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Abstract 

This paper examines financial sector reforms in eight developing 
countries--Argentina, Bulgaria, Ecuador, Egypt, India, Kenya, Tanzania, and 
Uganda-- and derives general lessons from their experience. The paper 
reviews the initial situation of these countries; describes the financial 
sector (and related) reforms carried out, including sequencing issues, and 
points out the unresolved questions; and examines the effects of reforms on 
monetary control and financial development, investment and growth and the 
efficiency of financial intermediation. The main recommendations are the 
need to persevere with macroeconomic stabilization through indirect monetary 
policy instruments, and the need to substantially strengthen prudential 
regulation and supervision and restructure and privatize or liquidate ailing 
financial institutions. 
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Summary 

This paper examines financial sector reforms in eight developing 
countries: Argentina, Bulgaria, Ecuador, Egypt, India, Kenya, Tanzania, and 
Uganda. In all these countries, financial sector reforms were staged 
simultaneously with other structural reforms and in the context of Fund- 
supported adjustment programs designed to accelerate growth with price 
stability and external viability. The objectives of the financial sector 
reforms were to improve monetary control, the efficiency of financial 
intermediation, and the safety and soundness of the financial system. The 
actual experience differed across the countries because of differences in 
the weights given to the objectives and differences in the capacity or will 
to implement the reforms. 

All these countries started their financial sector reforms from 
positions of.macroeconomic instability and weak systems of prudential 
regulation and supervision. The paper finds that the degree of success 
regarding stabilization varied substantially, with Argentina being the only 
country that has fully conquered inflation, on the basis of a currency board 
system of monetary control backed by strong fiscal consolidation. All 
countries attempted to switch from direct to indirect monetary policy 
instruments based primarily on open market operations in treasury bills; 
however, two of the countries were forced to increase reserve requirement 
ratios for stabilization purposes because the progress made in developing 
more market-oriented indirect instruments was inadequate. 

The results of financial sector reforms were generally favorable for 
maintaining appropriate real interest rates and achieving financial sector 
deepening. The rate of economic growth firmed up in all countries, 
especially Argentina, where reforms were the most advanced. Some progress 
was made in improving the efficiency of intermediation by reducing operating 
costs, although in some countries the measured spreads between lending and 
deposit rates increased after liberalization partly because they had been 
too tight before. 

While there was no overt financial sector crisis in any of the 
countries, the situation remains fragile in most of them, especially 
Bulgaria, Tanzania, and Uganda, as a result of insufficient progress made in 
the capitalization, restructuring, and privatization or liquidation of 
financial institutions. All countries tried to improve prudential 
regulation and supervision, but progress in these areas was in all cases 
slower than expected and weaker than needed to ensure the safety and 
soundness of the financial system. 

The main general recommendations of this paper are that all countries 
(except Argentina) should persevere with policies to improve the conduct of 
monetary policy through market-oriented indirect monetary policy 
instruments, and that all countries should substantially strengthen 
prudential regulation and supervision and promptly restructure and privatize 
or liquidate ailing financial institutions. 





I. Introduction 

This paper examines financial sector reforms in eight developing 
countries with largely diverse initial economic conditions, level of 
development, and geographical areas: Argentina, Bulgaria, Ecuador, Egypt, 
India, Kenya, Tanzania, and Uganda. They have however some common features 
which make them interesting from the point of view of this paper: their 
financial sector reforms began in earnest or acquired momentum around 1991, 
which is considered the starting date of reforms in this paper (these 
reforms are therefore all recent and in several cases still largely 
ongoing); all of these countries were initially riddled with substantial 
structural and macroeconomic policy deficiencies; in all cases financial 
sector reforms were staged simultaneously with wider reforms designed to 
improve economic performance, that is, to accelerate growth with price 
stability and external viability; the common focus of these reforms was a 
move toward an efficient market economy, one in which the economic role of 
the public sector is limited to providing support to private sector 
activity; and finally, these reforms were undertaken under Fund-supported 
adjustment programs (Table l), and with significant technical assistance 
provided by the Fund and other organizations. 

Although these countries differed substantially in their initial 
situation along the spectrum from less to more market oriented 
economies, L/ in all of them the objectives of financial sector reforms 
were wide-ranging and designed to improve performance through more market 
oriented policies in three broad areas: (i) monetary control; (ii) 
efficiency of financial intermediation, and (iii) safety and soundness of 
the financial system. 2J Possible improvements in monetary control with 
the ultimate goal of contributing to the reduction of inflation, were 
primarily related to the intended switch from direct to indirect monetary 
policy instruments, a switch that was also perceived as necessary to 
establish a more market oriented financial system; but other policies were 
also targeted to inflation control, including the tightening in the fiscal 
stance, the reform of public enterprises, and structural reforms in the 
exchange and trade systems and even in the labor market. The efficiency of 
financial intermediation was essentially related to the freedom of the 
markets to determine interest rates without direct official control, as well 
as to choose the appropriate financial instruments with which to carry out 
profitable financial transactions; a principal instrument in this regard was 

IJ These countries comprised, before the reforms, a transition economy 
(Bulgaria), two state dominated economies (Tanzania, Uganda), three 
controlled market economies (Egypt, India, Kenya), and two relatively more 
liberal market economies (Argentina, Ecuador). 

u Nevertheless, as will be seen the degree of commitment to the reforms 
varied across countries in a manner that was not necessarily related to 
their initial positions, but rather more in accordance with the political 
will to reform. 
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leblc 1: Fund-Supported Adjustment Programs, 1990-To-Date 

Country Program Dates 

Argent ins 

Bulgaria 

Stand-by Arrangement 
Extended Fund Facility Arrangement 

Stand-by Arrangement 
Stand-by Arrangement 
Stand-by Arrangement 

July Wl-June 1992 1/ 
March 1992~March 1996 z/ 

March 1991-March 1992 
March 1992~March 1993 3 
April 1994~May 1995 4/ 

Ecuador 

EgYPt 

India 

Kenya 

Tanuani a 

Uganda 

Stand-by Arrangement 
Stand-by Arrangement 
Stand-by Arrangement 

Stand-by Arrangement 
Extended Fund Facility Arrangement 

Stand-by Arrangement 

ESAF Arrangement 
ESAF Arrangement 

SAF Arrangement 
ESAF Arrangement 

ESAF Arrangement 
ESAF Arrangement 

September 1989-Feb. 1991 
January-December 1992 u 
Hay 1994~March 1996 

May 1991-Nov. 1992 & 
July 1993-June 1996 u 

October 1991-June 1993 & 

Hay 1989~March 1993 9 
Oct. 1993-Sept. 1994 w 

October 1987-October 1990 
July 1991-July 1994 11/ 

1989/90-1993/94 
1994/95-1996/97 

Source: International Monetary Fund. 

1/ Arrangement introduced in support of the Convertibility PLan launched in March 1991. After 
cotrpletion of the third review, it uas replaced by the EFF arrangement. 

2/ Extended for a fourth year through March 1996. 
3 The December 1992 revieu could not be concluded. 
4/ This SEA uas simultaneous to a first purchase under the System Transformation Facility. 

The mid-term review of the program could not be completed. 
u This SEA nas derailed from the start. 
M The second review of this SEA was concluded in March 1993. 
I/ The first review scheduled to be concluded by end-February 1994 could not be corrpleted and further 

discussions with the authorities remained stalled over some policy issues. 
& At the expiration of the SEA in June 1993, the authorities adopted an informatly monitored program 

for the second half of 1993. 
9 Because of the failure to meet the program objectives for the third year, the initial three-year 

arrangement uas extended through March 1993, but again the objectives uere not met. 
lD/ The mid-term revieu scheduled for July 1994 uas completed in November 1994. 
ll/ The program was interrupted by serious mscroeconomic policy slippages in 1992/93 and the first half 

of 1993/94. An IMF staff monitored program put into effect in the second heLf of 1993/94 tenporerily 
redressed these imbalances, but further slippages moved the program off track. 
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effective deregulation, but promoting efficiency was also related to the 
need to open up the domestic system to greater competition including that 
from international banks and capital markets. In the more liberal 
environment, however, it was considered even more essential to strengthen 
prudential and supervisory policies to contain excessive risk taking by 
financial institutions --especially ailing institutions--and other 
malpractices leading to a loss of safety and soundness. 

The two main purposes of this paper are to summarize the process of 
financial sector (and related) reforms in the sample countries in relation 
to the above three objectives of financial sector reforms, and to provide an 
evaluation of the strengths and weaknesses observed to date in the 
implementation of these reforms, so that valuable lessons can be obtained 
for the future of these countries and for others that might follow in their 
path. Given the acceptance of the above objectives of financial sector 
reforms, one of the aspects to be considered is the speed and sequencing 
with which reforms are carried out in relation to the initial conditions and 
to reforms in other areas. u 0 ne of the main tenets of the literature in 
this regard is the importance attributed to two "preconditions" of financial 
sector reforms: a stable macroeconomic environment and a proper system of 
bank prudential regulation and supervision. 2/ However, as will be shown 
later, neither of these two preconditions was met in the sample of countries 
in this paper. In each case, the authorities' approach was to launch a 
simultaneous program to establish a degree of macroeconomic stability that 
was initially lacking, and to take financial sector (and other) 

u For a general presentation of these issues see Vicente Galbis, 
"Sequencing of Financial Sector Reforms: A Review", IMF, Working Paper 
WP/94/101, September 1994. This paper discusses the choice between big-bang 
and gradual reforms, the relationship of financial sector reforms to other 
economic reforms, the internal sequencing of financial sector measures and 
the influence of initial conditions. The paper concludes that a pragmatic 
approach to the sequencing issue is necessary because there are only a few 
general principles valid for all countries. For a previous examination of 
these issues in a different set of countries see Amer Bisat, Barry Johnston, 
and V. Sundararajan, II Issues in Managing and Sequencing Financial Sector 
Reforms--Lessons from Experiences in Five Developing Countries", IMF, 
Working Paper WP/92/82, October 1992. This paper--also within a pragmatic 
approach--discusses the experience with financial reforms in Argentina, 
Chile, Indonesia, Korea, and the Philippines during the seventies and 
eighties. 

u These preconditions are thought to be necessary because of the 
perceived risks of undertaking financial sector liberalization without 
meeting them. First, the transition from direct to indirect monetary policy 
instruments is a complex process in the course of which the authorities 
could loose monetary control. Second, the lack of initial prudential 
regulation and supervision may leave too much room for ailing financial 
institutions to take excessive risks, creating the possibility of 
inefficient intermediation and an eventual financial sector crisis. 
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liberalization measures for efficiency reasons, while simultaneously 
attempting to improve prudential regulation and supervision. To anticipate 
the main results, this strategy has worked until the present without 
producing a crisis in any of the countries, but in some of them this has not 
come about without creating certain problems that have diminished the 
efficiency gains expected from liberalization and that have created risks 
for the safety of the system, Accordingly, the paper concludes that much 
remains to be done to consolidate financial reforms in most of these 
countries in a manner that brings about the efficiency gains without the 
threat of a financial crisis leading to a potential reversal of reforms. In 
particular, it is concluded that although there are perhaps no 
"preconditions" to initiate the reforms, there is now indeed an absolute 
need to make rapid and definitive progress in both macroeconomic 
stabilization and prudential regulation and supervision if the reforms are 
going to be sustainable. 

The paper begins by reviewing the initial situation of these countries 
in relation to both the general economy and the financial sector 
(Section II). Next, the paper discusses the main issues in the financial 
sector reforms carried out, putting them in the context of the broader 
economic reforms (Section III). This section also discusses general 
sequencing issues and unresolved questions. A country-by-country chronology 
of the main reform measures is presented in the Appendix. The paper then 
turns to a review of the effects of financial sector reforms (Section IV). 
The last section summarizes the main findings of the paper and draws some 
concluding lessons. 

II. Initial Situation 

The importance of the initial situation in reform processes is well 
recognized, although not yet well understood, l.J as is the fact that 
reforms usually are undertaken more or less simultaneously in different 
areas as they tend to be driven by similar efficiency considerations, often 
resulting in significant interactions. After a review of the general 
initial economic environment in the eight countries, this section presents 
an overview of their initial financial sector situation. A summary of 
economic and financial conditions prior to the financial sector reforms 
undertaken since 1991 is presented in Table 2. 

lJ. For instance, as indicated in the conclusions, there can be some room 
for disagreement about the importance of macroeconomic stability and strong 
banking supervision as "preconditions" to financial sector reform. This is 
especially the case of gradual reforms, which provide some time to correct 
deficiencies in these areas. 



Table 2. sumury of Pr~-R9fom situM.ion 

Ile~mtina ilu4aria Ecuador E.snt 

rlacro9conomic situation Byp~rinflation EiSh inflation &h inflation Hoderata infl&Aon 
Fiscal situation Difficult but improving Sarious difficulties Significant difficultias SiyLificmt difficulties 
Mon*tuy situdbn Disordarly Non-markmt systan 1/ Ccaplax and inafficiont CampLu and in*rricimt 
Exchmg. rat. systam Mm-ad floatin& Mu1tip1* control1.d ratas z/ CrawlinS p.g systm MAtip controllad ratas y 
Extwnal debt Emwily indebtad Eawily ind*btwJ z/ tIewily indebted Emwily 1nd.bt.d 

Structural situation Controlled marlot economy Trmsition *con- Controlled market acon- Controlled aukat mommy 
Prim sy*taa Controlled public prices Camprohmsive controla A/ Controlled public pricox Contrl'd pub d many priv.pticrs 
RqXlat.oy systa, Modorxtaly rqulatod Cmtral plannim aystr Hodorxtoly regulstod Eoavily rqu1at.d 
Tax system Complex and inafficimt Dndwolopad Coeplex md inafficimt Caplex and inofficimt 
Tradm systai Fairly libaal State trxdinS Fairly liberal Rostrictivo systm 
Exchmgm controls 

. currmt account Largely liberal system Controlled system LuS*ly liberal xyatm Sow remaining controla 

. capital l ccount Imffmctivm controls Controlled system Inoffoctive controls Controlled syxta 
Financial sactot 

l interest rata controls Nom-•xiatmt Ccmprohonsive Som ruiniw controls Ccqrohmsiva 
l public ownwship Significant Total SignifiCult. Widasprad 
. cmtral bank indapmdmco Limitod NOllm Limited Vuy limited 
. cmtral bank lossas Vuy 1arS. (Not l ettited) Lug* (Not l stiudad) 
l indirect instruwnts Functional Not dwa1op.d Not d.v&apod Not dwoloped 
. money mmrkmt Partially dwa1op.d Non-axistent Not dowloped Not dwa1op.d 
l prudmtial rqulation Inefficimt Undw~1op.d Inefficimt Dndavalopad 
. bank supervision Poor Dndovolnped Poor Poor 

y with momtuypvuh~. 
2/ Rap1xc.d in Pabmq 1991 by l unified l xchm@ rata baswl on a from interbank ford&D l xchmso markat. 
a/ &xtornal debt moratorhm l ffocted in 1990. 
A/ Virtually tbo mtiro l condmr was owned by tha public rector md all prices worm under cmtral plmninc control. 
2/ Rmp1ac.d in February 1991 by l dual l xchmw syat- consistin of l primuy markat md l from ourlot.. Exchaw9o market unification l chfwod in Novambor 1991. 

. 



T&la 2 (concludad). SW of Pra-Reform Situation 

HacroaconmIic situation 
Fiscal situation 
Monotuy situation 
Exchmga rata systam 
Extmmal dabt 

Structural situation 
Price l ystam 
Regulatory systa 
Tax xystam 
Trada syst- 

Exchmgm controls 
. currant account 
. capital account 

Financial sactor 
l intarast rata controls 
l public ounarship 
. contra1 bank indapmdmcm 
. cmtral bmk lossas 
l indiract inst-nts 
l money markat 
. prudantial regulation 
. bank suprrvision 

India 

Hodumtm inflation 
Significant difficultias 
Canp1.x and inafficiant 
AdjudA.bl* p.g 
Modarata indabtadnasx 
Controllad markat *conany 
Control'd pub g mmy priv 
pricas 
Raavily ragulatad 
Camplax md inafficimt 
Rostrictiva system 

Sama rmining controls 
Cmtrollad systa 

Carprahmsiva 
Near total 
Vu-y limiitad 
'(Not l st1mxt.d) 
Rot d.va1op.d 
Baing davalopmd 
Inafficiant 
Poor 

Modaratm inflation 
Significmt difficu1t.i.~ 
Under prograssiva raform 
Dual l xchmga rata systa I/ 
Eawily indabtmd 
Controllad market l conuay 
Control’d pub h many priv 
prices 
Under prograssiva daragulation 
Complax md inafficiant 
Increasingly op6n 

Sma rmaining controls 
Controllad systa 

Corprahmsivm 
Widaspraad 
Limitad 
(Not l stimxted) 
Baing davalopad 
Baing dav.1op.d 
Undar raform 
Undar raform 

TmZmix 

Modarata inflation 
Significant difficultias 
Ccmplax and inafficiant 
hltipla controllad r&as 
Eaavily indabtad 
Stata dirigist *cowmy 
Control'd pub h mmy priv 
pricas 
Undar prolrassiva daragulatiw 
C-lax md inafficiant 
Incraasingly opm 

Sama rmining controls 
Coatrollod systa 

Cooprahmsiva 
Rau total 
Varylimitad 
(Rot l stimatod) 
Not davalopad 
Not dwalopmd 
Inafficiant 
Poor 

Uganda 

Modarata inflation 
Significant difficultiaa 
Dinordarly situation 
Dual l xchmga rata systaa 
Eaavily indabtad 
Stata dirigit wxwxw 
Contrl'd pub h many priv pricas 
Undar prograssiva daragulation 
C-lax md inmfficimt 
Incraaringly opm 

Scum ranhn~xy controls 
Controllad systm 

Ccmprohmsiva 
Maar total 
Vary limitad 
Vary larga 
Not davaloped 
Not davalopmd 
Inafficiant 
Poor 

t 

u in official (public*s‘;ctor) l xchmga rata pa&Sad to a baskat of curranciax and x parallml mukat rata in tha privxta sactor coaxistad until unification 
in Octobar 1993. . 

I 
o\ 
I 

. 
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1. General economic environment 

The general macroeconomic situation in these countries prior to 1991 
was one of instability, ranging from hyperinflation in Argentina, to high 
inflation in Bulgaria and Ecuador, to less severe inflation (below 
30 percent) in the rest of the countries. In all cases, the fiscal position 
was difficult and was a basic reason for the inadequate inflation 
performance. The general monetary situation was also difficult: Argentina 
was at a moment of grave monetary disorder reflected in hyperinflation; 
Bulgaria was barely in the initial stages of creating a modern monetary . 
system in the context of its transition to a market economy, and had a large 
monetary overhang resulting from the central planning period; the rest of 
the countries started from a rather complex and inefficient system, although 
some like Kenya had already gone through some years of an attempted reform. 
The exchange rate system was of a managed floating rate variety in 
Argentina, a cratiling or adjustable peg in Ecuador and India, and a dual or 
multiple controlled rates in the remaining countries. All countries, but to 
a lesser extent India, had a heavy burden of external debt. 

The structural situation was also difficult in all these countries but 
to a different degree. While Bulgaria was a typical transition economy in 
the early stages of comprehensive reform toward a market economy, and while 
Tanzania and Uganda were at the early stages of exiting from a state 
dominated economy, the other countries were typical examples of a controlled 
market economy, that is, a market economy marred by comprehensive government 
intervention in the markets as well as by large and inefficient public 
sectors. A comprehensive price control system existed only in Bulgaria, but 
extensive controls were also applied in the remaining countries: in 
Argentina and Ecuador mainly on the prices of public sector enterprises, but 
in the rest also on many private sector prices. The general regulatory 
system was one of a comprehensive central planning in Bulgaria, and of a 
heavily regulated environment in all the rest except for Argentina and 
Ecuador which were somewhat more liberal; in Kenya, Tanzania and Uganda a 
movement out of excessive regulation was already underway. The tax system 
was complex and inefficient in all countries, and in Bulgaria it had yet to 
be developed. The trade system was fairly liberal in Argentina and Ecuador, 
where it was accompanied by a virtual absence of exchange controls on 
current account transactions; but, on the other extreme, Bulgaria still 
maintained a state trading system, and the remaining countries maintained 
extensive intervention, although Kenya, Tanzania, and Uganda were already 
undergoing substantial liberalization. Exchange controls on current account 
transactions were pervasive only in Bulgaria, whereas other countries had a 
fairly liberal system, especially Argentina and Ecuador. In all countries 
there were fairly comprehensive controls on capital account transactions, 
although in some of them (especially in Argentina and Ecuador) they probably 
were no longer effective. 
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2. Financial sector situation 

The initial situation of the financial sectors of the eight countries 
differed in many ways but all of them had one or more deficiencies that 
needed reform. A significant initial difference was the absence of direct 
interest rate controls in Argentina, whereas comprehensive controls were 
maintained in the remaining countries, except for Ecuador which had already 
undertaken some liberalization. 

The situation of the countries also varied considerably regarding the 
initial degree of financial deepening (as represented by a broad measure of 
banking system Liabilities in relation to GDP). JJ The situation was 
best, although by no means perfect, in countries like Ecuador, Egypt, and 
India, which had maintained approximate overall long-term macroeconomic 
stability, whereas it was worse in other countries--especially Argentina, 
where recurrent hyperinflation had been a problem- -which had seen the size 
of their respective financial sectors reduced to a small fraction of GDP as 
a result of persistent financial repression. Another basic difference was 
in the degree of public ownership of banks, which in terms of market shares 
varied from being total in Bulgaria, to near total in India and Tanzania, to 
significant in the remaining countries. Partly in reLation to the level of 
development, the structure of the financial sectors was also rather 
different across countries, with extensive networks in Argentina and India, 
somewhat Less extensive ones in Ecuador, Egypt, and Kenya, and least 
developed networks in the remaining countries (Table 3). 2J Several 
countries (Bulgaria, Kenya, Tanzania, and Uganda) started from a situation 
of serious difficulties in relation to the financial health of the banks, 
their liquidity and solvency position, and the quality of their portfolios; 
only Ecuador's financial system appeared to be largely free of these 
problems. 

The initial degree of central bank independence with regard to the 
conduct of monetary policy ranged from limited in Argentina, Ecuador and 
Kenya, to very limited in the remaining countries, with no scope for 
independent action in Bulgaria. The quasi-fiscal losses of most central 
banks were significant, and in Argentina and Uganda they had led to 

lJ Although some basic data are available for all countries (see Tables 6 
through 13 in Section IV), a fine comparison is not possible because of 
differences of coverage, especially with regard to nonbank financial 
intermediaries. 

2/ The institutional structure of the financial sectors did not change 
significantly during the period of examination, except that some failed 
banks and other financial institutions were closed in some countries (e.g., 
Argentina and Kenya) and some banks (including foreign ones) were opened in 
some other countries (e.g., Bulgaria, Egypt, and India). 
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Table 3. aructure of the Financial Sector 

Argentina As of end-1993, the financial system consisted of 206 institutions, including 
banks, credit unions, finance conpanics, and savings and loan associations. 

Bulgaria 

Ecuador 

Egwt 

India 

Kenya 

Tanzania 

Uganda 

As of March 1991, the banking system canprised the BNB, the Bulgarian Foreign 
Trade Bank, the State Savings Bank, 8 specialized comaercial banks, and 61 
comnarcial benks. 1/ 

As of late 1992, the finencial system comprised the CBE, 32 comnercial banks, 3 
specialized 8tate-owned banks, and msny -11 intermediaries including finance 
corpnies and 8Wings end loen l s8ocIationa. u 

As of and-August 1989 the financial system canprissd the CBE, 27 comaercial 
banks, 3 33 business and investment banks, and 4 spacializad banks. 

As of March 1993, the financial system comprised the RBI, 81 conmtercial banks (27 
state owned, 27 private domestic, and 27 foreign owned), 196 regional rural banks, 
180 center and cooperative banks, 3 state term-lending institutions, 18 state 
finance corporations, and many specialized institutions and non-bank finance 
coapanies. 4/ 

As of March 1992, the financial sector comprised the NBK, 28 coammrcial banks, 5/ 
and 55 NBFIs. 

As of early 1995, the financial system comprised the BOT, The National Bank of 
CoImaarce (a state bank which dominates the financial sector), 2 other state banks, 
5 private banks and 2 development banking institutions. 

As of early 1995, the financial system comprised the BCU, 15 cannarcial banks, 10 
credit institutions, 19 insurance companies, 2 developnent banks, and 1 building 
society. Uganda’s banking system is dominated by one government-ouned bank--the 
Uganda Commercial Bank (40 percent of deposits of the system)--and 5 foreign-owned 
bsnks (39 percent of deposits). 

Sources: Authorities’ reports and Fud staff estimates. 
Note: It has not been possible to compile a table referring to the sams date for all countries (ideally 

both the start of reforms and the present situation). However, the institutional structure of the financial 
sectors did not change significantly during the period of examination, except that scnna failed banks and 
other financial institutions were closed in some countries (e.g., Argentina and Kenya) and some banks 
(including foreign ones) were opan in some other cwntries (e.g., Bulgaria, Egypt, and India). 

1/ All except two of these banks had been created as a result of the 1989 banking reform which terminated 
the monobank systam froai early 1990 (the other two were newly established private banks). By early 1995 there 
were already 15 private banks, sorna of which were however Hpocketm banks established to lend to the owner of 
the bank. 

1/ The banking system accounted for about 90 percent of financial system liabilities to the private sector. 
u This total counts the National Bank for Development and its 17 provincial affiliates (independently 

licensed) as one bank. The four fully government-owned commercial banks held both msjority and minority 
shareholdings in a number of other coaamrcial banks. At end-June 1989, the comnercial banks held 86 percent 
of total private sector deposits. 

4/ The 27 state cannrcial banks dominate the financial sector, with close to 90 percent of assets, and 
92 percent of bank branches. 

u These included the large state-owned National Bank of Kenya. 
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substantial total central bank losses that loomed large in the fiscal 
picture. l.J 

Indirect monetary policy instruments were in use only in Argentina, 
although in Kenya preparations for their use had already been going on for a 
while. Money markets that could support indirect monetary policy 
instruments were moderately developed only in Argentina and embryonic in 
Kenya and India, whereas they were non-existent (Bulgaria) or undeveloped in 
the remaining countries. Treasury bills were issued in Argentina, Ecuador, 
Egypt, and India, but secondary markets did not practically exist. In 
Kenya, treasury bill auctions had just been liberated (late 1990) from all 
intervention. In Bulgaria, Tanzania, and Uganda, treasury bill auctions had 
not yet been introduced. 

The prudential regulation and supervision systems' were undeveloped or 
inefficient in all countries, although some efforts to improve these systems 
had already been underway for a while in some countries, like Kenya. 

In sum, significant problems affected all countries. Argentina was 
most in need of macroeconomic stabilization, but this had to be built on a 
solid foundation of deep structural reforms. Bulgaria, Tanzania, and 
Uganda, were most in need of structural reforms, so that they could return 
their economies to a market model, without losing perspective of the 
continuous need for macroeconomic stabilization. The remaining countries 
needed a combination of measures to enhance both stabilization and 
structural reforms. All the countries were in need of better prudential 
regulation and supervision. 

III. Reform Issues 

The reforms undertaken by the eight countries followed somewhat 
different patterns partly owing to the differences in the initial situation 
but also as a result of different degrees of commitment on the part of the 
authorities with regard to both financial sector reforms and reforms in 
closely related areas. A summary of the main reforms in the financial 
sector and of other economic reforms is presented in Table 4. 

1. Financial sector reforms 

The following discussion presents financial sector reforms in four 
broad categories, beginning with a general overview of interest rate 
liberalization and its relationship to external capital account 
liberalization. The second category discusses the development of indirect 

h/ Faced with this phenomenon, the Fund and other institutions developed 
the concept of the overall public sector deficit comprising the deficit of 
the nonfinancial public sector and that of the central,bank. 



Tabl* 4. S-ry of Financial Smctor Folici~s and Accorpmying Rofo= 

Ar&mtina sulcuia EM&Or QLlpt 

Financid 1metor roformm 
Intarast rat. libaraliration Haintmmc* of fro0 ratam Freed in Pobruuy 1991 Frmad in Soptrbmr 1992 Frmod in January 1991 u 
Capital account lib~r~lization Total -iate libaraliration Substantial libmralitation Substantial liborglir~tiou Subatmtfal liboraliratioa I/ 
Indirect man. pol. inst-ts Frogrmmsiva refinmmt u Rumtly intro&cad Rapid introduction (lat. 1992) Rapid introduction 
Monay mark& dwalopwnt Further dw*lopPmt In prosrams Rapid d.vmlo~t Rapid introduc.: slow prograss 
Resays* rquir-ts Gradual r4uction Itow aystm mado operative Gradual rduction Iho-off rduction 
Cmtral bank indapmdmca From Sgptmber 1992 From Juna 1991 Proposed reform Rot yet contmp1gt.d 
Contra1 bank lossas Rapidly l liminatad (Not antimated) Evmtually l limingtod (Not l stimatod) 
Prudmtial regulation Tightmad standards Eat&&shod BNB authority 3/92 Progrosmiva i~rwanmt Prograsaiva imprw-t 
Bank supervision Progressive iaprovmmt Established BBB authority 3/92 Prograsaivo inprw-t Progr*ssiv* imprwamt 
Opming naw facilities Allowed frm early 1994 Bank l try mcouryad No l plicit policy Moderately mcouracmd 
&structuring Substantial progr*ss Initiated in 1992 but slow Modest restructuring Modest restructuring 
Prtvatization Considered for provincial U1th.t. gOa Ro l plicit policy Slow privgtiration r/ 
Other financial sector rmfoma banks Stock l xchmgas opmad Aw smxrftfm martats lnr Now socuritiar mukats 

Currmcy board syntm frm in early 1992 (S/93); privatizod l xchmgm 1~ and ragulations (4/93) 
Otha *contic rofonna 4/91 

Fiscal reform Limitad l ffwA.ivm.ss Progr*saiv* impr-t Progrmssiva imprw-t 
Privatisation of stat* l torprisas Slow promu Limited prograsg Not pursued l ff~ctivaly 
Price liboraliration Substantial rmform Prices frmod in early 1991 Maintmmca of mark& l ystm Progressive liboraliration 
Prado reform Substmtlsl progr**s Sip2ificant raforp Significant. reform Slow reform 
Eschmga rata r&ma Haintenmco of markat syatm Flaxibla rata Flexible rata Floxiblm rata 
Extarnal dmbt Significant reform Paris Club and bank debt under Paris Club and bank debt Paris Club l grin-t pmding 

Fixed rat* nm6otiation l grmmmta complatad y  last phas. iapl-tation 
DDSR operation canplat*d 
(4/93) 

u But of limitad ma under tha new currmcy board systm. 
z/ Paris Club raschedu%iw l &rmmant ruehod in July 1994. DDSR opuation with ford&n banks coqleted in April 1995. 
J/ With fnr l xcaptiong. subh u the prohibition to pay intorest on d-d doposits. Rmaining controls rmovod in Hay 1993. 
i/ But with a recent tmdmcy o'l the Cmtral Bank not to provide foreign l xchmgo for capital account transactions. 
1/ Partial sales of stock of joint-vmturo banks. 
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rnndia 

Finmcial sector rofoms 
IntGrmmt rata libGrGlisat.ion 
Capital account 1ibGralisGtion 
Indirect mm. pal. inst-ta 
Money mutot dovelopnt 
Rosuw rquirants 
CGntral bank indmp.~dGnc. 
Cmntrd bank lomsos 
Prudmtial regulation 
Bulk 8upuvi*ion 
Opening nGw fGcilitiGs 
Restructuring 
Priv4tizmtion 
Other financiG1 *actor r*forma 

ProgrGmivG UbGrGlisation f/ Frwd in July 1991 Progressive 1ibGrGliration &/ ProgrGraivG UbmrGlitation fi/ 
ProgrGssivG liboraliration Progrmsivm 1ibGralisation Progrmsivo 1ibmralirGtion ProgrGGsivG UbGralizatioa 
Progromsivm introduction Progreasivm introduction Progrmsiw introduction Progrorsiw introduction 
Progrmsivm devolopmmt Progrusivm davalopwnt Progrorsiw devalopwnt Progrmraivo dovolo~mnt 
Sm reduction Incrmmd for m. p. purp0s.s Incrmud for f8.p. purpoms RoducGd in l rly 1993 
Not yet contamp1at.d Proposmd reform From 1995 From Hay 1993 
(Not l stimatod) (Not GmtimatGd) (Not GstimatGd) ProgrGGGivGly roducmd 2/ 
Progrwsivm improwamnt Progrrssiw improv-t Prograsniw improvunt Progrmsiw improvarmt 
Progrwaivm improvmant Progrwsiw improv-t a/ Progrmsiva improvment Progrmsiw improvamt 
LibGralizGd private bank antry No explicit policy ModGrGtGly Gncour~god Modaratoly l couragod 
Progr*ssiv* rmtructuring Progrossiw restructuring ProgrGssivG rGGtruct.uring Progrmaiw r*structuring 
Limitad Gale of shares No Gxplicit policy u1timat* goal ll1timat* goal 
DavGlopwnt of securities Expan81on of thm st.oci (No ntock .xchmga l xists) A stock GxchmgG is under 

mark&,* and stock l xchmgm l xchuym prGp4ration 

Other Gcon~aic reforms 
Fiscal reform Limited l ffmctivm.ss Progrmsiv* improvawnt ProgrGrsivG improvamnt 
Priwtis8tion of state l nterprir*a Not purauod GffGctivGly Progrmmivm improvmcmnt Progrossivo privatisation Progrmsiva privatisation 
Price 1ibGrslitation Progroasivo libaaliration Not plrsud Progrmmsiw libwalization Prograrsivo liboralization 
Trada reform Limited 1ibGralirGtion Progreesiw libaralitation Progrmssivo liberalisation Progrmsive libmraliration 
Exchange rat* rmgima f3any.d float 2/ Progrmsiva liberalization Program. flmxiblm C ProgrGos.flGxiblG h intmgratod 
Extmrnal debt Haintmmnco of modarata debt Floxiblo rate i/ intogratad Paris Club rGGchGduling 1p/ 

. Progrbrniva debt reduction 2/ Prograssiva dabt ruiuction l/ 

A/ An l *rly mm* l raplaced all bank ceilings on dmpoait rates by l single deposit rata railing of 13 percoot. 
doregulated. Boweve 3 P 

SubsaquGntly, tb* issuing of CDs wieh frmo rates *a* 
. RosGrvG Bank of India still l tiinistws the muian rata thmt banks cm pay on tero dopositr. 

z/ Following two step &awluMAms within the Wustabl. pw, l doal mrkmt wag l mt&lish*d in May 1992 with l market-dotaminad rata for moat currmnt and capital account 
trurmctions. In March 1993 th&system was unified under a flGxibl* rat*. 

a/ Substmtid Glippyos occurred in 1992-93. 
4/ Tha private mrkot and public sector (official) GxGhmgG ratw Were unified in Ch3.obu 1993. 
2/ Kmya obtained a nonconcoasionary debt rorch~uling from Paris Club creditors in early 1994. 
p/ A si41e nuxlpln rate of 31 porcmt rmplacmd all prwious intarmt r8tm controla in July 1991. This coili was rammed in July 1993. 
l/ Turxania*r atomal dGbt to Paris Club creditors wont through four rGmchGduliog8. the hat one on "London tams" effected in 1992. 
g/ Cwqlat@d in July 1994. 
p/ A plan for the racapltalir&.ion of the BOU through a GovOWt bond is mdmr comidoration. 

1p/ Ug.ndG bGGm tbG first country to rocoivo a *tack-of-dGbt opuation on "Ngplm tarma" from Puir Club creditors in Guly 1995. 
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monetary policy instruments, with particular attention to open market 
operations and the development of supporting money markets, especially the 
market for treasury bills; reserve requirement policies are also discussed. 
The third category comprises reforms of the central bank as the apex 
institution of the system and it discusses the issues of central bank 
independence, restructuring of the central bank, and reduction or 
elimination of quasi-fiscal operations of central banks that cause operating 
losses. Finally, the fourth category discusses reforms of prudential 
regulation and supervision and the structure of the financial sector 
including the entry of new financial institutions, the restructuring, 
privatization, and liquidation of financial institutions, and the 
development of securities markets and stock exchanges. (For a brief 
chronological summary of the major financial sector reforms in the eight 
countries, see the Appendix.) 

Interest rate liberalization is often considered the fulcrum of 
financial sector liberalization, as no market can function as such without a 
free price. Argentina was the only country in this study where interest 
rates were already market determined before the recent reforms of the 
financial sector were initiated. u In Bulgaria, Egypt, and Kenya, the 
liberalization of interest rates was undertaken in 1991--right at the start 
of the main reforms --and in Ecuador in 1992; whereas India, Tanzania, and 
Uganda, carried out a more phased liberalization. 

Full capital account liberalization was introduced early in 1991 in 
Argentina by the so-called Convertibility Law, which also involved the 
introduction of a currency board system with an exchange rate pegged to the 
U.S. dollar. This pegged system, supported by a 100 percent foreign 
exchange cover of domestic central bank liabilities, u was (together with 
fiscal consolidation) the main pillar of the disinflation strategy. Capital 
account liberalization gained increasing significance in the remaining 
countries as a complement to the liberalization of the domestic financial 
sector. A near complete removal of capital controls was effected early in 
the reform process in Bulgaria and Egypt. The other countries adopted a 
more gradual approach. 

u As is well known, Argentina had already undergone in the past several 
experiences with financial liberalization, the best known being that of the 
late 197Os, which unfortunately ended with the reintroduction of many 
controls following a severe financial crisis. See Tombs J.T. Balino, "The 
Argentine Financial Crisis of 1980," in: Banking Crises: Cases and Issues, 
edited by V. Sundararajan and Tomas J.T. BaliAo (IMF, Washington, D.C., 
1991). 

2/ The foreign exchange cover was made equal to 100 percent of domestic 
currency liabilities, but up to 20 percent of the cover could be held in the 
form of foreign currency denominated assets constituting credit to the 
government or some domestic financial institution. 



At the beginning of,the recent reforms, indirect monetary policy. 
instruments were used only in Argentina. The introduction of the currency 
board'system meant, however, that Argentina gave up monetary policy 
independence from the rest of the world and that, therefore, monetary 
instruments.were not to' be'used ex,cept to smooth outshort-term liquidity 
fluctuations. A possible remaining mone.tary policy instrument was the use 
of reserve requirement ratios. The authorities, however, decided against 
the use of this instrument except in exceptional Circumstances, and instead 
focused on a phased-reduction of all reserve requirements and their uniform 
application across'instruments and -financial institutions to avoid 
distortions in the financial system. 

In Ecuador and Egypt, the introduction of indirect monetary policy 
instruments was effected rapidly after the liberalization of interest rates. 
This necessitated the further development of the incipient money markets 
and, in particular, of the market for short-term government securities 
(treasury bills) which could be used in open-market operations by the 
central bank. I/ In Egypt the authorities introduced weekly treasury bill 
auctions from the beginning of the liberalization (January 1991), and 
shortly thereafter began to use treasury bills for monetary purposes. In 
Ecuador, the Central Bank began to operate in treasury bills for monetary 
control in late 1992 after setting a coordinated system of money and foreign 
exchange desks. In the remaining countries the introduction of indirect 
monetary policy instruments was staged more gradually, although for two 
different reasons. In India and Kenya gradualism was largely voluntary as 
the authorities proceeded to introdude indirect instruments only slowly 
despite the fact that they had already accumulated some experience operating 
in the money markets. By contrast, in the other countries the authorities 
had little choice but to proceed slowly; not only they'had to start treasury 
b'ill auctions from scratch--Bulgaria (J'uly 1991), Tanzania (August 1993), 
and Uganda (May 1992)--but they also had to establish from scratch a 
framework for the conduct of monetary policy in a market-oriented 
environment. 

With a view to eliminating their implicit tax on financial 
intermediation and reducing distortions, reserve requirements were more or 
less rapidly reduced and harmonized in five of the eight countries 
(Argentina, Ecuador, Egypt, India, and Uganda); in some cases (Argentina and 
Ecuador) they were reduced from very high initial levels. By contrast, in 
Kenya and Tanzania, reserve requirements, while uniform, tended to be 
increased in order to restrain monetary. expansion. This was the unfortunate 
result of inadequate progress in introducing other, more'market-oriented 
monetary policy instruments and the accompanying'development of money 

L/ For an overview of the importance of the development of money and 
financial markets, in relation to the adoption of indirect monetary policy 
instruments, see William E. Alexander, et al, The Adoption of Indirect 
Instruments of Monetary Policy, Occasional Paper 126 (IMF, Washington D.C., 
June 1995). , 
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markets. In Bulgaria, a system of moderate reserve requirements came into 
operation with the breakup of the monobank and the creation of a 
decentralized banking system. 

Central bank independence was introduced relatively early in Argentina 
(1992), Bulgaria (1991), and Uganda (1993) and more recently in Tanzania 
(1995). JJ In Argentina, this came about through a new central bank 
charter, which complemented the earlier Convertibility Law. 2J In Ecuador 
and Kenya, central bank independence was considered relatively early but 
legislative amendments to this effect are still pending from approval by 
their respective legislatures. No action has yet been considered in Egypt 
and India. 

In most countries (Argentina, Bulgaria, Ecuador, Tanzania, and Uganda) 
the central banks themselves were the focus of substantial structural 
reforms. In Argentina, the Central Bank was subject to substantial 
downsizing and reorganization to conform with its new mandate under the 
Convertibility Law. In Bulgaria, restructuring was undertaken following the 
enactment of the new central bank law which provided the National Bank of 
Bulgaria with the powers of a central bank. In Ecuador, the new Monetary 
and State Bank law of May 1992 removed the development banking functions 
from the Central Bank and attributed them to the newly created State Bank. 
In both Tanzania and Uganda, the central banks underwent a process of 
reorganization and downsizing designed to strengthen performance and reduce 
operational costs. 

Central bank losses were characteristic of most of these countries 
before the recent financial reforms, being especially large in Argentina and 
Uganda. Following best accepted practices suggested by the Fund, these 
losses when quantified were in most countries added to the deficit of the 
nonfinancial public sector to obtain a more complete picture of the overall 
public sector performance, as they in fact stemmed from quasi-fiscal 
operations of the central bank (one of the likely results of lack of central 
bank independence). Argentina very quickly and Ecuador more gradually 
eliminated these losses by discontinuing the operations giving rise to them 
or by transferring them to the government. In Uganda, a plan for the 

u However, a distinction can be made between central bank independence 
as acquired through the legal process (lack of dependence from the 
Government) and de facto independence, an achievement that in some countries 
can take longer as it can be gained only through the increased credibility 
of the central bank, which in turn may be affected by other policies, 
especially fiscal policies. Even in the strongest case represented by 
Argentina, it took time for the Central Bank to assert itself in the new 
policy environment. 

2J At the very beginning of the Convertibility Plan, the authorities 
responded to a run on the national currency with a severe and unexpected 
increase in reserve requirements, which dealt speculators sharp losses 
thereby helping establish the credibility of the new monetary regime. 
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recapitalization of the central bank through a Government bond is under 
consideration. 

Reforms of the prudential regulation and supervision systems were 
undertaken in all countries to some extent, with a particular focus on 
appropriate bank capitalization, limits on loan concentration and insider 
transactions, and norms for loan losses, i.ncome recognition and provisioning 
against nonperforming loans. However, progress in these areas was generally 
slower than anticipated, and much remains to be done. In Bulgaria, the 
authority of the central bank to dictate prudential regulations and 
supervise the financial sector was not established until March 1992. 
Progress in bank supervision was especially slow, and none of the coun- 
tries--except, beginning recently, Argentina- -yet carries out comprehensive 
on-site inspections of financial institutions based on an effective off-site 
surveillance system (See Table 5). 

The opening of new financial institutions and branches of existing 
institutions was given new impetus in some countries with a view to 
increasing competition. Private bank entry was deliberately encouraged in 
Bulgaria, Egypt, Tanzania, and Uganda. India further liberalized the entry 
of private banks to compete with the long-established public banks, although 
the latter still continue to dominate the financial system. In Argentina, 
regulations from early 1994 allowed the establishment of new banking 
facilities for the first time in many years. Ecuador and Kenya, countries 
with extensive private banking systems, had no explicit policy, but new 
entry was not discouraged. In all countries, the new tendency was to accept 
the entry of foreign banks to compete with the domestic banks. This policy 
was also related to the liberalization of capital movements across borders. 

Restructuring of commercial and development banks and other financial 
institutions was undertaken in all the countries, and substantial progress 
was achieved in some of them. In Argentina, Tanzania, and Uganda, state- 
owned banks were forced to become more efficient by shedding excess labor, 
rationalizing operating costs, and closing loss-making branches, although in 
some cases the objectives of cost rationalization were not fully achieved. 
By contrast, only modest progress in restructuring of banks was made in 
Bulgaria, where the main issue was the appropriate consolidation of the 
numerous small and weak banks resulting from the breakup of the monobank 
system in 1990. L/ Measures for the recapitalization of banks, 
strengthening their liquidity base, and other measures to ensure the 
solvency and liquidity of the financial sectors, were adopted in most 
countries, especially in Argentina and Egypt, In 1993 Kenya proceeded to 
close a number of banks and NBFIs that were insolvent and had engaged in 
irregular transactions with the Central Bank. 

u The first consolidated bank, resulting from the merger of 22 smaller 
banks, became fully operational on January 1, 1993. 



Table 5. Current Bank Supervision Systew 

Supervisory Authorities 
Off-site 

Monitoring Capability m-site Bank Inspection 

Argentine 

Bulgaria 

Central Bank of the Republic 
of Argentina: 
. Superintendency of Financial 

Institutions 1/ 

Bulgaria National Bank 

Reporting system for banks and 
NBFIs is used to analyre both 
solvency and compliance with 
prudential regulations. 

Limited capability; there is a 
plan to establish an early 
warning system. 

Plan of regular inspections or audits 
put into effect and regular inspections 
of financial institutions comnsnced. 

Limited on-site inspections carried out 
since 1993. 

Ecuador Superintendency of Banks 
(separate from the 
Central Bank y 

Reporting system for banks and 
NBFIs seems operative. 1/ 

Bank audits rewired, but only partial 
on-site inspections carried wt. 

WV 

India 

Central Bank of Egypt 

Reserve Bank of India: 
. Department of Supervision 
. Department of Banking 

Operations and Development 

Reporting system for banks and 
NBFIs needs upgrading. 

Automated system to be 
developed in three-years time 
for banks, NBFIs, and AIFIs. 

Limited audits and off-site inspections 
being carried wt. 

Carried out by to0 inspectors, but 
uithwt benefit of good off-site 
monitoring capability. 

Kenya Central Bank of Kenya 
. Bank Supervision Department 

Reporting system for banks and 
NBFIs needs regrading for financial 
analysis purposes. 

Limited on-site inspections being 
carried wt. 

Tanzania Bank of Tanzania 
l Directorate of Bank Supervision 

New bank reporting forms for both 
supervisory and analytical purposes 
have been implemented. 

Limited on-site inspections being 
carried wt. 

Uganda Bank of Uganda New surveillance system to be applied 
. Bank Supervision Department to all banks and NBFIs. 

limited on-site inspections being 
carried wt. 

I/ Semi -autonomous part of the Central Bank. 
2/ In February 1995, a Banking Board with representatives from the Central Bank and the Superintendency of Banks with responsibility for 

strengthening the banks.0 regulatory frameuork and reinforcing the reforms of the Superintendency of Banks uas established. 
3 However, the reporting system currently excludes offshore banking activities and reporting still suffers from considerable tima lags. 
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Bank privatization was a goal in virtuclly all countries, although to a 
different degree. In Argentina, Ecuador and Kenya, where the banking system 
was already largely private, the restructuring of public sector banks was 
accompanied by some privatization. In Argentina, consideration also has 
been given recently to the possibility of privatizing most provincial banks, 
which are a major source of inefficiency in the system. In Bulgaria, 
Tanzania, and Uganda, bank privatization of their largely state-owned 
banking systems has been an ultimate goal since the beginning of financial 
reforms, but little has yet been accomplished, because of delays in 
restructuring of banks in anticipation of sale. In Egypt, the privatization 
of banks was conceived as a medium-term process, IJ but progress has in 
practice been slow. In India, besides the licensing of private banks, the 
privatization policy also involved the sale of minority shares in public 
banks to the private sector, a goal falling short of outright privatization. 

The development of the securities markets was considered necessary in 
all countries, as was the need for stronger prudential regulation and 
supervision in this area. u Promotion of stock exchanges was considered 
necessary in all countries except Tanzania where it was considered 
premature. In Bulgaria, stock exchanges were opened in 1992 as part of the 
process of institutionalization of a market economy, and in anticipation of 
privatization of public enterprises and banks. In Uganda the establishment 
of a stock exchange is under consideration. In Ecuador and Egypt new modern 
security laws were enacted, and in Ecuador the stock exchanges were 
privatized. Further development of existing securities markets and stock 
exchanges was promoted in Argentina, India, and Kenya. 

2. Other economic reforms 

Macroeconomic stabilization through fiscal and other reforms was one of 
the policy goals in all countries. Fiscal reform was closely associated 
with the improvement in the public finances and was attempted in all 
countries with various degrees of effort and success. Substantial fiscal 
reform was accomplished in Argentina, involving the rationalization of 
expenditures (through staff attrition, salary correction, and general 
expenditure control), a substantial improvement in the tax system, and 
substantial privatization of public sector enterprises. These reforms 
quickly permitted switching from significant overall public sector deficits 
(including the deficit of the central bank) to an overall public sector 
surplus, which, together with the exchange rate anchor supported by the new 
currency board system, permitted a quick disinflation strategy. In Egypt, 
significant progress was made over time in fiscal consolidation primarily 
through tax reforms. Ecuador- -and most recently Kenya--also achieved 
substantial fiscal consolidation. In the other countries the achievements 

I/ Within two and a half years, all joint venture banks and one of the 
four main public sector banks were to have been fully privatized. 

2/ A securities scandal in India in 1992 reaffirmed the commitment of the 
authorities to prudential supervision. 
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were more modest and public sector deficits continued to pose a challenge 
for macroeconomic stabilization and the success of ongoing structural 
reforms. Thus, despite initial efforts undertaken in Tanzania and Uganda, 
involving civil service retrenchment, expenditure rationalization, tax 
reform, and restructuring and privatization of public enterprises, fiscal 
consolidation remains an unfinished business. Fiscal consolidation was not 
pursued with any vigor in Bulgaria or India, where deficits continued to be 
very large. 

In addition to helping to close the fiscal gap, privatization of public 
enterprises was viewed in most cases as having a significant effect on 
liberating the financial sector from the burden of government-imposed 
obligations to provide concessional credit to maintain afloat these 
inefficient enterprises. However, implementation posed numerous problems, 
and delays were frequent. Privatization of public enterprises was a major 
issue in Bulgaria in its transition from central planning to a market 
economy, but in its circumstances it proved to be an arduous and slow 
process which still has to be implemented. Similarly, Tanzania and Uganda 
only slowly initiated the process of privatization of their dominant public 
enterprise systems. In the absence of domestic capital markets it was 
difficult to find suitable buyers. In Egypt and India, where large and 
inefficient public enterprise sectors operated side by side the private 
sector, only slow privatization was contemplated and little was 
accomplished. Of the remaining countries with less intrusive public 
enterprise sectors, only Argentina engaged in a substantial privatization 
program. u 

Price liberalization was undertaken in Bulgaria through a sweeping 
measure in early 1991, simultaneously with the freeing of interest rates and 
the adoption of a flexible unified exchange rate system. This 
liberalization led to an initial outburst of inflation resulting from the 
burning out of the monetary overhang inherited from the central planning 
period. In most other countries price liberalization referred mostly to 
periodic adjustment of public sector prices and to the deregulation of some 
controlled prices (often dictated by special marketing boards) in the 
private markets, in addition to the decontrol of prices inherent in the 
privatization of public enterprises. 

Significant trade reform was accomplished in Argentina, Bulgaria and 
Ecuador. In Bulgaria, trade reform and currency convertibility were the 
main pillars in the establishment of a competitive price system in the short 
run, given the absence of a domestic market. Kenya, Tanzania, and Uganda 
made significant progress toward trade liberalization, the latter two 

lJ In Ecuador, only limited progress was achieved, despite the 
Government's comprehensive agenda, because of resistance from the 
opposition-controlled legislature. 
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starting from a highly restrictive regime. L/ Egypt and India made only 
slow progress in dismantling their complex and inefficient trade systems. 

Except for Argentina- -which from the beginning of reforms maintained 
an exchange rate pegged to the U.S. dollar as part of its anti-inflationary 
policy-- all countries adopted or maintained a flexible exchange rate system. 
In some cases, the authorities operated a dual or multiple exchange rate 
system for a while, with at least one free market rate, before complete 
unification and floating of the exchange rate was achieved. Interbank 
foreign exchange markets became the typical arrangement in all countries. 

All seven countries that were heavily indebted before reforms (all 
except India) made progress in working out substantive agreements to reduce 
the level of external debt and debt burden. Argentina's debt and debt- 
service reduction operation (DDSR) with foreign commercial banks was 
completed in April 1993, thereby opening the door for the country's return 
to the international capital markets. Ecuador's DDSR operation was 
completed in April 1995. Egypt's Paris Club agreement went through two 
phases of implementation, before the third and final phase was withheld 
pending either approval by the Fund of a new arrangement or the conclusion 
of a review under the existing arrangement. In Bulgaria, both a Paris Club 
agreement and an agreement with the banks are awaiting approval of a 
structural adjustment program supported by the Fund. Kenya, Tanzania and 
Uganda moved to reach understandings with official creditors, following 
adoption of structural adjustment programs supported by the Fund. 2J J/ 
However, because of their low per capita income and their external 
vulnerability, Tanzania and Uganda continue to depend heavily on 
concessionary support from the international financial community. 

3. Seauencing issues 

In all countries financial sector reforms formed part of wider efforts 
to improve general economic efficiency and achieve macroeconomic 
stabilization in the context of a market economy. &/ Thus, financial 
sector reforms were viewed as essential to the success of the overall reform 
and stabilization process. They were expected to bring increased monetary 

1/ A plan exists for the eventual integration of these three countries in 
a customs union. 

u In Kenya, an interruption of the reform process and a series of public 
financial scandals in 1992-1993 caused the international financial community 
temporarily to withhold further support, until the authorities were able to 
resolve the difficulties. A nonconcessionary rescheduling agreement was 
reached with Paris Club creditors in early 1994. 

1( Uganda became the first country to receive a stock-of-debt operation 
on "Naples terms" from Paris Club creditors in early 1995. 

&/ For an overview of sequencing issues, see Vicente Galbis, "Sequencing 
of Financial Sector Reforms: A Review," IMF Working Paper, WP/94/101, 
September 1944. 
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policy effectiveness to cope with inflation and to establish efficient 
intermediation as a focus for market-oriented savings and investment 
decisions, and therefore economic growth. 

The degree of macroeconomic stability ranged from bad to poor in all 
these countries before the start of reforms, but none of them considered it 
appropriate to delay the implementation of financial and other structural 
reforms until after the achievement of advanced macroeconomic stability. 
In Argentina, which started from a severe hyperinflation, the authorities 
nevertheless already maintained free interest rates and were prepared to 
introduce further structural reforms simultaneously with macroeconomic 
stabilization. In Bulgaria, interest rates were freed early and 
simultaneously with prices and the exchange rate, and were accompanied by a 
substantial initial reduction of exchange and trade restrictions, in order 
to promptly subject the economy to the forces of international competition. 
Given the initial monetary hang up, inevitably this rapid liberalization 
resulted in high inflation initially, but it was hoped that with the 
introduction of fiscal and monetary restraint this would constitute a 
temporary phase in the adjustment process, and would not undermine the 
liberalization nor the further structural reforms that were being 
contemplated. In the remaining countries, although macroeconomic 
stabilization was being attained at a slower pace than anticipated, there 
was no question of turning back on the financial (and other structural) 
reforms and, in fact, both processes were viewed as reinforcing each other. 

In all the countries, financial sector reforms were initiated before or 
simultaneously with attempting the removal of exchange controls on capital 
account transactions. In Argentina, interest rates had already been freed 
before the starting of the 1991 reforms, when an immediate and complete 
liberalization of the capital account was effected under the Convertibility 
Law. In Egypt, capital account liberalization was introduced in early 1991, 
at about the same time that interest rates were liberalized. In the 
remaining countries capital account liberalization was envisaged as a 
gradual process, to be achieved simultaneously with or shortly after 
financial reforms. India was perhaps the slowest to start the process of 
removal of capital controls, in consonance with its gradualist approach to 
financial sector reforms. I/ 

The internal sequencing of financial sector reforms was in all cases-- 
although not necessarily by design but because of practical realities--one 

u The domestic before external sequencing chosen by all these countries 
thus conformed to the traditional views regarding appropriate sequencing. 
However, experience in a range of other countries has shown that it is 
possible-- and even desirable--in some cases to liberalize the capital 
account contemporaneously with financial sector reforms, sometimes as part 
of a very rapid process. Indeed, in some industrial countries 
liberalization of the capital account occurred before that of the domestic 
financial sector and was a driving force for financial reforms. 
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of relatively rapid removal of interest rate controls (liberalization) but a 
much slower resolution of structural issues. As noted, Argentina already 
had a free interest rate system at the start of the reforms,'and Bulgaria, 
Egypt and Kenya introduced interest rate liberalization right from the start 
of the reforms in 1991, with Ecuador following in 1992, Tanzania in 1993, 
and Uganda in 1994; only a remaining ceiling on term deposit rates is still 
maintained in India. By contrast, all these countries to a larger or lesser 
extent. still have to complete the .process of restructuring.and privatization 
of their.financial sectors; this process involves.many complex decisions and 
takes more time. .In some'countries, as in Tanzania, remaining structural 
deficiencies impeded progress toward effective interest rate flexibility in 
the new liberal environment. lJ 

Although the strengthening of prudential regulation and supervision 
systems is generally viewed by both analysts and policy makers as a 
precondition for the success ,of.interest rate liberalization, these refiorms' 
were only slowly introduced in most of these countries and, in fact', several 
of them still have relatively,weak regulatory and supervisory systems, with 
largely inadequate on-site'inspection. These weaknesses attest’to the 
practical difficulties encountered in the reform of these systems.,' which 
require very significant legal and institutional'undertakings, substantial ' 
training and technical assistance, and the appropriate level of funding. .As 
discussed later on, the shortcomings of inadequate prudential and 
supervisory policies have become 'one of the major'concerns regarding the 
efficiency and even future viability of the reforms. 

. . 
The introduction of indirect monetary policy- instruments has to be 

built.,. .of course, on already'functioning money markets or at least on 
auctions of treasury.bil1.s or central bank short-term market instruments. 
In.Argentina, the only country with. some traditional money markets, indirect 
instruments were already the principal vehicle for monetary c'ontrol at the 
start of the reforms. 2J In Ecuador, the switch from direct to indirect 
monetary policy instruments was effected rapidly after the liberalization of 
interest rates in 1992. The process of substitution of indirect for direct 
instruments took about two years in Egypt, following the near complete 
liberalization of interest rates in 1991, during which period the two 
systems were run in parallel. In the remaining countries, the developme;it 
of indirect instruments was a slow process, which is still ongoing in some 
and not yet started.in Bulgaria. It was risky to rely solely on indirect 
monetary policy instruments in a financial system that suffered from the 
lack of, or the insufficient, development of the treasury bill and other 
money markets on which to target the instruments. The necessary reduction 

I/ The main problem in Tanzania was the nonmarket behavior of the 
National Bank of Commerce; the dominant state-owned bank. ' 

2J However, as noted earlier, the introduction of the currency board 
system obviated the need. for the use of an active monetary policy, and 
monetary policy instruments were therefore relegated to smooth out short- 
term liquidity fluctuations. 
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of inappropriately high reserve requirement ratios to promote the sfftciency 
of financial intermediation, in particular, required the application of 
offsetting instruments to prevent the expansionary monetary effects derived 
from such reduction. As mentioned earlier, some of the countries, in fact, 
had to recur to large increases in reserve requirement ratios during the 
reform period--a setback for reform --because market-based indirect monetary 
policy instruments had not yet reached sufficient development to be used as 
primary control mechanisms. 

4. Unresolved questions 

In all the countries reviewed in this paper financial sector reforms 
are still an ongoing process. 1/ This is particularly true of those that 
started from a more primitive and/or a more controlled system, which are all 
except for Argentina and Ecuador. 

The situation of the financial sector in Argentina is probably the most 
advanced of the group. One of the main structural problems still pending 
from resolution is the restructuring and privatization of the provincial 
banks. u Another area where reforms are at present being intensified is 
the further refinement and implementation of prudential norms and 
supervision to ensure the soundness and liquidity of the financial system. 
This issue came recently to the forefront because of the liquidity 
difficulties suffered by some private banks as a result of a sharp reversal 
of capital inflows in the aftermath of the Mexican financial crisis. J/ 

Among the most pressing reforms still to be implemented in Ecuador are 
those related to the amendment of the central bank charter to grant 
independence to the Central Bank (a reform stalled in the opposition- 
controlled legislature for two years); implementation of a program to 
strengthen bank supervision; enforcement of tighter capitaltzation 

J.J In a way, financial sector reforms can never be said to be completed, 
if only because the nature of the markets is continuously evolving as a 
result of market innovations and technical changes, which at a minimum 
require continuous adaptation of prudential regulations and supervision. 

u These banks are a relic from the old system, and although generally 
not very large, they constitute a hindrance to the overall reform process 
because of their inefficiency, operating losses, and connections with the 
provincial governments which own them. The resolution of this problem has 
been delayed by the political implications over the power-sharing 
arrangements between the central and provincial governments. 

1/ Most norms were introduced or updated in the period 1993-94, thereby 
predating the onset of the recent crisis. This proved helpful to deal with 
the crisis. 
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requirements; reform of official financial institutions; and clarification 
of conditions for,,entry of new institutions. I/ 

The situation'in Bulgaria remains one of slow progress and numerous 
unresolved issues. The main pending reforms are the consolidation of 
indirect monetary policy instruments (impeded by the lack of sufficient 
progress in the development of the money and securities markets); Z?/ 
implementation of a clean-up program of nonperforming loans, completion of 
the restructuring of the banking system, and recapitalization and 
privatization of banks; improvement in the legal and institutional capacity 
to restructure the financial sector and to enforce prudential regulations 
and supervision; implementation of a long-contemplated program to establish 
bank credit limits on 100 selected state-owned enterprises as a way to stop 
credit expansion and impose a hard-budget constraint on these enterprises; 
initiation of steps to develop further the capital markets by selling 
government bonds and promoting trade in stocks of privatized companies; and 
enactment of appropriate legislation on commercial contracts, securities, 
and stock market transactions. 

In Egypt, after a strong start with liberalization in 1991, the pace of 
financial sector (and other)'reforms went through a period of consolidation 
before being reinvigorated in 1993. Reforms still pending are the 
completion of a program of reduction and eventual elimination of subsidized. 
creditand the phased reduction of reserve and liquidity requirements; 
continuation of the sale of state shares in joint-venture banks and 
privatization of state banks and insurance companies (with at least one of 
the larger public banks and insurance companies to be privatized); certain 
refinements in bank supervision; strengthening of the monitoring and 
enforcement capacity of the capital markets authority; and enactment of 
modern general exit and bankruptcy legislation. 

Progress in India has been slow. Despite financial liberalization 
efforts made in recent years, major distortions remain, including priority 
and concessionary lending requirements, as well as high cash and liquidity 
ratios; 3J a ceiling on bank term deposit rates; a banking system still 
dominated by the public sector, 
assets and high* operating costs; 

which suffers from large nonperforming 
weak income recognition norms and a system 

still struggling to meet capital adequacy requirements along the lines of 
the Basle Committee; lack of c, ompetition in the insurance industry, still a 
government monopoly; inadequate prudential regulation and supervision over 

lJ Another pending reform is that of the social security system to allow 
for the operation of private pension funds along with minimum pensions 
provided by the state. 

2J The BNB has engaged in shadow operations for reserve money management 
to gain experience. 

3/. Because of fiscal,weaknesses, the restructuring of public banks and 
the reduction of concessionary finance to government and state enterprises 
have been made difficult. 
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the financial system and over the capital markets; and lack of independence 
of the central bank. The development of money and securities markets has 
suffered in part as a result of the gradual and unfinished liberalization of 
interest rates and of financial transactions, and this has also slowed the 
introduction of effective indirect monetary policy instruments. 

Financial sector reforms in Kenya dating back to the mid-1980s suffered 
from the vagaries of stop-go policy cycles and, although interest rates were 
freed in mid-1991, the following two years were marked by macroeconomic 
mismanagement and public financial scandals that culminated in an economic 
crisis in March 1993. To face this crisis the authorities implemented 
substantial measures to reform the financial (and other) sectors in the 
following two years. Nevertheless, there remain important issues to be 
resolved, including restructuring and sale of government shares of public 
commercial banks (especially the National Bank of Kenya); amending the 
Central Bank of Kenya Act and the banking legislation to strengthen the role 
and independence of the Central Bank in monetary policy; implementing a 
gradual reduction in the cash reserve requirement and enforcing this 
requirement on banks' affiliated financial institutions; improving 
prudential regulation and bank supervision and furthering judiciary reform 
to enforce financial regulations; lJ developing a secondary market in 
treasury bills; reforming insurance institutions and enacting a modern 
insurance law; converting the National Social Security Fund into a pension 
fund and strengthening supervision over insurance companies and pension 
funds; encouraging further development of the capital market and the stock 
exchange; and amending the legislation on bankruptcy, liquidation, and 
recovery of debts. 

Despite substantial progress made in Tanzania and Uganda in 
reconstructing their financial sectors after years of considerable disorder, 
some serious problems remain in both cases. In Tanzania, remaining 
structural issues in the financial sector include consolidating and 
extending institutional reforms through the restructuring and privatization 
of the three existing public banks, especially the National Bank of Commerce 
(the dominant bank), and the continued encouragement of entry of new private 
financial institutions, including foreign banks, to promote market 
competition; strengthening the supervisory, regulatory and market related 
functions; 2J improving monetary policy design and implementation, with 
better integration of monetary and fiscal policy; strengthening the use of 
indirect monetary policy instruments and the development of reserve money 
programming; creating a wider array of financial instruments, including 

lJ This also includes completing the collection of CBK outstanding 
irregular credit, and establishing a commercial court for legal recourse to 
recover nonperforming commercial bank debt. 

2J Including the functioning of the treasury bill auctions, the wider 
treasury bill market, the payments and clearance systems, the operation of 
the foreign exchange interbank market, and external reserve management. 
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longer-term government securities with market-related yields; and 
establishing a stock exchange. 

In Uganda, the main remaining issues are increasing the scope for 
flexible implementation of monetary policy and for further broadening and 
deepening of the treasury bill market; L/ encouraging the development of a 
shilling interbank market to reduce the need for banks to rely on overdrafts 
with and rediscounts from the Bank of Uganda; completing the restructuring 
and recapitalization of the Bank of Uganda, and improving its regulatory and 
supervisory capabilities; improving check clearing procedures; implementing 
the restructuring and privatization of the Uganda Commercial Bank.(the 
dominant bank) and other weak banks; and enacting legislation to facilitate 
the development of a capital market and establishing a stock exchange. 

IV. Effects of Reforms 

Financial sector reforms are expected to produce certain desirable 
effects, some of which are specific to the financial. sector and can be 
mainly or exclusively attributed to these reforms, whereas others are more 
macroeconomic in nature and can not easily be disentangled from the effects 
of overall macroeconomic policies and structural reforms. The more direct 
effects of financial sector reforms (accompanied by appropriate monetary 
policies) can be judged on the basis of some indicators including the 
reduction of monetary expansion and inflation, u the maintenance of 
positive real interest rates, the increase in financial deepening (decline 
in money velocity), the growth of credit to the private sector in real 
terms, the decline in normal interest rate spreads, J/ and the reduction 
in operating costs. But financial sector reforms and policies can also 
effects such broad macroeconomic aggregates as savings, investment volume 
and efficiency, external capital movements, and economic growth. Some of 
the effects may be expected to be manifested rather quickly, like the 
maintenance of positive real interest rates, whereas others take time to 
produce measurable results--for instance the tendency to financial deepening 
and in general all the macroeconomic effects. Not all effects of reforms 

lJ For an overview of financial sector reforms in Uganda, see Uganda: 
Adjustment with Growth, 1987-94, IMF Occasional Paper No. 121 (Washington, 
D.C., March 1995). 

2J However, it is necessary to recognize that inflation is a complex 
phenomenon and that besides the expansion of monetary aggregates, other 
policies can influence the outcome, especially fiscal policy, enterprise 
policy, price policy, and a host of other policies and exogenous factors. 

3/ The possibility of narrowing the spreads between lending and deposit 
rates will depend in part on the initial policies on these spreads. If the 
spreads had been artificially compressed before the reforms, then 
liberalization of interest rates may lead to an increase in the spreads, 
notwithstanding pressures to lower spreads from the increased competition 
that the financial reforms should bring about. 



- 27 - 

are easily quantifiable, however-- for instance those on the efficiency of 
investment--and there are others, including for instance the scale of 
nonperforming loans, for which data often are not available, or are not made 
public, or are notoriously poor. Tables 6 through 13 provide available 
indicators for the eight countries in this paper. I/ 

1. Monetary control and financial development 

A consistent program of financial sector reforms, if properly backed by 
fiscal consolidation, should be able to deliver on the control of inflation, 
the main ultimate goal of monetary policy. In most countries in this paper, 
inflation abated progressively during the reform period relative to the year 
before the reforms. This is especially true of Argentina, which, starting 
from a hyperinflation in 1990, reduced inflation to the level of industrial 
countries by 1994. In this case, the crucial factors were the use of the 
exchange rate as a nominal anchor supported by a currency board type of 
monetary system and very strong fiscal restraint. The exceptions were 
Bulgaria, Kenya, and Tanzania. In Bulgaria--following the initial 
inflationary outburst in the aftermath of the decontrol of prices in 1991-- 
the slowness of privatization and the lack of progress in imposing a hard 

lJ All these tables were constructed following the same general scheme as 
follows. Inflation (CPI based) was taken as the main general indicator of 
performance with regard to macroeconomic stabilization. Interest rates 
(where available, a short-term market rate and rates on deposits and loans) 
were taken as indicators of the efficiency of financial intermediation; when 
compared with the rate of inflation provide an index of financial repression 
(negative real interest rates); they also serve to form an idea of the 
spread between asset and liability rates and therefore of the internal 
efficiency of financial intermediation. A broad money growth aggregate (or 
closest possible indicator) was used as an indicator of the general stance 
of monetary policy. The ratio of broad'money to GDP (or closest equivalent) 
was used as an indicator of financial deepening; the inverse of this ratio-- 
the broad money velocity--was presented instead for some countries. The 
relative rates of growth of credit to the private and public sectors and/or 
the real rate of growth of credit to the private sector were used to 
indicate the shift from public to private sector financing. The investment 
ratio (investment as percent of GDP) was used as an overall indicator of the 
possible effect of financial liberalization on the volume of investment 
(absence of data for most countries prevented the use of an indicator of 
private real savings). The real rate of growth of GDP was taken as an 
overall indicator of the possible efficiency enhancing gains from financial 
liberalization (subject to the caveat that the rate of growth is influenced 
by many other factors besides financial liberalization). The uncovered 
interest rate differential (difference between comparable U.S and local 
rates) in conjunction with the change in the exchange rate was taken as the 
main indicator of market pressures for capital inflows or outflows. The 
overall balance of the public sector (including where possible the central 
bank) was taken as an overall ind2icator of the stance of fiscal policies. 
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Table 6. Argentina: Financial Indicators 

1990 1991f 1992 1993 1994 

Inflation (CPI) avg. 2.314.7 171.7 24.9 10.6 4.1 

Deposit interest rate 1.518 62 17 11 a 
Lending interest rate A/ 9,695,422 71 15 6 a 

Broad money growth (M3) 2/ 1,059.4 142.3 61.7 47.7 17.5 

%/GDP (percent.1 10.7 9.8 12.7 16.5 17.7 

Private credit growth 
as percent of M3 . . . 102.8 68.8 31.2 20.9 

Private credit growth 
in real terms . . . 13.2 24.8 14.0 15.6 

Investment/GDP (percent) 14.0 14.6 16.7 la.2 19.9 

Real GDP growth (percent) 0.1 a.9 a.7 6.0 7.4 

U.S. deposit interest rate 31 a.2 5.8 3.7 3.2 4.6 
Uncovered interest rate diff. i/ 1,510 56 13 a 3 

Exchange rate change (averaxe) 
depreciation (+L 1,127.a 95.7 3.8 0.9 0.1 

Capital inflows (+) in relation 
to import5 cif (percent) -100.3 a.0 54.0 84.0 52.9 

Overall balance of the 
combined public sector 
in percent of GDP I/ -1.7 -1.2 0.6 2.4 -0.2 

Sources : Data provided by the Argentine authorities; and staff estimates. 
Note: The asterisk on the year 1991 indicates the start of reforms. 

A/ The reported rate refers to the rate in the interbank market, which is not representative of the rate for 
Loans to the private sector. A recently compiled series on the prime lending rate, shows the'following numbers: 
lo.28 (average from April to December 1993); 10.06 (average for 19941; and 22.47 (average from January to June 
1995). 

2/ Liabilities of the financial system to the private sector. 
3/ It@, International Financial Statistics. 
2/ Difference between Argentine and U.S. deposit interest rates. 
5/ Includes the nonfinancial public sector and the Central Bank. 
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Table 7. Bulgaria: Financial Indicators 

1990 1991' 1992 1993 1994 

Inflatiou (WI) avmrye 26.3 333.5 02.0 72.8 96.0 
End-of-period 64.0 338.9 79.4 63.8 121.9 

BNB basic refinancing rata . . . 57.1 61.4 60.9 86.5 

Broad money growth: (nominal) 16.6 110.0 48.4 52.8 78.6 
(real) -28.9 -52.1 -17.3 -6.8 -19.5 

Velocity of broad money u 0.92 1.31 1.31 1.28 1.30 
Velocity of lev money 1/ 1.05 1.98 1.71 1.60 1.93 

Domestic Lev credit (percent): 15.0 67.5 44.9 68.9 la.3 
Government 15.6 216.9 90.6 121.7 a.7 
Non-government 7.2 47.0 31.5 46.7 25.1 

Investment/GDP (percent.1 

Real GDP growth (percent.1 

Uncovered interest rate diff. 2/ 

Exchange rate depreciation (+) 

Capital inflow5 (+l in relation 
to import fob (percent) 

21.3 

-9.1 

. . . 

184.5 u 

la.2 16.2 11.9 9.8 

-11.7 -7.3 -2.4 1.4 

51.3 57.7 57.7 al.9 

244.0 31.2 la.2 96.2 

-77.5 -85.5 -26,7 -21.1 -a.7 

Balance of general government 
in percent of GDP -12.8 9 -14.7 -15.0 -15.7 -7.0 

External debt in percent of GDP 

Debt service ratio 
(goods and services1 

53.0 u 

116.4 

156.3 

76.3 

146.4 

39.2 

119.3 

33.7 

108.0 

18.8 

Sources : Bulgarian authorities; and staff ostimater. 
Note: The asterisk on the year 1991 fndicatos the start of reforms. 

L/ Calculated as the ratio of annual nominal GDP to end of year money stock. 
2J Difference between Bulgaria'8 BNB basic refinancing rate and U.S. deposit interest rate. 

(For the latter see Table 6). 
a/ The appropriate level of the oxchange rate in 1989 and 1990 is uncertain, given the large 

difference between official and black market rates. 
i1 Excluding London Club deferrala. 
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Isbla 8. Ecuedor: Pinanciel Indicators 

199') 1991 1992. 1993 1994 

Inflatiou (CPI) ry. 48.4 40.8 54.6 45.0 27.3 

Discount r&o (mad 02 period) 35.0 49.0 49.0 29.6 32.2 
Deposit intore& rata 40.2 47.2 38.0 25.7 41.0 
Lendi- intarut rata 53.9 55.8 56.5 40.4 49.6 

Broad money groutb o(2) 64.0 55.0 56.5 51.4 52.0 
Rosonm Boy uowth 51.6 46.4 44.5 49.4 35.7 

m/GDP (porcmt) 
Vdocity of t42 u 

la.4 19.1 18.5 21.0 25.4 
7.5 7.0 7.1 6.7 5.6 

Private credit growth 
aa percoot. of I42 

Private cruiit growth 
in real terms 

20.2 27.1 29.0 41.2 47.8 

-5.1 a.5 2.2 32.0 41.9 

17.5 22.2 21.2 21.1 22.6 

3.0 5.0 3.6 2.0 4.0 

Inve*tment./GDP (percent) 

Real GDP growth (percent) 

Uncovered int. rate 
diffarsntial y 

Exchwo rata doprsciation (+) avg. 
Real offoctive l xchan.9e 

rat.0 indax 

Capital infla (+I in rslatiom 
to imports fob (percent) 

Government balance in 
percent of GDP 

Combined public l ector balance 
in parcant of GDP g 

32.0 

45.9 

100.0 

41.4 

36.3 

105.0 

35.1 22.5 36.4 

46.6 25.1 14.5 

105.7 121.5 128.8 

-16.2 -13.1 -7.5 -29.5 -26.7 

1.8 1.4 -0.3 0.5 0.1 

-2.3 -4.3 -3.9 -0.4 0.4 

Sourcas : Data provided by the authorities; and staff estimates. 
m: Iho asterisk on the year 1992 indicates the liboralization of interest rates, whirh signified the 

consolidation of refornm. 

lJ GDP relative to averye M2. 
g/ Differance between Ecuadorian and U.S. deposit interest rates. (For the Latter see Table 6.1 
y Includas the nonfinancial public sector and the Contra1 Bank. 
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Table 9. E&y@ : Financial Indicators L/ 

1990 1991* 1992 1993 1994 

Inflation (CPI) avg. 14.7 

Discount rate (end of period) 
Deposit interest rate (3-month) 
Lending interest rate (1 yr or less) 
Treasury bill rata (3-month) 

21.2 

14.0 
10.0 
19.0 

. . . 

21.0 19.8 17.0 15.3 
10.9 16.2 15.3 12.1 

. . . 20.5 19.5 17.4 
19.9 la.2 16.3 13.9 

Broad money growth V42) 19.7 27.5 

M2/GDP (percent) 91.0 92.8 

Private sector credit growth 
as percent of beginning of period t%? 

Private sector credit grokth 
in real terms 

Investment/GDP (percent1 

Real GDP growth 

6.1 6.4 

-4.6 1.9 

21.9 20.4 

2.4 2.1 

Uncovered interest rate 
differential on 3-month 

Treasury bills g/ 13.4 13.8 13.3 10.6 

Exchange rate depreciation LE/USS (t) 
(end of period) 4.9 23.5 -0.5 0.8 1.2 

Private short-term capital inflows (+I 
in relation to import5 c.i.f. 

(percent) 

Fiscal balance (in 
percent of GDP) -15.2 -17.2 -5.0 -4.2 -2.5 

External public debt (in 
percent of GDP) . . . 116.6 98.1 84.8 77.7 

21.1 

14.3 

88.5 

11.1 9.0 

16.4 12.4 

92.9 93.5 

1.8 

-13.2 

17.5 

0.3 

6.9 7.6 

9.4 12.8 

16.6 16.8 

0.5 2.3 

24.9 21.4 10.3 

Source5 : Data provided by the Egyptian authorities; and staff estimates. 
Rote: The asterisk on the year 1991 indicates the start of reforms. 

L/ All data in this table refer to the fiscal year (that is. through end-June of the COrreSpOndin& calendar 
year). 

z/ Difference between the Egyptian and U.S. rates. 
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Iable 10. India: Financial Indicators 

Inflation (CPI) avg. 

Bank rate (end of period) 
Money market rmto 
Lending rata 
Treasury bill rate (end of 

period) (364-day rate) A/ 

Broad money growth CM31 

M3/GDP (parcent) 

Private credit growth 
a5 percent of M3 

Private credit growth 
in real ten55 

Investment/GDP (percent) 

Real GDP growth 

1990 1991* 1992 1993 1994 

0.9 13.9 11.8 6.4 10.2 

10.0 12.0 12.0 12.0 12.0 
15.6 19.4 15.2 8.6 . . . 
16.5 17.9 18.9 16.3 . . . 

. . . . . . 9.9 11.1 10.1 

15.1 19.3 15.7 18.2 21.4 

45.6 46.7 47.8 50.0 . . . 

5.9 5.8 10.5 6.2 . . . 

0.5 -3.5 6.7 4.4 , . . 

22.7 22.0 21.3 20.9 , . . 

5.2 0.9 4.3 4.3 5.3 

Uncovered interest rate 
differential 2/ 

Exchange rat0 depreciation (t) 

Capital inflow5 (+I in 
relation to imports cif 
(percent) 1/ 

Central Government balance in 
pucent of GDP 

7.4 13.6 11.5 5.4 . . . 

7.9 29.9 14.0 17.7 2.9 

33.2 27.4 21.6 18.3 . . . 

-8.1 -5.8 -5.2 -4.7 . . . 

Overall public sector 

balance/GDP L/ -11.6 -11.9 -9.7 -8.7 -11.0 

Sources: Data provided by thm Indian authorities; and staff l xtimates and projoctionx. 
Note : The asterisk on the year 1991 indicates the start of reform. 

&/ Refers to the fiscal year (that is, from April of tha corresponding caleudu year). 
a/ Difference between the Indian money mark& rate and the U.S. dopoxit intuoxt rata (for the latter see 

Table 6). 
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Table 11. Kenya: Financial Indicators 

1990 1991' 1992 1993 1994 

Inflation (CPI) average 15.6 19.8 29.5 

Discount rata (end of period) 19.4 20.3 20.5 
Treasury bill rate 14.8 16.6 16.5 
Deposit rate 13.7 15.4 16.5 
Lending rate La.8 19.3 21.4 

Broad growth (M21 money 20.1 19.6 39.0 

45.8 29.0 

45.5 21.5 
49.8 23.3 
25.6 13.4 
31.7 35.7 

28.0 30.4 

M/GDP (percent) 29.7 31.4 37.8 38.3 41.7 

Private credit growth 
as percent of M2 a.0 13.9 19.9 3.2 15.9 

Private credit growth 
in real terms -3.2 1.9 1.0 -27.8 22.0 

Investment/GDP (percent) 20.7 19.3 17.1 17.7 20.2 

Real GDP growth 4.2 2.1 0.5 0.2 3.0 

Uncovered interest rate diff. L/ 5.5 9.6 12.8 22.4 0.8 

Exchange rate depreciation (+L avg. 11.4 20.0 17.1 80.0 -3.3 

Capital inflow5 (t) in relation 
to import5 cif (percent) 21.3 -8.6 -6.8 11.4 2.7 

Overall government balance in percent of GDP 
excluding grants -7.3 -6.4 -8.7 -9.5 -5.0 
including grants -5.1 -4.4 -7.0 -8.3 -3.7 

Sources: Data provided by the Kenyan authorities; andstaff estimates. 
Note: The asterisk on the year 1991 indicates the liberalization of interest rates marking the intensification 

of reforms. 

I/ Difference between the Kenyan deposit rate and the U.S. deposit rate (for the Latter see Table 6). 



- 34 - 

Table 12. Tantania: Financial Indicators A/ 

1990/91 1991*/92 1992/93 1993/94 1994/95 

Inflation (CPI) avg. 

Rediscount rata (end-of-period) 
Twelve-month fixed deposit. rate 

(end-of-period) 
'W&h" Lending rate (end-of-period) 

Broad money growth (M2) 2/ 

M2/GDP 

Velocity of broad money 2/ 

Domestic credit growth (end-of-period) 3/ 
Of which Government (net) a/ 

Investment/GDP (percent) 

Real GDP growth (percent) 

Uncovered interest rate 
differential A/ 

Nominal effective exchange rate 

Capital inflow5 (+I in relation 
to imports, f.o.b. (percent) 

Government balance in percent of GDP z/ 

19.8 21.1 23.2 29.0 

27.0 27.0 27.0 53.0 

26.0 26.0 24.0 28.7 
31.0 31.0 31.0 36.0 

26.9 40.5 43.9 33.5 

0.23 0.27 0.31 0.30 

4.3 3.7 3.3 2.0 

la.5 0.4 40.5 43.0 
(-9.2) (0.9) (19.9) (18.1) 

41.4 41.9 40.9 41.0 

4.8 3.7 3.7 3.6 

17.0 

11.7 

20.2 

a.7 

29.0 6.0 

-3..1 -2.9 

20.3 25.5 

16.9 12.1 16.0 

10.2 

-14.6 

4.3 

-11.1 

38.0 

49.2 

28.8 
39.0 

31.0 

0.30 

2.9 

14.9 
(13.9) 

39.3 

4.0 

2.3 

-0.5 

Source5 : Data provided by the Tanzanian authorities; and staff estimates and projections. 

u Data are based on the fiscal year (July-June). 
g/ The broad money stock includes foreign exchange deposits. 
a/ Changes as percent of initial period broad money stock. 
A/ Difference between the savings deposit rate in Tanzania and U.S. deposit interest rate. 
z/ Balance before grants. 
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Table 13. Uganda: Financial Indicatora 

1990 1991* 1992 1993 1994 

Inflation (CPI) a-78. 33.3 32.9 42.2 30.0 6.5 

Bank rate end of period 50.0 46.0 41.0 24.0 15.0 
Treasury bill rate 41.0 34.2 . . . 21.3 12.5 
Deposit rate 31.3 31.2 35.0 16.3 10.0 
Lending rate 38.7 34.4 . . . . . . . . . 

Quasi-money growth (t42Q) 
Broad money growth (M2) A/ 

Private credit growth of DMBs 
as percent of M2Q 

Private credit growth of DMBs 
in real terms 

128.8 59.0 87.7 72.3 . . . 
56.0 47.0 53.0 42.0 33.0 

132.7 154.4 31.4 65.1 . . . 

25.0 2.2 6.8 28.0 . . . 

Investment/GDP (percent) A/ 13.0 16.1 16.1 16.0 17.1 
Gross national savings/GDP 

(excluding grants) u -0.3 0.7 3.6 5.7 8.1 
Real GDP growth lJ 2J 6.0 5.4 3.6 8.6 5.1 

Uncovered interest rate 
differential 3J 23.1 25.4 32.1 13.1 5.4 

Exchange rate depreciation (+) avg. 92.2 71.1 54.5 5.4 -18.0 
Real effective exchange 

rate depreciation (+I 38.9 23.3 8.8 -4.0 -25.4 

Capital inflows (+) in 
relation to imports 
fob (percent) 45.1 36.6 30.1 34.9 24.1 

Government balance in 
percent of GDP -3.6 -3.5 -5.3 -3.9 . . . 

Overall government balance 
excluding grants in percent of GDP I/ . . . -7.9 -15.0 -11.8 -11.0 
including grants in percent of GDP l/ -4.6 -3.7 -7.6 -3.3 -4.0 

Sources : Data provided by the Ugandan authorities; and staff estimates. 
Note: The asterisk on the year 1991 indicates the intensification of financial sector reforms and consolidation 

of a policy of positive real interest rates. 

A/ Refers to the fiscal year (that is, through and-June of the corresponding calendar year). 
2/ Real GDP at factor cost. 
a/ Difference between the Ugandan and U.S. deposit interest rates (for the latter see Table 6). 
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budget constraint on poorly performing public enterprises created a deep 
inflationary inertia which monetary policy was unable to counteract. In 
Kenya, inflation increased through 1993 as a result of a lack of monetary 
(and fiscal) discipline, lJ but the authorities regained a measure of 
control thereafter on the basis of a significant shift in policies. In 
Tanzania, inflation remained unabated at an average of over 35 percent in 
fiscal year 1994/95, reflecting to an important extent the weakness in the 
fiscal stance. 

The behavior of interest rates following liberalization was not fully 
predictable because of numerous structural changes and because of rapidly 
shifting expectations, especially in countries with significant shifts in 
inflation. In Argentina, Bulgaria and Ecuador, interest rates seem to have 
remained somewhat negative in real terms at least for a few years. More 
specifically, in Argentina, interest rates fell faster than inflation in the 
two years following the Convertibility Plan, with most interest rates 
remaining negative in real terms until 1993, when they turned positive with 
the further decline in inflation to a single-digit level. In Bulgaria, 
judging by the basic refinancing rate of the Bulgaria National Bank, 2/ 
interest rates remained generally negative in real terms until the present. 
In Ecuador, real deposit interest rates remained somewhat negative, whereas 
real lending rates were somewhat positive, until both rates became firmly 
positive in 1994. In the remaining countries, interest rates appear to have 
remained largely positive in real terms. J/ In Egypt and India, the 
decline in inflation to a single-digit level was not fully reflected in the 
discount and bank rates, respectively, and real interest rates remained 
largely positive. 

Financial deepening as measured by the ratio of some broad monetary 
aggregate to GDP seems to have occurred in most countries. In Argentina, 
where financial repression policies preceding the recent reforms had brought 
down the ratio of broad money to GDP to only 11 percent, this indicator rose 
steadily, reaching close to 18 percent by 1993. In Bulgaria, the velocity 
of broad money (the inverse of the financial deepening ratio) tended to 
decline following a not unexpected once-and-for-all doubling during the year 

I/ Another factor was the reduction in imports prompted by failure to 
maintain the support of the international financial community as a result of 
inadequate domestic policies. 

2J No other interest rate data appear to be available. 
3J In Tanzania, there has been considerable disparity between comparable 

rates across the financial system, largely because of the absence of market- 
based criteria on the part of the National Bank of Commerce, the dominant 
bank. 
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of liberalization. In the remaining countries financial deepening seems to 
have increased, albeit perhaps not very rapidly in some cases. IJ 

A deliberate policy of encouraging the growth of financial sector 
credit to the private sector at the expense of the public sector (government 
and other public entities and enterprises) appears to have been followed in 
all countries to further the principle of moving toward a more market- 
oriented economy. 2J Another manifestation of this policy was the attempt 
to increase credit to the private sector in real terms. In several 
countries the growth in real credit to the private sector switched from 
being negative before the reforms to being positive from 1992 onwards. 
However, this policy appears not to have been successful in Bulgaria, Kenya, 
and Tanzania, the first as a result of lack of enforcement of a hard budget 
constraint on public entities, the second because of the financial 
disturbances in 1992-93, and the third because of problems with the fiscal 
stance. 

2. Some possible macroeconomic effects 

With regard to possible macroeconomic effects, the investment ratio 
increased in some countries (Argentina, Ecuador, and Uganda) but appears to 
have fallen or to have remained unchanged in the others. Apart from 
possible data deficiencies, it would be difficult, if not impossible, to 
speculate on how financial sector reforms affected the level of real savings 
and investment. 3J 

The rate of economic growth was boosted to a historically high level in 
Argentina, where the reforms were most complete and enjoyed a high degree of 

lJ It is possible that broad money is not a broad enough indicator of 
financial deepening and tends to underestimate progress in financial 
deepening, especially in countries endowed with a large array of nonbank 
financial institutions and relatively sophisticated financial instruments. 

2J This policy requires the coordination of fiscal and monetary policies 
to achieve a policy mix under which the progressive reduction in the 
pressure of public finance leaves way to the use of funds to finance the 
private sector. 

3J Both the analytical and the empirical literature are ambiguous about 
the effects on real sector savings (as opposed to financial sector savings) 
and on the volume of investment but are positive about the effect on 
investment efficiency, and therefore real economic growth. 
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credibility. IJ In Bulgaria, the initial impact of liberalization was to 
aggravate the ongoing depression as it required for its success a massive 
transformation of the productive structure, but this effect tapered off in 
subsequent years and growth became positive in 1994. In Ecuador and Egypt 
real growth proceeded at a moderate pace. In India, after an initial 
recession in 1991--largely resulting from the external sector difficulties 
that had led to the need for stabilization and reform mea-sures--the rate of 
growth returned to a healthy level of close to 5 percent in subsequent 
years. In Kenya, growth was slow during the period of instability leading 
up to the new stabilization and reform measures taken in 1993, but these 
measures appear to have turned around the economy from 1994. In Tanzania 
growth responded favorably to the liberalization steps and could have been 
higher if many reforms had not been delayed. In Uganda a relatively good 
growth performance continued to characterize the progressive reforms being 
implemented. 

Capital movements do not appear to have been significantly affected in 
all countries, partly because some of them did not fully liberalize capital 
movements but also because they were still sorting out their significant 
external debt problems. 2/ However, in Argentina where the Convertibility 
Plan meant an immediate and complete removal of capital controls, and where 
final external debt agreements were achieved in the reform process, the 
return to international capital markets resulted at times in large inflows 
tihich contrasted with the heavy outflows recorded in previous years, J/ 
In both Bulgaria and Ecuador strong capital outflows before the reforms 
appear to have been significantly reduced by the reforms. India and Kenya 

I/ It is not possible to disentangle the effects of financial sector and 
monetary reforms from the contribution made by other policies, including 
fiscal adjustment and reforms of the public enterprise sector. However, the 
evidence gathered here is consistent with cross-section results that show a 
positive long-run relationship between economic growth and the maintenance 
of moderately positive or negative real interest rates. See for instance, 
IMF, Interest Rate Policies in DeveloDinz Countries. a Study by the Research 
Deoartment of the IMF, Occasional Paper No. 22, October 1983. 

2J The broad indicator of capital flows recorded in the statistical 
tables in this paper captures all flows, including public flows which were 
dominant in some countries but not necessarily related to interest rate 
differentials. A more disaggregated set of data would be necessary for a 
more conclusive analysis. 

2/ The Mexican financial crisis of late 1994 had a negative effect on 
Argentina, temporarily inducing significant capital outflows. 
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appeared to have benefitted from significant private inflows. I/ The 
capital inflows recorded in Tanzania and Uganda appeared to have been 
largely determined by the public sector, rather than the new favorable 
conditions in the private markets. 2/ 

3. Efficiency of intermediation and financial stability 

Although data are scarce and patchy, some general comments on the 
effects of reforms on the efficiency of financial intermediation and the 
degree of financial stability are in order. The spread between bank asset 
and liability interest rates, a major indicator of efficiency, fell in 
Argentina, but appears to have increased in several other countries. 3J 
The fall in Argentina reflected the decline in inflation, as well as the 
reduction in reserve requirement ratios and bank operating costs. In 
several countries the increase in the spread following liberalization could 
be attributed mainly to the need for banks to maintain profitability in the 
face of a large and sometimes rising stock of nonperforming loans. For, 
although several countries attempted to tackle the nonperforming loan 
problem, success in this area was rather lim ited, partly reflecting 
remaining weaknesses in prudential regulation and supervision. In Kenya and 

lJ In some of these countries, large capital inflows at times posed some 
complex issues for the receiving countries as they threatened to increase 
the growth of monetary aggregates and maintain an appreciated exchange rate 
which could prove harmful for external competitiveness. For a general 
overview of policies to deal with capital inflows, see Susan Schadler, et 
al, Recent ExDeriences with SurPes in Caoital Inflows, IMF, Occasional Paper 
108, 1993. 

2J However, in Uganda private transfers as shown in the current account 
appear to include private capital inflows not captured in the capital 
account. 

3J Measurements of the spread are sensitive to the particular interest 
rates being used for comparison, particularly in countries with fragmented 
banking systems and remaining regulations on bank lending. A properly 
weighted average should be used in that case, but the average itself could 
be distorted by the existence of a proportion of mandated loans with 
concessional interest rates. Some increase in the spread m ight be expected 
following liberalization if the spread was artificially held too tight for 
bank profitability during the pre-reform period. Also, it should be noted 
that the measured average spread does not take into account the fact that 
the liberalization of the financial sector can result in a declining role of 
informal markets which typically operate with high lending rates. 
Unfortunately, little is known about the evolution of informal credit 
markets in these countries. 
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Tanzania, the increase in reserve requirement ratios was also a factor 
impeding the reduction in interest rate spreads. 1/ 

While there was no overt financial crisis in any of the countries, the 
situation remained difficult in several of them, as a result of inadequate 
restructuring and privatization of institutions, weak income recognition 
norms, inability to handle the large stock of nonperforming loans and 
continued accumulation of nonperforming loans. Foreign exchange' josses do 
not seem to have contributed significantly to these problems as countries 
moved to impose restrictions on the open foreign exchange positions of 
banks. 

The problem of nonperforming loans remains perhaps the most serious one 
in some countries (Bulgaria, Tanzania, and Uganda), posing several risks: 
the possibility of an overt financial crisis if and when depositors begin to 
fear for the safety of their deposits; 2/ continued inefficiency in the 
allocation of credit as creditworthy borrowers avoid taking up loans at high 
interest rates, whereas bad borrowers step up their demand for credit; and a 
rising fiscal burden as the nonperforming loans become a contingent 
liability of government and an implicit burden on future tax payers. In 
these countries effective restructuring and privatization remain to be 
tackled, and there are also questions on whether some banks that have little 
chance of becoming profitable should be liquidated. In Bulgaria, a process 
of mergers of small nonviable banks into potentially viable institutions is 
being carried out. In Tanzania and Uganda the main issue remains the 
restructuring and privatization of their dominant commercial banks, as well 
as their recapitalization. By contrast, in other countries, like.Argentina, 
the authorities mandated significantly increased provisions against 
nonperforming loans and a recapitalization or liquidation of weak banks. 

lJ Another factor cited in some countries was the monopolistic behavior 
of banks, but hard evidence for this hypothesis is difficult to come by. 
Also in some countries, such as Egypt and India, the spreads were affected 
by the reduction in the mandatory allocation of a proportion of loans at 
concessional interest rates to the government, state enterprises and 
targeted sectors. This tended to increase the average measured spread but 
at the same time, by increasing the profitability of banks, it permitted a 
reduction in the free market lending rates. Finally, operating costs were 
not tackled with sufficient vigor in most countries, although in some this 
was one of the explicit instruments of reform. 

2/ Up to the present, an overt financial crisis seems to have been 
avoided because of the market's believe that the authorities would step in 
to bail out affected financial institutions, thereby de facto ensuring 
100 percent of deposits. Perhaps in recognition of this problem of complete 
albeit implicit deposit insurance, some of the countries (e.g., Argentina, 
Uganda) have recently introduced explicit deposit insurance schemes designed 
to lower the insurance to less than 100 percent and to charge part of its 
costs to the financial institutions. 
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V. Summarv and Conclusions 

The results of financial sector reforms can be judged in terms of the 
original objectives: monetary control, efficiency of intermediation, and 
financial sector stability. Monetary control was improved in all countries, 
subject to a caveat: in several countries the continued existence of ailing 
financial institutions with substantial nonperforming loans has created a 
risk that official support for ailing institutions will override normal 
considerations for a tight monetary policy. Although the efficiency of 
financial intermediation was probably improved in all cases by the more 
market oriented approach, still significant problems persist, as indicated 
for instance by the still fragmented structure of interest rates in some 
countries. With regard to financial sector safety, there was probably a 
deterioration in most countries, and in those cases a risk of a financial 
crash cannot be brushed aside. 

Overall, financial sector reforms differed across the countries both 
because of different weights given to the ultimate objectives (some 
countries were more ambitious than others) and because of different capacity 
or will of implementation. Financial sector reforms were most ambitious in 
Argentina, where the capacity and will of implementation was also the 
strongest of the group. By contrast, India appeared to be the least 
ambitious, taking a most gradualist approach to liberalization of financial 
markets as well as to the restructuring and privatization of financial 
institutions. Ecuador, Egypt and Kenya could be placed between these two 
extremes, since despite their gradualist approach the liberalization 
measures were more decisive and there was a clearer consensus regarding the 
need for ultimate comprehensive reform and privatization. Bulgaria, despite 
starting from the farthest position away from a market economy, had very 
ambitious and comprehensive plans for reform including the privatization of 
the entire financial system; but the political will and perhaps the capacity 
to implement foundered and major reforms needed on restructuring and 
privatization still remain to be accomplished. A similar syndrome could be 
perceived in Tanzania and Uganda, where the ultimate goals were very 
ambitious but the capacity of implementation (at times also the will) was 
lacking. l.J 

1. Seauencinz perspectives 

Neither of the two main preconditions often cited as being necessary 
before commencing financial sector reforms- -macroeconomic stability and 
strong bank supervision- -was met in the sample of countries in this paper. 
However, the importance of the preconditions is somewhat reduced if the 
financial sector reforms are implemented gradually, as was the case in most 

i/ In Tanzania the initial impetus of financial sector reform was not 
well utilized and a second bank bailout was needed in 1993. Further 
recapitalization will be required to proceed with the restructuring and 
privatization of the three state banks. 
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of these countries. A gradual reform gives the authorities time to 
orchestrate a concerted attack on inflation and also to secure fundamental 
reforms of the prudential and supervisory systems. 

All countries started the liberalization of the financial sector from a 
position of macroeconomic disequilibrium (evidenced by inflationary 
pressures and/or large fiscal deficits) and of weak prudential regulation 
and supervision. In Argentina, interest rates had already been liberalized 
prior to the start of the recent reforms, despite the hyperinflation and 
remaining fiscal problems. In all the other countries the authorities more 
or less rapidly moved to deregulate interest rates as a basic tenet of a 
liberal financial system. In Bulgaria, interest rate liberalization was 
introduced early in the reform process, despite the existence of a 
substantial monetary overhang and notwithstanding the serious. transition 
problems. All countries, in fact, considered it both possible and desirable 
to launch a simultaneous attack on macroeconomic stabilization and 
structural reforms, rather than waiting to introduce reforms after 
macroeconomic stabilization. Moreover, the lack of immediate success with 
stabilization was not regarded as an obstacle to continue with reforms of 
the financial sector. Therefore, stabilization and financial (and other) 
reforms were generally seen as complementary and mutually supportive. 

Simultaneously with financial sector reforms, all countries attempted 
to achieve fiscal reform and consolidation (and other structural reforms) as 
part of the general stabilization and reform efforts. Indeed, both fiscal 
and other structural reforms were seen from the perspective of a general 
program of progressive approximation to a market economy, with increasing 
devolution of economic functions (and especially public enterprises) to the 
private sector and general deregulation. Thus, for instance, Bulgaria moved 
quickly to eliminate price and other controls that essentially prevented the 
working of a market economy. Fiscal (and other) reforms were not always 
effective, however, with the result that in some countries there were 
remaining inflationary pressures and real interest rates remained too high. 

The authorities in these countries generally preferred to carry out 
significant domestic financial liberalization before proceeding to remove 
exchange controls on capital account transactions. Liberalization of 
exchange controls on current account transactions, by contrast, was 
undertaken before or at an early stage of financial sector reforms. Trade 
liberalization--desirable on its own right--was viewed as generally 
supporting both domestic and external financial liberalization. 

Both the degree of implementation and the internal sequencing of 
financial sector reforms varied across countries, and reforms were not 
always successful either in terms of the original self-imposed targets or 
more generally in terms of the broad objectives of the reforms. To begin 
with, despite the emphasis in the analytical literature and in policy making 
circles on improving prudential regulation and supervision under financial 
liberalization, progress in.these areas was generally slow and in some cases 
deficient. Closely related to these deficiencies, there remained in some 
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cases much to be accomplished in the area of restructuring of weak and 
failing institutions and in preventing the making of new nonperforming 
loans. In some cases, especially in Bulgaria, but also in Tanzania and 
Uganda, much of the problem continued to stem from the lack of adequate 
reform of parastatals, which continued to be the main and most unsound 
borrowers in the system. In the conditions of these countries, no banking 
reform could be fully successful without an accompanying reform of the 
associated enterprise sector, especially without the imposition of a hard 
budget constraint on public sector enterprises. The lack of efficient exit 
policies including bankruptcy legislation also created a major obstacle to 
sound enterprise behavior and in consequence to the rationalization of the 
financial sector. In some other countries (Egypt and India) the 
continuation of extensive programs of directed and concessional credit and 
of dominant public ownership of financial institutions reduced the scope for 
free financial markets. 

The authorities in all these countries attempted to make the transition 
from direct to indirect monetary policy instruments as required by the new 
market oriented approach. The degree of success and the speed of 
achievement in this area varied as a result of different initial conditions 
and the strength of policies. The introduction of indirect instruments was 
closely interrelated with the development of the money markets, which in 
most cases were initially unavailable (Bulgaria) or little developed. In 
Argentina, the need for further development of indirect monetary policy 
instruments was largely obviated by the introduction of the currency board 
system. 

Reserve and liquidity requirements on the liabilities of financial 
institutions tended to be lowered and standardized in five of the eight 
countries where they had ranged from high to very high at the start of the 
reforms. In each case the authorities ensured that the monetary expansion 
caused by lower reserve requirements was offset by other monetary policy 
instruments. By contrast, in Kenya and Tanzania, reserve requirements were 
significantly increased during the reform period to restrain monetary 
expansion. This appeared to have resulted from insufficient progress in the 
development of alternative, market-oriented indirect monetary policy 
instruments, and of the associated money markets. 

2. Observed results 

The results of financial sector reforms were relatively favorable in 
the areas of monetary control and financial development. All countries, 
except Bulgaria, gained some strength in the fight against inflation, with 
Argentina becoming a major exponent of the benefits derived from a radical 
reform that reduced the central bank to a currency board supported by strong 
fiscal consolidation. Entrenched financial repression was eliminated in all 
countries, although in some of them many real interest rates continued to be 
moderately negative. Financial deepening, as measured by the ratio of some 
broad monetary aggregate to GDP, appears to have gained momentum in most 
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countries. Again, most countries succeeded in redirecting domestic credit 
from the public to the private sector. 

The rate of economic growth was boosted to a historically high level in 
Argentina, and to a lesser extent it was raised in most other countries. 
Although Bulgaria did not yet implement many of the structural reforms 
needed for the full transition to a market economy, it was eventually able 
to reverse economic decline. 

The efficiency of financial intermediation as measured by the spread 
between lending and deposit interest rates was clearly raised in some 
countries, like Argentina, as a result of lower inflation, reduced operating 
costs and lower reserve and other requirements. However, in some other 
countries the spreads increased as a result of both high loan rates designed 
to offset the costs of nonperforming loans and the increase in reserve 
requirement ratios. In some cases, the spreads went up with the 
liberalization because they were too tight for bank profitability during the 
pre-reform period. 

While there was no overt financial sector crisis in any of the 
countries, the situation remains difficult in several of them as a result of 
inadequate restructuring and privatization of financial institutions, weak 
income recognition norms, and inadequate enforcement of prudential 
regulations and supervision. Indeed, it would seem that the breakout of an 
overt financial crisis would necessitate not only the existence of these 
adverse fundamentals but also a market perception of lack of capacity or 
willingness on the part of the authorities to resolve the problem. Thus ) 
although the fundamentals in several of the countries were serious enough to 
be capable of inducing a financial crisis, it would appear that in each case 
the market believed that the authorities were prepared to prevent such a 
crisis from occurring at any cost, which in practice meant that the 
authorities were prepared to pick up the tab for the losses incurred by 
financial institutions, including future losses. This is of course a 
situation that, while diminishing the probability of an immediate crisis, 
can create a serious problem of moral hazard by removing the discipline of 
financial institutions' owners and managers. Besides the fiscal 
implications and the continued risk of an overt crisis, the failure to 
impose financial discipline can diminish the effectiveness of monetary 
control, and perpetuate an inefficient allocation of credit and resources. 

3. Main lessons and recommendations 

The main lessons that come out from the experience of these countries 
can be summarized in terms of the three general objectives of financial 
sector reforms: On macroeconomic stabilization, the main lesson is the need 
to persevere with monetary policies that are focused on reducing inflation, 
which is the best and most direct way to overcome financial repression (low 
real interest rates) and establish a system where interest rates perform 
their proper allocative function. At the same time, the authorities must be 
prepared to strengthen fiscal consolidation both to avoid excessively 
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burdening monetary policy as an anti-inflation devise and to reduce the 
incidence of excessively high real interest rates that can create problems 
for sound investors while attracting unsound ones, thereby distorting the 
allocation of resources. 

The second lesson is the need to persevere in the arduous task of 
improving bank prudential regulation and supervision. This means first of 
all creating an appropriate bank surveillance and warning system and a 
capable cadre of trained inspectors to conduct on-site examinations. This 
necessarily requires much time and effort, but also the full financial 
support of the authorities. In a liberalized environment, bank supervision 
should explicitly be recognized as one of the major functions of the 
monetary and supervisory authorities. 

The third lesson is the need to carry out as soon as possible the much 
needed programs for restructuring and privatizing ailing financial 
institutions. Restructuring could in some cases involve internal 
reorganization (especially a change in management) while in others it could 
be mergers, takeovers of weak financial institutions by larger and stronger 
ones, or possibly liquidation. Recapitalization of surviving institutions 
should be an essential part of the program, but this should affect only the 
reconstitution of past losses and should not provide any guarantees to bail 
out financial institutions that may get in trouble in the future. A 
credible liberalization strategy requires that the authorities grade the 
performance of financial institutions by the operational results that they 
obtain in a competitive market. 

The main general recommendations that follow from these lessons can be 
summarized as follows. 1/ With regard to macroeconomic stabilization, 
all countries except Argentina appear to be in need of better performance in 
the conduct of monetary policy, and greater scope for the development of 
indirect monetary policy instruments and their effectiveness. In 
particular, countries like Kenya and Tanzania that have been in danger of 
loosing monetary control to the point that the monetary authorities have 
seen it inevitable to increase reserve requirement ratios, obviously 
urgently need to develop alternative more market oriented indirect monetary 
policy instruments; these should, if possible, be focused on open market 
operations in treasury bills. On the issue of bank prudential regulation 
and supervision, all the countries to a greater or lesser extent urgently 
need to strengthen their regulatory and supervisory systems. Even in 
countries with a sound monetary system, like that of Argentina, external 
shocks such as those registered during the recent turmoil in emerging 
markets, can create problems for financial institutions that the supervisory 
authorities will have to address for reasons of safety. Finally, on the 
issue of restructuring and privatization all countries have urgent tasks to 

L/ For specific measures that remain to be taken on an individual country 
basis, the reader is referred back to Section III.4 on "Unresolved 
questions." 
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accomplish. In Argentina, the new banking problems created by the recent 
turmoil in the emerging markets require that the authorities restructure or 
liquidate the affected banks, besides correcting the old problems of the 
provincial banks. There is an urgent need in all the other countries 
especially in Bulgaria, Tanzania, and Uganda, that have significant ailing 
public sector banks, to restructure and privatize these banks to eliminate 
further losses or if necessary to liquidate some institutions. 
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Brief Summary of Maior Financial Sector Reform Measures 

Arpentina 

March 1991. The so-called Convertibility Plan for macroeconomic 
stabilization and reform radically changed the economic policy-making 
environment, through strengthened fiscal discipline and the Convertibility 
Law. The latter transformed the Central Bank essentially into a currency 
board, pegged the exchange rate to the U.S. dollar, and established full 
currency convertibility by eliminating all foreign exchange restrictions on 
both current and capital account. Interest rates would continue to be 
market determined, while open-market operations would henceforth be limited 
to smoothing seasonal liquidity needs of banks. Legal reserve requirements 
would be progressively reduced from high initial levels, and standardized. 
At the same time! the authorities began to implement measures to increase 
the efficiency and soundness of banks (including the Central Bank) by 
cutting operating costs, eliminating specific financial sector taxes, and 
strengthening the banks' liquidity and capital base. 

September 1992. A new central bank charter reinforced the 
Convertibility Law and paved the way for an independent, efficient monetary 
authority. 

January 1993. The Central Bank announced measures (e.g., lowering 
reserve requirements) designed to lower interest rates, reduce financial 
intermediation costs and lengthen the maturity of deposits. 

July 1993. The Central Bank issued new regulations on portfolio 
concentration and on lending to "connected" parties. 

1991-93. Official national and provincial banks underwent reforms 
designed to streamline operations and improve efficiency by closing loss- 
making branches and reducing the labor force, whereas private banks expanded 
operations substantially. The ratio of nonperforming loans for all banks 
was reduced from 37 percent to 17 percent. The authorities took measures to 
strengthen the Superintendency of Financial Institutions and improve the 
accounting system. 

End-1994. The Central Bank accelerated the existing schedule for all 
banks to comply with the Basle capital adequacy standards (originally set to 
be complied with by some troubled banks only by 1996). 

1995. In the aftermath of rapid deposit withdrawals in early 1995, 
following the Mexican financial crisis, the Central Bank accelerated the 
restructuring of the banking system (through mergers, takeovers and 
liquidations), reintroduced an explicit deposit insurance system (albeit 
private and with partial coverage of deposits), and created two lender-of- 
last resort safety net Trust Funds to finance the restructuring of 
provincial banks and some troubled private banks, respectively. Further, to 
prevent the emergence of a systemic bank liquidity crisis, the Central Bank 
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temporarily allowed banks to reduce (nonremunerated) reserve requirements 
and proceeded to replace them with prudentially oriented liquidity 
requirements to be applied uniformly to all deposits. It also allowed for 
utilization of the free reserves of the Central Bank (that is, reserves 
beyond those needed as cover against its liabilities). The measures 
appeared to have substantially calmed the financial markets, without 
altering the fundamentals of the Convertibility Plan. 

Bulgaria 

February 1991. The authorities launched a major economic reform 
program aimed at stabilizing the economy and initiating its restructuring 
toward a market-based model. This included the introduction of a unified 
floating exchange rate in a liberalized exchange and trade system, the 
freeing of most prices, and the liberalization of interest rates. 

June 1991. A central bank law was enacted. 

July 1991. The authorities initiated bi-weekly auctions of treasury 
bills (weekly since July 1992). 

September 1991. The central bank (Bulgaria National Bank or BNB) 
initiated bi-weekly auctions of BNB deposits with commercial banks, and also 
a Lombard refinancing window. 

1991. The Government created the Bank Consolidation Company and 
transferred to it the shares of the 70 state banks (which had resulted from 
the elimination of the monobank system). 

March 1992. A modern banking law was enacted. 

October 1992. An electronic interbank clearing system was introduced. 

1992. Two stock exchanges were opened up. 

1992-93. The BNB issued six prudential regulations covering licensing; 
exposure limits; capital adequacy; provisioning; liquidity requirements; and 
internal auditing. 

1993. Limited on-site inspections of some banks were initiated. 

Mid-1994. Bank credit ceilings no longer were considered an effective 
instrument for conducting monetary policy and were replaced by reserve money 
management and indirect monetary policy instruments. 

July 1994. A general (non-financial sector) bankruptcy law was 
enacted. 
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August 1994. The BNB intervened in one of the two major ailing banks, 
mandating a program to improve loan collection, limit activities, reduce 
expenditures, and reorganize its branch system. 

Late 1994. Under a new bad loans law, the authorities designed a 
program for restructuring the two major ailing banks. 

1992-1994. Economic developments were disappointing as the 
stabilization effort faltered and slow progress was made in the area of 
structural reforms. The pace of financial sector reforms slowed down and 
fell short of expectations in many areas, particularly in restructuring and 
privatization of the financial system, and bank supervision. Credit 
expansion continued to be excessive and dictated by interest capitalization 
of nonperforming loans, inter-enterprise arrears and the granting of special 
credit. 

January 1995. The new Government quickly pushed reforms designed to 
reduce inflation, stabilize the exchange rate, and reform the ailing banks. 

Ecuador 

May 1992. A new Monetary and State Bank Law was enacted with a view to 
modernizing the Central Bank of Ecuador (CBE), removing its commercial and 
development banking functions--part of which were transferred to the new 
State Bank--and improving monetary policy instruments. 

September 1992. The new Administration announced a package of 
stabilization and reform measures which included substantial financial 
sector reforms: the liberalization of interest rates (November 1992); 
setting up money and foreign exchange desks at the CBE and initiating open 
market operations on a weekly auctions basis (late 1992); reducing bank 
reserve requirements; providing for a recapitalization of the CBE; and 
floating the exchange rate applied to private market transactions (the 
official rate applied to public sector transactions continued to be 
controlled). 

January 1993. A market-based system of reference interest rates was 
introduced (including for central bank bills) to increase market 
transparency. 

May 1993. A new Securities Markets Law was enacted which privatized 
the country's two stock exchanges, created a National Securities Council, 
and regulated the activities of brokerage firms. 

September 1993. The official selling exchange rate was linked to the 
rate in the free market. 

May 1994. Congress approved a new Financial Institutions Law designed 
to increase the efficiency of financial intermediation. This law also 
clarified the respective responsibilities of the Superintendency of Banks 
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and the CBE, and initiated a process of reform designed to strengthen the 
Superintendency of Banks. The Government submitted to Congress a new 
central bank charter designed to strengthen the independence of the CBE (but 
this law remained stalled in the opposition-controlled legislature). 

Late 1994. The CBE pre-announced an exchange rate path through end- 
1995, with an intervention band of 4 percent. (However, in early 1995, 
following the conflict with Peru, the authorities devalued the midpoint of 
the band by 3 percent and sought to contain the depreciation of the midpoint 
to 15 percent for the whole of 1995). 

1994. The CBE underwent substantial restructuring with a reduction of 
about 40 percent of employment. Several public financial institutions were 
also subject to restructuring and streamlining of functions. 

February 1995. A new Banking Board was created with responsibility for 
strengthening the financial sector's regulatory framework and expediting 
steps to improve the Superintendency of Banks. 

June 1995. The maximum spread between buying and selling exchange 
rates for all official transactions was reduced to 2 percent. 

Egypt 

January 1991. The authorities freed bank interest rates (with few 
exceptions such as the prohibition to pay interest on demand deposits); 
started weekly auctions of treasury bills; unified and floated the exchange 
rate; and substantially liberalized all exchange controls. Throughout the 
year preparations were made for improvements in monetary policy formulation 
and introduction of indirect monetary policy instruments; maintaining a 
competitive financial sector; and strengthening prudential regulation and 
supervision. 

1992. The pace of financial sector reforms went through a period of 
consolidation, with improvements made to the banking, credit, central bank, 
and securities legislation. 

Early 1993. A new law permitted existing and future branches of 
foreign banks to operate in Egyptian pounds. 

February 1993. The Central Bank of Egypt (CBE) effected the switch 
from direct to indirect monetary policy instruments, following two years 
during which both systems were run in parallel. (Credit ceilings by the CBE 
to public sector banks were retained until June 1993). 

May 1993. The prohibition to pay interest on demand deposits was 
removed, and a program of reduction of subsidized credit was initiated. 
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Late 1993. The authorities developed a plan for selling the public 
sector's holdings in joint venture banks and for privatizing one of the four 
large public sector banks within a two and a half year time frame. 

April 1995. For the first time the Government issued medium-term 
bonds, most of them purchased by the commercial banks. 

India 

Last quarter of 1991. In connection with an economic adjustment 
program supported by a 20-month stand-by arrangement with the Fund, the 
authorities conceived a plan for gradual financial sector reforms which 
included a progressive liberalization of interest rates, a more market- 
oriented allocation of credit (reducing thereby directed lending), switching 
from direct to indirect monetary policy instruments, enhancing the soundness 
of the banking system, and furthering the development of the capital 
markets. 

October 1991. The authorities freed bank lending rates to nonpriority 
sectors, and also liberalized some interest rates outside the banking 
system. (Bank deposit rates remained under control, but were raised). 

November 1991. The Government issued the Narasimham Committee Report, 
which provided the blueprint for financial sector reforms. A significant 
early measure was the replacement of all bank ceilings on deposit rates by a 
single rate ceiling (13 percent) to be kept above the prevailing inflation 
rate. Other measures over time comprised the introduction of capital 
adequacy standards, improved provisioning, rationalization of the system of 
preferred credits and associated subsidized interest rates, a reduction in 
the statutory liquidity ratio and the cash reserve ratio, and the shift to 
market-related rates of interest for new government debt. Although large- 
scale privatization of state banks was not contemplated, the authorities 
liberalized the entry of new private sector banks to promote competition. 

January 1992. The Securities Exchange Board of India was given 
statutory powers. 

March 1993. India switched over from an explicit dual exchange rate 
system to a unified market-based exchange rate system. 

Mid-1994. The 1994/95 budget stated the Government's intention to 
phase out its automatic access to RBI financing over the next three years. 

1993-94. The authorities took various measures to revive the 
securities markets, which were affected by a securities scandal in 1992. A 
model National Stock Exchange with screen-based trading commenced operations 
in July 1994. The authorities gradually removed capital controls on foreign 
direct investment, portfolio flows and nonresident deposits. 
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Kenya 

Late 1990. The auction system for treasury bills was freed from all 
intervention, and new bearer bonds were introduced. 

July 1991. The authorities removed all ceilings on bank interest 
rates, and almost simultaneously commenced open-market operations with 
treasury bills. 

April 1993. The Government adopted a macroeconomic framework to 
resolve the deteriorating economic and financial situation. li/ In 
relation to the financial sector, monetary policy was tightened, including 
through an increase in the statutory cash ratio from 6 to 12 percent in 
three stages; 2/ the stability of the financial system was largely 
restored by various actions including closing four commercial banks which 
were responsible for irregular transactions, replacing the management of two 
other banks, liquidating 8 nonbank financial institutions, and changing the 
management of the CBK and conducting an external audit of its balance sheet; 
and the exchange and trade system was liberalized, with unification of the 
private and official rates achieved in October 1993. 

October 1993-September 1994. A new one-year economic program included 
further measures to ensure a sound banking system including restructuring of 
the National Bank of Kenya, the largest state bank; and rehabilitating 
another commercial bank. The authorities also contemplated amending the CBK 
and Banking Acts to strengthen the role and independence of the CBK and 
reinforce banking supervision but this legislation remains to be enacted. 
The program also included measures to improve the structure of interest 
rates, expand government securities markets, and encourage activity in the 
Nairobi Stock Exchange. 

January 1995. The removal of restrictions on inward portfolio 
investment completed the liberalization of the exchange system. 

Tanzania 

April 1991. Amendments to the Bank of Tanzania Act and enactment of a 
new Financial Institutions and Banking Act enhanced the autonomy of the Bank 
of Tanzania (BOT) and provided it with powers for licensing, setting 
prudential regulations, and undertaking supervision. (The Financial 

I/ Structural reforms faltered in 1992 and new and pressing problems 
emerged, including a serious deterioration in the solvency and liquidity of 
many financial institutions. This culminated in an economic crisis in March 
1993. 

2/ The ratio was further increased in stages to 20 percent by March 1994, 
as the authorities needed to contain an excessive increase in the money 
supply but lacked alternative effective indirect monetary policy 
instruments. 
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Institutions and Banking Act of 1991 was amended in 1993 to provide for 
capital adequacy requirements in line with the Basle Agreement). 

July 1991. A single maximum lending rate of 31 percent replaced the 
previous complex system of fixed rates and fixed differentials. 

Early 1992. Following a comprehensive audit of the National Bank of 
Commerce (NBC) --the dominant state bank--and of the Cooperative and Rural 
Development Bank (CRDB), a large amount of their nonperforming assets was 
transferred to the new Loans and Advances Realization Trust (LART) and 
replaced by government bonds. (Further recapitalization of these two banks 
was undertaken in October 1993 but restructuring and privatization did not 
gather momentum until 1994; see below). A new Foreign Exchange Act 
increased the flexibility of the official exchange rate, and the authorities 
strived to keep this rate within 20 percent of the exchange bureau rate. 

June 1992. The strengthening of the BOT began with a tightening of its 
rediscount facilities. 

July 1993. The lending rate ceiling was removed, effectively 
deregulating interest rates. A foreign exchange auction system was 
introduced, and forex bureaus promptly became major participants in the 
auctions. The surrender requirement on proceeds from nontraditional exports 
was abolished. 

August 1993. The authorities began auctions of treasury bills and 
initiated steps for the eventual introduction of indirect monetary policy 
instruments. (However, structural rigidities and the deficient liquidity 
position of the NBC prevented the effective utilization of new market-based 
instruments for monetary control. The BOT was forced to rely on repeated 
increases in the minimum reserve ratio which went from 4 percent in mid-1993 
to 15 percent in November 1994). The exchange system was virtually unified 
with the official rate set on the basis of the rate determined in the 
foreign exchange auction. 

Late 1993. Entry of new commercial banks started with the licensing of 
two new private commercial banks. (Several other private banks commenced 
operations in 1994 and 1995). 

December 1993. The authorities restructured the BOT. 

June 1994. An interbank market for foreign exchange replaced the 
foreign exchange auctions system. The surrend$r requirement on proceeds 
from traditional exports (except coffee) wasl,abolished (for coffee exports 
abolished in December 1994). 

1994. The authorities commenced the-restructuring of the three 
existing state commercial banks beginning with the NBC, to be followed by 
the CRDB and the People's Bank of Zanzibar (PBZ). The NBC Act was amended in 
August 1994 to allow for private shareholding'in this bank. 
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February 1995. A new Bank of Tanzania Act with provisions more 
appropriate for a market-oriented environment was enacted. 

Fiscal year 1990/91. Besides continuing the reform of the Bank of 
Uganda (BOU), the authorities began to focus attention on the rehabilitation 
of problem banks, especially the Uganda Commercial Bank (UCB) and the 
Cooperative Bank, A new management team provided under Swedish technical 
assistance took charge of the Cooperative Bank. 

Mid-1991. The Government constituted a team headed by the BOW to 
address the reform of the financial system and, especially, the introduction 
of indirect monetary policy instruments. Although interest rates continued 
to be administered, 
real levels. 

they were set with a view to keeping them at positive 

January 1992. The Government introduced an auction system for 
allocating donor import support assistance. 

February 1992. After many years in which the BOU did not produce its 
own balance sheet, the audited accounts of the BOU began to be issued, which 
facilitated the preparation of monthly balance sheets with only a two-month 
lag. 

March 1992. The BOU eliminated the official exchange rate by commencing 
to value all central bank external transactions not undertaken through the 
auction market at the forex bureau exchange rate; and efforts began at 
narrowing the gap between the forex bureau and auction rates. 

Ma; 1992. The authorities introduced an auction system for selling 
treasury bills. 

November 1992. As a transitory measure before full liberalization, the 
BOU linked the one-year deposit rate, the lending rates on credit to the 
agricultural sector, and the rate on term credit, to the preceding month's 
average treasury bill rate. Other rates were freed to be determined by the 
market. 

Early 1993. A new Bank of Uganda Act and a new Financial Institutions 
Act were enacted by Parliament. The new legislation affirmed the 
independence of the BOU. The BOU continued its &structuring and that of 
the UCB and other banks. Later in the year, the*BOU issued regulations on 
capital adequacy requirements, prudential normS*on asset quality, 
limitations of advances to insiders, reporting requirements, and new 
guidelines for licensing banks. 

November 1993. The exchange rate auction system was replaced by a new 
interbank foreign exchange market for both banks and exchange bureaus. 
Subsequently, all exchange restrictions on current account were lifted. 
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July 1994. Interest rates were fully liberalized by abolishing all 
links between certain rates and the treasury bill rate. A Deposit Insurance 
Fund was established. 

December 1994. The authorities took measures to broaden and deepen the 
treasury bill market and to establish appropriate conditions for the 
emergence of a secondary market in treasury bills. A recapitalization plan 
for the BOU was agreed upon. 

First half of 1995. The Nonperforming Assets Recovery Trust (NPART) 
was established to receive and administer the nonperforming assets of the 
UCB in anticipation of formal recapitalization, restructuring and 
privatization of this bank. The need for an effective restructuring of other 
weak banks was also recognized. 




