of HH head's age, education and occupation are not significant. This
result however support our analysis of the characteristics of borrowers in the IFM, which
demonstrates that informal borrowing passes through socio-economic boundaries.
Moroever the dummy variables included to display link with the formal sector, were
insignificant which suggeststhat there is no simple correlation between obtaining a formal
loan and an informal one.46

45
Seefor exampleBauer(1991),pp. 25-26.
46Similar

findings, regarding the undetermined relation between the formal and Informal sectors, were obtained in Mohieldin and Wright
(1994) by using a Probit and bivariate Probit
analyses.
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(9.6) The impact of financial liberalisation:

some early reflections

Since January 1991, i. e. 23 months before undertaking the survey, some liberalisation
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81 % of the households reported that their views regarding the unsatisfactory

"

services of the formal financial sector did not improve.
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"

interest
in
increase
from
benefit
the
to
that
they
rate on
savedmore
reported
deposits,but 22.2% mentionedthat they spentmore, thanksto the high interest
finding
This
in
%
behaviour.
35.6
their
supports
saving
rates.
witnessedno change
the view that argumentswhich take as axiomatic that saving respondspositively
to interest rates have an ambiguous empirical basis. Changesin interest rates
impact
income
the
that
net
and
others
generate
and substitutioneffects
offset each
on savingsby rise of real interestrate is ambiguous47.

Although these 'short run' responses to the reform measures might be disappointing to
the financial liberalisation advocates, we find them compatible with the saving behaviour
selection
in chapter (8).
in
household
highlighted
discussion
of rural
our
of their portfolio
Moreover this is reflected in the answers of HHs to a group of questions included in the
questionnaire to investigate the HH likely responseto a supposednet increase in income.

47

See Deaton and Muellbauer (1980), pp. 101-103.
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Figure (9.11)
Households' response to net increase in income

Source: Survey data.

As shown in figure (9.11), the HHs'
goods, including

show a preference to spending on consumption

the durable items and pilgrimage

if they witness a net increase in

income. Financing emigration to work abroad was rejected by 75% of the respondents;
this was primarily

because they had no reason to emigrate, having already achieved an

increase in income.

Establishing own projects,
productive

and buying agricultural

spending. While buying

land were favoured as forms ot'

gold was only rejected by 30.5%

Illls,
the
of

depositing funds in the formal sector, was rejected by 45% of them, despite the then high
interest rate, of approximately

18.5%. Clearly

there are issues additional

to a mere

increase in nominal interest rates that are required to make the formal sector more
attractive to potential depositors in rural areas. As shown above they may have other
savings and hedging instruments available to them, which may not necessarily be the case
for urban households.
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However we suggest that the finding which may cause some alarm is possibly related to
the farmers' reaction to the increase of the cost of agricultural loans. We found that:
15.3% of farmers continued to borrow from the PBDAC the same amounts of

"

loans as before the increase of interest rates from the formal financial sector.
"

6.3% started to obtain their required funding from the IFM.

"

59.5 of the farmers reducedthe size their borrowing and obtainedsupplements
from autonomoussources,friends and other informal sources.
1.8% of the farmers reported that they changed the types of crops they used to

"

inferior
low
the
to
with
cost
crops,
which
were
grow
production
relatively
economic value.

17.1% of the farmers were not affected as they never obtainedloans from the

"

PBDAC branch.

Moreover several farmers anticipated the return of usurious moneylenders, Al muraboon,
if the cost of borrowing remained as high. Professional moneylenders were quite active
in Egypt until the 1930s when they started to disappear with the growth of the short term
subsidised loans provided by the Credit Agricole d'Egypte established in 1931 and
developed'to be an agricultural cooperative bank in 1948.

Despitethe repressedfinancial system,farmers in Egypt managedto obtain their funding
from the PBDAC, at a subsidisedinterestrate.48However with the PBDAC starting in
1991to charge'commercial' interestrateson agricultural loans,problemsof arrearsand
defaults began to increase. Historically the PBDAC had an excellent record in debt
recovery with an averageof 99% over 1987-92.However this ratio decreasedupon the
initial rise in interest rate in 1991 to 94% and is expectedto decline further,49with

48
0n the role of PBDACand its subsidisedcredit seeArcand(1992)andSadowski(1991),chapter(6).
49World

Bank (1993), pp. 65-6
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this made the bank more fastidious about the collateral required for new loans. As the
PBDAC became closer in its lending to commercial banks, it started to loose its
distinctive features as a specialised development bank.

It should be noted however that the only development in the supply of agricultural credit
PBDAC
its
The
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cost.
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was merely
credit in rural areas despite the existence of other banks which had a minimal
involvement. In 1991 it provided 75 % of total lending to agriculture I with a higher share
in lending to small land holders. Hence competition as one of the main pillars of
liberalisation was effectively absent in the agricultural credit market.

The PBDAC did not enhance its institutional structure. It did not make significant effort
to lower transaction costs, innovate methods for the mobilisation and allocation of funds,
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But with the withdrawal of government it obtained credit from commercial banks with
relatively higher cost which increased the interest rates charged.

Given thesedevelopments,the IFM may flourish with the revival of the old activities of
professionalmoneylenderswhich vanishedin the past becauseof the establishmentof
"
Rising default and collateralproblemswith the formal sectorwould
banks.
agricultural
provide professionalmoneylenderswith potentialclients.

50The

governmentrealised that default started to increaseand bankruptcy was inevitable in several casesso intervened by forgiving parts
of some of the debts and rescheduling others. However this remains a temporary solution.

51See
World Bank (1993),p. 65.
52See

Yaron (1992) for a discussion of the ingredients of a successful agricultural bank even in the absenceof government subsidies.

53See

chapter (3) for a discussion of the background of the government intervention in agricultural credit.
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It is empirically evident that informal finance flourishes under both repressive and liberal
financial policies. 54However our concern is about the type of informal activities in the
Egyptian context would thrive under liberalisation.

(9.7) Concluding remarks:
In this chapter we have analysed different aspects of formal and informal transactions
with an emphasis on the latter. The formal and informal credit markets are active in the
surveyed four villages as 86% of the 200 HHs reported that they did borrow and/or lend
in the formal and/or informal markets over the 12 months that preceded the survey.

However we realisethat, in terms of the numberof participants,the informal sectorwas
relatively more activethanthe formal oneas 69.5% of the 200 HHs lent and/orborrowed
in the informal financial market, whereasonly 46.5% of the HHs had borrowing and/or
lendingrelationswith,the formal sector. Neverthelessthe averagesizeof a formal sector
loan was approximatelyfour times greater than the averageinformal loan. Moreover
informal sectorloanswere associatedwith relatively short term consumptionandworking
capital needs.

Formal loans were predominantlyfor productionpurposesas bankswere constrainedto
provide consumptioncredit. Interlinked credit was not significantly recognisedin the four
surveyedvillages. The closesttransactionsto this kind of credit are found in wholesale
trade of citrus fruit. However these transactionsare not strictly consideredas credit
transactionsbut rather forward sale.

Informal transactionsin our samplecan be classifiedas intermittent mainly, undertaken
amongstfriends, relatives, and neighbours.It is remarkableto notice that 90.6% of the

54See
Aryeeteyand Udry (1994),p. 8.
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informal loans were, implicitly and explicitly interest free, which is attributed mainly to
the strong Islamic prohibition on usury and the solid cultural view against it. It is also
interesting to find that 92.9% of informal transactions were undertaken without
marketable tangible collateral.

Rare use of collateral can be explained by the free flow of information between lenders
and borrowers and the fact that the informal financial market is governed by a complex
nexus of personal relations which establish an effective enforcement mechanism in the
case of default.

In this chapter we have also highlighted the case of RoSCA in Egypt as an example of
informal finance through collective arrangements. 45 households reported that they
participated in a RoSCA during the previous year to the survey. These households belong
mainly to the middle and low middle income groups. The average number of RoSCA
participants was approximately 10 with a mean age of 35 years. Members were mainly
colleagues at work and friends. The average RoSCA fund was approximately 12% of the
member's income.

The dominant reasonfor joining a RoSCA was the purchaseof a durable consumption
accumulation
for
Preparation
socialevents,e.g. marriage,savingand
good.
of capitalfor
productionpurposeswere also reportedas reasonsfor participation.The type of RoSCA
which we found common in the surveyed villages is what we call a "non-random"
RoSCA. In order to continue its role in informal financial intermediationRoSCA we
arguedthat it has to be kept small, otherwisedefault risk would increase.Moreover we
arguedthat free-interestrate RoSCAssuchas the onesfound in Egypt needto operatein
a low inflation environment.If inflation accelerates,membersallocatedat the end of the
cycle have to be compensated.
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We also found that 4.5 % of the sample households had deposit accounts with the Islamic
Investment Companies (IICs). SSIn terms of occupation 6 of the 9 IICs' depositors were
from the group of government and public sector employees, 2 landlords and an artisan.
The average size of their deposits was relatively small, LE 22,111, i. e. 63% of the mean
size of the sample deposits at the banking sector. 33.3 % of the IICs' depositors statedthat
the high return was their main motive for dealing with these companies. However 66.7%
of the depositors mentioned that three factors of compatibility with religion, high return
dealing
for
their
the
the
together
and
are
reasons
uncomplicated procedures, combined
hold
households
IICs.
IICs
did
77.8%
Dealing
to
the
the
the
with
of
with
not prevent
deposit accounts with the formal banking sector.

Thus informal finance in our surveyedregion took threemain forms, namely,occasional
borrowing from friends and relatives..etc, participation in RoSCAsand dealingwith the
IICs.

To investigate the determinants of formal and informal borrowing we have estimatedtwo
formal
In
dummy
Tobit
the
of
case
variables,. using
analysis.
models, with village
borrowing the village dummy variables were not significant which indicates that intervillage socio-economic and infrastructural dissimilarities were not strong to an extent that
can be reflected in significant differences in loans obtained from the formal sector.

If we focus on the significant coefficients we realise that land holding, owned or rented,
is a positive determinant of borrowing, explained by the fact that the formal sector, in the
surveyed region, mainly advances loans for agricultural purposes. The coefficient of HH
income was also positive which is some indication of HH ability to repay the loan.
Deposit at the formal sector had a negative coefficient indicating that instead of borrowing

55See

Chapter (5) for an analysis of these companies.
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at a higher cost the household can withdraw from their deposits to meet their production
or consumption requirements. The religious factor also had a negative coefficient which
form
is
interest
loan
a
considered
the
rate, which
with an
reflects
rejection of obtaining a
be
informal
interaction
formal
The
between
not
type
the
could
and
sectors
of
of usury.
determined as the relevant coefficient was not significant.

In the case of informal borrowing we have found that the coefficient of the dummy of the
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HHs of this village are less likely to be involved in informal market transactions.
Although Menshat shares the village of Shahawy a lot of socio-economic characteristics,
the households in the latter enjoy a greater accessibility to the active IFM market of the
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Asneat.
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However the former is positive, as in the case of formal borrowing, while the latter is
negative. Land holding, as in the case of formal borrowing, has a positive sign.
Ownership of gold as an acceptable collateral in the IFM is a positive determinant of
informal borrowing.

The relationship between HH size and net informal borrowing was negative in our
in
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be the case that some bigger HHs cannot fulfil the requirements for a successful loan
application despite their need, e. g. lack of social collateral. Second given that children
can be a source of income in extended families, the HH size need not always be
associatedwith an increase in informal borrowing requirements. Again, as in the caseof
formal borrowing, the dummy variables included to display links with the formal sector
were not significant which indicates that there is no simple correlation between obtaining
a formal loan and an informal one.
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Our findings regarding the households response to financial liberalisation measuresdo not
suggest a positive response to them. Households' views regarding the unsatisfactory
services of the formal sector did not improve and there was not either any meaningful
improvement in their relation with this sector. Moreover we argue that if the rise in the
cost of formal borrowing continued to be the main change brought by liberalisation, the
IFM will continue to exist in Egypt, but with a change in its structure, rules, scope and
mechanisms.
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Chapter (10)
Summary of Principal Results and Concluding Remarks

This thesis has dealt with the issue of financial development in Egypt at the sectoral,
macroeconomic and household levels over the period 1960-93. First at the -sectorallevel
we have analysed the structure and performance of the banking system, securities market
and the formal and informal Islamic sectors. Second at the macroeconomic level we have
investigated the causes, measuresand impact of financial policies and tested the effect of
the real interest rate on saving, investment and economic growth. Third at the household
level we have analysed financial transactions in rural Egypt and the impact of formal
financial measureson the households' borrowing and lending decisions in both the formal
and informal credit markets. Egypt has provided an interesting case study in which the
formal and informal financial transactions coexist, with a significant Islamic influence on
both sectors.

In chapters (3) and (4) we have analysedthe developmentof both the banking system
and the securities market in Egypt with emphasis on their institutional structure,
regulation and performance.We have highlighted the fact that the partial liberalisation
measuresof the infitah policy, which was adoptedfrom 1974until the start of the current
economic reform programme, did not result in significant changein the structure or
regulation of the banking system. Its impact was merely to increasethe number of
operating banks and their brancheswhich did not bring a significant change in the
behaviourof financial intermediaries.The formal credit market continuedto operatein
an oligopolistic mannerwithin a repressiveenvironment.

After a seriesof interventionistmeasures,the securitiesmarketwas near official closure.
The reform attemptsundertakensince 1971did not succeedin reviving the marketwhose
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performance continued to lag behind its pre-nationalisation level. We argued that the
problems of the securities market lie mainly in the supply side.

Our analysis in chapters (3) and (4) emphasised the importance of prudential regulation
and the need for the restructuring measures of the financial sector. These are necessary
stepswhich should be implemented before the undertaking of financial liberalisation and
then maintained during its process.

In chapter (5) we havehighlightedthe main differencesbetweenIslamic andconventional
financeby constructinga simple model for this purposeand presentingthe distinctive
characteristicsof Islamicfinancial intermediation.Islamic finance,throughthe application
of PLS principle, has severaladvantagesover conventionalfunding schemes.It is more
equitable in the sense that it establishesa direct relationship between lenders and
borrowers who share the outcomeof the partnership,be it profit or loss. The rate of
return is determinedby the real sector and not by the financial sector. There is also a
closeand direct relationshipbetweenthe return on savingsand investment.The Islamic
financial systemensuresthat the real values of assetsand liabilities will be equal at all
times. Moreover the PLS offers, at the macroeconomiclevel, a flexible adjustment
mechanismin the caseof unanticipatedshocks.

However the practiceof Islamicbankinglagsbehindits promising theoreticalframework.
In Egypt, as in other Muslim countries,Islamic banksperformedrelatively betterin funds
mobilisation than in their allocation. In the caseof the two private Islamic banks there
was a significantbias towardsthe controversialshort-termmurabahafinance,which was
concentratedin trade and service sectors. Mudarabah and musharakahfinance were
virtually non-existent. Moreover there was some evidence of breaches of Islamic
regulationsin the form of dealing, implicitly and/or explicitly, in interestrate in both the
internationaland domesticmarkets.
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The fast rise and the sudden fall of the IICs, which adopted a pyramid scheme, during
the 1980semphasisethe presenceof three main problems in the Egyptian financial system
during this period. First, the soft regulatory structure which allowed these companies to
be establishedand operate for almost a decadewithout coming under any recognised form
of regulation or supervision. Second, the problem of financial repression which,
according to Goodhart's law, pushed a significant number of depositors away from formal
banks and their controlled negative real interest rates to an unregulated substitute, in this
the IICs. Third, the insufficiency of formal Islamic banks and the incompatibility of the
interest-based saving instruments, in the formal sector, with the requirements of a large
segment of savers who were encouraged to look for an alternative. The case of the IICs
stressesthe need for prudential regulation, liberalised financial sector and a compatible
financial system with the cultural environment. Alas, the last issue, despite its
importance, is often neglected.

We argue that the future of Islamic financial intermediariesin Egypt relies primarily on
their ability to overcome several critical problems. First, they have to deal with the
dominanceof short-term contractsand murabaha schemesin their portfolios. Second,
there is a need to innovate instrumentsto attract risk averse depositors. Third, the
relationshipbetweenIslamic banksand the central bank has not beenadequatelysettled.
WhetherIslamic banksshouldbe subjectto the fractional reserverequirementsystem,or
be part of a depositinsuranceschemeare two importantquestionswhich have not been
addressedin the Egyptian case,where Islamic banksare treatedlike conventionalones.
Fourth, in a world dominatedby conventionalbanks, Islamic banks should decidehow
to conducttheir transactionswith other bankswithout violating their Islamic principles.

In chapter (6) we have shownthat five main reasonscan explain the stateintervention
in the financial market in Egypt, namelymarket failure, anti-usury laws, the impact of
the socialistideology during the 1960s,the influenceof Keynesianargumentsand, more
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importantly, the financing of the budget deficit. State intervention was not corrective but
repressive in the sensethat the financial market was distorted in several ways. Financial
repression took several forms namely: interest rate ceilings, high reserve requirements,
a high liquidity ratio, ' directed credit schemes, regulation on the portfolio composition of
banks and government ownership of banks. In addition the government extracted high
revenues from seigniorage and inflation tax, albeit at relatively low inflation rates thanks
to the large monetary base. Through these measures the government managed to impose
high implicit taxes on the financial sector and direct significant amounts of loanable
founds to finance the budget deficit and priority projects.

Despitethe negativereal interestrates, financial savingsin the form of domesticcurrency
depositscontinued to grow over the period 1960-90. We attributed this phenomenon
mainly to money illusion, inflation as a motive itself for saving, lack of alternativesto
bank deposits,relatively modestinflation rates, a favourablerisk-return relationship,in
addition to the existenceof the widow-orphantype of depositors.

However the repression of the financial sector resulted in several unfavourable
consequencesincluding capital flight, the resurgenceof informal financial activities
especiallythose of the IICs, currency substitutionand the increaseof the hoarding of
gold. Moreover the bankingprofessionwas adverselyaffectedby financial repressionin
the sensethat interestrate ceilings and governmentinterventionin the allocationof credit
for more than threedecadesleft the banking sectorwithout adequatecredit officers, both
in terms of number and quality.

Chapter (7) has been concernedwith the impact of real interest rates, as a central
variable in both repressionand liberalisationpolicies. A rising positive real interestrate,
accordingto the McKinnon-Shawschool,asdiscussedin chapter (2), is assumedto have
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a positive impact on the mobilisation of savings, investment and hence economic growth.
We have tested these assumptions for Egypt over the period 1960-1990.

We have found that the real interest rate had a very tentative positive impact on financial
saving, possibly through a portfolio shift. However we have found no evidence to support
the argument that the real interest rate has a significant positive effect on total saving.
The insignificant effect of real interest on total saving ratio may be explained by the fact
that the substitution and income effects are offsetting each others.

Further our results point towards the rejection of the complementarityhypothesis.
Moreover real interestrateschangesdid not explaincredit policy or investmentbehaviour
in Egypt. The insignificantimpactof financial saving,mobilisedby the formal sector,on
the volume of investmentraisessomescepticismregarding the efficiency of this sector
under financial repressionin the allocationof loanablefunds. Finally we havefound that
the relation betweenthe real interestrate and real economicgrowth cannotbe determined
for Egypt. Theseresults emphasisethat more than the mere increasein real interestis
required to reform the financial sector. They also highlight the importance of
comprehensiveinstitutional measuresand credible policy changes.

In Chapters (8) and (9) we have dealt with the issueof the coexistenceof formal and
informal credit markets.In chapter(8) we haveprovided a taxonomyof informal finance
in which we havedistinguishedbetweenfive main typesof informal transactions,namely
occasional lending, regular lending, interlinked credit, finance through collective
arrangementsand finally informal corporate finance. In our analysis of financial
transactionswe have used householdsurvey data collected for the purpose. We have
adopteda two-stagerandomsamplingwhich produced200 householdsin four villages in
the Kalyoubbiya province in the Egyptian delta.
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We have shown in chapter (8) that the HH portfolio structure in the four surveyed
villages is dominated by gold and cash. The importance of gold can be attributed to
traditional factors as well as the availability of an easily accessibleand active gold market
in Egypt. The surveyed households distinguish between three main different reasons for
keeping gold viz. ostentation, saving and insurance. The last factor was the primary
reason for hoarding gold.

In chapter (9) we have analysed different aspectsof formal and informal transactions with
in
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are
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and
credit markets
surveyed four villages. 86% of the 200 HHs reported that they did borrow and/or lend
in the formal and/or informal markets over the 12 months that preceded the survey.

In termsof the numberof participants,the informal sectorwasrelatively more activethan
the formal one as 69.5% of the 200 HHs lent and/or borrowed in the informal financial
market, whereasonly 46.5 % of the HHs had borrowing and/or lendingrelationswith the
formal sector. Neverthelessthe averagesize of a formal sectorloan was approximately
4 times greaterthan the averageinformal loan.

Moreover informal sectorloans were associatedwith relatively short term consumption
and working capital needs.Formal loanswere predominantlyfor productionpurposesas
bankswere constrainedto provide consumptioncredit.

Informal transactionsin our samplecan be classifiedas intermittentmainly, undertaken
amongstfriends, relatives, and neighbours.It is remarkableto notice that 90.6% of the
informal loans were, implicitly and explicitly interestfree, which is attributedmainly to
the strong Islamic prohibition on usury and the solid cultural view againstit. It is also
interesting to find that 92.9% of informal transactions were undertaken without
marketabletangible collateral.

364
Rare use of collateral can be explained by the free flow of information between lenders
and borrowers and the fact that the informal financial market is governed by a complex
nexus of personal relations which establish an effective enforcement mechanism in the
case of default. Default ýcases at 11.5% of total transactions were relatively low,
compared to the default rate in the formal banking sector. Informal lending and
borrowing in our sample tends to be state-contingent, as in many cases, borrowers were
granted more time by their lenders to assist them in repaying the loans. In some cases
borrowers obtained new credit from their lenders before repaying the existing loan.

We arguethat the informal financial market has its own barriers to entry which implies
that entry is restricted,particularly in the caseof borrowing, for thosewho do not satisfy
certain requirements,e.g. social collateral. This castssomedoubt on the claim that the
informal financial market acts as a safety valve in countries with repressedfinancial
systems.Moreover even if accessibilityto the IFM is secured,this does not meanthat
loan applicantswill get what they demandas the IFM doesnot have an unlimited supply
of funds and does have its own credit constraints. Hence claiming that the Informal
financial marketcan be a safetyvalve or a 'lender of last resort' for thoserejectedby the
formal sector is not self evidently correct in the caseof Egypt.

In chapter(9) we have also highlighted the caseof RoSCA in Egypt as an exampleof
informal finance through collective arrangements.45 householdsreported that they
participatedin a RoSCA during the previousyear to the survey.Thesehouseholdsbelong
mainly to the middle and low middle incomegroups.

The dominant reasonfor joining a RoSCA was the purchaseof a durable consumption
good. Preparationfor socialevents,e.g. marriage,savingandaccumulationof capitalfor
productionpurposeswere also reportedas reasonsfor participation.The type of RoSCA
which we found common in the surveyed villages is what we call a "non-random"
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RoSCA. In this type of RoSCA the determination of the rotation lies fully in the hands
of the organiser. Instead of bidding or randomly determining the rotation of the RoSCA,
the organiser in the non-random RoSCA decides the order of the recipients of the fund
according to the creditworthiness of the member, how desperate is he for receiving the
fund and his relation to the organiser. In a standard non-random RoSCA the organiser
usually takes the common fund first and priority is given to those who are frequent
members.

For a RoSCA to be successful in financial intermediation it has to be kept small. Larger
numbers of members would mean, in addition to greater transaction costs, an increasing
need for measures against default risk. This would exclude a significant number of
potential participants and place RoSCA in competition with formal intermediaries which
are more capable of handling collateral based transactions. Further free-interest rate
RoSCAs such as the ones found in Egypt need to operate in a low inflation environment.
If inflation accelerates,members allocated at the end of the cycle have to be compensated;
alternatively RoSCA should be linked directly to a durable good or denominated in a
foreign currency as an inflation hedge.

To investigatethe determinantsof formal and informal borrowing we haveestimatedtwo
models, with village dummy variables, using Tobit analysis. In the case of formal
borrowing the village dummy variables were not significant which indicatesthat intervillage socio-economicand infrastructuraldissimilaritieswere not strongto an extentthat
can be reflectedin significant differencesin loans obtainedfrom the formal sector.

If we focus on the significant coefficientswe realisethat land holding, ownedor rented,
is a positive determinantof borrowing, explainedby the fact that the formal sector,in the
surveyedregion, mainly advancesloansfor agriculturalpurposes.The coefficientof HH
income was also positive which is some indication of HH ability to repay the loan.
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Deposit at the formal sector had a negative coefficient indicating that instead of borrowing
at a higher cost the household can withdraw from their deposits to meet their production
or consumption requirements. The religious factor also had a negative coefficient which
reflects the rejection of obtaining a loan with an interest rate, considered as a form of
usury. The type of interaction between the formal and informal sectors could not be
determined as the relevant coefficient was not significant.

In the case of informal borrowing we have found that the coefficient of the relatively poor
village of Menshat was significant and negative. This indicates that the HHs of this
village are less likely to be involved in informal market transactions. Although Menshat
shares the village of Shahawy a lot of socio-economic characteristics, the households in
the latter enjoy a greater accessibility to the active IFM market of the more affluent
village of Asneat. Both income and savings have significant coefficients. However the
former is positive, as in the case of formal borrowing, while the latter is negative. Land
holding, as in the case of formal borrowing, has a positive sign. Ownership of gold as
an acceptable collateral in the IFM is a positive determinant of informal borrowing.

The relationship between HH size and net informal borrowing was negative in our
estimation. There are two explanationsfor this unexpectedrelationship. First, in our
modelwe estimatethe actualdemandandnot the mereneedfor informal loansandit may
be the casethat somebigger HHs cannot fulfil the requirementsfor a successfulloan
applicationdespitetheir need, e.g. social collateral. Secondgiven that children can be a
sourceof income in extendedfamilies, the HH size neednot alwaysbe associatedwith
an increase in informal borrowing requirements. Again, as in the case of formal
borrowing, the dummyvariablesincludedto display links with the formal sectorwere not
significant which indicatethat there is no simple correlationbetweenobtaining a formal
loan and an informal one.
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Our findings regarding the households response to financial liberalisation measuresdo not
suggesta positive response to them. Households' views on the unsatisfactory services of
the formal sector did not improve and there was not either any meaningful improvement
in their relation with this sector. Moreover we argue that if the rise in the cost of formal
borrowing continued to be the main change brought by liberalisation, the IFM will
continue to exist in Egypt, but with a change in its structure, scope.and mechanisms.

According to our survey we can distinguish between four factors that explain the

coexistenceof the informal and formal financial sector. The first factor is the condition
of the formal sector. IFMs are regarded as a reactive disequilibrium phenomenon since
they occur as a result of exogenously imposed restrictions on the formal financial sector.
If the formal financial sector is heavily regulated, repressed and inefficient this will leave
a leeway in which the informal sector will flourish. Potential depositors would find that
dealing in the informal sector brings a higher return on their funds. Potential borrowers,
once rejected by the rationed formal credit market, may obtain their required credit, albeit
at a higher cost, from the informal sector. Therefore, through substitutability, the
informal financial market will coexist with the formal one as a parallel market.

The secondfactor is attributedto transactioncosts.Even if the formal sectoris liberalised
and efficient there will still be a spacefor the informal sector to work in. For example
it may not be economicallyviable to extendthe branchesof the formal sectorto remote
andunderpopulatedareaswith potentiallyfew customers.High marginalmonitoring costs
for providing particular customerswith credit may be a deterrentto the formal sector.
Thesehigh costsmay be due to the high risk involved or an incompleteinformation set
that is costly to improve. Hence,evenin the absenceof the distortionsmentionedunder
the first factor, transactionsin the IFMs might result as an equilibrium phenomenon.
Accordingly, we argue that through complementarity,informal financial transactions,
which are universally demanddriven, would coexistwith formal ones.
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The third factor is the cultural environment. The role of religion and tradition may
discourage potential customers from dealing with the formal sector.

Western style

financial intermediaries may not necessarily be adequate in relation to the requirements
of other societies. For instance, the Islamic ban on usury is one of the major reasons
behind the abandonment of the formal sector in many Muslim societies. Thus informal
financial activities as a market response of economic agents to their cultural background
would have an active role.

The fourth is the lack of credibility in the political and economic system as a whole.
Several developing societies have witnessed frequent changes in regime that have had an
adverse negative effect on their confidence in formal institutions. The confiscation and
freezing of funds held in the formal sector, retrospective taxation of returns on deposits,
sudden bankruptcies, and the unanticipated devaluation of national currencies are, inter
alia, behind this lack of confidence in the formal financial sector. Credibility problems
lead to the shifting of transactions outside the formal sector.

Further, we argue that there is a "critical minimum" of informal financial transactions
which will alwaysexist in developingand laggingeconomiesirrespectiveof the condition
of the formal sector.This will vary betweencountries'depending
on the abovementioned
factors. The level of informal activities will peak if all four factors are in operation.But
improvementin the efficiency of the formal sector, a positive attempt by the formal
intermediariesto cater for the different financial requirementsof the less developed
economiesand an increase'in the credibility of the regime will push this level down to
its critical minimum. This critical minimum can be ascribedto the complementarityand
cultural factors mentionedabove. Whilst we argue that the critical minimum can be
reducedthrough perceptiveeconomicand social developmentprogrammes,it will never
be eliminated.
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Accordingly, financial liberalisation, by eliminating interest rate ceilings can, ceteris
paribus, reduce some of the reactive parallel financial transactions of the informal sector.
Other measures designed to improve the efficiency of the formal financial sector and
monetary managementmay reduce the reactive informal transactions further. Nonetheless
'reform' measures that lead to high real interest rates without a realised change in the
in
formal
to
the
result
a resurgence of usurious
market
would
credit
accessibility
moneylending and hence an increase in reactive informal transactions. It requires more
than liberalisation to limit the problem of transaction costs. Moreover, financial
liberalisation can have no effect on the cultural environment or the credibility of the
regime.

In conclusion, this thesishighlights the importanceof a liberalisedfinancial systemfor
its
it
financial
liberalisation,
However
in
Egypt.
development
that
on
argues
economic
own, is not a sufficient remedy for the problems encounteredin the financial sector.
Macroeconomic stability and prudential regulation are considered to be essential
prerequisitesfor liberalisation.In additionthe thesisstrongly emphasisesthe needfor the
restructuringof the financial systemandthe ensuringof its compatibility with the cultural
environmentto enablethe full realisationof the benefitsof financial liberalisation.

Future research on the Egyptian financial market could investigatethe impact of the
recentfinancial liberalisationprogrammeon the structure,condition and performanceof
the market. The effect of financial liberalisationon the efficiency of intermediationof the
operatingunits and their viability could also be analysed.The analysisof the impact of
the recentchangesin prudentialregulationand supervision,including the introductionof
an explicit depositinsuranceschemeon the behaviourof financial intermediariesandtheir
performance,in addition to the stability of the financial systemas a whole would be of
considerablevalue.
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The prospects of Islamic finance in Egypt under financial liberalisation including the
relation of Islamic banks with the monetary authority could also be addressed.

Should financial liberalisation alter the characteristics of Egyptian financial system which
have been identified by the 'seemingly symbiotic' coexistence of formal and informal
financial sectors is also an interesting area for research which has to focus on the
financial
foundations
the
market. A larger household survey, than the
microeconomic
of
one undertaken in this study, is required to extend the analysis to cover different areas
in Egypt and allows for inter-regional comparisons. A panel survey would be
considerably useful in examining the changes over time in the households' financial
decisions in response to different measures of financial liberalisation and to analyse the
possible variation in the relative size, structure and mechanisms of the formal and
informal credit markets in Egypt.

The new advancesin the endogenouseconomicgrowth theory could be utilised, subject
to the availability of data, to addressthe issue of the relationship between financial
developmentand economicgrowth in Egypt. Whether financial liberalisation improves
the quality of investmentis also an important topic. The intendedimprovementin the
Egyptianeconomicdatabaseassociatedwith thecurrenteconomicreform programmemay
permit the analysisof someor all of theseproposedtopics in the future.
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Appendix
A FORTRAN
the
Equilibrium
which
minimises
double

Programme
to determine
Real
Rate
of Interest
the
Residuals
Sum of Squared

precision

x(100,6)

$,
betahat(10),
re,
z, b(30),
yssq,
essq,
$ xx(100,10),
$ chk(5,5),
a(5,5),
ainv(10,10)
i,
integer
j,
ir,
d(50),
NZ,
t,
ID,
n,
COMMON/NR/Z(30,30)
DIMENSION
NEX(30)
dat',
file='tryl.
open(50,
status='unknown')
file='tryl.
open(60,
out',
status='unknown')

print*,
read*,
print*,
read*,
do

1000

'

input

# of

ind.

'

input

nobs

='

k
n

1000
t=1,
n
*) y(t),
read(50,
1) = 1.0
x(t,
continue
' input
range
print*,
lr
read*,
jr
lr
do 9561
= -lr,
/200
(ir)
re = real
do 40 j=1,
n

if ( (xx(j,
1)
d(j)
= 0.0
else
d(j)
= 1.0
endif

40

75
70

x(1,2)
x(ß, 3)
continue
do 70 i=4,
do 75
x(t,

- re

)

(xx(t,

le.

150
140

call

c
c
c
C

i)

0.0

k)

,i=1,

) then

1)

= xx(',
d(j})
=
k+2

t=1,
n
i)
= xx(t,

i-2)

j)
j)
z(i,
+ x(t,
=
continue
j)
z(i,
a(i, j)
=
continue
continue
do 140 i=1,
k+2
b(i)
=0
do 150 t=1,
n
b(i)
b(i)
(t,
i)
+
x
=
continue
continue
det,
mxinv(k+2,
nex, ID)
z(i,

120
110

c123

lr

continue
continue

130

c124

k,

var

k+2
do 110 i= 1,
do 120 1=1,
k+2
j)
Z(i,
= 0.0
do 130 t=1,
n

C
C
C

DET,

check

do

i)

* x(t,

* y(t)

I

123 i=1,
do 124 j=1,
ainv(i,

continue
continue

do 200 i=1,
do 201
chk(i,
do 202

k+2
k+2
j)
= z(i,

k+2
k+2
1,
=
j)
0.0
=
k+2
t=1.

j)

j)

y(100),
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c
ainv(t,

j)

c202
c201
c200
c
c
c400
cl

j)

chk(i,

j)

= chk(i,

+ a(i,

continue
continue
continue
do 400 i=1,
write(*,
continue
(5 (f8.4,3x)
format

k+2
(chk(i,
1)

j),

j=1,

k+2)

)

yssq=0.0
do 160
yssq

160

180
170

190

9561

t=1,
n
* y(t)
+ y(t)
= yssq
continue
do 170 i=1,
k+2
betahat(i)
= 0.0
k+2
do 180 j=1,
betahat(i)
betahat(i)
=
continue
continue
essq
= 0.0
k+2
do 190 i=1,
betahat(i)
essq
+
essq
=
continue
essq
= yssq
- essq
re,
essq
print*,
*)
write(60,
re,
essq

continue
end
subroutine

12
11
13
14
15
16
17

21
20

31

Matrix
det,
mxinv(nz,

inverse
ID)
nex,

Z, DET, ZERO, TEMP, BIG
DOUBLE PRECISION
I, K, J, NZ, NBIG
INTEGER
COMMON/NR/Z(30,30)
DIMENSION
NEX(30)
det=0.0
ZERO=DABS(DET)
DET=1.0
DO 10 I=1, NZ
BIG=0.0
NBIG=O
DO 11 J=I, NZ
I))
TEMP=DABS(Z(J,
IF(BIG-TEMP)
12,11,11
BIG=TEMP
NBIG=J
CONTINUE
13,14,14
IF(BIG-ZERO)
DET=0.0
RETURN
15,17,15
IF(NBIG-I)
DO 16 K=1, NZ"
TEMP=Z (I K)
,
Z (I, K) =Z (NBIG, K)
Z (NBIG, K) =TEMP
DET=-DET
NEX(I)=NBIG
DET=DET*Z(I,
I)
TEMP=1. /Z(I,
I)
Z (I I) =TEMP
,
DO 20 J=1, NZ
IF(I-J)
21,20,21
Z(J, I)=-TEMP*Z(J,
I)
CONTINUE
DO 30 J=1, NZ
DO 30 K=1, NZ
IF(I-J)31,30,31
IF(I-K)32,30,32

+ z(i,

*b

(i)

j)

* b(j)

t)
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32
30
41
40
10
50
52
51
55
56

Z (J, K) =Z (J, K) +Z (J, I) *Z (I,
CONTINUE
DO 40 J=1, NZ
IF(I-J)41,40,41
Z(I,
J)=TEMP*Z(I,
J)
CONTINUE
CONTINUE
I=NZ+1
I=I-1
IF(I)56,56,52
J=NEX(I)
IF(I-J)51,50,51
DO 55 K=1, NZ
I)
TEMP=Z(K,
J)
Z(K, I)=Z(K,
Z (K, J) =TEMP
GO TO 50
RETURN
END

K)
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Appendix
and Financial
variables
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6
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1961
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Appendix (3)
The Household Survey Questionnaire:
Description of variables
The questionnaire was designed to provide a complete picture of the household's
demographic characteristics, income, assets, living standard, 'portfolio' selection,
informal
formal
in
instruments,
financial
the
and
transactions
preference of savings
sectors. In addition, specific sectionsin the questionnairewere designed to analyzethe
activities of ROSCAs, the importance of inflation hedges in the 'portfolios' and to test
the net effect of the increase of income and wealth on the saving behaviour of the
households. Part of the questionnairewas designed to examine the main changesof the
households relations with the financial sector since the launching of the liberalisation
programme. Finally, an attempt was made to assessthe main changes in the volume of
formal, informal and agricultural loans.

A descriptionof the variablesincludedin the questionnaireis provided below. Note that
someof the variablesare consideredfor examiningthe reliability and consistencyof the
answersof the interviewees.
1. HHCode: Householdcode; 3 digits startingwith the village code.
2. Occup:
Occupationof the leaderof the household;1 digit (from 1 to 9).
3. HHSize: Size of the household(de facto defined)from 1 to 12.
Household (HH) Roster

4. LRltnl:
5. Sex1:
6. Age1:
7. Educl:
8. Socl1:
9. Empl1:
10. LRltn2:
11. Sex2:
12. Age2:
13. Educ2:
14. Soc12:
15. Emp12:
16. LRltn3:
17. Sex3:
18. Age3:
19. Educ3:
20. Socl3:
21. Empl3:
22. LRltn4:
23. Sex4:
24. Age4:
25. Educ4:
26. Socl4:

27. Empl4:
28. LRltnS:
29. SexS:
30. AgeS:
31. Educ5:
32. Soc15:
33. Emp15:
34. LRItn6:
35. Sex6:
36. Age6:
37. Educ6:
38. Soc16:
39. Empl6:

Relationto theleaderof the HH; from 1 to 9.

Sex of the first memberof the HH; 1 or 2.
Age of the first member.
Educationof the first memberof the HH; from 1 to 6.
Marital statusof the first memberfrom; 1 to 5.
Employmentcondition of the first member;from 1 to 12.
40. LRltn7:
41. Sex7:
42. Age7:
43. Educ7:
44. Socl7:
45. Empl7:
46. LRItn8:
47. Sex&:
48. Age8:
49. Educ8:
50. Soc18:
51. Emp18:
52. LRltn9:
53. Sex9:
54. Age9:
55. Educ9:
56. Soc19:

57. Empl9:
58. LRItn10:
59. Sex10:
60. Age10:
61. Educ10:
62. Socl10:
63. Emp110:
64. LRItnll:
65. Sexll:
66. Age11:
67. Educ11:
68 Soclll:
.
69. Empl11:
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Living Standard
Type of dwelling; from 1 to 6.
70. Hous:
Possessionof the dwelling; from 1 to 6.
71. Posn:
Water source; from 1 to 4.
72. Watr:
Toilet in the dwelling; from 1 to 3.
73. WC:
Electricity; from 1 to 3.
74. Elec:
Possessionof a Cooker (1 or 2)
75. Durbl1:
Coloured TV
76. - 2:
77. - 3:
B&W TV
78. - 4:
Refrigerator

79. 80.
81.
82.
83.

-

5:

Video Player

6:
7:
8:
9:

Washing Machine
Immersion Heater
Electric Heater
Electric Fan

84. Comm(1): Possessionof telephone
85. - (2):
Private car
86. - (3):
Motor-Bicycle
87. - (4):
Bicycle
Income And Assets

88. Income:
89. Sourcl:
90. Sourc2:

HH incomeper annum; from (less than 1000)to (more than 30000).
Main sourceof income; from 1 to 8.
Secondarysourceof income; from 1 to 8.

91. LivStd:

An index of the HH standardof living obtained;from 70 to 90.

92. OwnLnd:
93. RntLndTO:
94. RntLndFrm:
95. OwnLndV:
96. RntLndTV:
97. RntLndFV:
98. B1dLnd:
99. Houses:
100. Stores:
101. Shops:
102. LivStck:
103. Equip:
104. OAssets:
105. Total:

HH ownedland in feddansand qirats (1 qirat is 1/24 and 1 feddan
is 1.038 acre= 0.42 hectares= 4200.83m2
HH RentedLand to others in feddansand qirats.
HH RentedLand from others in feddansand qirats.
Value of owned land in £E.
Value of rented land (to others) £E.
Value of rented land (from others) £E.
Value of non agricultural land in £E.
Value of owned dwelling.
Value of owned stores.
Value of owned shops.
Value of livestock.
Value of owned equipments.
Value of other assets.
Total value of assets.

106. Savings:.Savingsduring the last 12 months(from 0 to more than 10000)
HH Portfolio Structure:
107. Cash:
Importance of cash in the portfolio (1/2/0; Main/Secondary/Zero)
108. Gold:
Gold

109. DpstA/C:
110. Bnk:
111. Currency:
112. Shr/bnd:

Deposit accounts
Type of the Bank (1/2/3)
Local or foreign currency.
Sharesand/or bonds
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Post office account.
Participation in a ROSCA.
Lending in the informal sector.
Investment in a project.
Ownership of livestock.
Ownership of agricultural land.
Real estate.
Durable consumption goods.
Ownership of a private car(s).

113. Post:
114. ROSCA:
115. Lending:
116. Invstmnt:
117. Blvstck:
118. Agrlnd:
119. REstat:
120. Durbles:
121. Car:

Personal ureference of the HH to the following.
From 1 (strongly favoured) to 5 (strongly not favoured)
Cash
122. Vcash:
Gold
123. VGold:
Foreign currency
124. VF/Curr:
Durable goods
125. VDurabl:
Cars
126. VCars:
127. VDpstA/C:
Bank deposit account.
Post office account.
128. VPost:
Insurance policies.
129. Vlnsrnc:
130. VShr/Bnd:
Shares and bonds.
131. VROSCAS:
ROSCA.
132. Prtcpt:
Participationin a project.
133. Estblsh:
Establisha project.
134. VBlnd:
Building land.
135. VRAsset:
Real estate.
136. VLvStck:
Livestock.
Deposit accounts

137. When: The year of openingthe account.
138. Vol:
Volume.
139. Occasn: Reasonfor openingthe account.

Formal loans
140. Floan: Formal loans obtained.
141. FSourc: Source from 1 to 4.

142. FPrpos:
143. FSize:
144. Flntrst:
145. FClltrl:
146. FHlp:
147. FRpay:

Purposefrom 1 to 7.
Volume of loan(s) during the last 12 months.
Interestpaid (nominal)
Collateral from 1 to 7.
Assistancereceivedfrom a friend or othersto get the loan.
Repayment of loan and interest.

148. FRfus: If an applicationfor a loan was refused.
149. Freasn: Reasonfor refusal.
Reasons for not dealing with the formal financial sector

(1,2 or 3)

150. Relign:
151. Dstanc:
152. Trtmnt:
153. Burcrac:
154. Cost:
155. Collatrl:
156. Bnkrpcy:
157. Confisc:

Religious reasons.
Distancefrom the financial intermediary.
Treatmentof the staff.
Bureaucracy.
Cost of borrowing.
Collateralproblems.
Fear of bank bankruptcy.
Fear of confiscation.
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158. Taxes:
159. Noneed:
160. Othr3:

Fear of being taxed.
Noneed for dealing.
Other reasons.

Inflation hedges
161. OwnGld:
Ownership of gold.
Reasonsfor ownership of gold:
162. Shw:
to shaw off from 1 to 3.
163. Savng:
saving from 1 to 3.
164. Time:
hedging against risk from 1 to 3.
165. Othr4:
Other reasons.
166. whnBy:
Occasion of buying gold
167. Pwn/Cllt:
If it was used as a collateral or pawned.
168. Liquid:
If it was liquidated.
169. For:
Reasons for liquidation from 1 to 11.
170. FCurr:
171. REst:

172. Hoard:
173. B1dMat:

174. DurCon:
175. Sell:

176. Chang:

Ownership of foreign currencies.
Ownership of real estate.

Hoarding of consumptiongoods.
Storing of building material.

Ownershipof durable goods.

Selling any of the above inflation hedgesafter the increaseof

interestrates.
If a decision to buy an inflation hedge was changedafter the
increaseof interestrates.
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The Informal sector
177. ITwzF: 'Deposits' with Islamic investment companies.
178. DepSize: Volume of the 'deposit'.
179. Rsn: Reason for dealing with them (from 1 to 5).
180. ILend:
181. ISize:
182. Durtn:
183. Reltn:
184. IHelp:
185. FPaid:

Lending in the informal sector
Size of the loan.
Duration
Relation with the borrower.
Assistance received by the borrower to get the loan.
Charged for this assistance.

186. IBOccup:
187. IPurpos:

Occupationof the borrower.
Purposeof the loan.

188. lInterst:
189. IntVal:
190. Contra:
191. ColtVld:
192. ColtTkn:
193. ColtKnd:
194. ColtUsd:
195. IRpay:
196. INtRpay:

Interest paid.
Nominal value of the interest paid.
Contract written.
Valuation of collateral.
Collateral taken.
Kind of collateral.
Collateral used.
Repayment of the loan.
Action taken in the case of default.

197. IBBrrow:
198. IBSize:
199. IBDurtn:

Borrowing from the informal sector
Size of the loan.
Duration.

200. IBrltn:
201. IBHlp:

Relation with the lender.
Help received to get the loan

202. IBPaid:
203. IBOccup:
204. IBPurpos:
205. IB intrst:
206. IBintval:
207. IBcntrct:.
208. IBVColt:
209. IBTCo1t:

210. IBKColt
211. IBUColt:
212. IBrpay:
213..IBFalr:

Chargefor that help.
Lender's occupation.
Purposeof the loan.
Interestpaid
Nominal value
Contract
Collateral valued.
Collateral taken.

Kind of collateral.
Collateralused.
Repaymentof the loan
Action takenby the lender in the caseof default.

Rotating Savings and Credit Association
214. PROSCA:
Participation in a ROSCA.
215. Number:
Number of members.
216. AvgAge:
Average Age of members.
217. M/F:
Sex of members.
218. RRltn:
Relation between members.
219. Duratn:
Duration of the association.
220. instlmnt:
Instalments per month, week, other.
221. Val:
Value of the instalment.
222. RReason:
Reasonfor participation.
223. Intrst:
Interestpaid.
224. Prvlg:
Privilege to any of the members.
225. Knd:
Type of the privilege.
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226. Othr5:

Comments.

The effect of net increase in income or wealth
227. Spend:
Increase of spending.
228. BDurbl:
Increase of buying durables.
229. Plgr:
Pilgrimage.
230. Prjct:
Starting or developing a project.
231. BGld:
Buy gold.
232. SveFrml:
Saving in the formal sector.
233. Mrrge:
Marriage.
234. Blnd:
Purchase of land.
235. Torsm:
Tourism.

236. Immgrt:

Immigration.

237. Othr6:

Others.

238. Intst9l:

The net impact of the increaseof the nominal interest rate on
deposit
for
have
those
account.
a
who
savingsand consumption

Main changes of the services of the financial sector and their impact on the HH
239. Brnch:
Increase of branch numbers.

240. Encourg:
241. A/C:
242. Vchng:

Encouragementby the financial sector.
Account(s)openedsinceJanuary 1991.
Changeof views towards the financial sector.

The impact of the increaseof nominal interest rates on the portfolio selectionof the
HH. 243. Liquid:
Liquidation of inflation hedges.
244. InfReluct:
Reluctanceto lend in the informal sector.
245. Trans:
Effects on private transactions (Non Market financial
transactions).
246. Hedges:
Changein a decisionof buying an inflation hedge.
247. Durabl:
Changein a decisionof buying a consumptiondurable good.
248. ROSCA/i:
The effect on participation in a ROSCA.
Change in the size of loans since Jan 1991.

249. FrmLoan:
250. InfLoan:

Changein the volume of formal loans after Jan 1991.
Changein the volume of informal loansduring the sameperiod.

251. AgrLoans:

The impact of increase on nominal interest rates on Loans
obtained from the Agricultural bank.
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Appendix

Descriptive

Statistics

of

the

Data

Survey

Household

N

Minimum

Maximum

1.0
1.0

9.0
11.0

.0
1.0
21.0
2.0
2.0
2.0
1.0
1.0
12.0
2.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
2.0
1.0
1.0

.0
2.0
79.0
6.0
5.0
10.0
6.0
2.0
83.0
6.0
5.0
11.0
9.0
2.0
70.0
6.0
5.0
12.0
9.0
14.0
60.0

200
200
200
200
200
200
200
200
199
199
199
199
199
199
191
191
191
191
191
191
171
171
171

1.35

1.0

6.0

171

1.66
7.27
2.64
1.49
13.92
2.88
1.53
6.65
2.66

81
.
4.43
1.27
50
.
12.60
1.48
83
.
4.67
1.52

1.0
1.0
2.0
1.0
1.0
1.0
1.0
1.0
1.0

5.0
12.0
7.0
2.0
80.0
6.0
5.0
12.0
7.0

171
171
142
142
142
142
142
142
104

1.46
13.03

50
.
10.90

1.0
1.0

2.0
69.0

104
104

EDUC6
SOCL6

2.76
1.53

1.0
1.0

5.0
5.0

104
104

EMPL6

7.02

1.34
75
.

4.68

1.0

12.0

104

LRLTN7
SEX7

2.92
1.48

1.0
1.0

7.0
2.0

64
64

AGE7
EDUC7

14.97
2.77

1.76
50
.

13.29
1.21

1.0
1.0

80.0
6.0

64
64

SOCL7
EMPL7
LRLTN8
SEX8
AGES

1.66
7.69
3.07
1.48
17.52

86
.
4.35
1.91
51
.
18.39

1.0
1.0
2.0
1.0
1.0"

5.0
11.0
7.0
2.0
70.0

64
64
29
29
29

EDUC8

2.76

1.24

1.0

5.0

29

SOCL8

1.86

1.13

1.0

5.0

29

EMPL8

7.10

4.66

1.0

11.0

29

2.89
1.61
16.72
2.56
1.89
5.94
3.67

1.71
50
.
18.77
1.29
1.08
4.80
2.06

2.0
1.0
1.0
1.0
1.0
1.0
2.0

7.0
2.0
80.0
4.0
5.0
11.0
7.0

18
18
18
18
18
18
9

1.56

53
.

1.0

2.0

9

Variable

Mean

OCCUP
HHSIZE
LRLTN1
SEX1
AGE1
EDUC1
SOCL1
EMPL1
LRLTN2
SEX2
AGE2
EDUC2
SOCL2
EMPL2
LRLTN3
SEX3
AGE3
EDUC3
SOCL3
EMPL3
LRLTN4
SEX4
AGE4

4.47
5.66
00
.
1.04
45.98
3.55
3.05
2.97
1.30
1.96
38.64
2.98
3.01
8.70
2.52
1.49
20.95
3.42
1.95
7.08
2.86
1.56
16.20

EDUC4

3.30

SOCL4
EMPL4
LRLTN5
SEX5
AGE5
EDUCS
SOCL5
EMPL5
LRLTN6

SEX6
AGE6

LRLTN9
SEX9
AGES
EDUC9
SOCL9
EMPL9
LRLTN10

SEX10
AGE10

EDUC10
SOCL10
EMPL10

15.78

Std

Dev
2.10
2.02
00
. 20
.
12.41
1.31
51
.
1.64
73
.
20
.
12.93
1.15
47
.
2.88
1.54
50
.
14.06
1.39
96
.
4.31
1.73
1.08
10.52

24.84

1.0

80.0

9

2.44
1.78

1.33
1.39

1.0
1.0

5.0
5.0

9
9

5.67

4.92

1.0

11.0

9
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LRLTNII
SEX11
AGE11
EDUC11
SOCL11
EMPL11
DWLL
POSN
WATR
WC
ELEC
COOKER
TVC
BW
FRG
VID
WSH
BWAT
EHET
EFAN
TELE
CAR
MBIK
BIK
INCOME
SOURC1
SOURC2
PERCAP
OWNLND

RNTLNDTO
RNTLNDFM

5.80
1.20
11.40
2.00
1.80
7.00
2*. 37
1.33
1.47
1.19
1.00
1.30
1.66
1.50
1.50
1.91
1.28
1.63
1.69
1.43
1.78
1.90
1.84
1.37
5716.00
3.12
2.14
1207.09
1.82

08

. 18
.

1.64
45
.
10.04
1.00
84
.
5.52
98
. 84
.
84
.
47
.
00
.
46
.
48
.
50
.
50
.
29
.
45
.
48
.
46
.
50
.
41
.
29
.
37
.
49
.
8859.90
2.03
2.33
2340.33
11.18

48

. 41
.

VOWNLND

100600.00

659071.77

VRNTLNDT
VRNTLNDF
BLDLND
HOUSES

2326.25
3702.75
4520.00
24062.50

13990.62
8037.53
13381.14
35058.74

4960.00

SHOPS

1972.50

9201.84

LIVSTCK
EQUIP

1803.25
4282.50

4814.21
22105.70

2472.50
146910.25
1534.75
1.11
1.72
25
.

17263.49
710748.16
4609.21
1.01
97
.
51
.

SHR BND
INSUR
POST
ROSCA

LENDING

41
.
25
. 04

.
11
.
17
.
39
-.

69

INVSTMNT

. 63

BLVSTCK

72

AGRLND
RESTAT

DURBLES

.

.
1.10
.

69

22

. 26

00

. 00

.

.0
.0
.0
.0

1168.00

BNK CURRENCY

.0
125
00
.

.0

STORES

OASSETS
TOTAST
SAVINGS
CASH
GOLD
DPSTA C

4.0
1.0
2.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1000.0
1.0

.0
.0

80
.
48
. 34

.0
.0
.0
.0
'0
.
.0
.0
.0
.0
.0
.0
.0

98

.0

.

99

.
1.17

1.07

69

. 78

5
5
5
5
5
5
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200
200

5.00

200

2.50

200

9000000.0

200

150000.0
38000.0
100000.0
300000.0

200
200
200
200

40000.0

.0

.0
.0
.0

.0

200

100000.0

200

60000.0
270000.0

200
200

200000.0
9585000.0
40000.0
3.0
3.0
3.0

200
200
200
200
200
200

3.0
2.0

200
200

3.0
3.0
3.0
3.0

200
200
200
200

3.0

200

3.0

200

3.0

200

3.0
3.0

200
200

3.0

200
200
200
200
200
200
200

200
200
200
200

.0
.0

.
55
.
56
.
80
.

1.13

7.0
2.0
24.0
3.0
3.0
12.0
5.0
6.0
4.0
3.0
1.0
2.0
2.0
2.0
2.0
2.0
2.0
2.0
2.0
2.0
2.0
2.0
2.0
2.0
80000.0
8.0
8.0
23333
150.00

.

CARS
VCASH
VGOLD
VF CURR
VDURBL
VCARS

.
2.12
2.16
3.10
3.74
3.64

.
1.37
1.21
1.41
1.14
1.07

.0
1.0
1.0
1.0
1.0
1.0

3.0
5.0
5.0
5.0
5.0
5.0

VDPSTA C
VPOST _
VINSRNC
VSHR BND

2.94
3.71
3.88
3.93

1.52
1.24
1.00
96
.

1.0
1.0
1.0
1.0

5.0
5.0
5.0
5.0
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VROSCAS
PRTCPT
ESTBLSH
VAGRLND
VRASSET
VLVSTCK
FRMLA C
WHEN
VLM
OCCASN
FLOAN
FSOURC
FPRPOS
FSIZE
FINTRST
FCLLTRL
FHLP
FRPAY
FRFUS
FREASN
RELIGN
DSTANC
TRTMNT
BURCRAC
COST
COLLATRL
BNKRPCY
CONFISC
TAXES

3.20
2.54
1.71
1.84
2.41
2.65
1.78
11.49
34702.22
3.76
1.70
2.25
2.67
4927.17
19.02
2.27
1.90
1.30
1.71
1.90
2.23
2.86
2.78
2.63
1.87
2.15
2.60
2.57
2.49

1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
600.0
1.0
1.0
1.0
1.0
300.0
4.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0
1.0

5.0
5.0
5.0
5.0
5.0
5.0
2.0
30.0
300000.0
7.0
2.0
4.0
7.0
100000.0
30.0
7.0
2.0
2.0
2.0
4.0
3.0
3.0
3.0
3.0
3.0
3.0
3.0
3.0
3.0

200
200
200
200
200
200
200
45
45
45
200
60
60
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60
60
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68
20
200
200
200
200
200
200
200
200
200

69

. 34

1.0
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200

2.0
3.0
3.0
3.0
2.0
2.0
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11.0

200
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174
174
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1.30
1.35
1.27
1.21
1.45
1.52
42
.
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64210.04
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.
77
.
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.
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.
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.
42
.
53
.
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.
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.
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.
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.
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.
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.
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1.0

2.0

200
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9
9
200
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12000.0
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2.0
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9.0
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3.0
22.0
2.0
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2.0
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80
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1.0
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2.0
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ITWZF

DEPSIZE
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IHELP
FPAID
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IINTERST
INTVAL
CONTRCT
COLTVLD
COLTTKN
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IRPAY
INTRPAY
IBBRROW
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22111.11
3.33
1.60
913.88
1.41
945.75
4.49
2.03
1.95
2.00
4.82
2.28
2.77
06
.
1.70
1.94
1.68

3.00
2.00
1.53
2.33
1.58

.
46
.

.
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.
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.
1885.65
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.
00
.
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.
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.
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.
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.
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.
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.
93
.
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.
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NTRANS
IBSIZE
TVOL
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IBDURTN
IBRLTN
IBHLP
IBPAIDý
IBOCCUP
IBPURPOS
IBINTRST
IBINTVAL
IBCNTRCT
IBVCOLT
IBTCOLT
IBKCOLT
IBUCOLT
IBRPAY
IBFALR
PROSCA
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AVGAGE
MF

RRLTN
DURATN
INSTLMNT
VAL
RSUM
RREASON
INTRST
PRVKND.
SPEND

2.25
1231.94
1537.24
27.86
6.72
2.49
1.72
1.96
4.85
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2.85
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1.61
1.87
1.60
2.74
1.76
1.55
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2.47
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3.31
2.00
1.76
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1.0
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1.0
1.0
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6.0
26.0
1.0
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20000.0
20000.0
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4.0
2.0
2.0
11.0.
5.0
3.0
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2.0
2.0
2.0
4.0
2.0
2.0
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2.0
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45.0
3.0
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85
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45
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1.0
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.
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.
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1.0
10.0
90.0
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2.0
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3.0
100.0
1800.0
6.0
2.0
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5.0

45
45
45
45
45
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1.25
1.28

1.0
1.0.

5.0
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1.0
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2762.30
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.
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.
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.
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.
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.
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.
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.
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.
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.
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.
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