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Executive Sunpary

“Financial Sector Problems

This survey focuses on financial scctor problems common to many
Sub-Saharan African (SSA) countries.l These problems include
very thin financial markets with significant market power for the
larger banks and no organized equity markets, perverse
government regulations and intervention in tke financial sector,
and the broader structural characteristics of the ecoromy, such
as costly information, imperfect and missing markets, uncertain
property rights, which inhibit intermediation. Most countries
have inefficient high-cost systems of intermediation with low
levels of resource mobilization and obvious problems in credit
allocation and collection. These problems have led to nationzl
financial structures biased towards short-term debt financing and
vulnerable to changes in interest rates, credit contraction, and
credit quality problems in financial institutions. Past
inappropriate macroeconomic policies and concentrated lending to
inefficient import-substitution ventures left the formal
financial systems vulnerable to the economic problems of the
1980s which are now manifest in poorly performing portfolios and
rising bad debt. Since many countries are facing financial
instability, interest has focused on financial reforms,
particularly liberalization of the financial system.

There are still many unresolved theoretical issues on financial
and economic reforms in small open economies and almost no
empirical work on financial reforms in Africa. The prevailing
paradigm on financial reforms is the repression model introduced
by McKinnon and Shaw. The problems of perverse government
regulations, especially interest rate controls, in the repression
models match the stylized facts of most financial systems in
Africa. 1In the repression framework interest rate deregulation
increases the supply of financial savings and in some models the
borrowing rate falls. While the proposition that higher deposit
rates will increase the funds available for intermediution is
generally accepted, Van Wijnberg~n (1982) and other
structuralists challenge this view. They raise the possibilicty
that deregulation of the banking sector only moves funds from
informal markets to less efficient banks and a2ggregate savings
may not increase. There are serious data and technical problems
with testing aggregate savings relationships and very little
research on this Copic has been attempted in Africa.

1
survey.

In general, franc zone countries are not covered in this
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In addition, littie is known cn the nature of real-financial
linkages e.g. how the quantity and quality of financial services
effects investmenrt and growth in the economy. The benefits of
financial market liberalization will depend on the broader
restructuring efi. ‘=s to improve incentives and the rate of
return on investument and the incentives for using capital
parkets. Scructural adjustment programs assume benefits to the
- economy when investment moves towards the growth sectors.
However, there are constraints which may be more important for
investment than the credit constraints. Gulhati and Datta
discuss the possibility that the decline f{n investment in the
late 19705 in eastern and southern Africa was due to strains on
absorptive capacity, reflected in lack of projects, shortages of
trained peruonnel, ewergence of bottlenecks, and delays in
decision wsking. (Gulhati and Datta, 1983)

Ther2 also is 1little theorotical or empirical work on the other
common probiems in African financial systems such as
imperfections in financial and other markets. Even with
deregulation, there may be credit rationing with imperfect
information (Stiglitz and Weiss). Credit rationing also can
result fron missing equity markets so that deregulating the
banking system is not enough to cbtain an efficient allocation of
credit in the absence of functioning equity markets (Cho).

In spite of the unresclved issues and weak empirical base on
financial sector deregulation, the case for more flexible
interest rates is strong &and there s an informal consensus,
especlally in dernor agencies, that even partial reform of the
financial sector willl be welfare fuproving. This raises the
practical questions of designing and implementing financial
reforms. 7This survey first discusses the issues of coordinating
financial sector reforms with broader macroeconomic policies and
reforms in other sectors. The discussion then turns to two
fmportant issues of reform within the financial sector,
reregulation and restructuring financial institutions.

Financial and Macroeconomic Ruforms

Huch of the current literature on coordinating reform programs,
the so-called sequencing Jiterature, points to a general strategy
for reform of cutting the budget deficit, reforming labor
xarkets, liberalizing gosds markets including trade
iiberalization, and then tackling :omestic financial markets.

The gencralization that financial markets should be liberalized
late in a reform program is Lazed on the observation that
financial markets can adjust more quickly than most other
parkets, '

The most important contribution of the sequencing literature,
rather than the specific recommendations, has been the focus on
coste of adjustment, externalities, market {mperfections, and
possible inconsistencies in designing economic policies. These
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issues leave any standardized prescription for a reform program
open to challenge because of the structural issues which arise in
African economies. For example there is wide variation in the
market structure, degree of competition, importance of informal
credit markets, existing financial problems, as well as the
progress, or lack of progress, in the restructuring and stability
of the economy.

Reforms in the Financl{al Sector

Two components of a generalized strategy towards financial
reforms, reregulation and restructuring financial institutions
will be necessary in most African economies. Rationalizing the
incentive structure in the financial system with flexible
interest rates, reducing reiiance on the banks for deficit
financing, and encouraging competition and innovation are
necessary parts of reforms. Whether these changes in government
regulation and behavior precedes or follows restructuring of weak
financial institutions will depend on the degree of financial
distress.

The need for rehabilitation of the financial sector will vary by
country from comprehensive to selective restructuring of the
banks and parastatal financial institutions. Several African
financial systems are very weak. The financial sectors of
Kenya, Madagascar, Ghana, Cote d'Ivoire, Mauritania, Senegal and
Liberia have been troubled by potential or actual insolvencies.
The banking system of Guinea collapsed in 1985 and there are
looming financial problems i{n UMOA. Further deterioration in
portfolio performance is expected during economic reform programs
in other countries. For countries with severe problems in the
financial sector, a realistic goal in the medium-term is to slow
or halt the decline in the quality of the portfolio. Improvement
is a long-term prospect.

Exaﬁples of Financial Reforms in Africa

Of the four countries surveyed for this review, both Mauritania
and Guinea started reforms by restructuring and recapitalizing
financial institutions. The reforms in Ghana and Zambia started
with - reregulation. Ghana has gradually reduced restrictions in
the financial sector over five years and is now beginning
rehabilitation and restructuring. Zambia had a very brief period
of interest rate decontrol at the beginning of their
liberalization program, followed by a period of inconsistent
regulations, and finslly the reintroduction of interest rate
controls and high reserve requirements over the last half of the
reforn period.



DURING POLICY REFORMS

I.__Introductiop

Overview of African Financial Issues

The formal financial markets in many SSA countries are thin and
fragmented with few institutions and instruszents and do a poor
job of intermediation. The banking systems, dominated by
nultinational and government banks, provide only short-term
credit for international trade, commercial agriculture, domestic
industries and commerce. The systems are inflexible because of
perverse government regulations, outdated banking and contract
laws, thin concentrated market structure and conservative banking
practices, etc. Weak specialized development finance corporations
(DFCs), dependent on donor and government funds, are the only
source of term financing. There are few options for equity
financing.

Government regulations typically combine negative real interest
rates with lending targets for priority sectors. Negative real
interest rates with overvalued exchange rates and trade
restrictions, direct cheap credit to non-traded activities e.g.
uneconomic import substituting industries, reasl estate
development and domestic marketing. Credit targets or guarantees
are used to cushion adverse relative prices in priority sectors
such as agriculture, and are frequently intended to assure
funding for unprofitable parastatals @.g. agricultural marketing
parastatals,

As relative prices and profitability change during macroeconomic
reforms, the quality of bank portfolios may deteriorate. This
problem can become scute if the financial sector use credit
subsidies or guarantees to cushion the decline in profitability
of the former favored sectors. Bank efforts to save failing
customers block or cushion transmission of new incentives and
become an obstacle to shifting resources. Banks may continue
lending to sick industries i{f not properly supervised. This
frequently continues until unstsble and fnsolvent financial
institutions are incapable of intermediating and the allocation
of resource is perverses.
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Most experiments in Africa with financial sector liberalization
have been undertaken as part of broader policy reform prograus.
There is still 1little information and analysis on the linkages so
the coordination of financial sector reforz within the broader
policy program is cpen for debate. The complexity of the
linkages between the real and financial sector and the sweeping
policy reform programs now being attempted suggest close
coordination of the reforms in the financial sector and other
sectors of the economy.

The financial system can facilitate economy-wide reforms through
efficient intermediation including mobilization and reallocation
of resources from contracting to expanding sectors. The
financial system also plays a role in resource mobilization and
tern transformation for investment funds. There are two reasons
given to delay liberalization of financial markets until other
sectors are liberalized. First, financial markets usually adjust
more quickly than other markets so liberalization should begin in
other markets before in financial markets. Second, other
sectors need to adjust to changes in relative prices to give
correct price signals to the financial sector. These factors
must be weighed against the need to have the financial sector
change credit allocation to accommodate reforms in other
sectors, potential portfolio problems, the need to maintain
profitability in the banks, and the possibility of instability in
the financial sector during reforms.

Outline of the Discussion

There is very little analysis available on the dynamics of
African reform programs so the objectives of this paper are to
review the issues of sequencing reform programs, emphasizing the
role of the financial sector in an economy-wide reform program
and linkages among financial and other sectors during reforms.2
Section II reviews the issues raised in th¢ sequencing of
stabilization and liberalization measures. In most cases the
issues raised on costs of adjustment and dynamics cannot be
ansvered outside the context of a specific sountry. Section II
includes a conventional description of the issues that are
expected to arise during the initial stages of reforms to set the
stage for the problems in the financial sector. Section III

2 Thig discussion does not cover the franc zone countries,
Benin, Burkina Faso, Cote d'Ivoire, Niger, Senegal, Togo, and
Mali (since 1984) from the Union Monetaire Ouest Africaine (UMOA)
and Cameroon, the Central African Republic, Chad, Congo, Gabon
and Equatorial Guinea (since 1985) in the Banque des Etats de
1'Afrique Centrale (BEAC). The franc zone countries have less
flexibility in adjusting exchange rates and financial policies
and financial li{beralization within a currency union will involve
a different set of issues.



turns to the sectoral and microeconomic issues of financial
reform such as the limitations of thin markets, the expected
decline of the financial sector during macroeconomic reforms;
implementation of regulatory reforns; and lack of financial
innovation. The final section gives a brief overview of the
financial reforms programs in Ghana, Zambia, Guinea, and
Mauritania.
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X1, Macroeconomic Policy Coordinatiop

Reform Programs in Africa

During the late 19705 many African countries used international
borrowing and reduced level of domestic capital formation to
maintain consumptien within highly distorted domestic pelicy
regimes. External economic conditions deteriorated in the wrarly
1980s with a slump in commodity prices, high oil prices, slow
foreign aid flows, drought, high international interest rates,
and highly-indebted countries lost access to internationsal
commercial credit markets. Domestic rigidities constrained
adjustment and countries accumulated large fiscal and currant
account deficits. Economic performance in Sub-Saharan Africa
declined relative to the performance of the late 1970s and
relative to other developing countries. With high debt
servicing obligations in relations to export earnings and foreign
reserves depleted, many countries have been ferced to implement
stabilization programs. Prescriptions on econoric reforms
embedded in INF and World Bank conditionality include trade
liberalization, foreign exchange devaluation, loosening contrels
on foreign exchange allocation, removing relative price
distortions and subsidies, market discipline or privatization for
parastatals, and raising agricultural producer incentives.

The short-term results of reform programs in Sub-Sakaran Africa
have not been encouraging. The reality of reforms in many SSA
countries has been forced stabilization by restricting imports,
contributing to a decline in production in the sectors dependent
on imported intermediate inputs. While the current account
deficits have been squeezed, the domestic budget deficits and
inflation have risen, and growth rates have been stagnant or
declined in many countries, at least in the first few years of
the stabilization programs. Doclining real incomes and investment
have hurt medium-term growth prospects. For example, Cote
d'Ivoire started a stabilization and structural adjustment
program in 1981 and reduced the fiscal deficit sharply in 1982,
Real growth was stagnant in 1981 and fell for the three following
years. The debate continues on the reasons for poor
performarce in SSA. With a shallow research base, it is difficult
to determine all of the factors contributing to the disappointing
results.

Dynanics of Reforﬁ Prograns in Latin Anmerica

The concern over sequencing, timing, and inconsistencies in
reform programs was heightened by the failed programs in Chile,
Uruguay, and Argentina in the late 1970s. A body of research
now shows that the order of introducing the reforms led to policy
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inconsistencies. The theoretical, analytical, empirical, and
historical basis for evaluating the dynamics of reform programs
is weak. Economic theory offers little guidance on the

. transition path between equilibriums, the speed of adjustment in
different sectors, needed coordination among markets, adjustment
lags and costs, and the effects of full or partial liberalization
with imperfect markets or externalities. These questions must
be examined within the political, institutional, and economic
framework of a given country. The generalizations from Latin
American experience will have to be reexamined with African
cases.

Stabilization and Liberalization

The sequencing literature, in a simplification of the dynamic
issues, draws a distinction between liberalization and
stabilization policies. The distinction will be used here as a
conceptual tool even though the distinction is artificial and
becomes blurred in examining specific policies since policies can
have both stabilization and liberalization dimensions. The
framework developed in the sequencing literature is useful for
discussing linkages among sectors with varying speeds and costs
of adjustment and interaction among policies.

Stabilization refers to policies used to achiave external or
internal macroeconomic balance, such as reducing domestic
ebsorption, specifically aggregate demand in the public sector,
and reform of the revenue system to cut reliance on inflationary
finance, borrowing from the domestic financial system, or
unsustainable levels of external borrowing. Libaralization covers
policies to increase the efficiency of resource use such as
grezter reliance on market forces, correcting relative prices,
end removing distortions in economic signals and production
incentives.

The early sequencing literature argued that it is desirable to
achleve macroeconomic stability before attempting liberalization
of markets because of potential inconsistencies between these
goals and the need to control inflation before liberalizing
markets.3 Another argunent for stabilizing before liberalizing
is that agents will adjust more quickly to changing relative
prices in a stable, sustainable, and credible macroeconomic
environment.

The lesson from the Southern Cone countries was that the fiscal
deficit must be controlled early in a reform program because
monetizing large public sector deficits contributes to inflation.
Corbo and deMelo generalize that stabilization should precede

3 e.g. Krueger, (1986, p. 29), McKinnon, (1986 p. 222), and
Selowsky, (1986).
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liberalization in countries with annual inflation of 25 percent
or more and countries with inflation from 15 to 25 garcent snould
give priority to reducing inflation but can also introduce

. liberalization measures. They focus on three detrimental effects

" of inflation. High inflation makes relative prices volacile,
reduces the information content of relative prices“. and discorts
the price signals for efficient resource use. Second, rapid
inflation with nominal interest rate controls leads to mnagative
real rates, credit rationing, a shrinking formal financial
system, and distorted investment decisions. Uncertainty about
future inflation will reduce the supply of long-term investament
finance. Third, inflation increases the incentives for
governments to appreciate the official exchange rate which leads
to balance cf payment difficulties and capital flight. (Corbo
and deMelo, 1987, p. 116 and p. 117)

The sequencing literature reflects the strong anti-inflation
measures needed in Latin America. Inflation has been higher in
the African countries during the 1980s, but is still moderate by
Latin American standards. Of the twenty-foar SSA countries
outside the franc zone, four (Sierra Leone, Somalia, Uganda, and
Zaire) had inflation rates over 50%, two (Sudan and Tanzania)
had rates between 25 and 50%, and the other rates were either
unknown (Guinea and Guinea-Bissau) or less than 25% in 1985.
(Pinto and van Wijnbergen, July, 1987, p. 10-12). The inflation
tends to be variable rather than stable, compounding the
information problems.

Inflation may become more of « problem in Africa during
liberalization. Many African countries have repressed inflation
with overvalued exchange rates, price controls, rationing
regimes, and government subsidies on food and consumer
essentials. Liberalization measures such as reducing price
subsidies or 1lifting price controls may reduce the budget deficit
but may also fuel inflation, forcing new stabilization measures.
This shows that the interaction of stabilization policies to
control the budget deficit and liberalization measures to promote
more eéfficient resource ure are potentially in conflict.

The recommendation that stabilization should proceed -
liberalization is now under debate. Fischer has noted that the
Israeli and Argent./nean experiences of 1985 raise the possibility
that stabilization and structural adjustment can be carried out
simultaneously and may even be mutuzlly reinforcing. (Fischer,
1986, p. 173.) A recent World Bank publication argued for
simultaneous stabilization and liberalization for the following
reasons: careless structural adjustment can make stabilization
more difficult because structural distortions are often a source

4 Evidence on this peint for African countries is given in
Pinto and van Wijnbergen, July, 1987.
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of revenue to the government; structural reforms are unlikely to
command credibility unless stabilization policies are in place;
fiscal stabilization can hamper structural adjustment e.g. cuts
in public infrastructure spending to reduce the deficit may cause
" private investment to fall or raising tariffs to increase public
revenues may distort relative prices; stabilization is often
associated with a recession so structural adjustment is needed to

increase output. (World Bank, )988 World Development Report, P.
59-60). .

Most countries in Africa have undertaken liberalization measures
early in reform programs. Most African countries under IMF
programs are asked to reduce aggregate demand and liberalize
economy-wide prices, e.g. exchange rates, interest rates, etc.
early in reform programs. In countries where gubsidies are an
important part of the budget deficit, it may be necessary to
reduce subsidies before it is possible to stabilize. In highly
distorted economies there may be significant efficiency gains
from liberalization to counter contractionary stabilization
policies.

tab

The efficacy of conventional stabilization policies embodied in
INF conditionality are hotly debated. Almost every
generalization made about the likely outcomes of stabilization
programs are under challenge on theoretical and empirical
grounds. The importance of parallel markets, low rates of
substitution between domestic and imported inputs, reliance on
undiversified primary exports, etc. for the policy prescriptions
have not been fully investigated in the African context. The
sketchy data, short time frame, and thin research base for
African programs make it difficult to evaluate the critiques. It
is beyond the scope of this paper to review the intense debate on
stabilization policies in Africa. Instead a brief review is
given of the conventional stabilization programs used by the IMF
to set the stage for the expected changes in the financial
sector.

The mandate of the IMF i1s to move countries under IMF programs
toward sustainable current account positions. When a rapid
reduction in the current account deficit is mandatory, the IMF
focuses on reducing absorption because this is faster than
increasing production. Demand management policles are used to
reduce aggregate expenditure and achieve iuternal balance.
Expenditure-switching policies, such as exchange rate adjustments
or 1ifting domestic price controls, are used to achieve external
balance. (IMF, 9/87.) The three main instruments used for
stabilization are monetary and fiscal policy and devaluation,
The core of stabilization programs in most African countries is
fiscal restraint which ic often contractionary.
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Countries in S3A have few options other than contraction for
achieving stabilization. (Nelson, 1984). There is very little
possibility of increasing exports so stabilization means cutting
government expenditures to reduce aggregate demand. This 1s
rarely enough to stabilize, and must be supplemented with inflows
of foreign aid and debt rescheduling. Stabilization is usually
contractionary in the short-run, associated with recession,
rising unemployment, falling real wages and incomes, contraction
in imports, lower investment, and repayment problems in financial
institutions.

Fiscal Restraint

There is little scope for increasing tax revenue in the shozrt run
in most SSA countries because the tax burden is already average
or high by the standard of developing countries and much comes
from external trade tax. (e.g. Shalizi and Squire, 1987 and
Kitchen, 1986) Most countries have tried to reduce the reliance
on export taxes and increase export incentives in liberalization;
another possible inconsistency between the demands of
stabilization and liberalizatien. In the short-run attempts to
increase domestic taxes with user charges end cost recovery and
attempts to broaden the tax base have yielded little because of
lack of administrative capacity to collect income and company
taxes and the difficulty of levying taxes on many transactioms.
Because of the problems with increasing tax revenue, fiscal
discipline in the short run means cutting government
expenditures.

Linkage Fiscal and Monetary Policy

With access to international commercial capital markets limited
and thin domestic capital markets, most SSA governments have few
options for financing the budget deficit. Governments havz,
therefore, resorted to extremely distorting ways to finance the
budget deficit domestically like the seignorage tax collected
through inflationary financfing or overvalued exchange rates and
foreign exchange rationing. Baunks have been forced to finance
government debt in a variety of ways e.g. high reserve
requirements and involuntary holding of government securities.

5 The siming and {mplementation of stabilization policies
is also open for debate, For example, Frenkel makes the case for
drastic versus gradual application of stabilization policies
- arguing that a major policy rhock will pinimize the total output
costs of reducing inflation, a gradual approach may not be
" credible, and needed budget cuts are difficult to implement
gradually. (Frenkel, 1983, p. 15-16) Hanson also argues for
rapid implementation of & stabilization program. (Hanson, 1983)
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Other financial f{mstitutions such as social security funds, post
office savings baiks, insurance companies are algo forced to
invest in government securities which monopoliza the long-term
savings.

Very few African countries have tried market-oriented approaches
to marketing gcvernment 2¢pt instruments or persuading domestic
financial institutiors to purchase government securities. While
some countries have recently introduced limited Treasury Bill
auctions e.g. Zaire in April 1983, Kenya, and Ghana, these
markets are extremely thin and fragile. Zambia introduced a2
Treasury Bill auction in Sept. 1985 but abandoned the =aystem
after a few weeks because of skepticism about the interest-
responsiveness of financial savings and the fiscal burden of
higher interest rates on domestic debt rervicing.

‘Involuntary’ domestic bank borrowing and inflationary finance of
the fiscal deficit are not compatible with fiiancial market
liberalization. To protect the stock of base woney which is the
inflation tax base, the reserve requirements cn banks wust be
kept high and deposit interest rates low. Financial
liberalization erodes the inflation tax base sc the inflation
rate must be increased. This happened in Argentina {n the late
19705 and early 19805 when domestic capital markets were
liberalized but the fiscal deficit was not under control. As the
tax base declined the rate of inflation increagad. (Edvards,
March 1987, p. 27} If the government is still dependent on
borrowing from commercial banks, the fiscal i{mplications of
higher interest rates will be destabilizing. Also the government
must give up forced borrowing from commercial banks and compete
for funds in order to rationalize lending between public and
private sectors.

Monetary Control

Most African countries can’t use open-market operations becruse
of thin undeveloped markets in government securities &nd are
dependent on instruments like the reserve requirement, 3iscount
policy, interest rates, and sredit ceilings to affect the money
supply. The dilemma is that it is difficult to run monstary
policy in thin financial markets and it is difficult to Jevelop
financial markets with the type of monetary policy uved.
Controlled interest rates set by the Central Bank maky the
banking system inflexible. High reserves requirements u:sd to
collect seignorage and tax intermediation through banks avoids
the inflationary consequences of printing money but raise the
spread between lending and deposit rates. In some countrisz, use
of rediscount facilities has reduced the incentives of commarcial
banks to mobilize deposits and contributed to capital flight:. The
cost of tightening monetary control {m undeveloped financial
markets is higher than in developed murkets. Using higher
reserve requirements or forcing the barking system to hold more
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government bonds may have a large impact on interest rates or
credit rationing in thin financial markets. The absence of well-
furctioning money and financial markets means a weak system of
monetary control and pakes it difficult to have a coherent

. monetary policy. The Cenctral Banks can destabilize the economy
and inflationary expeciations with inconsistent policy controls
e.g. credit targets, interest rates, and monetary base.

IMF conditionality restricts seignorage through limits on
monetary growth and the form of government reliance on the
commercial barks. The logic of the IMF financial prograuming
exercise &8s thet the combination of limits on public borrowing
and the money supply command a reduction in the fiscal deficit
and absorption. An IMF survey of 94 economic reform programs
supported by Stand-By Arrangements or the Extended Fund Facility
between 1980 and 1984 showed that 53% had limits on bank credit
to the central governnent and 918 had restrictions on government
current expenditures. (IMF, 1986)) The degree of
disaggregation of the targets from IMF financial programming
exercises varies by country.

Exchange Ratc Policies

Many African countries have maintained overvalued exchange rates
with rationing and administered allocation systems. Overvalued
real exchsinge rates contributed to the growing import dependency
of the 1970s and increased the incentives for international
borrowing since overvalued exchange rates reduce the burden of
the foreign debt. Devaluations are central to INF reform
programs7 to adjust the composition of absorption and prrduction
between traded and non-traded goods. Devaluation is supposed to
cushion the negative impact of demand contraction on production
and employment during stabilization by switching demand towards

6 This raises the issue of the sectoral implication of
credit restraints. Either credit rationing or an increase in the
cost of credit will create problems for those sectors and firms
dependent on credit. If the sectors which are suppose to expand
under reforms are more dependent on credit, contractionary credit
policies may counteract the incentives of the reform progran and
hurt growth, Sectoral problems are likely to cause pressure for
accommodative monetary and exchange rate policies. Frenkel
stresses using fiscal policy to address sectoral issues and deal
with the problems of disproportion intersectoral burden during
reforms. Frenkel argues that monetary and exchange rate policies
are aggregate policies and should not be guided by intersectoral
consi{derations. (Frenkel, 1983, p. 15)

7 The IMF use of devalu#tion is critiqued in Katsell
(1983).
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domestic products by increasing the relative price of imports and
improving the profitability of axports.

There is an unresolved controversy on whether devaluation is
contractionary or neutral rather than expansionary in the short
run because of structural rigidities. Krugman and Taylor (1978)
argue that the price movements caused by devaluation will reduce
real income and contract the real demand for domestically
produced goods in the short run so devaluation can reduce real
output and employment. Van Wijnbergen (1986) argues a
devaluation can have a contractionary impact on aggregate supply
through increased loc:al currency costs of iwported intermediate
inputs, higher domestic labor costs when wages are indexed to the
price of imported food, and when firms demand less wvorking credit
for production.

Devaluation and the Trade Balance

Devaluation has not been a panacea for the African countries.
Most African countries have limited short-term potential for
export expansion and devaluation in many African countries
coincided with weak international performance in the industrial
countries and low commodity prices through the mid-1980s.
African countries only contributed 1.9 percent of world exports
in 1983, down from 2.7 percent in 1970. Exports are from a
linited range of primary commodities and during the 1970s the
continent became even more dependent on resource-based exports.
Pesource-based exports rose from 68% of total exports in 1970 to
72% in 1978, (UNCTAD and UNIDO, cited in Hawking, 1986, p. 281)

Primary commodity prices are quoted in foreign currency so
devaluation does not change the international export price of
primary commodity. This makes the export elasticity of demand {s
less important. Devaluation does raise the domestic currency
price and the profitability of exporting so the effect depends on
the elasticity of supply. VWhile supply may be fairly inelastic
in the short run, elasticity tends to be higher for products with
a short production period, a strong existing domestic market, and
excess capacity. Supply elasticities will also be greater if
investment funds are available and resources are mobile. (Bird,
1983)

While the effects of devaluation on exports and the reallocation
of resources into exporting sectors may be slow, the impact of
devaluation will be evident quickly on most import prices. Any
short-run adjustment in the current account is likely to come
from contracting imports. Rising import costs vith low elasticicy
of domestic substitution may also have an impact on inflation.
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Fiscel Implications of Exchange Rate Reform

The affects of devaluation on the fiscal accounts can alsv be
felt quickly. The fiscal i{mplicetions will depend on the
elasticity of tax revenue with respect to the exchange rate and
the elasticity of export supply. Exchange rate reform may mesn
loss of tax revenue because dual and ovcrvalued exchange rates
tax exports and the tax will be lost through exchange rate
unification and devaluation. Tax collections also can decline
with the loss of customs and tariff dutles if imports decline.
While revenue from the trade tax may decline, the domestic
currency cost of international debt servicing and all publiic-
sector imports will increase with devaluation,

Devaluation must be accompanied by fiscal correction to control
inflation and translate a nominal devaluatiun into a real
devaluation. It is the real exchange rate as the relative price
of non-traded and traded goods that is importeat for resource
allocation. Fiscal cum monetary control is also necessary to
avoid a Jdepreciation-inflation spiral wnich will make it
difficult to sustain the reform program. O'Connell cited the
relative success of Ghana in adopting more flexible exchange
rates compared to problems in Zawbia and Sierra Lecne to
demonstrate the importance of accompanying =r prior fiscal
control. He also cited the successful move to a relatively
stable market-determined exchange rate in Zaire. A fiscal
austerity program was in place nine months before the initial
devaluation and move to a dual exchange rate regime. The deficit
fell from 108 to 4% of GDP in 1983. The exchange rate was
successfully unified in Feb, 1984. (0O'Connell, 1988, p. 30) (The
policy program faltered in 1988).

Exchange Rate Manageuent

The effects of exchange rate management and devaluation is an
area of Intense research for Africa. No attempt will be made to
outline this literature except to cite the main areas of debate.
Managing the negative impact of a devaluation is one of the most
controversial issues in stabilization. A range of transition
exchange rate regimes have been tried in Africa. Fischer (1986,
p. 168) allows for the possibility of using differential exchange
rates for imported consumption goods and inputs to ease the
effects of real devaluation on doxmestic production costs, but
stipulates that the subsidy must be temporary so that the
required substitution will take place.

The research project led by Pinto and van Wijnbergen has raised
the problems of devaluation without unification of official and
parallel markets. (Pinto and van Wijnbergen, July 1987). That
research also challenged the generalization that poorly
developed financial markets precludes the option of floating
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exchange rates. (Williamson, 1982) Pinto and van Wijnbergen
discussed the adoption of floating exchange rates in several
African countries without fully dewveioped financial markets.
Several countries are using interbank foreign exchange markets,
_e.z. as of Sept.1986, Nigeiria adopted an interbank float and the
aduinistrated development of an interbank foreign exchange market
was used in the unification of the exchange rate in Zaire. Pinto
and van Wijnbergen generalized that a ccmpetitive banking system
with an adequate level of banking expertise and free from
interest rate and credit allocation regulation was a prerequisite
in using an interbank market for a floating exchange rate.

(Pinto and van Wijnbergen, July 1987, p. 48-55)

Literalizatiop

Liberalizstion policies are designed to increase efficiency of
resource use e.g. moving to more reliance on market signals
rather than administered allocation of resources, lifting price
controls, removing distortisns between market prices and scarcity
values, removing quantitative restrictions and liberalizing
trade. Liberalization may also involve transferring more
economic power and decision-imaking to the private sector,
encouraging competition, and subjecting parastatals to market
discipline. Generalized prescriptions must be altered under
country-specific conditions of imperfect competition, weak market
infrastructure, costly and unreliable market information,
nonenforcement of contract law, externalities and market
imperfections.

Speed of Liberalization

The timing and order of libevalization are important for markets
which adjust at different speeds. The choice on the order of
decontrolling markets will depend on the performance and linkages
among the capital and current accounts, domestic financial
markets, the government sector, and the traded and non-traded
sectors as well as price distortions and externalities.

Several frameworks have been proposed for analyzing the speed of
liberalization, and a sample of the arguments are given below.
Krueger uses a cost minimization framework to analyze transition
with the objective of minimizing the present value of the
expected costs of the transition. (Krueger, 1986, p. 29) Mussa
uses a two-sector two-factor model to investigate the speed of
liberalization given different assumptions of market
imperfections or deviations between social and private costs.
(Mussa, 1986, pp. 68-124.) Michaely analyzes the questions of
implementing a reform program as that of maximizing the present
value of the net addition to the economy. He raises the issues
of sector-specific unemployment of capital goods and human
capital during reforms and the effects on the distribution of
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income. The guidelines offered by Michaely on the apeed of
implementation are that the process should be faster the fewer
rigidities in labor markets, and the less sector-specific
physical and human capital, the more flexible and adaptable are

" the responses of entrepreneurs, the shorter is the life-span of
the physical capital in the contracting activities, and the
higher are the elasticities of substitution in production among
various activities. He also discusses stages of policy
implementation including policy instruments to gain more coatrol
for a multi-stage liberalization and treatment of different
sectors. (Michaely, 1986, pp. 41-53.)

Edvards analyzes the sequencing problem drawing on trade theory
and political economy. From free trade theory, equiproportional
reduction of all distortions is welfare-improving in the absence
of externalities and adjustment costs so it would be optimal to
maximize the present value of welfare gains and liberalize
rapidly. This result may not hold in the presence of
externalities. With externalities there might be a case for
liberalizing slowl; if one cannot act on the primary distortions.
There are other {siues raised by the political economy of reform,
e.g. feasibility and credibility. It has been argued that a
reform program, to be feasible, must proceed without generating
strong opposition and therefore should proceed slowly. However a
slov reform program may not be credible. If the reform program
is not credible agents will not adjust their actions. (Edwards,
1986, p. 33.)

Partial Reform

An important issue that arises during reform is which policy
reforms are likely to be welfare-improving even in the presence
of other controls and regulations. From the theorem of second
best, the welfare effects of partial liberalization are not
generalizable and this question can not be answered outside the
country context.

While there is considerable agrcement that partial liberalization
can be beneficial, there is not agreement about all scenarios.
For example, Krueger concludes that there is a large nurber of
partial reforms which could improve welfare. The two possible
exceptions are liberalization of agricultural prices with
overvalued currency and the liberalization of the capital account
in the presence of trade and domestic financial distortions.
(Krueger, 1986)

8 Edvards argues that these generalizations may not hold.
(Edwards, 1986 p. 32)
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Liberalization of External Transactions
Current and Capital Accounts

One of the generalizations made in the sequencing literature is
that trade should be liberalized before lifcing restrictions on
external capital transactions.’ Michalopoulos summarized two
arguments for liberalizing the current account of the balance of
payments before the capital account. The first argument,
attributed to Krueger, is that trade liberalization {s needed to
adjust assets prices. Asset prices are determined by the present
value of income streams and income streams are distorted by trade
restrictions. Under trade restrictions, capital inflows may be
channelled to ineff{cient protected industries. The second
argument, attributed to Frenkel, is that asset markets generally
edjust faster than commodity markets so the effects of capital
inflows will be realized more quickly than the impact of trade
liberalizat{on. Because asset markets adjust more quickly, it is
easier to harmonize current and capital accounts adjustment by
slowing down capital flows than by accelerating current account
liberalization. Liberalization of the capital account in
Southern Cone countries resulted in large capital inflows with
unwanted consequences for the real exchange rate which were
detrimental to trade liberalfzation. (Michalopoulos, 1987, p.
17-18) A more relevant srgument for maintaining capital controls
until late in a reform program in Africa is that the opportunity
for domestic residents to diversify into foreign assets with a
conconitant capital outflow would strongly influence the exchange
rate, -

Trade and Financial Liberalization

The standard prescription for trade liberalization is to replace
quantitative restrictions with equivalent tariffs and then
compress the range of tari{ff rates and reduce the average level
to a lowv uniform tari{ff structure. The switch from quantitative
restrictions to tariffs will help reduce the budget deficit with
increased revenues. Lack of alternative revenue sources will
make it difficult to reduce tariffs. The speed of trade

9 Edvards and van Wijnbergen propose the use of ths
following analytical devices for these sequencing problems: the
effects of a capital account liberalization in the presence of
* trade distortion can be analyzed as a transfer problem; and the
opening of the trade account in the presence of capital account
restrictions can be done in an intertemporal optimization model
of an open economy. (Edwards and van Wijnbergen, Feb. 1986, PP.
141-148.)
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liberalization will depend on how quickly resources can be
transferred betwvcen sectors or the political tolerance for
increased unemployment during adjustment. Trade can be

, liberalized more quickly in countries with a higher initial
investment-GNP ratio and more competitive and flexible labor
markets. (Corbo and deMelo, 1987, p. 128)

The coordination of financial and trade liberalizaticn must
consider several linkages: the changing signals for credit
allocation and investment from trade liberalization; the nced
for credit and new investment to accormodate the shift in
production away from non-traded to traded gcods; how reduced
profitability and capital losses of former favored sectors will
affect the financial sector after trade reform; distortions in
credit markets; and the change in the price and allocation of
credit after financial market liberalization. Countries vary in
whether banks were regulated to support or offset import
substitution policies.

1t is difficult to generalize about the effects of trade
liberalization and devaluation on prices, profitability, and
inflation and on the financial sector when dismantling a
rationing regime with wide-spread distortions, subsidies, and
price controls. Integration of domestic znd international goods
markets should reduce inflation when internationcl tradable goods
prices are below domestic prices, which would be true for many
import substituting industrial products in Africa. But many
countries have directly subsidized these ventures with explicit
and implicit budgetary transfers while enforcing low consumer
prices. Price controls must be lifted before introducing
foreign competition. Depending on the distortions in the pre-
reforn regime and the interaction of trade liberalization and
devaluation and domestic price decontrol, prices and
profitability may rise or fall. The demand for credit after
liberalization will depend on the capital intensity of production
in expanding sectors, the elasticity of substitution of capital
for labor, the change in production patterns, etc. Many Africen
countries have excess capacity in the industrial sector with an
immediate need for working capital, and most also need investment
funds for rehsbilitation.

The declining profitability of former favored sectors hurt by
trade liberalization and devaluation, e.g. real estate,
inefficient domestic industries, will deteriorate the quality of
financial intcrmediaries’ portfolios and limit their flexibility
in shifting resources from old to new projscts or antrepreneurs.
Changing relative prices from trade or goods market
liberalization may decrease asset values in previously protected
activities so collateral will no longer cover the value of the
loan in the event of default forcing high loan losses onto the
banks. 1If other reforms have inflicted lerge losses and
profitability falls, banks may not be willing to support new
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ventures even when financial markets are liberalized. This
combined with the increase in the real cost of capital, may have
a strong negative impact on investment and growth prospects.

These changing incentives for resource allocation and
profitability in the economy must be considered in the transition
strategy on trade and financial liberalization. One cannot
generalize about whether partial or complete liberalization of
financial markets should precede, accompany, or follov trade and
goods market liberalization.

Capital Accounts and the Financial System

The lesson from Latin American experience was that capital
account liberalization resulted in capital inflows from foreign
investment and foreign borrowing which appreciated the real
exchange ratc and eroded the trade position. In addition capital
account liberalization in Latin America raised a host of issues
for the banking sectors such as the influence of the
international interest rate on domestic interest rates, direct
competition from offshore banks, and domestic bank intermediation
of international borrowing.

Since most African countries, with the exceptions of the Gambia
and the currency zone countries, have retained capital
restrictions to prevent capital outflows, this issue will not be
discussed in detail except to outline the linkages between the
domestic and international financial markets. For countries that
intend to liberalize capital accounts, domestic capital markets
must be liberalized first to raise domestic interest rates to
prevent an outflow of capital to rzspond to higher international
interest rates and domestic interest rates can be raised only
after the fiscal deficit is under control. (Edwards, March 1987,
P. 27) Opening the capital accounts will expose domestic banks
to more direct foreign competition11 and domestic banks may have
difficulty competing with international interest rates,
especially 1f other reforms have inflicted large loan losses.
Opening the capital account will probably encourage some
businesses to bank off-shore because of high costs in the
domestic banking system.

10 some of the argunents on the relationship between trade
and financial liberalization are reviewed in Balassa (1986, p.
61), Mussa (1987, pp. 72 and 76), and Michaely (1986, pp. 53-
4)-

11 Blejer and Sagari (1987) discuss the coordination of
domestic financial and external capital account liberalization
with imperfectly competitive financial markets.
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There are costs of maintaining capital account restricticens and
trying to keep domestic insulated from international capital

' markets.l? First international competition can not discipline the
market power or introduce needed innovation in African financial
markets. Second, African banks have only limited options for
diversifying portfolios within small specialized economies vhen
diversification into foreign assets is restricted or distorted by
exchange and capital controls. Dooley and Mathieson suggest some
possible restrictions on commercial banks which cannot diversify
with foreign assets. Since the 1iability structure will reflect
the instability of domestic asset values it may be necessary to
1imit the share of par-value in total 1liabilities. Also,
financial institutions must be permitted, and perhaps required,
to cover their foreign currency position. (Dooley and Mathieson.
1987, p. 1iv.) :

Domestic Market Liberalization

Liberalization programs in the short-run have concentrated on
removing distortions in the incentives for efficient resource use
e.g. removing or adjusting price controls, changing relative
prices through devaluation to reflect scarcity values, equalizing
tax burdens across sectors, bringing financial returns into line
with social returns, lowering minimum wages in the formal sector
and removing employment targets, etc. With highly distorted
initial conditions, it is difficult to predict a transition path
or interaction among markets during liberalization. It is even
difficult to predict the final outcome because of market
imperfections. The standard prescription is to start liberalizing
markets with rigid prices or long-term contracts which adjust
slowly e.g. the formal labor market.

Industrial Sector Liberalization

Industrialization in SSA has been a response to government import
substitution policies, preferential access to overvalued foreign
exchange for intermediate inputs, and trade protection on
competitive imports which allowed tremendous inefficiency in both
the parastatal and private industries.13 Industrial sector

12 ror example, inability to use internestional financial
markets to insure against risks leads to changes in the sectoral
allocation of production, levels of investment, labor supply and
other changes in real resource allocation in order to achiave
some degree of self-insurance. These issues are reviewed in
Stockman (Aug. 1988).

13 while the pattern is similar, the resources committed to
industrialization will vary across the continent. The
manufacturing sector is under 108 of GDP in most African
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surveys frequently find that up to half of domestic industries
are producing with negative value added at world prices. The
combination of overvalued exchange rates, negative rezl interest
rates, and relatively high urban wage rates skewed choices

" towards capital-intensive technology and imported inputs leading
to low capacity utilization and output during foreign exchange
shortages. Price controls are pervasive, especially on items
considered_essential, such as processed food, tobacco, and
beverages. Loss-making parastatals have been subsidized
through direct budgetary transfers, inter-enterprise transfers
within the parastatal sector, and financial policies, such as
credit guarantees, directed credit, interest rate subsidies.

The short-run effects of reforms on profitability and liquidity
will be difficult to predict for individual industries bacause
the initial conditions are highly distorted. In Zambia, the
decontrol of domestic prices necessary before subjecting domestic
industries to international competition in 1985 gave a strong
initial beoost to the industrial sector. While some of the boost
was due to cccess to foreign exchange under the auction, many
industries also were able to exploit domestic market power.
Decontrol of domestic prices will be delicate since the market
structure is highly imperfect with little domestic competition.
Over time efficient import-substituting industries may benefit
from devalustion, rationalized tariffs on imported inputs, and
domestic price decontrol. The profitability of inefficient firms
with strong foreign or domestic competition or dependent on
imported inputs will dec line and some of the losses will be
transmitted to creditors.

Much of the industrial sector, especially the private sector, is
dependent on retained earnings for financing. The range of
corporate financing instruments available is extremely limited.
Equity finance is almost completely absent in most couniries so

countries so manufacturing capacity on the continent is
concentrated in a few countries. In 1981, five countries,
Nigeria, Zimbabwe, Ivory Coast, Ghana, and Kenya, accounted for
more than 60 percent of manufacturing value added in SSA, 17
countries accounted for 31.5 percent of manufacturing value
added, &nd the r2maining 21 countries 7 percent. (Hawkins, 1986,
~ pp. 279-280)

14 African manufacturing is dominated by firms producing
simple consumer goods for the domestic market, products that are
relatively income inelastic. Foodstuffs, beverages, and tobacco,
sccount for 31 percent of manufacturing value added, followed by
clothing and textiles contributing 21 percent, (Hawkins, 1986, p.
281-2) :


http:beverages.14

26

the corporate financial structure is skewed towards debt
financing, much on inflexible terms. The large industrial
parastatals in Africe are highly leveraged with term debt either
to domestic financial parastatals or to foreign donors, some
older internaticnal commercial loans, and international trade
finance. Because of dependence on imported intermediate inputs,
African industries are heavy user of foreign exchange and
international borrowing. Real devaluation will cause severe
valuation losses to the industrial firms that berrowed in foreign
exchange.

Most 3SA countries have excess capacity in the industrial sector
vhich wes overbuilt for limited domestic demand exacertated by
declining per capita incomes &nd foreign exchange shortages
during the 1980s. With excess capacity the immediate need is for
vorking capital from the commercial banks e.g. firms need
liquidity to secure foreign exchange for imported intermediate
goods. The next step of investment funds for rehabilitation will
be even more difficult with the dearth of corporate finance
instruments such as primary and secondary markets for negotiable
equity, stocks, or long-term debt instruments, and bonds.

The less capital-intensive segment of the industrial sector may
expand after import substitution subsidies are removed and
devaluation. It is estimated that about 208 of total
manufacturing output comes from small-scale manufacturing
(Hawkins, 1986, p. 279) and this segment has had little contact
with formal financial markets. Reporting on studies from
Nigeria, Tanzania, Sierra Leone and Uganda done between the late
19605 and mid-1970s, ‘Liedholm and Mead found that the most
important source of capital for establishing or expanding small
firms was personal savings, relatives, or retained earnings.

Less than four percent of the funds came from formal sources such
as commercial banks or the government. (Liedholm and Mead, 1986,
P. 312-313) The resources available to_fund new credit programs
for small-scale industries are scarce.ld There are not many
success stories for small-scale industrial credit programs in
either commercial banks or parastatals. Liedholm and Mead
offered some generalization from two xecent reviews of small
industrial credit schemes in Africa. The most successful schemes
focus on working capital rather than fixed capital. Second,
loans are evaluated on character rather than project feasibility
and/or collateral, the lending institutions are local and
decentralized, initial loans are small and short term, and loan
volume per loan officer is high, and interest rates are high

15  zanbia and Malawi have recently started new parastatal
credit programs for small enterprises but these are poorly
funded.


http:scarce.15

27

enough to cover the cost of funds and operating expenses.
(Liedholm and Mead, 1986, p. 321-322)

Liberalization of the industrial sector is likely to cause a

- marked deterioration in the quality of the portfolio of financial
institutions as inefficient companies become 111iquid and then
insolvent. Allocation of the losses from restructuring is
discussed further in Section III.

Agricultural and Financial Reforms

The agricultural sector is expected to benefit from depreciation
of the real exchange rate which will improve the price and
producer incentives of tradeable agricultural output relative to
non-tradeables. The effect of trade 1iberalization will depend on
whether international prices are above or below domestic producer
and consumer prices. Most reform programs have also incorporated
reforms in agricultural policy towards higher producer support
prices for commercial grains, decreascd fertilizer subsidies,
reducing consumer subsidies, and reform of marketing parastatals.
The distribution of burden and benefits of these changes will
depend on use of purchased and imported inputs, tecbuology,
whether households are net seller or buyer of food and the mix of
food and export crop production, relevant elasticities of supply,
and use of parallel markets. The evidence is only started to
come in on the effects of agricultural reforms with considerable
variation among SSA countries under reform programs. In some,
the improved production since 1985 has been sufficient to halt
the decline in per capita food production experience from 1975 to
1984. 1t 1s not clear yet whether this was simply better weather
after the drought in 1983-4 or the effect of improved producer
incentives and greater eéfficiency in parastatal performance.

Large scale commercial agriculture is reliant on working capital
from banks and imported inputs. Small scale agriculture,
frequently without land titles for collateral, is much less
reliant on debt financing from formal financial institutions and
uses few purchased inputs. The financing problems in small-scale
agriculture are extremely difficult, involvi g issues of land
tenure and ownership systems and lack of agricultural collateral.

Most agricultural reform programs have started by reducing the
subsidies on imported fertilizer and raising output prices.
While the price reforms may be designed to make production more

16 1n pome coﬁntriel, e.g. Kenya} many large-scale African
farms are highly leveraged because departing colonists’ assets
were transferred with long-term loans.
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profitable, it will create a greater demand for seasonal working
capital. This change may be coupled with reform of marketing
boards which usually supply seasonal credit. A few SSA countries

. have tried to reform the monopolistic grain marketing agencies to
allow more private competition. (e.g. NAMBoard in Zambia) Since
the grain marketing agencies also provided, or at least
collected, production credit, reform of the marketing agencies
may disrupt credit flows to agriculture. In some countries the
alternative credit supply routes such as input suppliex’'s credit,
cooperative credit, or informal rural credit market are very
limited. Many of the agricultural credit parastatals are veak or
insolvent and inflexible and unable to expand credit services at
this time.l7

Summary Macroeconomic Policy Coordinatiopn

The guidelines that emerge from the sequencing literature on
macroeconomic policy coordination are:

(1). the fiscal deficit must be controlled early in the reform
program because African countries have limited deficit financing
options;

(2). trade should bc liberalized before external capital
transactions because capital inflows would appreciate or slow the
depreciation of the real exchange rate and capital iuflows might
go to import-substitution industries;

(3). the recommended strategy for trade reform is to move from
quantitative restrictions to uniform tariffs and then reduce the
level of tariffs;

(4). liberalization should begin with the markets that are
slowest to adjust e.g. labor rather than domestic financial
markets;

(5). extensive financial reforms should be delayed until
inflation is under control;

(6). domestic financial markets must be liberalized before
opening the external capital accounts.

Therefore the general strategy recommended for reform is to cut
the budget deficit, reform the labor market, liberalize goods
markets including trade liberalization, tackle the domestic
financial markets, and delay liberalizing capital accounts.
Perhaps of more importance than the specific recommendations, has
been the focus on costs of adjustment, externalities, market
imperfections, and possible inconsistencies in planning econonmic
policies.

17 The weakness of agricultural credit parastatals will
make the transition to more diversified rural financial
institutions difficult,
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I1I. Fipancie]l Sector Reforms

Expected Benefits of Liberalization

The theoretical issues on the role of money, credit, debt, and
intermediation in economic performance and growth and real-
financial linkages are largely unresolved. There is not a
consensus on the expected benefits of financial market
liberalization, or even on the theoretical framework for
analysis. The theoretical revolution shaking the study of
macroeconomics and finance in developed countries, incorporating
uncertainty, informatio~ and expectations explicitly in models
(see Gertler (1988)), has not touched research on Africa for
several reasons including the pasucity of data and uncertainty
about how to model expectations on macroeconomic variables since
the flow of relevant economic information is spotty and
unreliable in most countries. Other research topics on the
financial markets of Asia and the industriai countries, e.g. the
interaction of innovation and deregulation, globalization of
financial markets, securitization, the adoptior of new technology
for information processing and communications, are not directly
relevant to Africa at this time. 1In applied financial sector
analysis for developing countiies, the effects of governmeat
control and regulation are usually analyzed in the framework
associated with McKinnon and Shaw. The major challenge comes from
the structuralist critique. The debate is only discussed
briefly below because it i5 covered in other sources. (See Fry,
1988) Little new has been added to the debate on analysis of
financial systems from the African experience.

Repressed Financial Markets

McKinnon and Shav turned attention in 1973 to the

problems of perverse government regulations, especially interest
rate ceilings, in slowing financial market development. In the
McKinnon-Shaw repression framework, lending and investment are
constrained by lack of financial savings because of interest rate
controls and viable investment projects exist in the economy and
would be undertaken if financial savings were available. Low

18 The differences between the Shaw and McKinnon approaches
and the extensions of their work are outlined in Fry (1982 and
1988).
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deposit rates are an implicit tax on savers and subsidy for
borrowers. The policy implication of this view is to 1lift
restrictions on deposit rates to increase financial savings which
would expand lending and investment.

The repression model of financial markets has proved durable
because perverse government regulations are pervasive in
developing countries.l? The literature has extended the basic
repression framework with different mechanisms for 1iberalization
to generate the resources required to raise interest returnms to
depositors and by which higher deposit rates translate into
greater investment or more efficient credit allocation. Some
have argued that it was not inevitable that firm profits fall
with higher lending rates if the greater availability of loans is
used to finance high-ylelding assets. Some have argued that a
higher deposit rate may not lead to higher lending rates because
of improved efficiency of resource use, perhaps because
liberalization allows resources to shift from the public to the
‘private sector with a fall in lending rates to the private
sector. (Fry, 1982) For this strategy to vork the demand for
resources in the public sector must fall so financial
liberalization must be coupled with fiscal control or tax
increases. Galbis (1977) developed a two sector repression
model with a traditional and modern sector to show great.r modern
sector capital accumulation arising from higher deposit rates.
Higher deposit rates attract funds released from inefficient uses
{n the traditional sector into financial savings. These funds
are channeled through bank loans into higher yielding investments
in the modern sector and enhance modern sector capital
accumulation. Firms increase leverage and earn higher returns on

equity.
The Structuralist Approach

An alternative view of financial markets, the structuralist
approach, has been proposed by van Wijnbergen (1982 and 1983) and
Taylor (1983 and 1987) who focus on the structural
characteristics of financial markets. In the McKinnon-Shaw
models there are two assets in savers portfolios, monetary assets
and inflation hedges and total financial savings increase with
higher official interest rates. The structuralist model
introduces a third asset in the market, private loans in the
unofficial curb or free market. With a third asset, there is a
possibility that higher official interest rates will shift funds
from curb or free markets to bank deposits and total

19 The repression framework has been applied to several

financial markets in Africa, including work on banking in Senegal
and Mali by Hickok and Gray and on rural financial markets in
Niger by agricultural econonists at Ohio State University.
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intermedintion will not increase. Taylor (1987), within a
structuralist macroeconomic model, argues that with two assets,
deposits and loans, a higher deposit rate leads to a higher loan
rate and stagflation. With a third asset, possibly an intlation
-, hedge, the response to an increased deposit rate is not clear.
There is not & clear case for higher deposit rates in the
structuralist treatment of financial markets.

Sundarajan (1985), in the structuralist tradition, investigates
the effects of higher bank lending rates on borrowing and modern
sector capital accumulation. He argues that the ultimate impact
of an increase in the administered interest rate depends on how
this affects the cost of capital through the cost of equity and
the share of debt. The effects of interest rate policy on
savings and investment varies with the financial structure of
firms and the reduction in investment demand after an increase in
the adrministered interest rate would be larger with a high debt
ratio. Aftexr the banking system has reached & certain size and
sophistication, he argues that the scope for raising the debt
ratio would be governed by decision of firms and the debt norms
used by banks and finds the financial repression view of a
supply-determined debt ratio unlikely. He further argues that
high debt-equity ratios in the corporate sector of many
developing countries is detrimental to macroeconomic stability.

Ioperfect Information

The recent microeconomic credit literature stresses the
importance of imperfect and costly information in credit markets.
Much of that literature has tried to explain credit rationing in
competitive markets such that lenders continue to lend at a lower
interest rate and ration credit rather than respond to excess
credit demand by raising interest rates. One line of this
research has argued that banks can’t raise expected profits with
higher interest rates because of the relationship between
interest rates and default risk. In the Stiglitz and Weiss (1981)
model the interest rate is a screening device. Borrowers willing
to pay a higher interest rate may be, on average, vorse risks. As
Stiglitz and Weiss have shown the expected returns of the lender
go down as interest rates increase so that credit will continue
to be rationed in competitive markets.

Furthermore, with imperfect information, credit allocation even
in a competitive credit market may be inefficient., (Stiglitz and
Weiss (1981) and Ordover and Weiss (1981)) Under imperfect
information, some groups may be totally excluded from credit
markets even with higher expected returns than the groups that
get credit. According to Stiglitz and Weiss the return for the
bank from lending to a specific group of borrowers may not be
monotonically increasing function of the interest rates to
borrowers for two reasons. Because of the adverse selection
effect, safe borrowers who would be more profitable clients, may
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not borrow when rates are high. Because of the incentive effect,
borrowers will favor projects with higher returns but a higher
probability of default when the interest rate is increased. This
line of research suggests that credit allocation may not be
efficient, even when banks are deregulated, if information is
costly.

Incomplete Financial Markets

Cho's research (1984 and 1986) leads to the conclusicn that with
asymnmetrical information, li{beralization of the banking sector
would not achieve efficient capital allocation in the absence of
well-functioning equity markets because of the incentive problems
with banks contracts. Under fixed fee bank contracts the
interests of lenders and borrowers conflict since borrowers keep
the whole excess of outcome over their loan liabilities when the
{nvestments is successful. Lenders are restricted to the lower
tail of the distribution with a claim only on the principal plus
interest rate specified if the project succeeds or the entire
loss if the project fails. There is not a problem of adverse
selection under equity contracts even with asymmetric
{information. Under pure equity contracts, the expected return to
the shareholders is nothing more or less than the expected return
of the projects. The limited returns on a debt contract means
that banks avoid financing innovative borrowers, who may be
perceived to be risky, even though the banks are risk neutral and

- free from interest rate ceilings. This means banks, even vhen
unregulated, are generally unable to match the allocative
efficiency of a stock market.

A lack of risk-bearing capital in the system may result in
{nefficient cradit allocation even with reforms in the banking
system. Cho's analysis suggests that development of an equity
market is a necessary condition for complete financial
liberalization. Until a country has an active equity market, it
may have to settle for a second-best approach to financial
1iberalization with some government intervention in credit
markets. (Cho, 1986, p. 192)

The debate on the impact of financial liberalization must be
subjected to empirical tenting.zo There has been very little
empirical testing or even monitoring of the financial
1iberalization experiments in Africa which would shed light on
the expected effects of financial liberalization.

20 Fry (1982 and 1988) reviews the empirical evidence on
this debate, but much of the work has been done in As;a.
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Experjence with Financiel Reforms and Applicability to Africa

Only a few developing countries have successfully liberalized
financial markets e.g. Brazil and Korea. Attempted reforms in
Argentina, Chile, Uruguay, and Turkey were not successful and the
reasons are still open for debate. Most analysis on the
Southern Conz countries suggest that financial liberalization
failed because it was coupled with inconsistent macroeconomic and
exchange rate policies. Reforms to reduce government controls of
interest rates and credit allocatier: have frequently been
followed by very high interest rates leading to financing
problems for the corporate sector. Various reasons have been
suggested for the high interest rates including uncontrolled
fiscal deficits, inflationary expectation, expectation of
exchange rate depreciation, contractionary monetary policy, and
concentrated bank lending to failing industries. The failed
reform efforts reinforced the lesson that financial reforms must
be coordinated with macroeconomic and trade reforms and
highlighted several issues and linkages to be discusased in
following sections.

Political Economy of Financial Reform

Two important forces for financial deregulation in the
industrialized countriles, international competition and domestic
financial innovation, are weak in Africa. Most countries in
Africa have malntained restrictions on capital accounts dampening
the forces of international competition so that international
competition i: felt with capital flight rather than directly.
Because of government restrictions and multinational banks are
anxious to 1imit risk exposure, resident multinational banks have
only been weak force for change in African markets and domestic
financial innovation is weak.

Financial reforms in Africa have been undertaken as part of
macroeconomic reform programs rather than a response to market
forces such as competition or i{nnovation. For example, financial
reforms in Zambia and Ghana were part of a broader macroeconomic
adjustment package. Some reform efforts can be traced to
instability or insolvency as in the mild reforms in Kenya and the
radical reforms in Guinea. The current emphasis on financial
reforns partly reflects the preferences of donors. Any country
vith an IMF prograr is going to have pressure to adjust interest
rates and monetary control. The World Bank hLas been active in
financial sector work in Africa. The World Bark has done
financial sector reviews in Benin, Cameroon, Mauritania, Ghana
and Senegal, and Cote d'Ivoire. There have been World Bank-
supported reform programs in Ghana, Mauritania, and Guinea. The
World Bank {s preparing packages of policy based lending with
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financial sector components in at least five countries, Ghaca,
Madagascar, Guinea, Tanzania, and Zaire.

The financial sectors in Africa are highly politicized and
reforms are going to come up against sensitive political issues
e.g. closing insolvent public institutions, sale of public
institutions to foreign or private investors, reallocation of
resources away from formerly protected interests to new
entrepreneurs.

Financial Reform Issues

One generalization to emerge from the discussion of macroeconomic
policy coordination in the first section was that the fiscal
deficit and inflation must be under control before financial
sector liberalization can succeed. The coordination of finaucial
with other market reforms remains a matter of debate. Since
financial markets adjust more rapidly than other markets, it is
usually argued that financial markets should be liberalized after
other markets. There are several counter arguments depending omn
the economy. The arguments will be discussed in the following
sections along with issues that might arise in financial
liberalization. The discussion is organized as follows:

First, there are problems of thin imperfect financial markets.
The banking sector is the only organized segment of capital
markets in most Africar. countries. Many countries have only a
few banks, many foreign and a few government banks, and & history
of collusion among banks. Parastatal financial institutions are
veak and offer only a limited range of services. Market
discipline through competition is not reliable.

" Second, problems of imperfect market structure and missing or
imperfect markets in other parts of the economy, costly
information, high transaction costs, and uncertain property
rights act as endogenous or structural conscraints on the
operation of African financial markets. Financial market
liberalization is to improve intermediation, credit allocation
and resource mobilization, but in the short-run, liberalization
will not remove the endogenous or structural constraints,

Third, declining profitability of non-traded activities with
changing domestic relative prices and contractionary economic
policies will be transmitted to financial institutions. During
macroeconomic reforms, many countries face the possibility of
unstable or insolvent financial institutions because of
deteriorating credit quality. This raises the issues of the
ability of the Central Bank to supervise banking risk and the
options for restructuring financial institutions.

Fourth, African countries introduced low interest ceilings and
controls on credit allocation to encourage investment and capital
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formation in ‘priority sectors’ and to counter the concentrated
credit allocation by foreign banks. Interest rate and lending
restrictions, and other perverse regulations have undoubtedly
slowed development and impeded functioning of African financial
systems, but liberalization may not be straight-forward. There

" may be transition problems after reforms in highly distorted weak
financial markets. Of special concern is interest rate decontrol
since the likely savings response is small but the effects on the
performance of the portfolio can be devastating.

Fifth, while reregulation of the financial sector, a stable
macroeconomic policy environment, and sustainable incentives for
growth will improve the incentives for fineancial innovation, but
the ghort-term prospects for innovation remain bleak because of
market imperfections,

The following discussion of financial reforms outlines the major
issues that are expected to arise in reforms and must be
considered in designing a country-specific reform strategy. At
this time there i{s too 1little information available to offer
comparative analysis on the sequencing and implementation of the
components of financial reforms {.e. stimulating competition and
entry or modifying regulation for lack of competition,
rationalizing the limits of competition among different types of
institutions, reducing repressive regulations, restructuring
financial institutions, strengthening supervision and regulation
for safety and stability, and encouraging innovation, etc.

Market Structure

Financial markets in Africa are thin and fragmented with few
institutions or instruments. Most countrias have only a few
banks and parastatal financial institutions and in seversl
countries the financial sector is dominated by a single
institution. For example, BDM has about 708 of the total assets
of the financial system of Mali, and BDRN in Niger has 60-70s,
the National Bank of Commerce controls over 958 of the total
short-term credit in Ianzania. Existing institutions have
considerable market power which limit the short-run options for
deregulation since competition will not discipline markets.
Outgide the franc zone, few African countries are considering
liberalizing capital accounts and integrating domestic with
international capital markets to force competition on domestic
banks.
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Banks

Ownership patterns vary from the African countries that allowed
foreign banks to continue operation e.g. Ghana, Zanbia, Botswana,
and Kenya, countries with early exgerience vith & mix of foreign
and indigenous banks e.g. Nigeriaz , to countries that
nationalized the foreign banks e.g. Tanzania and Somalia. The
banking systems are dominated by cne or more large government
banks and the established foreign banks. Most of the older
foreign banks are conservative, lending to established clientele
for limited activities and are mistrusted by the governments.

Aggressive competition among major banks is extremely rare.

There are still explicit banking cartels in several countriss
e.g. Zambia and Botswana, and implicit collusion in others. Some
South Asian and American banks entered African markets in the
early 1980s as did a few (Arab) Islamic banks. The newer foreign
banks specialize in multinational business. In recent years a
small competitive fringe of indigenous banks has developed in
several countries.?? The new indigenous banks are small &nd do
not represent credible competition. There may be justifiable
hesitancy to decontrol domestic financial warkets with ’
oligopolistic banking sectors. Competition among the major banks
may be limited even if markets are decontrolled. Entry,
especially of foreign banks, is strictly controlled, so the
thraat of entry will not discipline established banks.

With 1ittle active competition, African banks have been slow to
improve services and intrcduce new instruments. Commercial banks
offer only a limited range of services, usually deposit-taking
and short-term lending for primary export activities, import-
substitution industries, some retail trade, and commercial
agriculture. Liability instruments are short-term and banks do
very little term transformation, leaving term lending to

2l There was a banking boom in Nigeria in the 1940s and
early 1950s with the entrance of several indigenous private
banks. Most were troubled by high loan losses and forced to
close. In 1976 the state took a 60 percent equity share in the
expatriate banks but left management policy with the expatriate
shareholders.

22 geveral fndigenous non-bank financial institutions have
been started in Kenya since the ®1d-1980s and there are a few in
Nigeria, one was started in Uganda in 1988, and several in
Zambia. A new private bank in Mali, Bank of Africa, was
reportedly financed by return flight capital.
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parastatals. In most countries outside West Africa, commercial
banks cannot take equity positions.

Specialized Financial Institutions

Goverrment parastatals control practically all term debt and
equity finsrce. The problems of specialized development finance
corporations are well known. DFCs are nondspository institutions
and thezefore dependent on donor or government fund523. poorly
diversified and vulnerable to sectoral risk?% and crippled by
poor repayment rates. In addition, DFCs that have taken the
foreign currency risk of donor funds are vulnerable to exchange
rate adjustments. DFCs have not been disciplined against
excessive risk taking by depositors, donors or governments. The
portfolios of these institutions deteriorated after the emphasis
of World Bank programs changed from development of the
intermediaries to using credit programs to encourage investment
in the mid-1970s. Many development financial corporation are
insolvent and restructuring will drain government resources.

The record of DFCs in serving a clientele who would not have
access to commercial banking services is spotty but these
institutions do play a unique role in term financing. The future
of these institutions will be a dilemma because the DFCaz ares
still the only source of term funds even though DFC and banks
overlap in commercial banking services.

Market structure considerations will be central to regulation on
boundaries on allowable activities, competition among types of
financial institutions, the mix between multipurpose and
specialized banks, scope for bank privatization, and regulation
of new entry. Efforts to stimulate competition may compound
problems of instability. For example, lowering the capital
requirement for new entry to encourage competition nay increase
the possibility of fallure of undercapitalized de novo banks.
The low pajd-up capital requirement on non-bank financial
institutions in Kenya spawned many new indigenous institutions
but the strategy proved risky. This experiment ended with the
failure of six financial institutions and Central Bank
intervention to restructure the weak financial institutions.
Market structure considerations will also limit the options on

23 However, housing finance parastatals take deposits in
rost countries. '

24 The benefits of sectoral expertise may outweigh the
>roblems of sectoral risk when the government risk portfolio is
liversified across sectors. However, in practice, the government
s not a reliabie source of funds during economic reforms.
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deregulation since market outcomes may mot be reliable in very
thin markets.

Bfficiency of Financial Intermediatiop

African financial institutionc appear to be inefficient at asome
of the primary functions of financial intermediation e.g. static
and intertemporal allocation of resources, credit monitering and
recovery, diversificatioi, information processing, and asset
transformation. Costs are high and interest spreads large. It
13 not clear yet how liberalization of the regulatory framework
or increased competition will effect the efficiency of
intermediation and how this will impact on the rest of the
economy.

Credit Allocation

An early study raised the possibility that credit allocation is
s0 inefficient in Africa that financial markets have not played a
positive role in development. Bhatia and Khatkhate questioned
vhether the benefits usually attributed to the growth of
financial intermediaries would accrue under the conditions
presently found in developing countries with indigenous
entreprencurs disadvantaged vis-a-vis foreign or immigrant firas.
The larger expatriate enterprises are usually perceived to have
lower risks than indigenous zntrepreneurs. In this situation
credit ellocation is guided by perceived risk and the value of
the security, not by productivity. Bhatia and Khatkhate failed
to find a conclusive relationship between indicators of financial
development and overall economic growth using macroeconomic data
from eleven African countries. They attributed this to the less
than optimal distribution of loanable funds by financial
{nstitutions and conclude that credit flows in the less developed
countries, characterized by unequal distribution of assets, fail
to perform their essential function of contributing to the growth
process. (Bhatia and Khatkhate, 1975, p. 152.)

Some of the constraints on credit allocation are exogenous, such
as interest rate restrictions, selective credit controls, and the
political role played by subsidized credit programs and can be
eased during liberalization. Several of the constraints are
endogenous or structural, e.g. costly information, high
transaction and monitoring costs, imperfect and incomplete
markets, uncertain property rights and competing legal systems,
end lack of collateral substitutes.

The spatial and structural characteristics of many areas limit
the options on financial contracts and lead to inefficient credit
cllocation. Factor markets and markets for risk sharing and
{ntertemporal allocation are incomplete which has immediate
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consequerices for financial intermediation. Imperfect factor
markets, especielly for land and labor, make complex contracts
difficult and distort production, investment, and intertemporal
aliocation decisions. (e.g. Livingstone, 1981, p. 5:10 and

, sollier, 1983)

The relationship awong colleteral, credit markets, and collection
1s & major constrsint to rationalizing credit allocation in most
African countyies. Work by Binswanger and Rosenzweig on rural
financial nsrkeis pcint to the problems of incomplete insurance
and credit wurkets for risk diffusion, costly information, the
specisl pretlens of financial intermediation among spatially
dlspersed prodicers in rural areas, and the relationship between
~nilateral and the existence of credit markets. Collateral can
act a5 a substitute for the interest rate in raising the expectad
return on a losn from the vantage of the lender because it shifts
a portion of the potential capital loss Jrom the lender to the
borrovwver if the project fails. The trade-off between raising
expected returns with the interest rate and collateral depends on
the risk-aversion of the lender. The three conditions for assets
to be acceptable as collateral are appropriability, sbsence of
colluateral-spacific risk, and accrual of the returns to the
borrower during the loan period. (Binswanger and Rosenzweig, 1982
P. 15) These characteristics explain why there are few viable
substitutes to land collateral. Credit market may not exist for
individuals without assa2ts to serve as collateral even if those
borrowers are willing to pay high interest rates since the
expected return to the lender may go down as the interest rate
increases. Also the credit market may disappear for persons with
no collateral frow the demand side. The expected return of the
investaznt may be lower than the interest rate. (Binswanger and
Rosenzweig, 1982.)

Tradizional (unregistered) tenure systems in some areas of Africa
precludes using iand collateral and makes it difficult to
identify suitable collateral or collateral substitutes. Many
countries have linked seasoral agricultural production credit to
operations of a monopolistic parastatal marketing board which can
enforce loan repayment by controlling all marketing. Donors have
asked African countries to legalize alternative private marketing
systems so marketing boards will not be able to guarantee
repaynent. The apatial characteristics, especially in rural
~areas, make unsecured lending programs very risky. High
monitoring, transportation, and collection costs with low
populstion density make financial intermediation in rural areas
costly and risky. High information and asonitoring costs,
uncertain propecty rights and weak enforcement mechanisms, may
also explain vhy most credit goes to repeat borrowers. One of
the only credible threats for banks is to cut off service to a
repeat borrower. Clients slowly build up credit standing with
renewed credit facilities. Rellance on past borrowing history in
credit appraisal is going to make reallocation of credit under
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structural adjustment very difficult since a change in relative
prices should stimulate lending to new clients and enterprises.

Resource Mobilization

The record of domestic resource mobilization through the
financial system in Africen countries has not been good25 and the
prospects severely constrained by low per capita incemec. In most
SSA countries, the net domestic savings rates is under 10 percent
of GNP. In the low income SSA countries, the domestic savings
ratio fell from 10.9 percent in the 1960s to £.8 percent in the
1970s, and is expected to drop to an average of 8.6 percent over
the next decade. (Hawkins, 1986, p. 300) Low domestic sav.ings
translate into dependence on foreign capital and falling
investment, A review by the African Development Bank of
development programs in 16 SSA countries found that dependence on
foreign capital for investment is as high as 80 to 100 percent
for some of the least developed states, averaging 56 percent for
the entire sample. Only Guinea, Sudan, Uganda, Botswana, and the
Gambia had investment plans where the bulk of financing was to be
met from domestic sources. The African Development Band found
that domestic savings ratios have stagnated, except in oil-
exporting countries, and investment rates have declined. Net
investment as a percent of GDP is estimated to have been below
the 15 percent gross investment ratio of GDP estimated for 1984
because of the serious deterioration of capital stock in many
parts of the region. (Hawkins, 1986, p. 300)

The low savings rate may be traced to stagnant or falling real
income levels and rapid population growth, but the macroeconomic
policy environment“®, low rates of return on investment and the
wveak financial sector also contribute. There may be a2 few
handles in the financial sector to influence savings rates such
as more flexible deposit instruments, lowering transaction costs
and tax rates on interest-earnings, raising interest rates,
reducing ‘forced’ savings in national social security or national
provident funds, and maintaining security of small deposits.

Some propositions that could be entertained in Africa are

that income is a more important determinant of savings than
interest rates (see Khatkhate, 1980); &n increase in the
deposit rate will help capture more of the financial savings in

25 There are mo relisble estimates on the savings rates in
informal savings schemes.

26 T some African countries capital flight i1s significant
with savings held abroad in foreign currency as a hedge against
inflation and devaluation.
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the economy in financial intermediaries?’ but the savings
response will be quite small; that transaction costs for many
depository institutions are high and savings instruments are
inflexible; an important disincentive for savings is exposing
income records to tax agencies; and that the savings response is
likely to be small during a reform program.

Costs of Intermediation

It is extremely rare to find data on costs of intermediation in
African financial systems. Few systems or even individual banks
have reliable records on costs. Costs are believed to be very
high by international standards?8 because of internal
inefficiency and government policies. Costs have been driven up
with rural branching requirements, directed lending to sectors
with high loan losses, and taxation on banking. There may also
be a large element of monopolistic profits in banking spreads.

mterioraglon Ln Q;e Einancgal EQQ;Q:

The roots of the inefficiency and instability in African
financial systems can be found in the broader problems of the
economies, the structure of financial markets, and regulation of
the financial sector. The combination of overvalued exchange
rates and import substitution protection made production of non-
traded goods profitable relative to traded goods. Bank
portfolios are weighted heavily in non-traded and quasi-nontraded
prods e.g. real estate, import substitution industries, and
commerce. Lending to tradeables in SSA is concentrated in one or
two primary commodity exports, coffee and tea in Kenya, oil in
Nigeria, coffee in Uganda, copper in Zambia, cocoa in Ghana,
commodities subject to volatile prices and a prolonged slump in

27 1¢ s usually assumed that the elasticity of financial
savings with respect to interest rates is positive, albeit small.
The relationship between aggregate savings and interest rates is
also assumed to be positive but this is ccntroversial. (See
Khatkhate, 1988 and Arrieta, 1988) Serious data limitations
inhibit any attempt to investigate aggregate savings relations.
(Giovannini, 1983).

28 For comparison, intermediation costs for large
efficient commercial banks in developed countries are usually
less than 3% of assets, and loan losses rarely exceed 18 over the
business cycle, so the total cost of intermediation plus
provisions is about 48 of assets. In many developing countries
the cost of intermediation plus provisions in commercial banks
exceed 5% and the costs of development finance corporations are
much higher.
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the early 1980s. Lending for primary exports is often done
through marketing boards and parastatals, which have had
financial problems with cuts in subsidies during reforms. The
problems of the real economy have been transmitted to the
financial sector and are likely to be exacerbated during
restructuring.

Portfolio Deterioration during Reforms??

Stabilizing the economy necessitates monetary and fiscal
contraction, but if this phase precedes liberalization, relative
price signals will not be a reliable guide for credit allocation.
During contraction lending policies should avoid squeezing
sectors that need to expand, i.e. tradeables and efficient import
substituting sectors, and reduce credit subsidies to previously
favored sectors that will decline after liberalization. Liquidity
becomes very important when moving from a highly distorted regime
to a market price system, especially under credit constraints.
Firms that could be profitabl’ after relative prices change, may
become insolvent during the initial contraction. If
unsustainable distorted relative prices guide the allocation of
credit during contraction or if bank regulations continue to
direct subsidized credit to declining sectors, this will lead to
more problems with bank portfolios after liberalization.

The reforms necessary to improve the long-term growth prospects
of an economy, reduce aggregate demand to a sustainable level,
adjust relative prices through trade liberalization and
devaluation, remove economic distortions, and reduce subsidies to
inefficient activities, will hurt traditional banking clientele
and the performance of bank portfolios. Also firms with even a
moderate level of debt may experience financial problems during
credit contraction, relative price adjustments, and regulatory
reforms to raise interest rates. Firms with foreign liabilities
will be hurt by devaluation, and are frequently hurt by
accunmulating penalties on foreign arrears under continuing
restricted access to fereign exchange for debt-gservicing. As
trade protection and preferential foreign exchange and credit
aliocation are withdrawn, some import substitution ventures will
require restructuring and others will need to be closed.

.Credit evaluation of public enterprises by government-owned banks
is typically weak and the credit risk may have been acceptable
only with an implicit or explicit government guarantees. Weak
performance by state-owned enterprises have contributed to the
rise in nonperforming assets in many banking systems including
Benin, Cameroon, Madagascar, and Mali. The government frequently
can not meet the contingent liabilities of credit guarantees for

29 see Hinds for a broad discussion of financial distress
in developing countries.
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failed public enterprises. In Benin, borrowing of state-owned
enterprises accounted for more than one-third of outstanding
domestic bank credit and 13 percent of GDP in 1986. When much of
this credit became nonperforming, it created central government
contingent liabilities to the domestic banking sector ten times
larger than the direct net budgetary transfers from government to
nonfinancial state-owned enterprises. This virtually paralyzed
the banking system and put heavy demands on future government
budgets.  Similarly, when the former state agricultural
marketing board in Senegal was liquidated in 1980, the government
had to assume bank debts equivalent to 15 percent of GDP. (World

Bank, Worid Development Report 1968, pp. 170)

The financial sector plays a critical role in determining which
ventures to restructure and which to abandon. Unfortunately the
incentives for bank allocztion of credit may be perverse during
stabilization. As loan problems mount, banks have incentives to
disguise problems and try to save large borrowers because
foreclusure will not recoup losses. Even though lending in
Africa tends to bc overcollateralized on paper, values are often
overstated during loan evaluatjon. A sharp change in relative
prices and a fall in asset values means that collateral may not
be sufficient to cover loan-losses. The quality of bank
portfolios frequently declines as banks try to save large
borrovers and avoid loan losses.30 1oan concentration frequently
increases during reform programs zs banks continue to channel
credit to failing ventures. This problem was demonstrated during
the reforms in the Southern Cone countries when banks continued
to support weak industrial ventures in interlinking financial-
industrial conglomerates. McKinnon (1986) and Harberger (1985)
argue that the high real interest rates and financial instability
of the Chilean financial system during the late 1970s and early
1980s represented a failure of the regulatory authorities te
adequately monitor the creditworthiness of the i{ndustrial sector
loans made by banks.3! There are examples of similar problems in
Africa. Insider loans to related businesses contributed to the
failure of several non-bank financial institutions in Kenya in

- 30 There may be some justification for public intervention
to avoid large-scale bankruptcies if there are inefficiencies in
the bankruptcy process, but it usually should not be done through
" the banking system.

31 7o contain the problen of perverse credit allocation,
McKinnon proposed a financial reform strategy during the
transition to lower inflation combining capital controls,
maintenance of inflation-adjurted Snterest rate ceilings, limits
on foreign exchange risk, restrictions on credit concentration to.
preferred borrowers, and requiring largs reserves against loan
losses. (Dooley and Mathisson, 1987, p. 18-19)
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1985. The same kind of problems arise when banks, government-
owned or private, continue to providing financing for failing
parastatals.

Attempts to restructure the economy will be subverted when banks
do not cut the link to failing industries and instead try to save
failing companies by rolling over nonperforming loans while still
accruing interest or increasing credit lines. This perverse
management limits the credit available for expanding sectors and
increases bank losses and risk when the industries finally do
fail. Also, deteriorating conditions increases incentives for
risky or illegal activities. There may be a considerable lag
before insolvent bank becomes 1l1liquid, with incentives for
troubled banks to continue taking deposits, expand risky lending
to try and recover losses, and finally to engage in fraud to take
the equity capital out of the banks. Deposit-taking financial
{nstitutions are dependent on the confidence of the public and it
15 in their interest to hide problems. Auditors do not serve as
an effective check on this tendency. Aggressive regulation and
supervision of banks are critical for identifying and containing
losses during reform progrims, but even the rare on-site
inspections frequently miss disguised risky practices. Banking
problems are difficult to uncover, but left undiagnosed can
exacerbate losses if banks engage in imprudent and risky lending
in an attempt to stave off failure. Delaying the response to
deteriorating conditions in the financial sector increases
public-sector off-balance sheet liabilities if the government
provides implicit deposit insurance.

As conditions in the banks deteriorate, banks will lose the
ability to intermediate and instead will compound financial
problems in the real sector. Failure to recognize the losses
already incurred will be detrimental for companies that continue
to accumulate interest or refinance debts that can not be
serviced. Some of these companies might be saved if debts were
capitalized and banks wrote off loan losses. Under these
conditions, the banks may not be able to meet normal credit needs
for growing companies and the economy will remain depressed.

Recovery and Restructuring

Recovery of the financial system may involve macroecononic as
well as sectoral reforms to facilitate the sl.w process of
restructuring loans to the businesses that can be saved,
reflecting bad debt in bank loan classifications, writing-off
nonrecoverable debt, and restructuring, merging, or closing
{insolvent firms and banks. This process is constrained by
limited ability to use the market solution of bankruptcy to work
out portfolio problems in Africa. The restructuring process is
highly country-specific depending on the government budget
constraint and limitations on direct infusion of funds, political
sensitivities about sale of failing firms and banks to private or
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foreign interests, the options for equity finance, the
flexibility of the regulations on developing new quasi-equity
instruments, use of long-term loans from the banks to support
sale of bankrupt firms, etc.. Already weak banks may be asked to
write-off large loan losses or restructure bad and doubtful debt.
Growing nonperforming loans may push banks so that remaining
performing assets are smaller than liabilities, equity capital is
eroded, and the losses of the bank can not be recovered through
normal operstions, requiring restructuring of the financial
institution.

When a country has had a radical reform progran it is better to
deal with all financial institutions systematically rather than
working with only selected institutions.32 Comprehensive audits
of all financial institutions, DFCs and banks, will be necessary
to identify the extent of the problem. It is helpful to do this
after or in conjunction with reviews of public enterprises and
the industrial sector. Since many firms have working credit
lines with commercial banks and term loans with parastatals,
information on the financial viability of the firm is needed to
correctly evaluate outstanding loans. Also, the decision on
whether to restructure, merge, or close weak financial
institutions needs to consider the entire system.

Many financial institutions in Africa will need to be
recapitalized to survive. The scope to recapitalize banks with
private investment funds is limited by lack of equity instruments
so that private involvement usually means selling a major share
to a single investor. There are obvious limitations on
recapitalizing Lanks through an infusion of government funds. In
most cases losses are transferred to the Central Bank and
financed by printing money or exchanging Central Bank bonds for .
bad debts. Recapitalizing barks by infusion of government funds
can be inflationary. Transferring long-term bonds, at market
interest rates to the recapitalized institutions, avoids a surge
in liquidity and limits the monetary impact to the interest
payments and gradual amortization of the bonds. Transferring the
losses to the Central Bank to either cover by printing money or
issuing bunds disguises, but does not change, the fiscal
implications of bailing out the financial sector. Such transfers
make the conventional definition of the fiscal deficits
misleading. The World Bank has recommended that a more meaningful
measure of the public deficit should include the losses of the

Central Bank. (World Bank, World Development Report 1988, p. 66)

32 por example, the World Bank has previously been involved
in several single institucion rehabilitations, BDRN in Niger,
Sofisedit in Senegal, and irstitutions in Ghana and Mauritania,
but it has been necessary to go back to some of those
institutions as part of comprehensive rehabilitation programs in
extreme cases such as Guinea, Mauritania, and Ghana.
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Government expenditures need to be reduced by the amount needed
to service the bonds used to recapitalize the banks to avoid
expansionary pressure on domestic demand.

There is no standardized recommendation on management of
nonperforming assets when restructuring banks. The strategy will
also be highly country specific depending on risk, distribution,
etc. Some general considerations are that i{f the old management
is retained when the bank foc restructured, the process should
somehow make the old management at least partially responsible
for collecting old debts. This must be balanced against the
negative effects that collection efforts on bad debts may consume
all the effort of the staff and continues perverse incentives to
continue lending to bad credit risk. When there 1s a change in
management during restructuring, an option is to place the
nonperforming assets with a separate collection agency and lLave
an outside infusion of funds into the bank. One problem that
will arise i1f all nonperforming loans are assumed by the
government is that the companies and banks don’t adjust as needed
to decrease aggregate demand.

Regulatory Reform

Sectoral Policies

Low nominal interest rate ceilings were infrequently adjusted in
most African countries so the real rates varied with the
inflation rate and became more negative in the esarly 1980s. 1In
additiou, institutional segmentation resulted in an inverted term
structure with the yield curve poorly defined because of the
paucity of instruments. While there have been few studies on
interest rate restrictions in African markets,33 the predicted
effects are subsidizing borrowers at the expense of savers,
concentrating credit in large loans, and discouraging rate
competition and financial innovation and development. In many
countries the regulations have not been strictly enforced so many
institutions unofficially maintain lending rates above the
official guidelines with fees and compensating balances. The
regulations, with spotty enforcement, limit the growth and
activities of financial institutions abiding by the regulations
and allov rapid growth in financial institutions that ignore the
regulations and create opportunities for "side payments® to loan
officers.

33 Lefte (1982) surveyed interest rates in ten West African
countries and concluded that the interest rate policies were
inappropriate.
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Credit allocation restrictions are used widely throughout Africa
either indirectly or directly through government intervention in
government banks. Most West African governments set guidelines
for sectoral credit allocation. Credit policies are used to
counterbalance the undesirable differencc between economic and
financial returns in distorted price systems but using credit to
compensate for distortions i{s ineffective since credit is
fungible. In some cases the portfolio restrictions were to
reinforce {mport substitutions policies, in othersz to counter the
bias from import_substitution policies e.g. the lending target
for agriculture.3“ There are also lending restrictions on
foreign businesses and non-African residents, e.g. Acian in East
Africa, Lebanese in West Africa, and European residents in some
countries.

It is not possible to establish theoretically, but it is usually
assumed that partial reforms, such as greater flexibility in
interest rates and lending patterns and reducing restrictions on
the profitability of commercial banking, can be welfare-
improving even in the absence of reforms in other sectors.3>
Most financial reform programs have alloved greater flexibility
in interest rates and credit allocation early in the reforms.
This must be coupled with regulation and supervision to protect
safety and soundness of financial institutions.

Interest Rates

Interest rate reforms are practically always part of an IMF
structural adjustment program and there is a strong case for more
flexible interest rates but there is little agreement on the
likely impact. The main areas of debate and research are the
determinants of public sector savings and the relationship of the
fiscal deficit, the real exchange rate, and the real interest
rate; the interest rate responsiveness of household savings
because of the income and substitution effect to higher interest
rates; and the effects of higher deposit and lending rates on
corporate savings. The few attempts to test aggregate savings
response vith African data have not been successful and the data
problems are formidable.

34 Lending targets and preferential interest rates for
agriculture are fisquently disguised subsidies to agricultural
marketing parastatals.

35 The argument for partial reform in financial markets is
_ controversial. In a general equilibrium treatment, Kahkonen
_shows that partial reforms, even if beneficial in the long runm,
may result in welfare losses in the short and medium run {f all
- markets are not liberalized simultaneously. The author further
argues that raising the deposit rate in a financially repressed
economy may adversely affect welfare. (Kahkonen, 1987, p. 547.)
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The financial reform programs in Africa have not been
systematically studied yet to determine the effects of different
strategies of loosening interest rate restrictions. Ghana used
discrete nominal interest rate adjustments during reforms while
Zanbia removed restrictions overnight and relied on the market,
at least temporarily. Using discrete adjustments in nominal
interest rates towards some target level raises & hesi ol iussues:
vhether deposit and lending rates are moved in tandem; timlug of
movement towards the target level; frequency of adjustments;
whether the schedule of adjustments should be pre-announced; etc.
Using market rates raises a different set of issues e.g. the
possible distortions in market determined rates and the oversight
povers of the Central Bank to monitor and adjust rates in thin
markets. Market determined rates may not be reliable because of
market power or because public financial institutions are not
accountable for budget icsses. When markets are uncompetitive or
fragmented, the government will have to continue some regulatiovn
and monitoring of interest rates and credit allocation while
working to increase competition. With closed capital accounts
international interest rates will have less influence on domestic
interest rates.3® Several African countries, e.g. Ghana, Zanmbia,
and Kenya, have used Treasury-Bill auctions to guide interest
rates.

The effects of higher interest rates on the profitability of
banks will depend on a host of factors including the public
savings response and loan demand, the structure of assets and
liabilities, contract provisions and the ability of financial
institutions to renegotiate outstanding financial contracts, and
changes in the spread between deposit and lending rates. The
maturity of asscts and liabilities and the ability to renegotiate
outstanding contracts will be a major consideration in how
restrictions are lifted and the possibility of using tax policy
to adjust rates during the transition. For example, if deposit
rates move quickly to market rateg but average lending rates are
pulled down by outstanding contracts, there may be an argument
for raising the lending rate befcre the deposit rates. If
existing financial institutions can not renegotiate outstanding
contracts either international competition or competition from
nev domestic financial institutions after interest rate decontrol
.will disadvantage existing institutions. If banks are forced to
hold low yielding government paper and large reserves at the
Central Bank to finance the deficit, once decontrolled the banks
may push lending rates very high to compensate for low-interest

36 with capital market integration, ti.e domestic interest
rate would reflect the international interest rate and expected
exchange rate movements (interest parity) and interest
differentials would guide international capital flows.
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earnings on government assets and the spread between deposit and
lending rates could increase.

Higher interest rates will also effect the profitability of banks
through the performance of the portfolio. After trade is
liberalized and domestic goods markets become more competitive,
firms will have less scope for passing higher borrowing rates on
in higher product prices. Some funded projects may not be viable
at higher interest rates and nonperforming loans will increase.
Rising interest rates reduce the present value of expected
profits of the portfolio. If development finance corporation
rates ave also raises, better customers may switch to commercial
banks as the interest advantage of DFCs declines.

Interaction of Official and Parallel Markets

There has been little empirical work done on parsllel and
informal credit markets in Africa. Most studies of informal
credit markets have focused on microenterprises or rural areas.
Almost nothing has been documented on informal credit markets in
the business community and it may be larger than assumed in some
countries. In some countries a ‘curb’ market operates among
immigrants e.g. the Asian community in Kenya and Malawi and this
market may be tapped by the larger business community. In some
countries non-bank financial institutions are less stringently
regulated and play the role of a ‘free market’ e.g. some of the
non-bank financial institutions in Kenya. The interaction of
parallel or less regulated ‘free’ markets and official markets
may be important in analyzing the impact of decontrol of the
official market. The structuralist critique (e.g.van Wijnbergen,
1982) raised the possibility that decontrol of official markets
will reduce the role of the parallel markets rather than
increasing the total volume of credit. If established large
clients use commercial banks while small clients rely on parallel
markets, small clients may be rationed with decontrol of official
markets even though average interest rates fall. As with
decontrol of other markets with a sizeable parallel market, it is
possible that the average price for the economy will decline
rather than increase. For example, Liedholm and Mead quoted an
average official interest rate of 10-20 percent, while the
informal rates were frequently 100 percent or more in Sierra
Leone in 1974. (Liedholm and Mead, 1986, pp. 318).

Regulation and Supervision

The banking laws in most African countries are outdated and
inadequate for dealing with current problems of banking risk,
regulation of entry and competition, rationalizing the incentives
for public and private financial institutions, and maintaining
safety and stability i{n the financial system.

The institutional framework, legal and supervisory, is not
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adequate for dealing with deteriorating portfolio quality,
imprudent management practices such as mismatched maturity of

~ assets and liabilities, exchange rate or interest risk,
inadequate capital, and concenctration in the lending portfolio
and ‘insider' loans. Even identifying problems in banks is
difficult because of the pervasive weakness of the regulatory,
auditing, and supervisory framework. Treatment of nonperforming
loans is of particular concern since banks continue to accrue
interest not collectible and non-performing loans are rolled-over
rather than taking provisions or writing-off bad debt. Weak
supervision, monitoring, and enforcement capacity in many Central
Banks compound the problems of iong-term established relationship
between banks and the few private accounting firms which can
result in audits that may not be rigorous.

Second, commercial banking regulations need to be rationalized in
a broader legal framework setting boundaries on allowable
activities and competition among investment, merchant, and
commercial banks, non-bank financial institutions, and
development finance corporations. Rationalizing the regulatory
framework may involve imposing market discipline on government
banks and parastatals. Market-determined rates and allocations
will not be reliable unless public financial institutions are
accountable for budgetary losses on activities in which they
compete with private financial institutions.

Another i{ssue that will arise in regulatory reform is implicit or
explicit deposit insurance. Corbo and deMelo highlighted that
the financial liberalization efforts in Argentina, Chile, and
Uruguay failed to properly monitor financial institutions after
deregulation leading to high-risk lending with defacto deposit
insurance. (Corbo and dsMelo, 1987, p. 137) Some African
countries may be forced to confront the issue of maintaining
public confidence in the financial sector after bank failures.
Kenya established a limited deposit insurance scheme after the
failure of several nmon-bank financial institutions. The problem
will be more acute in countries where trusc in the financial
system has been so eroded that the public does not respond to
marginal adjustments in economic incentives as in Chana. While
the case for deposit insurance cen be made to bolster public
confidence deposit insurance is expensive and there are
incentives problemc.37 Explicit government deposit insurance
may reduce the incentives for depositors to monitor bamk

37 fThere are a variety of proposals under investigation in
the U.S. to combine market discipline with deposit insurance e.g.
insurance premiums or capital standards adjusted for risk. While
these schemes avoid some rf the incentive problems of flat
deposit insurance premiums, these are hard to implement because
of the difficulties in assessing bank risk.
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behavior. With deposit insurance, the public can safely deposit
funds with the highest interest rates regardless of perceived
risk which places more burden on the government to monitor risk

.- in financial institutions. This argument is probably weak in
countries with little reliable information about bank behavior so
that depositors can not menitor bank risk. The second counter-
argument is that market discipline {s not a credible check on
market behavior since governments rarely allow financial
institutions to fail.

Many institutions and instruments are missing in African
financial markets and some banking practices are going to be hard
to change even after lifting government controls, because of
structural and endogenous constraints on credit allocation.

Institutions
Capital and Money Markets

The short-term prospects for developing money or capital markets
are limited. There are few money market {nstruments. The few
exception are some issues of short-term Treasury Bills and
interbank markets. Only a few countries use commercial paper,
negotiable certificates of deposits, and bankers acceptances.

There are almost no organized equity markets or venture capital
facilities. The lack of functioning equity markets limits
efficient allocation of resources. An alternative that may
receive more attention during restructuring fu the opticn of
allowing banks to take equity positions in companies. There are
potential advantages since banks would share in the upper tail of
the distribution of potential profits and allocate credit more
efficiently (Cho, 1984 and 1986) and offer an alternative to
bankruptey for highly leveraged businesses. Other possible
advantages in universal (multipurpose) banking would be
incentives for banks to develop the capability to monitor and
advise business clients. However, universal banking requires a
stock market for successful operation. (Khatkhate and Riechel,
1980) The advantages of allowing banks to take equity positions

38 Money markets usually develop before equity markets.
Short-term money market fnsctruments should be lower risk than
equity instruments, depending on the creditworthiness of the
issuing institution. Money market instruments are usually large-
denomination to minimize transaction costs.
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wvould have to be weighed against the perverse incentives for
over-comnitment of resources in interlocking conglomerates.

Securities Markets

The only formal securities markets in Africa are in Kenya,
Nigeria, Cote d'Ivoire, and Zimbabwe and these are elther
stagnant or contracting. Only Zimbabwe is fully-functioning.39
Several countries, such as Senegal, are trying to establish
capital markets but this must be viewed as a medium to long-term
venture.

There will be significant start-up costs for security markets in
most SSA countries. The regulatory environment must be improved,
e.g. get rid of Capital Issue Committees that set the price of
new issues, clarify the legal concepts of limited liabilicy
companies, establish effe~.ive regulatory agencies, improve
public accounting standards, etc. There also need to be
complementary institutions such &s broker-dealers, undervriters,
merchant and investment banks, market information services, and
exchange facilities for listing, pricing and exchanging
securities and secondary markets.

Raising bank interest rates will help to remove the past bias
favoring debt over equity finance. Other possible measures that
favor debt financing, such as credit guarantees or debt-
forgiveness schemes for highly leveraged firms, and tax laws
which make interest paid on debt tax deductible while dividends
are double taxed and capital gains taxes also need to be
rationalized. However, securities markets will still be
constrained by the predominance of family businesses anxious to
avoid the tax consequences of revealing financial records.
Improved tax treatment of dividends and capital gains will not be
sufficient inducement to go public until stock markets are
functioning well and liquid.

39 size of the African Stock Markets

billion US$ percent of GDP
Nigeria 2.5 3.0
Zinbabwe 0.4 1.4
Jordan 2.6 57.8

Note: Jordan is given for comparilon;

Source: W¥all Street Jourpal, 3/17/87.
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Banking Instrunents and Contracts

In the set of possible contracts, very few combinations of term,
repayment conditions, risk, collateral, etc. are routinely used

* in African financial markets. Existing contracts are especially
thin along the term and risk dimensions. More instruments could
contribute to moxe efficient intermediation and financial
stabilicy.

One of the most apparent weaknesses in African financial system
is the lack of term instruments. The liability structure of
‘banks is overwhelmingly short-term. Past macroeconomic
conditions made it difficult to develop medium or long-term
liabilities to support term lending. Financial assets, especially
term assets, are unatiractive when inflation is high and the
exchange rate is expected to depreciate against a controlled
nominal interest rate. The institutions which could mobilize
terms funds e.g. insurance companies, social security funds, and
pension funds, are traditionally required to hold government
bonds at below-market irntcrest czates.

The risk dimension is also vary thin. Most existing financial
instruments are low return and low risk e.g. commercial bank
deposits. There are few financial assets that would offer a
higher return- for greater risk, e.g. equities, preferred sharcs,
and debentures.

There is very little flexibility i{n lending contractc on
repayment schedules. Host banks lending is on overdraft for
wvorking capital or two to thrze year loans with uniform fixed
monthly payments. Contract innovation might be as simple as
tailoring the repaynent schedule to the seasonality of
agricultural income flows.

Financial Innovation

Attempts to develop African financial systems have usually
focused on new institutions or offering credit guarantees on
existing instruments to new clientele. African financial systems
not only need to expand in size and depth, but also become more
responsive to lozal conditions, dzvelop new contracts, and
experiment with new practices. While there has been some
experimentation in African financial markets, change has been
slov to come. Many of the reasons citec for lack of innovation
in African financial markets have been discussed above:
regulation; lack of competition; public institutions under
mandate to support government development efforts and dependent
on government funcs; foreign banks; unstable macroecoromic
policies; etc. Some of these conditions may be ameliorated
during a refor:n program but in the near term liberalization
policies will not touch some of the structural problems
constraining African financial markets e.g. high transaction and
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monitoring costs because of weak infrastructure, costly
information and risk, uncertain property rights and uncertain
enforcement of contract laws, imperfect factor markets, missing
markets for diffusion of risk, lack of public confidence in the
financial sector, etc.. Two additional factors may contribute to
slow innovation: lack of demand and the technology used in
banking.

Older studies on capital markets in Africa discussed the lack of
demand for financial services as inhibiting innovation and the
development of financial markets. (e.g. Abdi, 1977, Jucker-
Fleetwood, 1964, p. 118, Arowolo, 1971, pp. 422-422, Hickok and
Gray, 1981, p. 72 and Schatz, 1965) Historically, British hanxs
have waited for demand to emerge before developing appropriate
instruments. (Patrick) The incentives for financial innovation
in small markets may also be low since testing property rights on
new contracts is costly, especially with unpredictable judicial
rulings, and established legal precedent on a financial
contract cannot be patented.

Finally, rapid technological progress in information processing
and communications offered significant cost savings for some
financial transactions and services and sparked financial
innovation in the industrial countries. Some of the new
technology is divisible and therefore transferable to developing
countries. For examples microcomputers have been adopted by some
banking systems in Africa but given the shortage of trained
personnel and the high cost of imported components and software,
it is an open question whether the adoption of new computer
technology reduces costs., Other components of the technology are
not divisible, such as communication networks, and wiil remain
obstacles to reducing costs in Africa in the near future. To
date technology transfer has not led to a significant change in
the structure of costs or innovation.

Linkage between Formal and Informal Credit Markets

Informal credit markets, with lover information and transaction
costs and risk, frequently evolve contractual and institutional
arrangements to compensate for incomplete markets and endogenous
credit market constraints. This makes informal credit markets a
possible source of financial innovation, some of which can be
adapted for formal financial markets. However, the linkages
between formal and informal credit markets are weak in Africa.

Sharecropping and linked land-labor-credit contracts are used in
other parts of the world to compensate for missing markets and
are an important source of credit. Some examples of complex
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production contracts have been documented in western®? and
central Africa, but sharecropping and linked production-credit
arrangements evidently are not common. (Robertson, 1987) Land
tenure systems that grant user claims may prohibit the use of

' some types of interlinked contracts. Also land abundance, low
population density, and high monitoring costs in some areas make
complex contracts difficult,

There is too much diversity across and within countries to
generalize about informal credit markets on the continent but
communal savings clubs are found in many areas. 4l 1n addition,
the flow of funds within the family and friendship network may be
extensive. 42 Hyden (1983) argues that the social and economic
network, which he terms the "economics of affection" plays an
important role in basic survival, social maintenance, and
perfornms some credit and insurance functions, Some areas have a
specialized indigenous —oney-lending group 43 This seems to be
more common in West Africa than in the East. Miracle, Miracle and
Cohen (1980) described traders who provided mobile banking and
moneylending services in the larger marketplaces of West Africa.
Studies have documented some private supplier credit in rural

40 gozel reported a sharecropping system in Cote D'Ivoire
with 27 percent of farm households in the survey reporting
involvement in 1labor-purchasing sharecropping arrangements. The
system was frequently used by immigrants from other rural areas
to got established in areas with abundant land. (Kozel, 1987,
PP. 31-32.)

41 Miracle, Miracle, and Cohen (1980) include references to
some of the earlier works on informal credit markets, especially
in West Africa.

42 The 1985 househoid survey done in Cote d’'Ivoire found
that the urban households were net debtors while the rural
households were net creditors. According to the survey some 90
percent of rural households who borrowed money over the past 12
months received loans from private individuals, in comparison to
only 56 percent of borrowing households in Abidjan. Kozel notes
that the formzl market is neither extensive nor well-developed in
rural areas. (Kozel, 1987, p. 84)

43 Abai (1977, pp. 37 and 88) and Miracle, Miracle, and
Cohen (1980).
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areas but this vill also be a function of the degree of
government control of the marketing system.

Efforts to build on tradition of informal savings clubs in
organized financial markets have met with limited success. There
have been attempts to use practices of informal credit markets,
especially group responsibility, in parastatal or government
credit programs Africa, particularly in cooperative credit
programs. Adaptations of rotating savings clubs such as the
organized savings and credit cooperatives in Kenya motivate
savings with access to credit rather than paying interest.
However, very few attempts to formalize or expand the informal
savings and credit cooperatives have been successful because of
limited management skills and potential for corruption. (African
Development Bank, 1987, p. 36-9) There are exceptions. Miracle,
Miracle and Cohen (1980) report the case of an informal
association in Cameroon which in 1975 became LaBanque Unie de
Credit, Cameroon’s sixth largest bank. It apparently closed in
1979 when the government insisted on appointing the bank
director.

There are institutions linking small enterprises to the banking
system in the major market areas of West Africa. (Siebel, (1988)
Siebel and Marx, (1987) and Miracie, Miracle, and Cohen (1280))
So-called mobile bankers provide small-denomination deposit and
lending facilities in markets and deposit funds in non-interest
bearing current accounts in banks. In Ghana 300 mobile bankers
formed the Greater Accra Susu Collectors Association. The Susu
Association is trying to establish its own commercial bank
because the existing banks consider susu accounts a nuisance.
Managing susu accounts is expensive for the commercial banks
because small daily deposits are made in small dencmination bills
s0 even though accounts do not pay interest, the use of susu
funds may not cover costs. The mobile bankers play an important
role in intermediation for microenterprises, but so far there has
been little linkage between this segment and the commercial
banks. Siebel describes several on-going attempts to strengthen
these linkages.

While the cooperative system has used some mechanisms found in
informal markets, it i1s hard to find examples of informal market
practices adapted by commercial banks. The weak linkages between
informal and formal credit markets may be because there arz no
incentives for the banking systems to lend to the traditional
secters, because the informal contractual arrangements cannot be
easily adapted, the contracts forms used in the unorganized
sector are not legally enforceable, and the system of

44 e.g. for Kenya see Kanoga, 1978, Hagerud, 1981, and von
Pischke, 1974. '
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accountability in informal markets breaks down when linked to
impersonal institutions.

Policy Options and Irr.wation

The process of financial i{nnovation is still poorly understood.
Some of the theories posit financial innovation as a response to
a change in the incentive structure such as restrictions that
become binding, a change in relative prices in the econony,
technical change that lowers costs, vhile other theories rely on
‘the human factor as in the Schumpeterian version, or argue that
innovation is the coincidence of forces that are poorly
understood. To the extent that innovation can be induced by
changing relative prices, the process may be stimulated by
liberalization if banks have zconomic ircentives to develop new
contracts. However, other measures to stimulate innovation by
reducing costs or risks, e.g. deposit insurance, credit
guarantees, and government subsidies for new services or new
branches, may be low priority under fiscal constraint. These
measures have failed in the past whan used to encourage lending
to unprofitable sectors. It is not clear if these measures could
be effective 1f used selectively with favorable relative prices
to encourage innovation. As a final consideration, financial
innovation can concentrate more risk in financial institutions
and be destabilizing.

Sumary Financial Reforms

This survey hias been long on generalities in trying to highlight
some problems common to many SSA countries. One common problem
is very thin financial markets with significant market power for
the larger banks and no organized equity markets. The financial
structure of the economies is biased tcwards short-term debt
financing and very vulnerable to changes in interest rates,
credit contraction, and credit quality problems in financial
institutions. Perverse financial sector regulations have
contributed to this financial structure but so have endogenous
and structural constraints such as costly information, imperfect
and missing markets, uncertain property rights, etc..

Financial sector reforms must be designed recognizing the
imperfections in the financial markets and structural and
endogenous constraints in the economy as well as functions
performed by the public sector, level of sophistication of
instruments needed, stc. This survey has highligited two parts of
a generalized sirategy towards financial reforms, reregulation
and restructuring financial institutions. Rationalizing the
incentive structure in the financial system with flexible
interest rates, reducing reliance on the banks for deficit
financing, and encouraging competition and inncvation are
necessary parts of reforms. This review has also focused on
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longer-tern issues of market structure, competition, innovatiova,
and development. In some countries, sxtremely high {nformation
and transaction costs, uncertain property rights, unenforceable
contract law, etc, will constrain financial market operations
even after reregulation and restructuring.

The predictions of what will happen after financial reform range
from the repression models where interest rate deregulation
increase the supply of savings and in some models the borrowing
rate falls. Van Wijnbergen (1982) raises the possibility that
deregulation of the banking sector only moves funds from the curb
markets to banks. Other broad effects of financial
liberalization are even more uncertain, such as the possibility
of innovation and the effects of loss of seignorage. Also
little is known on the nature of real-financial linkages i.e. how
the quantity and quality of financial services will effect
investment and how this influences growth in the economy.

Structural adjustment programs assume benefits to the economy
vhen investment moves towards the growth sectors. However, there
is little theoretical or empirical work on investment decisions
in Africa or on the relationship between investment and growth.
Gulhati and Datta discuss the possibility that the decline in
investment in the late 1970s in eastern and southern Africa were
due to strains on absorptive capacity, reflected in lack of
projects, shortages of trained personnel, emergence of
bottlenecks, and delays in decision making. (Gulhati and Datta,
1983, p. 15.) The benefits of financial market liberalization
will depend on the broader rastructuring efforts in the economy
to improve incentives and the rate of return on investment and
the incentives for using capital markets.

The generalization that financial markets should be liberalized
late in a reform program is based on the tact that financial
markets adjust more quickly than mcst other markets. The
financial markets in Africa are imperfect and not disciplined by
competition and in most countries the curb market is thin which
may slow the speed nf adjustment. The speed of financiel sector
recovery will depend on speed and success in restructuring the
economy and the financial sector, establishing relationships with
nevw clientele, developing new financial instruments, and recovery
from credit quality problens.

African financial systems were very weak by the mid-1980s. The
financial sectors of Kenya, Madagascar, Ghana, Cote d'Ivoire,
Mauritania, Senegal and Liberia have been troubled by potential
or actual insolvencies. The banking system of Guinea collapsed
in 1985 and there are looming financial problems in UMOA.

Further deterioration is expectec during economic reform
programs. The need for rehabilitation of the financial sector
will vary by country from comprehensive reforms to selectivs
restructuring of parastatals. For countries with severe problens
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in the financial sector a realistic goal in the mediun-term is to
slow or halt the decline in the portfolio. Improvenment is a
long-term prospect.

In some countries improvement in the financial sector must be
held as long-term goal. The benefits to the econony of financial
reform way not be great in the short-run but costs of not
reforming are high.
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IV, African Financia) Reforms

Several African countries have undertaken financial sector reform
measurcs as part of broader restructuring efforts in recent
years. Nnne of the cases have been studied in detail yet. At
this time it is only possible to describe the approaches taken in
the reforms. The financial reform programs in Guinea,
Mauritania, Ghana and Zambia are described below.

In both Mauritania and Guines the immediate concern was
restructuring to be followed later with regulatory reform.
Zarbia experimented with deregulation as part of a

drastic liberalization program started in the fall of 1985. The
reforms in the financial sector were short-lived and the entire
reform program was abandoned in May 1987. Ghana has had a more
gradual reform program reducing restrictions in the financial
sector over five years beginning in 1983 and by 1988 was
beginning comprehensive rehabilitation of the financial sector.

Cuinea

Guinea has had one of the most dramatic financial restructuring
ever undertaken. Under the Sekou Toure government all banks had
been state-owned and almost all credit was to inefficient
parastatals. The financial system collapsed in 1985 when the
government could not continue to support the bankrupt
parastatals. The IMF-guided reforms included liquidating the four
insolvent state banks in 1985. This was possible only because
there were no voluntary deposits and all lending was to
government-owned enterprises so the banks were functioning as
funds instead of banks before the reforms. A new Central Bank
was established and foreign banks were brought in to rejuvenate
the financial gector.

Three private (French model) banks have been started with joint

- government ownership since 1985 and one existing Islamic Bank
formed in 1983 continues to operate. The government has msjority
ownership in one bank, has half ownership in another but plans to
sell up to one-fourth of the bank to private Guinean investors
during the next few years, and one bank is jointly owned by
private Guinear investors and foreign banks. The government also
has par!. ownership in the Islamic bank.

There is still a vacuum in regulation and supervision since the
Central Bank has yet to establish an effective system of control
over the commercial banks and new financial regulations are being
formulated. Reforms in the financial system are running parallel
to dramatic reforms in all parts of the economy.
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Mauritsnle

' The financial sector of Mauritania consists of a Central Bank,
six commercial banks, and & government development fund. The
government is the majority shareholder in three of the commercial
banks. At the beginning of the financial sector reform program
several problems were evident. There has been pervasive
government interference in the banks including the banks with
part foreign ownership. Public enterprises had about 208 of total
bank credit but most of the parastatals were insclvent. All
the banks were plagued with chronic liquidity shortages and high
arrears.

Mauritania has started macroeconomic reforms under an IMF program
but many economy-wide prices, such as the exchange and interest
rates, are still controlled. Restructuring the banks was given
priority before restructuring the corporate sector. The financial
sector reform program, with World Bank support under a SAL, has
focused primarily on restructuring the Central and commercial
banks rather than regulatory reform. The interest rate is set
and there are still priority lending targets but the number has
been reduced.

Several protlems in the financial sector were revealed or
confirmed during extensive audits undertaken at the beginning of
the reforms. Financial regulations were weak and the Central
Bank exercised very little control over the commercial banks.
The Central Bank had continued to rediscount papers of the
bankrupt banks so that all banks, including those managed by
foreign shareholders, were heavily in Jdebt to the Central Bank
and foreign banks. Four of the six banks were virtually
insolvent with almost half Gf the outstanding loans doubtful or
unrecoverable.

The government was unable to recapitalize the banks, so private
and forefgn capital had to be found. The restructuring included
debt-equity swaps, an infusion of some government funds through
Treasury Bonds, and a discount settlement on outstanding lines of
credit fron foreign commercial lenders. A domestic entrepreneur
initiated the privatization by buying out Egyptian shareholders
of one failing bank. To find other private investors the
government tuvok over the bad loans and debts of the banks and
replaced some of the bad assets of the banks with Treasury Bonds
to bring the net worth of the bank to zero. The bonds pay seven
percent, the same interest rate as term deposits. Some of the
bad debts stayed with the new management under instructions to
collect on behalf of the government, The private owners
reportedly initiated innovative collection procedures. Also
the Egyptians, French, and Middle Eastern banks with lines of
credit to these banks settled for large discounts on the amount
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due. By the end of the restructuring the banks were almost
totally privatized with ownership of three of the banks was
transferred to local private investors or associated with fureizn
banks and management was given to the foreign partners.

Zanbias
Overview

The Zambians launched an ambitious liberalization experiment in
the fall of 1985 after a timid stabilization program from 1983 ¢o
1985. A Treasury Bill auction was introduced and domestic
interest rates were decontrolled in Sept. 1985 as the first step
in the reforms. Many parts of the economy were liberalizad
overnight when the foreign exchange auction was introduced in
Oct.. Domestic price controls were lifted on all but three
gools. Parastatals were given autonomy in management, including
the right to reduce employment, and were to be subject to market
discipline. The dual system of trade restrictions, import and
foreign exchange licenaing, was scrapped. After this dramatic
beginning there was significant administrative intervention to
try and moderate the effects of the new policies over the
following 18 months. Inconsistent economic policies, loss of
fiscal and monetary control, shortfalls in export earnings and
foreign aid, and rising unemployment became evident during late
1986 and the program was abandoned on May 1, 1987.

After initial decontrol, financial regulation became
progressively more restrictive ovar the 18 month experiment.

The daily Treasury Bill auction was to play a role in monetary
control, move towards market-oriented deficit finance, and guide
domestic interest rates. The commitment to the Treasury Bill
auction was half-hearted from the beginning. Very few banks wers
polled for bids while most banks were quoted a rate. The T-Bill
rate vas adjusted upward from 9.5 to 14.5 in Sespt. when interest
rate controls wers lifted, and then moved to 20 in Oct. and 24 in
Nov. and Dec. Within a few weeks the Bank of Zambia lost
confidence in the interest responsiveness of financial savings
and the interest rate strategy to encourage the commercial banks
to hold more Treasury Bills. The Bank of Zanmbia returned to the
previous practice of setting the rate on Bills. The T-Bill rate
was reduced to 23.5 from Jan. to June 1986.

The introduction of the foreign exchange auction was followed
quickly by strong demand for commercial bank credit to enter the
auction. Deregulated rates on commercial overdrafts rose to 5 to
6% above the T-Bill rate. The banks continued to hold excess
liquidity in T-Bills as part of their cash management policies,
but with strong demand, lending was more attractive than holding
T-Bills.
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The Treasury Bill suction was not useful in monetary control. The
sales and purchases of T-Bills were not guided by monetary or
fiscal targets and the Bank of Zambia was not able to sterilize
funds because the government could switch Iinto an overdrawn

. position with the BoZ to finance the deficit. The funds from the
sale of Treasury Bills went directly to finance the budget
deficit, leading to further monetary expansion.

In April 1986 the economic leadership of the country rotated,
including a mew governor of the Bank of Zambia. There vas
renewed concern about high nominal interest rates even though
with inflation from 30 to 708 during the reforms, real lending
rates vere always negative, and sharply negative in sgone
peri.o::!s.“5 Monetary control shifted to the reserve requirement,
which was raised three rimes during the remainder of 1986. IMF
credit ceilings had not been met since the beginning of the
progran and during the summer of 1986 the commercial banks were
unofficially released from credit ceilings by the BoZ.

The Bank of Zambia also began to take a more activist role in
foreign exchange auction intervention attempting to halt the
continuing depreciation of the kwacha. The intervention of the
BoZ probably exacerbated rather than eased the depreciation. By
the end of 1986 the viability of the reform program was under
active debate in Zambia. The foreign exchange auction was
suspended in Jan. 1987 and interest rate restrictions were
reintroduced the next month. The Bank Rate was reduced from 30%
to 20% and the commercial lending rate was limited to five
percent above the new Bank Rate. In March 1987 GRZ, under
considerable pressure from the donors, reactivated the foreign
exchange auction. A supplementary reserve requirement was
introduced on commercial banks in March 1987 in the i.-pe that
tighter liquidity would help support the value of the kwacha.
The liquidity of the commercial banks tightened and banks
reported that many commercial borrowers were reaching their
lending limits because of the high cost of entering the foreign
exchange auction in April. It seems this potentially self-
righting mechanisme for stabilizing the kwacha was overridden by
BoZ overdraft privileges to some commercial banks. The auction
vas abandoned on May 1, 1987.

Fron the few details available at this time about the Zambian

45 Negative real deposit rates, the expectation of
continuing depreciation, and doubts about gustainability of the
reform progcan provided strong incentives for capital flight.
The reforms offered more opportunities for capital flight with
looser foreign exchange and trade restrictions even through
capital accounts remained closed.
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reform program, it sppears that loss of fiscal control for a
variety of reasons including the impact of the sharp depreciation
and the fiscal drain of some of the paractatals led to rapid

' monetary growth and inflation. Under rapid inflation and strong
credit demand fueled by the dazmand for foreign exchange in the
auction, the BoZ pulled back from the plan for a liberalized
financial sector.

Partial Liberalization

It is not clear how decontrol of the Zambian banking sector would
have impacted on the reform program. The eleven commercial
banks“6é have a banking cartel which sets the fee schedule and
disciplines bank competition. With dacontrol the banks were free
to vary interest rates, but not fees, and there was little
competition on interest rates and services. The analysis has not
been done yet to show the impact of partial deregulation of the
banking sector but a few trends can be suggested.

The profitability of commercial banks increased dramatically
under the reform program because of higher nominal rates on
Treasury Bills, greater interest rate spreads and more freedom
to hold foreign exchange cffshore for themselves and for their
clients. Lending and borrowing rates were decontrolled
simultaneously but this did not Decome a problem because most
lending i on overdraft and lending rates could be adjusted
quickly and the spread between deposit and lending rates
increased. This may have reflected market power of the banking
cartel,

Many firms used bank credii at n:gative rzal rates to ’‘cushion’
the discipline of market-determined foreign exchange rates. The
BoZ tried without success to restrict use of commercial credit to
bid in the foreign exchange auction. The banks argued that the
regulation was not enforceable since credit is fungible and many
of the larger firms had credit lines with several banks. The
regulation was withdrawn.

Also the parastatals used credit guarantees to ‘cushion’ tle
discipline of market autonomy. Banks ask for charges over real
assets when lending to parastatals but it s standard practice to
supplement this collateral with credit guarantees from the
Ministry of Finance, ZIMCO, or INDECO. This increased the
credit-1ine for some parastatals and blunted the ’market-
discipline' of the foreign exchange auction and autonomy of cash

46 seven of the sleven commercial banks have been
established since 1979 with three foreign banks entering between
1979 and 1985 and four private Zambian banks established since
1985. The four older banks, three foreign and one government-
owned, still dominate the banking nector.
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management. Nominal profitability of many industrial parastatals
increased dramatically in 1986 under rapid inflation and “rice
decontrol and the use of commercial credit supplemented other
mechanisms used to shelter the weak parastatals. Many of these

. mechanisms were implicit, such as subsidization within ZIMCO or
INDECO, or ad hoc, showing up as exception expenditures in the
budget of 1986. The reform program was abandoned before the
economy was restructured and weak and insolvent parastatals were
closed.

Credit Allocation and Quality

A deteiled enalysis of the Zambian case i{s noi available yet but
two stylized facts need to be investigated. First, the lending
pactern did not change significantly during the reform program,
Second, only one bank seemed to have credit quality problems
during the reforms and these problems started before the reforms.

Bankers reported that the established clientele continued to
receive credit services and the client pool changed little.
Unfortunately the Bank of Zambia is rsvising the reporting
requirements on the sectoral allocation of credit and data were
not collected during the reforms. If the bankers were correct
that credit allocation did not change significant, there are
several possible explanaiions. Inflation may have distorted
price signals. and relative domestic prices may not have changed
as expected after the nominal deprecfation. It may also be that
bankers did not consider the reform program credible and did not
adjust the allocation of credit during the brief reform program,
Given the continuing commitument to public ownership {n the
economy, the banks may have preferred the protected lending
strategy possible with the rate structure and the system of
Ministry of Finance, ZIMCO, and INDECO guarantees on parastatal
lending. It may also have been that the clientele of most banks
continued to be viable under the reforms and that the less
creditworthy parastatals were borrowing exclusively from the
government bank, ZNCB, which did experience some credit quality
problems. A final possibility is that many firms in Zambia have
borroved internationally and were in arrears on their
international debt so that zervicing domestic debt was less of a
problem. While this situation was beneficial becsuse Zambia
averted the problems of insolvent financial institutions, it also
meant that the lending pattern did net respond to the reforms.
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Overview

The Chanaian reform program, now in the fifth year, has used
drastic devaluation of the official exchange rate, domestic price
decontrols, and fiscal and monetary control to restrain aggregate
demand. The supply response has been disappointing although real
GDP growth of about 5% per yesar has stayed ahead of population
growth of 3%. Most sectors are constrained by continuing
shortages of credit, foreign exchange and imported inputs and
deteriorating infrastructurs.

The ability to sustain the reform effort in Ghana is frequently
attributed to the moderate success in stabilizatioa through
fiscal restraint. The main thrusts of fiscal policy under the
reforms have been eliminating subsidies, 1increasing revenue by
enforcing tax collection and selectively raising taxes, providing
for adequate maintenance for infrastructure and capital
expenditures. Fiscal restraint has been coupled with tight
monetary policy, but there has been considerable slippage. For
example, broad money expanded by 53% in 1986, compared with the
program targef of 198 and efforts to contain inflation have not
been very successful. There has been a systematic effort to
reduce reliance on the banking system for deficit finance.

Transition Liberalization Policies

The Ghanaien economy was highly distorted in 1983. The Ghanaians
have used specific transition policies to gradually remove
distortions. For example, the Ghanaian authorities used a series
of discrete devaluations over three years to adjust to a lower
exchange rate before adopting a foreign exchange auction with a
two-tier exchange regime in Sept. 1986. Between 1986 and 1988
the suthorities unified the exchange rate so most current account
transactions were conducted at the auctfon rate and expanded the
range of transactions eligible to enter the auction. Capital
transactions remain outside the auction system. Ghana has
recently taken steps to expand foreign exchange markets by
licensing private dealers. There has also been progress in
dismantling the comprehensive price control system used before
1983. The number of goods under price control was reduced to 23
in 1983, 17 in 1984, then eight in 1985 and 1986.

Management of state-owned enterprises is one of the key issues
that has not been dealt with yet. State-owned enterprises have
been short on both liquidity and profitability and a substantial
drain on the fiscal budget. In 1985 total transfers to state
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enterprises in the form of subventions, equity, and loans through
the budget were equivalent to riearly one percent of GDP, twice as
high as in the previous year. Three stages are planned to reform
public enterprises. The first is to put the management of public
" enterprises on a commercial basis. The second is to rehabilitate
priority enterprises and the third to divest some enterprises.
The process of privatization does not have strong political
support and implementation has been slov.

The Financial Sector

The financial sectcr {n Ghana iz extremely weak with few
institutions and few instruments. The problems caused by perverse
government regulation accelerated during the late 1970s and early
1980s when financial policies were politicized. Policies such as
demonetizing the 50 cedi notes, the freeze on bank accounts of
over 50,000 cedis for investigation of possible fraud, the recall
of bank loans financing trade inventories, and compulsory payment
of all financial transactions over 1,000 cedis by check eroded
confidence in the banking system. Many transactions were moved
onto parallel markets. The government has atiempted to rebuild
confidence in the financial sector since 1983, but the process is
slow. As the followirg review shows the government has followed a
strategy of gradually lifting restrictions on interest rates and
credit allocation, reducing reserve requirements, and introducing
& few new institutions and instruments. The response to theze
financial policies has been sluggish. The World Bank and the
Government of Ghana have identified the financial sector as a key
obstacle to growth since 1985. The initial concern was sparked
by a shortage of export sradit. The World Bank recently approved
a credit of SDR 72.1 million to help the Government of Ghana
implemeny. {urther financial sector reforms.

Market Structure

The banking system dominates financial markets. There is a
three-tier banking system with three primary commercial banks,
seven secondary banks, and about 110 unit banks in rural areas.
The threc¢ primary banks dominate the system with about 578 of
total assets while the rural banks control only 3% of total
deposits.

Credit Allocation

Most bank credit is short-term. In 1986 it was estimated that
only about 158 of commercial loans outstanding, including the
development finance institutions, were for maturities over three
years. Credit to the manufacturing sector has grown during the
reform p sgram frcm about 158 of total bank credit to the private
sector and public enterprises at the end of 1983 to over 30% by
Sept. 1987, Agriculture credit has returned to the share of the
early 19808 ol ‘about 20% of the total after reaching a high of
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over one-third in 1983. Export finance is only 2-4% of totai
bank lending and import finance has increased but is still less
than 108 of the total. The share of credit to the government
dropped from about 9% of GDP in 1984 to 6% in 1986. The
government launched an effort in 1987 to repay domestic banks to
increase credit available to the rest of the economy.

Interest Rate Policy

Regulated interest rates were raised in discrete steps after
1983, all interest rates except on savings deposits were
1liberalized in the second half of 1987, with total decontrol

in Feb. 1988, With the exception of a period during 1985, the
increases in rates during the transition were not sufficient to
offset inflation and real rates remained negative.

Real Interest Rates

1983 1984 1985 1986
(percent)
Short-term Deposit
Rate (6 month) -51.1 -20.4 6.0 -6.1
Lending Rate - =49.5 -16.8 8.7 -3.3

Interest rates have been slow to respond to decontrol. After
lending rates were decontrolled in Sept. 1987 there was some
upward adjustment for riskier loans, but average iending rates
changed little and remained negative in real terms. The reasons
are not clear but it has been suggested that this may have been
because binding credit ceiling precluded further expansion of
credit even with excess liquidity in the banking systen.

Credit Control

The lending limits on banks are set quarterly by the BoG. The
BoG uses quarterly projections of real economic growth and
inflation to determine the limits for overall credit expansion
and for individusal banks. Before 1988 banks also had sectoral
credit guidelines set according to sectoral development goals.
Sectoral guidelines for the individual banks were based on the
outstanding loans at the beginning of the period. For most
sectors the guidelines were maximums but agriculture had a
minimur lending terget of 208 of total lending. As of Feb. 1988 -
the sectoral gui lelines vere lifted, with the exception of a
broadly defined target for agriculture. There are still credit
ceilings for each bank as an instrument of monetary control but
this practice will be reexamined as reforms continue. This has
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become a problem since excess bank liquidity cannot be lent even
with high demand because of credit controls.

New Financial Institutions

The attempt to introduce money market services has not taken off
yet. The Consolidated Discount House Ltd., owned by banks and
insurance companies, was opened 30 Nov. 1937 to offer money
market services such as interbank intermediation for short-term
assets, Treasury Bills, short-dated govermment securities,
bankers’ acceptances, cocoa bills, negotiable short-term
certificates of deposit and commercial paper. After an initial
spurt of tusiness, institutional shortcomings became evident. It
wvas also hurt in the beginning by BoG funding of cocoa and excess
liquidity in the banking system in late 1987.

Lute in 1987 Ghana introduced & Treasury Bill auction tc foster
market-determined interest rates. Since there was éxcess
liquidity in the banking system in late 1987 the rate in the
auction fell below the minimum savings rate and the rediscount
rate.

Remaining Problems

The progress in financial sector reform includes decontrol of
interest rates, limiting credit controls to those necassary for
monetary control, reducing reserve requirements, and limiting
government reliance on the banking system for deficit finance.
However, some fundamental problems remain including weak
monitoring and supervision of the banking system, outdated
banking laws, credit quality problems, high arrears with
inadequate provisions for losses, inflated profits, high
operating costs, significant foreign exchange exposure,
inadequate accounting, managewent information and internal
control systems, insufficient bank capital, and potential
insolvency. The structural adjustment program added credit risk
from shifting relative prices and devaluation to the already weak
portfolios in the financial system, so that by 1988 the picture
wvas bleak.

A high proportion of currency is still held by the public outside
the banking system and rebuilding confidence in the banking
systen is proving to be a slow process. With higher interest
rates and lower inflation, the velocity of circulation decreased
from 7.7% in 1984 to an estimated 6% by the end of 1986 as the

47 The IMF-mandated credit controls are the immediate reason
that banks cannot expand lending, however, analysis has not beer
done yet on other potential explanations such as general
creditworthiness in the economy, risk exposure and management
problems in the banks, etc.
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willingness of the public to hold financial assets rose.
Nevertheless, velocity is still substantially above the rate of
the 1970s.

The rural areas are served by over 110 units banka and many are
insolvent. While this does not represent a threat to the
stability of the banking system since the rural banks are a tiny
proportion of all deposits, this does signal potentiai problems
for redirecting investment into agriculture. The rural areas are
dependent on informal credit mar¥ets and this system may not be
capable of handling non-marginal investment projects.

The current system of monetary control interferes with the
intermediation process. The excess liquidity of the banking
sector cannot be lent even with strong demand in the
manufacturing sector because of credit controls. This points to
the need to develop indirect instruments for monetary control
capable of absorbing or injecting liquidity as required. 1In
addition, the financial sector needs a secondary market in
government securities and commercial paper. The GoG is trying to
address this problem, including the sale of cocoa bills to
compercial banks, a better monitoring of bank c&sh reserves, and
the timely issuance by BoG of short-term paper.

The wesk financial sector restricts the options for reform in
other sectors. The Government has cited uncertainty about
decentralized financing of cocoa marketing as one reason to
continue reliance on the cocos marketing parastatal, Cocobod.
Similarly, undeveloped capitul markets limit the options for
selling parastatals.

Thin and poorly functioning financial markets cannot support
either the working capital or investment needs of rehabilitating
and restructuring the economy. Commercial lending is short-term.
The three government-owned development banks, vhich provide term
financing, have had to absorb huge foreign exchange losses and
erosion of net worth and carry a substantial burden of non-
performing loans. The development banks need to be restructured
and probably recapitalized. It is reportedly difficult for the
private sector to zaise sufficient working capital for operations
and imports. While this is partially attributed to conservative
bankers holding large excess reserves, it is also true that most
companies have weak balance sheets. The World Bank has an
fndustrial sector adjustment credit so the corporate sector will
be restructured simultaneously with the financial sector.

The Financial Sector Adjustment Project

The government of Ghana, with the help of the World Bank, has
designed a financial sector project for the period 1988 to 199U
to address remaining problems in the financial sector. The
project will be financed by donor aid. The objectives of the
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program are to enhance soundness of banking institutions through
an improved :regulatory framework, strengthen bank supervision by
the Bank of Ghana, restructuru financially distressed banks,
improve deposit mobilization, increase efficiency in credit
allocation, and develop money and securities markets. There will
also be a rural finance project. International audits of the
banks have been done. The three development banks and some of
the commercial banks will have to be restructured and the BoG and
IDA have agreed on the principles for restructuring the banks. At
this time the banks are still responsible for collection but the
option of transferring bad debts to a debt-collection agency is
under consideration. The GoG hesftancy to accept privatization
and foreign ownership of banks is under discussion. There has
also been a thorough review of the banking law. New banking laws
addressing risk exposure and lending concentration and bolstering
the supervisory powver of the Central Bank are to be cnacted in
mid-1988. The World Bank has supported technical assistance for
the Central Bank to decign new commercial bank reporting
procedures and new auditing requirements consistent with
international guidelines and standards.

Summary

A specific strategy for reforming the firancial sector must be
formulated by country recognizing the imperfections in the
financial narkets and endogenous constraints. Of the countries
surveyed for this review, botn Mauritania and Guinea started
reforms by restructuring and recapitalizing the financial
institutions. The reforms in Ghana and Zambia started with
reregulation. Ghana has gradually reduced restrictions in the
financial sector over five years and is now beginning
rehabilitation of the financial sector. Zambia had a very brief
period of interest rate decontrol at the beginning of their
liberalization progranm followed by a period of irconsistent
regulations and finally the reintroduction of interest rate
controls and high reserve requirements over the last half of the
reforn period.
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