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ORAFT

So•• Unresolved IsSU&S 1D

So Ann Paulson
\Jniverslcy of Kinnesota

A quick survey showe that ~y Af~ican tount~l•• have sta~t'G or ~ill

have to start fiuncial raforms un<le~ adjustaent prolr.... This is U01:
surprlsing since the banking syst... had be.n integral parts of ;he
econolllic syst••s now \l."\4.~ scr.sa &nO r.foTlll. Many CO\lncri.s have
foun4 that waak financlal .ystelllS .er. n01: pJ:ovidinS .ffitient
financtal s.rvice. to 'aci111:.1:8 structural .dj .....cm.nt .ffo~t.. Th.
strength of this perception .nd the UDderlyins taus,. of the probl••
vary across the continent. Gen.ralization violat•• ~. diveJ:slcy of
Africa, but sev.ral issues .8_ cOllllllOn. Th. thin sep.nt.d ii_i.l
systems have been operatins within dietorted .conomi.s und.r perverse
regulatior~ and ir~.ncives. Financial syStems mirror the probl... in
the broader economy and usually ~.fl.ct the ...kn..... or .cr.ngths of
the gen.ral develop.nc scrategy. Th. bankina .yst..... _~. vulneJ:abl.
to international shocks and the dovncurn in do.e.tit p.~fors&DC' in the
.arly 1980s. MAny African ba~ saw portfOlio quallcy ~ontinue to
det.riorate a. the .ton_ie. und..~took .trueC\l~al .djustm.nt p~olr_
inclUding sharp devaluations and ~edueinl budl.t dafitits. In
ad4ition, the systems h.ve been affected by int.rnational forc•• chat
trillered instabll1ty and adj\lSCHtIt in financial ayaca.. around ehe
world. l

A stylized represanea~lon o~ the atructure and inc.neive fra3e.ork of
African financial sy.cems would include che publlt develop..nc ba~ oJ:
financial par••tatals, privaee and publio co...rcial banks, curb or

1 a.g. the efface of the appreciation of the franc ralative to
the V.S. dollar on che frano zone tountri8•• Other crends in
international financial markets larsely bypassed the African councries:
great.r integracion amonl the capital mark.ts of induacrialized
countrl•• ; dynlllllit interplay b.~a.n mark.t innovaclon and
rer.gulation; and rhe mova towards universal banking.

-"
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parallel markets. and informal credit markets. 2 the mix of
institutions and ownership varies by country fro. toeal public control
co mixed formal systems and froa thin to fairly sophisticated informal
systems. The development finance institutiON!, and the public
co~ercial banks in some countries, have b.en ..aicnad • hilbly
politicized role 1n dispensina governm.nt or donor luna. at subsidized
interest rates to public ent.rprises or a select private-sector
clientele. From the beginnina these lnstitutiona Md lax incendves
for information lathering, credit apprais.l and collection anG
frequently no nexiblli1:Y to innovate. The inceneive structure and
lack of accountability in aany OFl. led to coneentration of lendinl a~cl

poor repayment, as seen allover tha world in s~l~ institutiON!.
Non-depo!litory OFls wera dependent on the condnulng inflow of new
funa. so the shortage of government or donor fW1l!s in rocent y.ars MoS
compounded the prOblems of poorly-performlnl portfolios and insolV8DCY
with illiquidity.

The commercial banks. private domestic, foreign and public, have been
subject to intar.st raea r.striceions, differeneiated refinance
sChemes3 , i~licit or explicie credie guarantees for lendins to puolic
en:erprises, and sectoral credit guidelines to try and force banks to
accommodate the soveremane development str.telY end become .ore .xposed
in the 'priority seceors'. Ther. i. considerable variacion in che
operation of publi~ commerci.l banks. In.ome countri•• che.e oparaee
1I0re Uka ons than COllllerdal ba~ anel an now cerrying a sipiEican;
burden of nonperforminl ....ea. There are al.o cooperaeiv•• banka
operating in savaral countries: Xenya, US_cia, llwanda, Zair., anel Mali.

Curb credit market. do not s.em to playa major role in Africa alehouah
it seems likely thae the cOUDcries with the mo.t perverse reaula:ion
but less government control have devaloped so•• form of parall.l crecit
mark.ts. l'Iany coum;ries have .ctiv. curb IIl&rkets within immigrane
c01llllUnltie••. g. the South ....i.ns in Ease Afri~a and the lAba_s. in
Wast Africa.

All African countries have so•• type of deposit faciliti.s, such es a
Post Office Savings Bank, apr.ad thro~gbout the countrysio. and thts
mey ba the only formal financial institution ~secl by tM majoric>- of
rural residants. Credit and insurance functior~ for the aajority ar.
left to fal1y or aocial Mcworll:a throuF informal _racs. ll.o"ci:l1S
savinls and credit clubs are found in many parts of the continent.
There are moneylenders in so.e are.. and so-called 'mobile bankers' for
.mall enterprise. in the markets of West Africa e .1. the .uau market :':1
Chana. Informal systems migbt be eble to hanclle consumpeion credit and

. slIall inves:men;s, but are rarely able to mov.-inco lendinl for larger
inve5t111enes. Some institutions in the informal market. have been

2 There are formal securitles mark.ts in Xeny•• Nigeria, Cote
d'Ivoire, and Zimb.bwe, out only Zimbabwe is fully-functioning.

3 particularly in west Africa

---_._--~-



,
DRAFT Af. Fin. Reforms 3

suppressed e.g. many governments monopolized marketing systems drying
up shopkeeper and supplier credit. For example ehe government of
Malawi shut down the small Asian shopkeepers in rural aress.

It is not surprising thae ehe chin segmented highly-regulated and
distorted formal financial systems were vulnerable to the downturn in
economic performance in the early 19805. Government regulation of ehe
formal institutions and the availability of donor funds had given
little incentive for resource mobilization. directed credit allocation
had not been guided by efficiency of resource use. there had been few
incentives for market development, reducing segmentation or increasing
efficiency. The burden of directed credit to government parastatals
and the weight of bad debt in the finencial system became more evident
wieh the Shortage of government f~~ds in the 19805.

Early Reform Efforts

Nationalized Banking Systems

Several countries with nationalized banking systems4 are in ~he process
of dism~ntlins or reforming ~he systems which used banks as an
extension ot the staee budget to allocation reso~~ces: Mozambiq~e,

Madagascar, Guinea, Tanzania and Angola. Several have had problems
with system-wide instability. The reforms in G~inea and Madalascar
involved restructuring and partial privatization ~ith partial foreign
ownership. Mozambique, Tanzania, and Angola are breaking ~p the large
government banks.

The Guineen banking system collapsed in 1985 and has been restructured
with foreign partnerships but evidently the restr~cturing as not been
sufficient to restore credibility to the system. (see WDR p. 107)

The porttolio quality in the three state banks of Madagascar
deteriorated after 1985/6 when the government transferred the losses of
public enterprises to the banking systems to comply with the public
deficit ceilings of an IMF program. Moderate reforms started in 1985
with liberalization of most interest rates to increase bank earnings to
cover administrative costs and start provisioning for loan losses. All
three state banks in Ma4agascar are now operating as a cartel to raise
earnings to cover the cost of provisioning the overhang of potentially
bad debt. The three state banks ere being restructured and the

4 Tanzania (1967). Somalia (1970), and Guinea (11) nationalized
the banking systems a~ independence. The banks of Ethiopia have been
nationalized since Jan. 1975. in Madagascar since 1975, and in Angola
since 1976. While Mozambique tOok over and consolidated the Portuguese
bankS in 19787177, a private bank, Banco Standard Totta de Mocambi~~e,

was allowed to remain.

v
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government plans to sell pare of thue banka to Eonip parenau. A
new banking law in 1988 permitted privata and foreign banks to enter.
There has been ac least one very slDall d. novo tor.ilI' bank
escablished. The seeps now unoer consideration ar. ~?rovinl the
supervision of the Central Bank. removing the praferential discount
rata for agriculture, Standardizing the rase~e requirement. ietting
rid of prior authorization by the Cencral Bank for large loans. &nd
removing Central Bank perso~l from tha managemene boards of dr.e
commercial banks.

The financial system in Tanzania has stasnated and beco.e a problem fcr
the on-going reforms in the real ••ctor. Tha banka ar. carr/ing bad
debts of the agricultural marKetinl boards and ~e industrial
perastatals and are technically insolvent. In the past the banks have
depended on infusion of lov.nunent and donor funds and are not
funetionins as intermediaries so there is little hop. for revivina the
system without rescruceurln5 and recapitalizinl both the commercial and
develo~mene banks. In ". 1988 Tanzania established a commission to
consider the opeions for dealing with thes. problems and for financial
sactor develoOla:ent. :\IIlOng othar issues the commission is conaideri:>&
ways to break up ehe larges" commereial bank. ~"3C. how to eSl:.blish
equity markets ~1thin & socialis~ eeonomic framework. how Co use lons'
term func1$ frolll prov1denc fund for l.nvesemonl:. e"C. As reiorms
progra•• the DFIs will also need co be reseruecured and diversified.
bank. supervision improved, and agr1cultural ~rke"in5 reformed to
reduee tho burden of financinS markedna credit.

Ko~ambique has been transferring public en"erpei.e landinl from dbe
banks co che bud&ec and has liberalized intere.c rate., alchoush races
re.ain negaeive under high inflae10n. The sea"o has ."arced co
rescruccura ehe banks with dbe iovormaenll .lowly eakinr; over tha
arreara of public aneerpris.s and the banka will need 1:0 be
racapiealize. While ehe major coaaercial bank in ~oz.-bique vill
remain under lovernment ownership, "he remaining privata bank in
Mozambiqua is laining market share co provide soma coapeeieio~ in cha
syscem.

Mlola started plannlng f1nanc1al seccor refo:lU aboue l;WO years alo.
The large govenu:lenc bank will be broken up into a Cencrel 3.mir. and
several commercial banks. then is alao one .av1ngs bank wi,ch rural
branches. Incerese raeea will be raised to mop up the excess liquid1;y
in the system.

There have noc been sign1ficant financial reform effores co ¢ate in
SOlDalia, and Ethiopia.

Hixed Banldnr; Sys~

Most Afriean countries have mixed banking sys;ems with foreiF!.
private. and. publie banka. All have been subject to some desree of
represslve regulaclons buc with a great deal of ver1ecion across the
differene macroeconomic po11cy and enforceD*nt relimes. These sy.eel1l$

,\
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are typically dominated by one government-owned and three or four large
foreign banks. Many of these countries have seen the entrance of new
banks or non-bank financial institutions since 1980, but increasing the
number of institutions has not necessarily expanded the range of
instruments or services. Most commercial banks, whether foreign or
domestic, limit risk exposure in the economy, minimize the damage of
interest rate restrictions and credit allocation guidelines by focusing
on fee income from foreign trade end exchange transactions rather than
intermediation, restrict competition by implicit or explicit collusion,
and provide limited services to a select clientele. Lack of
competition in banking shelters profits on some activities, while
interest rate restrictions, sectoral credit guidelines, and bank credit
ceilings discourage domestic intermediation, diversification, or
innovation. Most of these countries also have OFls and financial
parestatals to provide term credit for 'priority sectors' and seasonal
credit for agriculture. The OFIs tend to be highly politicized and the
commercial banks have not been inwune to the pressure to lend for
political or 'development' as well aa commercial reasons.

A few of the mixed banking systems, •. g. Zi~babwe, Nigeria,S
and Kenya. have expanded the range of services and contracts available
with the commercial banks and have some other services available
through wholesale, investment, and merchant banks, non-bank financial
institutions and leasing companies. The range of contracts and
services available to middle and smaller enterprises is limited. These
countries still have a very limited range of money and capital market
instruments and institutions. ImprOVing the supervision capabilities
of the Central !ank is a priority since these systems will be
vulnerable to the risks of more developed financial markets with new
entry, innovation, and off-balance sheet risk, which is reportedly
already a problem in Nigeria. Nigeria has looming problems in some
undercapitalized financial institutions, especially the state
commercial banks. The co~~try has already begun to reduce some of the
restrictive regulations on banks, such as reducing the unenforced
system of sixteen sectoral credit allocation guidelines down to two
sectoral guidelines of 1St to agriculture and 40, to manufacturing.
Nigeria 1s expected to undertake further financial reforms in the near
future. Kenya had problems with the growth of the less-regulated
fringe of new banks and non-bank financial institutions in the mid
19809 and has seen undertaken a financial reform program including
reregulation and strengthening the supervision of the Central Bank.
Both Nigeria and Kenya have introduced deposit insurance schemes.

5 Nigeria had a banking boom 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 expetriate banks but left management policy
with the expatriate shareholders. Since that time all financial
institutions mus~ be ae leest 60t owned by Nigerian naeionals .

v
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The intermediate range of banking systems. such as Mauritius and
Boeswana. are fairly profitable but are not evidancing much innovation.
Botswana has just introduced .om. financial sactor r.forms wi~

assistance from the World Bank. The chaUenae is to use I:he high
level of international res.rv-. constructively to reduce the extre_
dualis.. in the economy and davelop the financial .y.t.... Boesvana i.
also unique in several o~er r ••pects: there are cwo a.1;abli.had
British bank. and one n.wer foreilll b&llk but no lovermsene banta; the
eouncry has a successful DFI ~t i. nov spinning off a stock brokerage
and unit trust; and rural informal credic ..rka1;a are raportedly
.xeremely thin because of the pref.rence for holding savings in caccl•.

MaudtiUII is undartakina a cautious proFu by liberalizing interen
rate restrictions and liftina credit ceilina.. The lIIllrkat intere.t
rae. did not ..ova much after lib.ralization, evid.ntly b.caus. there is
litele competil:ion and excess liquidity in the banking sy.t...

There are some countries with a fair number of institutions but very
little competition or development in b&llkinl. Zaire and Zambia, both
with volaeile mineral export. and ...croeconomic performance over the
lasl: l:Wenl:y years. evidence this pattant. Zaire .1;areeel and then
abandoned reform programs in 1981 and a..in frca 1983 eo 1985 which
included liberalizing ineer••t ral:e. and oth.r financial re~lation•.
Gov.rnment has .ain1;ained .ignificanl: conl:1"01. on cradil: allocation.
There have al.o bean periods whan vary high ra.erve raquirement. led to
f1nancial disintermediation and in the last few year. there has
reportedly been .ilRifieaal: direct polil:ical pr••sur. on cr.dit
alloeal:ion. There is very little cOlllp.tition in banking ..rvice. or in
the inter-b&llk exchanle ral:e auction amana the nine commercial banks.
Intermediation is not very lw:rative but the banta are profil:able
because of co_i••ion fee. and foreign exchange tr_ac:tions. One
private bank failed in 1988 but i. still b.ina operated by the
government and .everal DFIs are nov insolvanl:. The Governmant of Zaire
haa reeendy negociaced another reform program with donor. including
financial .ector raforma.

Zambian b&llk. operaee as a b&llking cartel and have lI&in1;ainaci
conservative lending practic:e.. The banka did very "eU under the
radical eeonomic reforlU froll 1985 to 1987 for .everal reasons. Even
~hough intere.t rate re.trictions wara reimpo.ed s.var.l month. into
the uform progr_. the .praad wa. oonsiderably higher than b.fore l:he
reforms. Kuch of the lencUna i. 1:0 public .nl:erpri.se., and tha public
en~erpri.e .eceor became more profitable under the reforms. The banks
earned healthy f.es in mensling the foreign exchange accoun~. of
exporter. with foreign exc:hange reeention privil.ga.. Ther. do not
•••• to be .erious credit-quality problems in the banks under current
economy policie•• but thara i. concern that the Central Bank can no~

adequately supervision the o_rclal banks.

Malawi and Rwanda are example. of mixed bank1na .y.eems with f.w
financial institutions and sl:rong government pr••enc.. Th. Government
of Rwanda has at leasl: 50' owner.hip in all commercial bank. and

.- -- .----_.__...-----
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majority share in all development banks. Both the commercial banks in
Malawi are primarily owned by the quasi-public holding companies. With
government encouragement. in the past much of the commercial and
development bank credit went eo subsidiaries of the holding companies
and for a period. to tobacco estates. While there is still bad debt
in the Malawian banking system from the early 19805. the system is
considered sound. The problems are inefficient intermediation. lack of
an adequate supervisory framework. and limited servioe to medium and
small enterprises.

The mixed banking systems of Usanda and Ghana are both eVidencing
financial distress follOWing decline in the economies since the 19705.
Uganda undertOOk a structural adjustment program in 1987 and some
credit reforms in 1988. Two new banks have opened recently as have
several new non-bank financial institutions so there are now six NSF!.
Central Bank supervision of the fringe institu~ions has been very wea~

and there has been a case of fraUd in a new NRFI. More attention is
being devoted to the ir~olvan~ s~ate Cooperative Bank.

Ghana started financial reforos as part of a comprehensive struc.ural
adjustment progr~~ in 1983. The program used discrete adjustmen~s Co
gradually liberalize financial regulations end introduced a few new
instruments and instit~tions. The banks are now beins res~ructured.

Response in the sector to new regulations seems to be slow and
confidance has not b~en restored yet. The Government of Ghana is
undertaking a financial sector project with the help of the World Bank
to strengthen ~he banking system.

Mauritania is restructuring the banking system with recapitalization.
and privatizing. There are problems in nine of the lS banks.

Swaziland and Lesotho have small financial sectors. There are problems
in DFIs but no threat to stability.

Sudan also has a mixed banking system,O but Islamic banking was imposed
in 1984. There are five Islamic banks in Sudan and all o~her banks are
to operate under Islamio practices. It is not clear that banking
practices have changed dramatically under Islamic benking. The General
Rank is attempting to move towards tighte. regulation and has
established a committee to i~estigate illegal aotivities.

There have not been any financial reforma in Sierra Leone.

6 Sudan nationalized all banks in 1970 but foreign banks have
been permitted to opera~e since 1976.

u

... -.--."..11.
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West and Cantral African countries in the franc zona7 have .ixed
banking .yste... with a I1gn1ficant fordlll pr.senca. Typically the
foreign and privata comaercial banks serve foreign and more profitable
dollestic COlllpanias. The lars.r fin18 can also p,"chue financial
servic.. in Franee. All these cowtri.. abo have davelopment banks
designed to serva aome niche in financial .arkets •••• india.agus
entarprises or t.rm l.ndin,.

Regardless of the numbar of banks. a.,. amall financial s.ctors in
Benin and Cota d'Iv01re to a fair number of banks in Se08,al, the
financial systells do not s.... co ba dev.lopill6 affic1enl: .ysc... of
intarmediation. 8 Th. incentiv"s for daposit mobilization have bean low
.nd the banks re..in dependent on central banks discount £acilities for
liquiaity. The governments have lncarvened excen81valy in credil:
.llocation .nd BCEAO .ets differenti.ted discoUDI: ral:•• for prioril:y
sector•.

These financial systa.s are burdened by bad dabt, aOSl: hava saverel
insolvenc financial insci~tions, and 80ae ara even thr.al:ened with
instability in the system. Soma 8y.tem8 ••• g. Mali, C...roon, Senegal.
Banin, face bad debl:s from tha scal:e-0Wn8d antarprisas wieb eba
governm.nts poorly prepar.d to meel: l:ha concinsent liabilici.. of al:&ca
credit guarantees for fa11ad enterpr1ses. 9 Th.re is also l:he probl••
of bad crop markating credit.

7 Benin. Burkina i'aso, Cote G'lvoira, N1,er, Smegal, Togo, and
Malt (since 1984) frolll the Union Konataire Ouest Africai_ (UHOA) and
Cameroon, che Central African aepUblic. Chad, Conso, Cabon and
Equatorial Guinea (sinca 198') in the aanqU* des itata de l'Afrique
Cantul. (BEAC)

8 tor .xample Sanegal ha. 14 cOmlllercial banks and six other
financial institutions but vary little competition. low profitability,
weak financial discipline, and credit allocatioD i. dir.cl:ad by the aovarnmant.

9 In B.nin, borrowinl of 81:&1:8-_d eul:.rprh.s accO\Incad for
.ora l:han one-third of oucal:andina «!ollle.tlc bank credll: and 13 parcanc
of GDI' in 1986. When laUch of this cr.dit bacame Dcmperformina. it
created cencral lovernment continaent liabi1il:las to the domestic
banking sector ten tillles larger \:han the direct net bud.etary transfars
from government l:0 non£i_ial 8l:ate-ownad enl:arpr1ses. Thls
virtually paralyzed ebe bankina ayst.. and P\l.t he• .,.,. d_as on future
government budg.ts. Similarly, wh.n cha formar stat. alricul~.l

marketing board in Senegal was liquidated in 1980. the lovarnment bad
to assume bank debts equ1valent to l' percent of CDP. (World Bank.
World pev.lopment Report 1988, pp. 170)

.------~-_.._---..
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Several of ehese countries have agreed to consider financial sector
reforms, bue to date there has been no progress on issues of operations
of the Central Banks and the currency zones e,g, slippage in ehe
supervision of the Central Banks and the enforcement of the regulations
by the governments.

Early Lessons from Financial Reforms

Initial sta,e. of financial reforms have been harder and slower than
expected three or four years ago. There are several reasons for this:
the inieial conditions were bleak; the portfolio quality was worse than
originally believed and has coneinued to decline in many countries; the
need eo audit clienes as well as banks to identify bad debe; eh.
shortage of erained bank and accounting personnel; and lack of domeseic
or foreign interest in ehe banks eo b. privatized. But the problems
have not been just in implementation, There ara a host of difficult
unresolved issues on financial reforms.

Unresolved Issues and the Role of Research

The diagnosis of pase problems has not been ehat different than found
in other parts of the world. Reducing perverse government intervention
and liberalization is an es.ential pare of reforms. 5uc chere are seill
a host of unresolved transitional and struc~ral is.ues about how and
when and eo whae extent the gove~en~ should disengage.
Liberalization is not enough to guarantee safety and rebuild
credibiliey in weak financial systems or institutions; liberalization
is noe enough to drive financial systems towards efficiency when ehere
is little compeeieion; liberalization may be destabilizing or may be
swamped if not coordinated with macroeconomic reform.; but perhaps
most importantly, governments are not convinced ehat liberalized
financial systems will address the development needs of the couneries,
serve a broad clientele, or generate enough innovation to develop the
finencial systems, These issues will be central to the decision ebout
how, if, and when the government will disengage from mioro-controls on
the financial system during ehe early stages of reforms.

Confronting these coneerns about liberaliZation is more difficulc
because wa don'e know what an optimal financial system would look like
in African societies. The objectives can't be thae different than in
ocher countries, such as efficiancy of intermediation and informaeion
processing and payment services, filling out the range of inseruments
and coneraces, reducing segmentation, redirecting resources eo
efficient uses, etc, However those objectives provide little guidance
on institutional structure, contract forms, eec. In time market forces
might reveal some of this information but the larS. gaps left in these
segmented systems as governments disenSage is generating pressure for
4irect intervention to establish new institutions and instruments and
lending schemes, The push to rebuild the financial systems quickly
leaves lieele time for markee forces to push the systems toward vieble
institutional fooms. Unfortunately we don't know much about the
alternatives or options It would be much easier to restru~ture and
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reregulate African systems with lona-tara solutions to ~~ide and
discipline short-J:Un decisioM. Instead there 15 a danger that snort
run choice. vill constrain :he long-run options.

aesearch can not resolve the issues listed above. Kovever, research on
financial aystems may help to document the succe.s or failure of
financial experiments, clarify the options, L~d narrow the renae of
controversy. !he following outline of soma proposed research topics is
heavily weighted towards the countries with very veak finanCial syste..
$marging from strone goveramant dominance.

Experience in Asia and Latin America showed that it is extremely
difficult to mana,e financial reforms and liberalization of the economy
without macroatability. Many African countries are findins that
macrostability is illusive and thare have baen recurrent boutS of
infladon. Ia r.'1is an arJ1.1lll&nt for maintaining a full anenal of
government crBtrols arA keeping admiuiatered intere.t rate. durinS the
transition? It is atill early for detailed analy.ia on the reform
efforta in Africa, but there is enough information to besin cc.paratlve
work on the various strategies used to coordinate macroeconomic and
financial reforms. For exampla, zambia undertook a radical reform
program in 1985. The financial syatem waa completely liberalized for a
few weeks until the Central Bank lost faith in the treasury &ill
auction and gradually introduced more restrictive relUlations on the
banka over the remainina 18 months of the refora prosram. In Contrast
Chana used di.crete adjustment to raise nominal 1nterea~ rate. and
reduce re.trictions on the banks over .everal years before
decontro11inl interest rates in 1988. Guinea and ~auricania

restructured the bankinl .yscems early in cbe reform pro!%amB while
Chana started liberalizing and reregulating before restr~eturing,

There may also ba anausA informacion co belin analysis on actampts to
change monetaR conerol regillles, e.tablish incerba."'lit markecs. treasury
Bill auctions- or new money market inscicutiona, and alcemative
scrate,ie. for liberelizecion,

10 Several eountries have liberalize4 but noe decontrolled
interllSC rate.; Moza:abique, Madega.car, and Zaabia. Kalawi and Ghana.
among others. adj Wlted nomiD&l rates over se""ral year. and have now
completely liberalized interes: rate.. leal intere.t rate. in Ghana
re.ained negaeiva even afcer cotal decontrol.

11 Some countries have introduced limited treasuTY B111auct10us
e.,. Zaire in April 1983, Xenya, and Chana. Zambia introduced a
TreasuTY'Bill euction in Sepc. 1985 buc abandoned the sy.:e3 after a
fev weeks because of skepticism abouc the in~erest·:esponsivenessof
financial savings and the fiscal burden of higher inceren ra;;u on
domestic debt sarvic1n,.

--------_.--- - .. _ .. --_.---------
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II. Imperfections in Financial Markees

Some of the strongest arguments for past governmenc ineerveneion were
significant imperfections in financial markets such as missing markets
and market power among foreign financial inscicutions, as well as
imperfections in other markets in che economy. These imperfections are
still seen as significant obstacles co liberalization.

Because reform efforts are so new there is little experience dealing
with the type. of imperfeceions found in Africa. The queseion of direct
government intervene ion to try and establish markets will b' discussed
in the section on financial innovation. but several common issues under
debaee Can be listed here. Should the governments eseablish equity
markets or allow the commercial banks to take equity positionS7 Are
units trusts or universal banks viable options7 Whae do missing equity
and insurance markets mean for operation and regulation of other parts
of tha system7 Should the government recain directed credit
programs?l2 w~at doe. market power in Dankin~ mean for regulacion ano
macroeconomic policy?

Implicit or explicit collusion is common among the oommercial banks in
Africa •. g. Zambia, Botswana, and Zaire, and chis behavior is not
limited to the mixed banking systems. All three state banks 1n
Madagascer report.dly have been operating as cartel sinCe 1985 co
generate sufficient earnings to cover che high costS of provisioning
potential los.... Liberali~ationmay inorease the incentives but does
not guarantee competition. Will interest rate flexibility stimulate
competition7 During the brief period of interesc race liberalization in
1985 in Zambia, the banks did exhibit some competition on interest
rates but the banking cartel continued to adhere to a uniform schedule
for fees. 13 Can the lovernment stimulate competitive behavior through
lowering barriars to entry, encouraging multipurpose banks, changing
the institutional mix, or reducing restrictions on allowable accivities
among types of financial institutions? It is not clear that encouraging
entry or increasing the number of banks will stimulate enough
competition to encourage efficiency or innovation. Kenya demonstrated
the potential for instability with the failure of six financial
institutions with low entry barriers to stimulate competition 'from non
bank financial institutions and small indigenous banks. How much
control over taxation and discretionary regulation should be left wich
the Central Bank if the banking sector dOe. not dev.lop more

12 It was interesting to note that the YOR allowed for the
possibility of using directed credit if the macroeconomic framework was
not terribly distorted. (YOlt p. 60)

13 Another lesson from Zambia was that interese rate
liberalization led to higher spreacls on loans to the same customers.
The banks clid not expand the client pool or lend to differ.nt sectors,

v
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competitive behavior wichin a few years after liberalizaeion? Whae
relUlatory powers should be left wich the Central !ank in the syseeas
dominated by a single financial institution. 14

Ill. Syat_ Stability an4 Credibil1C1

In .ome countries the credibility of the financial system was totally
eroded before beginnina reforms. Experience with r.structurina in
Guinaa or reducin, restrictive refUlations in Ghana did little to
reestablish credibility. There is still not sufficient credibility in
the policy framework to chan,e the behavior in financial instieutior~

or enough confidence .0 that the public takes advantage of
intermediation servic••.

Th.re ara gOOd rea.ou. why the public is showing caution in dealing
with these systltms. Not only will the financial syst••• be vulnarable
to macroeconomic policy cnansas as governmants grope towards workable
economic syst... , also the.e are small banK. operating in.poorly
diversified weak aconomies under closed capital accountsl~. and
deregulation. liberalization and new antry are soina to add other
c:!ill:ensions of risk. Stronaer r8&\>lat10ns and sUllervision are
as.antial. but even well·fo~ated prudential regulatiOn16 backed by
stronger reportinl. supervision. and inspection systa=s won't elimi~ce

the potentiel of bank fail~res.

The erosion of financial di.~iplina in ~h. formal. e.peclally
government, institutions ill !oing to lIl&ke it very hard to establish
credibility about the safety and soundness of financial ins:1tu~ions.

It remains to be sean if a period of firAnCial I~ability will slowly
rebuild confidence in the more distressed African systams even if the
.ove~nt doe. not explicitly astablish deposit insurance. In s~e

countries it may be necassary to davelop explicit government protection
to reestablish credibility. The~e has no~ been much resea:ch on
alternative governmenc policies for dealina with poCential inseability
or what the alternative policies would "'aD for the suucture of 1:he
financial system. I>o.s the lovernment wane to introduce a deposit
insurance sch... covering all institutions or just sOlie ir~ticue1ons or

14 For example, BDM has eooue iO' .of the eotal assees of the
financial system of Kali. aDd the developmene bank BORN in Niger has
60.70, of total loans and 45' of toeal assets. and the National Bank o!
Commerce con~rols over 95' of the to~al short-term credit in Tanzania.

except Gambia and the currency zone countries

16 Many of tha issues tha~ will need to be addr.ssed 1n
reregulation for safety could benefit from comparativa African res.arch
e.g. the relationship bet~een portfolio risk and permissible
activities, portfolio diversification under closed capital accounts.
manasement of foreian exchange riSK, regulation of off·balance sheet
risk, and interest rate risk ~der inflation.

':1I._III!.,!lIl,IPiP.lSl"'."'!I..""....i+"'•.,.-..,...-.,....",..,.--_.- - • A P
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only attempt to stebilize the whole system while
institutions to fail without depositor recourse?
banks help stabilize the system?

alLowing individual
Can the international v

18

In a few countries the internaeional banks are seen as offering a
degree of implicit insurance. .~ter the bank and non-bank fin.ncial
institution failures in Kenya there was reportedly a shift in the
deposit base to the large foreign banks. Is it safe to assume that
depositors get de facto depo.it insurance in large foreign bank.?17
Once interest rates are liberalized can we assume that depositors who
use the newer and probably more risky deposit facilities to earn hisher
deposit rates are revealing their tolerance for risk. Should this
assumption be made explicit? Would this solution be politically
acceptable to government trying to encourage indigenous institutions?

Kenya and Nigeria have established deposit insurance schemes modeled
after the U.S. Federel Deposit Insurance Corporation. It is not clear
that this type of blanket guarantee to financial institutions is
desirable because it can be very expensive end removes the incentive
for market discipline. The U.S. is trying to supplement the deposit
in$urance scheme with other measures to discipline risk· taking in
financial institutions e.g. risk-based capital standards and
disclosure lawslS . These supplementary measures may strengthen the
system but cannot prevent banks failures because banks can disguise
weakneSS. Governments may have to be more explicit in setting the
rules for depositor protection before there can be much proSre5s on
establishing credibility.

IV. Develop....nt Objectives

It is easy to gen.rali:e that directed credit programs for
'development' purposes through DFIs, or sectoral credit guidelines for
commercial banks. or specialized credit prolrams are inefficient
instruments of development, have distorted the financial markets, have
funded the adoption of inappropriate technology. and benefits have been
very concentrated. aut these generalization provide little insight for
addressing the legitimate concerns of government that liberalized

17 It is not clear whether selling partnerships to foreign
investors as in Madagascar and Mauritania will help to establish
credibility. The presence of foreign banks did not seem to be enough
to establish credibility in Guinea.

There may not be much potential for market discipline of
r15k-taking in che commercial banks in Africa excepc by the <;orporate
sector, The use of markec discipline works better in system with
institutional investors disciplining stock prices for banks. The
public rarely has enough information to evaluate the risk of banks even
if che Central Bank discloses bank penalties.
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private banklni '1sc_. especUlly witb fordlA b.nk•• rill noc fund
in4igenous encerprises or extend service to the generel pop~l&tion.

These concerns wt.ll surface very quickly in the debate on the fau of
OFls and reglllat:1ons on the lnvolvement and exposure of co_ercial
banks in the do.estic economy.

DFls usually ,erve a very small clientele with concentraced benefics
but governmencs are hesitant to dismancl. or privatize tbe OFls Oeceuae
these may be the only financial institutions providing finance for
40mestic f1rms or term credit. ~any countries are evi4cnciD5 a marked
prefarence for not disengaging from ownership, .specially since this
usually maans sal. to foreiln concerns. and ru.y chose iMtead to only
disengage froll lIicro·menagelllent. As goveallMllcs eval_cion their
options on desre. of disenc_cement, it would ba helpful to study the
eew successful OFls. e.g.······· in Zimbabwe and the Botswana
Devalopment Corporation. 19 Can a co~rnment institution ba held
accountable to eOlllllercial scandards and _incain a~t:onolllY in ...._&UlenC
and enforcement proeedures7 Can the bulk of OFl lending b. done on
commerCial terms With subsid1es limited and made cransparent? 1£ t~.re

is. 11ttle hlllle of lIa1nca1ning a....tonolll~ ma_le..nt of the OFIs. hoy
should the inst1tueicns b. privatized?

Another set of blues emerce from concerns about incnuing acce.. to
financial service,. This has not only la4 to the llroHferal:ion of
specialized or subsidized credit progr... but also used ..
justific.tion for interest rate restrictions. lswerinc minimua balance
require.ents, and rural branching requireaenes for the ~ommercial

banks. Banking syseema are seen sa one poundal link beeween small
enterprises and sru.llholders and the broader econOlllY. there is lietle
question that aceess to financi.l services in the le.s developed parts
o! the econOlilY WO\11d increasa welfare. but at what cose? '-'hen do bip
transaction COSts and the laCK of collateral·sub.ci~~t:.ssUfile.e that
cre4it could be handled more eff1ciently throu5h the informal syste.
and deposit faCilities throuah the post office ay.~e. rather than
throll&!' banks7

there are very few models of viable forul rural !Luanci.l institutions

19 The Botswana Develollment Corporation has rellorte~ly
established the Seeh.be Investment Trust and Stock Brokers Botswana
Led. to tacilitaee privatizing ox some of it' profitable co%,?or.tions.
(cited in ~a p. 62)

20 Both Kenya or ~iger1& hAve used rurAL branching re~u1re~ents
on the commercial banks.

- __,__"-· '...• ....n........_....
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in Africa outside the richer agricultural are.s. 21 Even a liquid
profitable banking syste~ like Botswana has had lictle success at
establishing linkages lnto the rural o~ traditional economy. ~any of
the unit banks in rural Ghana are insolvent. There is a continual
$ea~th for new models of rural banking institutions, but few success
stories so fer. 22 Should priority be given to expanding financial
systems in areas with viable new technologies, and incentives to adopt
that technology because of population pressure. and land tiCles or
leases for COllateral rather than throughout che country?

These unresolved issues on broadening atcess to financial services and
use of the finanCial system to develop the economy need to search out
and document experiments on different institutional forms and this is
discussed below. It may be found that the commercial bank ne~orks i~

some countries do a reasonable job of providing financial services in
the more developed areas given the regulatory and structural
constraints and high transactions costs. It may also b. found the.
transactiOn costs are so high in some a~eas of the economy that io~~l

financial institutions are not viable and that the government should
encourage shopkeeper and input credit and the informal markets.

V. Institutional Design and Financial Innovation

The pressure 1s mounting for supply-side initiatives since the
financial ,ectors 1n many countries are incapable of participating in
structural adjustment. there are gaps left by insolvent financial
institutions, governments have little faith or historical experience
with private-secto~ initiatives. and dono~ agencies need to be
activist, or at least responsive. to government requesta for policy
options. It is relatively easy to identify laps in financial markets
and draw up a list of instruments and institutions found in Asian and
Western financial markets but missing in Africa. aut that list

21 This discussion focuses on credit and deposit services because
these surface more qUickly on the policy agenda than other financial
services. However, there are other important problems with the weak
rural banking system such as the high cost of interregional funds
transfers for the rural trading system.

22 The Banque Populaires in Rwanda is now used as a potential
model because it has been successful at mobilizing deposits. However.
the administrati,e and set-u? costS of the system wer~ high. (We.
&eyond Adjustment, Pt. II Box 7.3) The Grameen bank model has stirred
interest in Africa. as in other parts of the world. Malawi has
recently escablished che MUDZI scheme on the model of the Gramean bank.
there Bre several potential problems with the Grameen model in Africa:
the high wBse structure for trained personnel in Africa; it may not be
appropriate for areas with sparse population density; the operation of
the bank has required large s~bsidies. etc.
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doesn'c give much insighC on irlorlcie. or vlabl1lcy of In.ci~~ions or
contracts. In some case. supply·side iniclatives may be or =&y seem to
be strd&l\t.forvard. It seems relativelY safe to estabUsh an inter
bank Ill4rket, even though most institutions in countries rlOW usiftl
credit c.eilings for IIlOneta~ concrol are liquld, It also seems
reasonable to .tart introducing lome inst~nts &ad contracts for
corporate finatlce. But the new money marot instit\lcion in Ghana ha.
gotten off to a very slow .tart bec.Wle of lack of delll&M. This
supply· side initiative was probably not very eXllensive &ad if the
lnstlt\l~lon survives, it 11I&7 rleneually develop a market. llut many
eXlleriments in instit\lt10nal 4elign have been very expensive and "ute
preclous human and financial resource•.

The real dengar 11 probably that the present pU$h will lead to another
generatlon of lmposed inst1tutions, based On the premise that financial
markets can be develop'd by ad41ng irun:ltutions and l115trumante,
usually based on modelS from Asia and !w:ope. For some parU of the
market this stratesy should be used more judicially than in the pest,
but ls probably reasonable. For other parts ot the financial markets
we don't know enough about the ope1ons, the alternatives, :he d.emsnd,
and che conscraints to d.-len and impose inst1tution.8. The biggest
failures have probab~y been in the ar... discussed above as the
development objeCtlves of govarnments 1.8. lntroduclnS DFIs wlthout
rellaYlJlent an£orcellene and alternative insti.~t1ona for broadanins
a~~ess to financial sarvic••. 23

The mlcroeconollic approach of inscicutional economics ai~C be helpful
~o supplement: ancS balance the current financial market development
strategy of iDlposecS instltutional 4es1pl ln the ereas where litl:le is
known ebout current financial practice.. Flnance is an instil:ution a1\4
the primary function of any social instltution is to define the
expectations of behavior for individuals operatlng in the sylltem.
Social instltutions define the 'rules of the a-' iovandnl axcb_la.
cooperatlon, and competition UI01II ind1vi~. and solve the •assurance
problem' to narrow the ranle of uncerl:ainl:y. 4 It: follows thaI: one of

23 e.g. general:ions of asriculeural 1.a41ul iarascacals, the
cooperative credit nec:vorka, incesrated rw:al develop_ac
programs, rural development agenclas, group lendiUl schemes tor small
enterprises, savings and credit cooperative. linked to employment, ecc.

24 There is a vast contusinl lic.lI:at\lre on ins1:itucional
economlcs, but almost no attempl: has b.en made' co apply this literature
to financial innovaCion. This treat:lllent correspow IDost clo.aly to
the work on in.e:!.tutlonal lnnovat:1on by "YUj 111:0 Jlayaai and Vernon Ruttan
in Agrfguleural peyelOP"";; An Int'rnts1PDAl Z,rlpeseiv. <Balci.ore:
Johns Hopkins University Press, 1985) and C, Ford Rung. in Insl:ipu;ipns
and Common Property ExttXV.11;i,s; The "'Prang. Prohl,. in Esgnqmis
Develoemenc (PhD dissertation, University of Wisconsin-Kalii.on,
1981). Hayoi and Rutten define "institutlom .. the rules of a

._-----_._.....---
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ehe roles of financial institutions in an economy i~ to set
expeceations and solve the assurance problem so that agents can engage
in financial arrangements. 25 These rules or expectations are essential
for credible implicit or explicit or complex financial contracts at
all levels of the system, e.g. SO depositors can expect to get their
funds back under the terms of a deposit arrangement, borrowers know
the parameters of acceptable behavior under a lending contract and ehe
penaleies for nonrepayment. lenders expect repayment or access eo
collaeeral, members of rotating savings clubs expect to receive ehe
joint savings pool in turn, a village shopkeeper cum moneylender
expects consumpeion credie to be repaid at harvest, within family
systems an implicit loan scheme to provide tuition and lodging for
rural cousins will be repaid by access to family land when urban
residents retire to rural areas, etc. Social institutions lower
transaction costs for all these exchanges by allowing individuals to
form expectation on the rules for cooperative and collective acticns,

v

Induced Financial Innovation

Over time soc1al institutions evolve in response to chan!ing in~~ntives

and opportunities e.g. relative prices of inputs and outputS,
government policies, cechnology, knowledge of alternatives. legal
structure, etc. Changes in relaeive prices and other incentives and
opportunities cr~ate both a supply and demand for institutional change.
This approach treats innovation as endogenous or induced by changes in
the economy rather than an exogenous or imposed process.

Banking has been in Africa long enough that we would have expe~eed

induced financial innovation to adept financial contracts to local
conditions to respond to profitable opportunities for lending or
selling financial services. Instead we find commercial banks lending on

For this discussion an intermediary can be treaced as an
individual making a series of conetacts. The emphasis is on
institutions as 'rules of the gL~e' for making financial arrangements.
not on intermediaries 45 a specific financial arrangemene.
Intermediaries operate over a range of contracts that economize on
monitoring and information costs to link borrowers and lenders more
efficiently than if agents had to trade directly and provide services
such as diversification, information processing, and asset and risk
transformation. Intermediaries operate within the expec~a~ions held for
financial institutions.

society or of organizations chat facilitate coordination among people
by helping them form expectations which each person can reasonably hold
in dealing with others .... In the area of economic relations they
(institutions) have a crucial role in establishing expectations about
the rights to use resources in economic activities and about ehe
partitioning of the income streams resulting from economic activity."
(pp. 94-95).
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,'--' a narrow rang. of contracts and serving only a small circle of r.peat
clients. Kost Central Banks in ~ixed .ystem believe thi. is because of
CONlervative bankins behaviol:. lack of cOlllpetltion. ancl bankina
cartel.. Bank. claim it is becaus. of l~ incentive. under interest
rate ceilinl' aad repressive l:e~lation.26 Lack of competitlon and
restrictive re~lations c.rtainly have lowered the incentive. for
innovation. but there are evo othel: dtmenaions of the as.urance problem
that have also lowencl incentive. to innovata: expensive an4
unreliable information an4 UftCertain enforcement m.chanisms on
financial contract.

Information sy'tems in Africa t.nd to be very expensive and fl:equ.endy
unr.l1able. Tax record.t are quesc1oneble. _y acco_tina and auditin.
services lack cre41bil1ty. the land registry 18 not kept currant and
land titl•• and bulldina permit. are fraquancly contestable. Loen
appraisal. transaction and mon1torinl co.ta ara hilh and the return for
information ill low. '!his dan1ficUltly increu.. che ri.k of lencUna In
addition to the conventional asymmetrical information that alway.
arises when the clienc hal more information on the enterpri.e than the
lender. 27 Lenders cannot rai.e the interest rate enough co cover this
uncertainty without increasing the risk of def&\llt and the value of the
asset. pledged as collateral upon default 1a dso uncertain. Vith weak
information sy.telll', lenders (banks) .olv. the assuranc. probhll by
deal1ng with repeat borl:owers or borrowers with government suarant•••.

'!he 1e8al Systell, another iNlt1tutlonal anana_nt, c1afiu.. eha
penalties and anforenent prov1sions on tilWlC1al contracts. KaDy
countri•• have weak and uncertab enforc..ent IIIIchanisll8 On ftnanc:1al
contracts with uncer;tln or cone..l:&bl. property dshts on auets
p1edsed as collatel:al and unpl:sdictabl. Judic1al rul!n&a. Civ.n the
lack of reliable information on the e~ect.d profitability of an
anterpr1.e or on the value of the collateral and wuk .nforc",nt
mechanis... it is not surpris1na that comm.~cial banks lent on
overdraft facilities to a small stOUP of r.pe.t borrower. in the
eeonomy and focus on 1ncarnatiotl&1 tra4a tnt\llacdon..

26 This 15 an incomplete explaNltion in cOllntrie. wera llankilll
lawa wera not anforce4. It also woul,4 not .~l.in why financial
institutions did not 1ntroduoe new inscrumants or coneracta to awid
regulations. It is easi.r to explain why public financial inatitutions
have a poor record at re.pondina to profitable financial opportunities
in the societie••

27 One of the prill&ry functions of f1a&neial intarmadl~les is Co
gather and proce.s information and make decisions on how .uch
1nformaeion to gather to r.~uce uncertainty.

28 For example. in some asriculcural ar.a. traditional property
rights on land compec. with CGcutt.d law. (Aho. in :uny countries d:e
dominant or residual property rights lie with the gove~ent.)

.- -------......._..... ...
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Many DFIs were not a~councable for losses and the 'rules of the game'
did not call for loan repayment. The existence of these institutions
shifted social norms and contributed to the erosion of financial
discipline making it more difficult for any financial institution to
solve the assurance problem.

Informal markets usually have an advantage of significantly lower
information, transactions, monitoring and enfor~ement costs to develop
~ontracts suitable for the structure of the local economy. The
contracts in curb and informal markets frequently depend on
personalized enforcement mechanisms rather than state enforcement. 29
One of the most common arrangements for informal markets are rocating
savings and credit clubs based on personalized (peer group) enforcement
mechanisms. 30 '

It is easy to see how past government behavior has limited financial
innovation by lowering incentives and increasing risk of non
enforcement. It remai~s to be seen if the present round of financial
reforms will be credible and succeed in changin& macroeconomic and
financial incentives enough to induce financial innovaeion. However.
meny financial reform programs are not improving information services
or enforcement mechanisms by moving beyond banking laws to examine
contract law and the predictabiliey of jUdicial rulings on property
rights, and changing expectations about'the enforcement of financial
coneracts. There is clearly potential for dynamic interaceion between
induced innovation by individuals and imposed institutional change by
the state. Individuals cannot innovate state enforcement mechanisms.
However, we would expect imposed changes in enforcement mechanisms for

29 The erosion of financial discipline and the weak seate
enfotcemene mechanisms on private coneracts may have restricted curb
markets to a very narrow set of contracts, In many co~~tries the curb
market operates primarily within immigrant co~nities where some
personal enforcement mechanisms may be available.

30 There is a greae deal of interest in attempts eo link formal
and informal credit markets in Africa. The problema in the larger
organized savings and cooperaeives schemes in Kenya suggest that
personal enforcemene mechanisms can not discipline an impersonal
syseem. It may be possible to link personalized enforcement mechan1sms
on the local level to impersonal (state) enforcement mechanisms in
dealing with banks, but it may be difficult to make state .n£orceme~t

mechanisms credible against a group. Anocher problem with schemes thst
attempt to ta~ the informal system for savings is that these may
destroy the informal networks by driving up transaction costs with
government regulations.

.-- ........ ~. .' -.... " ..........., .."'---'- .....
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contract law or othe~ lovartlllent actiona to racNca ri.a ancl COlta to
create profitabla opporeunitlel for inducacl innovation.

Inducad flnancial innovation is a naca.sary link batwaen liberalizacion
and developmanc ot the _rkacs with new iNltruaencs and contracts and
expandins clientela. However, iNltieutional i1Ulovation has SOIM

characteri.tic. of public 100ds, and tharefora tha supply frOll the
private saccor will be lesa than opt1ll&1. Also inducacl instleutional
innovatlon may be a .lover proce.. thsn can ba tolaratad ln the pra.ent
policy atmosphara. Thi. means that levernaents ara 101ns to hava to
stay in the businau of 1nIposael institutional chanaas. Tha procass of
institutional deslsn anel sovarnaant-initiatecl i1Ulovation is frau&ht
with uncertainty. Monitor1nl indueeel financial irmovation, especially
at levals of the syseem thae use 1nIparsonal anforcement IMchanilllllS. _y
live important information to lUicle inseieutional cla.ian31 a.l. on tha
demand for financial sarvice•• Icreanina lIechaDi.ma uaael uncleI'
..yametrical infol'lllation, and tha ~a. of cont~act. that can ba ",.ael
to .olva the assuranca problem. Honitol'1ns financial irmovat1on will
ba .,pecially important before attamptina instieutional cia.ian for
rural financial marleats. Many p"t cias1p hava not livan sufficient
attention to structural or cultural charactaristics, $uch a.
incompleta or lIisslnl lIarkae. for ri.k-sharina anel insuranca and
traditional property :eights. For elWllpla, whila there ara complex
contract. a.l••harecroppina or othsr arransaaaDt. link1na labor.
cradit, anel lancl in .ome arau of Africa, th••• ae.. to ba _ra
pravalant in land-suqlll.ll and newly sattlad ar.... If tha cr&ditional
property rights ey.tell Irants us.r righte, this _kee it ellfflcult to
establish a rantal market for land and limit. the opeions for complex
cradie contracts. It wl11 also ba 1nIportant for financial
arl'anaemencs when thare is vary littla information such as the
liquidity manaaa~ent practical of micldl.·lncem. households, madiua·
siz. busine.ses, e~c.

Conclusions

Many counedes have stareed financial raform pro&1'lIIU and _, lIOn
have 1001lilll probl.... in thair financial .y.e.... The initial seas,.
of reforms will cut deap into tha a.tablishad r.source allocation
patearns and clevaloplll6nt .eratalY of chase cO\lllcrl.a.. Gevermunts MY
be hesitant co disanlaae siven the uncareainty ebout tha banafiea of
liberalized systems. Tha benefit. of financial .ector raforms. like
the benefite of stl'Uctural reforms, will take tlma to become eviclent.

The information and research basa on refo~ Issue. in Africa i. so weak
that researeh can contribute littla to tha policy elebat.. I have

31 Monitoring financial innovation also provida. information on
potential instability in the systall froll parversa innovation. This
ls especially importane in the mol" vllorous private syseems such as
Nigeria, Kenya. and Z1IIlbabw•.

.-~----,-__.. r '1:'
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focused on five unreSolved issues where there seems to be poeential "0
begin research: coordinating macroeconomic and financial reforms;
alternative strateg1es for dealing with imperfect market structure,
1ncluding missing markets and lack of competition; stability and
credibility under reforms; development objectives and expanding access
to financial serlices: and use of information gathered from induced
financial innovation to aid in institutional design. Given the
difficulty of these unresolved issues, the time needed eo develop
competition and build credibility and fill O~t ohe contract space
through innovation. these issues are going to be on the policy agenda
for many years.

. "'" .. ,..
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Restructuring of the Banking Syst...

in Guinea

1. Background

1.1 In a referendwa held on September 28, 1958, Guinea, alone among the

French colonies In Vest and Central Africa, rejected ..mbership in the newly

established French co-.mity and asked for t-diate and total independence.

Independence was formally proclaimed on October 2- 1958. France broke

relations with Guinea and suspended financial and technical assistance to the

country. Guinea ruler Sakou Toure then turned to the co-.mist bloc for a

model of econoaic develop..nt and for assistance. During an interim period.

however, Guinea remained in the French Franc Area and the French banks

established in Guinea continued operations on a limieed scale - Guinea

formally left the French Franc Area on February 27, 1960, with the

establishaent of a Special Monetary Area (Zone Monetaira Speciale). the

transfer to the newly established Bank of the Republic of Guinea of the

functions of the Institute of Issue of Vest Africa and the issuance of a new

currency the Guinean franc to replace the CFA Franc. All the commercial barks

were formally nationalized on August 11, 1960, and their functions taken over

by the Bank of the Republic of Guinea. which for several months operated All

the Central Bank and the only co...rcial bank of the country. In Karch 1961.

the Bank of the Republic of Guinea vas divided into four specialized

institutions., a central bank (BCRG). an agricultural bank (BNDA). a foreign

trade bank (BGCE). and a bank for trade, industry and housing (CNCIH). Three

more specialized banks were established between 1977 and 1983. Annex I

provides a chronological list of the main eventa which affected the evolution

of the Guinean banking system from 1958 to 1986.
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1.2 Under Presidene Seko Toure ehe Guinean economic syseem was based on

ceneral planning, scate ownership of the means of production and rigid state

conerol of prices and wages. The auehorities' commicmene to the Soviee model,

however, did not incompass the bauxite and alumina sectors which were

permitted to operaee autonomously under foreign management. This mining

"enclave" included two joine veneures between the governmene (49%) and foreign

share holders (51%) which accounted for more than three quarters of the

production of bauxite and all the produceion of alumina (BeG and Friguia).

The other producer of bauxiee (OBK) was fully owned by the state but managed

by USRR technicians. The authorities did noe follow the same policy with

regard to diamond mining. The twO foreign companies in operations ae the time

of independence were nationalized in ~arch 1961. The state enterprise which

succeeded chem was less chan successful and halced all production in 1973. As

a resulc of chis failure, togeeher with a decline in official agricultural

expores, the bauxiee (including alumina) seceor became, for all practical

purpose, the only official source of foreign exhange for ehe councry outside

foreign aid. It accounted for more than 95 perc.ent of the total export

proceeds in the lace '70s and the early '80s (Table 1).

TABLE 1

Guinea: Bauxite and Alumina Exports as a Percentage of

Total Official Export Proceeds

1979 95.4 1983 97.9

1980 96.7 1984 98.4

1981 98.7 1985 96.5

1982 96.4 1986 84.2

Source: IMF
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The bauxite sector also provided a major share of the government revenues in

"the form of various tax payments, which represented between 20 and 40 percent

of total government income from 1982 to 1985 and jumped to over 80 percent in

1986 as the devaluation of the Guineau franc increased significantly the

countervalue in local currency of the tax payments made in foreign exchange by

the mining companies.

1.3 While the Guinean authorities left the bauxite mining sector undisturbed.

their attitude vis a vis the private sector, for most of the period under

review, ranged from reluctant toleration to outright hostility. By law, all

land was owned by the state although the private farmers and their families

retained a permanent right of use of the land they were cultivaeing. Land

user's dghes could be transferred oueside the family only with the approval

of the local head of the Party-Scate organization (PRL). Following

independence, the government's agriculeural policy was orieneed towards

collectivization and mechanization of production, but successive (and cosely)

experiments to achieve chat objective met with failure. In practice, the bulk

of agriculeural production in Guinea continued to come from small farmers who

did not benefit from the government's investmencs in the seceor bue were

required until April 1981 to sell a cereain quaneity of their produceion co

the local Party-State organization (Pouvoir revolueionnaire local) at official

producer prices. Faced with increasingly unrealiseic producer prices, small

farmers survived through a mixeure of subsistance farming, clandestine exports

(and imports) in border areas and sales at unofficial prices on the parallel

llarket.

1.4 At"ehe best of time, private enterprises oueside the agricultural sector

were considered with suspicion. From 1965 to 1979, they could noe be granted

any credit by the banks and under a 1964 legislation, were subjece co



4

confiscation for "illegal profiteering or enrichment." The repressive

attitude of the authorities culminated in 1975 with the prohibition of all

private trading, including on village markets. The ensuing tightening of

government control to prevent a shifting of the distribution of goods to the

parallel market led to increased shortage of basic goods and the Widespread

discontent which resulted in the so called "revolte des menageres" in Conakry

(housewives uprising) in 1977 and to the government's retreat from its extreme

position. Private trading was again tolerated and the authorities somewhat

loosened their grip on the economy. Starting in 1980-81, a reappraisal of the

economic policy followed since independence led gradually to a retrenchment in

the role of the public sector and a strengthening of the private sector. In

the agricultural sector, the marketing quotas were replaced in April 1981 by a

development tax and private traders were permitted to buy agricultural

products from farmers and resell them to consumers. The five sectorial

holding companies which grouped all public enterprises were closed. Import by

private firms without purchase of foreign exhange from official sources was

permitted. A privately owned commercial bank operating in accordance with

Islamic law was granted a license and started operations in 1983. A few

months later, in January 1984, a new government owned bank was established to

finance the activities of the private sector.

1.5 To sum up, the Guinean economic system was based on a three tier

organization'. The first tier, which consisted of the bauxite sector, "'as able

to operate without government interference and provided the country with over

95 percent of its official export revenues and over two thirds of the total

export revenues, official or not; it absorbed about one quarter of the total

imports of the country to meet its operational needs (equipment and raw

material) and the needs of its workforce. Its foreign exchange surpluses were

transferred to the second tier, consisting of the government and public
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enterprises, in the fOrDI of tax or other payments. This enabled the

government to pay for its expanses abroad (ellhassies, debt servicing,

services), for official imports of material and equipment for public

enterprises and for import of basic co~r goods, which _re supposed to be

sold at regulated prices and Were often subject to rationing. On the export

side, the contribution of the tier was negligible. The third tier consisted

of the private sectors with a fOrDlal and an inforDlal (underground) component,

the respective size of each component depending to a large extent on the

government attitude vis a vis the private sector. 1 It accounted for more than

25 percent of total exports ($100 million in agricultural exports and $60

million in gold and diamonds) and for maybe half the import of consumer goods.

Transactions were generally in cash and, in some cases, ~n foreign exchange.

The wide gap between the official and the parallel market exchange rates (1 to

6 in 1983) as well as between the regulated and the unofficial price of many

goods resulted in leakage between the second and the third tiers and provided

public sector officials with many opportunities for profits. An IHF estf.aete

shows for 1983 in the public sector an average monthly salary equivalent to

US$ 50 at parallel market rate and an average monthly income in the sector

equivalent to US$ 200, the difference coming from "second-jobs, income in kind

or other sources."

1.6 The new orientation toward liberalization of private economic activities,

which the Sekau Toure's government initiated in 1980 was half-hearted and

expedient in nature. By 1984 it had not gone very far as entrenched

interests, bureaucratic inertia and the weight of the regime's ideology and

1 Repression of alleged political or economic crimes was severe. Out of 11
ministers and state secretaries who served between 1958 and 1911, 9 were
executed, 8 died in jail, 8 received life sentences, 20 were freed after
spending various periods in jail and 5 sought political asylum abroad. On the
economic front thousands of PEULS. who were the main traders in the country,
were jailed or executed.
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previous commitments, not to Mention lingering fears of repression, hampered

the developMent of the private sector and the liquidation of inefficient

public enterprises. The new regiMe, which came to power in 1984, did not have

the same ideological hang-ups. The government engaged in a series of far

reaching reforms to free the Guinean economic system from pervasive state

control. The reforms towards a market oriented system included a steep

adjustment of the value of the cu=ency, the dismantlement of the system of

price control, the liberalization of internal and external trade, the closing

of inefficient public enterprises and a reduction in government and public

sector work force. The rehabilitation of the banking system was an essential

part of this program of reform.

2. Cbarasteristics of the Guinean bankiPI system frpm 1960 to 1985.

2.1 With the exception of the Islamic Bank of Guinea (BIG), which was

extablished in 1983, and by the end of 1985 accounted for less than five

percent of the total deposits and credits of the system, all banks in Guinea

were fully owned by the government. Most of them were established with a

uniform initial capital of 150 million of guinean francs or 15 million of

sylis after the change over from the guinean franc to the syli on a 10 to one

basis. Only the Central Bank and BCG which started operations in 1984 had a

higher initial capital (GS 50 million for the Central Bank and GS 150 million

for BCG). The capital of the specialized banks was never increased to reflect

the growth in nominal terms of their operations, so that at the time of their

closing their capital represented less than half a percent of their total

assets and liablilities (Table 2). Moreover, the banks were prevented from

building up reserves to improve their capital funds position as all their

profits, reserves and depreciation allowances were by law transferred to the

government.

v
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TABIE2

Guinea: Capital and Total Assets of Specialized Banks

(June 30, 1985, in aillions of Syli5)

CApital

CNCla 15

BGCE 15

BNSE 15

BNDA 15

BCG 150

BNDE 15

-
W 225

(Source: BCRG)

36,684

21,123

3,626

2,326

2,036

986

66,781

2.2 The banking systea vas highly specialized vith each bank serving only a

special category of custoaers or engaging only in a special type of

operations. BGCE and BNSE vere not alloved to accept deposits in syUs and

their operations in local currency vere handled by CNCIH on their behalf.

BNED dealt exclusively vith individuals and a fev pubUc entities and vas not

alloved to extend credit. Its funds vere invested in the fora of deposits

vith other banks. BGCE, BNDA and CNCIH vere supposed to extend credits

exclusively to public sector enterprises, while BeG, which vas established

only in January 1984, dealt only vith the private sector. Only CNCIH had

branches (40 of thea in 1984, including five in Conakry) and the other banks

had to rely on the branch network on CNela for their operations outside the

capital city. Starting in 1981, currency issue vas entrusted to a special
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institution under the direct authority of the Head of State. The inefficiency

'-'"'

and complication of such arrangements were compounded by an excessive

partitioning of operations and a lack of communication between institutions,

and within each institution between its various departments. This

partitioning seems to have been intended to prevent managers from getting an

overall picture of the transactions they were involved in. The lack of

communications was the result of incompetence and fear and reflected the deep

seated mistrust' of the authorities in their citizens, including civil

servants. After April 1984, limits onothe activities of the specialized banks

were abolished. Public and private enterprises were given the freedom of

choosing their bank and all banks were allowed to extend credit to the private

sector. BGCE and BNSE were formally permitted to accept deposits in local

currency while other banks were allowed to accept foreign exchange deposits 

Residents were allowed to open accounts in foreign exchange - Bank secrecy was

restored and regulations limiting cash withdrawal from deposit accounts were

repealed.

2.3 The management of the banking system was centralized, and from an

organizational point of view, the specialized banks were, in practice,

departments of the Central Bank which approved all credits extended by the

banks. Each institution was controlled by an Executive Committee (Comite de

Direction) consisting of the Governor of the Central Bank (or the Deputy

Governor) and the Managing Director of that institution. Above the Executive

Committee there were a High Council of Issue and Credit (Conseil Superieur de

l'Emission et du Credit) and a National Council of Credit. The High Council

was chaired by the Head of State and consisted of six ministers including the

Govenor of the Central Bank and was responsible for the determination of

monetary and credit policy. The National Council of Credit consisted of the

Governor and the Deputy Governor of the Central Bank and the Managing
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Directors of the specialized banks. It had authority to vet all credits in

excess of one ..illion Sylis. Since 1976 there vas also a National Conference

on Banking and Insurance. which included all the senior _gers of the

banking and insurance syste.. and vas suppo.ed to reviev periodically the

activities of the banking and insurance institutions. asse•• their perforaance

and deteraine their future objective.. 'ftle National Conference _t in 1976,

1979 and 1981. 'ftle role of those various agencies vas ...rginal. hovever.

'ftlere was no IROnetary and credit policy as such. and the allocation of credit

was based on forecast established by each IRinbterial depart:lRent in the

context of the Five-year Develop_nt Plan. Gove~nt directives, through the

govemor or directly, were routinely approved by the National Council of

Credit and imple_nted by the various bankS. De.pite the centralization of

authority there was no coordination between the different institutions and no

serious attempt see... to have been ...de to reconcile book entries for

operations involving IROre than one institution.

2.4 'ftle specialized banks were essentially an instrulRent to lapl....nt the

Develop...ni: Plan and had no say in the selection of their borrowers. 'ftley

extended credit to public sector enterprises on the basis of administrative

decision and according to the objectives of the Plan. Long tera credit was

IROstly financed fro.. external lines and the banks confined the...elves to the

financing of working capital needs of the public sector enterprises, which in

IROst cases ...ant the financing of their recurrent los.es. Credit to the

private sector. which vas prohibited in 1965, vas allowed again to a certain

extent after 1979, in the context of an attempted revival of the private

sector and a special bank was established to that effect in early 1984 (BOG).

Figures available, however, -indicate that credit to the private sector-,

including credit by BIG, the Isl...ic Bank (technically in the fora of

investlRents). represented less than 8 percent_of total credit at the end of



10

1984 against 3 percent in 1981. Credit by specialized banks to the private

sector represented about five percent of their total portfolio at che end of

1984.

2.5 Apart from their credit, i.e., disbursing functions, che banks were

assigned the task of mobilizing savings and offering an alternative to

currency holdings. To that effect all salaries above GS 3,000 (the starting

salary in the civil service) were paid exclusively by checks, and government

stores were compelled to deposit in their bank accounts all che proceeds of

sales made against payment in currency. Interest rates paid in principle on

deposits with a maturity of six monchs or more seem co have been largely

negative in real terms during the period, but the absence of official price

indices precludes any serious estimate of the gap between nominal interest and

inflation rates. Deposits with the specialized banks represented more than

half the currency in circulation in the early eighties, but the figures should

be used with caution because of the general inadequacy of che data base, che

frequent and sudden fluctuations in some aggregates, and the problems of

classification. For instance. che bulk of quasi-monetary liabilities did not

represent time and savings deposits in the conventional sense but reflected

mainly deposits of sCate encerprises in the form of counterpart funds or

provisions against letcers of credit. Deposits of the private seccor seem co

have represented, to a large extent, funds that the holders could not wichdraw

because of the lack of liquidities of the banking system.

2.6 Yith a staff numbering 2,400 at the end of 1984, che banking system

(including acaG and BIG) was largely overstaffed (Table 3) as was the case for

che entire Government and Public Enterprises Sectors. This' situation

reflected the government's policy to prOVide employment to all school

graduates, regardless of qualifications.
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TARI.E 3

Staff Keabers in the Banking Sector (end of 1984)

BCllG 400

BeG 106

BeCE 180

BNSE 108

BNDE 118

CNCIH 1.300

BNDA 100

BIG 36

(Source: BCllG)

Total 2,348

In early 1985, the aumag.-nt of BCllG and CNCIH. which accounted for

two-thirds of esployment in the banking syste., reckoned that they could cut

down by half the size of their staff without any proble.. The only privately

owned bank at the time (BIG) accounted only for one and a half percent of the

total esplo~ees in the sector. The absence of data aake. it ispossible to

relate staffing levels to the voluae of activity (nuaber of accounts and of

book entries, number of deposits and withdrawals) and to ....ure, however

roughly. the productivity of the staff. The total nuaber of accounts was

estimated to 130,000 but, in all likelihood, included a nuaber of dormant

accounts. The salary scale in the banking sector was -the s_ as in the civil

service and ranged fro. GS 3,000 to 20,00 per .cinth. that is fro. the

equivalent of US $40 to 800 on the basis of the official rate. but only to a

fraction of those figures in teras of purchasing power. Bank personnel at all

levels were by and large underqualified and poorly IBOtivated. Recruitaent and
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promotions were heavily influenced by the p~rceived political reliability of

the candidates and their tribal connections. There were obvious cases of

nepotism and favoritism.

2.7 The working conditions in the banking system ranged from poor to dismal.

Physical facilities were generally appalling. Basic maintenance of the

buildings was ignored and there was a shortage of the most common supplies and

equipment, including typewriters and calculators. Data processing equipment,

provided under foreign assistance in 1983. was stored in the basement of one

of the banks (CNCIH) and installed only in 1988. Telephone and telex

communications were uniformly poor and power failures frequent.

3. CauSAS for the collapse gf the Guinean banldD( Syst,.

3.1 It is not easy to determine exactly the causes for the failure of the

Guinean banking system. The absence of records, the inadequacies and. in some

cases, adulteration of data make it difficult to follow the building up of

problems and to allocate responsibilities. Annex II shows the evolution of

the consolidated balance sheet of the specialized banks from 1982 to 1985. as

they have been reconstructed from IHF reports and from information provided by

the Liquidation unit in the Central Bank. The consolidated balance sheet of

the specialized banks at the time of their closure suggests that the inability

of their borrowers (private and public sector enterprises) to repay their

loans was only part of the problem as public and private sectors deposits

exceeded by far the amount of the specialized banks' claims on both sectors.

A significant portion of the deposits seems to have had their counterpart on

the assets side in various and unrecognized claims on other banks. which

brings into question the adequacy of management and internal control in the

concerned institutions. Finally, the importance of the specialized banks' ~'
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liabilities to the Central Bank, according to the latter's books and the huge

discrepancy with the net position vis a vis the. Central Bank as reported in

the books of the specialized banks, raise serio... doubts about the efficiency

of BeRG's supervision of the banking syst_.

Insolvency Of the publiC and private sector, enterprise'

3.2 In the centrally planned economy of Guinea, banks were not expected to

pass any judpent on the solvability of the borrowing state enterprises.

Their role was to extend credits (short term in principle) according to the

instructions of the authorities and the specification of the Development plan.

At maturity, the account of the borrowing firm was automatically debited, even

at the cost of increasing its debit balance. Vhen extending credit to private

sector .borrowers (before 1965 and after 1979) banks did not ..sess seriously

the quality of the borro_rs on the basis of objective criteria and se_ to

have been mainly influenced by the authorities' suggestions, personal

relations or bribes. The insolvency of aost state enterprises and of .any

private borrowers (most of the.. friends of the old regilae) made the

specialized banks' entire portfolio practically unrecoverable. By the end of

1987, less than two percent of the banks' clailas outstanding in Decelllber of

1985 had been repain (GF 181 ..illion out of a GF 10.4 billion portfolio). The

poor quality of their portfolio, ho_ver, did not bring the fall of the

specialized banks. because of offsetting transfers fro.. the govetnla8nt to the

public enterprises. As required by law, public enterprises each year paid to

the governlaent accounts the entirety of their profit (if any) and depreciation

allowances. The governlaent, however, fro.. tilae ·to tilae, transferred funds to

public enterprises to strengthen their capital funds or to wipe out their

losses. For instance the liquidation in 1981 of the five sectorial holding

companies left a deficit of over GS 6 billion, which was settled by a
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government transfer of ehe same·amount. Altogether, ehe nec transfer of che

governmenc, excluding tax paymenc, to the public sector enterprises during the

1979·82 period, averaged GS 2 billion a year. ~ichout chose transfers, the

net claims of the specialized banks on the public sector encerprises would

have more than doubled (from GS 6.4 cO GS 14 billion) between January 1979 and

December 1982 (Annex III). Instead chere was a slight improvement in che net

position of ehe public sector enterprises (from GS 6.5 co 5.9 billion during

the period) as well as a significant reduction in the gross claims of ehe

banking system on the sector.

Mlsmanaegmgnt and Frauds

3.3 The main responsibility for the failure of ehe banking system seems co

fallon the management of the banks themselves, which were unable co prevent

widespread irregularieies, manipulations and frauds. The lack of qualified

scaff, ehe absence of any syscem of internal concro1 and of reconciliation of

book eneries, che excessive partitioning of operations and che lack of

communicacions be~~een departments and inscieutions resu1eed in confused and

disordered accouncing practices. Ieems were noC encered in che books or were

entered with considerable delays. Financial statements were not prepared or

when prepared, were often adulterated. Parcicipacion in various schemes co

cake advancage of ehe accounting chaos was widespread and seems co have

involved staff members of the banking system aC all levels as well as their

friends and allies in che public and private sectors. In view of the

disorganization of the accounting syseem ehe frauds did noe require

sophisticated manipulations. Fake or a1terated documents, forged eneries in

the books seem to have been used with equal and positive results. DepOSiting

for immediate credic a certified check drawn on anocher bank was a most

favored means of boosting an account balance, As a result of these various
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actions, the assets of the banks increasingly included claias on other banks

or on the Central Bank, which were not recognized by the alleged debtors.

Those fictitious assets amounted to about GF 30 billion at the end of 1984 and

included a difference of GF 12 billion in the net claias of the Central Bank

on the specialized banks, as respectively reported in their books, a GF 5

billion discrepancy between the reciprocal claias between specialized banks

and a gap of GF 13 billion in the interbranch account (co~te de liaison) of

CNCIH. By the time of their closure on December 22, 1985 the fictitious

assets of the state banks- had jumped to about GF 40 billion including GF 4.5

billion in certified checks issued after July 26, 1985 when the practice was

prohibited.

Supervisign Qf the B'nkinr Systeg

3.4 It is difficult to understand the role that the Central Bank played in

the failing of the banking systea. The organization of the syste. gave the

Central Bank a decisive say in the worldng of the state banks. It's governor,

who enjoyed .inisterial rank in the cabinet, was the chai~ of the Executiv.

Co_ittee of each bank. An Inspection Depare.ent in the Central Bank was

responsible for the supervision of the banking syst•• and its inspectors were

supposed to ..ke and indeed did ..ke on-site inspections. Nothing ~h,

however, ..... to have c~ out of th.s. inspections .xcept.in so.. cases the

conviction of bank officials or staff who were no long.r in political favor.

On the whole it seems that the C.ntral Bank turn.d a blind eye on highly

qu.stionabl. practic.s either on s.lf interest grounds or in ord.r not to

upset the delicate balanc. of political pow.r within the syste.. The Central

Bank apparently chose to ignore the blatant and growing discrepancy in the

..ount of its clai.. on stat. banks according to its books and the banks'

books. Also its decision in 1981 to end all clearing house op.rations suggest
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that conflicting interbank claims were already getting out of hand by that

time. The Central Bank for reasons ranging from an underestimate of the

crisis to the fear of losing face or worse was unable to tackle the problem

and resorted to various expediencies to help the banking system survive.

Efforts to increase the resources of the banks and prevent loss of cash

inclUded the mandatory payment by checks of all salaries in excess of GS 3,000

a month and GS 20,000 ceiling on monthly cash withdrawals from a bank account.

Exchanges of currency notes seem also to have been a favorite device to reduce

the share of currency in the money supply (and also to detect hoarding and

other anti-socialist behavior). In the last currency exchange under the old

regime in April 1981, exchange for new notes was limited to a maximum of GS

20,000 with any amount in excess deposited with the banking system. A few

months later in August 1981 and June 1982 respectively, the GS 500 and 100

notes were withdrawn from circulation and their amount credited to bank

accounts. 2 The exchange operations seem to have been costly, as the amount of

new notes put in circulation exceeded significantly the amount of notes

presented for exchange especially in April 1981 when the exchange operation

was entrusted to the party organization.' The importance of the leakage might

have eased somewhat the hardship of depositing part of the notes with the

banking system and possibly increased the amounts credited to bank accounts.

As mentioned earlier, the authorities also helped the banking system, through

infusion of cash, reduce the indebtedness of the public enterprises (Annex

III). Even if the taxes paid by the public sector enterprises are taken into

consideration, the net transfers of the government to those enterprises

2 About one year later a shortage of currency notes forced the authorities
to reissue those notes.
3 The January 1986 currency exchange was no exception. Issuance of new
notes totalled GF 24.3 billion while the amount of old notes presented for
exchange did not exceed GF 21.3 billion. The overall loss was subsequently
reduced from GF 3 billion to GF 2.2 billion as notes which had been diverted
by local authorities for GF 800 million were reimbursed by the government.



17

amounted to GS 2.8 billion in 1982. Ther. s.... to have been, hovever, a

groving feeling in government circles that all those "asures were more a

palliative than a cure and that the tiaid r.orientation of the economy tovard

a more IlArket oriented systea as well as the closing of a m..ber of

inefficient public enterprises were not sufficient. In the last year of his

life President Sekou Toure had requested and obtained froa France the

secondaent of a senior financial advisor and n.gociations were underway vith

IKF about technical assistance in the banking field.

4. Claai"1 and Liqyidatign Of th. Sp'Sf.l11.d Bank,

4.1 The nev regiae inherited a disastrous situation. If anything, the change

over to a nev government tended to ..u ..tt.rs worse in the banking syste•.

W The possibiliti.s for the banks to engage in op.rations previously prohibited

because of their specialization, the liberalization of internal and external

trade, the return of a numb.r of refug.es increased the opporcunities for

profitable aanipulations and frauds while the subsiding fear of harsh

repression IlAde aany operators bolder. Th. fictitious assets in the accounts

of the specialized banks increased significantly in 1984 and in 1985. The use

of certified checks to inflate deposit balances spread out of control. The

prohibition of the practice in July 1985 vas to no avail and certified checks

issued after July 1985 represented close to one third of the private sector

deposit on Deceaber 22, 1985.

4.2 Although the rehabilitation of the banking system vas high on the agenda

of refora of the nev government, things aoved slovly at first: A draft

banking legislation discussed first vith IKF in October 1984, vas enacted in

Karch 1985. Mong other things it opened the possibility for non Guineans to

..., manage a bank, subject to prior approval by the authorities, but included no
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provision regarding bank supervision and prudential ratios. A new Central

Bank legislation was enacted in September 1985, which transferred to the

Central Bank the privilege of currency issue. The first technical assistance

experts, including a general AdVisor who was shortly afterwards appointed

Deputy governor of the Central Bank, reported for duty in the Spring of 1985.

A technical assistance mission of the IKF visited Conakry in March 1985, to

report on the situation of the banking system and offer suggestions for its

rehabilitation. A consulting firm, financed by the World Bank, was hired to

assist the government in rescruccuring the banking system. and several

consultants visited Conakry to that effect in October and November 1985.

Early in 1985, the governmenc had engaged negotiations with several French

banks to establish new banks in Guinea under foreign management. The first

bank (Banque Internationale pour l'Afrique eu Guinee • BIAG) started

operations in August 1985, with a 51 percent participation of the government ~

in the capital. The second bank (Societe generale de Banque eu Guinee - SGBG)

opened its doors in December 1985 as a privacely owned inscitucion. wich 55

percent of the capital subscribed by private Guinean investors. The third

bank (Banque Internacionale pour l'Industrie et le commerce eu Guinee -

BICI-GUI) started operations in January 1986 with an initial 51 percent

participation of the government.

4.3 The consensus which emerged at an early stage of the discussions with the

new Guinean authorities was that most of the stace banks should be closed and

liquidated as they were beyond salvation. The government, as well as some of

its advisers at the Central Bank, however, pleaded in favor of the

rehabilitation of the CNCIH, as they felt chat it was essential to maintain at

least one commercial bank in the country, especially one with branches outside

Conakry, to meet the needs of the Treasury. This position did not take into

account the fact that CNCIH was even in a worse shape than the other state
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banks' (The interbranch account of CNCIH alone represented about one-third of

the fictitious assets of the whole banking system). The operations of CNCIH

on behalf of the Treasury outside Conakry involved mainly the pa,.ent of the

salaries of the public sector employees, and it was possible to transfer those

functions to the provincial authorities as long as the Kiriistry of Finances

and the Central Bank, with the half of the money, _re able to ship the needed

cash to the provinces. The authorities, however, gave up any hope to save

CNCIH when the prospective foreign banks, which were prepared to set up

affiliates in Guinea, refused adamantly to take over any of the existing

banks, even if their assets and liabilities were clearly segregated and

guaranteed by the government. The state banks had nothing to offer, even in

teras of physical facilities, but the negative attitudes of the new banks

reflected essentially their desire to follow their own personal policy and

staff selection and to start operations without the burden of the plethor.ic

and underqual1fied staff of the existing institutions. Other ar~nts

against the closing of all banks, such as the interest of the depositors and

the needs of the business_n, were easily disaissed as most of deposit

balances were frozen anyway and business_n could, since August 1985, rely on

a newly established foreign bank (and since Decellber 1985 on a second one).

4.4 On Decellber 22, 1985 the President of the aepublic announced the

immediate closing of all the state banks and their liquidation under the

supervision of the Central Bank. The Islamic Bank (BIG) which was almost in

as difficult a situation as the state banks, was left to its own devices, as

it was privately owned and in any case, of marginal iaportance. The Central

4 The IKF technical assistance report in Karch 1985 states, "In our view the
present state of the existing public banking institutions is such that
attempts to work within the existing system will not be successful: Ve bave
considered at some length the possibility of attempting to rehabilitate CN, as
had been suggested in Vashington, but have concluded that this option is not
feasible. CN, in fact, has experienced all of the problems of the other banks
but to a much greater extent."
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Bank was reorganized and started its operations in 19B6 on the basis of a

start up balance sheet including only items the existence of which had been

verified and confirmed.

u

4.5 The liquidation of the specialized banks was entrusted to a Liquidation

Committee consisting of three members representing, respectively, the Central

Bank, the Planning Ministry, and the Ministry for Economy and Finance under

the general supervision of the Central Bank. The first task of the committee

was, with the assistance of a foreign consulting firm, to identify the net

claims of the banking system on public and private borrowers and the "true"

deposits of the public with the banking system, to "clean up" the interbank

accounts including those involving BCRG and the interbranch accounts of CNCIH,

and finally to make an estimate of the fixed assets of the banks. This was

not an easy task. Many documents were missing while some documents, ~

particularly those which appeared at a later date, were of dubious validity.

Decisions on the validity of claims were unavoidably subjective and arbitrary

in many instances. Principles and guidelines established beforehand were not

always strictly adhered to. A special Liquidation Unit was set up in the

Central Bank under the direct authority of the General Controller of the Bank

to implement the decisions of the committee and keep the accounts of the

liquidation operations. With the passage of time the Governor of the Central

Bank and the Liquidation Unit took over gradually the responsibilities of the

Committee which met for the last time in 1987. The staff of the closed banks

were placed in "situation de disponibilite" which meant that they were

available for transfer to other parts of the civil service or for hiring by

the private sector. In the meantime, they continued to be paid by the

government and became part of the more general problem of redundancies in the

public sector. Some of them were rehired by the new banks.
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4.6 The initial and most important task of the liquidation Co.-ittee was to

.verify depositors' claims on the banks. The operation involved, 1) the

adjustment of the deposit balances after cancellations of all "certified"

checles drawn after July 26 1985 and credited to the account of a depositor,

and 2) the verification of depositors' claims which had not been entered or

had been entered inaccurately in the books of the banks. The first operation,

the reduction of balances (the so called "refaction") was co.-pleted within a

few months in 1986, but complaints are still heard, in a number of cases, the

cancelled checks were debited to the wrong accounts). The verification of the

claims held by depositors is still going on and regularly increases the amount

of deposits to be reimbursed. The failure of the authorities to set up a

deadline for the registration of claims on banks by alleged depositors, and

also for their disposition, was a major flaw. It cost the gove~nt and is

still costing it hundreds of million of Guinean francs. The second flaw in

the adjustment and verification modalities was to exclude the public sector

enterpr.ises from the operation of "refaction", on the grounds that all public

enterprise.' claims on banks were to be cancelled outright with the government

allocating funds on a selective and direct basis to the enterprises which were

continuing their operations. In fact, there vere so many exceptions to that

general rule that, in 1986, reimbursement of public sector deposits exceeded

reimbursement to the private sector. For the entire period through September

1987, repayments to the public sector represented 41.7 percent of their

claims, recorded as of December 22, 1985. Repayment to the private sector

represented the same percentage (41.8 percent) of the claims on that sector at

the same date (before "refaction").

4.7 At the time of their closing, the cumulative losses of the state banks

were roughly equivalent to the total of the depositors and BCRG's claims on

those banks. There was hardly anything of value on the assets side, except
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for ehe balances in correspondanes accounes. Banks did noe have any fixed

assees (land and bUildings belonged Co ehe seaee). The sale of eheir

equipmene'and supplies yielded less chan GF 6 million (equivalene Co less chan

$20,000 ae ehe 1986 exchange race) and ehe race of recovery on their loan

porefolio was seill below 3 percent almost ehree years afeer the closing of

ehe banks. At "the end of July 1988, after reimbursmene co correspondanes,

sales of assets amouneed to aboue GF 1.8 billion including

cash in vaule 0.1

correspondenes (nee) 1.4

loans repaymenes U-l

Toeal 1.8

Annex IV shows ehe evolueion of ehe eoeal claims (excluding correspondants)

between December 1985 and Sepeember 1987 as expressed in Guinean francs and an

estimaee of eheir value in US dollars. The progression of the eoeal amoune of

ehe claims (in GF) is ehe result of ehe adjustmene of ehe claims expressed in

foreign exchange co reflece the depreciaeion of the Guinean franc, and the

accepeance of claims which were noe included in ehe consolidaeed balance sheee

on December 22, 1985. Those claims (including reimbursemenes) represeneed

aboue 7 percene of the eseimaeed 1987 GOP ae markee prices.

4.8 Deposie bal~nces as verified by ehe Liquidaeion Commiteee were supposed

co be reimbursed as follows:

(a) balances in individual accounes not exceeding GF 500,000 were

reimbursed in full.

(bY balances in individual accounes exceeding,GF 500,000 could be used

to pay for the purchase of agricultural inpues and equipmene

(when available) from public seccor enterprises or to pay

u
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CU8tOllS duties.

(c) the net claims of the public sector enterprises vere cancelled as

it had been decided that the govermaent would allocate to those

enterprises still in operation such _unts of funds as needed

for their activities.

In practice, however, the option given the account holders to pay for

agricultural inputs and equipment was discontinued in 1987. because of the

widespread use of fictitioU8 invoices. The rule providing for the

cancellation of all public sector enterprises received only limited

applications. Balances in excess of GF 500,000 were also ret.bursed in

special cases to relieve "depositors' hardships." It is also difficult to

understand why significant _unts representing balances of less than GF

500,000 vere still repaid in 1987 and 1988. since those claims should have

been settled by priority in 1986.

4.9 Total rei-oursaents amounted to GF 12.0 billion by the end of 1987 and.

according to the liquidation unit, re..ining claims to be ret.bursed totalled

GF 9.9 billion on that s_ date. R.epayments in the first seven _nths of

1988 amounted to GF 1.5 billion (Annex V) but claiJu outstanding at the end of

1987 had not been reduced by the s_ amount as there had been further

adjustlllents of claims denominated in foreign exchanges on account of the

depreciation of the local currency since January 1", 1988 and new clat-s had

been verified and registered since then. Balances between CF 500.000 and

1.000,000 are now being rei8bursed. Earlier this year the Central Sank and

the Ministry of Finance agreed to settle all the remaining valid clat-s

through the issuance of interest bearing Treasury bonds. Discussions on the

modalities of such an operation seem to have died down and it is clear that

the proposal did not elicit much enthusiasm in either agency. The Ministry of
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Finance did noc see much poinc in paying an inceresc on che bonds which would

be issued inscead or reimbursing gradually che claims chrough an increase in

che non-interesc bearing Cencral Bank advances to the governmenC. The Central

Bank's argument thac the reimbursment of the bonds would add to inflationisc

pressure is valid only Co che excent chat che pace of the bond repaymenc would

exceed che expected disbursement of funds according Co the presenc modalicies

of sectlemenc of che claims.

4.10 The sectlement of che deposic claims on the stace banks was financed

inicially by a GF 4.5 billion government allocation which resulted in an

equivalent increase in che Central Bank advances co the governmenc. The

realizacion of che scate banks asseCs provided 1.8 billion afcer necting the

reciprocal claims between the banks and their correspondants. Claims

repayments in excess of the initial allocation from the government and che

procbeds of assecs realization have been financed by direct advance from the

Central Bank (Annex V).

4.11 The liquidation of che stace banks has been, so far. a coscly operation.

which was financed essencially by money creation and increased inflationary

pressure. Reimbursmencs to the privace seccor and the public sector

enterprises, at the end of July 1988, were roughly equivalent to 15 percent of

the money supply on that date. The total cost of the liquidation of che staCe

banks will exceed 40 billions of Guinean francs, which will be charged co che

government (Table 4).
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TABU 4

Cost of the Uquidation of the State Banks

(in Billions of Guinean Francs)

BeRG Clailla

Net aeillburslUnts before July 1988

ae.-ining ClaiJu to be aeillbursed (est.)

Total

20.6

10.6

llWl

41.2

To this coat, it ahould be necessary to add various aiacellaneoua expenses,

including the amounts paid to the consulting firms which assisted the

authorities in verifying claiJu and sorting out the accounting mess (between

three and four millions of US dollars), the cost of the liquidation which was

not charged to the banks being liquidated and was born by the Central Bank and

the cost of the salaries of the banks' staff for an interim period. If

everything is taken into account, the total coat of the liquidation .-y _11

reach 45 billions of Guinean francs or close to 100 aillion of US dollars at

the present exchange rate.

5. The Ney Cuinean RAnkinl Sylt'.

5.1 The establishment of new banks in Guinea was part of a vast econ_ic and

monetary reform progr8111 which included a currency change over from the sy11 to

the Guinean franc, a l2-fold evaluation of the local currency, the

liberalization of imports and agricultural exports, the gradual abolition of

price control and the establishment of a foreign exchange auction market. A

new co_rcial bank (BIAG) starl:ed operations in August 1985 before the

closing of the specialized banks. Two other co_ercial banks (SGBG and

SICIGUI) followed in December 1985 and January 1986, respectively. The only
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privately owned banks in existence in Guinea prior to 1985 (3IG) continued

operations but required significant infusion of new capital funds to offset

accumulated but yet unrecognized losses. At the end of 1986 the total assets

and liabilities of BIG represented 17 percent of the total assets and

liabilities but since then has declined to 9 percent in June 1988. Moreover,

3IG balance sheet was inflated by the importance of its non-performing

investments which amounted to over two thirds of its total portfolio. The

bank however insisted that it was still expecting to recover up to 75 percent

of those non-performing investments. For the first time at the end of 1987.

BIG allocated a substantial portion of its profits to provisions against bad

loans.

The New Bankinc Qystem B$ a Joint Venture Between the Ggyernment and ForeiiD

BADk3~

5.2 The three new commercial banks were established with foreign

participation in their capital and under foreign management. The Guinean

Government took an initial 51 percent participation in the capital of BIAG and

BIClGUI. The balance of the capital is held by the Banque Internationale pour

l'Afrique de l'Ouest (BIAO) and by the Societe Internationale pour le

Financement et le Developpement en Afrique (SIFDA) for BIAG and by the Banque

Nationale de Paris (BNP) , three international or national financial assistance

agencies (including IFC) , the European Investment 8ank and the Societe

Financiere pour les Pays d'Outremer for BICIGUI. The government participation

in BIClGUI has been reduced to 39.5 percent as a result of a capital increase

but the government retains the option to regain its previous majority control

through subscription to a special capital increase.' The shares of the third

bank (SGBG) are divided between the Societe Generale of France (45 percent)

u
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and private Guinean investors (55 percent). The three banks are IIalIaged by a

French bank (BIAO, BNP and SG, respectively). Expatriates represent about

seven percent of their total staff (Table 5).

TABLE 5

Staff of the Guinean Banks (January 1988)

Tota ) St·ff hnat;r1.tl'

BrAG 84 7

BICIGUI 268 18

SGBG 130 8

BIG 50 5

Total 532 38

(Source: Commercial banks)

The banks are adequately capitalized. Capital funds of the c~rcial banks

amounted to GF 8.6 billion at the end of June 1988 and vere equivalent to

about 9 percent of the total assets and liabilities of the banking syste.

(Table 6).

TARlE 6

Ratio of Capital Funds in the Banking Syste. (end of period)

Capital Fund$ .$ a Percentile

Total Assets

Deposits

Credits

D,S '86

13.3

21.4

43.0

Dec '87

11.1

19.3

27.9

Jun. '88

9.6

15.6

22.6

(Source: Coaaercial banks)
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5.3 The Guinean authorities had no other choice but to turn to foreign banks

to revive the banking system. The old state banks were in such a state of

disrepute that the public would not have trusted any local institution which

could be associated. however remotely. with those banks. Qualified managers

were not available locally while foreign banks (French banks in this case)

were thought to have sufficient human resources and experience in the area to

be able to assemble rapidly a management team for a Guinean subsidiary.

Foreign banks also could provide capital which was hardly available locally at

the time although SGBG was able to attract private investors (most of whom had

just returned from abroad). The government participation in the capital of

two of the new banks reflected the perceived scarcity of local capital as much

as it represented a concession to the nostalgic partisans of state ownership

of "sensitive" enterprises. The government so far seems to have made no

attempt to use its participation to influence banks' business decisions but

BIAG and BICIGUI have been claiming lately that they should have a monopoly in

managing the funds of the public sector enterprises because of the

government's participation in their capital. It might probably have been

better to provide from the start for a rapid disengagement of the state and a

sale of its bank shares to local interests at the first opportunity.

5.4 In view of the conditions prevailing in Guinea, foreign banks were

somewhat reluctant to answer the invitation of the authorities to set up

business in Guinea. Various incentives were included in the specific

agreement which each bank concluded with the government prior to its

installation. A similar agreement had been concluded prior to 1984 between

the government and BIG. New banks were granted extensive tax holidays for

periods of 3 to 15 years, applicable to the institiution, its shareholders and

expatriate staff, and the right to hold their capital in foreign exchange

abroad. Some provisions were specific to one institution. A bank was given
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the option to keep its account in foreign exchange. Another was guaranteed by

the governaaent 20 percent of all foreign trade operations and given the right

to deduct from its taxable profits after the end of the period of tax holidays

the amount of the depreciation allowances ..de during that period. In one

case a bank was exempted in advance of any penaley it could incur for

non-compliance with reserve requir_ents. Annex V giv.s a s_ry of the ..in

provisions included in the agr....nt. While so.. of the provisions _y have

implicitly been permitt.d to laps., the advantages .xtract.d by th. banks are

now a sourc. of resenc.ent for the authoriti.s and gradually for the public

opinion. Critics of course t.nd to be forg.tful of the difficult conditions

under which the new banks started operations in 1985. At the same time so..

of the provisions of the agree..nt border on the p.tey and are not worth the

ill will they have generated. A provision such as the holding of capital in

foreign exchange abroad might have been justified at 50_ scage because of th•

..ssive overvaluation of the local curr.ncy but is less defensible onc. the

fixed investments financed with a portion of th. capital have been compl.t.d

.and the value of the currency has IIOre or less stabiliz.d. In any case the

authorities should have insist.d that the capital be deposited in a for.ign

exchange account with the Central Bank.

Favorable Business ConditiQns for Banks in GuInea

5.5 Despite the widespread mistrust in the banking system, the appalling

physical facilities, the absence of communications with th. external world and

the poor qualifications and IIOtivation of the local staff, business conditions

for the new banks in Guinea were good from the start on so.. iaportant

. grounds. First, the banks _re free of any governaaent int.rference in their

operations. There was no attempt by the authorities to direct credit towards

"privileged" borrowers or the government. The banks r.cruitment policies were
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free of any governmenc incervencion and in praccice chere was no limit on the

hiring of expacriates (there was only a 15 percenc ceiling in the government

agreemencs wich BIClGUl and SGBG). Banks were allowed co imporc free of

custom duties equipmenc and supplies needed for cheir operacions and che

housing of cheir staff. Credic concrol and supervision by the Central Bank

were minimal, Banks were noc subjecc co reserve requiremenCs or to prudential

ratios. Interest races charged on loans or paid on deposits were not

regulated uncil September 86 and January 87 respeccively - Maximum lending

race were increased significancly in January 1987 and Februa~J 1988 (alchough

chey remained negacive in real cerms) buc enforcemenc of chose rates did not

seem to rank high in the priority lisc of che Ceneral Bank. Inceresc rates

remain free on demand deposics and time deposics wich a maturity of less than

6 months. The spread beeween minimum deposit races and maximum lending races

was comforCable (from 8 percencage poincs for cime deposits wich 6 co 12 month

maturicy to 13 percentage points for savings deposits) and the modalities of

computacion of ineeresc rates on time and savings deposits cended to reduce

che effeccive race paid on chose deposits. Commissions were free until

February 1988. Banks were allowed to open accounts in foreign exchange for

non-residencs and residents alike. subjecc for the residencs to some

condicions which were inicially very liberal in nature. Banks were also

permitted to invest their liquidicies abroad wich cheir correspondancs even

for the porcion of chose 1iquidicies which exceeded their foreign exchange

risk exposure, which means they were permicted co speculate against the

Guinean franc at a cime when the depreciation of the local currency was a sure

bet.

5.6 The main advantages the new banks enjoyed, however, was related to the

negligible cost of their deposits. For all practical purposes currency

holdings and bank deposits were (and still are) the only financial assets in
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Guinea. Th. gov.rnm.nt bas issued no s.curities and sbar.holding in a f.v

private or ..ix.d s.ctor cOlapanies including the banks th_.lves 1s ..iniaa1.

For a vbile after the closing of the state banks in 1985 financial assets

consisted almost exclusively of curr.ncy. At the .nd of January 1986 deposits

in Guinean francs with the co_rical banks ....unt.d to GF 1.6 billion and

represent.d only six p.rcent of the total _ney supply. The liberalization of

internal and external trade, the opening of a foreign exchange auction ...rket

and in general the return of so..e noraalcy in business transactions required

the build up of deposit balanc.s. The growth of deposita since 1986 indeed

has been !lapr.ssive and exceeded .xpectation. Deposits account nov for over

2S percent of the total mon.y supply but coaparison with other countri.s in

the ar.a sugg.st that there is still ample roo.. for furth.r !laproveaents in

the ratio of depositor'S money supply. Banks f.lt that the deposit _rut was

• to a large extent a captiv....rut and th.re vas no need for a remuneration of

those deposits. Their rapidly expanding deposit base also enabled banks to

neglect their relative share of the ...rut and w.aken.d their competitive

spirit. As a r.sult the averag. r.auneration of d.posit ranged fro.. 0.3 to

1.0 percent in 1987 depending on the bank. Initially deposita _r. aainly in

foreign exchange and it is only sinc. F.bruary 1987 that deposit balances in

Guinean francs have exceeded deposit balanc. in for.ign exchange. Annex VII

provides so.. indication as to the .volution of the deposit and credits of the

banking syste.. since the .nd of 1986.'

5 Figures for foreign exchange deposits and public sector tt.. deposits are
inflated as a result of a us $ 12.5 ..illion governaent deposit vith BlAG as a
garantee of a transaction concerning the ..ining sector. In effect. the
deposit is vith BIAG Paris and should not appear in the books of BIAG.
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Prgfitability gf the Rankinl System

5.7 The profie and loss seatemenes of the commercial banks for 1987 (Annex

VII) illustrates the profitability of the banking syseem as a consequence of

the good business conditions described above. Total operating income for the

entire system represented over 18 percent of the average banking assets (16.5'

percent of average tocal assets). Net operating income amounted to over 7

percene of average banking assets (6.7 percent of average total assets) and

close to SO percent of the capital funds (Annex IX). The large spread between

the average cost of deposit (0.6 percent) and the average interest rate

charged on loans (19.4 percent) and the size of the various commissions

charged by the banks (7.5 percent of average total assets) explains those

favorable results despite considerable overheads linked to the initial

starting cost of business and the cost of expatriate staff. Overheads

represented 8.6 percent of average total assees in 1987. Furthermore the net

profits of the banking system before depreciation and provisions may have been

somewhat understated, for inseance because of the automatic reevaluation of

the capital (pareially offset in some cases by a parallel revaluation of fixed

assets), the undervaluation of some assets (participation in a specific case)

and the overvaluation of services rendered by the head office.

5.8 Profits margins of the banking system might appear excessive on many

accounts but were necessary to enable the banks to finance their initial cost

and (for BICIGUI and to a lesser extent SGBG) the development of their branch

network. Depreciation allowances amounted to over GF 650 million and

represented close to 15 percent of the fixed assets and participations of the

banking system at years end. There were also necessary to pay for the high
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personnel expenses of the banks which were equivalent in 1987 to 3.7 percent

of the average total assets ranging from 2.1 percent for BIG to 4.5 percent

for BIClGUI (Table 7).

TABLE 7

Cost of Staff in the Banking Syst_ in 1987

m IlA!i IICIGUI

As a Percentage of

Average Deposits 7.6 3.8 7.2 7.6 6.3

Average Credits 4.2 14.6 12.4 9.2 10.2

Average Total Assets 2.1 3.0 4.5 4.0 3.7

Total Overheads 45.0 31.1 46.7 48.0 43.0

W Per Staff K88ber

(GF million) 2.9 4.3 3.4 4.5 3.8

Source: C08B8rcial Banks

The aver~ge cost per staff member is based on the total number of staff

_mbers in January 1988 and is understated .. the average nu8ber of staff

during 1987 was less that the number at the end of the year for all banks with

the exception of BIG. Expatriate staff account for about 7 percent of the

total number of staff and for over 50 percent of the total cost of the staff.

Finally comfortable profit margins were elsa indispensable' at least during an

initial period to enable its banks to build up adequate provisions against

doubtful loans. Provisions for the 1987 financial year amounted to GF 2.9

billion and ,represented over 10 percent of the total credit outstanding at the

end of the year and 13.7 percent of the average credit during the year (Table

8).
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TABLE 8

1987 Provisions Against Bad Loans

B1crGU1

As a Percentage of

Credit at Year End 2.7 7.7 18.7 5.6 10.0

Average Credit 3.6 10.9 23.3 8.4 13.7

Average Assets 1.8 2.3 6.9 3.6 5.0

Source: Comaercia1 Banks

5.9 The poor quality of the banks' portfolio, as suggested by the importance

of the provisions, may be linked to the recent establishment of the banks.

their insufficient knowledge of credit conditions in Guinea, the absence of

previous credit records of their borrowers and in some instances to inadequate

portfolio managements. It may also be related to difficulties in securing

loans with proper collateral and to foreclosure procedures. The problem is

compounded by the absence of warehouse facilities and inadequate insurance

protection. Not withstanding those explanations, the poor performance of the

banking system with regard to the quality of its loan portfolio is a cause for

worry, especially since the banks have been operating with a larger expatriate

staff than in many countries in the area and have been immune from any

government pressure in their loan policy. BIAG and BIClGUI reject vehemently

any suggestion that their provision policy might have been influenced by a

desire to hide excessive profits and in the case of BICIGUI to show clearly

the cost associated to the setring up of their branch network. The case of

SGBG is different as pressure by local shareholders might have resulted in

lower provisions than called for by the portfolio situation. The provisions

as proposed by SGBG in an initial version of its profit and loss statement for
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1987 (as cereified by che eudieors) were halved in a second version possibly

eo increase nee profie significanely and justify che paymene of a collforeable

dividend. All banks nov insise that che qualiey of chair porefolio is a

serious problem and thae chey have 1:aken seeps eo correce che sieuaeions

through a review of cheir loan procedure and a eightening of ineernal

conerols. They also se.. anxious eo pursue chis buildup of cheir provisions

to clean up chelr porefolio. The preliminary profie and loss stae_nes for

SGBG for the firse six montha of 1988 shows provlslons for tha s_seer almose

equivalene eo ehe provisions for the eneire previous year (Annex X) and

BIClGUl has announced a similar policy. The probl.. is probably le•••evere

for BIAG. The Ceneral Bank could also help In defining prudenelal rule. for

banks and providlng guideline. for the accounelng ereaemene of non-perforaing

loans .

• The DIgIT' of tbe Rankinl Syst.m

S .10 The deeerainaeion of the banks to clean up thelr porefolio as soon as

posslble comes ae the righe time as their profle po.ieion ..y gradually

"I' deterloraee In the fueure. The honeymoon period wlch the authorlde. is

iIi clearly over and banks ..y soon have eo glve up s_ of tha advantage. ehelr
:';:

i;, agree.ene wlch che auchorieies provlded the. wich. The regulaelon holiday

,,1,1 also is over. Banks have already been cOllpelled, since February 1988, eo

,;1;' reduce. ehelr co_isslons. For the flne s_ster of che year. BIClGUl and

,:Ii SGBG reported sharply lower co_isslons relaeive eo thelr asseee on an annual

'Ii basis (Annex X). Prudendal raeios as well as reserve requlre..nee ..y be

established In a noe eoo dlseant future while che auchorleles ..y be expected

to urge the banks to promote more actively savings and lIIprove relNlleratlon of
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certain types of deposits (i.e. savings deposits). Already the cost of

deposits has doubled in the first half of the year and is likely to double

again in the second semester to 4 percent.

5.11 The increased competition among banks as a result of the slowing down of

the growth rate of deposit and the establishment of a new bank at the end of

this year is bound to put additional pressure on bank margins. A more

thorough screening of borrowers and the search for safer credit opportunities

are bound to stimulate competition to attract the best rated clients. The

spread berween the average cost of deposits and the average charge on credit

might come down by at least two percentage points in 1989 from 18.5 to 16.

This combined with lower commissions might reduce the gross operating income

of the banking systems from 16.5 percent of total assets in 1987 to 15.0

percent in 1988 and 14.0 percent in 1989. At the same time additional

interest paid to depositors may add one percentage point (in relation to total

assets) to the cost of funds in 1988 and another percentage point in 1989.

Should the overheads remain at the same level relatively the net operating

income would he cut hy two thirds in 1989 and would represent only 2 percent

of the total assets. This would be insufficient to provide for reasonable

depreciation allowances and provisions and leave adequate net profits.

Accordingly, the future health of the hanking system seems to hinge on the·

ability of the hanks to reduce their overheads. Medium term prospects in that

respect are mixed. Initial costs associated with the establishment of new

banks should decrease somewhat and the gradual replacement of some expatriates

by local staff should generate savings which might be offset, however. by

improvements in the remuneration of the local staff (their remuneration went

. up hy 80 percent earlier this year). In the final analysis. it seems that the

future profitability of the banking system will depend on the capacity of the

banks to keep the growth rate of their overheads below the rate of expansion

v
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of their deposits (or assets) basis. PreU.minery results for the first

semester of 1988 (for BIClGUI and SGBG) suggest that that objective is not out

of reach (Annex VIX) provided the authorities adopt a cautioua approach to the

granting of new banking licences in order to give the existing banks time to

digest the impact of the forthcoming estabU.shment of an additionel

competitor.



Amlex I
GUINEA· Cbrono1PlY Of Events TnCftrest1nl to the GuiDe.n B.nJet". Spstem

froll 1960 to 1986

September 28 1958.

October 2 1958~

Referendula on the French Cm.unJ.ty - GuiDaa votes No.
Proclamation of the Republic of Guinea.

FebDla'CY 27 1960. Establishment of the BalIk of the Republic of GuiDaa with
the combined powers of a central bank, a co_rcial bank, and an exchange

control office.
Harch 1 1960. Issuance of a new currency, the Guinean franc to replace the
CFA franc.
Au&U"t 11 1960, Nationalization of all c_rcial banks.
Harch 1961. The Bank of the Republic of Guinea is divided into four
institutions: (i) a central bank, the Banque Centrale de la Republique de
Guinee (BCRG) , (ii) an agricultural bank, the Banque Nationale de

Developpellent Agricole (BNDA), (iii) a bank for foreisn trade, the Banque
Guineenne du Co_rce Exterieur (BGCE) , and (iv) e bank to finance indusery,
dollestic trade and housing, the Credit National pour le eo-rce, L'InAlustrie
et l'Habitat (CNCIH).
Harch 1963. Exchange of currency.

October 1972. Exchange of currency: the Syli replaces the Guinean .franc on a
1 to 10 basis.

FebDla'CY 1975. Trade becomes a government monopoly and all private trading
(including Village markets) is prohibited.

.JUDe 1977. Responsibility for non-co_rciel foreisn transaceions is
transferred froll BGCE to a new institution, the Banque Nationale des Services
Exterieurs (BNSE).
Febrwn:y 1979. Kerger of the Post Office Sevings BalIk end the Post Office

Checking Systell into a new institution, the Banque Nationale de Depots et
d' Eparsne (BNDE).

faD!!aq 1981. Transfer of responsibility for the issuance of currency frOll
BCRG to a new institution, the Institut National d'Emission, under the direct
authority of the Head of State.
Apr! 1 1981. Exchange of Currency.

October 1981. Abolition of the Five Sector Holding Co~anies which controlled
all the public sector enterprises,
AlIr;lIst 1983. EstablisluHnt of a privately owned bank, operating in accordance
with the principles of the Islamic Law, the Banque Islamique de Guinee (BIG) .

.faw"q 1984. Establishment of a bank to finance the activities of the

private sector, the Banque Commerciale de Guinee (BCG) ,
April 3 1984. Change of government and regime.



MarCb 6 1985. New banking law .
.July 26 1985. Use of certified checks to credit bank accounts is prohibited.
September 28 1985. New central banking law. BCRG recovers responsibility
for the issuance of currency. pe facto liqUidation of INE.
Octgber 7 1985. Establishment of a secondary foreign exchange market
exclusively for sales to the banking system of the foreign exchange proceeds
from the following transactions: capital inflows, non-mining exports. grants,
tourism. Rate FF 1 - GS 36 (equivalent at the time to US $1 - GS 290).
December 22 1985. Closing and liquidation of the six state-owned specialized
banks. The Islamic Bank (BIG) continues operations.
Japuary 1986. Exchange of currency at par: The Guinean franc replaces the
Guinean Syl1.
AulPIst 1985 - January 1986. Establishment of three nev commercial banks, the
Banque Internationale pour 1'Afrique en Guinee (BIAG in August 1985. the
Societe Generale de Banque en Guinee (SGBG in December 1985, and the Banque
Internationale pour 1'Industrie en Guinee (BIClGU!) in January 1986, with the
participation of foreign shareholders and under foreign management.
January 28 1986. Determination of the foreign eXChange rate on the secondary
market on the basis of weekly auction. Rate at first auction US $1 - GF 355.
June 1 1986. Merger of the official foreign exchange rate and the auction
rate. Only one foreign exchange rate remains as determined through weekly
auctions.



V Annex II

GUINEA: Consolidated Balance Sheet of the Specialized Banks

(in billions of Guinean francs)

Assets 31-12-82 31-12-84 30-09-85 22-12-85 22-12-85 22-12-85
(A) (B) (C)

Cash 0.1 0.1 0.1 0.1 0.1 0.1
Correspondents 0.9 na 0.5 0.2 0.2 2.5
Public Sector
C1a1lls 10.5 7.5 8.8 8.9 8.9 9.3
Private Sector
C1a1lls 0.4 0.4 1.8 1.5 1.5 1.5
Other Assets 1.4 0.0 0.1 0.1 0.1 0.1
Fictitious
Assets 7.6 18.1 16.2 39.4 34.9 42.4
C1a1lls on
Specialized
Banks (net) (na) (4.7) (6.9) (-) (-) na

Interbranch

W
Accounts (na) (13.4) (3.3) (na) (aa) na

ACRG (15.0) (15.0) (15.0)

Assets -
Liabilities 20.9 26.1 27.5 50.2 45.7 56.0

LJ,bflSt'"

Correspondents 1.5 na 1.1 0.9 0.9 3.5
Public Sector
Deposits 7.1 7.1 9.8 11.5 11.5
Private Sector 31.9
Deposits 4.0 6.0 8.3 14.8 10.3
BCRG 8.0 4.4 5.4 20.6 20.6 20.6
Other
Liabilities 0.3 8.6 2.9 2.4 2.4

Sources: IHF SK 83-167 (Balance Sheet 31-12-82) and Technical Assistance
Report of Karch 11, 1986 (Balance Sheet 31-12-84); Deve10paent Finanee
Consultants' Report of Dee. 26, 1985 (Balance Sheet 30-09-85); Liquidation
Unit at BCRG on basis of Development Finance Consultants' Reports (Balance
Sheet 22-12-85, A, B, and C)



Explanatory Note on Annex IT

1. In the December 31, 1982, December 31, 1984 and September 30, 1985 balance
sheets the position of the Specialized Banks vis a vis BCRG is net and appears
only on the liabilities side. It differs significantly (by about GF 12
billion at the end of 1984) from the net position as reflected in the BCRG's
books .

2. In the three versions of the December 22, 1985 the figure for the
liabilities of the specialized banks to the Central Bank is derived from the
latter's books. The amount of GF 20.6 billions which represent the net claims
of the Central Bank on the Specialized Banks according to BCRG exceeds by GF
15 billion the net liabilities of the Specialized Banks to the Central banks
as reflected in their books. this difference is included in the fictitious
assets·of the specialized banks on the other side of the balance sheet. It
accountS for more than half of the big jump in the total balance sheet from
1984 to 1985.

3. In the B version of the December 22, 1985 balance sheet, the deposits of
the private sector have been adjusted to reflect the cancellation of the
certified checks drawn after July 26, 1985 and credited to private sector ~
accounts (an operation prohibited since July 26, 1985). The C version is
derived from the B version but some of the assets and liabilities in foreign
exchange have been adjusted to reflect the new exchange rate established on
October 7, 1985 for certain transactions (FF 1 - GS 36 instead of SDR 1 - GS
24.68 approximately a 30 percent devaluation),



Annex III

GUINEA: Specialized Banks' Clat.s on Public Enterprises and

Financial Flows Between the Governmene and those
Public Eneerprises, Excluding Tax Pa,..nes

(end of period in billions of Guinean francs)

1m
11.4

U
6.1

1. Claims on Public Enterprises
2. Deposits of,Public Enterprises

3. Net Claims
4. Profits and Depreciation

Allowances Paid eo the
Government

5. Transfers frOlll Government
6. Net Transfers fro. Government

7. During the Year
8. Cumulative since Jan. 1, 1979

9. Net Clat.s on Public
Enterprises if there had been
no Transfer fro. Government
(3+8)

12Z.2
5.9

U
1.6

3.3
7.9

4.6
4.6

6.2

um
14.6

U
7.7

1.6

-1.6
3.0

10.7

illl
15.5

.l.....l
8.4

4.0
3.0

-1.0
2.0

10.6

1211
10.5

U
5.9

5.4
11.5

6.1
8.1

14.0

Source: Data provided by Guinean Authorieies as reporeed in IKF SK/83/l67.



Annex IV '-J

Claims of che BCRG and Depositors on State Banks
(in billions of Guinean francs)

DeCember 22 1985 Sept 30 1987
Al 82 C'

1. BCRG claims on State Banks 20.6 20.6 20.6 20.6

2. Deposits 26.3 21. 8 31. 9 26.9
Private Seccor U.8 10.3 na U.6
Public Sector U.S U.S na 15.3

3. Total (1+2) 46.9 42.4 ll..1 47.5
equivalenc $ (in millions) 1876.0 1696.0 181.0 108.0

4. Reimbursemencs 11.2
1986 (8.3)
1987 (9 months)· (2.3)
Equivalenc $ (in millions) 29.0
1986 ($1 - GF 350) (24.0)
1987 ($1 + GF'420) (5.0)

Total (3+4) in GF !!U ~ ~ 58.7
in $ 1876.0 1696.0 181.0 137.0

1 consolidated balance sheec of the state banks before refaccion
2 Consolidated balance sheet of the state banks after refaccion
3 Consolidated balance sheet of the state banks after adjustment of the
claims denominated in foreign exchange on the basis of the exchange rate on
the second market in December 1985.
4 Reimbursements during the firsc nine months excimated ac three quarters of
the total reimbursement for the year.



V Annex VI

GUINEA: Reimburse_nt of deposits
of the specialized banks
(in billions of Guinean francs)

Reimbursements 12JIi 11lZ Jan/July '88 total

Private sector 3.8 1.5 0.9 6.2
less than GF 500,000 (2.6) (0.4) (0.6) (3.6)
above GF 50,000 (1.2) (1.1) (0.3) (2.6)

Public sector 4.0 0.5 0.3 4.8
enterprises (2.2). (0.4) (0.3) (2.9)
local administration (0.6) (0.6)
other (1.2) (0.1) (1.3)

Embassies 0.6 0.4 0.2 1.2
Foreign correspondents 0.3 0.7 0.1 1.1
Expenditures of the

W Uquidation Unit 0.1 0.1

TOTAL .L1 ll...!

FinaDe!"r 9' Reimbursements

Governaent allocation 4.5 4.5

Banks' own assets 1.8 0.5 0.5 2.9
cash in vaults (0.2) (0.2)
repayment of credits (0.1) (0.1) (0.1) (0.3)
Foreign correspondents (1.5) (0.4) (0.4) (2.3)
sales of equip_nt

Advance by BCRG 2.5 2.6 1.0 6.1

TOTAL .L1 U U ll...!

Source: BCRG and Liquidation Unit



Annex VII
through June 88Evolu~ion of ~he Banking Sy.~em from Jan. 86

(end of period)
Jan 86 Dec 86

A,tpgtmt:s

Dec 87 June 88

Total Assets (GF billion)
Total Assets (US $ million)
Total Assets (in Constant GF)

(base COLI Dec 86 - 100)
Total Deposits
Total Credits
In Percentage
Deposits in GF
Deposits in Foreign Exchange
Total

Credit in GF
Credit in Foreign Exchange
Total

Public Sector Deposits
Private Sector Deposits
Total

Credit to Public Sector
Credit to Private Sector
Total

Short Term Credit
Medium Term Credit
Total

Demand Deposits
Time Deposits
Total

Assets in Foreign Exchange as
, of Total Assets

Liabilities in Foreign Exchange
as , of Total Liabilities

na
na
na

6.4

3.0

25.0

ll....Q

100.0

30.0
70.0

100.0

na
na

na

na

na
na

na
na

43.6
109.0
43.6

27.1
13.5

48.0
ll...Q

100.0

75.6

~

100.0

30.3

a...z.
100.0

2.2

2l..J
100.0

95.6
4.4

100.0

na
na

58.3

53.3

71. 7

162.9
53.6

41.4

28.7

55.1
44.9

100.0

78.0

lL..Q.
100.0

30.4
69.6

100.0

3.1

~
100.0

91.6

8.4
100.0

83.3
1..§.,2

100.0

56.5

45.1

39.7
190.8

53.3

55.1
38.1

59.7
40.3

!.OO.O

77.7

22.3
100.0

36.3

63.7
100.0

1.3

98.7
100.0

86.4

1l....§.

100.0

72.6
27.4

100.0

52.5

40.3
Source: Commercial Banks



Annex VIII

GUINEA: Profit and Loss Stat_nt of the Co_rcia1 Banks
(Financial year 1987, in million of Guinean francs)

m AaV BICIGQI ~ total

Interest Received 334 975 2.510 1,362 5.181
fro.. banks (505) (414) (134) (1,053)
fro.. custo_r. (334) (470) (2,096) (1,228) (4,128)

Commisions Received 383 979 1,669 1,303 4,334
on contingent liabilities na (61) (257) (557)
on foreign exchange
operations na na (689) (470)
on other operations na na (723) (276)

Total operating inco_ ill 1 954 4.179 2.665 9 515

Less:
Interest paid 210 35 342 72 659

to BCRG na (179) (18)
to banks na (3) (28) (4)

W
to cust~rs na (32) (135) (SO)

overheads 355 1,263 2,101 1,288 5,007
personnel expense. (160) (393) (982) (618) (2,153)
other (195) (870) (1,119) (670) (2,854)

Net operating income 152 656 1,736 1,305 3,849
Depreciation 8 213 329 105 655
Provisions 130 234 1,886 564 2,874
Net Profit 14 149 -479 636 320

Source: Co_rcial Banks



Annex IX
Some Ratios Pertaining to the Guinean Banking System
for Financial Year 1987 and for (first semester 1988)

v

~

13.0(18.1)
12.6(17.6)
10.4(13.6)

2.7 (5.2)

in billions of GNF
Avg. total assets
Avg. banking assets
Avg. deposits
Avg. credits
operating income

.M 1 2.t>.
Avg. total assets
Avg. banking assets
Net operatini income

.M 1 2.t>.
Avg. total assets
capital funds
Interest received

BIG
7.4(8.0)
7.3(7.9)
2.1(2.6)
3.8(5.0)

9.7 (na)
9.8 (na)

2.1 (na)
10.1 (na)

15.0
15.5

5.0
72.9

(na)
(na)

(na)
(na)

BICIGYI
21. 7(31.4)
17.8(26.6)
13.6(20.7)
7.9(11.7)

19.3(13.8)
23.5(16.3)

8.0 (3.8)
43.4(28.7)

~

15.5(23.2)
14.7(22.2)
8.1(11.3)
6.7(11.5)

17.2(15.9)
18.1(16.6)

8.4 (6.6)
81.6(76.6)

Ig,W

57.6(80.7)
52.4(74.3)
34.2(48.2)
21.1(33.4)

16.5
18.1

6.7
48.1

wm.:..
customer/avg credits 8.7 (na) 17.9 (na) 26.5(24,6) 18.3(20.1) 19.4
COmmissions n
!~

avg. total assets
operating income
overheads

5.2 (na)
53.4 (na)

107.9 (na)

7.5
50.1
77.5

(ns)

(na)
(na)

7.7 (4.6)
39.9(33.6)
79.4(55.3)

8.4 (5.7)
48.9(35.9)

101.1(83.5)

7.5
45.3
86.0

45.0 (na) 31.1 (na) 46.7(50.6) 48.0(49.7) 43.0

Int... P.U4 t2
customers U

, of avg. deposits (na)
ove;heads ~ 1 ~
total avg. assets 4.8 (na)
Personnel expenses

~ 1 of'
overheads

0.3 (na)

9.7 (na)

1.0 (1.7) 0.6 (1.5)

9.7 (8.4) 8.3 (6.8)

na

8.6

Source: Commercial Banks
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Guinea I AI'l:e"mf'nt s Bet'lll!!f'fl th" Author 1t 1.e5 and the Banks

Annex V
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BIG lilAC RIel-CUI SGBG une
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rl1rtl"" to til ..
ARr1"1"Ih,."t

People', R"puhllc ~f Gul~.~

Gulnn O.h AI H#lal Ap Islaml
(R:ah~m~:ot)

'eople', Republic of Guln••
'.nque Internationale
Pour l'A[rlque occidental
SIAD

Republic of Culn,..

tICl~CUt

Republl~ of Cpln...
Societe Jener~lp

nalm and Co.

R,.publlc of GuLn..

U.T.8.G.(Guln... )

l):lIt" 22 -02-1982 18-06-1985

--_ ..._-_.-.-_.
11-11-1985 U -1l-198S

.. --_.._.__._------

fill r'~' ''''II

Revhlon
cl.:lu5e

Arbltl'atLon
rl""...

Ho~t f,wor"d
IIl,tltllttOIl

rllll"""

Seven to 25 ,e.r~ dependInl
on provIsIon'.

Yes

Yes. Under aesls of
Int.. rnllt lon:11 Chamh",r nr
Co,llorr('fO In P,u'l:lI,

No

Ellht year and pO~51ble

••ten.,lo1\.

Y.,

Ye,. Under .e.l. of
Int.rn.t'on~1 Ch~m~.. r or
~~rc~ In r.rl~.

Y.,

Ellht or 1S ye.rt
dependlnl on pro.1
.1on, .nd po.sible
••tenslon for five
ye'r',

.0

Ye,. If no '8ree
.ent on n~~ of
arbitrator, one ••
• ppolnted by Pr.,I
dent of rntetn.tLonal
Court of Ju'tl~e 1n
the R.IU~ .

Yes

Three y,ur,

.0

.0

.0

Three ye.r••nd
pG.:lIlbLe e.tenSlon
for two ye.rs .

Yes

Mo, ••cept with rei. I'd
to t ••••emptlon on
divLdend, paid to for
elln .h.r",holders .
(eJRDI In U...~hlnlton)
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Annex VI V

GUINEA: Reimbursement of deposits
of the specialized banks
(in billions of Guinean francs)

Reimbursements llli llU Jan/July '88 Total

Private sector 3.8 1.5 0.9 6.2
less than GF 500,000 (2.6) (0.4) (0.6) (3.6)
above GF 50,000 (1. 2) (1.1) (0.3) (2.6)

Public sector 4.0 0.5 0.3 4.8
enterprises (2.2) (0.4) (0.3) (2.9)
local administration (0.6) (0.6)
other (1. 2) (0.1) (1. 3)

Embassies 0.6 0.4 0.2 1.2
Foreign correspondents 0.3 0.7 0.1 1.1
Expenditures of the

VLiquidation Unit 0.1 0.1

TOTAL .u l...1 l,j .ll..!:

Financing Of Reimbursements

Government allocation 4.5 4.5

Banks • own assets 1.8 0.5 0.5 2.9
cash in vaults (0.2) (0.2)
repayment of credits (0.1) (0.1) (0.1) (0.3)
Foreign correspondents (1.5) (0.4) (0.4 ) (2.3)
sales of equipment

Advance by BCRG 2.5 2.6 1.0 6.1

TOTAL U U W .ll..!:

Source: BeRG and Liquidation Unit



Amlex VII
Evolution of the Banking Systea fro. Jan. 86 through June 88

(end of period)
Jan 86 Dec 86 Dec 87 JUDI 88

Amounts

Total Assets (GF bilUon) na 43.6 71. 7 89.7
Total Assets (US $ .ilUon) na 109.0 162.9 190.8
Total Assets (in Constant GF) na 43.6 53.6 58.3

(base COU Dec 86 - 100)
Total Deposits 6.4 27.1 41.4 55.1
Total Credits 3.0 13.5 28.7 38.1
Tn Percentac'
Deposits in GF 25.0 48.0 55.1 59.7
Deposits in Foreian Exchange ll...2 nJ1 ~ !2...1
Total 100.0 100.0 100.0 100.0

Credit in GF 30.0 75.6 78.0 ZZ.7
Credit in Foreian Exchange lQ...2 ~ lZ..Jl z.z....J.
Total 100.0 100.0 100.0 100.0

W Public Sactor Deposits na 30.3 30.4 36.3
Private Sector Deposits na §.Ll ~ ll.l
Total 100.0 100.0 100.0

Credit to PubUc Sector na 2.2 3.1 1.3
Credit to Private Sector na ll...1 H....i n...z
Total 100.0 100.0 100.0

Short Tara Credit na 95.6 91.6 86.4
Kediua Tera Credit na U LIt. ll...i
Total 100.0 100.0 100.0

Demand Deposits na na 83.3 72.6
Tiae Deposits na na li...1 ~

Total 100.0 100.0

Assets in Foreian Exchange as
, of Total Assets 58.3 56.5 52.5

Liabilities in Foreian Exchange
as , of Total Liabilities 53.3 45.1 40.3

~
Source: Co_rcial Banks
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GUINEA: Profit and Loss Statement of the Commercial Banks
(Financial year 1987, in million of Guinean francs)

ill liM! BICIGUI SGBG Total

Interest Received 334 975 2,510 1,362 5,181
from banks (505) (414) (134) (1,053)
from customers (334) (470) (2,096) (1,228) (4,128)

Commisions Received 383 979 1,669 1,303 4,334
on contingent liabilities na (61) (257) ( 557)
on foreign exchange
operations na na (689) (470)
on other operations na na (723) (276)

Total operating income .ill ~ 4,179 2 665 :2.....2.U.
Less:
Interest paid 210 35 342 72 659

to BCRG na (179) (18)
to banks na (3) (28) (4)
to customers na (32) (135) (50)

\tiloverheads 355 1,263 2,101 1,288 5,007
personnel expenses (160) (393) (982) (618) '(2,153)
other {l95) (870) (1,119) (670) (2,854)

Net operating income 152 656 1,736 1,305 3,849
Depreciation 8 213 329 105 655
Provisions 130 234 1,886 564 2,874
Net Profit 14 149 -479 636 320

Source: Commercial Banks



V AnneX IX
Soma Rados Pertaining to the Guinean Banldng Syst_
for Financial Year 1987 and for (first se..ster 1988)

in billions of GNF Illi ~ BIC1\jU1 ~ Tat.l

Avg. total assets 7.4(8.0) 13.0(18.1) 21.7(31.4) 15.5(23.2) 57.6(80.7)
Avg. banking assets 7.3(7.9) 12.6(17.6) 17.8(26.6) 14.7(22.2) 52.4(74.3)
Avg. deposits 2.1(2.6) 10.4(13.6) 13.6(20.7) 8.1(11.3) 34.2(48.2)
Avg. credits 3.8(5.0) 2.7 (5.2) 7.9(11.7) 6.7(11.5) 21.1(33.4)
aperatine inCOme

.AI. ~ ll!.;.
Avg. tocal assets 9.7 (na) 15.0 (na) 19.3(13.8) 17.2(15.9) 16.5
Avg. banking assets 9.8 (08) 15.5 (na) 23.5(16.3) 18.1(16.6) 18.1
lit gpef.tin, inCOme

.AI. ~ ll!.;.
Avg. total assets 2.1 (na) 5.0 (na) 8.0 (3.8) 8.4 (6.6) 6.7
capital funds 10.1 (na) 72.9 (na) 43.4(28.7) 81.6(76.6) 48.1
Inter,st received

Wa;.
customer/avg credics 8.7 (na) 17.9 (na) 26.5(24,6) 1~. 3(20 .1) 19.4

W ComissioDl .u.
~ll!.;.

avg. total assets 5.2 (na) 7.5 (na) 7.7 (4.6) 8.4 (5.7) 7.5
o~eracing income 53.4 (na) 50.1 (na) 39.9(33.6) 48.9(35.9) 45.3
overheads 107.9 (na) 77.5 (na) 79.4(55.3) 101.1(83.5) 86.0

~ RA1ll-'2
customers AI.
, of avg. deposlts (na) 0.3 (na) 1.0 (1. 7) 0.6 (1.5) na
oVerheads .AI. ~ ~

cocal avg. assecs 4.8 (na) 9.7 (na) 9.7 (8.4) 8.3 (6.8) 8.6
Personn,l expenses

U ~ ll!.;.
overheads 45.0 (na) 31.1 (na) 46.7(50.6) 48.0(49.7) 43.0

Source: Commercial Banks



Annex X
GUINEA: Profit and Loss Statement of the Commercial Banks

(First semester 1988 in millions of Guinean francs)

, I-
Interest received

from banks
from customers

Commisions received
on contingent liabilities
on foreign exchange operations
on other operations

Total operating income
Less:
Interest paid

to BCRG
to banks
to customers

overheads
personnel expenses
other

Net operating income
Depreciation
Provisions
Net profit

Statement for Ble and BIAG not available

Source: BIClGUI and SeBe

BIClGUI ~

1.437 1.181
(25)

(1.437) (1.156)
727 660

(177) (167)
(317)

(550) (176)
2,164 1.841

247 285
(192)

(66) (8)
(181) (85)
1.315 790
(666) (393)
(643) (397)
602 766

na 63
na 494
na 202
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Borrower I

Cmlit
trmnt.

IDA.

teau •

'rosr.
pescdpUOIU

'nIna
!!Il!fita.

'roBra
Usks.'

- i -

Credit md Proiect S_a

bpahlic of Ghma

SDR 72.1 aillioo (US$100 aillioo ~"alMlt)

Stmelard IDA teau with 40 years _turity

'!'he cAdit would sapport a c.-pnhad.. aDd far-nachinl
Goft~t prolra for U. a..l~t of a ..11 fmu:tiOllillI md
broaclly-ba.ed fiDuu:ial sector, throaah U. UIpl_tatioo of
iA-depth policy md iZlsUtutiODal nfoau. AD action prolra has
beeu prepared with IaDk a..iatmee to cllftr U. 1988-111110 period
aDd to be aapported by the propo.ed cAdit. '!'he -.ill objecU... of
U. prolra an (i) U. ahsneed • .. of benkinl iJlatltuUODS.
throup. m U1proYH nplatoqo frs work. st~ bekinl
nperYiaioo by U. Ceutral IaDk (1aDk of Ghma). aDd U.
n.tncturiZll of fiDuu:ially diatn••eel benke. (11) U1proYH
deposit 8ObUiaaUoo aDd incnased effieieucy iA eredit allocat1Cla.
aDd (iii) a..l~t of.may mel securitie• .arketa.

'!'he nfora prolra i. apecteel to fo.ter U. a..loi at of a
atroaa. effieiat. aDd napooai.. fiAmcial sector. with _
effecti.. benkinl ayet_ at ita con. to proYide U. -.clecl npport
for U. ooloina atnctural aeljua~t effort. '!'he liberaliaation
of Uiten.t ntas md r_tal of sectoral eeUina. will Inatly
cootdbute to ahueiAl U. efficieucy of fiAmcial iZlte~tion
by eh_elUla .a"ina. to biper yielcliJla iJlft.~ta. '!'he
net:ncturina of fiDuu:ially di.tnssed bMk•• traininl proar-
for U.1r ..,loyee., aDd U1prot At iA U. Rpenoiaion by U. IenIr
of Ghma shoald un.aun U. • .. of future bukiAI acU"itie.
aDd incn..e con.fiden.ce Ui the b8nkinl ayat_. '!'he a..l~t of
.may aDd capital _rketa mel m in.itial prolra for corporate
RatncturiZll would at~te pd".te iJlfts~t. tile nfora
prolra woulel also proYide for the d...l~t of U. profe..ioo of
auclitora aDd acc_tmt••

'!'he _Ui ri.k nlata. to the inhereDt campluity of lIDdertakiAl a
sector-wide re.tncturiZll of U. b8nkinl ayst. 1IhJ.ch nquire. U.

~rool_c~~t of tha Ghan.aian. authorities ....11 as U. full
cClv-peraUoo of the baDlt" _I_t. Other risks include the
tmely mel adequata a".ilability of re.ource•• mel the stram. U.
project will place 00 the c01IDtqo'S UIpl_taUoo capabiliUe••
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Th••• risks ar•• howev.r. mitigat.d by (a) the Gov.rnment's
cClllllllitment to und.rtak. banking restructuring on a sound basis, in
accordance with principles formulated in consultation with IDA, and
to s••k IDA'. agr....nt on individual r ••tructuring plan. prior to
their implementation; (b) the tranching of the endit, which would
furth.r en.ur' satisfactory progr... in the implementation of the
s.ctor r.fo~ program overall. and of banking re.tructuring in
particular; and (e) finally, the sector reforms contain.d in the
Action Prolraa. in particular the liberalization of inter••t rat.s.
the improvement of the regulatory frlllUVOrk and strength.ning of
Central Bank sup.rvisory functions, which are e%pected to go a long
way in en.uring the future competitiven•••• effjciency, and
soundnen of the b:ltu,ing .y.tem.

Financing
~s

(VS$ million)

IDA
Cofill.ancien
Qov.rumeut (1)
Private S.ctor

lJS$100
lJS$140
lJS$ 60
I1SS 2.5

"5$32.5

(1) PriJu:ipally throulh the conversiOll of loan. into
equity/quasi-.quity and repurcha•• by Gov.~nt of Ghana (GOG)
of nOll-performinl loans to .tat.-own.d ent.rpri••s (SOls).

,.UmaUd
pi.bur._us The cr.clit would b. dbbur••el in thr•• tranche.. The first tranche

of V8$45 million .quivalent would b. available upon .ffectiven... ,
the s.cOlld of 115$30 milliOll aft.r a first p.rformance review to b.
held around F.bruary 1989 ancl the third tranch. of VS$20 million
.quivalent aft.r a second performance review to b. h.ld around
Decemb.r 1989. IDA's di.hurs_ts have been adjust.d to take into
consid.ratiOll the fact that contrihutiOlls freB two _in other
dOllars. Japan (lJS$5.5-70 million .quivalent). ancl African
Dev.lopment Bank (AfDB--VS$.50 million .quivalent) would b.
available for second and third tranch.. only. Disbursements of the
V8$5 million .quivalent t.chnical s••istance component are not
tranch.d. but will b. monitored through an implementation .ch.dul••

Staff Apprai.al
I'port:. Thi. is a cCllllbin.el President" mel Appraisal leport.,

:
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IJI'l'DJIA!IOIW. DEVELOPHIlft ASSOCunO.
U1'OU AlII) UCOii"IM.lAUO. OF 'lD PUSIDmft

OF 'lD IJI'l'DJIAfiOIW. DEVELOPHIlft ASSOCIA!IOII !O !ill
UiCUfiVI D1UC!OU O. A PROPOSED DEVELOPHIlft

CUDI! !O 'lD UPUBLIC OF GIWIA fOl. A
PIlWICUL SECTOI. ADJtJSntIJI'r PIOJEC!

1. I nllmt the fallOldq report UId nc ,d·tioIl GIl • propa.ecl
cleftl~t enclit for the .quballDt of SDI. 72.1 .uliaD (US$100 .UlfGll
equivallDt) to the bpablic of GIwIa GIl .tUldlrd IDA t.me to alp f1Dallc. a
FiDancJ.al Sector Adj"'~t Project.

I. 'lD ICOl!OMI

2. A report IDUtled Gh'P" Polici"!Dd I ..g. of .tJ!lSt!ltJ1
Ad1u.~t (I.eport .0. e.,,-08) _. dbtdbutld to the IzICuU". Dincton in
March 1987. Ely .c",,_fe !Ddicatar. appear in !m?H 1-1.

S. GIwIa llIlC' IDj01ecl a hip lend.rd of UviAl c.-pand with _n
otUr t African UUOIL.. Jut dro\1Pt, poor ec~e policil., mil
men in oU pric•• lid to a lipificant clec1iAe in per capita me-
dariAI tU 1970. mil .arly 1180.. Enr lmee tU meepUGIl of the Ic'_fc
bcavery Proana (UP) in 1983, ~r. GDP IrowU hae avenpcl aboft :II •
year, eIIoIlt U aver the IrowU r.te of the popalaUGIl. Jut the per capita
me_" .in. 1_ at $sao (1118:1), and an ••u.atecl half of tU popalatioll
u".. in ab.olute poverty (.....u 1-1).

4. !!Ie .COlllltry i. _11 ~d with utural mil m- n.oare•••
Aartcaltun ecCOllllta for 4U of imP &1l4 provide. me_ for eIIoIlt 701 of the
popalat.iaD. GIwIa b the _rld'. third Iuplt producer of c_. 1IIlicIl
acCoallte for about t:wo-tIlirde of the _try'. apart .amiD,.. !!Ie Coalltry
al.a po....... val",bl. IliDeral depolite, particularly lold. ad~r
I_rat.. _et .lecuicity, ._ of wILlc:h b aportecl to uiaJlboriJla
cOlllltrile. HallDfacturiJla output men••ecl Rb.tantially after Illdep 1 •
in 19'7, dale to lOVI~t jIolicile that acoualld bIport Rb.Ututiao
iDdt&etrile behfnd a wall of protecUGIl. 5eiCVic••, wbic:h acc_t for aver a
third of GDP, an ,_tnnecl by ntell mil wbol..al. trade.

B. tilt Is~c ltcP!'a Pglga

,. letWeeR 1970 ad 1182, per capita mc_ JA GIwIa clecl1Aecl by 301,
iJIport 901_. fell by • third, real apart eamina' halved, ~etic 'aviDa'
UId iDve.~t feU to u-.t ualiaible lm1l, UId iAflatiCID nil at an
a".ftle of 44% a year. In U83, the _ly COlLltitutecl ProviliCIDAl .atiaDal
Def"e CoaDcU (HOC) JAtroducld an Ic,,"_fe l.ecavery Proan- to nftne the
decl1Ae JA liviDg .tm4ard. UId n.ton IrowtIl to· the ec....,..-t. !IIi UP'. ·..jor objecU"..·..n tOI (.) .Uft nlaU". pde.. JA
favor of .productiGll, particularly for apart. UId efficiIDt bIport Rb.U
tutiao, (b) r.nan n.cal UId _tary dbcipliD., (c) Ulitiat. the
n.tantioll of the Coalltry'••ocial UId ecClD_1c JAfn.tnctun, mil (d)
acOURI' pd".t. iDve.~t. !!Ie caterpiece of the nfom ••• _ to



introduce a more realistic exchange rate. The cedi was devalued from 2.75
cedis to the U.S. dollar in April 1983 to 90 cedis to the U.S. dollar by
January 1986. In September 1986, the Government introduced a second tier
auction system, and in February 1987 the auction and official exchange rates.
were officially unified. Initially the auction was limited to producer
goods, but its coverage has been expanded steadily, and by Feh~lary 1988 all
imported goods were eligible for funds from the auction. Administered
prices, particularly cocoa and petroleum, have been adjusted at regular
intervals to reflect changes in the exchange rate, and widespread price and
distribution controls have been abolished. Interest rates were adjusted
upwards steadily, and finally in September 1987 all interest rates except
those for savings deposits were liberalized. In the area of fiscal policy,
the Government's effor~s have concentrated on elimi&4t~g subsidi.s,
mobilizing resources through improved tax collection and selective increases
in taxes, and providing more adequately for maintenance and capital
expenditures. In addition, the Government raised public sector wages and
salaries to offset partially the drastic erosion of real incomes in previous
years. At the .«me time, it reversed the previous severe compression of
salary differentials between the lowest and highest paid members of the civil
service.

7. The response of the economy was crippled initially by the drought
in 1983 and insufficient aid flaws. Since 1984, however, performance
improved on several counts. Growth averaged over .5% a year, the Government's
fiscal pOSition improved markedly, the rapid growth of the money supply _s
curbed, and the trade balance improved substantially (Annex 1-2). ·In
addition, the Gover1llD8nt introduced significant improvements in public
expenditure policies. It initiated rehabilitation programs for
infrastructure in the cocoa, timber, gold, and transport sectors. At the
same time, the Governmeut prepared a rolling three-year development program
based on reviews of public expenditures conducted jointly with IDA. At this
stage, the high level of inflation (39% in 1987) remains a major concern.
The main reasons are (i) the significant devaluation of the currency in 1986,
(ii) the decline in food production, (iii) the increase in domestic petroleum
prices, (iv) a 50% rise in M2 in the latter half of 1986. However, there are
signs that inflation is decelerating. The national consumer price index rose
only .5.1% in the second semester of 1987.

8. The second· phase of the Government's ED (sometimes teEmed the
Structural Adjustment Program) is currently under implementation and has as
its principal objectives continued economic growth, sustained fiscal and
monetary discipline, increased levels of domestic savings and investment,
improv_ts in the efficiency of public resource manag8lll811t, and further
development of the private sector, To achieve these goals, the Government is
moving on five broad fronts. It is progressively liberalizing its trade and
exchange rate policies by expanding the official foreign exchange market to
inclq4e banks and authorized dealers, and by rationalizing the structure of
trade' taxes and tariffs. To maintain recent production gains in the cocoa
sector, additional incentives are being. provided for cocoa producers and
steps are being take~ to improve the_efficiency of COCOBOD's operations. The
Govermaent ir-liDproving public resour~e manag8lll811t by further improvements in
tax policy and administration and in refining the public expenditure planning
process. The efficiency of the public sector is being enhanced through a
refo~ of the state-owned enterprise sector, which includes policy changes to
encourage the commercial operation of SOEs, rehabilitation of priority SOEs,
and a divestiture program for SOEs through liquidation or outright sale to

u
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the privat. .ector. AD4 fillall,.. the Gcwe~t 18 _r:cwiac it. '1 t
of the public: .•ector by nd1lciac the n' hr of nqllUl clYil ••mat••
ncRitiac eJtUled c:llluhu to etnaatJaa poUq p1_tnl and c:ocmUnau
in the hiper nache. of the Goft~t. md pr:cwldiac loa1etlcal wppan to
••_ci•• n.pondbl. for Uipl_tinl the Stnctural AIljlUl~t hopea.

,. Ohm". total en.mal debt in lllS7 ... ..tmated at .$a.•
bUlion. lnc1 wunl 1.71 billion ••i_ and lOllI-tam fonip debt. Accctdjq
to ncr and World Ia1I1t .aU-t... the c_uy·. fonip debt. 18 UbI,. to
incna•• onr the year•• n.chinl 3.Z4 biUion in lllto and 4.' bUllon ill
11". with Mdita and 10Dl-t.m debt "&ebinl 2." and 3.74 bUUon.
napectiftl,.. In 1••7. the debt .uyic. ratio acladlna ncr and _
ZI.3% (60.5% lncladinl ncr debt .e"ic. and pa,.at of unua). __ f~

37.41 the pnYlalUI year:. Bo....r. t1ll. debt-Hr:Yic. ratio 18 ,.cted to
decline .t.adll,. in the future. r..chinl 30.1% (incladlna ncr debt-Hr:Ylce
and pa,.au of aman) by litO Upn 1-3).

10. to nppozt the onaoiac nfome. and to facilluu tM n.u_tuJaa
and nb.bUIUU- of the ecamllly. Qh-. lINd... efficleat ....) wic
finaleial .ector thet both8lObUlaa. .s-.tlc n __•• and .llocate. a
efficleat.1,. to diff.nIlt .ector. of the ec..,.. ......r:. Ub ... ot1Ier
.ecton of the eccau.y. the foael finaleial .ector r tn. but • by tM
1• ....,. of ita paat. and la cona..-t.1,. aabla to cope with tM • 'a
placed IIpCIIl it by the It.nctllnl AIljUtMnt. 'ro.... !lie 1I·'dn. wret-. ill
partlc1llar:. f..... ._n finaleial difflc1alt.ia.. 1!b.lcb if left • ..ar......
coa1.d .....r the future pnan•• of the ecm if. U!Ul conauaia awn-I,. tM
nppl,. nWl*lU. to the __ incentift £z wo thet the Goo. t ....
introdacad. to acldn•• the•• prolll_.... to p1aca tM -un fta t.l
I)'n- in Oh...• on fimer: f....tiona. the Gcwel t usned a
c....nhauift finaleial _tor action proar:- thet it a1nad)' ..... to
_l_t. !lie propo.ad cndlt -td nppozt the _l_UUon of tM
proar:- and finale. t.clndcBl a••18t8!!C. t.o etnaatJaa ka7 ftnerhl
iIlatit1lUona•

•
U. !lie Gcwe~t.·. -.eu-t..m objectift•• aa auted ill ita poUq
£1 .ork paper. an to ach.ieft an _a1 aftol• ..-cJa rate of nal .. of
abo1It 5%. nd1Ic. the inflat.lon rata to II by 1'90.... -taUin a 1laa1tIIF
balanc. of pa,.ata podt.lon aft.u -t.iac iu pzoana for the lIqat••t!oD of
atemal _an. !!Ie GDr pwt1l uq.t of 5% per rear: wiU raq: t .. a~
perfollWUllC. f~ both aaziC1l1ture and J.nduuy. .In aaziC1I1tan. _ ia
apact.d ,to cont£D1le it. r:econzy. ... the proapec:t. for: food ... JIldnatdal
czop. appear: br:lPt. AD4 in the J.nduuial .ector. the .....illut.lon of
Qh-.'. ane. will pemit the et.ad)' .........ion of etn fn• OIIC)1!1t. ...
~acturin. i. projected to napond to _roved incentifta and the &nater
rnllabUit,. of apan part. and lnp!ata. Ohma· ..... tc proapec:U•
......r. are c_tJaa-t 1!pOIl a cont:lnnaUon of iu po_t .uaet:1lnl
edjlUltMnt prosa- and a fPOrabl. int.r:utlcmd ec~c ....u-t.
par:tlc1llar:~oriu princlpal upon. of cocoa WIld IOld. In addition, tM
azpauion cl'f"'Ue ecODaI)' will depazut cnciaU,. on the WYd1abillty of
coac•••iaaal a ••i.tunc. at tba project.d level••
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II. THE FINANCIAL SECTOa

A. Background

12. Work on Chana" financial .ector began ~~~ two year. ago. as the
.tructural adjustment ~~oe••• was underway. becau.e the financial system
appear.d to be pot.ntially a s.riou. constraint to growth in the r.al
.ectors. Thi. cullllin&t.d in a major revi_ in April 1987 by a joint 'warking
group' of Ghanaian. and Bank .taff which identified k.y probl~ and propo.ed
a wid. ranging program of reforms (th. Action Program) which the present
operation int.nd. to support.

B. The Structure of the Financial S.ctor

13. The formal financial sy.tem i. dominat.d by thr•• primary
commercial bank. (th. Ghana Commercial Bank (GeB). the Standard Charter.d
Bank of Chana (Standard). and the Barclays Bank of Ghana (Barclay.». s.yen
.econdary bank. (th. Social S.curity Bank (SSB). the Bank of Hou.ing and
Construction (BBC). the Alricultural Deye!opment Bank (ADIl). the National
SaYing. and Credit Bank (NSell). the National Iny.stment Bank (NIl). the
Merchant Bank, and the Bank of Cr.dit and Commerc.). a small coop.ratiY.
bank, Ghana Cooper.tiY. Bank (Coop Bank). and OYer one hundred rural banks.
Of the total as.et. of the banking .y.tem of around lB5 billion c.dis (.bout ." .~
2B% of GIl,), .-. B7% .r. in the three primary bank•• although the .econdary ~

and rural bank. ha_ b._ grcnring fa.ter. All the primary and ••condary
bank. .ccept d.posit. fram the public and with the .xc.ption of the Bank of
Cr.dit and C~rc., .r••ith.r p.rtly or wholly owned by the GoYernment.
Annex 2-1 detail. the .ggreg.t. • •••ts and liabiliti.. of the banking system.

14. The thr•• gOYlrDm8nt-own.d dev.lopment finance in.titution. h.y.
incr••••d their 1._1 of c~rcial banking .ctiYity in r.cent y.ar•• and at
the end of 1985. on.-quart.r of th.ir outstanding liabiliti•• was account.d
for by demand, s.Ying•• and tima depo.it.. Nev.rth.l•••• th.y fac. s.rious
financial difficulti•••ri.ing from. hUle for.ign .xchang••xpo.ur. and/or
10.', a sub.tantial non-performing portfolio, and • compl.t. ero.ion of n.t
warth.

lB. The rur.l bank••r. own.d and manag.d by their r.sp.ctiY. loc.l
c ,niti... Th.y .r. priyat. unit banks .stablish.d to mobilize r.sourc.s
in rur.l .re•• and extend cr.dit locally. Th. Bank of Chana ha. usually
contribut.d to the initial c.pital of each rur.l bank with the intention of
diY••ting it. holding. to the priY.t. own.rs at • lat.r st.g.. D.spit. the
large number of rur.l bank•• the rur.l banking s.ctor accounts for und.r 3%
of the total depo.its mobiliz.d by the banking sy.tem as • whole. A large
nUmb.r of rur.l bank. are in financial difficulties. but their 'unit' natura
hal CCll:luin.d the effect of this problem on the banking sy.tem.,

15. The mon.y market i. compos.d of the r.cently open.d Consolidated
Di.count Bouaa-Ltd. !he Di.count Bou.. i. charged with the task of acting as
an inter-bank"'Ilitemediary for short-tlrm ....u to enable banks to manage
b.tter th.ir liquidity position. Th. Cousolidated Discount Bouse i.
permitt.d to deal in tr.a.ury bills, short-dat.d goyerument s.curitie••
bank.r.' .cc.ptance•• coco. bills. n.gotiable short term certificat•• of
d.po.it, and commercial p.per.
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V 17. GhaDa po•••••••• ".~ rudJMnt.~ c.pital marlt.t ~t baa bea
aDabl. to make • aub.tatial cOlltribotiOll to 'tile IIOblli&atiOll of 10lIl teal
re._rce. • Th. few tra.actiOll. that occur .r. uaually iD 10lIl elateel
love~t atock, and .bar•• of private c....• ni•• chanl. banda occ.daiaally.
ftle .atiOll&l 'l'ru.t Boldinl C....any quote. .bare. of .iptaa c....n t •• OIl •

_thly b.d., bot iu iD.ufficimt c.pital ba•• and the li.ited m-ber of
tr.de.bl. .bare. iD the Iyat_ ba". prevated it fr.. pl.YiDI • IIOre acti".
p.rt iD c.pit.l marltet tran••ctiOll••

18. ftle r-aiDiDl _-bUlkiDl .ector ia lJaited pr!Dcipally to the
Social Security ad ••tiOll&l Inaunnc:. 'l'rut (SS!II'1') ad .1_ iDaunnc:.
c....ani.. • SS!II'1' ia • love~t-ow.d iDatitution cbaraed with proddiDa
.ocial ••curity p.~u to _rIt.n upOIl th.ir reti~t fr.. ••rn.c.. All
aterpri••• with fi'" orllOre Bploy•••••t bec_ ..-IMn of SS!II'1' ad
contribotiOll. _t to 17.51 of the _I. bill. 5% of whicla are contriboteel
by _rIt.ra ad U.5% by Bploy.n. Out of .....r.hip of 1.5 aillion.
hoIoner. only .bout eoo.ooo p.y th.ir _thly clue.. t7Iltil lat. 19se. SS!II'1'
_. c.....lleel to iDve.t iu f1m4. iD I_~t atock apecially cn.teel for
it. yi.J.diDa 5.5% to U. bot it _ baa the fnedla to iDveat iu fuD4a iD
....u of iu ow chov.iDl. AI. r••ult it baa ben • _jor purc:Iaa••r of
tre••ur,. bill. ad 10lIl elat.d love~t .ecuriti•••

11. LJk. tha nat of the ec....,.. tha banktnl ayat_ iD Qaaa baa
nff.net "'n.ly fr.. the ...rally low-lavel of producti". actiwitie.
duriDa the period of ecOlll*ic decliDe. althoup • few iDatituti_ are
report.dly profitable ad nlati".ly .ffieiat. Iu c:urreIIt diatn••eel·
dtuatiOll can be c:laanct.ria.d int.r alia by (i) 1Iu&. --perfoaaiDI 1_
portfolio., (ii) iDadaq1Iat. prClYiaiOll. for portfolio 10..... (ill) iDflated
profita. (iy) hip operaticmal co.ta .. (.) potatial/actual foraip nrbnp
ezpoaura. (n) iDaolveDCy. (di) c.pital iDadaquac:y, ad (.ill) iDadaq1Iate
acc_tiDs ayat_. _.-t. iDfoaaat.ion ad iDt..mal c_trola.
Callpnbad". at.mal cliapoatic anclita by iDt.maticmal auditon ban ben
lmdertaka for the IUDe uiD b.... (GCI, sn. lazcla,.., IBC. lID, ADJ,
Stnd.rd. IISCB ad COop lank) to obtaiD an iDdapth ad accurat••••••_t of
the oper.tiDs ad fiDucial condition of ••cIa of the•• bulk., ad proYida •
bad. for det....tntnl their raatruct.uriDI proapecta ad ~ta.

c. De Policy agel "gl.~O" Pc' wOB

1. Jlepodt Koblliuticm

10. ftle foaaal fiDucial ayat_ baa DOt proved a .ffecti". vehicl. for
IIOblliaiDl dcDe.tic r ••_rc... ftle M2/tmP r.tio iD GhaDa ia 1_ by
iDtematioual .tadarda, ad iDclic.t.. the 1_ lavel of fiDallcial iDteaaa
cliati_ iD the ec....,. (Amlg 1-1). DuriDI the 1170. ad ••rly 1180.,
liquidit.y ezp.naioll wu fuell.d by l.ra. I_~t defieitr f!Daneeel
~,.tic.lly by the catr.l BUlk. Bzc:••d". -.,. cre.tion .t • t~ of
at.lJ1&Dt &rowth ad iDve.c.at atoked iDflatiOll ad turned I_~t
detenaiDecl depodt rat.. deeply Del.ti". iD ra.l teDla. In .dclitiOll. the
lack of loupr teIla ImcliD& vpportuaiti•• proYidecl few iDeati".. for bake
t.o .t.tr.ct £em •••lnl.. In.t••d thO•• with .urplu. funcla tadecl t.o iDYeat
iD iDfl.tiOll-bedaed ••••t ••ach •• ra.l ••tat••

n. SiDea 1183, tha GhaDaiaza .uthoritia. bave purauecl a fiazibla
iDtara.t rate poliC)' .~ .t IIObUiaiDl dcDeatie ."'iDa. (At...'! 1-3), iD
liDe with their lrowth nd .t.bUiutiOll objacti"... Accord!D&ly••tnt_

-
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rates for savings and time deposits were adjusted upwards repeatedly from
8.2'%-9% in 1983 to 22%-23% in 1987 •• In addition, declining inflation during
this period as a result of fiscal and monetary discipline on the part of the
Government helped turn real deposit rates positive for the first time in more
than a decade. However. as the rate of inflation climbed in 1986 and 1987,
real interest rates once again turned negative. In September 1987, the
Government liberalized all inter~st rates except fur savin&& deposits which
have been pegged at a minimum of 21.'%. Full liberalization has been
achieved in February 1988.

22. The disincentives to depositors during the 1970s and early 1980s
arising from negative real interest rates were compounded by a series of ad
hoc moD.~.ry mda.ures which shook the con£idence of the public in the banking
system. These measures included the demonetization of '0 cedi notes. the
freezing of bank deposit accounts in excess of '0.000 cedis and investigation
for tax liability and possible corruption or fraud. the recall of bank loans
for the financing of trading inventoriee, and the compulsory payment by
checks for all business transactions in excess of 1,000 cedis. The immediate
response by fi~ and individuals was to rechannel their financial resources
into the unregulated !Dfomal financial sector •

. 23. There are sips that confidence in the banking syst_ is returning
gradually. Currency held outside the banking system as a proportion of
urrow lIIOI181 fell to below 50% in 1986. and the GoverJlllUtnt' s recent announce
ment that it would compensate those affected by the demonetization of the '0
cedi notee should serve to reinforce this trend. .However. there remains a
lingering distruet which can only be removed by assurances in word and deed
that the Goverament vill respect confidentiality of bank accounts, avoid
undue interference in financial transactions. and take actions to preserve
the sound financial health of banking inStitutions.

24. The poor record of deposit mobilization by the banking system can
also be attributed to the inferior quality of customer services of a number
of banks and the limited range of financial inStruDeDts aimed at mobilizing
savings. In addition. banks find it difficult to improve the efficiency of
their operations and reduce intermediation costs because of antiquated
systems and procedures and the shortage of trained and qualified staff. The
Bank of GhaDa regulates charges that banks can levy on their customers,
thereby curtailing competition between banks and reducing incentives to
improve efficiency. The efficiency of banks is also affected by the lack of
high denominetion currency notes. The Bank of Ghana recently issued a '00
cedi note and plane to introduce a 1000 cedi note shortly. But a case can be
mede for yet higher denominatione which can shorten queues in banks and
reduce the costs of counting large wads of notes. As far as the branch
network of the banks are concerned. the banks are required to obtain the
permission of the GOB before altering their opening and closing hours. This
pract~ce reduces the ability of banks to respond effectively to the needs·of
their~clientele. and could therefore be discontinued.

2. Credit Allocation-
25. The BOG has been controlling the growth and allocation of credit by
the banking system through global and sectoral credit ceilings. To determine
the total quarterly credit expansion by any individual bank. the BOG first
determines the overall rate of credit expansion consistent with.projections
of real economic growth and inflation. Until February 1988. sectoral growth
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rat.. ware ••tabli.h.d accordina to the daval~t prioriti.. of the
Goverummlt, md IUidelin•• ware then i ••_d to ~"idual baDk. b••ed on the
application of th... arowth raU. to the OIlutmdina 10m. at the belfnninl
of the period. !he allocation for aaricultural lendina (20% of the total)
va. ..rvina a. a 1IIin... wh.rea. for oth.r ••ctor. it va. u_lly a "xf_.
All ••ctoral lendinl taraeU have now been rlllaOftd, except for aaricultural
landinl·

215. VAtil recently lendina rat.. alao ware controll.d by the IaDk of
Ghana. lefor. 11815, alriculture va. favored with preferential Indinl rat•••
But while thi. encouraaed the If-.nd for credit, it alao di.couraled the
bank. from lendinl to the ••ctor, with the r ••ult that alricultural lendina
invariably fell .hort of the taq.u required of .ach bank. Aft.r 11815,
hcNever, landinl raU. ware more or 1... unified, md in S.pt~r 1987
landin. rat•• ware ccspleuly liberalized. B.~en Sept-.ll.r md Dec:~r,

landinl raU. appear to have barely moved md continue to b. n.laUve in real
t.au. S_ raU. have edl.d upwarda, particularly for riald.r 1_, but
de.piU exc... liquidity in the bankinl .yet., the rat. etructure hal DOt
chaDled .ubetmtially b.cau•• the bindiDl cr.dit ceilin. preclude. my
further ezpanaion of credit.

27. rart1y a. a re.ult of intereet rat. Clllltrola, Um trm.fomation
hal been a probl. for the Gh.n-fUl baDkinl &y.t.. lank...ra unabl. to
c-.pell.at. for d.k end _turity by varyinl th.ir inureat rat... In
additillll. the hip proportillll of baDk.' liabilitia. at the .hort end of the
_t_ity .trw:ture (_inly d••nd depodU) have couatraiDad their ability to
lend 1-. t.m. rurthemore, lara. holdere of lonl um fuIlde, auch a. the
Social Security and .ational Inaurenc. fruat, ware ccspelled to purcha•• low
yialdinl aove~t .tack to finmce the loverummlt deficit. The••
couatrainu, alOlll with the U.it.d DlIIIb.r of "iabl. iDve.a.nt opportlllliti••
broupt to the attentillll of the bank., ••rved to hinder the flow of finmcial
r ••ource. fOr iDve.taant. The baDk. have tended to lend .hort um, Minl,
to their ••tabli.had cuat_ra, a hip proportillll of __ are in the trade
end ••rvic••ector.. In 1986~ it ia .etiuted thet only around lSZ of
c_rcial baDk 1_ OIlutmdin. eincludinl tho•• of devel~t finmc.
in.titution.) ware of _turiU•• over three year., end nearly 50% of all
10m...re to trade and ••rvic•• emu 2-4).

S. Liquidity "'r-' at

28. In addition to quart.rly credit auidelina., the BOG uae. two Idnd.
of -ini_ re••rve ratio. to control the ezpanaion of credit. The Urat b'a
-ini_ ca.h r •••rve ratio thet relat•• a bank" ca.h end depo.it holdinl'
with the BOG to ita total depodu. ADd the .econd. ia a -ini_ liquidity
ra••rve ratio that relat•• a baDk' ••econdary baldinl' (approved billl end
••curiti•• ) .to it. total·depo.it.. Por UDy y.ar. the -ini_ re••rve ratio•..t', DOt .ffective in controlliDa liquidity b.caua. bank finmciDa of the
love~t deficit va. far in exc... of what could be ab.orbed at the
pravailiDa re.erve ratio.. lut with the rapid depreciation of the c:urnncy,
the exc...·l1quidity va••oon IIOJlpt!l:l up and the BOG reduc.d iu -ini_ ca.h
re••rve ram- Iracllially until it r.ach.d 10% on d_d depodta end 5% on
time end .a"inl' depo.it. in Octob.r 19815.

29. In laU 1987, h__r, a dtuaUon of exc... liquidity aac. apin
_raed. !he bankins &y.t. app.ar. unable to ab.orb the net repa,.nu by
the Gove~t, ••pecially .•ince it cannot rech.nn.l th... to the privau

-
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sector on account of the credit ceilings. As a result, some banks have been
turning depositors away, and private enterprises with surplus savings are
finding means of lending to deficit enterprises directly rather than going
through banking institutions. The 'crowding out' of private sector financial
savings was exacerbated by the substantial expansion of credit by the BOG to
the cocoa sector which has added liquidi t ! to the system adversely affecting
as a result, the operations of the newly opened Discount House, and sending
interest rates at the BOG's recently introduced treasury bill auction below
the minimua savings rate and the rediscount rate.

'30. The present situation of excess liquidity.in the banking system is
coincidental with a shortage of liqUidity in parts of. the manufacturing
sector. The demand for credit in the manufacturing sector has risen sharply
as·a result of increased import costs, 100: deposit requirements for the
foreign exchange auction, and improvements in the efficiency of tax
collection. But the banking system has been unable to intermediate between
the resource-rich cocoa and mining sectors and the resource-hungry manufac
turing and foodcrops sectors. The distortions created by the credit ceilings
are beginning to make it difficult for the Central Bank to manage liquidity,
and this points to the need to develop as rapidly as possible indirect
instruments for monetary management that are capable of absorbing or
injecting liquidity as and when required. But the issue also goes beyond one
of just introducing new instruments. It means that the financial sector
needs to develop a secondary market in government backed securities and
commercial paper, and use it to manage its twin objectives of liquidity and ..,
profitability. The Government is putting together a plan to address these
issues, including the sale to commercial banks of cocoa bills, a better
monitoring of banks' cash reserves and the timely issuance by BOG of
short-term paper.

4. Money Market

31. The potential usefulness of a money market in Ghana haa been
recognized for some time, and one discount house, Consolidated Discount House
Ltd (CDB), which is oWned by banks and insurance companies, has recently
become operational. After opening for business on 30th November 1987,
however, and an initial flurry of activity during the first days, flnt
transactions have subsequently been done by COB. This disappointing
performance can be traced to a combination of inadequate detailed agreement
between CDB and BOG on an operational framework, unrealistic expectations by
banks as to the absorptive capacity of COB, and imprecise definition of the
scope of CDB by all parties. The Ghanaian authorities are now in the process
of taking the requisite steps to facilitate the development of a smoothly
functioning money market. These will include consideration and resolution of
the following defects and shortcomings. (i) p"dential limits on the
composition of CDB assets; (iiI liquidity status of money-at-call with COB;
(iii) ~B's method of computing interest; (ivl access by CDR to rediscount
facility with BOG, or to any assured supply of treasury bills; (vI status of
call money deposits by banks with CDR; (vi) the effect of the banking licence
issued to CDRJ-!.vii) !=ontinued access .of banks to BOG for accOllllllOdation of
their liquidity; (viii) definition of bankers' acceptances eligible for
rediscount at BOG; (isl BOG's policies for the sale to non-banks of bankers'
acceptances; (xl further to (ivl basis on which CDR and BOG deal in
longer-dated Government stock•



,
w

- 9 -

,. capital Market

32. Ever since the early 1960·s. vheD • ca.prebeDsb. c:a.pantes coda
was enacted. Ghana has be. cOIlsiderina the introductiOll of • fomsl Stock
bcbaDa.. The cle.r beDefita of such an institutiOll. in Ghana••s elsewhere.
would be to neble corpor.te issuen to access lema-teaa fuDcla pZ'G9'ided by
iDYeators. both indiYidual md institutiOllal. md to pZ'G9'icle liquidity in the
secondary _rket for .hares and bOIlde. The Accra Securities Market Ltd (ASH)
has ben fozmed for scae ye.r•• but DOt .ctiftted. Ghana. ~r. alre.ely
has public is.ue. of ca.paDie.. S_ eipt•• ca.paDie..~ prmarUy by
foreip .hareholden. _re c_rted into public ca.paDi.. cluriDa 197' aDd
1976. UDcler the oper.tion of the IDve.tment Policy I:IIpl_tation Decre••
The only other is.ue. .ince 1976 ha_ be. one ieaue iIwolYiDa the
c.pit.liaetion of re..r'ft.. aDd • f.Ued ripta issue. which wa. le.. thaD
23% .ub.cribed. It _y be a.er.lly ob.er'ftd that the•• public ca.paDie••
• _ of wbich .re _a the 1.rae.t .terprise. in the lmd. either have uot
needed to raise c.pital f~ the public clurina the last clecacle or have
det.aaiDed that it would DOt b••v.U.ble .t • re••onable co.t. It _y be
.rpe4 that the proar_ of di_atitur. of at.te-owned .terpris.s c-t.d be.t
be acca.plished throup • Stock Bzchana.. IDclnd. if aw:h m achn••
ezi.ted. it _ld be • natur.l conduit for aw:h trmaactiOllll. B_r. it is
OIl1ik.ly to be ••ti.factory for either the Gove~t. or the futun
cle'ftlos-nt of the c.pital _rket in Ghana. for m 1!'zchna_ to be cre.ted
ba.ed uiDly on aw:h • short-teaa fl_ of capti_ bGaiue... Purthe_re.
di_.Utun ••le. are DOt primary issue.. .ince DO fUDcle are raised for the
subject ca-pall)'. 1D1le.s the .ale••re ca.biued ~th • new issue of atock by
the ca.pmy.

33. One practical way to te.t the propodtiGll that both npply aDd
d nd in pd_ry _rk.t will be aftUable in quantity. is to pZ'G9'ide ._
inc.ti_. to privete plac_t of equitie.. aDd to -ttor the reeultmt
fl_ of iDYe.tment. IDe.tin. to corpor.t. i.sue. c-t.d raae f~
elJaiDatiou or recluctiGll of the 2% .tDp dDty GIl c.pital incre..... to •
pe.......t or t.-porary recluction of the corpor.te taz rate for C'a.pmie•
• ttractiD& new c.pital. Inve.ton mpt be eucouraaed to uke equity
iDYe.tmenta by _r.tion f~ c.pital aaiDa tazatiou. by equaliaetion of
the ta tre.tment of baDlc intere.t aDd divicleDcl.. or by the abiUty to uke
iDYe.tmeIlta up to ••tated ..yf_ U.it INt of pre-taz inc_. It ._ that
divicleDcla in Ghana ware tre.ted •• taz-free for ._ years in the 1170.. Ia
additiGll to the .bo'ft consideration. there are • .-ber of other coneerna
that need to be addre••ed. The•• include. (i) the review of mditiD&
ataDclarde .pplic.ble to public c:a.pente••bould be accelerated. aw:h that my
rec_dation for !aproe ut _y be !apl_ted wall in a4vaDce of my
Stock 1!'zch.uae activity; (!!) the iDatitutiOllal aDd rep1atory fr_rk for
my Bzcbsn.e -.t be clevised md erected before my att...t is made to
activete the ASH; (iii) the po••ibUity of foaaiDa • vehicle for pZ'G9'ision of
Ye1Iotun or cle'ftl~t c.pital could be cOllaiclerecl. wbich would hold the
pmpect of .ctina ••• nur.ery for ca.p.u t .. which c-t.d. GIl _turity. be
.old to public iDYeator. thrINP the bchavae; aDd (tv) the priciD& policy
aDd _c:h.nln for new ieaue. on th,ASH .hCNld. ide.lly. be left in the hmde
of profe••ional .dvi.er. to corporate issuer.. The Technic.l aub-ccaeittee
for the lat.bli.bMDt of • Stock 1!'zchavae. reported in 1986 that • capital
IealUl. ee-t••ion. _der the .uapic•• of the Ghana IDve.tMDta Catre (GIC) •
• hCNld fulfU this pricina fUDction. AltbCNp .uch • propo.al .... to
utUbe the .kill. which .re .veilable within GtC to pZ'G9'ide _ objecti_
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framework for price-setting, it may be seen by the manager and shareholders
of potential issues as unduly prejudicial to their interests •.

6. Itegulatory Policies

34. Itegulation is intended to provide monetary stability, protection ~f

depositors, and an efficient and competitive financial system. In Ghana,
banking activities are govern.d by the Banking Act of 1970. the Backing
Regulations of 1973, the Bank of Ghana Act of 1963, and amendments or decrees
issued in due course since the enactment of the for. going legislation.

35. Several serious omissions in this body of legislation,. together.
with wsak baclt supervis in", have led to the concentration of risk in the
portfolios of banks, inadequate capital and res.rves, inflat.d profits, and
unrecognized loan losses.

36, The BOG has never specifi.d the limits for uns.cur.d credit as a
limit of each bank's paid-up capital and reserv.s. and has n.v.r specified
the percentage, thus banks have frequently extended credit to single
borrowers far in .xc.ss of the bank's capital funds in cl.ar violation of
prudent banking practice, and with the result that these borrowers, in
effect, control the future of the backs.

37. Because banks in Ghana operate without the benefit of uniform
accounting standards, their treatment of interest on non-performing assets
varies. In many cas.s, backs continue to count interest on assets as income
even when coll.ction of such ass.ts is in doubt. This implies nec.ssarily
that a uniform definition of non-performing ass.ts must b. establish.d. The
lack of unj,form accounting standards has also l.d to inadequate loan loss
provisions and reserves. Currently, most banks make no attempt to accurately
quantify the risk which exists in their asset portfolios and to provide
ad.quate loan loss r.serves, Diagnostic studies of the banks clearly indicate
the need for banks to bett.r assess the quality of their assets, Mandatory
minimum provisions should be established in ord.r to ensure that management
is not overly optimistic over the eventual collection or recovery of the
asset when d.t.rmining an adequate level of loan loss r.serves.

38. The problem of assessinl asset quality properly carries over to the
issue of capital ad.quacy. lIot only are banks failinl to recognize loan
loss.s and set aside adequate reserves, but their assets have grown at rates
far surpassing the growth in capital funds through retained earnings. As a
r.sult, the proportion of capital to assets has become insufficient to
prudently support the banks' ongoing operations, In fact, if banks were
reqUired to recognize the loan losses currently existing in their portfolios,
many would be technically insolvent. Unfortunately. existing banking
l.gislation does not mandate a minimum capital adequacy ratio which would
.nsure, that banks grow at a controlled pace with due attention to asset
qualitt and off-balanc. sheet risk.

39. Other _alm....s or omissions ezist in the current body of banking
legislation. ~elopm.nt finance institutions which ar••ngaged in
comm.rcial banking activities are not subject to the same requirements
regarding the transfer of r.tained profits to the r.serve fund. Monetary
penalties cit.d within the legislation have not been revised upward to
reflect the eff.cts of inflation and, therefore, no longer serve to dis
courage illegal or imprudent acts. Prudential reports and audit reports
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lubaitt.d to the IaDk of GhaDa an iDadequate al lourc.1 of WomatiOD with
which to cODCluct off-lit. or .ady ..ming anal.ylil. ADd a -.c:haDi_ luch
as a cr.dit clearing houl. doel DOt ezilt to prcwide for the lh&riDg of
credit infomatiOll between bUlkI.

7. laDkiJll SuperviliOS

40. SllpIrviliOD of the bUlkiq ayst_ 11 the reapoadbUit)' of the IaDk
of GhaDa, a fuDc:tiOIl it pl'O'lridel throap ita BUlk IT_inltiOll Ilepan-nt. All
bUlkl, iDcluding rural bUlkl, c_rcial bUlkl, u-los-nt fiDaDc.
inltitutiODI, and the dilccnmt houl., c... UIld.r ita JlU"i_. Supern.11CIIl 11
carried out throup OD-lit. examin·tiODl and off-lit. &Dalylil of prudential
r.tu=a. However, l.riOUS IhortcamiDgl ezilt in the ITI-inltiOD Ilepan-nt'l
capabUity to perfo_ thel. talkl.

41. On-dt. examin·tiODS of .ach bUlk are r.quired _aUy, )'It 0D1)'thr.. bUlkI _re _"ined in the lalt )'Iar udnl cOlllprehenaive ex-inatiOD
proc.durel. Pw:th.x-re, the thre. larl.lt bUlks have never been .._in.d in
depth. Of the appl'Oldmatel)' 110 rural bUlks, OD1y about 40 _re _Dined.
Ilapl_tatiOD and enforc_t of bUlkiDg laws and AplatiODl 11 iuffec:tive
and lupervidOD _alt. The eziltiq _aminatiOD ..thodolol1 fOCUll.s pd_rUy
OD a °enapshotO of the bUlk's cODditiOD ata liven po!Dt of u- rather than
OIl atrenathening the bUIk'l _g_t ayst_ which an the fint l!De of
defenae apiD&t ilaprudent andlor Ulepl boUlking practic.. Beddes,
prudential reporting 11 u.ited to a handful of reports, and DOtwithetmdinl
the lack of suitable prudential reports, DO capabUity has been u-loped for
cODCluct!D& offdt. anal.)'lis even if the prop.I' report!Dg tn uo.rk ..s ill
plac••

4%. !bare are leveral J aasODS for the IaDk IT_inatiOD Ilepan-nt's
deficiency !D _.tiq ita A8JICIIlIibUiti.s. The present staffiq of 4'
persODs iDcludes apprOldaately 30 n_in.~s; however, OD1y fi". an jadaed b)'
the H.ed of the Ilepan-nt aa beiq capabl. to l.all __inatiOD t._. Of
the thirt)' iDdi"iduala, OIl1y OD. has _re than ten )'Ian experienc., and 0D1)'
four have experienc. of between five and ten )'Ian. Low ci"U s.rvic. salary
levell .u. it difficult for the BUlk IT.inatiOD Ilepan-nt to attract and
r.ta!D qualifi.d ex-in.n. ADd tra!D!Dg 11 iDadequat. liven the ".ry
apecialiaed skills _dad b)' the bUlk auperYidOD ltaff. If the IaDk
IT-inltiOD DepartMnt is to ...t ita AspouibUiti.s, the m.ber of lUff
_st be iDcreas.d, salari.s ilaprcwed, and both skUll and experienc. levell
strengthen.d.

III. All AGE!!I!A POI AC'fIOW

43. ' The u-los-nt of aD .fficient and broadly-bas.d fiDaDcial sector,
·11 crucial for the cODt!Dued edjuatMnt .ffort of the GhaDaiaD .c.....,. The
GoverllMllt has prepared a Stat_t of ?iD&ncial POUC)' which detanl the
poliC)' fr....Durk for refoElll to be utld.rtuen (iDcluding aD Ilapl_tat1Clll
Sch.cIu1e) whTc:li the ·propol.d cAdit Would lupport (Alma; 4). The_in
obj.ctives of this progr.. ar. outliud below.

-
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A. Measu~es to Imp~ove Deposit Mobilization and to Inc~ease the
Efficiency of C~edit Allocation

1. Deposit Mobilization

44. A key facto~ in ~~nving the deposit mobilization potential of ~he

finmcial secto~ is to ~..tore public confidence in the banking system. The
Gove~nt is, the~efo~e, conside~ing the ~epeal of the Banking and Financial
Institutions (Request for Infomationl Dec~ee, vith a view to stipulating
that sll disclosu~es of infomation f~aD banks, including cases whe~e

c~iJllinal cases are pending in cou~ts of lew, viU be in confomity with the
Banking Act of 1970. In addition, the Govenllll8tlt intends to amend the
Banking Act of 1970 to inco~orate p~oviaions ~equi~ing the maintenance of
secrecy in ~espect of customers' accounts by the banks' Di~ecto~s, office~s,

staff, and audito~s. The banks would also mount a public ~elations campaign
to educate the public on the new laww and thei~ implications fo~ individual
or co~o~ate deposito~s, and thereby lessen any linge~ing fea~s about the
maintenance of sec~ecy of bank accounts. Finally, measu~es to enhance the
soundness of banking institutions unde~ the p~oposed p~oject will cont~ibute

tawa~da the ~estoration of public confidence in the banking system.
Consideration lII&y be given to establishing a Deposit Insurance Sch_ once
the fiaanc1al dist~ess of banks has been alleviated and Gove~nt's

shareholding in banks has been substantially ~educed.

4.5. In recognition of the importance of imp~oving euatome~ services and
as a _ans of mobilizing deposits, the banks viII be pemitted under a new
~egu1ation to vary the wo~king hours and business days of thei~ branches.
This wiU aUow them to respond fle:ll:ibly to customer needs in differet
areas. In addition, the BOG intends to review the system fo~ collecting and
clea~ing local and outstation checks, vith the principal aim of determining
the ~efo~ necessary to ~educe substantially the extensive time and high
costs involved in the p~esent system.

46. The increased flexibility in the'Gove~nt's policy tawards
inte~est ~ates has led to a discernible increase in the willingness of the
public to hold deposits vith the banking system. In addition, the BOG viII
agree with IDA on a timetable for decontrolling banking cha~ges p~ior to
Feb~ry 1989.

2. Efficiency of C~edit Allocation

47. The BOG has al~eady taken the commendable step of libe~alizing

lending ~ates of banks. To follow up on this step, it issued on February 29,
1988 new credit guidelines abolishing aU secto~al ceilings while maintaining
the ~equir_nt that banks lend a minimum of 20: of thei~ total lending to
agriculture. BOG inte~~ets "ag~icultu~e lending" in the b~oad sense to
include, beyond primary agriculture, the processinl, wa~ehousing, and
lII&~k.ting of ag~icultural p~oduce as well as fo~estry activities. P~ior to
December 1989, the BOG viII ~eview the ~esults of the ~ecent liberalization
of the crediw.olicy. and determine ~ consultation with IDA vhethe~ the floo~
on agricultunt' lending should be lII&intained. To ensure that refinancing
facilities, special lines of c~edit, and othe~ special c~edit schemes a~e

used only in exceptional ci~cumstances, the BOG will p~epa~e c~ite~ia and
mechanisms fo~ thei~ use. These c~iteria should ensu~e that such c~edits a~e

only amployed when it is clea~ly established that the~e is a ma~ket .failu~e

preventing funds f~aD reaching disadvantaged o~ priority g~oups, and that the
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_at .ppropriat. _y of clealing with the _rk.t f.ilur. 18 throap • apec:ial
liDe of cr.cl1t. If and when such cr.cl1t .~••re u,., they will be t.pt
to • aiD~ and their co.tI will be budg.t.d aDd _de traDlp.rent. Finally,
Ulin, .Jail.r cdteria, the lOG will r."i_ the Cr.cl1t GuaraDt.. S~ aDd
iD cou.ultatiou with IDA, det.aaiD. wh.th.r the .ch_ .bould be WOUIId op.
In the _aDtime, the .ch_ will not i ..ue aDy furth.r aaeraDt••••

3. EfficienCT of lantiDs Oper.tiou.

48. to eDc:our.g. bant. to _rove the .fficieDc:y of their operatioDa
yet further, the lOG will UDdertat. • ~i_ of th.ir oper.tiDI pr.ctic••
with the .JD of prep.riDS aDd c:irc:ul.tins • ..t.mnually •••t of anras•
• fficienc:y J.ncl1c.ton .0 that bant. CaD cc.p.r. th.ir parfommu:. Tb-.-ri.
other bant.. In .clcl1tiou, to r.duc. the co.tI of baatiDI oper.tiOlU thet
.d•• fre. 1_ cleac.J.natiou currency note, the lOG will i ... not•• of hipr
d_c.J.natiou. lecently the lOG broupt out the '00 cecl1 not., and • 1000 cecl1
note hal been .pproved by the loard aDd the Gon~t. !h. lOG will t.ep

. thi. policy UDder conataDt ~i_ aDd b.ue notee of yet hipr cleae.in.tion
when aDd •• nee....ry. I.lide., the ne.d for iDtroclucinS .ore .oclem bantiDS
_thocll and technololY, opgr.diDs the .tilla of the ni.tiDI pen_l, aDd
recruitins aDd clegelopiDS of n_ tal_t, would n.c...itate tr.iDiDI prolr_,
which liven their _pitucle, would b. better uaclertaten centrally to ••rn
the entin b.nkinl iIlcluItry. t.c:hnical ...btanc. to that and -td be
fiuDc:.d ~r the project (App.z 3-6).

4. !!min Mark.t

U. !he _raiD, _.y ..n.t in Gbana, the princ:ipal
in.titlltional .-bar of which 18 the l1_ly ••tablbhe4 CIlII, 18 laboriDI 1IIIcler
the cl1ffic:lllty of aD inaclequat.ly defin.d operational and replatory
emrir_t (p.r. 31). !be J.ncl1c.tiY. li.t of probl_ .re•• for the -r
..n.t, and CIlII in particular, ccwere • wide .pact~. !he.. probl_ ~4
be .ddre... throlIIh tha prep.r.tion and 1Ub••quat _l_tation of •
priodty reinforc:_t plaD, to be 1IIpl_t. prior to F.brnery 1I8t,
inc:lucl1n1 the clr.ftinl of • St.t_t of Oper.tins Policy for CIlII to be
eDclon.d bY lOG ad clegeloped .fter c.reful coulultation with bante, lOG and
CIlII _,_t and eupport.d bY tec:hnical ...i.tanc. fiuDc:. ander the
propo•• crecl1t Cmex 3-1). Spa. would be aD Jmportat factor to noid
lOll of 1!Ipetua in CIlII'. clegelOJDnt. MaanWhil., peadinl the 1IIpl_tation
of the reinforc:_t plaD, CIlII'••ctiritie. woul4 be ~cted to be on •
.ocle.t .cal. aDd 1J.aited princ:ip.lly to facilitatiDI cwemipt trauaaction.
between bant. and cbmn.lliDI of f1mclI between the banting ••ctor and lOG.

,. Capital Mark.t

50.~ !he concept of ••t.bli.hing • c.pit.l _rk.t in Accr., prohably
thr6a.p Accr. Sec:uriti.. Mark.t Ltd (ASH), hal been fo.tered for ._ time bY
the notion that • .trona demand nist. for .uc:h '.l:9ic.. fre. potential
imre.ton IIl!l cOrp9r.te i ..uan. Qpantific.tion of th... f.ctors viil .l_y.
b. _r.d.."but 1t i. n.c....ry for the fOUDdetion of • c.pital ..n.t to
be ••••cur••• po..1bl.. AccorcliDsly, aD ....._t of the lik.ly d nd
for, ad .upply of, quot.d ••curiti.. .hould be _de ccweriDI the primary and
••con4ary urJr.tI. !hi. • ...._t would be uaclertaten in • .tady fiunc.
ander the propo••d crecl1t (Annex 3-2) which in e4cl1tion WOlI1d ccwer the
foll-mS .rea. (i) delilll of • pacta,. of .u1tabl. inc:enti_e to .ttract
both imre.ton and potential corpor.t. illuar.; (11) delilll of a acleqaat.

-
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regul.tory and in.titutional framework to gener.te u.er. confidence and
prevent financi.l abu.e; and (iii) a••e.ament of the .uit.bility of
e.t.bli.hing a .pecialized financial in.titution providing venture and
development capital. In the meant1me. and pending the review of the .tudy'.
outcome. no .ub.tantial action .hould be u~dertaken leading to major
in.titutional change. in capit.l-market ~.l.ted in.titutions (ASK, Nation.l
Tru.t Bolding Company. the propo.ed C.pital Issue Commission).

B. Amending Laws and leal.tions

51. In order to strengthen the hand of bankina supervisors, the
enstina bl'dy of la.... rules. and r&aulation. vill be lIIII8nded or revi,ed to
addre•• the .eriou. shortcominas described e.rlier. To f.cilit.te thi•••
caaaittee ba. been est.bli.hed at the behe.t of the aov.rnment to review
ezistina leaisl.tion. dr.ft the chana.s n.ces••ry to improve the reaul.tory
framework. and est.bli.h prudent standards to en.ur. the vi.bility of the
bankina syst_ (.ven if this mean. that many bank. may not imIIIadiately
confona to the new lea.l requirement.). To as.ist in the revision of this
body of 1..... rulinas. and regul.tions•• technical •••i.tance compon.nt i.
included in Ann.z 3-3 to provide for the ~loyment of • bankina law ezpert
on an ad hoc b••i •.

52. GOG ba••ar••d to • numb.r of critical chanae. or addition. to the
l.aal ft: lIOrk. U.k ezpo.ure lJaits as • percentaa. of c.pital will be s.t 'V...
on a bank'. &zpo.ur. to a .inal. customer or r.lated aroup. Th••• lJait.
will encampa.. ..cured •• well •• un.ecured credit to (and investment. in) a
.inal. p.rty or aroup of related p.rtie.. To the estent that credit. to
ezi.tina cu.tomer. esc••d the new lJait., the bank••hould e.tabli.h plan. to
r.duc. th_ to confonaina levels within a re.eonabl. t1me £r_.
Modific.tione to en.tina leai.l.tion will al.o plac. .tricter .1Jait. on
cr.dit .%tended to dir.ctors' intere.ts by .ubj .ctina th_ to sJailar
ezposure limit. bas.d upon the bank's capital.

53. A miniDwR capital-.dequacy ratio vill b. establi.hed. Thi. r.tio
.hould take into .ccount the ri.kine•• of the bank' •••••t ••• well •• its
off-balance••he.t ri.k. Bankina .upervi.or. vill h.v. the ability to mandate
even are.t.r capital when, in th.ir opinion, condition. warrant. Bank. which
do not _.t the miniDwR auidelin. will not b••llowed to p.y dividends.
Pollovina implement.tion of new miniDwR capital auid.line•• b.nks .hould
prepare. and update on an annual basi••• c.pital plan for maintainina or
re.torina capital to an .d.quate l.v.l. In addition. ·the amount of paid-Up
capit.l to e.tabli.h a new bank vill be .dju.t.d upward. to reflect the
effect. of inflation. The BOG will b. delea.ted .uthority to revise this
mini1!l!. amount •• warranted. Dev.lopment finance in.titution. which are
enaaa.d in cOlllll8rcial bankina will al.o _.t miniDwR capital adequacy
requirements, .lthouah .uch lJaits may differ fran cOlllll8rci.l banks b.cau.e
of thtt .dded risk of the dev.lopmant portfolio. Development financ.
in.titution. will .1.0 b. requir.d to tran.fer • portion of their net profit.
to re.erve. in .ccordance vith the relevant provi.ions of the Bankina Act for
cOlllll8rcial batlir. '. ..

54. Regulation. vill .pecify the format and content of audit report.
and the llliniDwR .cope of .udit reviews. thl.ifona .ccountina and auditina
.tandard. and prudenti.l reportina requirement. will .1.0 be e.tabli.hed.
Th. .ccountina .tandards vill includ. auideline. for loan portfolio review
and cl•••ification., the tre.tment of intere.t on non-perfonaina loans. and
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provi.iaaJDi for potential lOaD la..... To •••i.t in ••tablilhtaa the••
• tUldardi uul reporting r.quir_tl, the proj.ct ~cl fiJwlc. the ••rric••
of aD int.matiQll&l ,cc01Zting Una.

55. 'fbe ••tabl1.~t of • cracl1t cl.uinl hoaa. ia • c.-plaz
UDcleru.king wbicb will r.quire • techD1c.l .b1l0r to cCllml1t OIl itl
••tablh"-t, operatiOll, uul legal fr_rk. A techD1cal ••d.tee.
proana 11 propo••cl in A.U 3-4.

511. La.U,., _tar,. penalti.. for YiOlatiOill of 1-. uul nplat10lll
will be.t~ uul per1ocl1call,. nY1Iecl to "rn .e • cleterrent to
Ul...l uul U1pruclent actl. Initiall,., the penalti•• COllta1Decl in the
ezi.ting Baking Act an to be incn...cl by • factor of 100 uul nY1Iecl
thenafter •• _.eleel.
c. "'Is!,' ''P'rYiaion

57• To enable the lOG to effactiftl,. c.rry Ollt ita role of -ttor1ll&
uul pr•••rving the health of the f1naDcial .,..t_, the 1k1l1l, tnininl,
.taifing, uul _thoclolol7 of itl Bak h_in-t1OIl 1lepart8eIlt 8&lt be
.t~. To thi. encl, • 1l1I8ber of nep. an being taken. "int, two
1Ian1rinl nperYil10ll expert. .n in the proc... of beina reenitecl to "rN ••
tecJm1cal ab1l0n to the lOG. 'fbe ·propo.ecl t.dn!fcal ••d.taIIC. prop_ 11
OllUJMcl in Annaz 3-3 incladlna the t.me of nf.renc. of the bnlrinl
npervidGll apert.. wIlD.. ...1ItUIC. 11 critical to the IaCC... of
.~ the nperYidllll f1nu:tiOil. ...1clee, incn••••. in c........t1OIl
an critical- to .ttract uul ntain hip quality iDclJ.Yiduali in the Ink
Bn-ipet1Oll 1lepart8eIlt.'fbenfon, the lOG will, in line with the _rall
rni_ of ca.penl.t1Oll for ci"U ••matl •• pert of the .tructural
acljlllc.eJlt progr-. re...... .taffina uul c.-peu.tiall in cOllj1l!lCtlOil with
the po..1bl. nora-hltlllll of the ~t.

58. 1'nclential I1Iperv1l10ll of 1Ian1r. 11 .1.0 provlclecl in the fome of
ext.mal aadltl uul fiJwlcial eli.donn. AIJcl1t1 of 1Ian1r. CCIIIdnctecl in the
pe.t faUecl to eli.do.. the extent of probl_ lUb.eqaenU,. iclentiflecl la the
cliapo.tic .twll... It 1. .ppuent thet DOt llIl1,. aadltina .talldardl 8&lt be
nnqthallecl but tnining of .wIlton 8&lt ree.lft hip priority. Ia th1I
naucl. the Ialtitut. of Cllart.recl AcC01ZtaDti heI aD UIportaDt role to pla,.
in provicl1na l.aclenhip to the aadltina prof...iaIl in GbaDa. A tecJm1cal
...1ItaDc. proar- 11 ePY1I'lecl for the ttdAlnl of .wIlton ('._ 3-5).
'fbe progr- al.o incl1lcle. • c"Bpol!ent for • COD.ll1taDt to ••dn in
cleftloping .wIltina ltuularcl••

511. 1'1nau:la1 elildonn cen help to inn1ll eli.cipllne. B_1',
alYen the pn.ent n.te of the bnlring .,.n" I_rall,., fIlll f1nau:la1
elilcl,onn i. cOll.1clencl inappropriate .t thi. tm.. __thel... , c.rtdn
lnfO_tiOll, Iw:h.. clepo.it .CC01Zt ltat_tI uul .cbeclIl1.. of ebara".
abOlllcl be _cle .".11abl. to the plJbUc. Ia thi. nlarcl, the JenkinI Law
e-ltt.. wl'1r lltabU.h .taDclarcl p.~tlm. of infometiOil elildonn to the
plJblic. - •

D. ..pk "Itructurinc

110. AI .tatecl in p.r. 111, a lara' IlIIIIber of Gbendm 1Ian1r••n facina
._re fiJwlcial elifficulti•• , which '1" thre.ten1n1 their llqulelit,. uul
,01ft11C7 uul thereby the .tabUit,. of the f1nencial .,.n__rall. !hi. ia
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particularly the case oj the three development ba~s, but to ale.ser extent
al.o of .ame major commercial banks. Thi. situation was attributable to
inappropriate .ector policies and regulation. affecting the op.ration of the
bank. in the pa.t, inadequate banking .upervision by the authorities,
internal weakne.s•• on the part of the banks themselves (in particular
deficient managemedl team and poor procedure. and controls), a. well aa the
massiva devaluations in recent years which have considerably increased the
corporate sector's indebtedness and reduced its capacity to service its debt
to the banks, exacerbating the latter's portfolio arrears. The Government
realizes the critical need to restore the financial health and operational
capacity of the distres.ed Ghanaian bank.. Comprehen.ive diagnostic studies
by international auditing fir.ms have been carried out for the three
development banks and .ix major commercial banks to determine accurately
their financial and operational condition and the appropriate remedial
_a.ure. required. The.. audit report. con.titute the fir.t step in a review
proce.. which would determine for each bank its pro.pects for future viable
operation and restructuring requirements. External audits under the aegis of
BOG will be repeated for the coming two to three years until such a tt- as
BOG's exeminaticn de?ar~t hal been sati.factorily strengthened.

61, The ba.ic principl.s that are to govern the restructuring of the
bank., have been .greed between the Government and IDA and are .p.ll.d out in
the Stat..-nt of Financial Policy (Ann.x _--para. 7 to 9), along vith
.p.cific target. for re.tructuring plan. (Implementation Schedule Section II
- _ to 7). Th••y.tematic review of .audit reports by the Ghanaian ~,.,,;•

. authoriti.. and IDA, vill provide a ba.is for deciding on a future course of ~
action (recapitalization/r..tructuring, 118rger, liquidation) for each bank.
Th. eventual d.cision to recapitalize an individual bank will be based on a
reali.tic •••••.-nt of this bank'. pro.p.ct. for vi.bl. op.r.tion vithin •
r.fo~d banking .y.t.. more liber.lized and competitive and vith _ch
reduc.d reliance on GOG/BOG funding and other concesaional funding. This
vil1 entail • three-pha••d proce.. of which the fir.t .tep would be the
prep.r.tion of det.iled bu.ine•• projection. for at l •••t a '-ye.r period
ba.ed on r••listic a.sumption. of future op.ration.. Th. iterative proce.s
by which the•• proj.ction. vill be undertaken would involve con.ider.tion of
funea-ntal is.ue. .uch •• .ector.l specialization vs univer••l banking. the
option. of _rgers and liquidation.. d.gree of appropri.te .tate financial
.upport. Onc•••ti.factory proj.ction. are obt.in.d for an individual bank,
••p.cific re.tructuring plan vill be prep.r.d for it. stipul.ting the
arrangements (operational. financi.l, manageri.l, leg.l) for the bank's
future oper.tion. HOnitorable .tep. for the implementation of the
restructuring plan vill b. embodied in a performance contract to be signed
b.tween the Government/BOG and the bank setting out .the respective
oblig.tion. and couaitlllllnts of e.ch p.rty. All restructuring plans for
individual banks vill be .ant to IDA for review and agreement pr~or to their
implementat.ion.,
62. In addition to ~di.te ••feguard _asures to be taken as
neces.ary so as to arrest further financial deterioration (i••••
discontinuat~curtaillllllntof new 18ft(\ing; concentration on loan recovery.
reduction in operating costs; reconciliation of .ccounts), specific
modalities will be worked out to settle the accumulated deficits involving an
appropri.te mix of cash injections and non-cash adjustments. in particular
(i) re.cheduling/conversion of external and GOG/BOG loan. to bank.; (ii)
tran.fer to the Government of the banks' portfolio of non-performing loans to
.t.te-owned enterprise. and/or tho.e gu.ranteed by the Government. Beyond
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intemal ....aur•••t the 1...1 of ••ch iJl4iviclu&l buk. .rrma_u for loall
rec_ry aaht !Delude the trm.fer of the buk.· 1l000-SMrfoaU.u.a loall
portfolio to •••p.r.t. entity (coll.ctiOll .Ieney. -I.d f1mcl.
r ••tracturinl fund) or it. ..1. .t • di.cOOllt.

U. P1DIDcialr~u for r.etracturiDa GhaDaiID buk. (both for
re.orbiDa the aanl.te deficiu of the whol. bukiDl .yet. uui for
r.c.pit.lhatiOll of .elected huk.) c. GIlly be rOlJlhly e.tm-tad .t thi.
et.I•• peadinl the cc.pletiOll/aualyd. of their audiu and the aub.equant
decidoo-lUkiDa prac... leadilll to their recapitalhation/n.tracturiDa.
IIdtial ••tJllate. iJl4ic.t. that _nil IlHda -td .pprozJllat. US$ZIO
aillioo. Of thil _t .bout US$40 a11liOll could be _t with the c_rdoa
into quad-.quity of 10•• frca GOG/lOG uui ntemal lender. to the bulk.
(princip.lly the lievalopMllt buk.) uui US$ZO a11liOll throaah the rapqrcIla••
by GOG of 1l000-perfonainl loall. to .tate enterpri.... 'fa -ttor the proper
_l_tatioo of the buk restracturing prolr... the Gove~t iI in the
proc... of ••tabli.hiD.a a 'f.clmic.l ee-itt... reportiDa to the P1DIDcial
Sector Mjll._t e-J.U.e (par. 77). Gi...- the _pitude ad c.-plezity of
tha azarci••• the project would fiDaDc•• baIlk netracturiDa aclvi••r for.
period of 18 _th.. actiDa •• special aclvll.r to the 'faclmical e:-itt... to
be ncruited by Sept~r 1988 (""P.z 3-7).

B. Corporate ...s!'!Csuriu

,.. Aa evideaced by the buk.· audita availabl. to elate. • -.ber of
Gbmaia ent.rprll... particularly tbD•• with fonip debu/or depwd{DI
larlely ClIl 1lIport.d iDpuU••n in need of both phydcal and fiullcial
n.tructnriDa. in the· aftemath of rec_t ....lve clneluatioaa. hiP
inflation r.te.. and acljua_t polici.. (tracla Uberalhation. ra4actioa ill
effective prot.ction). Thi. dtuatiClll warrmt. the cOUlideutioa of a
uti~de proar.. for corporate r.etr1lCturin.. the badc objecti_ of 1lIlicIl
1IOII1cl be to offer c.-pnheuive fillaucial p.cka••• lIn k1n• future debt
rapa,..nu to the cau-aaneratiOll capacity of iJl4iviclaa1 fiDl8. aiDa nch
i1lItr-llU •• debt/equity _p•• n.c:hadu1i1l•• of r dninl debtl over
10lll.r _turid... iIlten.t c.pitalizatioo. partial writ.-off of ac~ted
paulty char•••• aDd inj.ctiOll of fn.h -.,. for !Den••eel liquiclJ.ty and _
fizad ....u. Sipificmt _I.rial IDcl opantioul n.tracturiDa would
have to be coaaidend •• _11. •..tructuriDa will be .elective and coaf1Dacl
to tbD.e _terprile. t-.por.rUy ill fiDaDcial tietra.. but nth clear
Mdi_t.ra pro.pecta for profitable opaUtiClll. 'fila provlliClll of tee:lmical
...iltmce aul 8ZP4rt picluu:. to the baIlk. aul the _t.rpri••• will be
nftdecl for the dedp •• _11 •• the illpl_tatiOll of ra.tructuriDa
propo.al.. Although the nlpolllibU1ty for aIlterpri.. raetracturiDa Ibould
nomally net with the bulk.. the _pitude aul cc.plezity of the probl•
• ppear to nquin puttiDa ill plac.. at the cOOlltry 1...1. all in.titlltioaal
fr_a that would (.1 lanerally oven.. the ilIpl_tatiClll by the bmkina
111t. of the utiomride ntarpri•• r.etructuriDa pro.r_; (b) nfiDaDc••
par( of the n.tracturill. er.diu/iJrn.tmnt. by the blDlt.; uui (c) provide
the I t ac:!lll1eal a.d.taIlCe nquirecl. 'fila Gove~t hal nque.ted IDA.'.
a••i.tmc. ill iIlitiatilla a· .tudy toward the de.ip &Ilcl ••tabli~t of a
corporat. l."Htraeturilll prolr.. alO1ll the fonloiq lill.. (Annaz 3-1).- -.'-1 P. Kural pinene.

". 'fila Gove~t plac•• a hiah priority on _rovinl PM .fficiacy
of rural fillaucial _ehalli... to lupport .conc=ic. particularly a.ricnltural.
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activity in rural area.. Financial intermediation in rural areas requires. '-.-I
however, .pecial tr.atment b.caus. of the informal nature of the financial
intermediari.s that operate ther., and the r.luctance of formal financial
institutions to undertake high-cost high-risk intermediation activities in
rural areas. The Gove~t is therefore conducting two studies of the rural
financial subsector with the support of IDA. The first vi!l be a
comprehensive study of the entire ran!e of rural financial intermEdiation
requir.d for the rural population. The second vill focus on a diagnosis of a
sample of rural bank. (ten to fifteen) to provide the basis. for the BOG to
fo~lat. a prolrma of action vi.-a-vis th.se banks. These two .tudies
tOleth.r vill be u.ed to de.ign a s.ctor .pecific action prolrma, to b•
•upport.d by a forthcaainl Rural Pinance proj.ct, and which vill be fully
con.i.t.nt vith the thru.t of the present financial s.ctor adju.tment
prolnm.

G. Poreign Exchan.e Ri.k

55. Exchange 10•••• r••ultinl fram loan. d.naminat.d in foreign
currency account for a larl••har. of the financial ••ctor deficit <about
11S$100 million). Although eschanl. rate fluctuation. comparable to tho••
ob••rved b.tween 1983 and 1985 are le.s likely in the future as lonl as the
Government pursu.s its lib.ralized trade and ezchanl. rate policies combined
with monetary and fi.cal di.cipline, it would be advi.able to consider a·
mechanima by which borrower. could b. adequately protected alainst unezpected
future variation. of the achanl. rate. To that end the BOG intend. to study
and dagelop a model to for.ca.t the foreign .schange ri.k and deterlllille an
appropriate level for the fe. that borrowers would have to pay to BOG in
ezehange for achange risk protection. Thi. .tudy vill be financ.d under
the propoaed project. Ba.ed on tha .tudy'. findinla, it i. -avisaled that a
fUll4 maD&ged by BOG would b. e.tabli.h.d to cover actual 10.... as needed.
S.ed funding would be provid.d by the Gov.rmDent.

IV• '1'!IE PROPOSED CUDIT

A. Orisin and Ob1ective.

57. The propo.ed credit has orilinated fram the Bank' ••ector work
initiated in Ghana .ince 1985. Critical to continued proIU•• in the
.tructural adju.tment effort i. the need to develop a vall functioninl and
broadly ba.ed financial .ector. To that end, the Government has designed a
comprehen.ive and far-reachtol action program with the followinl main
objective.. (i) to enhance the .oundne•• of bankinl in.titution. throuih
reforms of the regulatory fr&m8WOrk and the re.tructurinl of distr••••d
financial in.titution.; (ii) to improve depo.it mobilization and efficiency
in credit allocation; (iii) to develop money and capital market••
Sign.1..ficant .tep. have already been taken towards the impll!lll8lltation of this
program. interest rate. have been liberalized in September 1987 and Pebruary
1988, esternal audits undertaken for the nine major bank., two speciali.t. in
banking .upem.ion .have been ucrui:.ed by the BOG and a study on improved
.tandard. fo. ~snk.'·accountingand r4portinl has been initiated rec.ntly.
The credit would .upport the initial action prolram of policy and V
in.titutional reform. a••et out in the Gov.rnment'. Statement of Financial
Policy (Annes 4).
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a. The Hacroec!!l!!!!'c Co!ltnt

68. The fiAulcial I.ctar adju~t prosr_ 11 a key el_t of the
GoYe~t'l ,cClllaaJ-wide Itnc:tural adju~t pragr_ CI•• paral 5-11).
The total nt.mal fiAulciDg Aquired to IUppart the Itructural adjut8lllt
proar" daring the period 1988-90 il praj.cted to be about US$2,200 ~li~
CI.......n: 1-3). ·The prapolld fiAulcial Ilctar adjult8IIlt CAdit of US$100
ulU~ will ...t 4.5 perclllt of thil nt_mal fiAulcing Aquir_t. A
laqe part of the r_!Dder CUS$1.300 ~U~) hal belll idllltif1eel frca
n:1ltiDa IIlcl n:pecteel c~~tI frca bilateral IIlcl .utllateral doDore.
The rel1dual fiAulcin. gap of about US,800 ~llaa 11 n:pec:tecl to be _t by
the IMP enblncecl Itructural aeljlllt8lllt facility, IDA'I c~tribllti~ to the
Africa. debt initiative, IIlcl ad41ti~l fiDUl.cing frca cafiDUl.ci.re.

c. D!.criptiOll

'9. The IDA credit of US$100. 0 UlU~ will be __ to the GoYe~t
at ItlDduli IDA t.ma with 40 yearl _turity. The credit ~d have a lector
Afam CCI'IpC!D...t IIlcl a tedm1cal a..lItUlCe cCl'lpC!Dlllt.

1. 'ISS0E' bfom C 9Il!9t:

70. !hi. cOllp'Wl...t of us.n ~li~ aqui_llllt~d be in nppart of
~oiDa IIlcl _ pollcy IIlcl iDltitati~ Afama lIII4ertaklll in the fiDucial
lector aver the 1987-1!I90 period, a. OlltliDecl by the GoYe~t in the
Stat_t of 'iAulcial PaUc:y, the _jar objective. of which are tal

Ca) .....'Pc. the .0!!Ddp!1' of panJd,. f,'timioM tbmsb (1) a ren
of the ll,al fn waa, (11) _raved .adalit1e. for 1IaIt
npaZYlliall, (111) .tranathanfDI the tnfDfD, of benkere, ClY)
.tnnatb...fD, the acc_tq IIlcl UlditiD& prof...iemI, CY) nppart
to the fiAulcial A.tructuring of the carporata .ectar.

(1)>) P'U!HltH! ffp'Pdally dilto... heM. _ the buia of full
ntamal a1llU.ta, fall-.cl by a tboraap raYiaw of .ach bank"
proapectl for futun yiabillty within a libaraliaft and cc.petitive
Iylt_ Cwith 8Ich raclucecl AliUl.ce ~ GOG fund'D, and ather
fiDUl.cial pdyne,.I), and AltructuriDa _ell theAfar. The
decil1__ a futun cauna of acti~ for each bank
(recapiU J ta.tialllA.tructurq, _qer, liqa.idatiall), _ the beli.
of thi. raYi_, -td lead to the pApanti_ of a apecific
AltructuriDa pIa.. the 1IIpl_tati_ of which -td be -.J.tarecl
lIT a parfomance c~tract.

Tec:Jm.ical A..iltance C2"P2PlIlt

feE!!!! A'C!!!1"Ce .,biUzatiall a.d allocatio! throqb (1) .alun.
u.ed at further AltariDa public canfidlllce iD benk., Cll)
libaral1aati~of iDtaAlt ratel,· benk chaqe. and c-t..i~. and
lactaral CAdit caning., (111) clavelar-at of -.,. and capital
-aeta thrauaIl the At1~lizati~ a.d Itrnath-ma of the CDR
and the iDtraduc:tiOD of pollcie. and inltitut1~ vehicle. for
J:&Pital _alt develapMllt.

.,:'"
,
,

(c)

z. - • -

.~

71. !hil ccapODlDt of US$S II1lliOD will fmance (1) a c.,ra1Ieuive
prolr_ of tedm1cal al.i,tanc. to the BOG (Anan: 3-3 anel 3-4). (ll) tTltDfD,
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programs for the Institute of Chartered Accountants (Annex 3-5), (iiil ~
training programs aimed at improving the profession of bankers (Annex 3-6l,
advisory services to the technical Committee for Banking Restructuring (Annex
3-7), (ivl technical assistance to CDS (Annex 3-ll, (vl an assessment of the
potential for capital market development and related studies (Annex 3-2),
(vi) a st~dy to assess the need fer corporate .estructuring and the
initiatio~ of a pilot program (Annex 3-8l, ~6 (vii) a study on ex~hange r.isk
protection (para 66). Costs of t~chnical assistance and studies are
summarized in Annex 3-9.

D. Procurement and Disbursement

1. Sector Refom COIIItlonent

72. Procedures for procurement and disbursement would be largely
patterned upon those applied for the recently approved SAC to Ghana. The
proceeds of the proposed sector reform component (U5$95 million equivalent)
would be used exclusively for the financing of the foreign exchange cost of
eligible tmpnrts through the foreign exchange auction in the BOG.
Procurement procedures have been designed to permit rapid use uf the funds
while ensuring efficiency and economy. Except for a fev eXClusions such as
luxury and defense items, any imports would be eligible for financing. Not
more than 5])1 20 million equivalent of the proceeds of the credit wOuld be
used for petroleum imports. In order to speed up disbursements, imports
below US$2 million by private entities would be procured in accordance with
their normal procedures; the Goveramant and SOE procedures for imports below
US$2 million equivalent would be acceptable to the Association. Imports
worth US$2 million or more Would be SUbject to intemational competitive
bidding according to Bank Guidelines, using current standard bidding
documents, which are acceptable to IDA. International suppliers are well
represented in Ghana; this, together with the ongoing auction system and·
trade liberalization, should ensure·an internationally competitive market in
which importers can be relied on to procure their gooda and services fram the
leaat costly and most reliable sources. 100 percent of the costs of
technical assistance and studies would be financed under the project.

73. To facilitate procurement and disbursement, multiple special
accounts (up to six), would be established in U.S. dollars at commercial
banks, on te~ and conditions acceptable to the Association. Initially,
US$18 million of the IDA credit will be deposited in these special accounts.
Applications for replenishment of the special accounts will be submitted
monthly, or when withdra_ls equal one-sixth of the amount advenced.
Applications will be fully documented with respect to payments against
contracts of more than US$500,OOO equivalent. Reimbursements for payments
against smaller contracts will be made on the basis of statements of
expenditure certified by the BOG with supporting documents retained for
revi.. by visiting missions. Annual audit reports will include a separate
audit pf 8IIIllW2t8 withdrawn on the basis of statements of expenditure and on
specia1 accounts.

74. The~oceed~ of the proposed. sector reform component would be
disbursed in three tranches as follows~

Cal a first tranche of US$45 million equivalent CSDR 32.5 millionl
would become available immediately upon effectiveness Cby August
1988);

\wJ-
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(b) ••ecoad tranche of US$30 lIillion (SDa n.1 lIillion) .-1d be __
."ail.bl. follorinl • rni_ of perfo~.. dx -u. .ft.r
.ffect1vell.... that would det.aa1n. that the refo~ 'prolr_ 18
beiDa ••ti.factorily iJapl_ud and in particular that th.
condition. .tipul.ted in p.n 77.2 ba". bea fulflll~.

(c) • third trauclw of US$20 lIillion (SDJ. 18.0 alllion) wald be -.de
avail.bl. follorin& • r."i_ of perfOtlllallC.. DiDe _tha .ft.r
.ecoad tranche rel.... that would deu~ that the condition•
• tipulated in par. 77.3 ba". bea fulfilled.

CoDdition. for tranche rele... ar. detail.d bel__der ••ction E
"Hollitorabl. Action.".

75. Cofin.ncH. of US$140 alllion 18 beiDa .oaPt UIldar thi. project.
rhe Swi.. Cova~t ba. indic.ted .t Delot1ations ita intation to
contribut. to the cofinaneilll of thi. project in an _t of Swi•• 'rane. 15
IIIlllion wIlil. AlDB and the J.pan••• Con~t (OECP) an apec:ted to
contdbat. in _u of US$50 lIillion all USU5 to 70 lIillion aqaivalat.
r.specti".ly. rhe Brit18h and em • dbn Cova~u have .180 beG
.pproached. 011 the bad. of the reaction. rec.i".d .0 far f~ the••
•oare... it i. apec:ted that th. ~I.t _t for cofinaneinl will be
achieved. It 18 intade4. to the extat po.dble. that the•• cofinanciDa
fUD4a be traDChe4 in aach • way.. to __ balaneed tranche diaban_ta.

71. CcIIm&1t:aney ••rvic•• for the variona t ...hnical ...iat:anee
fthc:...,....ta will be obUine4 •• per the ...... Gai4a1ine. for IecRitMllt
of CcIIm&1t:cata. P~t of other it_ aach .. vehic:l. a4 offic.
aqai~twill be •• per the Proe:Ur-t proca4un de.cribed in pan 71
above•. D18bar._t UIldar the tac:lmical ...istane. co...,....t will IIOt be
subject to the tranche rel•••• conditions. Stat_t of npandf t1lra. ~d
be uaed for ezpand't1Ira. IIOt acae4illa USSSO.OOO. A apac:ial ace_t of
US$1.000.000 repre••tinl about foar _th·. apeadit1lraa ~d be
.atabliahad .t • c_re:ial bank to apacIit. diabara_ta. ADdit
re~tawould be af.fl.r to tJao•• of the .ector refo~ c £ ant (pan.
72-73).

77. rhe Stat_t of 'inancial Policy (.nn.... 4) de.cdbe. the specific
nfoal ••nna that have beG or will be Uka duriDa t:hia pbaa. of the
.djuatMllt. prqr_. rhea•••nn••n _riaed in the IIIpl_tation
Schedule .ttached to thia Stat~t. A hip 1.".1 'inancial Sect.or
MjuatMllt e-itu. c:hain4 by the Secntar)' for 'inanc. and konCllaic
Pl_fDI. with the CovarllOr of the lOG .a Vic.-Cbdmen. a4 nportiDa to the
Cba!%MJl. e-itt.. of S.cntari.a will overa•• th. Wpl_tation of the
prolr_. CondiUlIIl8 for tranche nl••••• an listed bel_.

1. Clo!l!Iition. for Eff.ctivell•••- - .
(1) AIr-t. nth IIl4 on _dMIlta to the BantfDI'Act and other

r.l_t repl.tion. coverilll prodeatial m.. relatiDa in
particular to c.pital adequacy of banta. re••rve~u.
exponn Uaita. paalt.i•• and reportiDa raquinaeata to the lOG.

-

",
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(ii) Agr.ement with IDA on a proposal s.tting out uniform auditing and \~

accounting standards for banks.

2. Conditions for Second Tranch." Release

(i) Satisfactory impl..-ntation of amendments ta ~he Banking Act and
other re~lations r.ferred to under para 77.: (i).

(ii) Satisfactory monitoring by BOG of caopliance by banks with
uniform accounting and auditing standard••

(Ui) Agreement with IDA on a timetable for a pha.ed decontrol of
baDking charges.

(iv) IDactment of the ...nded Social Security Decr.e.

(v) Receipt of a Government Statement satisfactory to IDA
specifying the IIOdalities for the restructuring of bank. and in
particular (i) the r.structuring/conversion of loans and depo.its
extended to banks by GOG/BOG and .~t.rnal l.nd.rs; (ii) m••sur.S
for dealing with bank.' portfolio of non-p.rforming loan.; ~d

(lli) additional _asures for dealing with non-performing loans to
State ~t.rpria•••

(vi) Agreement with IDA and implementation of a .pecific propoaal for
the reduction by at l.ast 50% of doubtful loana and off-balance v.
sheet itema in the aggr.gat. portfolio of baDka.

(vU) Agreement with IDA on restructuring plans for baDka accounting for
at 1.aat 50% of coaDercia1 baDka' ••••t. and 50% of dev.1opment
baDka' asseta.

(viii) Preparation aDd implementation of an action program for ths
strengthening of CDR.

Us) Ccaplation of a study on the poteDt1a1 for capital market
cleve10pment end related requirements.

(x) completion of a study on exchange riak prot.cti~.

3. Copdition. for !bird Tranche R.1eaae

(i) Review of the aectora1 cr.dit floor for agricultur. in
consultation with IDA and implementation of the re.ulting
agre_t.

. ,
i.':,
;.,,

(11) Satisfactory implementation of the plan for the r.duction of
_-performing loans and off balanc.-sheet items in the portfolio

J of baDks and of the baDking re.tructuring plans agre.d upon under
paras 77.2 (vi) and (vii) •

(Ui) Agrsrrent ~ s prograa for ~ r.aidual portfolio of
_-performing loans and off-balance .h••t itema and on
restructuring plan. for the remaining cOllllll8rcia1 and development
baDka •

v
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(i...) S.tiafact.oxy Jllpl_t.tioD. of the nc "d.tioo. of the nlldy
_ the capital _rt.t (par. 77.2 (iz».

(y) I.tabli.~t of the Cr.dit. Cl••riDl BOQI••

F. ~u.tific.tion aad Ii.k.

1. ~u!tification

78. All .fficiellt, broadly baaed fJJwlc!a1 .ector, with IIIl .ffecti....
benJriDI l7.t- at ita core, 11 DIC....xy to provide the I1IJI1IOrt for the
cootiDuad .tructural adjUl~t .ffort. GhIIIla doe. DOt yet have thia. !be
foJ:lla1 fiDaDcial l7.t- 11 at IIIl .arly .tag. of dnal~t aDd hal __
haDdic.ppatl by lipificllllt iD.titutional _akDa•••• , liaited mbiliza"oo of
fJJwlc!a1 re.~.. aDd deficillllCu, iD credit .llocation, all of which ha....
conatraiDed the npply of credit to the producti.....ecton. !be iDit!a1
.ction progr_ ...ka to addra.. the.. haDd1c.p.. It dM to .traaathllll the
fJJwlc!a1 iutitutiona, apIIIld the .cope of the foaul fJJwlcial l7.t_ aDd
Jmprove the .fficillllC7 of fJJwlcial iDtem diltioo iD GhIIIla. lBpheli. 11
placed _ priority policy aDd iutitutiooal refoau DIC...axy to overc_ the
kl7 conat.raiDta or 1IIparf.ct:!oo. iD the fJJwlc!a1 I7't- which are IWIllariq
the flow of f1mda to the .Uiciant producti.... .ecton, t:baa liaitiDg
iDva.~t IIIld procluctioo reapoo... to the oogoiq adjuamantl of trade aDd
mcanti.... polici... IDere••eeI .Uiciancy of the fJJwlc!a1 .ector will thu
phu'C. arowth, both by mcreuiq .....iq. aDd by cb_-lliq t:b.- to JUahar
yialdiq iDva.tMDta. !be ph_ced a__••• of the benJri". iutitutiona,
which will be purauacl throq!l their re!tructuriq, aDd tni"in. pro.& for
benJr.' ..,10711" topther with the propo.ed _b "t.a to the ....kin. law
aDd other rel_t replationa, aDd the Jllpro. "t iD the nperridoo aDd
aurvail1llllc. of the benJriD. l7.t_ by the lOG will mcre... coolidllllc. iD the
bankin. 17!t_, thus iDdlIciD. ita further ar-tJa. !be credit will al.o
.ddra•• the dnal~t of the .oDe)' unet aDd capital unee, which
to.ether with IIIl iDit.!a1 proar- .i-

'
''. at re.t:ructuriq the corporate .ect.or

ahould cootdbute both to • bro.dniDg of the fiDaDc!a1 17't._ aDd .t~t.
pri....te iDva.mant. IlL addition, the dnal~t of the profe..ion of
.cc_tiDg aDd .uditiDg, aDd Jllprovad acc_tiq I7't- will iD the loog-nD
Jllprove the Gon&1lMllt" badletaxy cootrol, Jllprove ~toriq of !tate
anterpr1le. perfomanc. aDd taz collectioo. In the pri....te .ector, effort•
• t product:iYity mpro. "t aDd ra.tructuriDg will be facilitated.

2. Ii.k.

79. !be uiD d.k ralate. to the inharant c~1a1t7 of ODden"'iDI a
.ect.or-wide ra!tructuriq of the bakiDl 17!t- which require. DOt. oo1y the
.troog c.-1tMDt of the GhIIIlaia authoriti.. but. al.o the full cooper.tioo
of the benJr.' _g_t. Other d.k. include the t.maly aDd aclaquat.
uailability of ra.aure•• , aDd the nraiD the project will pl.c. _ the
c_txy'. Jllpl_tatioo c.pabUiti... fh••e d •••re, ~r, II1t1gated
by'(.) the Gon&1lMllt'a c.-1tMDt to ODdert.e benJriq ra!truct.uriq _ •
•~ b.Ii., iD accord.ezu:. with principle. fo~ted iD consultation with
IDA, aDd ~.ek :r;DA'. agr,sOIDt Gpo iDdi...idual ra!truct.uriDg p1lllla prior to
their JIIp~t..tiOD; (b) the tr_mlDg of the credit, which -td further
anaura .ati.f.ctory progra.. iD the illpl_tatioo of the .ector rafora
progr_ overall, aDd of benJriDg ra.tructuriDl iD particular; aDd (C) tiDally,
the .ector rafoau cootaiDad iD the Actioo Proa~, iD p.rticular the recant
liberalizatioo of iDtera!t r.t.. aDd the propo••d mp&o. lit. of the



"

..

24

regulatory framework and strengthening of Central Bank supervisory functions, iV
are espected to go a long way-in ensuring the competitiveness, efficiency,
and soundness of the banking syst8lll in the future.

V. BANK Gaoup OPERATIONS

80. Until March 1983. vhen lending was r8SUlll8d after an l8-month
hiatus. the Bank Group's assistance to Ghana was oriented towards projects
with a strong 8III\lhasis on esport promotion and rehabilitation of basic
infrastructure. But the acutene.. of the economic crisis of the past several
years and the magnitude of structural distortions led the Government to
develop a program of far-reaching economic reform vhich it announced in April
1983. this resulted in a major shift in the Bank's strategy. The main
elements of this strategy are.

(a) to assist the ~rmaent. through the Bank's economic and sector
work. supported vhere appropriate through technical assistance and
program lending. to improve incentives for production. to increase
the efficiency of economic management. and to restore in the medium
term a sound financial basis for growth;

(b) to prClllllte the long-term growth and develoPlllllnt of the econOlll1 by
UDderpinning structural adjustment lending with infrastructure
rehabilitation and sector adjustment operations within a framework iio, JI
of appropriate sectoral policies, the latter encompassing industry ,..,
and education; and

(c) to c_tribute to improved aid effectivene.. in Ghana by acting as
the focal point for aid coordination bet1nlen donors and Ghana as
the Government strengthens its own plannin-g and aid coordination
ability.

81. Based _ the strategy outlined above, the Bank is supporting
changes in incentive policies and improvements in economic management through
a series of prosram credits designed to provide critically needed imports.
particularly to 8zport sectors and supportinS economic infrastructure such as
transportation. The latest in this series of credits is the Structural
Adjustment Credit approved in April 1987. the Bank supplemented this with a
Structural Adjustment Institutional Support Project to support and strengthen
the implementation agencies involved in the structural adjustment program.
All program credits taken together amount to S7.1% of total cOllllllitments. To.
prepare for these credits. the Bank carried out a pUblic espenditure review,
an asricultural sector review, an industrial sector study and an assessment
of issues and options in the energy sector, supervised cocoa sector studies
under an ongoing project, and acted as Executing Agency for a ONDP-financed
study of the public enterprise sector. In addition, an economic memorandum
(1epoPl: No. 663S-GB, dated March 30, 1987) was prepared and used as a
backSround document at the last Consultative Group meeting in May 1987.

82. 0Ye$-the medium term. IDA lcding will include a second structural
adjustment operation, sector operations, and complementary project lending.
?uture project landing will concentrate on infrastructural rehabilitation.
and focus on.tectoral ttrategies, a sound policy framework. investment
progr~. public sector reforms, and institutional improvements •
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• VI. COLLAlOIAIIOR VIm rBI IHF

1. l'Imd aelatiODI with GtwIa

13. S1JIce the 1JIceptiou of the UP, the l'Imd' I Ezec:uti". Board hal
apprcwed three lacce..i". ltaDd-by arnDa_U aDd two ca.penlatoQ'
'iDaIlciDa Facility purchale. by GtwIa re.ultina in a total ue of l'Imd credit
by end December 1986 of SIla 611 aill10D or 299 percent of quota. !he third
ItaDd-by aU&J1a_t equi_lent to SIlK 81.8 ailliOll (40 percent of quota) _I
apprOftd OIl October 15, 1986. On Rovember 6, 1987, the IHF Ioard apprO'ftd
the requelt by GOG for a three-year eztended arrana_t (SDa 245.' ailliOll)
aDd a three-year ItractUal adjutMDt arrana_t (SDa 121.1 .UUoa).

2. Baak-l'Imd eollaboratiou

84. CollaboratiOll between the Baak aDd l'Imd luff hal been &004. both
in the field. 1Ihere there have been parallel aDd joint abl1Oll1, and 1Ihere
the Baak'i ael1deJ1t Hl..iOD iI in clole touch with the l'Imd ael1deJ1t
Kapreeentative, and at headquarter., 1Ihere there are fnqaeat CGa.u1tatiODI.
!he Itaff of the two 1J1atitutiOllI have _n:ed eztr_ly do.ely with the
autborltie. in del1p1J1a the Itractual adjUtMDt proar-. !he l'Imd luff
have focused in particular OIl ncb_alt aDd trade policy, filcal and ~etic
reloarce _bilizatiOll ii_I, and eztemal debt -a-to wblle the I8Dk
ltaff have focused OIl 1JIcentive pol1cie. 1JIcludina cocoa policy and trade
liberallaatiOll, and public lector refoEa, 1JIcludina public .,._dftun
policy, ltate enterpdle refoEa, aDd public lector -a-t. • Policy
Fr_rk Paper prepared jointly by the Goft~t. the 18Dk. and the l'Imd,
proYided the fr_n: for GtwIa' I ncoule to the Iztended ArraDa-t and
the Stractual AdjultMDt 'acility apprcwed by the l'Imd Board in .....bar
1187.

'111. UCt»lHIiIIlol.IIOI!

as. I _ lati.fied thet the propoled Develos-ent Credit -ud cClllPly
with the Articlel of Airl_t of the ...oclatiOll.

86. I nc_d thet the becuti". Directon apprcwe the propo.ed
Develos-ent Credit.

,
,

.
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ValhiJ1atoa, DC
Kay I, 1188
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Barber CoIIable

Pre.ideJ1t
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ANNEX 1-1

~

l'IKANCIAL SECTOR ADJUSTM!NT CREDIT

KEY ECONOMIC INDICATORS

Actual Prelim. PLoject~u

.llll llll llll !2!1 !2!! 12!! lllQ________________________ (in %)-----------------------

GOP Growth Rate 8.6 S.l S.3 4.S S.S 5.0 5.0
GOY Growth Rate ~I S.6 4.2 6.1 4.S S.S 5.0 5.0
GOY/Capita G~ovth Rate ~/ 2.3 0.9 :.8 1.2 2.2 1.7 1.7
Total Cousump./Capita Growth Rate 0.0 1.1 -0.6 0.4 1.0 1.0

Oebt Service, HLT (in 11S$ K) hi 403 loIS 386 S67 S61 464 376
Oebt Service/XGS !il '9.7 S9.2 44.6 60.S S6.1 41.8 30.1
Oebt Service/GOP S.4 6.1 8.0 12.3 11.3 8.8 6.4

Gross Investment I GOP 6.9 8.0 10.7 13.0 13.0 16.9 18.0 V
Oomastic Savinaa/GOP 4.1 S.2 7.2 9.9 11.3 11.7 11.8
National Savinla/GOP 4.0 4.1 6.3 8.2 10.3 11.2 12.0
Marlinal National SavinlS Rate 40.0 32.8 4S.8 39.3 23.0 22.5
Public Investment/GOP 2.' 3.8 S.9 7.9 7.8 8.2 8.4
Public Savinas/GOP -0.6 0.1 1.7 3.2 2.8 3.4 3.6
Private Investment/GOP 4.4 4.2 4.8 S.l 7.2 8.7 9.6
Private Savinls/GOP 4.6 4."1 4.7 S.O 7.S 7.8 8.3
Ratio of Public/Private Invest. 0.S6 0.92 1.21 1.51 1.09 0.94 0.87

Govertllllltl1t Ilevenues/GOP 8.0 10.4 13.6 14.0 13.5 14.0 14.0
Government Ezpen4itur8s/GOP 10.9 14.1 17.8 19.1 18.9 19.1 18.9
Oeficit (-) or Surplus (+)/GOP -2.9 -3.7 -4.2 -3.1 -S.4 -S.l -4.9

Ezport Growth Rate 22.4 12.3 8.7 9.1 4.6 5.4
Ezport/GOP 8.0 9.8 16.6 19.3 19.1 19.0 IS.4
Import Growth Rate 8.8 13.0 2.4 S.6 12.0 9.3
Imports/GOP 10.7 U.S 20.1 22.4 22.5 24.2 24.5
Current Account (in 11S$K) -214 -263 -203 -220 -231 -299 -3S6
Current Account/GOP -2.8 -3.8 -4.2 -4.8 -4.6 -5.6 -6.0

,,
Source: Wor14 Bank Estimates.

-.

~/ GOY per capi~ GOP -per capita a4jus~4 for chanles in the te~ of tra4e.
h/ Inclu4es IMP an4 payments of arrears but excludes repayments of short-term oil

facility borrowings.
!i/ Includes private unrequited transfers.
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FINANCIAL SECTOR ADJUSTHENT CREDIl

II TOTAL IANI CREDIT TO 'RIVATE SECTOR AND 'UILIC ENTER'RISES IY SECTOR
(in .illion cedie)

(Sept. )
~ 1981 !.!Y !!!! ll!! 1985 ill! 1981

Agriculture, foreetry. fiabinl 412.4 655.0 688.6 2.012.9 3,119.1 5,201.6 1,416.3 9,441.1
Export trade 69.4 112.' 61.2 92.0 181.4 490.0 1.451.2 2,255.6
Manufacturing 412.0 508.3 635.2 866.6 3,288.4 6,046.4 10.800.4 15,952.5
Transport. .tora••• communication. 193.5 215.2 201.8 331.3 653.1 1.154.3 2,021.5 3,451.2
Mining. quarrying 55.0 131.1 243.0 416.3 497.5 960.2 1,437.3 2,430.5
Import trade 34.4 47.6 42.4 107.4 307.7 990.7 2,931.4 4,476.4
Construction 289.1 411.9 511.2 796.6 1,273.9 2,011.8 3.899.4 5,052.9
Commer~ and finance 246.0 321.1 293.5 683.2 1,115.0 2,820.3 5,042.0 5,265.7 ....

N
Electricity. gaa. vater 116.0 44.2 42.2 49.6 21.4 37.8 46.1 83.8 I
Servicee 108.5 157,1 115.0 250.8 533.7 1,224.8 2,611.5. 3,449.3
MlaceUeneoue 11.5 132.3 86.0 125.4 277.1 451.2 2.611.5 1,144.1

TOTAL 2.067.8 2,802.7 2.186.1 5,732.1 11.995.7 2~.401.1 40,328.6 53,009.1
---- -- ------ ----- -------- ----... ._---- -.-_.

Source, lank of Gbana
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PaplafZ

stgDY or MgSUIIS i"'"D TO DI'n TIll tmDY 1M!'!!

1. .u. ezpert aIuNld be -aaled ta c:any oat all uaat ..a.a_t of
the ••8IIna n.c:....1:)' to .atabUah • pcoper operatioDal ad nplatol:)'
fr_B for the _ly-opaed Ghenefan -.y _Bet. !he ezpert aIuNld
be. or ha_ Ha _tll neatly. a aaior prac:tition.r ill • dUc_t hou.
or amuar -.y arket iIlatitutiOD. pnf.rably ill • _B.t fien u to that
iD tha UJ:. He will be fully fDUiu with the operatioaa of & diac_thau.. ad will UIIlMrataD4 _11 the r_I' of potatial iDat~U ill which
it CaD deal. He ahou1el be ac:c:uat_el to beiDl iDYal'ftd iD the famal ad
iAfomal nlatiODahipa whic:h bind tOlether the _dou putici~U iD &

-.y _Bat. ad pArtic:ularly thoae be_ & clJ.ac_t houe ad the
Cntral 1aIIk. lia atanMnl ad aaiodty ahou1el be auch that lUa ...ice
deU_red iD Accra. after a ahort'l'iait. ahou1el be aIlthodtati_ ad
..1f-l'I'idently _tral ad objectiYe. Par thia n.aon. he aIuNlel.
claainbly. be fully c~tted elanhen. ad ......ilable for all)' laapr
taDi eIlPl-t iD c:_tiOD with the GbanaiaD~arke~.

te,,- of !!'erence

2. !he ezpert will nYi_ all the &Yailabl. papen coacemiq the
Hcka~ of the Ghanaian~ arket. ad the fomation ad operation of
c-.olideted Diac_t Houe Ltd. (CDII). iJlcludiDa all)' -.y _Bet
npIatioaa by tha p~pted by the IaIIk of Gbana (lOG).

s. !llu'iDa a fielel riait to Accra of lUI aln tha two _ta. the
ezpert will 'l'iait all iDatitutiou iDYal'ftd iD the. -.y _Bat. for
diac:uaaiODa on their ezpectatian.a, ad the clalrea to which the.. h&'ft Ha
.t aiJlce the apeniDa of the -.y _rket on 30 1Io......r. 1987.

4. !he ezpert will holel clatailed _tiDaa with officiala iDYal'ftd at
lOG. ad h&'ft a clJ.alaaue on lOG' a coneerna iD c_tioaa with the
prudatial npIation of all ad the -.y _deet I_rally. TbJ.a _y ar
_y !lOt be iD the contat of ata.t l'ap1atiana, but ahould elao take
copfaanc. of lOG'a -tal:)' control napouaiblliti...

5. ftroa&h ateui_ diac:uaaioaa with -a-t ad ataff of CUB.
tlIf ezpert will fOI:ll a 'l'i_ af the operational acope for a diac_t lulue
iD.the Ghanaian lIl'I'il_t, uul the claarea to which it ia proapecti....ly
able to proYicla a ueful ad naaODably profitable .."ice to ita cUata
iD the -.y _Bet. !hia aut iJlclude m iIl-clapth ....._t of the
adequacy cff1:he f~nandal aupport ~d l'eSUlatol:)' arrana_ta be_ all
ad BOG.

•• !he apart will tender aclYice .to CUB on the .-bit ad contat of
ita Stat_t of Operational PoUci.. , lIDtiDa the atmt of .Illy cliffe_..
aiatiDa on it be_ CDH uul lOG.
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7. HayinS p.rformed the ta.k. d••crib.d in 1-6. abov•• the .%p.rt
will pr.pare a pre.ent.tion which identifies all the significant issues
r.quizins ettention. to e.t.bli.h and maintain a soundly-b••ed money
market. It will go on to pr•••nt unaquivocal recommend.tions. ~ith

ju.tific.tion where .ppropri.t•••s to how each of these lssues should b.
r ..olve4.

•• !he pre.ent.tion ref.rr.d to in 7. above will first b. mad. to
lOG official•• who will b. invit.d to make obs.rv.tion.. Thes. will b.
coneiund by the &%pert. who. in his ciiscreti;)r., may IIIOd1£y u.. contonu
of the pne..ution. befon subs.qu.ntly d.U.vering it to the _g81118nt of
CDB. ~e l.tter .udience may b. wid.ned. if consid.r.d appropri.t. by the
ezpert. to iDcla4e repn.ent.tiyee of oth.r financi.l innitution••

t. OIl ntum to b•••• the .%p.rt will write a confidential report.
outl1DtDC the pre.entation •• originally pr.par.d. the BOG obs.rvation.,
the nealtant chaD•••• .\.f any. and til. germane comments by CDS or other
ncip:l._u.

AJ'4D
Apdl U.8

--



- 35 -

lIlWfCIAL SECTOI. AIlJUSnmRT CUDU

S'lUDY OF PO!!IITUL POI. A STQCX MAIM

A1I!!EX 3-2
P.I. 1 of 2

..;
i

1. An ezpert OIl .taa-d:.U ill clnelopilll cOUlltd...haQl4 be
-sal". to parfol:a • nwty of c.rta1Il ••pacu .pplicable to the
iIltro4llctiOll of • Staa-d:et ill GIwIa. •• detailed ill the ra..•• bel_.
rbe ezpert ehoW.el be particularly fDUiar with ••••••1IlI the d ad for
the .arvic•• to be off.red through .ach • Staa-d:.t. f~ pdvat.
iDft.tora. iIl.titutional iDft.tora mel corpor.t. i ..ura. rbe ezpert
.bou1.el be .bl. to c_t OIl the u.el for. an4 likely acoural1lll .ffact
of. • vad.ty of iDft.~t mel i ..U1IlI 1DcaU.... bowle4p of the-d:1IlI. of an .XCh'DI., mel the 1Ilflumc.. OIl iu profiubUity. are _n
1lIIpoRallt than exp.rti•• OIl 1&lal fn wod:. or nplatory arrana-u.
vIaich have baa dealt with bY other••

'f.m of bf.rac.

2. rbe ezpert ehoW.el revi.. the available report. OIl the IMd lt0ua4
to. ad .IlIp1_uUOIl prolr_ for the ••ublia~t of a Staa-d:at ill
GIwIa.

3. 1lar1lll a fielel vidt to Accra of at l.an twa "-.. the expert
.haulel _.t the Goftr-t ad IaDk of GIwIa official. napcmaibl. for the
Stoclalad:at .IlIp1_UUOIl plan. to Ullder.tacl mn cl••rly th.ir
viawpoillU, mel azpact.tiOll••

4. rbe ezpert .boulel iIltarviaw .-bar. of the 'fac:haical
Sub-c~tt.. of the e-iu•• OIl the lat.bli.~t of • Stock Ixcb.....
mel fully bd.f IIJaa.U OIl the .uta of ita draft plan.

5. A c.-pnhauiva nucly .haQlel be ucla of the proapac:U.. el eA by
iDft.~t iIl.Ututi__ to parcha•• equity iDft.taaDU. ad the liJr:alya.
nch 1IlaUtUtillllll woulel ... of the prnpo." Staa-d:at ill the 1Il1Ual
purchaa. of .ach iIln~u. mel nll.aqueDt tracl1lll. rbe atucly .boulel
coval'. iIltar alia. c_rcial. _reliant. clnel~t mel apac:ialiae4 bulk••
1Ilaurac. c.-puia.. paIldOll ad provideDt fv:Dcl_. the Social Security
lIaUOIIa1 Invw.~t 'frat mel the lI.tiOlla1 frat Bolcl1lll C.-paay.

•• Aa ..ch elata a. po.dbl••houlel be ....-bl.el OIl the a. likely to
be _cla of the prnpoaeel Stocklud:wt by 1Ilclivielual mel corpor.ta iDftnora.,
111, both 1Il1tial purcha••• mel ••cllllclary tra41'D&. .

7. An ....._t .houlel be ucla. ba.eel OIl -I-t mel .hanholder
iIlt.rvim-with • Mm1Illful .apt. of pdv.ta c.-pani... of the likaly u.
of the prapo••el Stockmark.t bY .uc1L anterpri... ill r.i_iDa c.pit.l.

a. Th. apart .boulel caadder what type., if _yo of 1DcaaU..
_.nn. II1ght eDhaDce danific_tly the fllllr of 1Il9W.taaDt fUIIde ad
pot_tial corponte iaaur. to the Staa-d:.t. B••bou1.el clat.1:a1Ile the
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likaly and indirect effactl of the propoled incentives, and provide a
cendenled Itatement of recommendation for transmission to the Ghanaian
Aut.horities.

9. The ezpert should familiarize himself ~ith the Gov~rnment's

latelt privatisation plan., and make appropriate .nquiries about the
luitability of u.ing the facilities of the propo.ed Stockmarket for luch
diveltitur...

10. Baled on the relultl of hil inveltigationa, the ezpert should
a.certain the likely profitability of the Stockmarket instit~tions, an~

fOJ:III an opinion on the adequacy of the propoled institutional and
admiDi.trative arrangement••

u. In the cou•• of hi. work, the ezpert may well discover facts, or
draw concluaiona, which _y be of relevance to the .Itablishment of the
Ghanaian Stockmarket, ...en thOUgh b.ing p.riph....l- to the main body of
th••e TOR.. The.e .hou1d be r.corded separat.ly, in an Annex to the report
required _der U. b.low.

12. The reaulu of the ezpert'l work should be embodied in a full but
conciae report, cOYlring all of hi. investigation. and conclu.ion., for
which two _ek. preparation time Ihould b. sufficient. For the avoidanc.
of doubt, it, i. required thet the report contains his clear opinion en the
pro.peet. of an adequate'quantum of buainell becoming available to the
propo••d Stockmarket, within a Itated timefr_.

AP4IJ:
April 1988

,,

--

-~. ----_. ---_. __._-._._-----~-----------._._-_._._--
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FIlIANCU1 sECTOa A!H1JS!MEIft' gEDU

n:C!D!ICAL ASSISTAIfCE PaOGllAK

TBE BAlIlt 0.. GBAHA

1. l'sk'Foaad

A stroDl syat.. of bank aupervision aDd a aOUDd lelal Cr' uotk
are DUceaaary for th. lOG to effectively carry out ita rol. of .aaitoriDl
aDd prea.rvtDa th. h.alth of th. financial ayst... ShortccaiDla ill tbu
&ZistiDa 1.la1 fr_rk Uld _ak bankilll supervision have lad to a.doua
prob1_ iD th. bankiDl aector. Both pruduut1a1 relU!ation aDd "nkfDa
auperridOll -.t be Jmproved if tbu lOG 18 to UDaun tbu .aafety aDd
aouzulJwss of a restructured banktDa syst... This tuchDical assbtue.
prolr_ s.uka to .et uny of the needs for SpeCialillUd uzpertis. aDd
Uclmo10IY nec..sary to strUDlthen pruduutial relU!at101l aDd auperrbiOll
iDc1w1ini the~

(i) esulllislDent of UDifora accOUDttDa Uld auditiDa
stUldam;

(il) U1pCOV_llt iD skill 1_11 ad n-fnetiOll _tbodo1olies
of superrbiOll suff;

(ill) stAlllthUDiDI of prudential reportiDl aad duvalo.-nt of
an offdte analysis/early _miDI capability; aDd

(iy) r..ision of bankiDa 1.... rul.s. aad reaalatione.

2. ems. fgr t!!:Jm'stl ...iatnr'

Thare should be s_ral CClllpOllUDU to a..bt tbu lOG in
strUDltbUDiDl pruduutia1 supurYision ad the 1elal fr_tk. Th.
cClllpOllenta are.

-.

,,
(i) appoiDtMnt of two bank superrisiOll npurta as lonl-ura

techDica1 adYisors;

(il) traiDiDa for bank auperrisiOll staff;

":(:lii) Foddon to mplo, s ujor iDternat101l11 accOUDtJAa fica
for ahort-ura aal1an-nu;

(iy) provision to mploy a baDtJAa 1_ npurt for short-tara
t.chnical .ssiatac.;
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(v) prov~s~on to employ a technology consultant for
short-term technical assistance; and

(vi) microcomputers and peripherals.

2.1 !enk Supervision Advisor,

To strengthen bank supervision, specialized expertise is needed
fraa abroad. Two advisors should be appointed for two year assignments to
work clo.elyvith the BOG's Bank Examination Department. These advisors
.baal4 be ezperts in bank supervision as demonstrated by their experience
aDd .taa4tDa in their home countries. At least one of the advisors should
hawe ssperience at a senior level. Since they will be heavily involved in
tr.~. prior training experience and excellent communication skills are
.1so desirable. It is anticipated that the advisors will have direct
ICce•• aDd report to the Governor of the BOG. The primary functions of
the•• ~isor' will be to;

(i) coordinate and conduct training 'of bank supervision staff
and develop a permanent program for continuing examiner,
education;

(11) d.velop and implement new concepts of bank supervision
which focus on aesessing the quality of management, asset
quality, capital adequacy, earnings and efficiency, and
liquidity/asset and liability management. The methodology
should also be prospective in scope and should attempt to
upgrade the quality of each bank's management system, as
the first line of defense against imprudent and/or
illegal practicee. The new concepts of bank supervision
should be formalized in written form in a manual of
examination procedure;

(iii) improve prudential reporting and develop an offsite
analysis/early warning capability;

(iv) establish uniform accounting and aUditing standards;

(v) review organization, staffing, and compensation of the
supervision unit and make appropriate recommendations;

(vi) develop mechanisms for handling distressed or failed
banks and aesist in the restructuring of banks; and

(vii) assist in such other matters as relate to banking
supervision and the framework of banking laws, rules, and
regulations •

-== =
'!be.e advisors should be selected and brought on-boerd as soon

...pa..~~e. However, given the critical role they will play in the
180"'~ .urengthening of the bank supervision function, considerable
~,sboa14 'be taken in their selection.

\-'
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2.2

In 1II08t cOUDtri... it. tak•• four to five y.ar... at a _inf•••

for aD .xamin.r to acquir. the .kill. n.c••••ry to l ••d an eTa·lnetian
team into a bank •• th••xamin.r-in-chars•. To .cquire th••••kill•••
c.-bbation of on-th.-job traillilli. cl...ro_ iIlatruction••..tnar•• and
r.f.rence mat.rial. i. ne.d.d. Th.r.for.. a prolram i. r.cam.ended which
cambill•• th••• f.atur•••

(i) • prolram of contilluoUi .duc.tion for .Te·lp.r•• The _It
critic.l .kill. in n••d of improvement ar. th. follovinl'
(.) cr.dit a.......nt and cl•••ific.tian; (h) f1naDeial
analy.i.; (C) ••••t and li.bility man&g..-nt; and (d)
for.ian .Tehanl. manalamant;

(11) f.llilVlhip. for thre•••nior .xamin.r. to tr•.,.l .bro.d
••ch y.ar to p.rticip.t. in cours.. or .~ra conducted
by oth.r bank r.SU1.tory alenci•• ;

(iii) proYiliou for two fore ian .spert. to p.rticipat•••
inltructors in two .~ra to b. held loc.lly ••ch year;
and

(iv) pravidon for the purcha•• of boob. inltructioaal aide.
and oth.r mat.ri.l. n.c••••ry for traininl or ref.reec••

2.3 Iptemat:'gg'l Aucl1tiD. Pim

1Jnifona accou:atiq and auditinl .tandard. .hould be introduced
to .ltaiaat. ezi.tial .ccounting pr.ctic.. which UDd.r.t.t. prabl..
••••t •• inflate inca.e. and pr••ent a distort.d pictur. of a baDk·. trne
condition. 1Jnifona .t&Dderda will al.o enable bankiq .upervilora,
iuve.tor•• depo.itor•• and cr.ditor. to compar. the perforaaDC. of
in.titution. with a _re r.a.onabl. delr•• of .ccuracy and c.-lort. to
a••i.t and .xpedit. thi. proc•••• it may b. nee••••ry to contract the
••rvic•• of • _jar int.rnational accou:atinl fina. Thil fina will al.o be
.xpect.d to a..ilt in developinl th. prudential reportiq foman
nec••••ry for bank .up.rvilora to conduct offdte and ••rly _miq
analy.i.. Ther.for.. • tec!m.ical a••i.tanc. compon.nt iI included for two
par.on. for thr•• _the durinl 1988.

2.4,
,

"nt'I' Ln 1Jpert.

III-- .~

Th. BOG. tOI.thar with the KiIIi.try of P1naDe. and Iconc.ic
Plannial. i. propo.inl revi.ion. to the .Ti.tinl body of lava. rul••• and
ragulaticmrvhich lav.rn th. CondKt of bankinl. Th. propo••d reviainna
..ek to .trenlth.il th. hand of banlinl sup.rvisora and corr.ct c.i.s101l1 in
th. current 1_. For this r•••on. it may b. nee....ry to :-."i... the 1.lal
fr_a II it eTi.ts in oth.r countd.. and to con.utt the .dvic. of an
ezp.rt in the fi.ld. Th.r.for••• t.chnical a••i.tanc. ca.ponent of ha.·
b.en .lloc.ted to .upport a on.....k vidt during 1988 by an ~rt in the
fi.ld of bankinl 1... and resulation.
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2.S Techp9logr Consultant

The BOG will be establishing an offsite analysis/early warning
function in its Bank Ezamination Departmcut. This requires a short-term
consultant to help select the appropriate hardware. progra= the application
software. and train bank supervision staff in the basics of using and
maintaining the system. The consultant will be required to work closely
with the technical advisors for bank supervision to establish standard
output reports. However. the system should remain flezible enough to
manipulate data. prepare ad hec reports, perform finan~ial modeling, and
permit revisions to the standard reports. The estimated need is for one
consultant for approzimately three months in 1988.

The Bank Ezamination Department of the BOG requirss three
microcomputexs. peripheral equipment. and software for its offsite analysis
function.

!.....J

3.

3.1

Technical Assistance Program Cost Estimates

(i) The cost for microcomputers, peripheral equipment, and
software for the offsite analysis/early warning function
is estimated at $30,000.

(ii) The cost of books, reference materials, instructional
aids. and other materials for training during 1988 and
1989 is estimated at $10,000.

u

3 .2 lecurImt b'penditures

(i) The coat of salaries and benefits, relocation and
settling in ezpenses. housing, and amenities for two bank
supervision advisors for a period of two yesrs is
estimated at $400,000 and 12.000,000 cedis.

(ii) Travel. subsistence, and enrollment ezpenses for three
senior ezaminers to attend seminars abroad each year
during 1988 and 1989 is estimated at $SO,OOO.

,,
(iii) Salary, travel, and subsistence ezpenses for two foreign

ezperts to instruct at two seminars in Ghana each year
are estimated at $70,000 and 320,000 cedis.

(~ The :cost of contract!hg two individuals from a major
international accounting firm for a period of three
months in 1988 is estimated at $2S0,000.

(v) Salary, travel, and subsistence ezpenses for a banking
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1... upert to visit Ghana for OIle
est~ted st 05$7,000 aDd 120,000

week duriD& 1988 is
cedis.

(vi) Salary, travel. and subsistence expenses for a techDolocr
cOll8U1tant for three ~ths durinl 1988 is est~ted at
05$35,000 and 1,800,000 cedis.

It!DGII lOa IA!!J OP GIWfA TlCDICAL ASSISU1ICE P!OGIAK
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. PIlW!CTAI 'Fro.. ADJ'OS'fttIl!J arpIt

nCII1'lICA! ASSISTA!lCI TO SUfPOlT TO ISTABLIS!!HI!!T
or A C"DU G' .AlIHG BOUSI

4. BACmtOUllD

1. ODe of u. _jor ,roU_ ia tha ....g.lg benkiDa .lI}'n- 18'
anduly lUI. expo...ra encl loan ccmc:..tratiOil. laraely .. a ra.1I1t of ltau
_jodty .......nhip ia a n r of bUlk. ancl ...urpd•••• !aaclequU 11 '1,.
lelblatJ.OIl. ud defecti". I_t ,racticu. II&p..-ial tha
tranapareacy of d.k ccmc:..tratiOil _I benk. encl frca benk. to the ...
vould l.ad to _n pndeat leacl!al by bUlk. encl to betur &upenid_ " .
lOG. Thi. could be achi~ &hroup u. ..tabU.1IMIlt a 'Catnl. de
lJ..qu•• ' or ·CreclJ.t Cl.arial Bou••• (CCH) alODI tha lJ.lle. of .lwllar
iastit..tiOD' that exJ..t ia ou.r countri••.

Z. TIle CCB to be .nabli.1led voulcl -t. it andatory for '-b to
raaularly nport OIl any risk (JIOnial capital. t.nt loa. or perea_I
aboge a cutaia liait OIl any .iaal. c..,any 0 .. a"oup of cOBl'gl.a. After
proper c.....t.rhatiOil by tha CCB••ach bUlk vould be all-.l to nc.i_
!afo..-tion OIl tha aUnaat.d rbk of .ach c..,_y or aroup wlu tM~
bgkJn, II}'n- (u. d.ty podtiOD wlu aDJ .iaale benk voulcl. of _.
not be clbclo.ed.) Tha II}'n- .hould !aclude all benk.. ..thar _nial
or ""lo,....t bUlk•• pd".tely or pubUcly ~.

J. Th. lI}'at_ could be 1rIpl_ted ,radually••tartiDa wlu ri8Il8
aboge tha ceclJ. &quinl..t of US$100.000. Onc. tha .yat_ ba. beea teete4.
tha wJnl_ 1.".1 could be aradually I_red to UlUO,OOO encl poa.illly to
US$ZS.ooo. Jural bUlk. could .... cliff....t at&llclaw.

4. Th. CCB .houlcl be operated by tha lOG. B_r, if ra.. • of
public cOilficleac. wanlUlt it. it could be .atabU.hed by tha ........
...ociation. ,..-1ded lOG ba. the po.81bU1ty to ~tor encl 1aepec:t Ita
operat1OD. IIIlcl to u". r.aular acc... to u. iafo..-t1oa nec•••ery f •
...,.n1.ory purpo••••

•. scon POI. ftt ",efl ASSISTAlICI

S. Th. pro,..- for a..iatiDa ia the ••ttiDa up of tha CCB -U
!aclude. (i) 4ppoiatllnt of a technical adYborl (U) Tra lnlD, for _'.
ataffl IUld (U1) COBI'Uur &quipllRt.

6. 0wlIl, to tha cODplexJ.ty of tha propo.ed _chan1.. .pecialiutl
fo..dlll ezpertb. vould be D••d.cl. tlrel". _-_Us of adY1.ory HeY"••
_ld be r.qu1rad--to be ' ...."id.d cOD.ecuti".ly or ia nec••d". per1oda'.
Th. techn1c.l adYbor vould bay. to dedlll tha lI}'u_. traia .taff. udn
4 the .el.ction of c.....ur .qui,..t and ...p."1.. U. ia1tial etap of
iIlIpl_tatiOD ....til _U operatiOil b achi~. Purchae. of tha
n.c.eeary computer .quipllRt vould aleo b. f!anc.d.

7. ::L1IreliAWLary .....".y to be': card.d out by an .zpert for .beNt
Ur•• ve.... wollld l.ad to U. pr.paratiOD of a IIIlIre detailed act10a , ........
proj.ct.

4P4D
Karch 1988
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~

F!lWICUL SECTOR ADJUSTMENT CUDIT

TZCIDIICAL ASSlSTA1fCZ FOR TBJ: IlfSTITUTE
OF CBAllTEUD ACCOllHTANTS

A. Backlround

1. the IIlst.it.ut.e of Chartered Account.ane. (Ghana) vea eat.abliahed
under an Act. of Parli_t. in 1963. It is the aole body charged with the
development and resulatiOl1 of the accountancy profe.. ion in Ghana. Its
statut.ory functions include.

(a) the conduct of qualifying examinations for membership of the
IIlst.itute;

(b) the supervision of professional st.andards and ethics among
~ers of the Institute; and.

(c) the cluty to _int.ain a library of books and other literat.ure on
accountancy and relat.ed subjects and to encourage publicat.ion of
such literat.ure.

2. the gllYerning body of the Instit.ute is the Council consist.ing of
eleven ~e:n all of whlllll must. be lIlalbers of the Institute and who render
volunt.ary service to the Inst.itut.e for no r_eration. The Institute has
a Secret.ariat. of fift.een ~ers of st.aff headed by an Execut.ive Secret.ary.
Presently, the lIlalbership of the Institut.e st.ands at. 400, with 3.500
regist.ered st.udent.s at. various at.ages of the qualifying professional·
exsminations of the Inatitut.e. The Inst.itute is a lII&IIlber of the
IIltemational Federation of Accountane. (IFAC). It is also a founding
member of the ..sociatian of Account.ancy Bodies in West. Africa (AlVA), a
sub-regional body of the IFAC. whose object.iv.. include the development and
8!lhanc_t. of the account.ancy profe..iOl1 and the prOlllllt.ion and development
of professional ethics and account.ancy st.andards and practices in West.
Africa.

3. In order to strengthen the frlllll8WOrk within which financial
inst.itutions operate. a st.rong accounting profession is ne.ded to enhance
the reliabilit.y of finaDcial infocaat.ion. t.o st.rengthen audit.s of banks to
provide a true and accurat.e picture of each bank's financial condition. and
to assist. in upgrsding the quality of operat.ions and syst.ems employed by
the'e inst.it.utions. However. in Ghana. _aknesses in the accounting
profession have failed to disclose the enormity of problems present in the
financial inst.it.ut.ions. Accounting st.andards need to be strengthened to
prevent th~pitalizatiOl1of interest. to preclude the accrual of interest
int.o income on non-performing assets, to mandat.e provisions for problem
sssets, and to force the recognition of losses on bad assets. Further. the
training and skills level of account.ants need to be st.rengthened through

v

=
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_d.miution of the qualifying u.fn.tion proc.... continuing .duc.tion.
and proYi.ioa of r ••••rch and .dYi.ory f.ciliti•••

4. Cantinuinl .ffon. to tr.in .ccountanu loc.lly. to k••p pace
with currnt _u in accountancy. and to cla9alop the prof••don in Ghana
ha". _t with D_rona probl_ includinl'

(a) inadequate financing to suppon the In.titute·. activiti•• ;

(b) an i1uufficient .upply of qualifi.d t.achinl per._l;

(c) an inappropriate .tructure for the traininl and educatiOil of
accountant. ;

(d) a lack of ad.quate t.achinl _terials. book" and other teach1n1
aid.; and.

(.) a lack of current acc_tina literatun Dece.aary to keep pace
with _rldwide cla9al~u in the prof...iOll.

I. Copc!pt for ttg!m'cal M.i'~·nc.

$. naen .hould be .everal cc.ponanU to a••ist the InaUtute of
Chart.red Accountants in .trenlthaninl the accOUDtina prof...iOIl in Ghana.
nae cc.ponent. ar••

(a) appointMDt of tw techDical adYisora;

(c) reference library; and

(d) _tor fthJ.cl...

!'5bnf cal AdYi.or.

6. fo .tnqthan the acc-tina profe••iaD. ~ial1aed apenbe is
Deeded frca abroad. fIIO adYisora .lloW.d be .ppointed for an initial
tw·year ••dpmaDt to _rt within the Inatitute of <:banered Accountaats.
nae.. adYiaor••hould be qualified certified or chanered accountants.
preferably frca the til: Chartereel "'OCiatiOil of Cenified Accountants or
the In.titute of Chartered AcCOUDtants in EDaland and Vale.. !!lair
func:tiana .hould be a. fo11ova.,,

(a) ODe adYiaor will be re.pon.ible for .ettinl up aPractic.
AdYi.ory Service to Ii". profe••ioaal cOUll••llina or a ••cond
~on to practitioaerl ~ technical .atter. relating to aud1tinl.
accountina. and alli.d ar.a.. This "rYic. will b. of particular
UI. to 101. practitioaer. and smaller fi~ who do DOt ha.. the
relource. for Iuch "rYic.. in-hou•••
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(b) The other ad.isor will be responsible for settin~ up and
developing a Technical Department. The Department will be
responsible for initi~ting and organizing:

(i) the technical and research programs of the Institute;

(ii) the continuing professional education program for the
professional development of the members of the Institute;

(iii) the development of teaching aids and other material to
incorporate material and ezamples related to the local
en.ironment;

(t.) the revi... and update of the e%&mination syllabus of ehe
Inseitute; and,

(.) workshope for e%&miners and moderators who administer the
Institute's professional e%&minaeions.

7. The Institute has ad.ertised for the appointment locally of a
professionally qualified accountane who will be developed into s competent
and effective Technical Director. The Technical Advisor will coneribute to
his professional development.

traln l;,. teachinl Aids, and Equipment

v

e. traininl is an intelral
accOUDtancy profession in Ghana.
combining the followinl features,

pare of the proce.. to upgrade the
Therefore, a program is recommended

(a) a program of continuing profe..ional education for members of the
Institute to be organized and conducted by one of ehe eechnical
advisors. This program is to be supplemented by experts from the
united Ilngdom to conduct seminars on specialized areas such as
computers, international accounting standards and international
auditing practices. It is envisaged that two foreign experts
will pareicipate in two-week seminars to be conducteei twice a
year in Ghana: .

(b) p~ision for the technical Director to attend up to four
two-week training seminars abroaei eiuring a two-year period;

(c) a program of training for e%&miners and llederators of ehe
: Inatitute's qualifying professional ezaminstions eo be organizeei

by one of the technical aeivisors. It is envisaged that two
foreign experes will participate in one two-week seminar to be
h.;t!t:in Ghana each year; :

(d) fellOWlhips for three members of the Inseitute to eravel abroaei
each year and pareicipate in professional eievelopment courses
conducteei by a recognizeei accounting boeiy; anei

(e) provision for teaching aids and equipment.
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!!bADc. Libra"

9. Current lit.rature conc.m1nl accOUlltaDCy, auditing••d allied
.ubj.ct. i. l.cking aa4, th.r.for., ••rre. to con.train the 4evelo~t aDd
-.s.miut1on of the .ccOUlltaDcy profusion in Ghana. Th.re 18 aD urgent
ne.d for t.xtbook., r.f.renc. ast.rial., t.cbDic.l bull.tin., aDd
periodicala, •• _11 •• lllicrofillll re.d.rs aa4 oth.r libr.ry .quipaellt, to
•••i.t memb.r. of the In.titut. aa4 .tudent. in th.ir prof•••ional
4evelOpaellt.

Kptor V.hicle.

10. Th. t.clmical .civisors will requr. fth!cl.. for tnn.portuion
clw:1nI th.ir .ssilllMllts. In .Mition, • vehicle 18 n.c••••ry for
UPCOUDtry 'Fisit. to UIliversiti•• aa4 other institution. for work r.l.ted to
the In.titute.

ClRitza ' I!p!aditure.

U. Ca) The co.t of t.aching. aiel. to be us.d in continaillg
prof•••ional eclucatiOll cour••• i •••tiaatK .t 0$$15,000. Thi.
iIlclucle. -t•• for two 'Ficleo r.corcler., four TV -ttors, tweb.
'Ficleotap•• , two p.r.onal comput.r., .oftwar., aa4 p.ripherals,
aa4 two _rheael projectors aa4 acc•••ori•••

(b) The co.t of book., nf.renc. _t.rials, photocopi•• , aa4 other
cl•••_ a!u to be UtlK in contlJm1ng prof••donal education
cour••• i •••tt.AtK .t US$5,OOO per re.r.

Cc) Th. cost of procurina textbook., nf.renc. book., teclm.ical
bull.tin., periodical., aa4 other r.f.renc. ast.rial. for the
In.titut.'. libr.ry i •••tt.At.el .t US$50,OOO p.r y.ar for two
y.ar.. Thi. ..tiaat. repr••ents the initial capital co.ts
nec••••ry to bring the library up to nanclerd. At pre.ent, 1•••
than 25% of anU.bl••h.lf epac. 18 fillK.

(d) The co.t of three motor ..hiel•• i •••tt.At.el at 0$$40,000. Two
..hicl.. .re to 1M u.ed by th. t.cbDical .dvisor.. The third
vehicl., a four-wh••l elrive, i. to be u••d for UPCOUDtry Yisit.
to aDiversiti•• ancl other institution••

U. C.) .:Jw cO.l; of .al.rie. aa4.ben.fiu, relocaticm ancl ••ttlinl in
.-pen.e., hou.ina anel ameaiti.. for two .ccouataDcy .civisor.
for. period of two y••rs is e.timated .t U5$360,OOO and
12,000,000 c.di•.
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(b) Travel, subaiatence, and enrollment fee. for (1) two foreign
experts to instruct in two two-week continuing professional
education courses each year and for (2) two foreign experts to
conduct a two-w~ek course for examiners and ~derators each year
are estimated at US$50,OOO and 240,000 cedis each year for two
years,

(c) Salary, travel, and aubaistence expenses for (1) two foreign
experts to inatruct in two two-week continuing oroEessional
education courses each year and for (2) two foreign experts to
conduct a two-week course for examiners and moderators each year
are estimated at US$50,OOO and 240,000 cedis each year for two
years.

13. A budget for technical assistance program cost estimates follows
on aubaequent pages,

--

,'?JC'b
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TEC~l!~ ASSISTANCE PROGRAM FOR BANKERS' TRAINING

A. Background

1. The Govel'mllent of Ghana has embarked on a program of development
and liberalization in its financial markets. As part of this program, the
banking system, which hae operated within an oligopolistic environment,
will operate within a more open and competitive environment leading to
greater efficiency and modernization. Lending policies of banks which. in
the past, sought to meet social goals will. in the future, be predicated on
more prudent banking principles. These changes in the banking system
require stronger b~ing skills and exper~ise 3t all levels, a more
professional approach to management of financial institutions, and greater
depth in the ranks of management. To upgrade the skills and expertise of
banking personnel, a bankers' training program is proposed.

2. The need to upgrade the skills of new and existing personnel,
particularly at the management and professional levels, can best be
addressed by first designating an appropriate body to organize and
coordinate training needs for the entire banking industry. The Bank of
Ghana is the logical focal point for this body in the absence of a strong
bankers' association. Bringing management and professional level personnel
together for training would offer substantial economies of scale, reduce
training staff to a manageaDle level, permit specialized expertise to be
brought from abroad to participate and instruct in training courses, and
provide a sharing of experience and a discussion of problema common to the
local environment with the hope of improving banking practices and
resolving common problems.

3. The objectives of providing management and professional level
training would be to:

Cal Upgrade and internationalize banking skills in the core functions
of management, lending/marketing, operstions/technology,
planning/financial management, and treasury/asset and liability
management.

(bl Develop a more profeeeional approach to management and to upgrade
the quality of management systems used by financial institutions

, in Ghana.,
ccl Introduce the moet recent developments and techniques in banking

end tbe financial markets.--
Cd) Upgrade the quality of training materials and instruction

conducted in-house within banks in Ghana through the tranefer of
ekills, technology, and knowledge from abroad.
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4. In additiOll to training at the IllaD&I_nt and prof..donal 1....1.
assistance at the institutional level is needed to support training of
clerical and .upport staff in-bouse or in cooperatiOll with the Ghana
Institute of Bankers. This ..siatance includes support for curses in
fUl1~tal banking skills and the theory of banking. traininl _teriab
and teaching aids. and motor vehicl.s to transport instructors and
students.

B. Copcspt for 'frainin, PrORrUl

5. There sholl1d be several cCllllPOI1enta to strengthen the sWb and
1I:n_ledge of the banking prof..sion in Ghana. The cCllllPonenta are.

(a) Sem1D&rs and cour.es for IllaD&lerial and profe••ional 1....1 staff
to be conducted locally and abroad.

(b) 'feaching aids. reference _teriab. equipmellt. and ISOtor
vehicles.

(c) Financing to support the work of the Ghana Bankers' Instimte. to
enable it to d.....lop and .trengthen ita OWQ capabiliti.. for
traininl bankers in Ghana.

•• K&II&lerial and profe..ional 1.....1 trafniol is requirecl at all
I_Is of _I_t. The ISOst critical training Deeu are iD the areas of
-g_t. credit. a..et and liability -I-t. foreign _bange
_._t. and plaaniD.. 'fo .et theee Deeds. a prolr.. of cOlatiMUU
professional education is rec_udad which features s.-inare coaducte4
both locally and abroad. (The decision of whether to hold a s-i08 r
locally or abroad will largely upend upon the ~r of paraOlll1el to be
trained in a particular .kill and the ugree of speciaUution required).

(a) 1ft," egd .Junior-L!y!l "",-,_n "4 'roftl.i2ft'I.

,
,

(1) Financial Stat_t ADalyais
(2) Introductory Poreign !zeben.e Hallal_t
(3) Microcomputers
(4) Bank Acc_tiDg
(') KaDay and BaaltiDg
(') cash K&II&g_nt SerYices cad Operations
(7) Introductioa to As.et and LiabilHy Mana._nt
(I) Introductory Credit ADalys.ts
(9) MarketiDl

(10) '1an&ging People •
(11) ~rDductory Internationll Banking
(12) Project Manag_nt and Apprsisal
(13) Baaltinl Laws and legalations
(14) Audit and CCllIIPliance Syst...
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(b) Mid-Level Managers and Professionals

(1) Inteenediate ~oreign Exchange Management
(2) Inter.=ediate Credit Analysis
(3) Intermediate Asset and Liability Management/Treasury
(4) Inteenediate International Banking
(5) Inteenediate Management Seminar
(6) Establishing Effective Internal Controls
(7) Problem Loan Identification. Workout. and Debt Recovery

(c) Senior-Level Managers and Professionals

(1)
(2)
(3)
(4)
(5)
(6)
(7)
(8)
(9)

(10)
(ll)
(12)
(13)
(14)
(15)

Advanced Management Skills (i.e •• managing people)
Strategic Planning
Advanced Foreign Exchange Management
Developing Written Policies
Advanced Credit Analysis
Advanced Asset and Liability Management/Treasury
Advanced International Banking
Establishing an Effective Loan Review System
Establishing an Effective Audit System
Management Infocnation Systems
Financial Planning and Budgeting
Suman Resource Management
Establishing an Adequate Loan Loss Reserve
Capital Planning
Loan Portfolio Management

v

(d) Directors

(1) Duties and Relponsibilities of Directors
(2) Strategic Planning
(3) External and Internal Audit
(4) Banking Laws and Regulations

8. In addition. specialized courses are recommended for
professionals engaged in law. research. training, and other fields. ~or

legal staff. courses concerning the legal aspects of debt recovery. project
procurement and contract negotiation. international financing sources and
techniques. public and paraltatal enterprises. loan negotiation and
renegotiation. foreign direct investment and joint venture negotiation.
etc. are recommended. ~or research staff. courses in advanced research
techniques are recOllllllended. ~or instructors. train the trainer seminars
are luggested.,,
Teaching Aids. Reference Materials. and Eauipment

9. T~ing aids, referance ~arials and equipment are needed to
support training activities. These include audio visual aids. overhead
projectors. microcomputers, slide projectors. video equipment. copying
machines. stationery. textbooks, and library facilities. Motor vehicles
are needed to transport instructors and students to training facilities.
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Ghana lankers' In.titut.

10. Th. GhaDa Institut. of Bank.rs' .duc.tional prolr....ek. to
provide the .ppropriate .c.demic foundation for • prof••sional-orient.d
care.r aad • profe.sional qualific.tiOD d••i~.d to improve job perfoCDaDc.
and daIonstr.u • C~tmellt to the bankinl profusion.

11. Th. bankinl qualific.tion is in t'lIO p.rts. The Stal. 1
....Ination cover. !nali.h, .conomic., the structur. of .ccount., len.ra1
principl•• of law, and .lement. of bllllkinl' Th. St.l. 1 .xe·ln.tiOD ia
.dIDiIlist.red locally. The Stal. 2 qualific.tion covers bankiDI law,
_tary .CODoe!C', accountancy, iJwe.tment. the nature of ..uS_t, the
financ. of inurnational trade. and the practic. of banklnl (p.rt. 1 and
2l • Th. SUI. 2 qualification is .dIIliIlistuad f~ London by the British·
In.titut. of lankera.

12. P.rt-t~ even.inI cl..... ar. h.1d at thr•• locatiODS' Accra.
Klaasi. and T_. S.lf-study and correspond.nc. cours•••re other optiOD.
av.U.ble to studenu tryinl to .cquir. the b_l.da. to p... the
qua1ifyinl Ix..ination.. However,. lack of textbook., .twlant _uriala.
and the hill1-coat of correspondence cour'" uk. the l.at t'lIO approacha•

.1••••ff.ctive than p.rt-t~ aveninl cl••••••

13. To atranlthen the _rk of·the Instituu in providinl bank1DI
.duc.tion. the followiDl technical a.si.taaca.prolr_ i ••ulla.tad.

(.l llaviaion of tha couraa curricul_ and ....lnatiOD .yllabus to
reflect local uad.. chan••s in tha oper.tinl lDVu_t. md
recant davelopall1lu and tacllllololical .dvalu:a. in the ilulutry.

Cbl Tr.iJUnl of cucora and In.n •• part of • proar_ to 1oe.lin
the SUae 2 qual1fyinl fn.tion.

Cc) Financial .upport for the purcha.a of tucbook. and ref.nnea
_uriala for .tudanu.

Cd) Library facUicie. and •••ociaud aquipasnlc. textbook••
periodical.. md refarenca _urials.

Cal Inacncdoul aid. includinl video aquipMllt. overbid
projaccora. Copyinl ..chilli•• aicroca.pucars. princina aquipMllt.
md _tor vehicla. to tran.port inacructora and stwlanu.

c. techn'cal A,.1.tance 'rolr.. Co,t I.~f··t••,,
Capital bpepditure.

14. Ca)::nut cort of uachina aid!. teztbookl. refarance _urial••
overhe.d proj.ctors. slide proj.ctor•• video equipment. cOPYina_chin... microeCIIIpUUn. and printinl equipmellc 11 estiaaud .t
US$'O.OOO for 1'88 md US$45.000 for 1989. Th. -.oaDt. are
.llocaced between the Bank of GhaDa (t'lIO-thUd.l ••• cooriinator

.~~
..- -_ .._--_._- -----
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for the managerial and professional level bankers' training
programs. and the Ghana In.titute of Bankers (one-third).

(b) The coat of stocking a refarence library with appropriate
reference materials. textbooks. library equipment is estimated at
U5$50.000 per year for two years. rne library facility will be
maintained and operated by the Ghana Institute of Bankers.
However. the facility will be available for use by all banking
prof.ssionals.

(c) The cost of metor vehicles is .stimated at U5$100.000. Th.se
v.hicl.s are to be us.d to transport instructors and stud.nts to
class.s. Th••stimate provides for thr•• bus.s (allocat.d to the
National Savings and Cr.dit Bank. the Ghana Institute of Bankers.
and the Bank of Ghana) and on. automobile (allocat.d to the Ghana
Institute of Bankers).

R.current Exp.nditures

1'. (a) For.ign instructor. are exp.cted to .xp.nd 20 man-months p.r year
conducting course. in banking at the professional and
manaserial l.v.l. Salaries are .stimated at U5$120.000 per year.
travel is also .etimat.d at U5$120,OOO p.r y.ar. Annual .,JI
subsist.nc. expens.s are .stimat.d at 8.400,000 c.dis. ~

(b) Provision is mad. for .ight p.rsons fram each of the nine largest
banks and the Bank of Ghana to attend seminars abroad each year.
F.es are estimat.d at U5$120.000. trav.l at U5$160,OOO, and
subsi.tence at U5$170.000 p.r year.

(c) Provi.ion is made for thr.e persons from the Ghana In.titute of
Bankers ~o attend seminar. abroad .ach year for the purposes of
acquiring the skills necessary to upgrade the cours••yllabus.
becoming acquainted with r.cent d.velopments in the banking
industry. and training tutors and examiners in ord.r to localize
the Stage 2 qualifying examination. Costs are .stimat.d at
U5$4,'00 for f •••• U5$6.000 for travel. and U5$6.300 for
subsistenc••

16. A bUdget for technical a••istanc. program cost estimates follows
on the subsequent pag••

=-
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~ OF RZl'ERENCE FOR A BANK RZSTRUCTURING ADn:n

1. The adviser will be stationed in Accra, Ghana, for a period of 18
months (con.ecutively. or in 3 separate semesters) to work as a resource
person vith the Technical Committe. in charge of monitoring the pr.oper
implementation of the bank r.structuring program. The latter is a
Governmant entity in the proc... of being established, the core of which
would compri•••enior officials from the Central Bank and the Ministry of
Finance, and which vill be charge of directing, coordinating and
ov.r••eing the implementation of an ongoing program for restructuring the
Ghanaian banking sector. Be will.

h.lp the T.chnical Committee design mechanisms to
.ystematically deal vith insolvent banks in·te~s of both
financial and managerial restructuring;

assist in .stabli.hing the regulatory and institutional
framework to that .ffect;

develop a packag. of policies and procedures to r.structure
insolvent institutions through remedial management measures,
remoYal of exi.ting losses, liquidation of bad assets and
acce.s of new shareholders to ownership;

help the Technical Committee and/or the management of
individual banks prepare, review and r.fine specific action
programs and/or restructuring proposals; and advise the
management of the banks undergoing restructuring in their
initial implementation stage; and

a••ist the authorities in generally overseeing the
implementation of the bank restructuring program and
monitoring it. progr••••

A1'4IE
April 1988

v
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1. AI ..id4nu:••pp.ar. in the p.rtial resulta .lr••4y .vailabl. on
baDk.· .wU.ta•• large numb.r of Ghanaian ent.rpris••• p.rticularly tho••
in the in4ustri.l .ector. bave Ireatly .uff.re4 frca the .elver.. .ff.ct of
....i.. cift'.luationa. high infl.tion r.t... tr.4e lib.ralization. r.4nction
in .ff.ctive prot.ction r.t... an4 oth.r r.forma of the &4ju.~t prolr...
which are ezpecta4 to r.sult in the _4i_-t.CIl in the c1eftlopMDt of •
strona.r. mor. .fficient and mor. ca.petitive corpor.t. ..ctor. The .barp
4et.rior.tion in the financial .ituation of ent.rpri.... bGwever. and ita
.trona bearing on the health of the financial .yat.. jutifi•• the
conaic1ention in the propo.e4 proj.ct of the initialization of • prolna
for re.uuetudnl Gbanden ent.rpri••• in financial 4iatre... !ba b.sic
objecti". of such • cmapcment will b. to off.r • cc.preheDai". Pactal. to
financially-4i.tre•••4 ent.rpri••• with cl.ar MCli__t.m prospecta for
profitable op.r.tion.. Although the reapon.ibUity for rababUitation/
re.tructuring .honld re.t in principl. with the baDk.. the _pituda and
intricacy of the probl. and the current _ak .tatu of _at financial
institution. will require both 1Iaportant financial re.oare. and hip-l...l
teclmic.l asperti... and aight jutify the ••tabUabMlat of • specialiaetl
financial corpor.tion through which corporat. re.tructurinl propo.al. ~4
be preparecl. ul0tiat.d and J.lapl_t.d. All ....._t of the ue4 for •
corpont. re.tructurma proan- and propoeala _ ita c..,.,dtica. cOftrma
in particular the canceptualization and 4edp of the requ1ncl replatory
and in.titutional support. would be UIld.rtUen UDc1er this project. A
praliainary atu4y is ezpec:ta4 to be initiat.d cblriq project pnpantiGll
UIl4er 1'1'P financiq CAIIIleZ 3-1). U the cDlUU.tiOIl. are f.lt propitiou••
this ....._t ~d 1.&4 to the mufart.kiDl of • pUot prolna with •
mo4e.t initial-ftmdtnl in the dcinity of US$U ai11ica CfUIlde4 by the
Gove~t and by the baDk.).

s9" El..-nt. of Int.rpri.. Re.trgcturin,

2. Obi.cti".. an4 Ip!!.~ta. !ba badc objecti". of ent.rpri••
re.uueturinl is to off.r cc.prehend". f1nand.l p.ck•••• U"":ial future
4eb,t r.pa,-nt. to the c••h-leur.ti_ c.p.city of .ach in4i.icblal fina.
'l'yp~c.lly•• financial P.ckal. conld includ.. C.) 4ebt _ppiq with
.quity or quad-.quity inat~ta such •• c_rtibl. 4ebentur•• or
JlOIl--nJtinl pref."e4 .banel Cb) re.c:hetlulinl of the nmaininl 4ebt _1'
10111.1' ..tumie.;·.CC) c.pit.Uzatlqn of inter.etal Cd) writa-off of part
of .ccu.u~.te4 penalti.e an4 oth.r cbarle.; Ce) inj.ction of fre.h .amey
for workinl c.pital; and Cf) iDYe.~ta in 11_ fiaetl ....ta. !bare would
be •• _11 • ne.4 to provide teclmic.l assi.tance both to banlr. and to
ent.rpri••• for prep.rinl and impl...lltinl re.tructurinl propoe.le.
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3. Conditions for Restructuring. Restructuring should be selective
and confin.d to firms tem~o.arily exp.riencing financial distr.si (usually
on account of ov.r indebte~ess) but with clear medium-term prospects for
profitable op.~atinn. as demonstrated by a thorough appraisal and supported
by a specific. restructuring proposal. The latter would contain four basic
.lement.. (a) a management plan. inclUding any organizational, arrangements
as d....d necessary; (b) a marketing plan. including any product redesign;
(c) a production plan linked to the marketing plan. inclUding either
curtailment or fuller util~=ation of c:pacity; and (d) a financial workout
plan that would reflect the elements list.d in paragraph 3, as well as
int.rnal measures to r.duce financial burden such as (i) streamlining of
administrative exp.nses and (ii) sale of non-essential assets.

InvolV8lll8llt of Ghanaian Banks

4. The responsibility for rehabilitation/r.structuring of
.nt.rpris.s should rest partially with the Ghanaian commercial/d.velopment
banks. who will have to take the l.ad. b.cause of their knowledge of client
companies and their interest in seeking to improve their own loan
portfolios. The financial strengthening of the banks will ultimately
critically depend on the financial condition of borrowing .nt.rpris.s.
However. if left to their own devic.s and to act individually, the Ghanaian
banks may not be able to do much in relatiori to the magnitude of the
problem. the r.solution of which r.quires both financial resources and
technical exp.rtise.

Institutional and Pinancial Arrang....nts

5. In light of the for.going, th.re appears to be a need for
exploring appropriate support measures at the country lev.l, both
institutional and financial, to supplement and coordinate the .fforts to be
und.rtaken by individual banks.

5. Consideration would have to b. given to soma institutional
framework through which corporate restructuring proposals would be
design.d. appraised. reviewed. negotiated, financed and implemented. One
alternative would be to set up a new specialized financial corporation, or
same trust fund, to b. funded by GOG/BOG (through possible ext.rnal
resources as well as damestic), with some participation by the Ghanaian
banking syst8lll. The new entity, acting as an apex institution, would
overs.e the overall program as wall as r.finance (including the acquisition
of the equity in the enterprises to be restructured held by the banks as a
r.sult of debt/.quity swap arrangemants) up to a fixed perc.ntage
ind4vidual of restructuring proposals submitted by the banks;

7. Th. financial requirements for r.structuring Ghanaian enterprises
are not pre&8Dtly known, and will b. difficult to determine with any degree
of accuracy:--Th. compl.tion of the"banks' audits will give an assessment
of their loan portfolios, and therefrom some idea of the (maximum) extent
of corporate restructuring, although, as noted earli.r in para 3,
restructuring should be sel.cted and limited to those enterprises with

~q,
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clearly ~8tr.ted proapec:tI. !he iZLitial fuIIdfns for the~ Proia.
ahOll1d therefore be ralati..ly .ad.at to be replabhed 1Jl due cour••
a• .-iDa aucce••ful bIpl_utiCID of the proar_.

8. fec:hDical a.si.tance ~d be ueded to halp a.t up ad operat.
the Apaz izaatitutiCID izacludizal prcwbiOD for cODaUlUDCy ••nic.. to asaiat
iza the pnparatiCID'app~.al'nYi_of ant.rpri•• workout propoaala.
IDitially. apart aeabtace ~d be u.dad to halp CODCaptualin the
proIa. (which ia touched apoo h.re OD1y iza a pnUaiAary -y) ad to draw
up operatiza& p!daliAa. ad procadun.. CouidantiOil~d alao be li_
to wheth.r th.r. b a u.d to proc••d firat with a pralfmfnery .tudy to
a••••• the impact of recant adjutant polici•• (izacladiAa daYaluatiODa ad
trade lib.raliaatiCID) OIl at.rpria... ad the &Stant of nhabUiut!OD
iJrn.tanti ad fizaaDcial reatructurizal Deeded. !he preUaizaary atudy 18
apacted to be iZLitiatad durizaa project praparatiOll lIIldar PP' fizaaDcizal.

":

,
,
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l1NANCIAL SECTOa AD.roSTME!IT C~"!:DIT

nCBlfICAL ASSISTANCE AND STOllIES

Summary of Costs

Cedis
('000)

AIlNEX 3-9

v

The project would finance 100% of total eltpeDditure••

1.
2.
3.

4.
5,

6.
7,
8.
9.

BaJIk of Ghana (AmLez 3-3)
Credit Clearing Bouse (AmLez 3.4)
Institute of Chartered
Accountants (AmLez 3.5)
Training of BaJlkers (AmLez 3·6)
Consolidated Discount Bouse and
Study on Capital Markets (AmLeze. 3·1
and 3-2)
Corporate aestructuring (Study)
BaJIk ae.tructuring (Adviser)
BltchaDle lI.i.k (Study)
Continlac:y and Othen

Total
(Total 05$ equivalSll.t)

850,000
150,000

700,000
1,750,000

75,000

300,000
225,000

75,000
450,000

4,575,000
(4,575,000)

14,250
4,500

12,500
16,900
1,500

6,000
6,750
1,500

12,600

76,500
(425,000) (5,000,000)---

=
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r_t:ueturing of f:lnancially diatreued bazlka: (ii) improved llCbilizaticn and
a11cxatica of fiMncia.l reacaJl:ce8 izlcluding <ieVel'P*1t of lIlI:ney ana security
_ketar illld (iii) improved mechani_ for l:\ll:a.l finance.

3. 'lba necesaity tI:l 81a1.ll:e that the ccverage of the i.'utial acticn
piOogI alii 18 of lIlBMI;Ieable d; ....sicna baa l:lQll.!'1t that important mectium am
lcD!o-teaI iaauea relate tI:l, fer eyample, integ:atia1 of the regulated am
llZIl:eguJ.ateQ f:inanci.al _keta, and the basic structure of the financial
~u. have ally received partial attenticn: these iuuea will ferm an
impIlrtant part of the cn-gc;ng revi_ of t.'le finllnci.a.l aec"'..or. Bc:wever, the
ovcall fnT"'CIrk within Wtidl the priority refCl:1llS have Ceea have been
fca'lJateQ eavillll9_ a mcve taoarda a cawiderably leu reguLated ana =e
.........titive and efficient finllnci.al system, with the .BanIc of Ghana,'s principal
i"cle being tI:l ef:tec:tively lIlBMI;Ie key mcnetary aggregates, ensure o::apliance
with baIlIcing regul.atiala, and Ta1itor the health of, the financia.l ...
:iJlIItitu1:ia:la. Banking prlx'ence, inatitutiaal viability, and rea&alable
cplRting autaxmy _t be maintained Cy banks, while at the same time they
_t be respm-ive tI:l _ket forc:ee and sensitive tI:l natiaal develcpment
~iaiti... ...e1;dnca wcW.d be placed a1 a relatively free tunctia1ing mari<et
fer the channen; ng of creQit, a.lthclJgh limited Govea=ent interventicn may be
ce -ary toilere mrket failures prevent funds tr:::m. reacbing disalivantagea
~.

4. 'lba acticu prograa c:cvers a twc year periCIi and will be o::ntinually
reriaecl. tI:l reflect: the progress in implementaticn, as........ta of the impact
of the refaL_ and the results of the varlOl.Jl1 daigccatic stJJdi.. ana related
frl1J""""Up being IlllCertalceD. It ,.will also be revised, Wlce ~c:priit.te, tI:l
WciaLpcnta the fiming. of the =-9Oing revi_ of i.asuee Wtidl have llOt yet
bee ~te1y addr-e. It will thus be a :nl1ling: prcgnm. extending
CII/C a niT.... of years. A high .level F:lnancial Sector Adjuatmeat CoIIIIIittee
dlainQ by the se:etary fl: FiM""" and Ec:cnr:IIlic PlamirJg, with the Gover=
of the BalIIc of Ghana as Vie:e-Olai.rmn, and reparting tI:l the O1airmen,
Cl::aIittee of se:etari.., will over.- the impl_taticu of the prcgraIIl.

.!:DhaDcs! Sc:n.".;-ess of Banki"9 Institutiaw .
•

5.' 'lba auperv1acry fJD:ticua of the BalIIc of Gh.ma ,will l:e a\lblltantially
atr~ eo that it can CIIZrY cut effectively.its role of mcni.toring am
preserving the health of the tiMllC'illl system•• Ileur,.., the .BanIc of Ghana
will~ that a c:aretW. l:elance 18 maintained 1:letweea 5CI.llXi and .etfllctive
1wl!dng auperviaia1, and withcut IDiu8 interference in the day-to--ay
c:pecatiala of the respective l:azllca. '!be superv1Jlcry functicDa of the Bank of
Ghana will ~y equally to all l:azllca and caHlarllc financial institutioins.
ID the cue of rural and apeciaHzec! l:azllca, aspcte of. the aupervisicn 
tbcn;h !lOt CXJIIpLaAised - my take a1 slightly different fCl:1llS (e.g. repxting
fcaats).

6'; 'Ibe effecti of l:anki.ng superviaia1 18 lart;ely depenCent upc:n tl\e
atr~ of staff cspabllities within the. relevant Cepertmenta of the
BaZIk of Ghana, upaating of and .adherence tI:l pre :-'11",S" entcrc_t of
uiating l.aw.J3nd regulaticna, '1cgisti1:al SlJHlQrt, and enc:cur~_t and
asa18tallce given tI:l individual I:lanJcs to improve their am internal c:cntroJ.s.
AltlDJgh the Bal1lcing Act and ita regulations proviCles a gecera.lly ac:eptal:lle
fr.........1t ana legal l:las18 fl: ::eguJ.ating and superviSUl9 the banking sy8teaa•

•• •/3
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al. ,...,ta relat1rlg to ~tial aapects. including capital aQEqua~.

partfclio c:laAificatial. aposure li.mits. and auaiting auo reporting
. standards alii requ1r-a fer ba."lks will be Imdertaken.

Banking Restructuring

7. A lm:ge aumbe of Ghana.i&1 banks are facing MYel! financial
ciiffiaaties. loiUch thr..tc their liquidity and solvency and thereb} the
stability of the lotlcle fiNmcial sylItem. Althwgh this is pertic:ularly true
of the three~~ 1::Bnka. IIlClR • i «cia! baalcs are also affec:teci.
several tactors exntt1l:lUted to this si~tiat. incllldiDg irw;equate banking
~icnby the llU'".lxlL"ities. inaa4optia~. sec:tcr policies arJli regulations
affec:t:ing the operatiat of the banks. u wal1 as tne rapid d8pr6CiatiOO of the
c:ed1 in rllCll1~ yean. lohich 1nc:reued the indebtedness of the <XllpoLate
sec:ta:. rax:ed ita <:ap"City to service its debts te th. banks. and
CXZ1RqUCUy ~ened t1.18 aaa.~ pxdolio of the banking syKl!II. Pta'
1P!!ftS•••~ has also played a _jar role in this respect.

8. 'D1e Gowir' at r-.lizell ths need to r_ttue:tur. the distt_eli
GMMiaa banka with a view to r_~ins their f1nallc:.al. 6I1d CIJ?IlA.tia1a.l.
viabil ity. As. firs1: step. special dia/3D06tic stuC.4._ ImJliits) ~
iAUcatimel exn5!,JJ.t1Dg firm ha"/.~ carried out far the thr_~f.
blmks and~ of the i cia! b3nka. to eat...·.. the::
f i aaadal/qlC'atiata' cx:n:!itial LoU the aBCc:piate PMW::" r-.uir.. to
r.-2y their aituatiat. on- audita will be aubjec~ to ~tic revi.... ~
the Gtvmei... authcdti. in exn5!,JJ.tatiat with IU.. 'ftw fira~ min Clbjec:tive
af .a revi_ will be to ue:ct.iliD the ..gmt1Dll;¢ the fiaal'lCid deficita
of the 1lld1vidual b8Ilka (and by GtaDaicn. af the NnkilJ3 ayaa. ovwrall) and
to "ec:irie at au appc:p:iate future CIClUr.. af. actia1 (••g. _get.
reclIPi.,,1izat:1a1.~) fer -= b8aIc to be.eed with 1m. baaed at
• r-u.tic a'lI I ,I of ita p:c.pec:ta far futurtt ,·:.able fiMDC'ial operatiCD
_ wll _ of the role i~ CIID be .......t.Id to play within the rUtzIDll:i. Gtvmeim
bN1IriftJ syae-. 'D1e eecmd Mia Clbjec:t1ve af thia nri., p:ClC»U will be to"eM'" CD the appc:p:iate JIOda1 itiee (8\1Ch _ injec:tjcD of fresh~
4" ....aicD/reemeil1"ftJ of QIbta cwed to Govc:_l:/BCG ll31 exumal 1""'....
by the bankal er-fer to the GOIre.-t of ae-pcfa:1Ii.I1g 1aIna to Rate
cterpdHa and/ar smr-teed by Gove. It) far t:he ........".0:. reeolutica af
tbae deficita• .0 _ to reRar. the .clwncy of bMJcilJ3 Ulatitutiala. Any
d.,.:faiat to r-capitaU.e!reRructur. a diaU-S btmk far future q:lVatiCD
(~ the mer.~ of ita PCC'·]1atm deficits) wc:uld be also subjec:t
to ta.iIllIU projec:tialll CXIIIW1"WJ not leu t:blIn a 5 year per1cd. bued CD
uplic:i~ am r-.lilltic _sptiCll8. iZllSicatiD,; the biIIlJc~1I p:c:epeetive capacity
to cperate IEofitably at c::aIIl8titi- eer.. 'D1e dee:iaiat to rest:rlx:ture a
tBIIkr,wrW.4 tben be reflee:tei in • CCJIIIr--i- 1.t:ucturins plan spec:i.fYi1'J3
all r«IUuy arraJ'lS' !Ita (fiM"""'·'. argaaizat1C1181. -aaegerial) to ensure
the bIIak:. Pl::oeepfu1 rebabi ) i tatiat. '1hia r18trIJCb.zi!WJ plaa. lIi1en
_ilaN•• wQ! be joiat:ly reYi....s~ agreed wi~ IIlP.. and S\i:loequently
e",-CUed in perfl%llll!l1CP o:nuac:t:s bet\> ' the GCY'!UliIe1t of Ghana and each of
the bimka setting cu~ the respec:t:ive CCIIliIlitlillnts and Clblisa~ia18of the
GCYe. _~ and of the bImk exn, 'llm8d. .

•••/4
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9. It is the Gc:NeLl_t:S intentien to carry out the restructuing of the
banking systelll in a=daIlce with the overall thrust of the Actien ~cgrlllll alld
IIQlDi reeking principl_. 8a8 of which are listed CeJ.ow. First. financial
re.!l~.x:tlZing (that is. the injectien of frftSh llIClU!Y into a"'ba:iii< to clear. Lip
ita bal.ance sheet alld to recapitalize it for future cperatiOll) will not be
at1:eqlted iA iaolatien frem a simult.aneeus or prior manaqerial/organizatialal
rutr\lCtlZing that looClUlc1 en&\:e the propel: use of the new resources and lIlCre
geDKally the i'lCD""reo=ence of past mistakes. sec:c:nd. all restructured !:lanks
will haw Wepecaent. profeuiOllal management with auta.cmy in day-to-day
affairs and investment decisia18. To this ene. qualified manaqers will be
5CIlght as 118Ct8a;u:y. 'nIe~t of the bmlks will 0. accountal:lle for
:heU perfarlllllllCtr. EveD tc% theae banks with predool:ir.ant state o.nership. the
BOUd of Direc:t.era wc:ulQ incluele iq:prc:priate "'8"t'1rs frQl; the private sector
1IO U tQ~ its r;m;e of apertise and echarlaI'its wainess outlook.
'Ihird, the Gl:Mu:1liEilt wc:ulQ Ce prepued if warranted to =iQer graatauy
rediring its sha:re ClIoII8rWp (and heDce. its managerial reB{X2lSillility) in
2nlr;"9 inatitutia18, I:Iy seeking significant private Ghanaian participatien
a.lc.-q with tcreign participaticn in the restructured Carlks. This IoO.Ilci
ir.cllllle. in particular, the participaticn of cl.evelcpaent:-<:lriented
mult.iateial arSJ/or: Qilaterial organizaticns. SubJect to propel: safeguarcia.
the eDUy intQ the bIilking systsa of new 1:lanka with private CWlership anci
lIBZlII9-t, both a:meatie and foreign. will l:e -=age:1. Fourth. pec<iing
the CIU~ of the CD30ing Milking restructuring prtX'I!U. aa:u:optiate
pfe9a1:d. __ will l:e taken loilere necessary to arrest the further

-fiMry=la' detedoratioin of baiika, .incl~ the diac:cntinuatiav'curtaj ]ment
of~ J eryling (Ioilich is tQ !:Ie acne ccly en a strilll;ent ]:uis). utmost
, i , w"U.l:ica ca lcen reccv....i .., reclllCticn in operating. c:csts. reccrlCiliatien
of M"'"mta lCIeI:e j nCXTlSist8lCi_1diaenpallCies WeL'e iaentified I:Iy the
lIIldits. Fifth and lutly, the Cuie ci:ljective of banking restructuring.
Cl:Zl8iat1at: wlth the Actia2 ~ogram. is to fcete the emergence and grc:wth of a
.curd, dynlllIie banking systelll in loohich all. l::enka. irrupctive of co.nership.
dew' [ • t or: • cial. will CCIIIpete fr.eely and cperatel:ly the rules of the
-xet.

10. A large rnJDher of GhaNians enterprises, inclueling t:hcaa in the
indIlaUiAl. sector, are in urgeIlt .1W9i of FhYaic:al as weJ:l as finallCial
rwstzuetIZing. 5eYeL'al bay. bee lDSble tQ reap:a1 to the new illCeDtive
palicies of the~t beall.lH of their fragile financial positicn.
<:riWIC l:r.i lKge debta, in I8IIY cues derJcaliiiated in foreign curnllCY. their
deDt-serVic:e cbligatia18 have IIlCUI:Ited rapidly as the c:Ci bu dec:preciated.
'DIe Cuie ci:ljective of em:cprin restructuring ia to offer a o::mprehensive
prcgrUl iIICluel1ng a fiMllCia J padcage linking future debt repayments to the
oaah genwal:icin capacity of imividual enterprises. Significant lIlaIlll9erial
and cperaticl1a1 restructuring lClU1d have to t>e o:rISiQered as well.
~ingwill be selective and a:ntinlld. to thc8e enterprises teq:ararily
in rAMllda' diatr_ bit with~ l8iiUIII-terlll prcapects for profital:lle
c:peratica. CCZpQrate resuueturing will require the invCllvement of the
GlJaI!&iaD canka, bea'llS. thsy lcmw their clients 1oi!ll. and because they have an
inteest in.:ia;!roving their CW1 lcen ~tfolice. lloweYer, given the limited
expertise in the Ghanaian canka at present, the Galct111Wlt will sive
CCZlSiQeratien to a program or fraJlll!'oloClrk at the naticnal.level t.'lat loO.Ila
provide both the requisite technical expertise and. supplementary financial

••••/4
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~ Ur-ejbly in the fanI of • r.finmc:iJJg 1IlM!IaniaII. CIt' ..~t fund
far equity pBrtic:ipatim). III light of the fCIl'~1ng. the Go9......t wcW4
,,",uC::UU :o::r.~. uaistanc::a in IlIlCKtakiJJg a atucty that lQIld (i) provide ..
\lP"'~Ua_. -,t of the r.~1ngr~_u. both physical and
fj'll"'d,,). of the GMnalan inaIlatrial aae:tcr. CXlIIaring _jar sub-aac:tclcs. and
:il>duaU"ial SEa u -U .. pdYata firaa: and (it) 1'6 xi an "FPE'CFiata
p:e;t- (inaUtutiC7lll) fA 1c. _tllc:lQolc:Jgy. 1IIeCheni_. guid.lines) fer
axpczace rosa:uatruc:tw1ng. 'ft\U atucty. ~ ita c:x:apleuc:n. will be reviewed
by the Gov.. i D't and:o::r.. .. a bUia fCIl' fu1:m:. lM;tial.

1Ipl;IY!d h"*rll i PUCD and AUce::auc:n of Fiftaneial Rncurcea

11. III~ 1987. the Guv..U&1t liJ:lerializ8ci all intere.t race. c:n
a-poaib and <:edita. Gl:4lt raus fCIl' aaviDga ciepoal l:a loIhic::h ..... ll1lcalize:i
in retlruazy 19l18. 'DIe GeJ.., 1: will ... with mr. by FtIbruKy J.!lE&,1lpCID •
1:iMtabla fCIl' the pbuad 4oic:LutLol of beIIking c:harga. 111:__• the
Goc t will~ plIra11el actic:na to fur1:her enbac::e l:8nk:ing
c:mfldenee. '!he ilx:eued .,.nll of the finaacial insutu1:ic:II8 ~1Dg
~ the -iq;rcuer1 aqllIr'Yiaic:n of the IlanIc of GIlaalA will play • ~iU", role
ill this.

)2. Idthin the GoI:._t~.ClU'Ca11 eel) inga CD <:edit ftP"""icD, IIld
+pI )C'¥lng the mu Ullcallza1:ic:n of c:reQit ratw. tur1:har sUp baWl be
t.u. by di MUng in Petzuary 198& MCta:al targets CD 1cwiing: targets far
)_Sing to agricultlZe will be rev:ielMd by 1)& etc 1989 in the ClCIItut of tha
po I *ed rural fi"..,. ..ins teL 1ZOject iA partiCUlar. and the cwcall
flgery:jal -=tlZ p:ogr-. with a vi_ to taking .......q&!aU aetior!a. Sprial
c::nltit rt a lIIJli tong.'" c::redi.t s"twiGi. fez diACvange<l grcup will not
be I-.i Gl:4lt UDIK eu:lIF*'C7111)~ ..... 8Z'ket failurw are
cl..dy imiested IIld ~e aazqaiaU altemaU\_ are nat a_ileNe to
c::a:xect~ IDtereR ratu dlazged to lwwflciariw una.. apedal \%edit
• t !:u- of c:edit willlarg.ely be bUeQ CD p:~Tning 8Z'ket raUS.

13. 'DIe iniu.u_ ill the atlgve ar_ reK p::iDcipally with the
Go It. Hal CW. beaIca will abo _ to take CC"Il"! tsry aetic:na. FlZ
-"l~)..e,. tMy will Daed tD d1wnUy liNnei ')~ au.! at~
aevu-. BIIIlIca will abo Daed tD adqlt aaaq:ciata .... tD~
ClUC'al1 efficiency t!lrcugh ratiC7111JipUCZI of their bi:au:h Z*! Ilia (.....
_ ry). i I cu La ill their~ and pi '''Jr. (ill putic:u1.- flz
1Jlt...) ClCIICOla lIIId .....mting. IICn l" fc:&aizlg:.cane aIld other c:bUgatiaJal.
and ataU training. ". Goua_t will provide ..:pprti". lICt:iala in~
_ ..... aazqaiata. -

14. ". GIX i t hU aqpIM:ed the iniu.u". tD wtablUb a di&an1t
~ by the bIIaU and inaIInI:Ice CX'IIp'n1• _ .. initial atap tcwU;ia the
da\') I it of a ..-y ..-ket;. ". gndual tol1)d1ng up of ita lM;tiv:iues will
~ caretu1.+Y plemea in CIl'CI&' to ..... a lllIIJllgeb1Al 8I1d atable davel I It.
*1e ....1Dg t1at it hU II:) IlIlduiI expoFJE'. at the initial ata:JeS. In
.atitim tD bi::inging te:l;et1J8r intD a .~ Mrltet tb:8e iIlatitutiaJa with
cull aczpJ._ CIt' deficits GIld thus pi•• ''in;, a IIIZ. intecaive use of c:aah
ha) ....... ~e ......lCIlt. the dis<Xl'~ hcuH will allow a.and anIi 8Uptll) tD
datenl:Uw llhort-tulII intarest rates.

• • ./6
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15. 'nIe c:c:ccept of esUlblishinq a capital market in Accra, proi:laDly
t:hrcUgh the Accra securities /oIarket (A9l), has klen fostered for 5Qlle time by
the fact that a growing delIIl!."ld exists for such services frem potential
investors aZld oxporate issues. All it is necessary fer the fCUlldati01 of a
capital market t:c be ~ secure as peesible, the ~ ;,;ill assess the demand
fer, and supply of qtlCted securities cevering the primary arlQ secondary
markets. In order to instill o:ntidence in both 81JR:lliers and users of 1019
term debt aZld EqUity finance, the Government ....ill s\J!?port the cieve1rr-nt of
00th an adequate padcaqe of incentives, as well as a suitable regulatory and
institutialal fra!!l!!!orn'K to prevent financial abJse. In additia::, the sex; ....ith
the assistance of Im will asselSS the suitablility of a specialized
instituti01 providing venture and cievelc:puent capital.

Improved Mec:hani.SIIIS for Rural Finance

16. All hBn!cinq institutions have a =ial role to play in =~
fjMnc=e. Bcwever, the efficient cievelrr-nt of the rural banking system will
fOt'lll the b'CJr!:xxle of the efforts to ensure ~opriate support to llgriculture
aZld other rural pursuits. T"ne focus ot these efforts will be on supervision.
strengt"Ming their c;perati01al perfCt'lllilllCe, and ratiamlizing aZld expanding
the sa::pe of the 8}'lIteIII. Bc::weYer, the system IIlUSt be allcwed. to evolve at its
own aatural pllC8 with the III:i.n.iIIIIJm of Government intervention but ....ith the

:x;:;r:=:1= :=t~=~e:l=r::~.::a ae~;i~, ~aged V
s110ulci not be at the upense of the efficiency of their .overall c;peratialS.

17. A detailed review of the rural finincial subseetor inclUtiing the~
bulIcing system will be lmdertaIcen OIer the c=rse of t:h,e next six Dalths with
the assistaDce of the World BaZllc and other IIIUltilateral/bilateral agezlcies.
Detailed actiaIS to deal specifically with rural financing issues will eaerge
frc:m t:hia revi." particularly III8llnII of assuring the availability of finance
for lalg gestatia1 via1:lle activities.

0Uta:me ot the PrC9R!

lB. 'I!Ie Gov........t beUews that the Upll!lllel1tati01 of the aeti01 program
will result in II lIOUIld, efficient and d1versified financial system, capable of
Drili 1 hing 00th IIhort and 1alq terIII re8Cllrces and. allocating them
efficiently. 'Dle fimrlcial systl!!lII will be able t:c sq:port and tac:ilitate
investment aCl1 proClx:ti01 respaiLS" by the private sector to the cn-going
reforms UIElC the structural adjlllltment process. A dyMlIIic: and responsive
financial system will also pKIIIit lIICI:'e effec:tive Daletary lIIiII1lIl3e111B1t of the
e, ''''''¥. Bcwever, it isr~ that refOt'llls in the financial system will
not: in t:hemue.lves lead to i:x::reued investment lUlli prc::ducti01. The CXlgoins
trade ~ incentive polic:y refoclls Under the st:rue:tural Adjustment Pr091:aDl·
(Being sq.!! It bed by an Im Str1Jl:tural Mjustment creci1t) are nec:essary to
highlight growth q:pxtllni.ties, lOhi.~e parallel ac:ti01S are rsouiI'ed to ensure
that the c:pera~c:liJIlate for el1terpria;.es does not hinder the o:nversion of
these q:pxt\ll1ities to investment aZld prod1Jc:tiCll c!c:isi01S•

••• /7
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ANNEX •

CHANA - FINANCIAL SECTOR AOJUSTMENT PROJECT

IllPlE\IENTATtON SCHeDULE FOR POLICY ACTIONS

P.rt1
R••ponsible

I. MEASURES TO ENHANCE SOUNDNESS 0'
BANKING INSTITUTIONS

A. PRUDENTIAL REGULATIONS

1. (i) E.tobll.h ••inioua ••pitol
adequacy ratio for prudential pur~...;
(ii) inc,......i~j.Y8 .-oun' of peid-up
••pitol to _bl i.h • b.nk (to be
,..... iNd fro- ,1_to-ti_ by BOC); (iii)
apply capital ad~.cy proviaion. to
_10_. fin.n.. Innitu1llo.. -,opel
In .....r.I.1 bonkln,; CI.) II.i.
dl.id_ b1 bonk. thn do nn _

••pltol 1 ,uldell ; .nd C.)
.-po_r IOC to rt. I t.e,. cap i ta I

for pru_I., pur_ for Indhldu.1
bank. on c....by-e... b•• i ••

2. Require de•• I0"'" finance
,"nitutiona, .h........g.ged in c_rclal
banking, to provide for atat.utory
......,..,.. of at. 1.._ \h. 1•••1. ,.~ui""

of c~rci.1 ~nk••

3. Plac. Ii.," on ..cu........11 ••
unsecured loan. to any aintl. bo,.~r
(individual or eftterpri ••). Place
.-"jct.e,. I i.lu on .ecured a•••, I ••
unaecured loana to c_lMni.. 1n whlch I

blnk'. director I'll. In inter.-t .xceeding
• cenl i n per-cpue-_

4a 1t.'1I_ Ind inc,..... ,.,.llti .. for
'1iolation 01 blnking regulltionea

~

Sa Requir. ludltae:1 re,ol"'t. on blnk.
IUMi 'tted to BOC to be i n long f 0,..
fon-at in Iccordlnce with other BOC
9uidolin.., bo.ed .~ntl.ri1 on
internltion.1 .t.nd.rd.a

BOC/IIFEP

BOC/IIFEP

BOC/IIFEP

BOC/IIFEP

Ag,.....nt with IDA on draft
legialation: July 1$81
En : Fobru.r1 1989
I.pl tat;ion: Dec_be,. li89
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I. Iptrosh!£tlOD

When Benjaain Franklin wrote, "R_Jaber that tt.. 18 _yO in h18 Adyice
to a Young Ir'd''''p in 1748, be revealed starkly a cultural assu.ptions
co-m to northern Europe and North Alaerica. He continued, "R•• -her that
credit is aoney"... "Koney can beget DOney", s~ng up a way of thinldng that
that Kax Veber would identify a century and a half later as a balI.ark of wbat
be called the "Protestant ethic". Z It is conventional in northern countries
to conceive of interest charges on 10_ in te~ of rates per unit of tt..,
and to judge fair _ylending and usury in tel:lU of sucb rates. So .-bedded
is th18 way of thinldng that savings banks advertize six percent interest, for
instance, without needing to add that this is an annualized rate. Both
borrover and lender take It for granted that the rate of interest to be paid
in fact will depend on the tI.e elapsed between the loan and repaYll8llt, or
between the deposit and tha withdr_al. They as~, _reover, that the
interest rate Is linear. Six percent after one year, twelve percent after two;
nothing could be more natural. It is the rate, not the ratio of interest to
principal, or just the amount finally paid, that deter.1nes whether the .
Interest cbarge is fair or not. .

Why aight Franklin'. young tradasaan have "foraotten" that tI.e 18 _y?
Doe. anyone think differently? Evidence fr_ research In rurel areas of The
Gaabia suggests that so_ in Vest Africa do, and that aaong f~rs and
traders there, calculation of interest as "rates" per unit of tt.. is only one
of a range of conventional _des of thought about it, and not the _st c-.t.
Whether this -u or s~ other applies _y depend on tha borrowers' and
lenders' Identities, their relationabip, their cireuastaDce., and the fo~
the loan and repa~nt take, among other thing•. This contextual ~nsion can
render conventional attempts to calculate "_rut rates" of interest
mesnlngless.

The arsu-nt is not that rural Gaabi.... cannot conceive of interest in
teras of a linear rate, or that they never entertain such thoughts. Kany can
and do. 3 Nor. conversely, could one sensibly argue that AMrican or English
bank depositors pay no attention to the absolute amounts they gain or lose as
interest charges, or to the ratios between principal and interest when they
finally withdraw their savings or repay their loans. The findings suggest,
rather, that the tendencies and the preferenees of tI.e-_ney construction can
differ between one culture and another. These are II2l;. differences of _ntsl
capability, but of idiom and convention. British-based national _neylending
lsws in force in The Gaabia are based on fundeaentally different assumptions
from the rules of Isl_ic law and custom that pervade the counttyside. The
differences are far more complex than "interest versus no interest"; and the
overlaps of European, middle Eastern, and African cultural codes leave much
room for local debate and uncertainty about what Is correct behavior in rural



2

finance.

Gambian Rural Society and Economy

The Gambia, a former British colony and officially anglophone, is
surrounded by Senegal (a former French colony and officially francophone) but
for the short coastline on the western aide. Essentially a narrow strip of
land on both sides of the winding lower Gambia river, the country was affected
by trade with Britain from the late 16th century, and heavy slaving up to the
abolition in i874. The country has a long and complex history of trade over
long and short distances. The Gambia was hotly contested by European imperial
powers during the early part of its British colonial rule (and intermittent
company jurisdiction in the early years) from 1588 to its independence in
1965. Today, in a different way, a lively cross-border commerce of persons and
things, legal and illegal, qualifies The Gambia's separate identity.

Ethnically, The Gambia has a rich mixture (in decreasing order) of
Kandinko, Fula (or Peulh), Wollof, Jola, Serahuli (or Soninke), and other
ethnic groups including Mauritanian Moorish and (now only urban) Lebanese
trading minorities. Ethnic group distributions do not correspond closely with
the country's administrative units (which, largest to smallest, are divisions,
districts, and Villages). The ethnic groups extend across the borders into
Senegal, and some well beyond. Rural Gambians live in nucleated villages with
fields surrounding. Many of the villages are multi-ethnic, though some have
ethnically "purer" neighborhoods within them. Nearly all villages in the
country are connected by some sort of road to the Gambia's two main highways.
Each village has a headman and usually a woman who heads a women's or senior
women's association~ Allor nearly all groups are strongly patrilineal, and
Villages tend to be endogamous .. Broad age grades correspond with Village
associations and voluntary groups (~ groups, in most Gambian languages).
Most Gambian ethnic groups are also notable for endogamous castes (e.g. alkalo
or headman, JJu!II or religious leader, metalworker, woodworker, leatherworker,
and "slave"); but while these order marriage and some other social relations,
they do not usually correspond very closely with actual occupation and
livelihood.

The country's roughly 751,000 people (1985), about 80\ of them now rural
at any time, live in an area of 4,361 square miles (somewhat smaller than
Connecticut), at a density of about 172 per square mile over-all. Rural land
shortage is just now becoming a concern as farmers grow their grains (millet,
sorghum, maize), their groundnuts, sometimes their rice, and other crops with
new tools including ox-ploughs; as livestock grazing challenges the country's
sparse woodlands; and as soil quality, never very high, deteriorates. The
country relies on a single rainy season, usually from June to October, and on
seasonal migrant laborers ("strange farmers") from Senegal, Mali, Guinea. The
Gambia supplements its domestic production ~ith imported rice, some issued by
government and private international agencies as relief aid.

By international development agencies' standards, inclUding per capita
GNP, The Gambia is one'of the poorest countries in Africa and one of the dozen

~,,
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poorest in the world. This remains so despite a dr..-tic econoaic refon.
program in the 1980s, a liberalization and structural adjust:aent program
designed and u.ple..nted by the Kinbtry of Finance, the DIF. and the World
Bank, that is generally acknowledged to have st1Jaul.ated trade and at least
s_ kinde of productive inves1:llent. The CO\Dltry reaains heavily dependent on
its .ain agriculture export crop. gro\Dldnuts, on fish. and on its entrepot
trade for its foreign exchange; and it u.ports rice, ..... as foreign aid. to
supple..nt its own production of that rural staple and aillet and _ize.

Fonal Financial Institutions and their Relevance4

Rural institutional finance in The Gallbia revolves around the gro\Dldnut
trade, renecting the ..in foreign interests in Ga8bian faraing. 5 Several
large international and domestic trading firas operate in the capital Banjul,
and (decreasingly in recent years) in the countryside. e Over the past two
decadee, state-controlled producer cooperatives for input supply and
II&rketing, \Dlder the Banjul-based Gambia Co-operatives Union (GCU), have
practically displaced th_ in the gro\Dldnut trade and related lending to
farmers. becOlll1ng ubiquitous in the cO\Dltryside V1th up to 86 pr1aary-level
societies (WseccosW) in the late 1980s. The.e \Dlits cover areas DOt based on
any indigenous social entities. being larger than villages but _ller than
districts. Repayment rate. are poor and the co-operative. consistantly lose
the govertBent IIOnay. The cooperatives' aushroOlll1ng has been an 18_ hotly
debated by foreign aid agent., lUll)' of whOll nov consider their lIOrkings .
corrupt and inefficient; the World Bank and DIF have recently been trying to
wre-liberalizew the CO\Dltry's groundnut trade by policy _asures and stricter
financial controls on the co-ops, re.ulting in the recent closure of about a
third of the pr1ll&ry societies. The co-operative. are instructed Co charge an
annual interest rate of 26' for co-operative loans is_d in cash or kind
(1987), a positive real rate (inflation is about 10') but DOt ODe high enough
to keep the cooperatives solvent. Thi. i. a lover rate than privata traders
noraelly offer. though few farmer. know the figure and lUll)' doubt the honesty
of the _ighers and clerks (as vith the private grO\Dldnut traders). S.... _n
borrow frOll the co-operatives and re-lend to their vives or foreip aigrant
share tenants; and so_ add their own interest charges, even for their vives.
Farmers are ambivalent about the co-operative.: while they ai.crust th_ they
none the less feel dependent on the•.

Banks are insipificant in their coverage, reaching \Dlder 4' of rural
Gambian adults, and probably \Dlder U of the women. They include two
co_rcial banks: the British-run Standard Bank and the govern.ent-ovnad
G8IIbia Co_rcial and Development Bank; and the post office savings bank. All
the institutions have interest policies based on annual rates. regulated by
the Central Bank of The G8IIbia: in 1987, 22'-29' for bank loans; lS' for
commercial bank savings and lS' for posc office savings. Few farmers, and
almost none of the wo.en, know these rates. To IIOst rural Gambians. all these
institutions rell&in rather exotic, and I8OSt, particularly the banks. are not
fully trusted.

Quickly entering the picture now, with a well-established local
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foundation of good will, are several foreign-based private voluntary
organizations, including Action Aid, Catholic Relief Services, Freedom from
Hunger Campaign, and Save the Children. All are trying to turn away from
"relief" toward "development" efforts, especially in the small enterprise
field. Most are experimenting with credit and, to a lesser extent, savings.
The indigenously run but foreign-sponsored Gambia Women's Finance Company is
trying to organize banking facilities for women, as are a few other small
indigenous and exogenous groups.

The expertise of the banks in money management and the good will and
trust of the private voluntary,organizations have yet to be allied. Until they
are, rural Gambiana will prefer to organize their own systems of saving and
credit. What are they?

II. Local Savings and the "Illiquidity Preference"

Gambians save most of their wealth in non-monetary forms, a point
foreigners are apt to misunderstand. 7 It takes the forms of livestock (large
stock are particularly important for men), and expandable gold earrings and
other jewelry (particularly important for women). These are forms of wealth
the sexes use to safeguard it from each other's daily demands, among other
things. Savings also take the forms of stored crops, farm machinery, household
furniture,radios, and other goods likely to be resold in rural villages. The
main saving strategy of rural Gambians is to remove wealth from the form of
liquid cash.

Cattle, donkeys and horses for men, and sheep and goats for men, women
and children are preferred partly for the reason that they breed. 8 Time is
livestock, perhaps more than it is money; and the Qur'an does not forbid this
kind of "interest".

Gambian farmers who sell food crops tend to do so just after harvest.
They recognize that Withholding crop sales until later in the year, when
food becomes scarce and prices rise, can yield them more cash. But few feel
they can afford to wait. One reason is that losses in storage can be
considerable. Another is that the demands of needy relatives become
stronger in the "hungry season", and saving one's crops then for sale may
appear anti-social: while maximiZing short-term profits, one risks losing a
social support network that may have longer-term economic value. The few
whQ can afford to withhold or buy crops at harvest time, and are willing to
risk some social disfavor for doing so, may serve as a kind of
"pawnbrokers" for other farmers, selling them back similar foods later in
the season at higher prices.

To the extent that cash is saved, it is saved mainly by "informal" means
within villages. These are many. Among the simplest is the kondem
("condemned") box (or kondaneh, from the French condamm,), which rural people
will pay five or six dalasis (or just urtder a U.S. dollar) for a carpenter to '~
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construct, with a small slot. Tlte box IIIWIt be broken to be opened, rather like
a western "piggy bank".

Another widely-used strat.gy that sugg••ts illiquidity pr.f.r.nc. i. the
....n.y-keeper.' S_ rural Gallbiana give ....ney to other. in th.ir villagea to
hold for th.... Th.y ..y choo.e any trusted per.on - - there are no specialized
depo.it-taker. -- but often the depositor will choo.e a clo•• r.lative or a
shopkeeper or oth.r person who is likely to have oth.r cash available for his
or her own urg.nt neede. In a preliJdnary count on the village. survey.d,
about 34' of the ..n and _n intervi.w.d had deposit.d aoney with oth.r
individuals at s_ tt- within the previous twelve aontha. Nearly all of
these chose p.opl. living within their village.. About 7' had kept .mey for
others during the s..... period. A few of the individual. _d as depo.itor. or
depo.it-taker., however, ver. spous.s of the informants, so not all of this i.
inter-hous.hold depositing. S~ depo.ited ranged fra. 25 to 2.000 dalasis;
but ov.r 80' of the deposits w.r. b.low 500. S_ 95' of the deposits ver. for
p.riods of l.ss than one y.ar; ..o.t w.r. for no long.r than 3 aonths.

Inter.st payments or service charge. are unheard of in this aoney
k.eping, and the depositor oft.n .xp.cts to r.c.ive back the s... notes or
coins l.nt. Both ..en and women taka deposits. An individual ..y hold aoney
for several people siall.tan.ously, and occasionally an individual depo.its
with IIIOr. than one ke.p.r at a tt-. It i. generally agr••d that the _y
ke.p.r should not us. the aonay depo.it.d. but it is not .0 cl.ar who holds
the legal right to the aonay during the p.riod of tha deposit. 1o

A r.lat.d way of saving, for vage .arner., is to ask .-ploy.rs to
withhold wage. over short time. to l.t the.. accUINlate. S_ agricultural
vage laborer. prefer to be paid only quarterly, and a recent study of
Glllllbian .hare contracting in farming found that ..st _rken prefer
arrang....nt. in which they receive their ...in ca.pensation seasonally
rather than at shorter int.rvals (Robertson 1987: 221).

Vo..en. in towns and in increasingly in the rural villages. fora rotating
savings and credit as.ociations (or ROSCAS, also called tpptiMs. _rry-go
rounds, or in The Gallbia, cOllllin ["company"] groups) to aobilize savings for
personal or household purchases. 11 In each of a series of regularly .cheduled
..etings, allaeaber. contribute a fixed aaount and ona takes h_ the lot.
Aaong the many advantages of this .yst... are that they allow ...mers to save
without appearing anti-social -- a critical function. since Gallbian noraally
have many needy and demanding r.latives and neighbors all around. 12 Another is
that they keep the ..oney in circulation in a co-.nity. "Time is aoney" here
acquires a new ..eaning. Vbereas banks require rural people to forfeit
temporarily the use of their deposit.d aoney (except for the s...ller part re
circulated in loans), ROSCAS keep it usable in locals' hands throughout.
Villagers save their time with the ..oney.

All these local saving....chanis... in The Glllllbia are interest free.
Indeed, when inflation (now about 1o,) is taken into account, nearly all
represent negative real interest. 13 So Gambians are willing to pay to re....ve
their cash from their own individual hands: further evidence of illiqUidity

..., preference. Time erodes money, and it erodes it most quickly in one's own
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pocket.

Amounts Commonly Saved

It is nearly impossible to determine the amounts of farmers' personal
cash savings. Indirect questioning in the villages suggested that most
farmers' cash savings could be counted in the hundreds of dalasis
(sometimes held partly in francs CFA) at any given point during the "trade
season" from December to March, a few farmers' r~sing into the thousands;
but that most have cash savings of less than 100 dalasis at any given time
during the rest of the year. Men appear generally to have larger sums at
their disposal than women have during the trade season, but women seem
usually to save more than men, as a proportion of their wealth and perhaps
also in absolute sums, in the lean season.

Problems with Banking

Obviously, the large majority of Gambians who save their cash at home or
with money-keepers forego the interest they might earn in banks or other
financial institutions (now 15\). Few farmers without major off-farm incomes
use the formal banking system. 14 Outside Banjul and nearby Serrekunda and i ,.
Bakao, commercial bank branches are found only in Farafeni and Basse. A 1975-6 ~
survey of rural Gambian villages found that only two (2\) of 94 informants had
bank savings (Dunsmore et al. 1976: 307). In the present study, four (3\) of
138 male and female informants stated they had deposits in commercial banks;
four others, again 3\, said they had money in post office savings. Only one of
69 women interviewed had a savings account in either a bank or post. office
savings. Branch bank information confirmed that most farmer depositors hold
amounts below about 250 dalasis, that very few of them are women, and that
almost no farmers borrow from banks. 15

When asked about their reasons for not using banks, farmers in the
Villages surveyed cited several: distance, inconvenient opening schedules,
requirements of minimum deposits, difficult paperwork, and distrust of
clerks. 1S Some cited with bitterness their recent experience with the
Agricultural Development Bank, which had taken deposits in the early 1980s and
ceased operating without refunding them. A few, including Mauritanian
shopkeepers, stated that they did not bank because to do so would be to charge
interest, an act discouraged in Islam. However, since some of these merchants
do charge interest in informal lending, this answer should probably not be
taken at face value.

Though few use banks now, most farmers interviewed responded quite
positively to the idea of mobile banks, saying they would like to see these
tried, or tried again, in their areas. l7 A problem to be surmounted in mobile
banking in areas dependent on rainfed agriculture, as in most of The Gambia,
is tRat a bank has stronger financial incentives to make the rounds in the
"trade season", when farmers have significant sums of mon£iy to deposit, than

,1?
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during the rest of the year, when farmers are JaOra interested in withdrawals.
But clearly, inaccessibility has been a ..jor barrier to institutional
savings.

Here. "ti8e is _ney" acquires yet another _aDing. Vhether in the
"trade season". when they would be _st likely to deposit, or in the hungry
season that is also the busy _eding season, when they would be _st likely to
withdraw, time is valuable. Tba ti8e taken to obtain identification photos, to
travel to the banks, to wait for the. to open, to quaue. IIIId to wait for
countersignatures all carries opportunity costs for rural people living far
away fro. banks.

III. Sources of Informal Credit

G...ians do not share the Euro-Aaarican concept of "loan" as a single idea
spanning all types of exchanges for a delayad consideration. In the Mandinka
language. for instance, thera is a sharp division batwean mst. to aake a
helping loan of. say, tools or clothas, to be raturned in a faw days; 1IIId, on
tha othar hand, ndontoXO, to aake a business loan, noraally longar-tara IIIId
carrying an interest charga. .How auch of tha rural aconc.y takes tha fora of
"loans" or "credit" -- 20t, 40t. or 80t -- depands on how one asks tha
questions, and in how aany differant ways.

A Usual First Choica: Kin

It is to ralatives that farmers or s..ll businesspeopla turn first
whan they wish to borrow. The reasons faraan _st oftan cita for choosing
kin as landers ara -that (a) thay are nearby, (b) it is easier to persuade
thea to lend than non-kin. (c) thay ara less likely to charga intarast, and
(d) thay are _re likely to ba laniant in tha avant of difficultia. in
rapayaent. Fro. the lenders' perspactive, the picture is not quite so
staple. Kin may be aspecially trustworthy borrowers because there ..y be
aany social sanctions the landers can bring to bear for repayaant. Felt
JaOral obligations make these borrowan likely to take care of ..chinery.
livestock. or other damageables lant. But soas landars prafer to avoid
lending to kin precisely because having to pursue th.. for repayaent would
see. anti-social.

Kin are used for loans of all kinds of goods and services. Their
proxiaity in many cases makes thea convanient sources of land and of goods
hard to transport, like bulky foods, but farmers c_nly borrow cash. seeds,
labor, and other factors of production from their ralatives. Fertilizers are
likely to be lent from husbands to wives, to the extent they are lent
informally at all. It is from kin that farmers take many of their smaller
loans: a few dalasis may change hands in a family several times a dey. But the



8

biggest loans are also likely to come from relatives.

The matter of interest payments is particularly important. As Haswell
observed in Genieri village, "Where a man borrows from another with whom he
has kinship ties, the loan is usually interest free" (1976: 124n.).18 Not
for everyone, however: as noted above, transactions between spouses sometimes
involve interest charges.

Men lend to both men and women; and women, though they lend less than
men, will also lend to either sex. There seem, however, to be preferences
for borrowing from members of one's own sex.

Extended family members sometimes lend large amounts of money
thousands of dalasis -- to a promising young man to send him abroad for
schooling, work, or both. They must sometimes sell significant parts of
their herds to do so, and they contribute on the understanding that he will
send back money. In the villages visited, young men had travelled and
worked in Spain, northern Europe, America and elsewhere for varying amounts of
time. Remittances were impossible to measure, but some had sent as much
as 7,000 dalasis to their families at a time, and in some Villages several
of the largest houses with purchased materials had been financed this way.
A young man with wage-earning potential represents for many farming
families the main chance for advancement, and for many young men who travel to
find work, debts to their sponsors may be the greatest they ever incur.
It is not customary to send women abroad to find work, partly because of
Islamic traditions.

The patrilineal, virilocal kinship systems operating in all parts of
The Gambia ensure that men and unmarried women normally have a number of
relatives resident in their villages; and moreover, the tendency for .
marriage to occur between nearby Villages creates a web of affinal kinship
for both men and women in their regions .19 Because they stay in their
original homes after marriage, men usually have more options locally
available for loans than married women.

Savings and Debts Involved in Marriage

Marriage entails some of the largest savings and debts that rural
Gambians accumulate in their lives. Throughout the country, payments of
bridewealth (locally called "dowry") from the family of the groom to the
family of the bride are customary.20 These payments are usually only paid
gradually after a marriage is begun. The payments may take a decade or more
to complete.

In the wife's family, meanwhile, substantial savings have occurred
that may have taken years to accumulate, for earrings and other jewelry to
be given to her upon the marriage. This saving is usually the
responsibility of her·mother; and for many women, these ornaments (often
made of gold and costing D. 1,000 or more) require the largest cash savings·
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they lUke. Voaen also co...,nly resort to their Jsaf2 groups (see below) or
other local associations for loans or contributions on these occasions.

The great importance of ..rriage debts, financially, culturally, and
emotionally, ..y be a useful explanation for non-repa,..nts in institutional
lending. In-laws are likely to be considered the 'creditors' with the
strongest claia to a f ...ily's resources. This does not imply, however, that
the Govermaent should try to regulate ..rriage pa,..nts. Host att8llpta to do
so in Africa have totally failed and only caused public resentaents.

Second Best: Unrelated Friends and Neighbors

The types of lending that occur between unrelated friends and
neighbors are JaUCh the s_ as those occurring between kin --an enorJaOUS
variety of goods and services, on Widely varying repa,..nt schedules. But
between these borrowers and lenders, s..ll interest charges ..y be
aade -- often about five to ten percent over six aontha -- though these
arrangements too will vary greatly.

Where there are no kinship ties to invoke, loan seekers will usually
lean on village ties and other kinds of social co...,nality.21 One is age: the
GaJlbian systeas of age-grades and age-seta (described in Dunsaore et a1. 1976:
278-9) provide each GaJlbian with a recognized sets of peers for life. Another
is caste (or inherited occupational class): though officially disapproved,
these distinctions continue to structure inforaal ecotlClld.c alliances at the
village and intervillage levels. School ties and other associational
aellberships are likely to be called into play. Ethnicity too will of course
co_ into consideration, though the ethnic deterainants of ecotlClld.c co
operation or rivalry appear less strong in The GaJlbia than in aany other
African countries.

For the lenders, usually the aoUves for lending boil down to social
solidarity and the preservation of a relationship for future purposes, but
there ..y be other IIOUves such as unloading the riake of cash or co-.odity
storage to the lender.

AIaong friends and neighbors, and &IIOng kin, no guarantees or
collaterals are used to secure loans. Usually the only sanction available
for ensuring repay-nt is the threat of refusal of further loans or other
favors. In cases of crop failures, lenders related to or friendly with their
borrowers appear often simply to cancel the debts.

Relatives and friends who happen to be shopkeepers or other _rchsnts
...ke particularly useful sources of credit, for they are likely to have
more cash and consUll&ble goods at their disposal than others.

In The GaJlbia, land, labor, livestock, and fara imple_nts are all
directly exchangeable for each other at local levels by an infinity of ad
hoc, unnamed, and indiVidually tailored arrangements, lI&ny of which take
the fora of short-term loans and counter-loans. Host often, these occur
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between close neighbors, who may also be close kin. But agricultural
exchange partnerships also occur between seasonal migrants and their hosts:
land and lodging are given in exchange for labor, the details varying
according to farmers' and migrants' circumstances. 22

Harder Bargains: Local Shopkeepers and Other Merchants

It is usually only in the absence of other kin, friends, or neighbors
with disposable assets that farmers or other rural people will turn to
unrelated merchants (in Mandinka, .l!.!l22; in Pula and 1I'010f, julaba) for
loans. The reason is the terms these are likely to offer. Interest charges
are much more likely to be imposed, and will probably be higher.
Shopkeepers are more likely to make special demands about the form of a
loan or its repayment than relatives or friends. Repayment periods may be
shorter, and there is a denger of legal prosecution in the case of default.
But their possession of liquid capital makes traders an important source of
credit for rural people throughout the country.

li'hile the major lending merchants in the villages and small towns are
usually shopkeepers, there are also many small-scale and seasonal traders
who operate from their houses without special shops. Many rural shopkeepers
are engaged in several kinds of businesses simultaneously, while also being
farmers. The Gambia does not have specialized local moneylenders such as are
found in parts of southern Asia. 23

Nearly all lending by merchants appears to be demand-driven: it is not
customary for merchants with lendable resources to solicit borrowers
openly. (Groundnut-buying agents may, however, be exceptional in this
respect; when they receive loans from urban groundnut traders for re
lending to farmers they will let it be known that there is money
available. )

Traders'will usually lend either money or the goods they sell. Among
the commodities lent by merchants interviewed (a sample of only a few) are
rice, sugar, coarse grains, cooking oil, and durable household goods.

The role of traders in providing agricultural inputs for cash or
credit is now more or less limited to a part of the nation's seed provision
(see below). In the villages visited, no evidence was learned of any traders
currently supplying fertilizer, the co-operatives now being the sole channel
available to Villagers. This situation appears to be the result of government
price subsidies and other policies that have strongly favored the
co-operatives in recent years. Nor do private traders lend agricultural
implements like ploughs, sine hoes, or heavier machines.

The durations of loans that merchants issue vary from a few hours to
a year, or very occasionally longer. The largest loans these lenders offer are
expected to be repaid at the time of the main harvest of groundnuts around
December.

v
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In choosing a _rchant for a loan, the farmer will uaually rely on
the s.- kinds of principles used in choosing a friend or naipbor: depth
of acquaintance and ties of ethnicity, age, etc. S_ u-igrant groups in
the G8Jlbia (notably the roughly 1,800 lfauritan1ans) and Gamian Jainorities
(notably Serahul1, and increasingly Pula in the eastern divia1ons) have
established reputations as rural _rchants. 24 S_ of these groups are
endogmoous, whether by choica or default. But shopkeapers appear at least
as often to c_ from the majority groups of their villages or towns, as
from minorities (see Veil 1977: 14).

In seeking loans, faraers will usually try first the shopkeepers or
traders of their own ethnic groups who are solvent enough, and they se_
often to bear in mind a rough order of ethnic preference for others as
options. Relations between local _joritarians and minority traders are
complex. Fsr-rs depend heavily on thesa _n for capital and goods in tiaas of
need.2.5 Many have friends if not also relatives aIIOng the traders, and of
course it is in the interest of the traders to stay on good ter.s with
local villagers. But at the s_ tiaa local farmers often resent traders
for their wealth and consider~ remiss for not sharing it _re freely
with their naipbors. (see also Haswell 1975: 188-9). lfauritan1ans, who
tend to return periodically to their home country, are generally resented
by G8Jlbians for expatriating profits. As among 1aa1.grant trading groups in
other parts of the world, these resen~nts on the part of _joritarians
have fos~ered an attitude of separateness in circular fashion, to the point
where minority traders seldoa lend to aaabars of the _jority to set up
businesses that might compete with their own, and the minority traders
saldom receive govem-ntal or other official financial help for setting up or
expanding their enterprises.

In the fara Villages visited it se_d to be aainly the poorer
...mers who borrowed fro. shopkeepers; the richest appeared not to taka any
substantial loans from th_ (see also lfaswall 1975: 65-6 for a s1a1lar
report). This _y suggest three things: (a) thet better-off farmars are
able to satisfy their ..in credit needs with loans fro. kin and naipbors
and fro. co-operatives and other financial institutions', (b) thet a
principle of adverse selection forces poorer borrowers to borrow froa leaa
desirable lenders, and perhaps (c) thet the interest rates of these.lenders
tend conversely to impoverish their borrowers.

There is evidence thet the lending activities of private _rchants
expand during the years following poor harvests (Haswell 1975: 65-6). This
too suggests thet merchants are a disfavored (if valuable) credit source to
which farmers are forced in hard times. However, local _rchants do not
just lend the obvious necessities for life; occasionally they ..y also lend
fancier consumer goods.

Village and town _rchants cOllllOnly lend not only to aellbers of their
communities, but also to those of others nearby. Neighboring villages are
likely to have kinship and other ties thet ..y be invoked for loan
recovery.

But Village and town merchants who lend to farmers normally lend only to
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those they know personally. For those with whom they are on good terms,
loans may be issued without written agreements, though 1iterste merchants
ao keep records of loans issued. Borrowers not closely acquainted with the
merchants use go-betweens whom the latter know and trust; the merchants can
count on these men or women to serve as pressure-points in the case of a
default. Alternatively, they may be used as direct financial
intermediaries. In cases where borrowers and lenders are only distantly
acquainted, or the amounts are large, the lenders may insist on witnesses
or written agreements. Col1aterals or loan guarantees are not normally
taken.

Local merchants do most of their loan collection personally, by
visiting their debtors or waiting until these visit their shops or
workplaces. Like kin and neighbors, merchants wield the threat of refusing
future loans in the case of a default. They also may rely on personal and
social pressures: in The Gambia it is considered a great dishonor to one's
family to be visibly pursued by creditors. In cases of obvious hardship, as
when the borrower's pledged crop fails, merchants and other local lenders
normally defer collection until the following harvest season, with or
without charging further accrued interest.

Where personal and social pressures fail, merchant creditors
frequently resort to local legal authorities to back up their claims. An
examination of district and divisional court records in the Upper River
Division revealed debt cases to be one of the most common kinds of cases
arising in civil law (others being divorce and bridewealth cases). In debt
cases the courts usually rule in favor of the creditors for recovery of
principal, though they do not knowingly uphold substantial interest
charges. Lenders who charge high interest rates but wish to sue defaulters
in court must weigh the risk of being exposed and stigmatized as usurers.

Default rates on merchant loans are hard to gauge -- and the present
sample is too small for a reliable figure anyway - - but a few shopkeepers
interviewed suggested that about 10 percent of their loans were ultimatelY
non-recoverable. This is probably a lower rate than in the case of loans
between kin and neighbors, where there is likely to be easier forgiveness
in cases of crop failures or other hardships. For merchants as for kin or
neighbors, however, loans not repaid after two or three years are normally
left as dead. This is, incidentally, what the Qur'an instructs lenders to
do -- a point which may bear also on institutional lenders. 26

In the villages visited there was no evidence that resources borrowed
from local merchants were re-lent to third parties at higher interest. 27 This
suggests that nearly anyone can borrow from a merchant at some rate of
interest, and that merchants may be obtaining interest rates close to what the
market will bear. Interest rates are discussed in a separate section below.

Other Individuals Who Lend Locally

At the Village and intervillage levels, political and religious
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leaders serve as redistribution points for c..-mity _a1th. Notable are
the village heacllaan (alka10), an elected lHIIber who ..y occupy his office
for life; the leader (1IuJI) of the village _sque; and any local lIllrabout
or holy man with a °reputation. All of these receive contributions of food,
and s ....tt.Bs labor, from faraers in their c..-mities, or in the case of
..rabouts, from followers who ..y COIN froa far _ay. These contributions
_y take the fora of a 10' share of harvest or ineoae, prescribed in Is1aaic
custoa; it is CWltOaary for the payaenes to be -.Ie in coarse grains. Hea.daen
and holy ..n are expected in turn to provide food to visU:ors and _edy
locals, in the foras of loans or alas as requested. They ..y also lend tools,
and the village heacllaan _y lend land to locals or t.aigrants on behalf of the
village. 0

Private Groundnut Traders as Lenders

Private groundnut traders are operating in cOllp8tition with the state
controlled co-operatives in lending to faraers and ..rketing their grolmdnuts.
In recent years the private traders (including the licensed ·agents· and their
sub-agents who re-1end to and buy froa faraers on their behalf, and ·buyers·,
who deal directly with fatasrs) have been losing. The Groundnut Procluce
Marketing Board (GPKB) reports thet the private traders' share of declared
groundnut tonnage purchased fell from 84' in 1962/3 to 57' in 1971/2 (GPKB
Annual Report, 1971/2), and again from 6lt 1975/6 to 19' in 1985/6. 21 Between
1964/5 and 1986/7, the nuaber of private licensed buying "agenta" dropped froa
seven to only two. (In 1981/2, 16 saa11er-sca1e licensed "buyers· _re
appointed, but aany of these have sinee stopped trading). These changes are
largely attributable to governaent allowance and loan discounting policies
favoring the Caabia Cooperatives Union (CCU). Zll Apparently little credit
occurs in the lively cross-border groundnut trade.

The rising nuabers of co-operative seccos (buying stations) in the
rural areas - - there are now 86 - - seeas to have contributed to a recluction of
lending by private groundnut traders. This is partly becaWle it has bec...
easier for so.. faraers who borrow froa the traders to sell their groundnuts
to the CCU and thus default on their loans. This has not been a clear-cut
change, however, since Caabian faraers have e1ways had
opportunities to sell their groundnuts inforaa11y in Senegal.

The incidence of faraers' borrowing froa private grolmdnut agents or
groundnut traders appears to vary substantially by village. Traders lend
only where they have developed strong personal contacts, and they favor the
faraers they feel are most likely to succeed. So.. foreigners and Gaabians
cultivating seasonally as "strange faraers" rely on private traders for
credit, since they are ineligible for membership in the co-operatives and
may have only limited networks of kin and friends in their Caabian villages to
rely upon for help. But "strange faraers" not fortunate enough to have
close acquaintances with traders may have to borrow indirectly through
their hosts. just as they sometimes borrow indirectly from the co-
operatives.
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Private groundnut traders finance purchases by borrowing from the
commercial banks if they can, mortgaging land or other property. Some
purchase from farmers on credit; farmers reported having waited up to about a
week for some private buyers to pay for the crops. The competition
provided by the co-operatives gives private traders incentives to pay
farmers promptly.

Small Business Credit

Merchants lend to other merchants. A usual way of starting up a
retailing business is to borrow cash or merchandise from a relative with a
business of his or her own. This pattern obtains among Mauritanians and
other foreigners in The Gambia, as well as among Gambians. Many of the
smallest-scale businesspeople finance their operating costs through very
short-term loans from larger merchants. Yomen producing fried foods for sale
in local towns or marketplaces, for instance, receive sugar daily on credit
from small shopkeepers.

On a larger scale, wholesalers and retailers in the provincial towns
also borrow merchandise from large Banjul wholesalers, sometimes indirectly
through the rural agents of these large merchants. Rice and sugar appear to be
the commodities lent in largest volumes; a large provincial trader may take
several hundred sacks per year on credit, though this might be only a small
part of his turnover. These credit arrangements are usually made on the basis
of long-term acquaintance and customer loyalty, if not also kinship; trust is
essential. As retailing businesses in The Gambia are for the most part
relatively unspecialized and highly competitive at local levels, retail
mark-ups are frequently limited to a few percentage points (though turnover
may be high). The rates of interest that· urban wholesalers demand from
provincial traders are correspondingly low: often about 5-10% over 6 months or
10·20% per year. 3•

It should be noted parenthetically that institutional credit has been
far less important than informal credit in the establishment of small
businesses. The government does have an agency for the purpose, however, and
private voluntary organizations, however, are now entering this field."

Interest Charges in Informal Credit

To foreign observers, the rates of interest that private rural
lenders in Yest Africa charge often appear extortionate, and those found in
The Gambia are no exception. Gambian merchants and other rural lenders
commonly charge interest of 50-150% over 6-8 months, but'rates vary
enormously outside this range.'2 The wide variation may result in part from
the secrecy surrounding interest charges. Not only is it common for
researchers to receive inaccurate reports, but there are also uncertainties
and disagreements in the rural population itself as to what rates are
"conventional".
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Before judging the appropriateness or fairness of the seellingly high
charges, JUny factors ......t be taken into account:

1. Inflation rates. A 108Jl at 5' interest in a year of 10' inflation
is a 108Jl with a negative real rate of interest.

2. The likelihood of default. A lender who lende at 20' interest to
borrowers whose probability of default is 10' C8Jl count on only 8Jl a,
llOIIlinal profit. High interest _y be considered in part a risk prelli...

3. The opportunity costs of capital. Are there .ore profitable uses,
like shop re-stocking, to which the lender fight alternatively put the
resources?

4. Adain1stration costs and overhead. H_ JaUCh tt.a and _y vill
the lender spenel pursuing borr_ers in arrears, or checking procluce
received as repa~nts?

5. Seasonality: a sack of groundnuts lent as seed during planting
t1llle or as food during the hungry season is worth .ore in the rural
co-.mity, in terms of either use value or exchange value, th8Jl a sack of
equivalent weight in January just after harvest.

A vay of testing whether merehsnts are charging profits higher than
necessary would be to provide institutional cOllpetition at cOllp&rable
rates. But the co-operatives, and other institutions with aany local
br8Jlches in The C_bia have been charging interest at subsicl1zed and
so_tt.es negative real rates, and~ private lenders have responded by
silllply ceasing to lend in cOllpetition with thea.

Allbivalence about Credit and Creditors

Credit is 8Jl ineliapensabla part of Gallbi8Jl rural life, but also, where
the ter.s are harsh enough, a resented fol'll of dependence. A co.-on Kanclinb
tel'll for a s_ll-scale trader or for a 108Jl, ~, also Mans rope, and
Caubians speak of haVing debts tied around their necks with _ll-UDdarstood
connotations of slavery. The hostility behind the violent recent expulsions of
Arabic-speaking Kauriten18Jl traders from Senegal (and the reported eaigrations
of so_ from The Caubia) is based partly on lending ter.s that JUny locals
have deemed exploitative while they have frequently depended on the credit to
override seasonal or personal hardehips. (Kany Kaurit8Jli8Jl8, in turn, have
depended on the repayment 8Jld the interest to _intain their f_ilies in their
barren ho_l8Jld by remitt8Jlces). Credit is debt. It is a two-edged sword, 8Jld
it cuts most sharply between near strangers.

Summary
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This discussion of rural lenders has suggested that their lending terms
depend on the social distance between them and their borrowers, and on a
variety of other circumstantial factors. The secretive nature of informal
borrowing and lending in The Gambia, and the variability of the terms on which
it occurs -- in interest charges, repayment schedules, etc. -- mean that
rural credit cannot easily be described as a "market" in the conventional
sense of the word, with free information and readily identifiable prices based
on supply and demand. Nor can the terms of lending, even at rates over 100%
per annum, be summarily labelled fair or unfair. In the following pages we
look examine some international influences on informal rural credit,
considering first the role of Islamic law and then the role of colonially
imposed British law. The relation of time and money in in interest charges
appears in these pages as a focal point of cultural clashes and
misunderstandings.

u

'-,
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IV. 1.19 and RurAl Finaneial Cult•.

Isle. in Gaabian Econoaic life

S.... 85-95 percent of Gallbi_ nov participate at l ...t .-1na11y in
Isle., which, since its appearance in the CO\Dltry in the 14th or 15th
centuries has waxed and waned at t1aes in influence, affecting DOt just on
religious belief but on culture and econoay aore broadly.13 The Qadiri and
Tijen1 sects of Isl_ found locally also affect large parts of several
neighboring countries, including Senegal. Kost G8IIbi_ and seascmal
f.atigrants cOllbine Isl-tc with religious and social practice and beliaf. 34

But Kusl1as in The Gallbia, as aleewhere, like to conceive of their religion as
influencing all aspects of life, rsther than as being confined to particular
t1aes, places, or activities. Scriptural and oral Isl-tc teaching has
s ....thing to say about trading, saving, spending, sharing, borrowing, lending,
and investing; and aany aspects of these activities are encoded in the
sharY'a, the sacred x.v of Isl_ 8IIbodying ethical rules. x.v, ec~cs, and
religion are so deeply intertwined in Islaaic life that they CaDDOt be
understood separately. The sacred and secular merge.

Every Gallbian village has one or ...ra Kusli. iMIIa (aosqua and prayer
leaders), who _y serve at t1aes as public aoral counsellors on practical
_ttars of aany kinds and as redistributive nodes of charitias. S.... also have
MUbouts (roughly, JOYstic holy ..n, countarparts in s.... ways to Sufis in the
Kiddie East) who _y variously cOlShine Isl-tc and local religious
traditions. 35 S.... Mrab9l1ts are _jor players in local eCOllOlSic affairs,
though the Gaabian ones tend DOt to be organized into politically powerful
brotherhoods like s .... Senegalese ones. G8IIbians tend to practice alas-giving
(uIsil; in Arabic, .1I1s2 in KandiDka), fasting, and f ting and cer~ as
prescribed by the Qur'an and scriptural exegesis, s t1aes with their own
aodifications. Arabian cO\Dltries have financed aid projects providing aany
G8IIbian villages with veils, aosques, and other constructions. Local branches
of pan-African and pan-Arab educational and social institutions provide
scholarships for study abroad and help organize pl1gr1aeges to Macca. Ial_
influences local financial _tters profoundly across the CO\Dltry. So does the
Arabic language tsught along with it in local Qur'an schools-. Probably aore
G8IIbians can read and vrite Arabic than English or their own tongues. Vritten
records of loan transactions, where they exist, are as likely to be kept in
Arabic as in English. It is in Arabic, as seen below, thet so.. of the aost
iaportant concepts in financial life are expressed.

Interest Rates and Ratios: l/hen T1ae is Koney and l/hen Not

Some Gambian practices and concepts_concerning interest charges differ



18

radically from those familiar to many foreign financiers, and the failure
of outsiders to take account of the differences is a source of major
misunderstandings.

It is impossible to understand rural Gambian rural credit and savings
without noting a few basic tenets of Islamic law and custom. As noted
above, the vast majority of Gambians are at least nominally Muslims, and
Qur'anic interpretations have profoundly influenced both financial systems
and the legal systems that back them up.

The Qur'an explicitly forbids usury, repeatedly promising damnation
for who practice it (though it condones profitable trade). 36 Like other
Muslims from West Africa to Indonesia, Gambians refer to usury by the Arabic
term xihi. meaning unjustified enrichment, Dr consumption at the expense of
others for no good reason. 37 Many consider~ a sin second only to murder. 3•
"Dirty money" from tlhi (in Mandinka, kodi lawo, bad money, or haaramoo,
forbidden or ill-gotten gains) may not be used for pilgrimages to Mecca, for
charities or religious feasts. for funerals, or for other holy expenditures. 3

•

Nor does ribi refer only to money; interest-bearing loans in kind are also
sinful. These rewards are dangerous. 40

u

To many Gambian Muslims who interpret holy scripture strictly, the
prohibition refers to AnX charges that could be considered interest. To
others. usury simply means any interest charges they deem unfairly high. The
key term that recurs in the scriptures is "doubling". There is much debate in ..,
The Gambia about whether the prohibition is absolute or leaves scope for
lesser charges. Many Gambians will say that even 1% profit earned by loan
interest is more sinful than 100% earned by trade. 41 But for many, the ideal
and real practice seem to differ. Lending at interest goes on all the time.

The Time Element in Interest and Usury

What interest charges, then, are accepted? A crucial point is that the
Qur'an discusses usury in terms of the relation between the amount lent and
the amount repaid, but not in terms of the amount of time elapsing between the
loan and repayment. 42 This means that even if a low rate of interest is
charged per month or year, it can eventually add up to an absolute amount that
is considered usurious. What matters to rural Gambians is not so much the rate
of interest per unit of time, as the ratio of interest to principal. As a
district chief explained it, his court might find a loan at 10% interest over
a year acceptable, but it would never consider a loan at 10% annual interest
over ten years acceptable, because that would be "doubling". Moreover, he
said, even a loan at 2% annual interest over 50 years would be unacceptable,
for this too would be doubling. 43

From this principle follow several others fundamental to Gambian
financial custom. One is that the duration of loans is usually kept as short
as possible, for the lender's sake if not also for the borrower's.44
Local-level loans of cash, seeds, food, or other consumer goods are rarely if
ever issued for periods exceeding one year, and most are lent for not longer
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than seven aonths. For s..ll household goods, as ~ted above, loans of only a
few days are co-.on.

Preferences for short-tera lending se.. to have 1Il1itated against
local-level credit sales of large, non-divisible goods, including ani_I-drawn
and engine-driven f&rll ..chinery. These things simply are not available to
farllers to purchase by instalaant or other credit arrang_nts, _cept fr_
the co-operatives. Farllers certainly perceive this as a gap to be filled.
Develop.-nt planners ..y see it this way too, but they should also realize
thet "mediua-tena" or "long-tera" loans accruing high absolute interest will
cause resentments Which might lead to deliberate non-repayaant.

In informsl rural Gambian lending, interest is not necessarily as.-d
to accrue at a constant rate, aonth by aonth, as it does in a European bank
account. Instead, charges are geared to the agricultural cycle. A lender who
lends one sack of .rice to an impoverished farmer early in the hungry season,
demanding two in return at harvest time (in defiance of Qur'an1c 1_), will
also lend one sack for two to another borrower who needs a sack later in the
hungry season, even though the two borrowers are expected to repay at the s_
time. Farmers asked about such cases insist that the lender is following the
same policy for both. So a three-month loan often carries the same actual
interest charge as the six-month loan (one sack, or lOOt interest). If time is
money, it sometimes comes only in large denominations.

Gambian farmers, theil, do not always think of interest in terms of
annualized rates. They _repay se..onel loans at harvest time if they are
willing and able to do so; otherwise they wait until the subsequent
harvest. So they are more accustomed to thinking of loan durations in terms of
6 or 18 month periods than in terms of 12 month periods. After the and of a
harvest season, interest on an unrepeid loan ..y be expected to ju.p to its
double on the expectation that it will not be repaid until the following
year's harvest. It accrues stepwise, jumping year by year.

But at least as often, 112 further interest will be charged after the
first year. The lender simply agrees to defer collecting the principal and the
initial interest until the following harvest, then collects the same sua. The
interest-time function turns flatly horizontal. Rural groundnut seed lenders
charging lOOt on six-month loans sometimes demand further accrued interest
after the harvest season; others do not. Shopkeepers sometimes sell itellS like
cigarettes on credit for lOOt interest within the aonth (as for buyers who ..y
have monthly salaries or r ....ittances). But these loans do not siJlply keep
piling up interest if unpaid. It ..as little sense to think of thea in terms .
of a l,200t annual rate, and no one does.

As these various patterns suggest, linear time is not taken for granted
in loan arrangements. Rather, there are at least several modes or idioms,
temporal or atemporal, linear or non-linear, for constructing agreements.
Which will be chosen is negotiable at the time of the deal, if not also re
negotiable later. Time is an optative element.

This variable conception ..kes sense in cOlllllUl1ities where many have no
major sources of cash beside annual rainfed agriculture, but where some
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farmers or families do have remittances, salaries, and trading incomes
throughout the year. Time seems in some way to be a "bracketable" or
detachable part of rural Gambian interest calculations, included for "rates"
or excluded for "ratios", and negotiated into or out of contracts. Flexibility
is the essence of the system. Interest and usury are context-specific.

Is the time dimension becoming more deeply entrenched or more prominent in
local thought about usury? This is hard to determine. Statutory law and co
operative society practice have been based heavily on the linear-time
principle, and in the past two decades farmers in about every Gambian village
have dealt with the co-operatives. Evidence from other parts of West and East
Africa suggests that "informal" land pledging agreements have newly begun to
incorporate time deadlines, becoming foreclosable mortgages, in crowded rural
areas where competition for land has grow severe. In The Gambia, too, secular

. changes may be occurring in financial thinking, such that deals are being more
closely linked ~o linear notions of time. Snapshot-like field investigation
cannot track such changes wel~, and more longitudinal study is needed. 4s

How Lenders Conceal Interest Charges: The Commodity Switch and Other
Strategies

u

Another principle following from the Qur'anic prohibitions is that in
lending for any but the shortest periods, lenders seek ways of making a. ..
profits from lending without appearing to charge interest. To their ,..,
borrowers and to outsiders, they ma¥ seem to be concealing or disguising
interest charges. Several conventionalized dodges are found in The Gambia.
These are known by the Arabic term hIlA (pl. hiyal), meaning legal devices or
evasions. 4s One way, where written records of ioans are kept, is to record
loan agreements that noting only the amounts to be repaid, but not the smaller
amounts actually lent. (Local court records examined on debt cases do not
mention interest charges, though of course these are standard practice in
reality.) Other strategies involve semantics: a fee for a loan becomes more
acceptable when it is considered a gift or a service charge.

Other elaborations involve reclassifying loans as sales and resales. A
wishes to lend B money and B wishes to borrow it. A "sells" B a sack of sugar
with delayed payment, and re-purchases the sack of sugar immediately, for
cash, at half price. Thus B receives cash immediately, and returns its double
later.· The loan is disguised as two sales, and the sack of sugar need never
move from the lender's shelf.

A common way of concealing loan profits is by insisting that a
loan in one form be repaid in another. Thus, loans issued in cash in June
are frequently collected in groundnuts upon the December harvest, even if
the borrower could easily have sold the groundnuts elsewhere for
cash first to repay in cash, and even if the lender will only then sell the
groundnuts to a third party for cash. 4? Even though both borrower and lender
usually know well the cash values of the things borrowed and lent, the switch
in forms of payments makes accusations of usury less likely. The changes in
values of the two items over the course of the loan, and the fact that these
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changes are not fully predictable at the tiae the agre_nt is ...ta, further
obfuscate the lender's profit. All are avare that the lender is .,.)dng a
profit, but no one may be sure how much.

111e switching practice in turn l.ads to int.ruting patt.rns of
interest charging or profit-taking in cr.dit. In loans where the foras of
payment are switched, interest rat.s are usually auch higher than in loans
where th.y are not. 111us, while a 300' int.rest charg. in a ....onel cash
loan repaid in c..h is virtually unheard of, it 1& co.-on practic. for
shopkeepers to lend in c..h 25' of th. exp.cted value of a bag of
groundnuts, demanding the payment of'a full bag upon harvest. In_tary
teras, this would of course b. calculat.d .. a charge of principal plus
300' interest. Int.rest rates in c..h-for-caah loans or grouncInut-for
groundnut loans seldom rise above 100', and in .any c.... are JaUCh lower.

Borrower. g.nerally know all this, of cour•• , and th.y perceive that
it is in th.ir inter.st to make agr._nta to r.pay in th••_ fOnl as
th.y borrow. But since aost cr.dit is demand-l.d, lenders have th. upper
hand in dictating th. t.ras and will usually succ••d in .ff.cting a switch.

Two general conclusions follow from the for.going observations. One
is thet credit analysts working in 111. GlIIIbia .hould not .._ that th.
seae int.rest rates acceptable in short-t.ra loans will al.o be acceptable
in longer-tera loans. 111••econd 1& that they .hould not .t.ply record,
generalize about, or s.t int.re.t rate. without considering IlO'DI th. foras
in which loans are issued and th. foras in which th.y ar. coll.cted. 111is
is an area where cOllVentional European or American 1IOC1e. of .conomic
analysis may st.ply be inapplicabl•.

Loan Forgivene.s Custom: A Safety Net for Borrowers

While rural GlIIIbians do not always calculat. intare.t as though tiae were
linear and inexorable, rule. and conventions about loan forgiveness in fact
pr.vent inter.st from accUllll11ating ad infinitum" .. tiae pass.s. On .e..onal
loans, if two or three year. elapse without a repayment, the lender is usually
expect.d to forgive the loan. (He or .he will "of cour.e be wary of lending to
the s .... borrower again.) As Gambians know, 111e Qur'an counsels lenders to
give needy debters extra time, or better, to forgive their debts. ,. Villagers
expect the same of public governmental and other institutional lenders.'·

Further Diff.rentials

Some rural GlIIIbians state that loans issued in cash should carry higher
interest than loans issued in kind, other things being equal.~ Why cash loans
should be more expensive is not clear. One reason might be the opportunity
cost of capital for lenders: they can use aonay in aore ways than seednuts,
for instance, and seednuts take time to sell for c..h. Another reason might be
that the value of cash is easier to assess than the value of groundnuts, whichW can vary in size or quality; and therefore a cash loan is aore likely to be
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. judged usurious. Might it be that a kind of "spiritual risk premium" is being
added into the interest charge in cash loans? .

The size of loan may make a difference too. Whether coming from kin or
neighbors, relatives, or merchants, the smallest loans are often expected to
be given free of interest or profit. As the quantities or values of loans
rise, so might the rates of interest charged. One group of farmers indicated
hypothetically that while they might expect a aeasonal loan of D. 10 to be
issued interest free, they would expect D. 100 to be issued at 5% interest, D.
1,000 (a rare loan) at 10% and D. 10,000 (rarer still) at 20% .- between the
same borrower and lender, over the same period. But aince the persons engaging
in small and large tranaactions are likely to be different, this may not be
the case in the aggregate, and there are signs that the reverse may be the
case when different lendera' and borrowers' transactions are compared. 51

The differences between the lending and borrowing habits of indigenous
Gambian ethnic groups have not been thoroughly studied •. this is a field ripe
for further research •• but there is evidence of substantial variation. Puetz
and von Braun (1988: ·18) have found that Wollofs charged an average of 58
percent higher interest on loans than other Gambian ethnic groups.

Village or town lenders appear to give more generous terms to wealthier
borrowers and those who have saleable property (livestock, machinery) than to
poorer borrowers or those who do not. 5Z fill

In Sum

Informal interest charges in The Gambia depend on many things, in addition
to strictly economic considerations of lending risks, opportunity costs, etc.
These include the presence and closeness of kinship and friendship ties, and
the ethnic identities of the borrower and lender. ·They also inclUde the
duration, amount, and time of year of the loan, the solvency of the borrower,
the nature of the commodity borrowed, and its relation to the one returned.
Time and money are not necessarily understood as linked in linear function.
and the notion of "rates· per unit of time appears artificial and alien to
Gambians in many contexts. The complex calculations and negotiations involved
in Gambian interest charges are not all easily amenable to conventional
western economic analysis, and they may not conveniently fit ordinary
definitions of "markets".

Some Implications for Financial Institutions

Gambian farmers have seen everything, from free hand-outs to interest
charges of several hundred percent; and in this sense at least, there is some
latitude for policy experimentation. But these farmers' understandings of
interest charges are so complex, and so deeply embedded in religion and
culture, that institutional lenders are advised to design and redesign their
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policies sensitively, with carefully watched pilot projects and open-minded
listening.

Does institutional finance need to conform to all Isla.ic proscriptions
about usury? Some say not if the institutions are public, as in a co
operative, since the public supposedly benefits fr_ interest charged of its
meabers. Some reason, too, that the law of the land governs barlldng and
financial institutions, that the public has a sacred duty to abide by the law
of the land, and that this duty can be just as t.portant as other sacred
duties. But a privately held enterpr18e 18 th0u&ht pilty of DJli in charging
interest for someone's personal profit where this is DOt destined to be shared
with family or coDDUIlity. Some GlIIIbian rural traders claa they cIo not save in
banks because cIoing so would be charging interest. Th18 claa should not
always be taken at face value - - they often have other reasons too - - but the
idea is always present in decisions and debate.

Although the Qur'an explicitly forbids charging high interest, it cIoes
not explicitly forbid paying it. Rural GlIIIbians debate whethar such borrowers
are sinners too. A Handinko Mrabout in Lower River Division explained that
borrowing at interest to feed one's fa.i1y is not sinful, but borrowing for
strictly personal or unnecessary purposes is. While an institution charging
high interest ..y be resented and perhaps thought sinful, the religious
beliefs ..y not necessarily dainish the d_.nd for its credit. No evidence is
available on this point.

Of course, Islamic banks in other parts of the Kuala world have their
own hiva1 or 1ege1 devices for evading Qur' ante prohibitions on interest.
These cannot be examined in detail here, but they usually label such pa,-nts
"profit" or ·profit-sharing" instead of interest; this is .are convincing if
they declare thea at the end of a year or a lending term rather than the
beginning. Provisions for risk-sharing between borrowers and lenders ..y be
incorporated to avoid Qur'anic prohibitions on unilateral risk.

It was noted above that GlIIIbians expect loan forgiveness, fr_
institutional as fr_ infor..l lenders, in cases of need and delayed
repayment. Here the issues are not just religious or econa-ic. Instituticma1
credit is political. Just as dispensing loans can win voters or supporters,
forgiving loans ..intains loyalties. It is to the advantage of politicians
that loan forgiveness by institutions not be too routinized: that there be
leeway for discretion about clemencies due to droughts, or aaounts of ti_
elapsed and interest accrued. Politicians try to arrange that announceaents of
new loan progr... or forgivenesses be associated with their own naaes <and
that they occur in election years). Patronage systems reinforce the Islamic
inspired safety net of forgiveness for borrowers, but they may de-synchronize
the taing fro.. periods of peak need.

We turn now away fro.. the subject of Isla.ic law to the other major
international legal influence on GlIIIbian financial custo.. : the legacy of·
the British Empire.
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V. National Moneylending Law: The Imperial Legacy and the "Per Annum" Rule

Gambian national statutory law, copied with little modification from
British law, prohibits usury under specific terms. To start with, the relevant
law is written only with reference to money: it is the Moneylenders Act. The
wording of the the Act refers to money loans but nowhere specifies whether the
Act applies to cash loans collected in other commodities. 53 The law is thus
technically irrelevant, or only ambiguously relevant, to much of the rural
lending in The Gambia.

The Moneylenders Act, with its deeply embedded assumptions about what
constitutes interest and usury, has a centuries-long pedigree exotic to
Africa. 54 Its immediate basis was the Money-Lender~ Act of 1900 in the United
Kingdom, redrafted and amendad in 1927 to tha affect that transac~ions would
normally be considared unfairly harsh at interast ratas above 48% per year.
This figure was copied straight out. The Gambian law developed in the form of
the Monaylenders Ordinance of 1934, which required the registration of
moneylenders, and the Moneylenders Act of 1955 (Cap. 126), revised under the
Revised Edition of the Laws Act of 1965. This was the law still in force and
baing distributed in pamphlet form by the Govarnment Printer in Banjul in
1988. 55

The law defines moneylenders as "any person who lends money at interast or
who lends a sum of money in consideration of a larger sum being repaid" (Cap.
126, sec. 4), and it requires them to be licensed. It shows no acknowledgement
that most of the moneylending in The Gambia is done by non-speCialist
monaylenders.

The law refers to "interest" as permissible under certain circumstances. In
this respact it differs sharply from Qur'anic teaching, which never'explicitly
condones interest but instead states prohibitions on "usury" (riba) variously
interpratable by some to allow some charges resembling interast. The law
makes it clear that interest is to be calculated as an annual~ per unit of
time, rather than simply as a ratio of principal to interest. Implicit is the
assumption of linearity in the relation of time to money.

The Moneylenders Act of The Gambia states (Cap, 126, sec. 13, para. 1):

The interest which may be charged on loans, whether by a moneylender or
by any person other than a moneylender shall not exceed the respective
rates specified hereunder

(a) On loans secured by a charge on any freehold property [or government
bonds or other specified forms of collateral] simple interest not
exceeding the rate of fifteen per centum per annum for the first five
hundred pounds or part thereof and not exceeding the rate of twelve-and
a-half per centum per annum on any amount in excess of five hundred

v
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pounds;

(b) on 108IlS secured by a .econd charge. .. [2.5 percent higher than in
(a)] ;

(c) on unsecured loans .1IIple intere.t not axe_ding the rate of forty
eight per centua per annws. _

The "per centua per annws" clause. force lender. to racord intere.t. and
court. to a.se•• fairnes•• in teras of time elap.ed. Later .ections .aka.
doubly.ure (Cap. 126, .ec. 16, para. 2, as follow.; .ee also .ect. 2l):

Where the intere.t charged on a loan of aonay is not expre••ed in tems
of a rate per centua per &nnUIII the rate of intere.t per centua per annUIII

charged on the loan .hall be calculated according to .chedule A [which
.how. how to divide year. into weeks, aonth., weeks, and day.] ... or
.chedule B to thi. Act [which give. the aifebraic fo~a for
calculating intere.t, by aont:hs elap.ed].

Significantly. the British-based laws .till in force in The Galsbia include
nothing like a .tatute of liJaitations: they _ntion no period of time after
which the interast build-up bec..... unfair. and no period after which a loan
or any of its intere.t .....t be forgiven. 57 Nothing in the 1_ liJait:s the XAti2
of intere.t to principal. According to the letter of the 1_. then, an
unrepaid loan may 1el_lly copt:im&I Kerving ingreft indafinite1y~ Vhat the
Qur'an condellns as "doubling and quadrupling" i. quite legal under the
British-based syste... provided the rate i. gradual enough and enough time
elapses. This is a key difference bet:wsen the Briti.h 1_ and the local
conventions based on Isl_ic and indigenous law and custoa.

By the 48' per aDJlUIIl rule, many of the .easonal loans that Glmbian
farmers contract with each other and with shopkeepers are illegal. A six-80nth
loan at 100 percent interest -. about the most c_n arrangeaent -- carrie.
aore than four time. the allowable intere.t if calculated on an annualized
basis. 58 Interest charge. on many of the shoreer-tera loans, for instance
larger traders' loans to ....ller traders for stoelting up, appear rather
ridiculously high when annualized: they may c.... to well over 1,000 percent.
Annualization, and law. based upon this kind of calculation, becOlH
meaningless. Of course, .ince loans not i.sued in cash may not be de_d
subject to the Moneylenders Act, the law is only of liJaited relevance anyway.

Other Areas of Fit and Mi.fit in the Moneylenders Act

The Moneylenders Act's breakdown of interest rates above, in teras of
security offered, tacitly takes into account lenders' needs to pass on the
risks of unsecured lending to borrowers as an interest pre..iUIII. Seen in a ..ore
critical way, it allows them to extract higher rates of profit fro.. poorer
borrowers, who are unlikely to have collateral to offer. Fair or unfair, the
direction of the difference fits Gambian local practice.
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There are, however, significant areas of misfit. Allowable formats for
repayment schedules are also set out in English, but not in the Arabic tongue
that many Gambians learn to write in Qur'an school or any other language.

Strangely, while the Moneylenders Act specifies allowable interest rates in
terms of rates, thus accommodating loans of any amount (with only one minor
differential for amounts above or below 500 pounds), it specifies the fines in
terms of a fixed (or presumably a maximum) amount:

Any person who loans money at a rate of interest higher than that
authorized by this Act shall be guilty of an offence and shall be
liable, on summary conviction, to a fine of fifty pounds in respect of
each such loan. (Cap. 126, sec. 14, para. 1, emphasis added)

The law discriminates against smaller lenders. A loan of ten pounds or a
thousand pounds would incur the same fifty-pound fine. The lender who lent
l,OOO-pounds in ten-pound amounts would risk 100 times the fines of the lender
who lends a single thousand-pound loan. Of course, lenders are likely to try
to pass such risks or costs onto the lenders as premiums on interest. So this
part of the law disfavors not just small lenders, but also small borrowers.

The Gambian laws include prOVisions whose enforcement would block some
hixAl (legal evasions), but not others. They prohibit direct or indirect
payment of interest in advance by deduction from principal sum borrowed or
otherwise (Cap. 126, sec. IS, para. 1). They prohibit "negotiation fees" (sec.
17) and bonuses, fines, expenses, etc. that might be levied as surrogate
interest charges (sec. 13, para. 3). But as noted above, the laws do not
address the commodity-switch device, for instance cash loans repaid in
groundnuts -- one of the most important devices in local practice .

. Loans with pledged property subject to the Pawnbrokers Act of 1905,
revised 1965 (Cap. 136) and still being issued from Banjul in 1988. 59 This
law too lists maximum profits on loans or debts allowable, in terms of rates,
calculated by monthly and fortnightly intervals. For instance:

On a loan of above forty shillings --
For every month or part of a month for every sum of two shillings and
sixpence or fraction of a sum of two shillings and sixpence ... one
halfpenny (Cap. 136, sec. 12, item B.)

Here again, then, the profits may legally .continue to rise indefinitely, as
long as they rise slowly enough. What matters by this law too is not the
amount of interest finally paid, or its ratio to the principle, but only the
relation between the time and the money.

VI. Conclusion: Financial Customs Across Cultures

In practice, the national moneylending laws are not widely heeded in the
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countryside. There is no reason why they should be: their stipulations appear
tailored to a different culture entirely, and only arbitrarily applied to this
West African setting. Kore powerful by far is the Qur' anic law that is
universally known, if debated in aeaning. That local court records do not show
interest payments that are obviously there in reality shows how little
attention is paid to the British·based statutes: not just hi&h interest but
ill interest is kept secret froa the goverr-.nt in inforaal lending. But
CaDbian financial custoa is equally reaote fro. the letter of Qur' anic 1_ in
that, as elsewhere in the Kuslia world, interest 1a being charged and only
thinly veiled between borrowers and lenders. The C"'ia has two legal codes,
then, based _re on exogenous ideals than on actusl practice. Hence the wide
latitude for borrowers and lenders to arrange their GVIl deals on their own
tenlS. This rural and peripheral area of West Africa, accustoaed to centuries
of competing alien powers and philosophies, is in a sense ironically
.metropolitan in its outlook and its tolerance.

Probably siailar cultural clashes and overlays concerning tiae and
_ney, and focussing on interest and usury, are widespread in Africa: as
widespread as the Qur' an in the northern half of the continent, and the Bible
in the southern half; as widespread as the legacy of colonial rule and the
widening reach of international institutional finance. Would an African sage
advise a young tradesaaD not to forget that ti_ is _nay? Probably not
without knowing whoa that novice will be dealing with. That is the difference.
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Appendix: Implications for Policies and Projects

Possibilities

There is much latitude for experimentation in project design. Rural Gambians
have seen most everything. They have also seen other Gambians devise complex
ways of dodging rules and laws, including sacred laws.

Official attempts to regulate the amounts of interest charged are likely to
fail.

Government policy can, however, influence the kinds and numbers of urban-based
merchants who trade in particular commodities in the countryside, and who lend
in connection with them.

Savings and Credit

More emphasis should be placed on savings, to balance the heavy emphasis on
credit, in policies and projects. Although they save mainly in non-monetary
forms, rural Gambians would like more, and more convenient, ways of saving
cash. The kODdem boxes, the money-keepers, the requests for delayed wage
payments, and the rotating savings and credit associations all suggest an
illiquidity preference and a possible demand for easier saving deposit
channels.

The existing institutions in The Gambia leave gaps for linkages yet untried,
for instance between private voluntary organizations and commercial banks.

Organizations that can' link savings and credit are more likely to succeed, and
to be of service, than those that do not. Rotating savings and credit
associations are a model for emulation in several respects, including their
absence of paperwork, their simplicity and ease of operation, their use of
peer group pressure for repayments, and their constant re-circulation of cash
in a rural community.

Interest

Institutions are subject to Islamic ideology concerning interest, but the
ideology is more tolerant of some kinds of financial institutions than others,
and the public has ways of rationaliZing counterventions.

"Market interest rates" is a concept that can mislead in several ways.
Interest rates are not a "perfect market": they depend on borrowers' and
lenders identities, relationships, and contextual factors. They not only
fluctuate but also vary simultaneously. Informal interest rates vary from 0 to
several thousand percent annualized. Information about interest, moreover, is
usually secret -. far from "perfect information".

Rural Gambians understand interest not always as "rates", but often more as

v
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"ratios". The idia. of annualized rates, so faailiar in the Vest as to be
taken for granted in financial dealings, is not siailarly second-nature to
Gambians. Tiae is not neces,aliily conceived of est lPar. It is detachsble,
optative, and not taken for" granted in interest calMationa. It is taken into
account, however, in debt forgiveness.

One should not ....- that tha .... ine-re.t rae-. acceptable in short-tara
loans will al.o be acceptable in longer-tera loans. It i. e..ier to collect
shorter-tera than longer-tera credit. This i8 probably even mre true in
Isl_ic societies like The GlIIIbia than in other relatively poor parts of the
world. Institutional lender...y be able to charge higher interest than they
are accustomed to charging if they keep their loans short euouP.

There are cultUral pres.ures in favor of -..ller loans. Gap. are left in
large-scale, long"tem lending. Large-.cale invastMnts like ulling or
threshing lUCbines, then, are likely to be iapracticable to finance with
credit, and unlikely to be replaced by local initiative except by unusually
solvent traders or businesspeople. Such gaps ..y be too hard to fill with
institutional credit at anything like "..rket rate." and require hire
purchaae, grants, subsidies, or other arrang...nts instead.

One should not .iaply record, generalize about, or .et intere.t rates without
considering IIOTII the fo~ in which loans are is_d and the fo~ in whieb
they are collected. This is an area where conventional European or "-arican
modes of econoaic analysis l18y siaply be inappl1cable.

SOIl8 institutional lenders to far-ers ught axperiaent with options of
interest scheduling other than linear rates. Intere.t charges that accrue
stepwise each year, in the "trade seaaon, ught aore closely reflect the
realities of rainfed faraing c..h-flows for SOIl8 purposes.

Lenders should be prepared to forgive loans that &0 aore than e- or three
years without repayment. Letting interest accrue ad infinicu. is not locally
considered fair. This is a further re..on for caution with large-scale loans,
for instance for heavy lUCbi...ry.

"Depreciation" funds for rilplacing goods like heavy 118cbinery by regular
deposits are likely to be !'onceived of as unnatural. They are ba.ed on a
conception of a linear tiae-aoney relationship that is not .econd-nature to
rural GlUIbians. Moreover, they conflict with local "SUllPtions about the
transferability of profits' from one "sector" of economic activity into others.
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Notes

1. This study is based on field research conducted in April and May, 1987 and
from July to October, 1988, under the Economic and Financial Policy Analyses
Project of the Harvard Institute for International Development with the
Ministry of Finance and Trade, funded by the U.S. Agency for International
Development. All opinions expressed, however, are my own. In addition to open
ended interviews, a structured survey, whose results are still being
processed, was conducted with equal numbers of men and women informants,
totalling about 138 in the first visit and 186 in the second, each visited
repeatedly in five randomly chosen Villages in Foni Berefet District (Western
Division) Niani District (MacCarthy Island Division), and Wu1i District (Upper
River Division). Working with experienced local enumerators and interpreters
chosen for their previous ties and rapport in the particular villages, I
stayed mainly in two of the Villages and benefited from several key
informants. For more on the research methods see Shipton 1987, Appendix.

2. "We reckon hours and minutes to be dollars and cents", wrote T.C.
Haliburton (1796-1865) in The C1ockmeker. "Take away time is money, and what
is left of England?" wrote Victor Hugo in 1862 in Les Miserab1es. Weber's 1904
classic, The Protestant Ethic and the Spirit of Individualism, was far from ...,
the first study to trace links between religious and economic ethics, but
fused them most compellingly. Marx's Capital criticized as "commodity
fetishism" the assumption that "money begets money".

3. Formal and informal schooling, however, have prepared few rural Gambians
for the arithmetic involved in calculating interest as rates. Those who can
manage the math may be able to take advantage of neighbors who cannot, in
dealings among themselves or with financial institutions.

4. The formal-informal dichotomy is of course artificial, and used here only
for its heuristic value. In some respects "local customs" of ordinary people
can be as formal as, or more than, economic behavior in and around official
bureaux, where it can sometimes be very informal indeed.

5. A useful body of recent economic surveys variously comparing the roles of
formal and informal financial systems in particular West African countries
includes Christensen 1988, Cuevas 1989, Graham et al. n.d., Hammsa 1984, Puetz·
and von Braun 1987, Tapsoba 1982, Tuck 1983, and Walker 1987. Most emphasize
quantitative dimensions. Comparing the findings from the different countries
is a task ahead.

6. See Haswell 1975 for detailed descriptions of the trading firms' and their
agents' rural workings.

7. For a fuller discussion of rural Gambian savings strategies, see Shipton
1987: 10-16.
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8. Farmers give several r.asona for pr.f.rring co save their wealth in
stock, in addition to the subtl.r considerations of g.nder not.d above.
Th.se include the fact thet ant..ala br••d, the advantag.s of ailk and
manure production. the usefuln.ss of ant..al traction, the c.r.-nial values of
ant..als, and st.pl. satisfaction in baving h.rda to vatch.

9. For c..-parisona s•• Tuck 1983: 66, on S.negal; Grahaa et al.
1987: Ch. IV. 18-21. on Nig.r; and Cuevas 1989:9. on the ItiDdia
and Nz.r.kor. r.glons of Guinea.

10. A Bass. court r.cord describes a civil case in which a shepberd .ntrust.d
80 dalasis to a shopke.p.r for safe ke.ping. and the shop's cash vas lat.r
stolen by thi.ves. Th. sh.ph.rd sought the full 80 dalasis. Th. court rul.d
thet the shopke.per owed the sh.ph.rl! 40 dalasis. halfth• .-aunt deposit.d.
Villagers int.rviewed disagr••d on the corr.ctness of the decision.

11. K.n s ....tL.es also b.long to rotating savings and cr.dit associationa. and
so_ salari.d _n, for instanc. in the GaBian ar.y, are 1movn to fora thea.

12. S•• Shipton 1987: 29-32 for oth.r pros and cons of rotating savings and
credit associations.

13. Th. exc.ption is ROSCA participation for on. whos. turn falls .arly in the
cycl.. Sinc. sh. or h. r.pays lat.r ...11 8DOunts cotalling the lIIIOUDt
borrow.d. this one b.nefita fro. inflation.

14. In 1986, 48' of the mon.y supply of Th. GaBia Vas r.port.d co be outaide
of the banking syst.. (1lsIIaIIurthy 1986: 25) ..

15. In Kay 1987 the Basse branch of the GCDB (one of only tva branch.s of the
bank outside the gr.at.r Banjul ar.a) r.ported that 49' of its 858 savings
depositors had l.ss than 250 dalasis in th.ir accounts (i .•.• l.ss than the
value of one she.p). Int.rvi.va with bank staff suggest.d thet most of the
roughly 100 farmers (p.ople whos. prlllary sourc. of income is faraing) saving
at the bank v.r. 8DOng those with l.ss than 250 dalasis. Only an .stt..ated
10-15' of the 858 depositors vere wo••n. Only about five faraers vera
curr.ntly borrovlng from the branch.

16. Von Pischke 1983 concisely s~rlz.s poor rural peopl.s' inc.ntives and
dlllincentiv.s to save in financial institutions; a forthcoming book of his
.xpands on so.. of the ideas and suggests a balanc. between savings and
credit.

17. The Agricultural Development Bank had tried th.s. in the early 1980s. but
it was unable to sustain the. b.fore it failed.

18. Tuck (1983) suggests thet in rural Sen.gal, loans betwe.n r.latives tend
to carry higher interest than loans between non-r.latives. This is a most
unusual finding dllserving further attention, but it must be taken cautiously
since it was based on a short-term quantitative survey and apparently not on
intensive interviews.
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19. Patrilineal kinship refers to the practice of reckoning descent and
forming social groups on the basis of ties through males. Virilocality is the
practice whereby a married couple lives in the original home of the husband.

20. Currently Mandinka, Jola and Manjago bridewealth appear often to amount to
less than D. 500, but among the Wolof bridewealths appear to fall around
D. 1,000, and Fula bridewealths frequently exceed D. 2,000. Families of
particularly well-educated or well-connected women may demand much higher
bridewealth. In addition to these transfers, .grooms and their families are
usually expected to provide cattle or other livestock for slaughter, and other
food, in the weddings, and grooms to give their new wives goods like beds,
boxes of clothing, pots and pans, radios and tape recorders, watches, and
sometimes animals and jewelry aa they set up house.

21. Cuevas found, in two regions of Guinea, that about 90% of
a sample of 250 arranged their main informal financial loans
in their own villages (1989: 8).

22. See Robertson 1987 and sources cited therein for a study of African share
contracting, including a chapter on The Gambia and Senegal.

23. Christensen 1988: 68 similarly comments on the absence of
professional moneylenders in Burkina Faso.

24. Lebanese and Ako merchants have until now more or less confined their
direct operations to the Banjul area, though some may have agents in the
smaller towns.

u
25. Most of the larger-scale traders in The Gambia are men.
Mauritanians a particularly high proportion are male: in The
Mauritanian men outnumber Mauritanian women by over three to
and Housing Census, 1983, Provisional Report, p.30).

Among
Gambia,
one (Population

26.Sura II, Part III of the Koran reads, nAnd if the debtor is in straightened
circumstances, then (let there be) postponement to (the time of) ease: and
thatye remit the debt as almsgiving would be better for you if ye did but
know' (verse 280).

27. Why no merchant loans to kin on a concessionary basis appeared to be
re-lent at higher interest is unclear, but this may have been a result of
reporting inaccuracies.

28. See Jones 1986: 15; Clark 1987: Table 1 for yearly figures from 1974/5 to
1985/6. Haswell 1975 describes some changes in groundnut marketing and credit
patterns up to the mid-1970s. •

29. These advantages are discussed, and modifications recommended, in Jones
1986, a study of the efficiency of The Gambia's groundnut marketing system.
See also Clark 1987.

c''P
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30. Urban _rchants are said to charge .ub.tantially higher intere.t for
foreign merchants borrowing for cross-border trade, perhaps because the risks
of lending are high.

31. See Shipton 1987. The _in goven-.nt organ as.isting _11 busine•••• is
the Indigenous Busines. Advi.ory S.rvic. (IBAS) , of the Kini.try of Icono.ic
Planning and Develop_nt. IBAS which has is....d cradit (and training) to
GaJlbian 811&11 .ntrepreneur. who pas. a acraaDing baa.d on character ...a._nt
and aprofitability as.ess_nt of the propos.d busin••••s. Borrowers _t have
saving. accounts. provide guarante.s and collateral, and contribute 20' of the
total amount of credit. Loan .izes ..y exce.d 10.000 dal..i •. 11' inter.st is
charged, an amount below bank rates. By F.bruary 1987. IBAS r.port.d a
repayment rate of about 90'. IBAS has tried to elIphasiz. prodw:tive activities
such as poultry, fi.hing, and agricultural tool manUfacturing. but also lends
to retsilers. IBAS has proj.ct offic.rs only in Banjul. Barra, Banaang,
Farafeni, and Basse, and aost of its clients are bas.d in and arOWld these
cities and towns.

32. DunsIIIor. et a1. noted aoneyl.nding rat.s varying betwe.n 50' and 150'
(1976: 310). Hasw.ll noted that a wealthy co.-pound head who l.nt .....y in
Genieri village charged rates between 49' and 157' over aight _ntha in 1973-4
(1976: 186). Reports collected for tha pras.nt study in 1987 suggeat that
these figures do still repre.ent the _.t co_ ranga for .a..onal 1_ -
the figure of 100' being the most c_nly heard - - but that the rat.s ..y
vary betwe.n a and over I, 000'. if calculat.d in .....tery val...s and on an
annual basi•. ' As one aight .xp.ct, it i ••horter-t.rm loans that r.ach the
highest rates when calculated on an annual basis.

33. While "we.tern" church-based aid organizations like Catholic Relief
Services are active in the countryside, Christian religious influence is
sll&l1.

34. Some of the indigenous aspecta of religious include anee.tral spirits,
local celebration scheduling, and some forma of witchcraft and sorcery, bouse
I18.gic, worn amulets, etc.

35. In Kandinka. imaIIl is aU,,!I!p9, and the French tera garabout is translated
poaroo.

36. The firatrelevant passages occur in Part III, Sura II. "The Cow". Verse
275: "Those who swallow [charge] usury cannot rise up save as he ariseth wh...
the devil has prostrated by (his) touch. That is because they say: Trade is
just like usury: whereas Allah permitteth trade and for biddeth usury...As for
hilll who [refraineth and] returneth (to usury] -- Such are rightful owners of
the Fire. They will abideth therein." Verse 276: "Allah hath blighted
usury... " Verse 282: "0 Ye who believe! When ye contract a debt for a fixed
term, record it in tlriting. Let a scribe record it in tlriting between you in
(terms of) equity." [Pickthall translation]. See also the note that follows.
In another translation of the Sura of ·The Cow": ·It shall be no offence for
you to seek the bounty of your Lord,by trsding· ... ·Those that live on usury
shall rise up before Allah like men whom Satan has demented by his touch; for
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they claim that usury is like trading. But Allah has permitted trading and
forbidden usury" [Dawood Penguin translation, pp. 344, 354.]

37. See Schacht 1964: 12, 145-8 for a general treatment of x1bi in Islamic
law.

38. Some consider it ironically to be a kind of debt that the lender acquires
to the borrower, for which the borrower mayor may not forgive him or her on
the judgment day.

39. The sura of "The Cow" states, "Believers, give in alms of the wealth you
have lawfully earned" (The Koran, Dawood trans., p. 354). "Lawfully" is taken
to exclude wealth earned as riba.

40. "Eating" or consuming the rewards of usury will give the lender a swollen
belly, some Gambians say; and vultures will pullout his intestines. For
parallels in other African traditions (Christian and local), in which specific
prohibitions on earning are linked with specific prohibitions on spending, see
Shipton 1988. For a detailed historical treatment of concepts of usury in
Judeo-Christian traditions, see Nelson 1949.

41. They say trade profits become sinful, however, when a seller raises them
expressly to take advantage of a particular buyer known to be in difficulty.

42. Part IV, Sura III, "The family of 'Imran' " , Verse 130: "0 Ye who
Believe! Devour not usury, doubling and quadrupling (the sum lent) ... and ward
off from (yourself) the Fire prepared for disbelievers." See also Part VI,
Surah IV, "Women", Verses 160, 161 (Pickthall trans.). Though there is no
explicit mention of how long it should or should not take for interest to
accrue Co the double, the Qur'an does tell believers, "So do not fail to put
your debts in writing, be they small or big, together with the date of
payment" ("The Cow", Dawood trans., Penguin, p. 355). The emphasis on the date
here suggests recognition that interest may accrue, in one way or another, as
time progresses.

43. Any loan arrangement involving "double profit" is likely to meet with
disapproval in The Gambia. In the case of crop loans, the idea of "doubling"
itself has a double meaning. As a district chief explained it, Allah gives
humans profit from seeds sown, by multiplying them for harvest. If humans
then lend these at interest to obtain further profits from each other, they
are seeking double profit, and thus committing a sin (in Mandinka, junubo).
Muslims are taught that only diVinity should be able to make rewards multiply.
The Qur'an repeatedly states that the charitable will collect back on the day
of judgment. "He that gives his wealth for the csuse of Allah is like a grain
of corn which brings forth seven ears, each bearing a hundred grains· (Sura of
"The Cow", Dawood trans., p. 353). "That which you seek to increase by usury
will not be blessed by Allah, ,but the alms you give for His sake shall be
repaid to you many cimes over" (Sura of "The Greeks", verse 39, Dawood trans.,
p. 191).
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44. There are, of course, other reasons for lenders to keep loans short, such
as the opportunity cost of capital and the possibility of borrowers' _ving
away.

45. Haswell's research on Genteri Village in The Gambia, conducted over 25
years, is one of Africa's best exaaples of 10ngitu4insl research. She does not
deal conclusively, ho_ver, with the questions raised here about tiDe
perceptions in interest and usury.

46. For surveys of h1Dl, legal devices, in other Islamic countries -- a
subject to which books have been devoted -- see Khan 1929; Schacht 1964: ch.
11 and pp. 208-11, and the bibliography on p. 242; and Radinson 1974: 36ff. In
The Gllllbia, borrowers and lenders ....y not believe that divinity will be
fooled; buy llany say they are aore comfortable following the hbAl strategies
regardless. Schacht's classic work discuss.. sympathetically the relation
between theory and practice in Islamic contract law.

47. The h1Dl principle helps explain, I think, why Haswell observed in
Genieri Village that "Loans _re not always made in cash but frequently in
food grains payable in cash or groundnuts" (1975: 188).

48. Gllllbians likewise speak of Allah as aerciful and forgiving, and they
supplicate this quality. MusliJu use llany of the s_ contexts to discuss
forgiveness between huaans as they use to diacuss divine forgive...sa of
humans, just as Christians supplicate their divinity to "forgive us our debts
as we forgive those who debt against us" in the "Lord's Prayer".

49. COlllpare this finding on courts .-ng the Chagga of Tanzania in the 1940s
and 1950s: "it seems that where the claa was prollptly brought to the court,
before a large debt pUed up, the court was IDOre likely to allow a high rate
[of interest]" (Moore 1986: 188).

50. Findings of Puetz and Von Braun (1988: 18) agree with .., own on this
point: "food loans are lower [in interest] than other loans, all other factors
held constant".

51. Puetz and von Braun found in central Gllllbia that "the higher the loan
amount the lower the interest" (1988: 18). Rill notes too, in her study of
Rausaland in Nigeria and Kamataka in India, that "as a general rule, bigger
creditors charge lower interest rates" ~1982: 215).

52. Haswell (1976: 186) and Dunsmore et al. (1976:310) found the same
differential in their Gllllbian studies, but Puetz and VOn Braun report no such
difference discemable in theirs (1988: 18). Hill (1982: 215) found the
differential in Hausaland, Nigeria, as have others elsewhere in Vest Africa.

53. The nearest other law that lIight apply is the Pawnbrokers Act.

54. For a thorough treatllent of lIedieval European Moneylending laws have
appeared and disappeared in England since at least the. sixteenth century.
Henry VIII's statute of 1541 forbade interest over 10 percent per year. In
subsequent reigns over 170 years, usury law was scrapped and re-instated at
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rates that varied from eight percent to five percent. By 1867 it had been re
abandoned.

55. Though issued two years after internal self-government and on the year of
Independence, it is unabashedly British, printed in London, and listing
amounts in "pounds", not dalasis, which became the national currency in 1971.
It still lists the capital city as Bathhurst, not Banjul as renamed in 1973.

56. The formula given in Schedule B of the Moneylenders Act for calculating an
interest rate, per cent per annum, is

100 X I x 24
(N + I) x P x L

where I Total interest payable.
N Number of instalments.
P Principal.
L - Number of calendar months in the intervals between instalments.

57. The law stipulates, however, that moneylenders may not wait more than a
year after (unspecified) "cause of action" to start legal proceedings to
recover money or security (Cap. 126, sect. 30).

58. 48' annual interest after two calendar years remains just short of the
"doubling" that the Qur'an expressly forbids. But since most rural loans are
contracted during the hungry season and repaid during the harvest and trade
season anyway. the difference between 48% and 50' is not of great
importance.

59. Tellingly, the Pawnbrokers Act still in force requires the pawnbroker to
exhibit, in large letters over his outer door, "his Christian name" and other
names (Cap. 136, sec. 10, item lb) ... even though the person is 20 times more
likely to be a Muslim than a Christian.
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Introduction

In the vast majority of African countries, one may observe
the inadequacv of financial systems when these are confronted
with the demands of development. The major portion of the rural
and urban populations have no access to institutional credit.
The non-institutional. or infOrmal. financial networks play,
therefore, a crucial role. Now, the financial crisis and the
intensification of financial imbalances appears to have
strengthened the informal character which the financial networks
have taken on. The question arises of knowing what short-,
medium-, and long-term impact adjustment policies have produced
on these informal financial networks.

In this paper, we propose to analyze certain effects of the
adjustment policies implemented in the African countries on
informal financing arrangements. This paper requires that the
purpose and the methodology selected first be set forth:

1) Each of the terms must be made explicit.

- Non-institutionalized credit may be defined as -a totality
of legal financial activities and transactions Which are not,
however, officially recorded and regulated, and which fall
outside the sphere of the official financial institutions
(Chandarvakar, 1988, p.- 1).

Several common features make it possible to characterize the
non-institutionalized networks: the predominance of cash
transactions, the absence of record-keeping and regulation, the
restricted scale of transactions, the ease of entry, the exchange
of assets outside of legal frameworks, and a mode of operation
which relies on personal relationships or feelings of inter
dependence within communities.
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Adjustment has become a polysemous term; it is used
sometimes to mean stabilization, or, in a contrary acceptance,
structural changes which generate growth. The term may broadly
be defined as the process through which an economy adapts itself
to the international environment, or, more precisely, as the way
in which the balance of payments recovers equilibrium following a
disruption. strictly defined, it is differentiated from
stabilization (limitation of total demand), and corresponds to
growth in production, to the encouragement of exports, or to a
processus of substituting for imports.

structural adjustment may be defined as: "the lastinq
adjustment of the balance of payments obtained by means of the
adaptation of the economic structures (mainly structures of
production); Le., by means other than a reduction in economic
growth or by increased or excessive recourse to external
capital".' The implementation of adjustment policies is based on
structural or sector-based adjustment loans (SAL), which are
"loans granted for the purpose of supportinq an in-depth reform
of the policies and institutions ot developing countries, in
order to enable them to bring current-account deficits down to
more tolerable levels in the medium term, while at the same time
pursuing the greatest possible efforts on behalf of develop
ment. lIZ As compared with projects, SALs are characterized by
specific features: rapid disbursement, their macro Character,
non-allocation for a predetermined purpose, and their link with
the implementation of economic policy programs (conditionality).

2) The stUdy of the impact ot adjustment policies on the intormal
financial networks encounters three major methodological
obstacles:

- An information problem: Despite several recent World Bank
studies (1987) and the research programs of the OCDE's Center for
Development (1987-89), information systems are extremely
inadequate to the task of learning about the generalized effects
of adjustment proqrams. These latter refer to macroeconomic
indicators and to standard models desiqned according to the
Keynesian national-accounting agqregates or balances framework,
or to the monetarist viewpoint of monetary-financial balances,
from which social indicators are absent (nutritional balances,
employment, income, health or educational status), as well as the
organizational and management indicators, social structures, and
redistribution procedures. The available studies of informal
finance qive discrete cross-sections of the subject at given
moments; these results do not make it possible to link finance

, Guillamont (1986).

Z World Bank (1986).
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dynamics to the adjustment process. The informal networks are,
by definition, poorly observed.

- A problem of the delimitation of the adjustments, both
spatially and over time. Adjustment is a process whose effects
extend over several periods. It entails social transition costs.
It provides a response to imbalances in the current accounts,
and, most frequently, to economic and financial crises. It
becomes henceforth important to distinguish the origins, either
in the structures or economic conditions, of the economic and
financial imbalances; the domestic or external manifestations of
the imbalances, since adjustment measures aim at a restructuring
of the economy and at a reallocation of resources; and adjustment
loans, which make possible access to foreign credits. Monetary
and fiscal policies reduce demand or domestic credit in the short
run; other measures which attempt to change the expenditures
structure and reallocate resources, produce effects only in the
medium term, while organizational and institutional reforms may
have an effect over the long term.

- A problem of attribution. certain effects on the informal
financial networks are attributed to the macroeconomic adjustment
policies. Now, the links do not emerge directly. Adjustments
made during the 1980s occur in the context of the reversal of the
financial flows, of high real interest rates, and of depressed
prices of commodities. Conversely, adjustment programs are a
means to obtaining access to foreign credits and to restructuring L",_
debt payments. In the absence of experimentation which is ~

impossible in the social sciences, three methods are generally
used: compare the situations of countries which have, or have
not, adopted adjustment policies; study the growth of the
economies before and after the adjustment program; and assess the
divergences between the announced objectives and the results
obtained.

In this paper, we will distinguish between:

I - The dynamics of the informal financial networks: and

II - The ambiguous effects of adjustment policies on these
dynamics.

I. THE DYNAMICS OF THE INFORMAL FINANCIAL NETWORKS

Financial-circuit dynamics are built on very old traditional
forms; however, they appear to have been energized by the break
downs of the official financial networks.

3
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A. The inadequacy of the financial systems when confronted
by development

In the vast majority of African countries, the desired
rate of growth and the rate of savings exceed the financing
capacity of savings. Financial markets have been developed to a
slight extent. The call for external financing promotes the role
of the central Bank and the Development Banks. The greatest
portion of the population is excluded from institutional finance.

1. On the one hand, the institutional financial system is
geared solely toward the large organizations and the most solvent
representatives.

Development Banks have open lines of credit enabling foreign
sponsors to finance private-sector investments. A deterioration
in their financial situation may today be observed, as well as
transactions which do not fit in with their normal professional
activity (credit on real property or on consumption).

Commercial Banks give greater importance to short-term
credits (commercial, import/export, and campaign credit), while
providing insufficient medium- and long-term financing (refusal
of risk, burden of legislation and regulation, volume of bad
debts).

The central Bank, which provides the framework for credit,
generally holds bad debts from the state.

2. On the other hand, the largest portion of the rural and
urban population is excluded from institutional finance and
resorts to "infOrmal" networks.

Informal finance is characterized by the personalization of
relationships (cf Lelart, 1984). It avoids pre-established legal
requirements. Management costs are reduced to a minimum, and
there is no fixed framework and no supervision.

B. The heterogeneous nature of non-institutional financial
structures

Informal practices differ significantly among the countries.
community savings and/or credit groups, Which are highly
developed in West Africa, are, on the other hand, less developed
in East Africa and Madagascar.

A distinction must be observed, in particular:

- between egalitarian and hierarchical organizations;
between organizations whose ultimate purpose is
investment and organizations engaged Ultimately in
consumption or social protection;
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- between voluntary groups (societies) and communities or
associations having forced saving.

To simplify, we will distinguish three kinds of collection,
savings, and/or credit bodies (cf. Dupuy, 1989):

Individual saving Community saving

/ \ Non-incti"'ti,n" C,Vi:". ~
Bank-based Relationship contr~tual Associative
(direct re- mediated by an membership saving
lationship intermediary be- saving (obligatory
between cus- tween the Banks (voluntary for for social
tomers and and customers individual purposes)
financial \ purposes /
institutions '--- ,..-/------./

Group mediation

1. Savings Associations based on community solidarity

Associative groups are defined by the recognition of a
COllective consciousness and by the obligatory membership which
becomes essential for individuals. Each member has a body of
rights and obligations in his relationship with his community (cf
Mahieu, 1989).

Obliaations are made manifest by constraints placed on
resources and'by time constraints. They take the form of
ceremonial obligations, transfers of incomes (especially between
urban dwellers and villagers), and by lodging or guardianship in
the cities. They may be evaluated on the basis of the rates of
community pressure, which often represent more than 40% of
monetary incomes for high social-status categories.

Obligations are tied to the acquisition of high social
status (leaders) and to rights, especially to property rights and
insurance through financing of future disasters.

Obligations and rights fall within the scope of a system of
standards accompanied by sanctions (e.g., control through
sorcery, by removal to a distance from the family tomb, etc.).

Membership in these associations cannot be compared to a
creditor-debtor relationship. The other side of the contribution
is not the repayment of a loan. What predominates is a rationale
based on security and redistribution within the membership group.
This rationale is especially strong because the surrounding world
is uncertain and precarious, and because the state is incapable
of providing social protection (Lespes, 1988).
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2. Savings associations based on a tontine arrangement or

rotating credit associations

In contradistinction to community associations, membership
groups are based on individual voluntary memberships.
Relationships are formed on a contractual basis. Associative
ties are temporary and formed with reference to a functional
objective.

The typical example is that of the tontine, entailing the
pooling of funds with or without rotating loans. These mutual
credit systems are generally set up for homogeneous social
groups: they apply a limitless variety of methods which are the
expression of their flexibility of adaptation to the needs of the
agents. In cases of access to capital by turns, there may be a
rule establishing a predetermined order, a lottery, consensus, or
auctioning to the highest bidder. Pooling may be accomplished on
an egalitarian basis or according to variable contributions, as
in the case of the Djanggi in Cameroon.

According to Mr. Lelart (1984), three types of tontines may
be distinguished:

- the mutual tontine based on a rotating savings fund, in
which levies benefit each of the members according to a
predetermined order, which can, however, be revised. Each member
may lend, borrow, and SUbstitute a debt for a claim. Debts do
not include interest: there are no intermediaries able to give a
personal character to the claims. Mutual tontines affect the
circulation of currency, since, at each levy, the funds collected
are redistributed among the participants;

- the Commercial tontine based on a fixed savings fund. It
is administered by a "money guardian" who receives contribution
dues and grants loans. The tontine sUbscribers thus perform
certain banking services. Claims and debts bear interest.
Deposits are more or less periodically made, and repayments may
be made before the scheduled date. Fifancial accumulation is not
always regular, but it is predominant.

- the financial tontine, in which the order of the levies is
put up for auction. The rationale underlying this system has the
character of financial intermediation. It is particularly
important to distinguish clearly between the primary market,
which represents direct, collected savings, and the secondary
market for interest collected on each loan: this interest is
accrued and fed back into the system (Nzemen).

3 In rural areas of Niger (Kiari Liman), the average capital
is on the order of 500,000 F CFA, while the capital required to
found a financial institution is 10 million F CFA.
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Thus, there exists behind the tontine form, an extremely
varied continuum which ranges from a social welfare
rationale which approximates feelings of community
solidarity to a financial rationale based on utilitarian
calculations.

On the whole, logical arguments based on security
predominate. The mediation of the tontine group increases the
payment strength of each individual; the group's rationale is
based not on the loan, but on the temporary contribution provided
by the treasury (cf Dupuy, 1988).

To the extent that the overall risk is very high and that
the future appears impenetrable, the arbitration between the
financial risk assumed and the payment collected proves
impossible. The high price granted at the particular moment
leads not to decisions between risk and profitability, but to the
relinquishing of an asset held as a guarantee of term coverage of
daily needs. The interest rate does not reflect the risk premium
or the opportunity cost of the liquid reserves (cf Bloy, Dupuy,
1989).

In a precarious world in which a very strong preference
exists for liquidity (especially to meet the most urgent needs on
which survival depends), the criterion adopted by those who give
up immediate liquidity is the criterion of the rapidity of
recovery of funds and of reduction in the event of pressing needs
linked to the number of tontine subscribers.

3. Non-institutional lenders and private banks

In addition to the community and associative rationales, the
totality of the non-institutional financial markets meets the
trade rationales which fall outside the scope of official
regulations and controls.

Private lenders, who are often usurious merchants, make
loans out of their own capital or loans to the banking system;
they do not accept deposits. They generally charge a high,
indeed usurious rate of interest; on the other hand, they grant
credit without collateral or legal guarantees. They are more
interested in the guarantee provided by personal ties than in the
ultimate use of the credit, and are characterized by a very
substantial flexibility and rapidity in their disbursements.
Households and in particular micro-enterprises which do not have
access to institutionalized credit prefer to have capital
available eV2n at high cost, given the rationing of credit and
the need for liquidity.

Private banks, which may be "money-guarding" individuals,
make loans, contract loans from official networks, but receive
deposits in return for payment.
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Private financial societies make three-month loans.

\.J Pre-cooperative groups drain off a portion of rural savings
without credit costs (e.g., the popular funds of south-central
Cameroon).

These various operations, which create flexibility and adapt
themselves to the absence of agents' guarantees, are supported by
a vast network of agents, messengers, and intermediaries who have
connections with institutional finance.

The non-institutional financial networks must, henceforth,
from a socio-cultural viewpoint, be seen to have their own
rationales which are not reducible to utilitarian behavior on
financial markets. However, the "informal" networks are
dominated by the official networks, with certain groups of
intermediaries existing at the points of articulation between
these two kinds of networks.

C. The debate over the ties between the informal and formal
networks

As regards their rationale, their are two conflicting
interpretations: an analysis conducted in terms of market
imbalance, and an analysis in terms of segmentation.

1. Financial dualism and financial repression

In accordance with an explanation based on imbalances linked
to the managed economy, the existence of financial informal, or
non-institutionalized, markets is explained mainly by
discriminatory price measures, by the effects of "chasing out"
linked to the Treasury's burden of debt to the Central Bank, and
by the sluggishness of management and the operating costs borne
by official institutions:

- the low interest rates charged by the official financial
system lead to excessive investment from savings, thus bringing
about the existence of parallel financial markets on which the
high interest rates reflect the rationing of official credit.

- Treasury debt to the Central Bank, which is tied to the
bUdget deficit and to the deficits of public enterprises,
produces effects characterized by the chasing out of the private
sector, especially small units, and generates dubious banks debts
which oblige the banks to give primary importance to short-term
loans and to substantial guarantees.

-·The administrative sluggishness, managements costs, and
payment delays prevent the large organizations from reaching
small entrepreneurs who are productive on a small scale. These
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factors create transaction costs and promote informal financial
innovation.

Financial repression (MacKinnon) leads to a dualism between
the official financial sector and the informal sector, which acts
as a regulator and steps in to make up for the failings of the
official institutions.

According to MacKinnon, four hypotheses derived from neo
classical monetary theory provoke particularly intense debate in
the PVDs: the perfect operation of the markets, the divisibility
of inputs and outputs, the demand for currency for transactions,
and the yield from monetary reserves entailing zero social cost.

In the theory formulated by Gurley and Shaw, financial
intermediaries provide for treatment of risk, and make it
possible to reconcile the liquidity requirements of investors of
capital and the needs of those requesting funds, who are forced
to issue assets whose liquidity is low. The financial
intermediaries arbitrate between risk and profitability.

In developing countries, on the other hand, financial
intermediation is limited; segmented markets or financial
networks lead to differentiated rates of return.

2. According to the structuralist analysis, the non
institutional networks are sensitive, on the other hand, to
rationales which are not reducible to market rationales. There
is a segmentation of the formal and informal networks, and
arrangements entailing the subordination of the second type of
network in relation to the first.

- As we have seen, the informal networks are sensitive to
social rationales which go beyond a solely economic nature. They
correspond to redistributive mechanisms and to intra-community
transfers. Their primary goal is to ensure social protection and
to meet uncertain liquidity needs. They are the expression of
solidarity based on belonging to kinship groups and to ethnic or
religious communities. The rules and norms linked to community
membership create rights and obligations accompanied by
sanctions. The rationales are based on transfers.

- While being sensitive to their own rationales, the
informal networks are supplied by the official networks:

The informal networks constitute a derivation of the
monetary and financial networks in which fiduciary currency
circulates with increasing speed. Monetary policy thus produces
effects which are diffused through these networks.

Intra-community transfers are tied to state transfers. The
main part of state receipts originate in transfers of primary
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surpluses through price fluctuations. However, those who draw
off income within the State follow rationales for redistribution
which operate through the informal financial networks.
Henceforth, the policies which modify state transfers produce an
effect on the informal networks.

Finally, deposits are linked to the formation of savings
tied to rural and urban incomes. Its total amount thus depends
on "household" incomes.

The complexity of the relationships between the official and
informal networks may be illustrated by the diagram below. 12
connections emerge tying together institutional finance,
international trade, international finance, and the informal
networks.

DIAGRAM 11.
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II - THE AMBIGUOUS EFFECTS OF ADJUSTMENT POLICIES

The adjustment policies put in place in more than half of
the African countries since the start of the decade are responses
to the extent of the financial imbalances. They are applied in
the context of the drying-up of financial flows and of the
reversal of these flows toward Africa.

Thanks to financial liberalization, the Object of these
policies is to diminish the dualism between formal and informal
savings, and to make possible the creation of a savings dynamic
which will permit the stimulation of investment.

In actual fact, they are implemented by players whose
rationales do not always match expectations. They come within
the scope of rationales for state and community transfers which
are far removed from market rationales.

Financial liberalization tends to reduce the gaps between
the formal and informal networks, and thus to confer formal
status on a portion of the non-institutional networks.
Conversely, the return to the laws of the market tend to
strengthen rationales based on security, and to strengthen the
preference for liquidity, both of which represent the preferences
of savings groups and societies.

A. The context of the reversal of the financial conditions and
of financial policies

since the beginning of the 1980s, there has been a reversal
of conditions from the viewpoint of both international financing
and domestic financing.

1. During the 1970s, the international credit economy
was tied to the context of disruption of the international
monetary system and to the surpluses of petrodollars. This
economy took the form of a high level of elasticity of
international funds and by the intermediation role played by the
banking system. The reduction in the relative share of pUblic
assistance and direct investment was accompanied by a very rapid
increase in export credits and bank loans endorsed by states
mainly to the countries having high levels of accumUlation.

On the domestic level, in the majority of African countries,
a reduction in the savings rate, the maintenance of investments,
a growing burden of public financing arrangements, and a burden
of debt owed by the Treasury to the Central Bank were noted. The
budget and public enterprises deficits were financed by money
creation and by the issue of securities on the domestic, and
especially the international, markets.
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Monetary policy obviously varies according to country,
especially between the countries of the Franc Zone and the
countries outside of that zone. The first group applies greater
monetary and financial rigor; however, these countries
circumvented the rules by means of greater debt contracted by
public enterprises and by increased resort to external financing
(Guillamont) •

Policies gave greater weight to low interest rates and a
selection of credit for several reasons: to promote investment,
avoid a situation in which credit would flow to short-term
operations at a rapid rate of return, or to prevent favored
treatment of foreign clients.

This policy promoted external indebtedness, which gave
preference to capitalistic investment at the expense of
investment of a very limit capitalistic nature. This
indebtedness also produced effects of chasing out public savings
in favor of private savings. The low interest increased the
differentials of payment between bank credit and the usurious
rates charged outside of institutionalized credit.

2. The decade of the 1980s is, on the other hand
characterized by an international financial market which is less
arbitrated, by the role of suction pump played by American
deficits, and by the insolvency of the countries of the South.
Despite the fact that a certain amount of the public assistance
slack has been taken up and despite a reduction in the debt,
African and Latin American countries are experiencing a negative
financial transfer.

Direct investment, without exception, is not starting up
again, or, in the case of Africa, is pUlling out. States are no
longer extending their guarantees to domestic loans. Adjustment
policies are taking the form of credit control, rises in interest
rates, structural reforms of the privatization of the financial
system, and deregulation aiming at financial liberalization.

On the whole, the banking sector has become very brittle.
Given the bad debts outstanding and the outstanding payments owed
by the State or the public enterprises, the banks tend to give
importance to short-term transaction entailing limited risk. The
informal networks appear to be playing the role of substitute for
agents whose situation is precarious.

B. Anticipated effects of the adjustment policies

The policies of adjustment implemented since the beginning
have as a primary goal the encouragement of the substitution of
small competitive enterprises for the large protected
organizations. These policies theoretically aim at a
modification of the economic structures, in order to reestablish
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domestic equilibrium situations in the payments and financial
balances, and, beyond that, to restructure the economic fabric so \~
as to allow it to follow a pathway to growth without imbalances.
While management of demand is the prerequisite, it is accompanied
by measures for the restructuring of the supply through measures
implemented with respect to prices, and also with respect to
management methods or sector-based actions.

In the background, economic restructuring, liberalization,
and changes in the pricing system entail modifications of the
social structures and of the power relationships between the
groups linked to external relations and those linked to domestic
relations, between the rural and urban worlds, and between the
pUblic and the private sectors. The liberalizing undertaking
aims at stimUlating the emergence of innovative players and at
doing away with unearned income, at reducing the scope of the
parallel markets, and at introducing efficiency and rationality
into resource management.

1. As a first priority, adjustment measures aim at
reestablishing the equilibrium situations of the balances of
payments, and beyond that, at ensuring conditions of growth.

The imbalances are explained mainly by an excess of demand
over supply, by domestic discriminatory measures (managed prices,
sUbsidies) and by external measures (excessive raising of
exchange rates, control of exchange rates, protectionism). The
regulated sectors are thus favored over competition-based
sectors, pUblic expenditures produce effects of "chasing out" the
private sector, and redistributive objectives prevail over
rationales based on production.
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DIAGRAM 3

FACTORS CONTRIBUTING TO FINANCIAL IMBALANCES
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Henceforth, the main adjustment measures will focus on:

w

- Opening of the world-wide market: This measure rests on
the liberal principals of comparative advantaqe, of the free
circulation of factors, and of equilibrium exchanqe rates. The
relaxation of exchanqe controls and the reduction of effective
protective measures approachinq nominal protective levels, the
absence of non-tariff protection (with the exception of the
rationinq of some strategic prodUcts), and the readjustment of
monetary parities constituting supplemental measures should avoid
sector-based imbalances and shift the terms of exchange and the
non-tradable productive resources of the regulated sectors toward
the competitive ("tradable") sectors.

- Domestic liberalization: The main institutional reforms
aiming at the restoration of the "laws of the market" bear on the
liberalization of trade, the reduction of the State's role, the
removal of "fat" from public and semi-public enterprises, and the
recourse to privatization. Deregulation must entail the
dismantling of protective arrangements, of subsidies, and of
stabilization bodies. The rationalization and the privatization
of the public sector must make possible great efficiency and
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eliminate the effects of the pUblic sector "chasing out" the
private sector.

- Reduction and restructuring of expenditures: The reduction
of absorption (real-flows perspective) or of domestic credit
(monetary perspective) must reestablish the equilibrium of the
external-accounts balance at the expense of the domestic balance.
There must also be a reallocation of expenditures: reduction of
the production of the protected sectors and the increase of the
productivity of the export sector. - This restructuring of demand
through the totality of macro and sector-based measures must be
accompanied by loans granted to rebuild the competitive sectors
(structural adjustment loans). Thus, the rise in agricultural
prices is presumed to effect a transfer of income from the city
toward rural areas and lead to an exportable surplus and rural
savings. Emphasis is also placed on the fight against poverty
and problems arising from the redistribution of income. As a
complement to the correction of financial imbalances, growth must
result from an increase in the overall flows of capital, both
public and private. The coordination of investors of funds and
the universal extension of assistance should make possible, in
particular, the maintenance of a flow of positive transfers
between each of the countries.

It is presumed that the totality of these measures will
reduce the unearned income and the protective arrangements
enjoyed by certain privileged groups (income based on foreign
trade, subsidies to protected groups: students, civil servants,
military personnel, urban salaried workers). It must foster the
emergence of innovative players from civilian society. To the
extent that pUblic expenditures were supposed to favor the middle
classes (cf Pfeffermann, 1987), the reduction in these
expenditures must necessarily affect them first and foremost.

The revaluation of agricultural prices, the restructuring of
channels through structural adjustment loans, the provisional
rationing of the level of food imports, and the elimination of
consumer subsidies must lead to a reallocation of resources to
agriculture and from the urban to the rural worlds (changes in
terms of exchange).

The measures are an attempt to reduce income linked to the
state apparatus and to foster the emergence of innovative groups
in the private sector'and in the informal sector. The model is
that of average producers (farmers of the green revolution or
small/medium size enterprises) .

2. Financial repression measures bear in particular on
restrictions imposed on the external sector, on the profitable
tax treatment of tangible assets, on monetary policy, and on
increased interest rates. These factor result in foreign
investment and a strong preference for liquidity.
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Financial Liberalization

TABLE I
ARGUMENTS IN FAVOR OF FINANCIAL LIBERALIZATION

FINANCIAL "REPRESSION"

Analysis

Favorable role of real negative
interest rates

Financial dualism linked to
structures

Investment creates savings

separation of savings/credit:
depositors do not benefit from
credit tied to their deposits.
Credit create deposits.

Policy

Inflationary transfer and
selective credit policy

No payment on household
deposits

The non-monetized economy and
the scarcity of liquid assets
implies a decentralization of
policy. Pools of savings may
not be mobilized.

Financial structures are pre
conditions for financial mone
tary policies.

Coverage criteria and quotas:
quantitative rationing
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FINANCIAL LIBERALIZATION

Favorable role positive in
terest rates on savings

Unity of markets due to ab
sence of discriminatory
arrangements

Savings finances investment

Deposits create credit.

Disengagement of the Treas
ury and rigorous monetary
policy

Only household financial
assets should be paid

Monetize the economy and
create networks through
decentralization. Oppor
tunities to mobilize idle
capital.

A rise in interest rates
makes financial innova
tions possible.

Criterion of profitability:
rationing by means of
prices



- According to the dualist conception, there are pools of
savings which can be mobilized by a financial liberalization .~
policy. The raising of interest rates, the reduction of
transaction costs, the reduction of pUblic-sector "chasing-out"
effects, privatization, bank competition, and the elimination of
various imbalances linked to the managed economy should stimulate
savings and reduce, and indeed, eliminate, the differences
between the official and informal markets.

3. Measurements of the stimulation of savings

The measures concerning money creation and interest rates
are presumed to be preconditions for the establishment of the
financial structures and to the introduction of financial
innovations.

- The Keynesian therapies which predominated during the
1970s recommended forced savings through an inflation which
modifies the distribution of income in favor of categories
characterized by a strong tendency toward saving.

The monetary orthodoxy presumes, on the contrary, that
inflation produces consumption effects, especially in favor of
urban dwellers who have strong propensity to consume and import.
Reduced inflation would thus increase the savings rate.

- The reduction of bUdget deficits and of the financing of k....
the deficit arising from financial transactions undertaken by the ~

state through the indebtedness of the Treasury to the Central
Bank should reduce the "chasing-out" effects private savings by
pUblic savings.

- The rise in interest rates should remuperate deposits,
promote a better allocation of resources, and avoid over
capitalization. By making the financial institutions more
profitable, it should promote their expansion and, therefore,
make it possible channel a portion of the savings placed in the
informal networks through the banks.

- Deregulation should reduce transactions costs which
accompany joining the official system.

- Policies of exchange adjustment linked to the preceding
measures should reduce the flight of savings to external markets
and restrict the informal inter-African or international
networks.

The totality of these measures should
to approximate efficient financial markets
between the official and informal sectors.

17

thus make it possible
and reduce the dualism



Policies differ in the countries belonging to the Franc Zone
and in those outside of this zone. In the first group, the
policies stipulating greater monetary rigor and limits to the
Treasury's indebtedness to the Central Bank restrict inflation.
On the other hand, external indebtedness and the debt of public
enterprises is a more important factor in these countries.

C. The Observed Effects of Adjustment Policies on Financial
Networks

1. Financial Results Indicators

since the start of the 1980s, a rise in interest rates has
been observed: however, with the exception of Burundi and
Mauritius, real interest rates remain negative.

Gambia
Kenya
Madagascar
Somalia
Tanzania

1986 Interest Rates

17
11.25
11.5
14
8.5

Annual Inflation Rates
1980-1986

50.8
39.8
17.8
45.4
21.5

Source: Assidon, Jaquemot (1988)

In the various countries in which adjustment has been
applied, a pronounced reduction of the expansion of liquid assets
has been noted. Thus, in the UMOA countries, after a phase of
expansion of liquid assets (1975-79), then a phase of
stabilization and of a restrictive monetary policy accompanied by
a significant deterioration in external position and acceleration
of the net indebtedness of the national treasuries to monetary
institutions (1980-84), the period 1984-88 has been marked by a
strict limitation on credit to the economy in conjunction with a
tight bUdget policy and a policy of restriction of imports.

According to the World Bank Report (1988), in comparison
with the African countries which did not adopt adjustments during
the 1984-86 period, the twenty-five countries adopting reforms
experienced a growth rate of 0.8%, as compared with a rate of -4%
between 1980 and 1984. The countries not implementing reforms
had a decline of -2.5%.

The rates of growth in real investment and in assistance
were higher in the countries adopting adjustments.

The main indicators of restoration of financial balance
reflect:
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- the reduction in the pace of inflation;

- the continuation of the domestic saving-investment
deficit, but at a lower level;

- the continuation of the budget deficit as a percentage of
the gross domestic product (7.2%), but at lower levels of
expenditures and receipts, and a change in the expenditures
structure linked, in particular, to the explosion of pUblic debt;

- a worsening of the current balance of payments as a result
of a reduction in trade deficits (tied to the fall in imports),
but to an explosion in debt-service costs.

The devaluations have not had the anticipated balance
restoration effects (cf Jacquemot, 1988):

- in 14 countries lying outside of the Franc Zone, nine
countries have been observed in which there is a decline in
exports in terms of constant value and a negative elasticity
between exports and the real exchange rate;

- in 5 out of 13 cases, devaluation has produced negative
effects on pUblic finances by increasing expenditures
(particUlarly through pUblic debt) at a rate greater than the
rise in receipts (Ghana, Malawi, Madagascar, Sudan, Zambia);

- devaluation has produced inflationary effects. In ten
cases out of fifteen, the coefficient of inflation/exchange-rate
elasticity has been greater than 70%.

The financial effects of the adjustment programs must
obviously be jUdged over the long term. They imply a series of
measures which are taken progressively, while their efficiency
emerges only through the complementary nature of the effects they
produce (policy package) .

The programs are put in place under unfavorable
international conditions, under which the African indicators
indicate a marginalization in world trade, a decline in per
capita income, and an explosion of the external debt and of the
debt service.

It appears, however, that the restoration of financial
balances are limited within a context of economic decline, and
that, in the majority of cases, they occurs by means of
adjustments at the bottom: decline in imports, investments, and
budget expenditures.
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2. changes in Sayings

After having fallen sharply during the year 1980-85, the
savings and investments rates seem to have stabilized, and indeed
to have increased between 1985 and 1987.

The decline in consumption in favor of savings has resulted
mainly from changes observed in the petroleum-producing countries
in 1987. On the other hand, in countries eligible for AID
assistance, the domestic savings rate remains close to what it
was from 1980 to 1985.

Investment has declined in real terms, especially in
petroleum-exporting countries. In AID-eligible countries, real
investment has stagnated: more than half has been financed from
external savings.

ASS Petroleum
Exporters

Eligible for
AID Assistance

-----------------------------------------------------------------
Savings rate

1985
1987

Investment rate

1985

13
14

12.2

15
20

10.3

7
7

14.3

Source: World Bank, 1989

- Change in Public Savings

Public savings have been directly affected by devaluations
and foreign debt. There have, indeed, been public revenues
deriVed form foreign trade (flat-rate tax levied on private
sector cash reserves), but especially further rises in the
service on the public, guaranteed debt.

- Change in Private Sayings

Private household savings have shrunk because of the decline
in salaries and urban income.

On the other hand, the cash-flow of exporting units has
tended to increase.

- Changes in External Savings

A marked decline in export revenues (more than 50% in eight
years and in imports (more than 40% has been observed during the
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1980s. After having declined, the current deficit reached 10
billion dollars in 1987. Half of this deficit was financed by
gifts and direct investment, and half by medium- and long-term
loans producing debt.

Using Niger as an example, the budget deficit (not including
finance costs on gifts) was brought down from 10.6% of the gross
domestic product in 1981 to 4.1% in 1987. The reduced bUdget
deficit due to external debt service went from 9.4% of the gross
domestic product in 1981 to 0.4% in 1987. This balance was
achieved because of a decline in pUblic investment expenditures.
The bUdgetary investment rate went from 17.8% of the gross
domestic product in 1981 to 6.6% in 1987. In addition to the
mining shock, Niger suffered the effects of the 7% depreciation
of the value of the naira in relation to the F CFA, thus giving
rise to an imported deflation and a loss of competitiveness.

D. Changes in the Informal Financial Networks

In the absence of substantive information making it possible
to link the adjustment process to the dynamics of the informal
financial networks, it is possible describe certain sequences and
illustrate using several cases.

1. Some Perverse Effects

It is important to take into account the mUltiplicity of k..~
rationales underlying informal finance as described above, and to ~

analyze the effects of overall policies on the secondary
networks.

The rise in interest rates and the overall credit policy
have tended to reduce the discriminatory arrangements favoring
large units and the pUblic and semi-public sectors; they tend,
therefore, to eliminate gaps between the networks by conferring
official status on the informal networks.

These measurements have, however, been made in a context in
which the debt burden over-determines the domestic financial
networks. These measurements have also led to making financial
resources scarcer, resources which supply the informal networks:

- the pUblic finances crisis reduced state transfers and the
incomes of civil servants as sources of intra-community
transfers;

- the limiting of credit affects the tontine-based networks.

As Mahieu writes (1989): "Community calculations and the
resulting transfers (therefore) playa decisive and preeminent
role in microeconomic calculations in Africa. An adjustment
policy, whatever its theoretical foundations, which forgets this
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problems and lays the blame solely on the State and the
differences in incomes, risks to worsen the instability of this
type of economy" (p. 22).

One may thus conclude that the security-based rationales
having a social-welfare purpose have tended to gain increased
currency at the expense of financial rationales. Conversely,
however, agents who were initiators of intra-community transfers
have often found it impossible to fulfill their obligations.

The effects of liberalization may thus run counter to the
predetermined objectives, given the obligatory transfers, the
precautionary rationales, and the redistributive priorities.
Thus, the reduction in permanent revenues (e.g., salaries) or in
social expenditures may strengthen transfers within community
associations or promote tontine-based networks at the expense of
recourse to banks.

Trade liberalization may strengthen the role of the trade
intermediaries who operate between the official and informal
networks; on thee other hand, however, the reduction of credit
may have a retroactive effect on the lack of liquidity in the
informal networks

2. Several African Examples

- In Cameroon, according to B. Hibou's study of Douala, the
overall crisis has produced a contagion effect on the informal
sector. This sector tends to become concentrated on the fringe
which meets basic needs, and to see its activities expand on the
fringes of legality.

The tontines have been partially revitalized by the crisis
and by a transfer of state social protection to informal
arrangements. A reduction of bank savings favoring the tontine
networks may be noted; however, it is the tontines bringing
together small contributions of capital which have been the
beneficiaries. The liquidity and insolvency crisis experienced
by the majority of households has also led to a withdrawal of
investments by the tontines because of the marked preference for
liquidity under conditions of pronounced shortages.

- In Ivory Coast, according to the study conducted by Mahieu and
Odounfa, the evolution in the income gaps between rural and urban
dwellers, calculated based on relative prices, was strongly
disrupted by the changes in the intra-community transfers from
urban to rural dwellers. The marked inequalities of income (the
richest fifth possess nearly 62' of income) are traditionally
mitigated by redistributive mechanisms. While the system of
rights and obligations had become adapted to political
centralization, to growth, and to urbanization, it appears to be
called into question under conditions of prolonged deflation.
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- In Niger, according to Cerdi's study, adjustment has
proved beneficial in particular to the parallel informal network, \-J
and a pronounced de-officializing of the economy. Several
reasons for this emerge: this sector is more attracted to
importable good than is the modern sector; it obtains its
supplies in Nigeria at the parallel price; it has made up a
refuge sector in the face of the loss of competitiveness of the
modern sector in which costs have become inflexible. On the
other hand, according to Oudin's study, the financing of the
informal sector is supplied by personal savings, by loans, and to
a very slight extent by bank loans or tontines. The de-
officialization of the economy has not, it appears, favored the
de-officialization of financing.

- In Madagascar, where savings groups and associations have
not been widely developed, vulnerable groups which are facing a
marked decline in standards of living have adopted survival
strategies entailing changes in behavior with respect to the
family group, work, consumption, and savings.

with respect to the family, a pronounced increase in family
instability (temporary or final separation), the deterioration of
cohesive patterns (e.g., family meals), an increase in the
commercial work engaged in by women or children who thus abandon
domestic duties, and a trend toward fewer births.

The search for minimum income leads to the proliferation of
small-scale activities which increase the length of time devoted
to work and which give importance to monetized income. It also
takes the form of a pronounced intensification of migratory
movements.

Two opposing phenomena emerge within the context of
migratory movements: one the one hand, insecurity and the
lessening of nutritional opportunities have opened the way to
rural emigration and exacerbated differences among the farming
community; on the other hand, there are instances of urban
emigration linked to crises in rice supplies in the cities.
While, traditionally, migrations were mainly inter-urban, and
while limited rural emigration took place in stages and focused
above all on small urban centers, a profound change has been
observed. The total rural exodus rate of 12% in 1975 was
estimated to be 29&in 1985. Intra-rural, urban-rural, and rural
urban migration has increased.

Two survival strategies may be distinguished:

- Regressive survival strategies are characterized by the
recourse to illegal or alegal practices: criminal behavior,
prostitution, child abandonment, child labor, and theft in urban
settings; brush fires, thefts or standing harvests or cattle
thefts in rural settings.

23



r

V
- Tolerable adaptation strategies are characterized by the

search for complementary resources, reduction of consumption,
withdrawals from savings or patrimony (land, cattle). The
complementary resources result from the sector termed informal,
from indebtedness, from mUltiple occupations, from work, from
family members and from migration. The adjustment of consumption
is carried out by means of superfluity, but also on the basis of
food consumption. Households grow proportionately; marriage is
postponed, and there is also a trend toward stepping back from
family cohesion. Emphasis on social differentiation in rural and
urban environments leads to an exacerbation of the tendency to
reduce people to the proletarian condition, and to the
concentration of patrimony (especially with respect to land and
livestock).

In Conclusion; What support Policies for the InfOrmal Networks?

Policies favoring informal networks must rest on existing
dynamics, through incentive policies. They must create a
favorable environment and provide answers to problems organized
hierarchically by the actors.

Taking Existing Dynamics into AcCount

The behavior-based rationales we have discussed must be
integrated and reoriented by incentive policies, in order to take
into consideration the economic rational dictating the reduction
of risks to the minimum and the strong preference for liquidity
leading to diversification of activities and a very short-term
burden. According to a development rationale promoting the long
term, support policies must reduce risks and encourage financing:
for example, operating capital would be borne by small units,
ownership of fixed capital being ensured by investors, along with
the establishment of a leasing system for small producers. The
dynamics of the informal networks is bounded by kinship
relationships and by solidarity networks. We must focus our
efforts not on individuals, but on groups, and take into
consideration their various organizational methods.

- The Creation of a Favorable Enyironment f'tb..~ .v-.;L -
. The external environment must be stabilized to reduce the

precarious nature and the vulnerability of small-scale
activities. Relationships of complementarity with the dominant
economy must be forged through a stabilized solvent demand or by
the furnishing and accessibility of inputs and equipment, whether
these are used for production or for household uses.
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- Formulate Specific Support Policies

- Policies must be specific to the country and to the type
of activity. The dynamics are endogenous; it is possible to add
to them, to encourage them, but not to substitute for them. In
this sense, comparisons between experiences are illuminating for
information purposes or as comparative methods, but not as the
basis for transposing them.

- Policies must take into account the very great
heterogeneity of the situations: access to credit must thus
distinguish the cases in which the actors have no need of credit
or in which they have no recourse to it; cases in which usurious
networks are broken up by means of access to credit for
consumption for the poorest people; cases in which the informal
mechanisms for the mobilization of savings (e.g., tontines) may
be oriented toward credit for investment; and, finally, cases in
which new systems of financial intermediation must be put in
place to link the financial institutions with the vast number of
small productive units.

- On the whole, policies must incite to action. It is of
course possible to apply one's efforts directly to certain target
groups, for example to the most dynamic agents linked to
modernization procedures (metalworking, . repairs, etc.); however,
policies must basically work instead on the environment, at the
level of incentives which appeal to the professionalism of
groupings, of relationships forges within channels, or of the
stabilization of the environment.

- Policies must organize hierarchically the various
bottlenecks: access to credit, technologies, the demand problem,
management problems, etc. Experience shows that all of these
factors work in combination. To have access to credit, to change
scale, to modify the tools, means to change the mode of
organization and often to increase risks in an unstable and
uncertain universe. Henceforth, if one wishes to further a
process of accumulation linked to the reduction of mUltiple
activities, it is important to stabilize the environment as
regards both outlets and prospects and access to supplies or
groupings based on professional considerations.

To form places of interface between the organizations and
official institutions and the micro-enterprises. since the
current distance separating the two systems is of a nature which
is socio-cultural as much as economic and financial. The
principle underlying these places of interface is that of the
joint participation of micro-units and large institutions:

u

- In the area of credit, mutual guarantee companies and
solidarity-based financial guarantee companies must make possible
access to credit for the small-scale units without a patrimony ~
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which would permit extension of collateral (e.g., the SIDI).
Changes in banking practices can also make possible access to
credit for the poorest people (e.g., the Grameen Bank) (cf. Mr.
Nowak, 1988; Mr. Yunus, 1988; Chandavarkar, 1988).

~ In the area of means of production, locations for storage
and leasing of raw materials and spare parts or small equipment
and technical catalogs must promote accessibility and basic
technical innovations.

- As regards training and management, service providers may
meet needs upon request.

- The access to infOrmation and to technology must make it
possible to improve techniques and productivity at all levels and
promote a range of technology making possible the replacement of
human and animal energy by mechanical energy, or to economize on
firewood for meal preparation.

Finally, stabilization and the maintenance of solvent demand
are priorities. These factors may be provided through the public
markets by means of micro-enterprise components in the context of
projects financed with external assistance, or through the
formation of subcontractor networks within industrial systems.
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DRAFT

INFlATION IN AFRICAN COUNTRIES

Joshua E. Greene l/

Since the period of the first oil shock in the mid-1970s, African

countries have experienced a considerable amount of inflation. Inflation

rates of 20 percent or more a year have been common for many African

countries during the past 15 years, and a few countries have even

experienced rates in excess of 50 or even 100 percent a year. The

persistence of inflation has had significant repercussions for African

countries, affecting economic performance in a variety of ways. The

financial sectors of these countries have felt a significant impact.

However, other macroeconomic aggregates--consuaption, savings, and

investment--have also been affected, as have foreign exchange aarkets in

some countries with particularly high inflation rates. Despite the

awareness that Africa has an inflation problem, there is remarkably little

analysis of the phenomenon to ~te. 'l.I

This paper provides an analysis of the inflation problem in

Africa 11 during the period since 1974. Section I reviews recent trends

l/ Economist, Research Department, International Konetary Fund. This
paper was prepared for the conference on Policy Reform and Financial
Sector Research in sub-Saharan Africa, June 20-22, 1989, in Washington,
D.C. The author wishes to thank Brooks Calvo for her excellent research
assistance and Bijan AghevIi, Kicbeel Hadjimichael, Kohsin Khan, Peter
Kontiel, Bahram Nowzad, and Richard Williams for valuable comments.
However, the views in this paper are solely those of the author and do not
necessarily reflect those of the Fund or its staff.

2J Among the few papers are Chhibber et al. (1989), Rwegasira (1979),
and Rwegasira (1989).

11 Throughout this paper South Africa is excluded.
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in inflation in Africa, examining the data both for individual countries

and for groups of countries with relatively high and more modest inflation

rates. Section II examines the possible causes for inflation, focusing on

the different contributions of monetary expansion, fiscal deficits,

exchange rate adjustments, and other factors to inflation in high- and

moderate-inflation countries. Section III then turns to a brie{

discussion of the effects of inflation on the financial sectors of African

countries. The discussion in this section is necessarily somewhat

speculative, since most of the available information is of a qualitative

and anecdotal nature. Section IV of the paper discusses various policy

measures available for reducing inflation in African countries and what

their possible effects could be on the financial sectors of these

countries. Section V contains some concluding remarks.

I. Recent Trends in Inflation in African Countries

Official price data for most African countries must be evaluated

with caution, for a variety of reasons. In many countries price indices

record prices only in the capital city or urban areas, and the weights

attached to various components have not been revised in many instances for

several decades to reflect changes in consumption patterns. In addition,

price indices often reflect the official prices of goods subject to price

controls, rather than actual prices of goods as sold in popular or rural

markets.

Despite these provisos, it is clear by all accounts that African

countries have experienced significant inflation since the period of the

first world oil price shock in the mid-1970s. According to the data in

v
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the Fund's most recent World Economic Outlook (WEO) exercise (IKF (1989»,

the rate of consumer price inflation in Sub-Saharan Africa, as measured by

a weighted average of individual country data, averaged more than 20

percent a year during the period 1981-88 and significantly exceeded that

level during 1981, 1983-84, and 1988 (Table 1). For all of Africa

(excluding South Africa), inflation rates in certain years have been

almost as high as those for Sub-Saharan Africa, with the period average

being about 17 percent. As shown in Table I, since 1981 Africa's

inflation rates have averaged somewhat less than those for all developing

countries, largely because the figures for developing countries as a group

reflect the heavy weight of high-inflation countries in Europe and Latin

America. Inflation rates of African countries have been somewhat higher,

..., on average, than those of developing KiddIe Eastern countries

(16 percent), about twice those for developing countries in Asia

(9 percent), and three to four times the average for industrial countries

(5 percent). At the same time, African inflation has averaged less than

that of developing European countries (29 percent) and far below the

average rates experienced by developing countries in the Western

Hemisphere (119 percent).

A closer look at the data in individual African countries indicates

that the average inflation rates of 17 to 20 percent largely reflect the

experience of a smaller group of countries with very high inflation rates.

As indicated in Table 2, inflation rates in a group of 12 countries with

inflation rates of 20 percent or more during at least 4 years since 1980--

Ghana, Guinea, Guinea-Bissau, Kozambique, Nigeria, Sierra Leone, Somalia,

..., Sudan, Tanzania, Uganda, and Zambia--have averaged nearly 27 percent a



Table 1. Inf1ation.Rates in Africa and Other Country Groups, (1971-88) 11

Average
1971-80 Y 1981 1982 1983 1984 1985 1986 1987 1988 1989

Africa 1/ 15.2 22.4 12.6 19.7 23.8 12.4 13.2 14.7 19.8 17.2

Sub-Saharan Africa i/ 17.2 25.7 14.0 24.5 29.4 13.4 14.2 18.2 24.9 20.4

Developing Countries 20.5 25.8 25.2 32.4 38.2 39.7 31.1 40.5 67.1 37.0

By Region:

Asia 10.5 10.4 6.4 6.7 7.3 7.1 9.1 9.8 14.6 8.9

Europe 13.8 23.6 33.1 22.8 25.4 25.5 24.8 30.3 49.3 29.1

Middle East 13.5 15.1 12.9 12.0 14.4 17.0 18.2 19.3 18.8 15.9

Western Hemisphere 39.8 60.8 66.8 108.6 133.0 144.9 87.8 130.0 277 .6 118.6

Industrial Countries 8.7 10.1 7.5 4.9 4.7 4.1 2.3 2.9 3.2 4.9

Source: 1MF (1989).
11 Annual percentage changes in consumer prices, as reported by Fund member countries.
1/ Compound annual rates of change.
1/ Excludes Angola, Namibia, and South Africa.
i/ Excludes Algeria, Angola, Morocco, Namibia, Tunisia, and South Africa.
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year since 1975. Except for Nigeria, all of these countries have

experienced inflation rates in excess of 30 percent during most of the

1980s, with the average for 1981-88 more than 40 percent once Nigeria is

excluded. In Sierra Leone and Zaire the average inflation rate during

1981-88 exceeded 50 percent a year. In Uganda, the average was more than

100 percent a year, with inflation exceeding 120 percent annually during

1985-88. As shown in Table 2, inflation accelerated noticeably in many of

the high-inflation countries during 1986. Inflation accelerated further

in 1987 and then receded somewhat in 1988. These trends are masked to an

extent by the heavy weight given to Nigeria in the composite figures shown

in Table 2. In Nigeria, inflation remained fairly modest between 1985 and

1987 (averaging 7 percent per year) and then accelerated to more than 30

percent in 1988.

Inflation rates for the remaining African countries were

significantly lower during 1975-88, averaging about 12 percent a year

during 1975-80 and 9 percent during 1981-88, the latter being about twice

the rate for industrial countries during the same period. The comparable

figures for the Sub-Saharan component of moderate-inflation African

countries were 13 and 10 percent, respectively. Nevertheless, twenty-one

of the thirty-five moderate inflation countries in Sub-Saharan Africa

experienced at least one year of 20 percent inflation during the 1975-88

period: Burkina-Faso, Burundi, Cape Verde, Chad, Comoros, Cote d'Ivoire,

Djibouti, Equatorial Guinea, Ethiopia, Gabon, the Gambia, Kenya,

Madagascar, Malawi, Mali, Mauritania, Niger, Sao Tome and Principe,

Senegal, Swaziland, and Togo. Of these, eleven countries experienced

inflation of 20 percent or more in two or more years, and six (Cape Verde,
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Equatorial Guinea. the Gambia, Madagascar, Mali. and Niger) had inflation

rates of at least 20 percent in three or more years, including at least

two consecutive years. Three countries had inflation rates above 20

percent for four years in the period: Cape Verde (1975. 1981-83).

Equatorial Guinea (1982-85), and the Gambia (1975. 1985-87). Only one of

these countries. the Gambia. had an inflation rate averaging more than 15

percent a year during the period. although the Gambia's inflation rate for

the entire 1975-88 period was still smaller than that of any of the

countries in the high-inflation group.

II. Factors Responsible for Inflation in African Countries

A variety of factors have been responsible for inflation in African

countries. As noted in a recent World Bank study of inflation in Zillbabwe

(Chhibber~. 1989), the mechanisms giving rise to inflation in

individual countries are complex, frequently involving a combination of

monetary and cost-push factors, and are influenced by exchange rate

developments and changes in price control regimes. Nevertheless. recent

theoretical and empirical work on inflation has identified at least three

models, not necessarily independent. for explaining the acceleration of

inflation in individual countries. One is a straightforward monetarist

approach. The second. Which can be termed a "fiscal" approach.

acknowledges the role of money in inflation, but identifies large fiscal

deficits as the underlying cause for monetary expansion. The third

approach focuses on the role of exchange rate depreciation, either in

conjunction with monetary policy or as an influence on other factors

feeding into inflation. In addition to these three approaches, claims
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have been made for other variables as factors behind the rise in African

inflation rates, including increases in import prices and increases in

domestic incomes, through higher wages and agricultural producer prices.

First, and perhaps best known, of the various inflation theories is

the monetary approach. This reflects Milton Friedman's well-known adage

that "inflation is always and eve~here a monetary phenomenon."

According to this view, inflation should be positively correlated with

rates of monetary expansion, with the most inflation-prone countries

experiencing the largest rates of monetary growth. Moreover, as monetary

growth can come from various sources, it is the monetary growth that

matters, rather than underlying factors that may be responsible for it.

The second approach attempts to look behind simple monetary/inflation

correlations to identify the source of monetary expansion in large fiscal

deficits. As summarized in a recent paper by Montiel (1988), .proponents

of this view note that the equilibrium inflation rate ultimately depends

only on the ratio of the fiscal deficit to GDP. Since fiscal deficits

have been relatively large in many African countries and tighter fiscal

policy is invariably an element when African countries undertake

adjustment programs, this "fiscal" model is also appealing.

The third theory of inflation emphasizes the contribution of the

balance of payments, and particularly the exchange rate, in generating

price increases. In this approach, exchange rate depreciations are seen

as contributing to inflation either through an increase in inflationary

expectations or a worsening of the government's budgetary position that is

later accommodated by monetary expansion. Alternatively, depreciations

may augment inflation by speeding the process of adjusting nominal wages
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and, thus, domestic prices. 11 Although this latter explanation may be

more relevant to countries with formal wage indexing systems, it may also

apply to countries with very high inflation rates, in which public sector

wage rates are often adjusted following large devaluations.

In addition to these three theories of inflation, two others ~re

reflective of the old "cost push" and "demand pull" models of inflation

have been advanced. One emphasizes the role of higher import prices, an

important "cost-push" element that can increase domestic prices both

directly and through its effect in raising the cost of domestica11y

produced manufactures. The other stresses the role of wage increases and

increases in farm incomes, the latter being measured by movements in

agricultural producer prices for major crops, as a source of inflation.

This view is reminiscent of more traditional "demand-pull" models.

This paper does not attempt to build a formal model of inflation in

African countries, such as that in Chhibber~. (1989), or to undertake

a formal test for the relevance of alternative inflation theories, as is

done in Montiel (1988). Nevertheless, some initial conjectures can be

drawn by comparing data on inflation for high- and moderate-inflation

countries with movements in potential explanatory variables, such as the

rate of monetary growth, the fiscal deficit to GDP ratio, trends in

import prices, and movements in composite nominal effective exchange

rates, the latter being a measure of changes in national currencies vis-a

vis a set of country trading partners and trade competitors. These data,

11 See Montiel (1988), pp. 2-3.
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drawn from IMF (1989) and the Fund's International Financial Statistics

data base (for nominal effective exchange rates), appear in Table 3.

The data in Table 3 provide strong support for the role of monetary

expansion in generating inflation. African countries with high rates of

inflation have tended on average to have faster rates of monetary growth

during the post-1974 period than have African countries with lower

inflation rates, even though money growth was not necessarily faster in

the high-inflation countries every year. During 1981-88 the average

yearly growth rate of broad money in the high-inflation countries

approached 26 percent, nearly twice the rate in other African countries.

This general pattern can be seen in Figure 1, which provides a scatter

diagram of inflation and monetary expansion for the high-inflation and

other African countries throughout the 1975-88 period. Indeed, the simple

correlation between price inflation and monetary expansion in these two

groups of countries was 0.63. Of course, the relationship between

monetary expansion and inflation may reflect other factors, such as the

rate of domestic credit expansion, particularly where net foreign assets

have been static or declining. Because of limited time, these other

factors have not been explored in this paper, however.

There does not seem to be the same close relationship between

inflation and fiscal deficits per ~, as recorded in the WEO, or between

inflation and the rate of import price increases in foreign currency

(measured in U.S. dollars). For example, central government budget

deficits as a percentage of GDP were actually somewhat smaller in the

high-inflation countries than was true for other African countries during

most of this period. This lack of correlation between inflation rates and

v
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1976 2&.3 33.2 9.7 -0.7 9.9 23.8 8.3 -I."
1977 30.0 34.0 8.2 9.6 -1.2 13.2 20.4 7.8 8.2 -0.3

1978 26.8 10.7 3.7 13.8 -9.2 12.3 18.1 7.3 11.9 -2.0

1979 24." 15.4 3.0 13.6 -8.2 11.8 115.0 7.8 13.8 0.&

1980 21.9 40.2 3.& 15.7 4.7 10.& 14.0 7.3 13.3 2.2

1981 33." 24.3 7.8 -3.7 1.1 12.3 15.7 3.4 -"." 1.9

1982 U.S 1&.1 7.7 -".6 -1.8 10.6 11.1 8.4 -&.1 2.7

1983 31.7 19.9 8.2 -4.6 -3.8 8.1 12.7 10.0 -3.8 1.8

1984 39.4 21.2 4.8 -2.8 -6.$1 9.4 1&.0 &.3 -3.2 3.3

1985 13.8 27.2 4.0 -1.8 -13.1 9.3 13.1 8.8 -1.3 2.3

1986 17.$1 20.8 4.9 13.5 -43.3 9.3 8.8 8.2 13.0 -7.1

1987 26.2 31.0 9.5 10.9 -59.9 8.1 9.9 7.4 10.7 -8.1

\II
1988 37.0 45.3 9.3 8.2 -11.1 1.2 9.8 7.8 3.1 -4.&

Averyes:

1975-80 2&.6 28.7 7.0 11.S -3.5 §I 11.3 18." 7.& 10.1 0.1 §I

1981-88 27.0 23.& 7.0 1.8 -18.5 9.2 13.0 7.3 1.3 -0.7

Source: IHF. April 1889 World Is==' c OutlmJr.

1/ Percent chana. lD cCIDS...r price•.

y P'rcet. cb.... in brod .m.-y (~].

}/ Central lO'ftrmlmlt buqet. deficit.. e perc..to... of GOP.

~/ Percent chllD&' lD import UDit valu.,. (in U.S. dollars].

~/ f.rcet. chana. in m.1na1. effective uchmlA' rat.; ne.aUve fleure Uldlcat.aa d~Kl.t.iaa.

2/ Aver.., for 1811-80.



FIGURE 1
AFRICA: PERCENT CHANGES IN CPI AND

BROAD MONEY, 1975-88
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fiscal deficits could be because the data available reflect only central

government fiscal deficits, rather than deficits for the entire public

sector, for which information is not readily available. It could also

be because the same budget deficit may have very different inflationary

repercussions depending on its financing, and soma WEO data suggest a

more rapid increase in credit to government in the high inflation

countries. Thus, the data do not support a purely "fiscal" (as opposed to

a credit to government) explanation for inflation in African countries,

and a scatter diagram for inflation and central government fiscal deficits

in these countries (Figure 2) shows no clear relationship between the two

variables. There is also little support for the role of import prices as

an underlying source of inflation in African countries. According to

Table 3, import prices rose slightly faster in the high-inflation

countries than in the rest, but the difference averaged less than 1

percentage point. Again, a scatter diagram for import prices in foreign

currency and the domestic inflation rate (Figure 3) shows no clear

relationship between the two variables.

There is a strong, contemporaneous relationship between exchange rate

depreciation and the rate of inflation in African countries during the

1981·88 period, although this need not imply that the direction of

causality is from depreciation to inflation. As measured by nominal

effective exchange rates, the average annual rate of depreciation in the

high inflation countries was 18.5 percent, and exceeded 20 percent a year

for ten of the twelve countries in the group. By comparison, the average

rate of depreciation was only 0.7 percent for the moderate inflation

countries, and 0.6 percent for the subset of these countries in Sub-



FIGURE 2
AFRICA: PERCENT CHANGE IN CPI AND

FISCAL DEFICIT AS A PERCENT OF GOP, 1975-88
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fIGURE 3
AfRICA: PERCENT CHANGES IN CPI AND

IMPORT UNIT VALUE, 1975-88
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Saharan Africa. In only two of these countries was the average rate of

depreciation above 10 percent during the period, and only one (Equatorial

Guinea) had an average rate of depreciation as high as that of countries

in the high inflation group. Moreover, after excluding two years (1986

and 1987) when depreciation was unusually large in the high-inflation

countries, the simple correlation of inflation with depreciations in the

nominal effective exchange rate for these two groups of countries is 0.53.

Thus, the data are consistent with exchange rate movements being related

to inflation in African countries, which is also consistent with the

results in Montiel (1988). This can also be seen from the scatter diagram

of inflation and movements in the nominal effective exchange rate for both

high-inflation and other countries in Africa, which appears in Figure 4.

Despite these observations, the precise relationship between exchange

rate depreciation and inflation is complex. In many of the high inflation

countries, depreciation occurred only after several years of rapid

monetary expansion, high inflation, and a decision by the government

either to adjust the official exchange rate (as in Ghana, Tanzania, and

Uganda in 1987 and 1988), or to allow the rate to float, either

temporarily (as in Zambia) or permanently (Zaire). In some cases the

government did so in response to the growth of widespread parallel

exchange markets, which had developed in response to continuing monetary

expansion and the subsequent overvaluation of the official (fixed)

exchange rate. In these situations exchange rate adjustment may well have

been a response to other, more fundamental sources of inflation, rather

than an immediate cause. On the other hand, exchange rate adjustments

themselves raise the domestic prices of imported goods, which in turn



fIGURE 4
AfRICA: PERCENT CHANGES IN CPI AND

NOMINAL EffECTIVE EXCHANGE RATES, 1977-85 AND 1988
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affects the overall inflation rate. Indeed, in some countries where

foreign exchange is extremely scarce and most current account transactions

occur on the parallel exchange market, there may even be a more direct

link between the parallel exchange rate (sometimes reflecting prior

monetary expansion) and the overall consumer price index. Indeed, there

have been cases, such as Uganda in May-June 1987 and Mozambique in late

1988, where a depreciation of the official exchange rate in conjunction

with other adjustment policies has contributed to a temporary appreciation

of the parallel market rate and a temporary reduction in some consumer

prices. Thus, more detailed analysis is needed to specify the precise

role of exchange rate depreciation in generating inflation in African

countries, in particular the extent to which inflation, as part of a

vicious cycle involving monetary expansion and other factors, has acted as

an independent cause in African countries. 11 Current empirical research

on this issue is inconclusive. 11

Although data on wage rates and farm incomes or producer prices are

not readily available for groups of African countries, there is some

evidence that wage movements have contributed to inflation in Africa, if

11 There is an extensive theoretical literature on the interaction
between devaluation and inflation. See, for example, Rodriguez (1978),
Bilson (1979), Bond (1980), and Khan and Lizondo (1987).

11 Chhibber~. (1989), in their analysis of inflation in Zimbabwe,
find that the exchange rate, acting through the price of imported goods,
had a positive but statistically insignificant effect on the domestic
inflation rate once certain institutional relationships involving food and
service prices had been taken into account. Similarly; Harber (1989), in
his analysis of inflation in Zambia, found monetary expansion rather than
exchange rate depreciation the proximate cause of inflation during the
period of its foreign exchange auction, 1985-87. On the other hand,
Montiel (1988) has determined that initial exchange rate movements were an
important and identifiable cause of hyperinflation in Argentina, Brazil,
and Israel.
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not as initial cause then as a factor facilitating inflation in response

to other developments such as exchange rate depreciation. Countries that

have experienced large, discrete devaluations have often observed major,

subsequent increases in wage rates that have subsequently boosted

aggregate demand and reinforced inflationary trends already underway.

Similar effects may have occurred in countries with severe foreign

exchange shortages and limited supplies of domestically manufactured goods

following increases in agricultural producer prices. In the case of

Uganda, for example, follOWing the Kay 1987 devaluation wage increases in

the. private and public enterprise sectors were especially pronounced,

raising local food prices and negating the gains in real income from the

across-the-board wage increases granted to civil servants. In so_

countries the resulting increases in consumer prices have led to

substantial appreciation in the real effective exchange rate, undermining

competitiveness and creating pressure for further exchange rate

depreciations. Indeed, the inability to restrain wage increases

following a devaluation has sometimes led to a vicious cycle of

devaluation and wage adjustments whose ultimate effect has been a

continuing inflationary spiral, much as in countries with formal

indexation systems.

III. Impact of Inflation on the Financial Sector in African COuntries

Research on the effects of inflation on the financial sectors of

African countries has been very limited, and only a few general

conjectures about these effects can be offered in this paper. Most of

these are drawn from the author's experience in Uganda, Zambia, and other
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countries in eastern Africa and may not necessarily be generalizable to

other countries. More systematic research regarding these conjectures is

therefore desirable. Nevertheless, these observations may be more broadly

applicable insofar as they result from important rigidities in the

financial sectors of African countries, in particular the reluctance of

many African countries to set or adjust nominal interest rates so that

real rates (nominal rates less the currently expected rate of inflation)

are positive.

Certainly ~ effect of inflation on the financial systems of African

countries is a tendency for residents to economize on the use of money.

This can be seen in Table 4, which reports a number of monetary indicators

for both high-inflation and other African countries. As a whole, the

velocity of money in the high inflation countries is significantly higher

than that in the other African countries, with the average for the former

group being one and a half times that of the latter during 1981-88.

A second consequence of inflation that arises in the context of

negative real interest rates is a persistent excess demand for credit from

the private sector in many African countries, particularly for short-term

ventures. This process has been aided by the prevalence of overdraft

financing in many countries, an inheritance from British banking practice,

as the normal format for business credit and by the reluctance of

commercial banks to make medium- or long-term commercial loans. Where

the expected inflation rate exceeds nominal interest rates, borrowing for

certain types of private ventures becomes very attractive, particularly

where scarcities of consumer and other goods allow private firms to revise

product prices frequently. These same forces encourage consumers to
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Table 4. Africa: Selected Honetary Indicators for High-Inflation and Other Countries 11

c

~6"1'

High-Inflation Countries Other Countries
Quasi-Honey Growth in "Real" Quasi-Honey Growth in "Real"

Velocity '},j Share 11 Private Credit ~ Velocity V Share 11 Private Credit ~

1975 4.44 0.23 ... 3.77
1976 4.46 0.23 97.2 3.47 0.19
1977 4.11 0.22 28.9 3.31 0.20 67.6
1978 4.45 0.21 53.6 3.13 0.21 207.9
1979 5.09 0.22 23.8 3.10 0.21 18.7
1980 4.43 0.23 56.4 3.17 0.22 ·4.9

1981 4.41 0.22 63.8 3.11 0.23 183.8
1982 4.42 0.25 113.7 2.99 0.23 110.8
1983 4.46 0.24 -59.8 2.99 0.23 54.5
1984 4.23 0.23 107.4 2.84 0.24 -24.7
1985 4.05 0.24 501.1 2.73 0.25 -21. 7
1986 3.96 0.22 105.8 2.62 0.25 -13.5
1987 4.51 0.24 12.9 2.59 0.27 37.8
1988 4.02 ... ... 2.58

Average: 1975-80 4.50 0.22 52.0 21 3.33 0.21 72.3 RJ
1981·88 4.26 0.23 1.1 120.71.1 2.81 0.24 1.1 46.71.1

Sources: IHF, International Financial Statistics; and IHF, April 1989 World Economic Outlook.
1/ Data represent average. for country group. weighted by a three-year moving average of country GOP in U.S.

dollars
'},j Ratio of GOP to brosd money (H2).
11 Quasi-money (time and savings deposit.) a. a percentage of broad money (H2), excludes Nigeria.
~ Percent change in end-of-year private sector credit divided by percent chsnge in end-of-year consumer price

index.
21 Average for 1976-80.
RJ Average for 1977-80.
11 Average for 1981-88.
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spend, so as to avoid future price increases. Accordingly, private

savings are discouraged. and firms may prefer to stockpile consumer goods

or other real assets in place of financial assets as a way of maintaining

financial reserves. Where inflation is virulent and real interest rates

are highly negative, the share of time and savings deposits (i.e., quasi-

money) in broad money may also decrease, as private parties economize in

general on their use of cash balances. Table 4 provides some support for

this during 1984-87, although for the entire 1976-87 period the percentage

of quasi-money in broad money was fairly similar in high-inflation and

other African countries, once data for Nigeria (a high-savings country)

are excluded. 11

A third consequence of inflation on the financial sector is an

increased desire by banks to make short-term loans. The reason is that

governments in most African countries fix interest rates and provide

commercial banks with significant spreads between deposit and lending

rates. By confining themselves to relatively safe activities, such as

normal trade finance and seasonal financing of large agricultural

concerns, commercial banks can earn significant nominal profits on short-

term lending operations even where real interest rates are highly

negative. This helps to explain the steady growth in the volume of

private sector credit in countries with high inflation rates and interest

rates that are substantially negative in real terms. Indeed, as Table 4

indicates, during 1981-88 Africa high-inflation countries have on average

11 This measure is somewhat flawed as a savings indicator because only
savings at commercial banks are included. Data to examine trends in
savings across banks and non-bank institutions were not readily available
for a large number of African countries.
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exhibited somewhat faster rates of growth in credit to the private sector,

after allowance for inflation, than have countries with lower inflation

rates.

A fourth consequence of inflation on the financial sector has been

a reduction in loan losses, particularly as regards commercial lending.

tJb.ere inflation is marked, borrowers can repay old debts in IllUch cheapened

currency, thereby reducing the real cost of debt service. Defaults and

loan losses therefore decrease. This, in conjunction with guaranteed

spreads between the cost of obtaining and prOViding funds, provides

further impetus for short-term commercial borrowing, thereby raising the

growth rate of credit to the private sector. In Uganda, for eX""'Ple,

rapid inflation during the mid-1980s largely eliminated loan losses as a

serious concern for the commercial banks by early 1988, thereby increasing

the willingness of the banks to meet the commercial sector's demand for

credit. At the same time, inflation has probably not strengthened ebe

balance sheets of commercial banks, because the real value of their assets

as well as their liabilities has eroded.

A~ consequence of inflation for the financial sector has been a

shift in lending toward shorter-tera activities, particularly those in

sectors capable of benefiting from inflationary trends. Given the

uncertainties arising from inflation, borrowers are more likely to seek

funding for short-tera ventures offering relatively secure returns,

thereby avoiding riskier propositions that may require more time (and

greater short-term financial outlays) to turn profitable. In countries

with volatile exchange rates and high inflation, there may be a move into

short-term speculative activities, such as the stockpiling of imported
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goods or of agricultural commodities in anticipation of future price

increases. This, for example, was the case in Uganda during 1987 and the

first half of 1988, when rapid inflation and the extreme scarcity of

consumer goods enabled merchants to earn large profits on sales of

imported consumer durab1es, while coffee brokers accumulated large loan

balances during certain times of the year by holding coffee in

anticipation of subsequent increases in official producer prices. On the

lending side, commercial banks become more reluctant to undertake medium-

and long-term commercial loans, as foreseeable returns are much higher on

safe, shorter-term loans. Overall, therefore, there is a tendency towards

shorter-term lending, together with some shift in lending activities

toward low-risk ventures yielding smaller real returns over the long run.

IV. Policy Responses to Inflation and Their
Effects on the Financial Sector

During the last decade a number of African countries have attempted,

with varying success, to reduce inflation through the implementation of

economic adjustment programs. Many of these programs have been supported

by financial assistance from the Fund and the World Bank, and there is

evidence that countries making strong efforts at implementing these

programs have in fact achieved significant reductions in their inflation

rates.

Reducing inflation is an important aspect of economic stabilization

that can benefit national economies in a variety of ways. Financial

systems in particular stand to gain, especially where (as in Africa)

institutional rigidities make it difficult for interest rates to reflect

the real cost of capital, thereby subsidizing borrowing and discouraging

\....,;
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financial savings. In the transition to a ..ore moderate inflationary

environment, however, the financial sector of a country may exp.ri.nce

some difficulties, particularly as borrow.rs adjust to a new econo..ic

environment in which r.al interest rates are l.ss highly negative and

fiscal and ..onetary policy are made more consist.nt with the country's

available financing. So..e of these problems are worth ...ntioning h.r.,

although they should b. r.cogniz.d as transitional costs rath.r than as

reasons for not undertaking econo..ic stabilization.

First, banking sector activity is lik.ly to decrease, particularly

where national authorities us. outright c.ilings on the growth of privat.

sector, as well as public-sector, credit as the instrument for achieving

the monetary and credit objectives incorporated in a Fund-support.d

W adjustment program. This, in turn, ..ay reduce banking sector profits, at

least in nominal terms. On the other hand, the reduction in total loan

volume may b. accompanied by an improv....nt in total banking ass.ts, a.
the volume of loans profitable only at highly n.gativ. real interest

rates declines.

Second, lower inflation rates ..ay contribut. to high.r loan losses,

particularly where the slowdown in inflation is accompanied by r.c.ssion

and gr.ater business difficulties. Accordingly, banks may be less willing

to ext.nd credit in so... cases and ..ay n••d to retrench so as to

strengthen their capital bas., particularly wh.re strong.r bank

supervision is part of an adjustment program. In some situations the

adverse effects on private sector activity may be such as to make a

significant percentage of private sector loans non-performing, thereby

jeopardizing the soundness of ..ajor ele..ents of the co....ercial banking
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sector. This, in turn, may necessitate government financial support to

individual banks. The requisite government expenditure needed for this

support must then be taken into account when developing fiscal policy and

setting goals for credit to the public sector.

On the positive side, with less inflation banks may be ,more willing

to lend for longer-term activities, as the uncertainty and financial risks

attached to them decrease relative to the returns from shorter-term

ventures. It may therefore become easier for borrowers to finance longer~

term capital investments offering a greater chance of improving output and

productivity at their enterprises. In short, there may be less lending

overall, but more funds available for investment, and particularly for

projects that stand a chance to increase national output and strengthen

the balance of payments over time.

Where higher interest rates are part of the adjustment program, a

variety of consequences may follow, some of which may appear unfavorable

to the financial sector as the economy adapts to a more realistic set of

price incentives. On the positive side, higher nominal interest rates

that raise the real rates on deposits and lending will reduce the

incentives for speculative short-term borrowing while increasing (at least

relatively) the incentives for financial saving, The quality of loan

portfolios should improve as a result, and savings deposits may increase.

At the same time, however, total loan demand and the volume of private

sector borrowing are likely to decrease, possibly reducing bank incomes.

Higher interest rates may also impose financial losses on firms,

particularly those selling commodities whose prices are fixed by

government order. Public enterprises, which are common in many African
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countries, are particularly likely to bear the brunt of higher interest

rates (although they were also benefitting from the previous regime of

more negative real interest rates), and the resulting losses (or increases

in losses) may translate into higher budgetary subsidies and greater

government demands for banking credit.

Few African countries have experimented with eliminating interest

rate ceilings and reducing reserve requirements. However, the experience

of Argentina and Chile with these types of reforms suggests that they

carry risks if not implemented in the context of an effective bank

supervision system. Particularly where financial markets are thin and

there is a perception that governments will intervene to prevent bank

failures, interest rate liberalization can encourage commercial banks to

increase the riskiness of their loan portfolios, especially where a sharp

rise in interest rates crowds out loan applications for safer but lower

yielding investment projects (Le Fort, 1989). Adequate bank supervision

is needed to counteract this tendency. In many African countries,

thorough supervision is hard to maintain, given the shortage of trained

personnel, limited government resources, and often relatively low salary

levels for highly-skilled government workers. Accordingly, support end

perhaps technical assistance in this area may be important in minimizing

the transitional costs for the financial sector from implementing an

economic stabilization and adjustment program.

Regarding financial savings, the rise in real interest rates should

generate some increase. In practice, however, the impact may be small or

uncertain. Research to date on savings behaVior in developing countries

has found little evidence to support a strong interest-rate sensitivity of
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private savings. 11 This may reflect a variety of factors, including a

lack of suitable savings instruments and the availability of more

attractive alternatives, such as foreign assets or investments in

nonfinancial assets, to agents with resources available for savings.

Accordingly, it may be optimistic to hope that increases in interest

rates, particularly small increases that leave real rates highly

negative, can generate significant increases in private savings. Thus,

most of the benefits from higher interest rates are likely to come from

their impact on lending activity, rather than the level of savings.

V. Summary and Conclusions

During the last fifteen years African countries have experienced a

fair amount of inflation. During 1981-88 the inflation rate has averaged

about 17 percent a year for African countries excluding South Africa and

20 percent for the Sub-Saharan countries. Among African countries a

small group of about twelve have experienced very high inflation rates,

averaging about 27 percent a year, with the average for the others being

about 9-10 percent during the 1980s.

A variety of factors have contributed to inflation in African

countries, including the effect of the first and second oil shocks and

rising prices of imported consumer and intermediate goods from the

industrial countries (particularly during the 1970s and in 1986-88).

Monetary expansion, however, has also played an important role. There is

clear evidence that rates of monetary expansion have been substantially

larger on average in high-inflation African countries than in more

11 See, for example, McDonald (1983) and Khan and Knight (1985).
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moderate inflation countries, with monetary growth averaging about 26

percent a year in the former and 13 percent in the latter during the 1981

88 period. Exchange rate depreciation has also been considerably greater

in the high inflation countries, although it is hard to determine the

independent effect of exchange rate movements on the inflation rate. By

comparison, fiscal deficits and changes in the foreign price of imports in

the two groups of countries have been roughly siJl1lar. However, there is

some indication that credit to government has increased faster in the high

inflation couritries.

Inflation has had a number of adverse consequences for the financial

sectors of African countries, effects magnified by structural rigidities.

Because nominal interest rates have generally been kept low, real interest

W rates have usually been negative, sometimes highly so in countries with

very high rates of inflation. This has encouraged borrowing, particularly

for short-term trade activities, and discouraged savings. Lending for

longer-term investments has also been discouraged, and in countries with

hyperinflation there has been evidence of borrowing for short-term,

speculative activities. At the same time loan losses have declined, which

may have encouraged the total volume of bank lending.

Of the policy measures often proposed for responding to inflation,

domestic stabilization policies are likely to affect the financial sectors

of these countries in a variety of ways. Lower inflation may increase the

demand for investment and to that extent the demand for credit. It may

also make banks more willing to engage in longer-term lending, thereby

facilitating investment projects yielding higher benefits in the long run.

In the short run, however, greater fiscal and monetary restraint may
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reduce the total volume of bank lending, thereby reducing bank profits,

and by slowing private sector activity contribute to greater loan losses.

Over time, however, the quality of the banking sector's loan portfolio

should improve, as the volume of loans attractive only at highly negative

real interest rates decreases.

Because of the prevalence of fixed nominal interest rates, raising

interest rates becomes an important component of any structural

adjustment program in most African countries. Increases that result in

higher real interest rates provide firms with more accurate signals

regarding the true cost of borrowed funds while increasing the incentives

for financial savings. At the same time, higher real interest rates may

have temporary, adverse consequences for the financial sectors during the

transition to a more stable economic environment. Higher rates may well

reduce loan demand, increase loan losses, encourage banks to finance

riskier loans by discouraging safer but lower-yielding projects, and

result in greater financial losses for firms, particularly public

enterprises and other agencies that have benefitted in the past from the

subsidies inherent in highly negative real interest rates. Greater losses

experienced public enterprises could, in turn, lead to higher fiscal

expenditures, if as a consequence governments make larger transfers to

these companies. These various consequences should be anticipated when

formulating an economic adjustment program. For example, the possible

effects of loan losses on government expenditure should be taken into

account in formulating overall fiscal and credit policy under a

comprehensive adjustment and stabilization program. Likewise, interest

rate reform should encompass increases in both deposit and lending rates,

'I..-J'
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while taking account of the spreads between these rates that banks have

been allowed in the past.

Despite the possible adverse consequences in the short run, African

countries stand to benefit in a variety of ways from reducing inflation.

Lower inflation rates contribute strongly to an improved economic climate

that fosters growth through greater stability. A low inflation

environment makes it easier for firms to plan and implement new invese.ent

projects by reducing uncertainty and encourages financial savings by

providing positive real returns at more moderate nominal interest rates.

Lower inflation rates also reduce the costs associated with the need to

make frequent price adjustments and to take precautions against future

inflation. Accordingly, policies to lower inflation remain worthwhile for

African countries, even though in the transition to a healthier economic

environment they may have some temporary, adverse effects on these

countries' financial sectors.
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~ FISCAL POLICIES 2! THE

ll! TANZANIA

By C. S. Killei, :lank of Tanzania.

'!"ne gro"th stratl!9iltS adopted by African countries in :he ;ost-
inaependence period Ny brolldl y be categorized into two grOUIIS:
al strategies of socilll ist orientation ai ....d basica!l y at redressing
incoee distributilln through enhanced public o,,"~!lhip of the
cO_lInding heights of the econollY: and bl stratl!9ies along the
cllllitlll ist pllth, marked by I imited government interference "ith
~arkets and gradual gro"th of a mixed econolly "ith private sector
dominance. The nature of macroeconomi<: pol icies, ana InstrUllents use<:
to achieve them under the t"o strategies has been beth aracticall y and
conceptual:"o/ different. In particul ar, countries that embarked on
Eoclaj :.5't :rientation, ,;,:\cludi:19 Tanzania. teok ""ecClasa ":~ ~'Mta5ures

t~at entoll ad a consloerao'; e aegree 0+ direct regui at:.:;.~ of the
.narkets f·~r land. 13.baur. !nonev (inc!uding :acital) m,d ;=ccs" ~ ~:",:a

other hano. countries that foll o_d the tradi ticnal mixed econOllY aath
=cntinued to pursue policies through indirect .nonetarv and fisc.i

instruments, applied to influence decentralized decISion "aKlng by
!!Ccnomic units via the markets. Thi" divergence in the allllroach.. to
economic pol icy-mak ing suggest that the illll!act, ano indeed, the
effectiveness ·~f monetary and fiscal 001 icies on t~e ec:>nOftly, and on
the financial system in particul ar, "i11 be radicall y d.f.erent in the
two groups of countries.

The object i ve of th i s paper is to eva1uate the illQact of !IIOI1etry and
fiscal 1101 icie" on the financial syst.. drll"ing on Tanzania'.
experience. We "tilrt by a brief RlCcursS on a sillQle theory of
financial gro"th in a rl!9ul ated, or restricted, as 0II00"ltd to a
1iberal i::ed or unrestricted econOillY. Further, we 9IVlt II brief revieoo
of Tanzanias fInancIal system and an eval uation of i~s perfOl"llilllCI!

during 1980-1987 in terms of growth of total financial assets and its
major cOlllllonents. The third sltction d_ll" on tne weakne""... in
central banking and conduct of monetary 1101 icies. Section four
attempts to discuss the "eaknesses in the financial institutions
(other than the central Bank), special ...eferenee being made to NBC"s
experience, The 1ast Dart of the pacer presents an eval uation of the
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causes of the observed Hnaneial trends and il1lll1 ieity oresents a can
for financial reform.

1.. a CViCAtur' 1I1!!l1!Wtt
B!QUllted Econ9!Y:

1I1 Fi.fPCitl

In the economic literature there is no" a consensus that the grOlOth c"
.. sound. "ell-intergrated. infrastructure of financial i!'lsti tutions.
instruments and interest rates is a nec:usary pre I eQuisite for
sustainable economic development (Goldsmith, 1969, McKinnon. 1978).
The financial system has tlOO broad objectivesl first, the provision of
payments facil ities-a responsibity that rests "ith the monetarv
system cOlllOrising the note/currency issuing authority (or the central
bank) and the intermediaries that provide chequinS accpunts <the
commercial banks). ""he second broad objective, which is :erfomed :;'y

the Tinancial system as a whol e, is that of int..-diation in the
saving-investment proc..!;s, by providing savers (surplus unltS) and
inves~ors (deficit I.lnits) with financi~l :,;,struments ...n.::h Mave

c:'al"'acteristics suited :0 their diverse saving l1KJtivn.. 1:1 order to
meet the I atter objective. the financial systelll must in th.. course of..
time and deve; ooment =f t!'1e real economy ..lden, ; engtnen and deepen."

The "idening of the financial systllll is measured bv the nu.tler of
actors in it, i.e savers, investors and financial int~iaries.

Financial 1engthl!f"ning, on the other hand, is characterized bv the
number of different financial inllruments traded in the """et
lncluding, for instance. currency, bank deposits of all types.
insurance and pension clailllS, corporate bonds and shares, gOYernMnt
short- and long-tet"ftl securities. mortgage cert if icat... and I DanS of

various lIaturitilfS given by financial institutions. ~parently,

"idening and lengthening are inseparable since the .... diversiTied is
the financial asset .-nu the lIIore appealing it "ill be to the Hvers
and investors "ith different preferences for the attributn of

I iQuidity, tiel d, risk, divisibil ity and convenience cOllbined "ith
different "eights in specific financial instr'UlM!flts. The overall
outCOlle of financial I engthening and "idening is deepening in finance-

11 This ratio dllCl ined fr:- about en ln early 1960s to about ex in 1980

IKillil!i. 1'186, p. 206 and 211
1/ Goldsaith, 1953, and Gurley and Shill, 1~ ...,.. UDIl9 the pioneering
authors ,,"0 provided the evidence ':0 the prllllositiOll that Hnio~cj.l growth
...s a necHHI"Y concQlitant of real ecOllClllic growth.
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-which indeed .nay resuit from one of the processQs taken singly.

Financial deepening is tne growth of the t-'el ative share of f inanc:ial

assets in total weal th, and it is genera 11 y taken as an aggregate ......J
measure of financial development.

The growth of the share of weal th hel d in form of financial assets is

important for two main reasons. First, it reflects an increase in the
portion of aggregate savings that 15 al located to investors through
f inancia] intermediaries (and thus independent of the saVIngs units)
and and in this respect indicates an improvement in eff iciency of

resource allocation. Second, the more short- and long -term financing
15 accomod.ted by the financial system, the nore effective can credi~

pol icy be used to influence economic activity.

In the choice of financlal growth strategy, ,:ount,':es are faced with

two extreme al ternatives--viz:
(i) reI iance on the inherent- strength and dynamic eff iciencv
of
cotl1Cetitiva markets, i.e. i.Jnrestrlcted financial growth;
(ii>central ization oT financial aeC1Slons. and shape the
'inancial underOlnnings of the ,jevelopment strat..rgy by
Government intervl!ntion--i .e. restricted finanCIal growth.

The argument for allowing competitive markets in ..quities, bonds and

money is straight forward. Competition may, In theory, be expected to
accompl ish all the major targets of finanCIal devel opment--~aising the

1eveI of saVIngs; eff iClent 1y channe1l ir.g them into investments with
different degrees of yield and !'"isk; and creating an integrated credit

market.

Fi nanci al Growth Hypoth.si s',

The cantestabi 1lty of the markets for equities and debt instruments

has the following theoretiCal implications:
Ca) Aids the appearance of new types of financial

intermediaries that oHer an asset menu with broad sel ect ion
in terms of yield, liquidity, risk, and divisibil ity,

CbJ Widens and : engthens the markets in which investment
opportunities compete for savings. This opens the way to

5uoerior ai!ocatil~ns of loanable funds:
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risks of yield, liquidity and
finanCIal assets--including

and
to

of the returns to physical
raising the rates of return

(c) Drives inhrnt rates to correspond more accurate I y !:;I
opportunities that exist for substituting invest_nt for
current consulllPtion and to consuaers ti... pr'flerence. In this
regard, real interest rates are 1ikel v to be high in
competitive ,narket., and .. ill jisplav a contlnuWll array of
interest rate spreads that wi 11 correspond to the
differential s in risk premia attached to each financial asset
in the menu =

(d) Leads to an equal ization
financial assets, thereby
financial savings;
(e) The attendant dKl ine in the
accessibil i tv in hoI dings of
money-

tend to increase monetization of the traditional subsistence
sector. Moreover, the differences in rates of interest in the
formal and informal financial markets tend to be evenlKl cut 50

that a fragmented ::api tal market becomes ,nore and mor~

integrated, and
(f) The increase in domestic returns .jn financlai !a~ln9S -nay
reverse capital fiight.

The overall outcome of the forltgoing effects of contestabil ity is an
increase in the ratio of domestic financial savings in total _al th
(or incolle). The 1atter "i 11 reI ieve the govern..nt of the need to
raise funds through infl ation tax. The integration ;If t"e lOOI"ev and
the capital markets pave the "ay for conducting monetary polICY bv
using traditional
instr'Wll!nts

Neverthel ess, unrestricted financial growth is not auto.atica11 y
real izltd by the govern.."t doing nothing and pursuing a 1ais5l!z-faire
pol icy. If the starting point is, as in Tanzania, an open dependent
econOllY, without a national central bank but "ith ~in.ancial

Ollerations ,nainl y in the hands of for"ign foreign c;I-.-c:ial b.anl<s,
then SOlIE! active government pol icy "i11 be necessary to farm the
institutions and instrWlll!nts of monetary pol icy and to ensure the
existence of domestic cOlljletition "ithin the fin.ancial sector.
Secondl y, the 1ack of incentives, infor.ation .and "xllerience on the
part of the potential domestic investo~ Olav in rea; itv ma"e a 'ast
spont.aneaus growth of financial markets difficult to achieve. In this
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connect ion, the process of 1earning and assimil at ing new va lues
and attitudes require a high degree of pol itical patlence.

Restrichd Financial Growth v
In a restricted financial regime, the converse of what happens in the
regime that allows competition will obtain to a degree determined by
the extent of regulations. The main motivations for introducing
regulations into the markets has in most cases probably been the
mi strust of the market in all ocat ion of resources, the argument that
markets in the 1ess developed countries are imperfect, and attempts tp
keeo the cost of financing the public sector deficits as low as
possible.

Restrict ions on financial prlces, and
financial system, have had the effect of
1engthen ing and deepening.

entry and e:{ it

1 imi ting f inancia1
into the
widening.

£:. It!..!. Tanzania's Financial SYstem.

Tanzania.'s financlal structure is fairly simole, with the central bank

(the BOT) and all other Banks and financlal institutions (except the
Diamond Jubilee Investment Trust- DJIT) being publicly owned. From
1967 unt i 1 very recent1y, 1984, the NBC was the on1y ,:ommerc i a1 bank
chartered to operate in the Mainl and Tanzania. Over the period. the
NBC ;"nanaged to i5pread its branch network":"-::omorising o-f ~66 oranches

and 231 agencies--to different regions and districts, including one

branch in Zanzibar. From 1984, the TRDB (the then special ized rural
development bank) was given mandate to carryon commerclal banking
bussiness together with the development bank ing business. The Pepopl es
Bank of Zanz ibar (PSZ) has been performing some central bank functions
(with the exception of currency issuing) as ..ell as the commercial
banking operations to all parties, but has limited its business to the
Is! ands onl Y.

Long- and medium-term development finance is provided bY the following
Institutions:
il The Tanzania Investment Bank (TISI - for industry and large scale
agriculture. The so,".rces of funds of this institution are loans
from the central government and foreign sources <incl uding
mult i 1atera! insti tutions--Worl d Bank, African Develooment Bank etc.).
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Hltherto. the TIB does not mobilize lOCil r9Sources by accepting
publ ic deposits.
iil The Tanzaoit Hoysin9 Bank (W): This institution ;;rovides olIediWi
and long-term loans for residential and cQGIIIlerCial housing
construction. The .lltin aources of funds for the THil ire:

al loans froll Government and foreign sources.
bl cubl ic deposits- including saving and tiN deposit accounts

(but not demand deposihI

c) Work_ and Fartlli!f's housing DeveloplHl'lt Fund - a special
Fund contributed by elllJ)loyers to Tinance housing for ION

income
employees at subsidized rates.

i i il The Tanganyika Develooment Finance Company Lillited (TOFU:
The TDFL is jointl y o"ned by the Government of Tinzania. t~e ~stche

""inancierings Fl.ir Betei! igungen Ent"ick1 ungs) andern GmbH (;lEGI. the
Nederl andse Financiltrings Maatschappij Voor Ont"ikkel ingsl anden N.V
<FMOl. the European Investment Bank. and the cOfll/llonweal th Devei ODaent
Curporation. The instItution ccerates ~ore or less li~. tne TiB-
grant.ng ioans to all sectors of the economy, e~ceot that lts 'endings
have a bias in favour ot the crivate sector. -ne '::.lnds ~aoi c--,ed by
the TOFl originate 1arge1 y from e~ternal sources.
cl The Tanganyika Post Off i':e Savings Bank '?GSB) is a savings !:lank.
accepting savings deposits at Post Office counters allover the
country. and investing them almost entirel y in government pap....
U The Nation,l Provident Fund (NPFI is a social slICurity fund.
~ana9ing :11 Den5io~ contributions 'rem wor~E~S and ~1~vers. !t

invests a large portion o· its funds in govern_t stocks. whlie the
remainder is 10tned out on long-term buis for develop_t projedts.
ill The Natianal Insurance Cgrpgratign mIkl. is a 90VernNnt owned
insurance COlIIJ)any "i th the IIlOnopol y of operating in Tanzania. ;;,e NIC
conducts both the gen.,.tl and 1ife assurance business. it also
lIanagH. on behalf of the governlleflt. the Prtstatal Pension Fund
(PPFI • The NIC is aided by a netWQl"k of private insurance
agencies/brokers. together "ith the publicly owned State Insurance
Brokers.

1... The Ta.nunja's FinAncial Grgwth l.!!. Rlc,n t P,r i od

The Derfomance of Tanzania's financial SystH in the mobil ization and



decloyment of resources in the ceriod 1980-1987 is summarized in the
financial survey (Tabi e 1) .11 • The financial survey incl udes assets
and liabilities of all financial institutions. As evident from the
brief of the f inancia! institutions in the country, over the ceriod
1973-1988 the financial system remained more or less intact, with the
exception of the reconstitution of the Rural Development Financing
Insti tution (the TRDB) into a commercial and development bank under
the name eRDB in 1984. Thus, over the period of 15 years or so, the
financial system did not change its degree of institutional
specialization. infact, even the financial instruments available in
the economy remained static over the period.

The overall performance of the f inancia1 system is assessed by the
trends in the ratios of the total financial assets and the major types
of financial assets, to national wealth (proxied by GOP). Table 1
clearly indicates a marked decl ine of the ratio of total financial
assets to GDP from about 59i: in 1980 to 36:'; in :987. '"he ratio of

monetarY' assets def ir:ed br:Jadi v to incll.Loe bra·a.d money (M2) 3.nd

assets of the savings bank (the Past Of~ice Savings Bank), to GDP

dec1 ined from 48:': In 1080 to 34 i: in 1987. whUe non-monetary ';inancia1
assets had their ratio to GDP reduced from about IIi: to a mere 2i: in
,:orresoonding periods. These trends suggest tha,t both the monetary-
commercial banks (including the central bank)--and the non-monetary
systems retrogressed in the past eight years. For the monetary system
th i s was a revers.a I of the trend reg i stered in 1970s when there was
some growth that ~efl ected an increase in money demand on aeCollnt of

relatively low interest rates and inflation rates (see Kimei, 1980).
For non-monetary financial sector, the fall in its assets relative to
wealth in 1980-1987 was a continuation of a trend that began in mid 
1900s following restrictions on the entry into the market.

4. WEAKNESSES QE THE EXISTING SYSTEM OF FINANCIAL

INSTITUTIONS

4.1 The Bank in9 System:

11 This ratio declined from about 9:.: in early 19605 to about B% in 1980

(Kimei, 1986, P. 206 and 211
lIThe peNCI'Ill""ce O'i that sectOl' over' the period 19S0-SO has been ."al ysed by Kimei I 1986. It is
shoIon that the period 1'1'JO-65 was one of growth in fin""ce, while 1%7-80 _as .arked .ith 'inaneia1
retrogressIon .



!.:.L.! Wnknuses wi to, Bank of Tanzania (BOT):

The main function of central
which major objective is to
staoi] ity. By any standards,
th i s fundalllenta I task -

banlc. is to conduct monetary pol icy. of

maintain domestic and external monetarY
the BOT has not successful I y perfor!lled

a) inflation has been soaring (or. as others put itt skyrocketing)
fMlll 1979 on-ds. I),ly in th.. recent three years has the lnfl ationrate
at lust stabilizRd. though at a high rate of abaut 30X p•••
b) the external balance of paYlNnts position has been in chaos--t!uge
ClIN'l!IIt accaunt Hficits (lIXcluding !ICh*' _t transfers) .reachingup to
aboot 200% of total ..xpert procl!l!ds in 1987.

For deve! oping countries in general, and Tanzania in particul art ....
consider the pre-requisites for effective control of ",::netarv
axpansion to be (cf Killlei. 1986 ch.8.):

a) A tight hscal stance. that I imits the budget dehcit to a
low level:
bl Prooer coordination of monetary t fiscal. and exchange rati!

pol icies;
c) Binding restrictions on the accessibil ity of tne financtal

system to t"e central bank - l.e. the ::er.tral bank
should strictly be a lend... of last rather than a first
r.sort;
dl Effective control. over the I iquidity level of the financial
syst_; and
e) A viable and efficient financial system, that encouragu
deposit mobil ization.

Although the original BOT Act had giv.., the central bank efTective
power for I imiting government borrowings frOll it--by stipul aUng a
statutory ouxi_ of 1/6 of budget annual revenue--overall gov..-n--.t
bank borrowing (which is the _atter in lIIOnetary expansion) .... beyand
control. as the government toolc recourse to the NBC whenever the BOT
I illli t was approached. The amended 119781 BOT act is IllUch lIlDr'R lOOH an
the central bank's ability to Ii_it gav.m....t bank borrowlng. a uts
a 1/6 of budgeted revenue I i.it on central bank lending ta gavem....,t
for recurrent needs t but Ieaves more or I ess open t,e central bank's
purchase of gavernment debt far develop..nt budget. The illlP I ieatian of

t"is laxity in the amended BOT statute is that the £COT ,Uy - given tne
I imited autonomy it has over the Treasury--be forced to accomodate the
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government at a rate that might destort t~e attainment of desired

monetary targets.

v
More important perhaps, is the silence of the Act on the oenalties on
the management of of the BOT itself for fail ing to complv with
statutory requirements in respect to extension of credit to the
government, and indeed to monetary targets stipul ated in the Annual

Finance and Credit Plan.

By and large, the control of domestic credit expansion in the 1ight of
the recent experience with increasing and sizeable government budget

def iei t requiring bank accomodation waul d above all, require
statutory 1 imi ts to be establ ished on government bank borrowlng from

both the centra I and commerc i a1 bank s.

Bank cred i t demand by the non-government
the past two decades was dominated by
carti::u1 ar, the share of the parastatal

extended bY the NBC rose from a mere 5.5;;
':urther to about 95;; in 1984. Fellowing

sectors of the economy ov~,.

the parastatal se!=tor. In
sector i~ the totai c~edit

In 1967 to 72~ in 1972 and

the adootion of a ~inancial

package associated with the economic recovery program (ERP) giving

emphas i s on avai 1ab i 1 ity 0': cred i t ':or product i ve pureoslOs
(ir!"espective of whether they were pub1 ic or private) and subsequent
imposition of ceil ings on credit to marketing boards, the share 0': the W
publ io sector took a downward trend, reaching 8S<: in 1988. This is a
cl ear case o. ;Jubl ic sector crowding-out .:+ the privatE 'ie.::tOl"'. The
effects of crowding out in the case of Tanzania are modified bY the
following conditions:-

il the practice of putting ceil ings on nominal interest rates;
and

iil rationing of credit by ad-hoc socia-pol itical criteria.

According to traditional theory, an increase in credit demand by the
publ ic sector will trigger an increase in interest rates, which in

turn .nduces financial resource mobil ization, since interest rates on

savings also go up. However, when the interest rates on deposits are
administratively fixed the positive effect of crowding out on deposit
mobil ization is impaired. Worse still. when financial resources are
rationed out by ad-hoc criteria rather than by profitabil ity and

i,np1 icit rates of return en projects to which they are deployed, the
resul ting allocation becomes inferior in terms of eff iClency and



growth maximization. Failure o~ financial instituti<::ns to earn the
highest rates of return on 1oanabl e ~unds on the other hand undenUn..
their ability to pay attractive <or highest possibl e) rates to savers
and this in turn halllllers resource mobil ization. The vicious cvcle of
excess credit demand cum decl ining suppl y of savings due to decl ining
real interest and low return on invest_nt ~rom inefficient allocation
prompts intensif ication of direct control s on credit all ocahun and
further crowding out of the ch ick that I ay the egg Ii.e the private
sector). ~oreover, as real savings decline the govern-ent and the
expanded public sector is forced into the printing press thereby
fueling in~lation which, ceteris paribus, ~urther erodes real interest
rates and savings. Further, it has been argued <lift the forthcOlling
section) that the all DCation o~ credit by non-co-..cial c:"iter1a is
the major cause for non-performance o~ a 1arge portion o~ 1Dans in
the portfol ios of the financial institutions in Tanzania. Tllis short
discuSS10n points to the important role o~ mcnetary policies on
;avings 1Iobil ization oerfomance in Tanzania.

There 1S a direct I ink between monetary expansion, infl ation. boll anee
ef payments. and exchange rate movements. From c~e V1ew oo~n': ::.f the
monetary approach to the bal ance o~ payments, under H:<ec e~enange

~ate regime, and starting from an equilibrium pos1tion, monetary
expansion is o~~set by equivalent amount of ~oreign reserve loss.
Hewever. with excnange control s that prevent reserve deterioration by
I imi ting illlllorts, monetary expansion causes excess dlltllalld in the
domestic -30ods :;;a,..k~t, -~nd i:hus, infl ation Ioihi.:h ~e5iJj ~~ :::to an

overval ued exchange rate. To maintain competitivr.1ess in the eXDort
markets, and of dOlllestic versas foreign OIlOfletarY assets, the dOMStic
currency has to be depreciated by the differential bet_ dOMStiC
and foreign <trading partner) infl ation rate. If ov...valuatiQll of the
shill ing is maintained for a long period, as was the case in Tanzania
during 1979-88, domestic residents find holdings of foreign assets
more attractive than dClGlestic financial assets. This is IIUch OIIQ.... the
case when expectations are ~or a continued high... in~l ation at ha
than in trading partners, and reluctancy of the authorities to adjust
the interest rates and the exchange rate to eQui I ibriWi. The loltter
thr.e conditions guarantee windfall gains in yield at ol 1000

risk/uncertainty to holders o~ ~ereign assets. It is ,",0 ioOflder,



ther"efor"e, that at the time cf cr"ackdown with
1ar"ge number" of r"esidents wer"e found with
exchange, which totall ed to over US$ 2 mi 11 ion
in foreign bank accounts abroad.

economic saboteurs, 11 a
huge amounts of fOr"eign

axcl uding amounts hel d \--'

to
growth

assets •
of the

The impact of inflation on domestic financial savings does not only
work through the exchange rate by encouranging savings in foreign
financial assets, but also works through the interest rate, and rates
of return on financial assets in general, especial 1y when there are
administative ceil ings on interest rates. The hypothesis of financial
repression, i.e. fixing nominal interest rates at levels which, given
the infl at ion rates, produce real interest rates that are below
equil ibrium levels, has been analysed in great detail by various
authors (McKinnon, 1973, Shaw, 1973, Fry 1978 ). Desp i te the amb igous
nature of teh resul ts obtained ln empirical studies on savings
responsiveness to interest rates. (see, for example Arriete, 1988),
there is more or 1ass a consensus that raising real interest rates in
financially repressed economies is important for at least three
reasons:

!.a) it would jiscourage domestic investment projects not
yielding an adequate -ate of retu!"n over the long-run;
0) ceteris paribUS, high real rates of interest may raise both
domestic and foreign savings and thus, total savings; and
c) realistic real interest rates would abol ishrationingof loan
funds, and therefore the distortions deri_ed from financial
repression, and this is expected to increase the flow of sav ings
through the financial system, and hence the ove-a1) eff iciency of
the ~aving investment process.

The phenomenon of financial repression in Tanzania during 1967-80 has
been analysed by among others, Nyagetera et al (1988), and Kimei
(1986). In the analysis of the latter author, it is shown that
financial repression, coupled with restrictions on entry into the
financial system had disintermediation effect, evidenced by decl ine in
the ratio of total non-monetary assets in total wealth 1l (See Table 1>.

:t This ratio decl ined from about 9t in e.rl y 1960s to about Bt in 1980
(Kimei, 1986, p.206 and 211
11 See Tan:ani., Do i Iy IIelos , Karch 28 1'183.
l! AI though there w.s a sl ight rise in the ratio of monetary assets
total wealth; we ar"e biased to bel ieve that the extent of financial
is !!tort! accurately measured by the ratio at non-monetary financial
..hich cartl y reflects growth cf special iution and diversification
financial assat menu.
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Moreover, 10.. interest ..ates. together ..i th overva; 'lati"n of the
shi II ing have been cited to be one of causes for the bias of

investment towards capital and i,llOo..t intensive tKhnol09Y in Tanzania
(see Wang.... 1984) • a cha..acteristic that has =:>nt ..ibuted to
industrial sector intrlficiency in terms of lew capacity 'ltil isation.

One of th.. Cent,.al Bank functions. apa..t frQlll ov...-seeing exte!"na! and
domestic monetary stability, is to p..omote the gro..th of a sound
financial market. This responsibility has sev..ral aspects. First. a
necessary prerequisi te for special ization in the financial industry is
the f ..eedom of financial institutions to design thei.. pr'Oducts (i.e
financial assets) in a "ay that differentiates a p..oduct of one
financial inter-mediary from another by combining the attribut.s of
yield. liquidity, .. isk and convenience innovatively. we have argued
above that inte..est ..ate regulations do not offer that chance. Second,
once a first hand ,oarket fo.. securities is for-mild. financial pol ieies
have to be model Ied in a "ay that becomes promotina] t:l the
"stabI isnment :If a secondary ",a..ket. "Mere financial assets a],'eady
acoui ..ed may be acti yel y t,..aded to increase thei.. I iquidi ty. ;"ere. the,
,,..cposition that a financial asset that has to be heid due to aose!\ce
of a secondary ma..ket by the initial buye.. UP to maturity 1S not only
ill iquid but also ca.... ies high risk 1n terms of inte..est. ~afety and
convenience. Under such ci..cumstances. real (physicall assets Ny
offe.. IIlOr'I! 1iquidity and less .. isk than a financial asset. in ""ich
case economic units ..ill run away fl"Qll financial assets.

The Tanzanian finUlcial experience show that the authorities "'ave not
attempted to devel CO the secondary lIarket for securities. During East
African Cur..ency Board <EACBI period, however, there ...... strang
efforts to d.velop the T..easu..y Bills lWrket, and by 1964 the IHrket
"as relatively active (see, for ex...,le EAtS Report, ;une 19~).

Infact, before the break-up, the Boar-d had proposed to eshblish a t_
tie.. central bank ing st..ucture and cOtMlOll treasu..y bill inst"ulllHlt 'or
the "hoI e East Af .. ica in order to allow a greater fl cat of securities
and more activity in tne mar-ket (Kimei, 1986 p.64). The total volWll!
of T..easury bill s traded in the market amounted to about East Afrlcan
shi11ings 500 million in 19B4-which in 1988 exchange rates would have
"orked aut to about Tanzanian shs. 10 bi1l ion, equivalent to sOlIe ~
of the country's GDP fa.. 1987. Ho"ever. the independent national
cent..al banks that em...ged in East Af .. ica fNlll June 19M and
particul 01,.1 y th. BOT. neve.. continued the strategy of encouraging a



secondary market tor government securi tilit5 as an embryo uf full y

fledged money and capital markets.

The effects of absence of a secondary securi ty market on the
ooerations of the ':inancial system esoeciai 1y the savings institutions

that have either statutori 1y or by nature of I iab i 1 it ies been
compel 1ed to invest 1argel y in government paper have been very
damaging. The specific examples are the Post Office Savings Bank
(POSS), and contractual savings institutions (the National Provident
Fund. and National Insurance Company). The 1aw establ ishing the POSB
requires that it invests all excess deposits in government securities.
Following the recent changes in the interest rate structure
(prescribed by the BOTi. the rates on savings deposits were raised
from 10~ in October 19B5 to 15~ from July 1986, and further to 21.51.

from April 1987 and 23~ and 291. from July 1987 and December 1988
respective] y. During the corresponding periods, the average rate of
interest on government securities moved from 8.5% in October 1985 to
13.61. in ·Julv 1986 and resoectivelv 18.91.. :0.81. and :1.81. in Apri,
1987, Jul y 1987, and December 1988. The result has been a shortfall of
interest earned on investment as compaired with interest paid by the
POSB on deposits. Table 3 below shows the losses made by the
institution as a result of the negative spread between deposit and
I ending rates.

Tabh 2: Interest earned on POSB's Investment in Government Paper ~
a percentage of Interest paid QD. Deposits

Year Interest Interest on Interest on deposits
Investlllel1t Deposits as ~~ of
(.In shs.l (mIn. aha.) interest-t=rom

investllll!llt
19?5 5.4 2.9 54
1976 6.1 3.3 54
1977 7.0 3.9 56
1978 8.7 5.6 64
1979 11.6 8.1 70
1980 13.9 10.9 78
1981 17.9 12.b 70
1982 21.6 19.1 88
1983 23.5 25.8 110
1984 29.3 31.0 106
1985 40.2 42.4 105
1986 SQ.6 80.7 135
Source: pose, Corporate Pl an 1988-90
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As for savings in fONi of 1ife pol icies and pension contributions to
the NIC and NPF, the implicit ~ates of capita'l:ation have been
depressed by the relatively low rat" on govem...,t securities, to the
""ich the savings are mainly deployed. In oarticular, ""ile the
ini! ation rate has averaged sltghtl y over 30% in the per-lod 1981)-88
(depending on the price index used), the average capital ization rate
used by the NIC (and probabl y the NPFI has been onl y 8% per ann\dl pi uS
a bonus averaging about n per annum during 1970-88 ISH, NIC's 20

years, 1983, p. 32-331. While this rate might have been realistic in
late 19605 and early 19705, when inflation WAS below 10%, it was
drasticali y eroded by infl ation from the sKond half of the 19705 to
become substantially negative in real terms. Given this rate of retum
on I ife savings wlth NIC (and NPF), and an average infl ation rate of
21:( over the period ~970-88, a saving of shs, 100 made ln 1'170 is now
worth shs. 16.3 only in real terms. The main cause ~cr t". drastle
erosion of 1ife savings turns out to be the prescribed low viel ds on
government stock c~stituting the ,wajor form in which these savings
3.re invested. Irr~sDect.ive of the CaiJ3eS "'or the l::w .,·le~ ~5i. the mal:;

issue o.f concern shcul d be the discouragement of savings that rnul ts
~rom the inf! at ion tax.

The per+crmanci! of financial institutions IS directl v ~el ated to the
qual ity and motivation of their sta"';' Properly N!Cr"Ulted and
'IlOtivated bankers work efficiently, being responsive to customer
demands, and effecting mobil ization and allocation of resllUl"Cu to
:>rejects offering maximum returns at least ,..is~. The ..ain OlOtivation
to employees results "roAl their remunerations i!'l rea; ~erllS. The
latter problem is primarily related to the country'S ',gM inflation
record (see, Table 4), and basic to understanding its contrcllabil ity.
is an analysis of the sources of 1 iQuidity expansion in Tanzania.

In Tanzania, the contribution to expansion in broad money o. credit to
the expanded publ ic sector--the central gov.,..,...,t and the SOEs
combined-rose from an average of 64% in 1970-75 to 109% durtng 1981
86 (see, Table 2.21. As result, credit to the private sector rKord~

a decl ining share in the growth of the money suppl y avr.-aging 21% and
7% during 1970-75, and 1981-86 respectively. Only ln the period after
June 1996 did the contribution of bank credit to the private sector
start to pick up, ruching 25 X in June 1988. The foregoing trend
suggest that the government, and ~he pubI ic sector at : ar;e, -.ave been
the major source of I iquidity expansion and inft ation in Tanzania,

14



especially in the past ten years or so. Nevertheless, the inflation
created by the government was not on account of increased ",ages. but
rather on purchases on non wage goods--and sometimes the puchases of
fictitious and over invoiced goods. 11 In this connection during the 18
year period beginning 1970, the minimum ",age in real terms (1977
prices) saw a decl ine of over 70',(, from shs.400 in 1970 to shs. 115 in
1988 (see, Table 5). This should well reflect the trend of the average
real wage since in Tanzania it is the administrative adjustment of the
minimum wage rate that sets the tone for review of the other sal ary
seal es. in most cases with rise in minimum wage rate by far exceeding
increase in the above-minimum seal es.

To the extent that the public sector bank borrowing by far exceeded
credit extended to the private sector, it becomes inconceivable that
monetary pol icy could have been effectlve in steri! iz ing the
implications of the f i sca1 stance on monetary expansion given the
spec if ic condi hons in Tanzania. We may therefore conclude that the
wage and incomes ~=1 icy of the goverl1ment has been the major factor
explaining !"'eal ",age deterioration in the country--and ",ah that, the
decl ine in motivation. work incentives. creativity and productivity i~

general, and erosion of banking ethics 1n particular.

WEAKNESSES4.1.2.
reference

to NBC

PERTAINING TO FINANCIAL INSTITUTIONS--with
u

The commercial banking sector in Tanzania mainland was under the
monopoly of the NBC until 1984 when the CROS was given commercial
banking privileges. Even then. up to 1988, the eROB remained
relatively sma11 , accounting for some 7',( of total bank deposits. Among
the financial institutions in the country, only the NBC and the
Tanzania Housing Bank (THB) engaged in deposit mobil ization - with the
latter accepting savings and term-deposits only. Over the period.
especial 1y in 80s the performance of the NBC in both deposit
mobil ization and deployment has been discouraging.• Total NBC deposits

Ii This ratio decl ined from about 9X in earl y 19605 to about 8X in 1980

(Kimei, 1986, p. 206 and 211
I! See the Tanzania, Dei 1y News of 10 February 1989 for a story of a

.Cooperative Union that procured ficticious crops to the tune of shs. 1.6
bl n.
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in ....I t_lI decl ined th..oughout 1980-B7, ".vl!t'sing the tl"t!nd
..eco..ded in 19705. Thus, wher-eas total NBC deposits in ...al t.,..s !:.QIll

at an avrage ..ate of 12.:5% du.. ing 1971-79 they decl ined at an avra'!le
..ate of 9.4'Z annually dur-ing 19BO-BB (lift, Table bl. It is noteooor-thy
that dur-ing the pe.. ied when the deg..ee of financial ..epl"llllllion
(exp...sslld by the negative ...al deposit ..ates of int_tl I.U mild
(1971-791 inter-est ea..ning deposits g1"ew 510..... than the d_d
deposits (non-intlll"est earning). On the other hand, in the period
19BO-88, when financial repression intnifilld, both d.....d and

interest earning deposits decl ined, with the latt.... falling at a
510..... pace. These trends are contrary theo.-.tical expec:tationll, and

may suggest that intll1"e5t rate pol icy is not the aa.i0l" factOl"
explain in'll deposi t mob i lization perf01"tNl1ce of the NBC. ne has
therefore, to look fOl" institutional factor'S to explain the underlying
t ..ends.

The authOl" was privileged to attend some discussions held by sa
members of the P..esidentia1 Commission of EnQui ..y into the monetary
and Bank in'll System in Tanzania with the cl ients and manage..nt of the
financial institutions. incl uding the NBC. The ;0110Wln;! were
repeated1y lK:hoed at all fora as the 1N,j0r factors discour-aging the
publ ic from using the NBC as depository or as a SOU1"Ce of 1eans:

~ tID. Handling n D'pOljt Accoynts;

(a) Poor cust-.. services an NBC caunter cllUDlld with
time consuml .. ; queLles at ti.lles of depoSl tin'll ana "1 t":d..a"ing
-v;

lbl ca.plRte lack of bank secrecy with result that
infDr'&tiOll about depositcrs accaunts flllllll at _
to interestld priies-t..c authorities, anti
carruptian SCI\Wl. individuals etc;

(cl Deteriaratian of confidence in the bank as a safe custodian,
given the large and incr-easin'!lnWllber ((and atIOUlltsl of thefts,
for-gries and f..auds aade public thl'CUgh the -.dia;

(dl In connection with tcl above, requi.-.d lItat_ts of
accaunts _ not 1lI'I!P~ and uiI lid to cust-.. and even where
the cust~ fallD10 th.. up tlwy a'" receivedaftlll" a long time
an the counter. and _ It i11, thp( tum out to be illKarate;

(el the cali iPSI! of confidence in the chlQue and bank.... dr-aft as
a paYMllt instr'U8l!llt due to, uong other things:
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--non-acceptinco of the bankers draft for encashllellt at sight, and
long tillll taken to v..,.ify authenticity with Issuing branch,
--inc..easing caSeS of bounced cheques due to 1ax i ty in the
illlplNl!lltatia1 of the Cheques Act, 1969,
--inc..easedfo..ge.. ies of cheoues by colI abo..ationJetween bank
staff and the publ iC;

(f) long delays in ..emittance:)f funds by Teleg..aphicTransfe..s
<TTs) , despitehigh commissionscha..ged fo.. the se..vice--itwas
alleged that a TT between two ,nain towns like Arusha and Da.. es
Salaam was sometimes taking ove.. a month, making the whole
op..,.ation aeaningless.

21 On Handl i n9 of CI i en t BorrOW!rs:

(i) Long, bureaucratic and cCillplicated procedures in p..ocessing
loan and ov....draft applications,resulting mainly f ..om
central isaticn of dec i sian mak ing at the NBC headquarters- even
in respect of alllOunts which at the prevailing purcMasing DDwer of
the shilling appear to be Quite small - Cause del ay" (af to over
half a year) in approvals and disbursell\l!nts of loan facilities.

v

(ii) Under-financing of projects/activities resul ting
in processing loan appl ications in a hyperinflationarv
(coupled with excMange rate volatil ity).

;rom del ays
environment

(i i i) Li ttl e interest of bankers on borrower" p..ojects to be
financed and on the borrower"reputationin the bank, and undue
emphasis on availabilty of tangiable security and / or title deeas
on land as preconditions for loan approvals.

(i v) Inadequate I aan fol low-up to ensure p..oper end-u"e and
recovery;

(v) In SClll! instances I cl ients have to provide sustantial amounts
in bribes fer their loans to get approvals.

The foregoing 1ist of cl ients complaints on the operation" of the NBC
is not exhaustive, as the idea he..e is to highl ight the major ones.
However lit shoul d be noted that whereas depositors ra..el y campI ained
about inte..est rates as a deterrent to savings I borrower<; fe! t that
the ..evision of the interest rate structure in the recent two years
has brought them to levels that were prohibitive for "mall productive
non-export oriented businessmen. It waul d appea.. then that whereas
savers may be marginal I y responsi ve to interest rate changes. long and
.ned ium-term investors sho~ a lot of concern about loan rates.
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£1 Thl BjnK's Htnt9tllltnt 81'pgnu i2.1K Cl i,D, C-Jtints

In response to some of the compl aints given in the preceding
;laragrapns, the NBC ,nanagetllent gave the following V'9ua«1ts

Cal The hiring, firing and motivationof staff in the financial
insititutionsin general is seriouslyilOpaiMldby the cQllpI.xitv
and inflexibility of civil sarvict staHingguidel ines,including
the direct contral s by the Presidential Sbnding eo-itt.. of
Parastatal Jrganizations (SCOPOI ,and the Securi ty of ElIIOloYlMHlt
Act of 1964. The latter complicatesand alllCst rules out the
_sibil ity of MPIlI\'l!r'S to sack inefficientand/or indisc:ipl ined
IlIPIoyeft;

lbl Rapid branch expansionlOith the intetionof bringingbanking
Hr'Vicn to /'HOt. art!as caul d not b. .atchtd bv tlIUipraporl:ionat.
9rD1Oth in administrative/manpOlOercapacity (Quantitavelv and
qual itativelyl du. to I i.ittd ruourtt5;

(c) Jveral1 eceno.ic inf~astl'Uct....- ~.,.ticularly ca.mications
has been inefficient, with the result that interbr~'ch

cOMUllic.ation through the Post Offices is itD.airtd . The ' att... is
al1"tdlv, the cause ~ de] avs in TTs and ether i"st~...me!1tsusao
in transf.,.,.in9 funds;

I,) Ilort important ,::10 the efficiency;lf I ending operations,th.
NBC has h.ad littl., or no control .at all, _ Ii.its of epasure
to its ""jor cl ients-the parastata15. ,llark.t ing bcards. and
coaptrativt unIonS. Tnt glMlNlMllt and !h. pirty authori tiesnave
forced the Bank (by providing9uarantHSor mere directive.lto
extllMd loans and overdrafts to these latter insti tutions,ilvtn
"'-' tM bank '5 evaluationsindic.atethat the intended uses .......
nonviable. As a result, the bank's loan recovery rate has
deteriorated, and UP to about 70% of its I can portfol io is
CDMidtrtd non-ptr'fClr'lling (stt CaoptrS iOd Lybrand study on NBCI.

If) The Bjnk '5 t_s of Itndingand of depositaocbilizationare
determined by the monetaryauthoritin,and this, oth.... things
bting equal, dtt_inn its prafitabi1ity.

~ OVERALL INTERPRETATI!l'! QE ~ PERfORMANCE

The prabl ellS facing the Tanzanian Hnancial syst...-.as .-.presented by
the NBC--boil down to four fl.indamental issues: First, i1bsence cf
competition; s.cond, inadequate monetary policy framework; third,
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the
and

especially,
borrowers;

in the macroeconomic envil""n,nent,

adequacy and solvency of major
in the regul atory framework.

inherent
of capital
inadequac ies

weaknesses
question
finally,

Abs.nc. 2i Comoetition:

The recorded deterioration in customer services, innovation and
banking ethics within the NBC, and indeed in other financial
institutions as well, is principally attributable to lack of
competition in the financial market. This has el oquentl y been put by
one of the cl ients of the NBC, Salum Shamte who noted "The NBC has for
long time had a stonghold on the common man who has no alternative,
but needs bank ing services. Unfortunate1 y the NBC has grown I ax and
forgotten compl etel y that the depositors and borrowers are the
customers. Competition will improve services to the users of the
bank ing system".

The NBC's monopol istic position in the commerdal banking business in
Tanzania, as are the other spedal ized financial institutions, has
some specific elements. First, although the NBC is required by its
statute to observe commercial prindpl es in its operations, the bank
has no control over its deposit and loan rates of interest. Second, in
practice, the NBC has been operating under severe pol itical pressure,
wi th the resu! t that most of its branch expansion, and 1ending
decisipns have been made under the influence of pol iticians.

Due to absence of competition, the array of savings instruments
offered by the NBC have been quite limited. The schemes in force
incl ude counter services, pay day colI ection scheme, payment of
salaries through bank accounts, mobile agency services, estate agents
scheme, deposit I He assurance scheme (run joint I y with NrC), school
bank ing and minors scheme, and cumul ative deposit scheme, money boxes
scheme, and cumulative deposit scheme. These schemes fall short in
providing additional means of payments in form of instruments with
appropriate degrees of I iquidity and market risk. One may, therefore,
doubt that the finandal system in Tanzania has been innovative enough
in producing intruments that are well differentiated in terms of
degrees of 1iquidity, yield, riskness, marketabil ity and convenience
of access - and for that matter, succesful ·in saving mobil ization.
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~ I nad'9u1cY Mon,tarY PolicY Fram.work

v II!!. Conduct of Hon'hrY Pol icy lA Tannnia

The r-esponsibil ity for the conduct of monetary pol icy;;, -ar.zania
rests with the Bank of Tanzania (BOT!. The Act establ ishing the
central bank gives it ai 1 the tradi ti;::mal ;lowers and instruments ~or

regulating monetary aggregates, including such tools as reserve and
liquidity ratios, interest rate policy, open market operaticns. and
selective credit poliCY. "owever, as the premise of cOI!ID!!titive
banking--under which the inaugural BOT Act was enacted got altered by
the adoption of the Arl.lsha Declaratlon of social ist Dol icies :r :967,
foIl eWed by the national ization of !lanks and ether <ey hnancial
institutions-it became imperative that th!! thrust of monetary col icy
hao to change. The desire to effect monetary pol icy mer!! selectively,
to redistribute resources in favour of the publ1C sector, entailed
greater l"'e1 iance on ·jirect instl"'uments of :redit -.:::r';!"'"cl.

Neve~theless. ~ t was not tJnt i i : 978 t~at the BOT Act wid =ITt4!!"'-:::~':! .far"

the purposes of ii"ting the centl"'cil bank instr-ullients ·:i ~~ne~ary

contl"'ol o'f a more direct ~atu~e. although the i!"'t!""'cd~c~::~· :'! =~,:"'!ual

financial pl anning in 1971/72 had necessarU y rendered ':ha auc~ i~3~ion

of tl"'aditionai moneta!"y ~O~ icy Instrume!1ts !"'edundant.

During the initial period of i;,dependent central banking, 19bb-~:

pr!!ssure on bank credit demand was relatively 10", largely ~ecausa the
3cV~Mment !'r.ai:~tai:""!ed ''Jcre -:~ ~ ess of i sea1 ~a! c:-'-:=-::!s :. :: :. - .- ==~ -:el.,t

remained 1imi ted by lOW proJect impl ement ing capacity. i.inder these
circumstances, moral suasion was the main approach to attai ~,"ent of

monetary stabil ity. However, in !!arly 19705. the demand ~,=r ~il'a"cial

resources was projected to be much higher than coul d be aHorded by
non-infl ationary monetary expansion. In a t:id to ration t"e 'il!lltlK!
resources in favour of the publ ic sector. the Annual ~ina,.ce and
Credit PI an. and the Foreign Exchange PI al' ..ere introdu.:ed :" : ~7:/72,
as major instruments of monetary pol icy. aided by secondary
instruments like interest rates. variable reserve, and ;lCUldity
requirements. '"!owever. ever the period 1972-92 the 1att~r tvpes of
tools ..ere rarely used. For example, over the 1o-vear o!!~ioC. :';'0-80,
the interest rate structure "as adjusted only twice; while reserve a,,,a
liCluidity reouirements remained constant. Onl y in the recent period.
1985-88, has interest ra~e poi icy been ....elatively active-with ;:nanges

in the structure taking olace 2-3 times a veal" (see. Table 7).
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uf the ,=inanc: and Cre·jit P1ars have been ·jomestic
comprising bank 1ending to government and non
money supply targets, and net foreign assets. The

·i5.riabl es
c~edit formation,
government sectors.

The essence of financial 01 anning is to en$Ul"'e that the savings
mcbi 1ized by the financial system are made av'ai i abl e to tr!e various
economic activities ac~ordin9 to "soc ia-economic priorities ll of the
government, without disturbing domestic and external monetary
stability. Thus, the Annual Finance and Credit Plan provides the
target$ ';or credit to government, credit to various sec.tors other than
government, and growth in money supply. The starting point of this
e:<cercise 1S the determ1nation of the permissibl e rate of monetary
exoansion on basis of anticipated !'""~a' income growth and assulTlotions
regarding in+~ation. Within the parameters of non-inflationary
monetary ·;rowth, and the net t~reign assets it is then pos~ijjl e to
determine the ~imer.=ion5 of credit fcrmat:~~ :n the seer-amy. Bank
c~edit to government is lormally derIved f~om ~ne ~udget estimates, so
that the rest ~+ t;,e economy gets the residua~. However ~ Wl t!"':in the
~atter group of sectors, credit is distributed betwe-:.'1 soeclfied -:roo
marketing authorities (Marketing B03!"'d:: :3.nd C:::,oe.... :3.ti'le U~::.:~S:I and
the rest of non-government sectors. Usual 1y, due to s10w stock
turnover, the crop marketing authorities tend to account "or ever 50%
of total credit expansion. Credit requirements for the crop marketing
authorities are estimated en basis of Exoected oroduction. oroducer
;Jrices. administrative. handl ing and processing costs 0';' the crop
Boards, expected quantum of sales (export and local), and e:<oected
export and local selling prices.

The attainment of the Finance and Credit Pl an targets has been .Mde
difficul t by,. among other factors (see Umei, 1986 Ch .5) :

aJ excessive (over and above desired) credit demand arising from
stock cui 1d-up, and trading losses part1cul arl y by :rop
marketing institutions. The former resul ts mainl y from
transportation and precassing bettlanocks, o<hile the lattar ,r,se
from a combination o.f factors f including pricing 001 icieSt
behaviour of international commodity prices and management
eff i c i l!!1cy ;
bJ di ff icul ty in resisting pel i tical ;Jressur~ on bank s to e;., tend
credit to particul ar parastatal s irrespective of their
:rsHHtworthiness--'.·dtha result that a substantial chunk of bank
~redit 1S non-performing, thereby weakening the 1 iQLliditi
position of the banks.



:) the ;Jrcol etIl of controillng gOllernment borro"ing "rQII

the banking 5VStH.

As .nentioned earlier, the BOT has not actively fo;IONed uP the
iinolementation oof -i:he =inan=e :li1d :!""~dit !=":l: ~ ... t::3cklr.~ ..oi: tl'iith

supportive monetary pol icy instruments at its disposal leg. interest
rate policy etc.J. On the contrary, the central bank itself has in
,nost cases yielded to 001 itical pressure by accepting to acc~modate

..hat are perceived as 'special credit needs' even after the dra"lng up
of the financial pi an. The I atter has exercebated the overshoot ing of

pI anned monetary aggregates--a process that has fuel 1eo .nfi ation in
Tanzania (see Table 4 for Tanzania's inflationary trends).

Apart from the pre-emption cf monetary poi icy instruments by .. ,-"ancial
planning, the use of traditional .nonetary policy instremenu in
Tanzana is further impaired by the follo"ing major characteristics of
t~e financial market, and the economy in ;eneral •

.i2..b!l!! d.gr", .Qf mon. tin t i on
·:ontrols ;nay ~ eave a sub~tantial

~endharka!"" 1nd Narasimham. :~66).

~ with ~~: -~su~~ ~~a~ 7.one~ary

part of the economy ~"aHected {see
The natiora· a~:~~nts =+ ~a"=anla

:'ave not attempted to estimate separatel y the contrlbution of
subsistence productIon ::j the GOP in the ~as~ 5 years or SQ. However,
the share of subsitence production took an ull"ard tre"d f~IIONing the
entry of the economy into high inflation episodes from the mid 1970s.
In t~is connection, during 197 4-81 the value of subsiste"lce production
~ii "'sa: :erms ~196Q ;;rlceSl ~ose at art a""erage !"3.t.e ::+ =~iJ\,;~ :: ...~i1.

aDP ~ose at an aYe~age rate cf about 4~ (see Kimei ,1°66 =.4a).
Evidence suggest that oyer the period 1981-1988 the share of the
=ubsister.ce sector ~cnti~ued to inc~ea$e. :n this regard, ~rimary

production !into Nhich most subsistence activities filiI I has inc~llasR

its share in GOP substiltiillly,from 45% in 1980 to b1% in 1988.
Assuming thilt the share of subsistenct! production in GOP hilS been
roughl y equal to ~O. of that ~ primary product1::n (as it "as in "id
70s). theM that share may be esti::lated to have !""isen ':"'om o.tout :3~ in

1980 to 31% in 1988.

ill Th' incrn" l.!l. inform.] fintncil] ,.etgr

sec:torlt-covers ':ir.ancial
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"infermal
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institutional
characteristics

finance
of this

(see Keith Hart
sector inc1 uOe

1973; The most imcortant
(see Chandavarkar, ! 988) :

(a) proprietaryor mutLlal ownershio. eg. 'Upato' Schemes in
Tanzania:

(b) cOllllllete freedom of entry and exit, which makes the market
more or 1ess perfsct1y cOIIlIJetitive ;
(c) law costs of transactionsand informationgatheringdue to
informal itv of transactions and intimate knowledge uf customers ~n

part of lenders,
(d) freedom from central bank ing control s, such as cash reserve
and 1 iquidity ratios, interest rate and portfol io ceil ings,
selective controls etc;
(e) hiqher effective rates of interest than 1n institutional
financial sector I

(f) evasionof impl icittal<ationof i.1stitLltionalsectorthrough
pre-emption of government funds at repressed rates of interest and
subsidized bcrrowing ty some institutional sectors; and
(g) much less controlled end-use of credit. and less
discrimir.aticn of ':redit -'or ':!JnsUillption !Jur:Joses.

The informal financial sec,:'::r ~artly reflects the cctivit12S~f the
so-called "parallel economy" which is essentially :t :nechaism of

evading ta:·:es ar"lC! other ~inancial ':ontrols incluc:r; :r-edit and
"'oreign exchange regulations (;ee Vito Tanzi, 1983), Strictly

soeaKing, the f·~rmal financial sectors are not independent In most
cases, the non- :tr'lstitLLtional lenders borrow from the formal Il\oney

markets for rel ending to the informal sector SP i 11 s ove'" into the
former. As a result, credit pol icy (squeeze or relaxation of lending
reQuiremsf"!ts -:;)1 :'-a:I;<s) WQu1d have;ome impact or: the 6,,6:;6.:;ii ity ::;·f

credit in the informal ;ector for meeting their excess credit 1eeds or
deployment of excess funds, the informal financial sector may be seen

as a cause of financial disi~ti!rmeditation. The 'atter erodes the

effectiveness of monetary pol icy and causes fragmentation of money and
capital markets--somethinq which also hampers efficient ,nooil izaticn
and deployment of savings.

In Tanzania, the parallel market has taken strong roots beginning

early 1980s when commodity and foreign exchange scarcities became

acute. Further, given that the min1mum subsistence wage in Dar es
salaam is currently estimated at over shs. 6,000 oer month (based on

the Househol d Budget Survey, 1976/77 and CClrrent ,narket pri~es), while
the official act:"lal rate is about $hs. 1.500 oer month. ,;:,ne may 3ssume

that the gap (about ,51':> is largely met through 1nformal activities.

Moreover, as pointed out earl ier credit rationing infavour of the



public sector through annual financa and credit plans
on..ards has severely constrainG credit avai:alI~1 itv ~o

sector especial I v for non-directl y productive sectors and
It is. therefore. quite plausible that informal :inancial
have grown raPIdly in the past 10 years.

the private

consui1lPt ion.
arrangements

No attempt has been made to estimate the size and activitv of ';"e
informal sector in general. and the informal financial sector in
particular. in Tanzania. Ho..ever. the available ad-hoc ltvidence that
the size and scope of that sector is sizeabl e. According to a study by
Bagachwa (1982). of 71 informal ltstabl ishments surveyed. only one

admitted to have obtained a meagre loan of shs. 15.000 :rom formal
Hnancial institutions (the NBC). Thirty &Stabl ishments (~:7.)

admitted to have obtained loans from relatives and f ... iends • .,;hi: .. T";

of establ ishments .:onfirmed to have obtaineo credit ~r-::1~ ~'::-:'e~

informal trade deal ers.

liil Volatility ~ lli !12!!.tt MYI tiD I i 'I':

Since the 1iabU ities 0'; :he non-institutional ;i"an-=ia~ :~-:":=r do nc~

posses the attributes uf money, and currency is t~e :~.dom~nar:t

transactions ,"ediLUII. informal sector credit operations do not creat.. iI

significant flo.. of deposits -- remember that in ban.: ir.; oract!c"s
credit formatico is counter -matched ..ith deoosit c!'"eatlon. As a
result the money mul tipl ier in an economy ..lth a gro..ing informal
financial sect::,.. tends to be dampened {Chaudavarkar, :t;Sa ~. as>. ~e

behaviour of the money mul tipl ier in Tanzania over the prIed 1970-88

is presented in Tabla 8 (see. also Chart 11. In line ioIlth the foreign
argument. the monev mul tipl ier ..hich had remained slightl v above 3 in
the 1970'0, started a down..ard trend from 1980, reachIng as low ail
about 2.3 in 1987.

The money multiplier volatility renders the control of the .~nev

supply through the monetary base unachievable. In this connecti~~.

reserve reQuirements_hich are a major ,1lt!ans of ;:ont,..011 ins tlaSi!

maney--turn out to be an ineHect i ve monetary pol icy il'lstruownt.

UnDr,dictlbility
y, loci tr ~!!!Sl!ltt
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Over the past two decades, the demand +0" money in Tanzania has been

ext"emel y unstab1 e - especial 1y when pra,ded by income veloeity of
nar"ow money (see Table 9 and Chart 2). This behaviou" cannot be a \....)

su"prise in an envi"onment that has been cha"acte"ized with seve"e
economic shocks, both of exte"nal and domestic o"igin. The imp; ication

of the behaviou", howeve", is that the moneta"y autho"ities cannot

exe"t effective c~nt"ol over the monetary agg"egates and henc"
inflation.

l!l AbJ!nu .9i All ac t i V" secgndarY markrt for secur it i '"

Among the most popui a" tools of moneta"y pol icy is open ma"ket
ope"ations th"ough ...hich 1 iQuidi ty can be cont"acted or injected into

an economy by a cent"al bank sell ing or buying of marketabl"
secu.rities. The evolution of a securities market !nay fallow demand.

provided that market interferences a"e minima1- 50 that supply and

demand are the 'naJo" det""minants of the "ates of r-eturn (a" interest
!""atesl in the market. In a regurated economy as in the ianzanian case

the promotion of ,a securities market shoul d be taken as a del iberat9

~ol icy action if SUCr'12, ;narket is to grow at:. all.

l!ll Non-prof it max imi z in9 na tur.. of f i nanc i a1 insti tutions:

.01" the trad i tiona 1 moneta"y pol i.:y inst"uments to become effect i V" '-"

the banks and othe" financial inte"mediaries constituting the subjects
of monetary control s have to be prof it mo." imize"s (a" cost
,ninimizers). If the institutions are indifferent to profit and costs,

the instruments wi 11 be rendered redundant. An exampl e, drawn from
Tanzania's experience, may illustrate this. "'uring ee late 19705 and

early 19805 thli! commercial banks, and indeed, other financial
institutions in Tanzania, were awash of funds (see Nyirabu, 1980 p. 4-

'5). An imposition of reserve reqUirements with a view to "educe

1ending capacity and hence monetary formation under such circumstances
,nay be ineffective. Moreove", an increase in central discount rate,

with the view to compress aggragate demand might -- under non-profit

max imiz ing banks--not trigger the e:<pected general "ise in interest
"ates, and for that matter may be pre- empted as a monetary

contrationary measure Thus. ~or exampl~ In Tanzania, the Sharo
from about 13'5 in 1987

the prevailing interest
commercial

increase in the bank discount rate

:988 (a 'evel almost at pa" with
savings deposits) did not induce
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recour-se to the Bank of 7an=ania. On the contr-arY. co_reia! b."k
bor-r-owing f ..oll the cent..al b~nk continued with an upwar-d t ..end.
r-egiste..ing an annual .-ise of over- 250% in the yev anded June 1988

(see BOT. ooerations Reoort. June 19813).

~ Wukntssu i nh,r,n t l.D.!hI. Hacrotconm i c MV i cOI!Mn t ;

The macroeconOllic environment in the T."z."ia has IIOSt I ikel y been
r-esoonsible for an inefficient financial syst_. The administrative
r-egulations on the markets for goods, l~bour. capital and land , th~t

"ere Intensified follo"ing the Arush~ Decl ~r-ati:ln of soci~! ist
orientation of 191>7 "ave imo1 ied severe distortions Of market sign~h.

Over- the oeriod 191>7-85, the followlng major r-egul ations were
introduced an the reSDect i ve markets :

2!l lli ~ Mark,t:

!"r-le:" controls ..ere introduced in 191>7, but got insh tut ional lZed with
the formation o.f the National P,..ic~ C,:,manssion in :9-3. ~9rt=~1 t"'f":al
Dr-oducer- prices have been under- direct government contro; Slnce 1907.

Commodity confinement pol icy, under which trade in all ,llajor capital
and consume,. goods, as ..ell as int_ediate inouts was confined to
special ized National and Regional Trading Companies "as intr'oduced in
1972 ~nd strengthened fr-om 1979/80. Import ! icencing was intr'oduced in
1971, ~irst .. ith an open general 1 icence (CSLl I ist of gocas that --..
automatically licenced. and later- from 1981 without t~e CGL when
fo,.eign exchange scarcity worsened. 11

Sener-all y speaking the cant,.ols on the goods urket have 1n one way or
another affected the financial peMOIlance of the non-f in."ci~l
institutions that constitute the cI ients of financial intl!l"tlll!divift.

~ R'QIIJltiOO' 2!l lli labour ..!"klt

The 1abour m~,.ket h~s been control I ed in fou,. main ways - !ly illlllosing
minimum wage/sal ary regul ations, ensuring full cont,.ol over the
""r~ers' union (JUWATAl to ,"ule cut effective ria;;e bar"9aining ;rocess;

1/ This ratio dad l!1ea fr"Oll about 9% in early 1900s to about az in 1780

IKiaei, 1'196, p. 206 ind 211
11 The 06L s~t... ...s r-eintl'Cducecl ..ith stl"lll1g backing of t.~, lIcrld Bank In 19i18.
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direct government regulation
parastatal sector via
Organizations (SCOPO).

of
the

genar31
Standing

terms of employment in the
Commi ttee on Parastatal

'"-,
The result of these regulations--which also hold
institutions- has been to deprieve employers of their
ways and ,~eans for employee motivation for increased

This has been reinforced by the fact the regul ations
less uniformly across sectors, without due regard
industry specificities.

for financial
creativity in

productivity
app 1y more or

being paid to

5.3.3. Fi nanc i f,1 market reoul at j on ,

In the previous sections, ment ion has been made of various f inane ia1
regulations such a.s nominal interest r"'ate ceil ings and credit

rationing by the mechanism of the Finance and Credit Planning. Tf'~

other crucial regul ation that has to be •. dded is the ~estriction d

entry and e;<it of institution into the finailciai arena, wl'nch l$

rooted in the Acts of establ ishment of the NBC and othet' < inancial
institutions. The 1atter ha.s had negative ilTlpl ications or: ccmoetition.
and hence iMovation and efficiency.

5.3.4. Other environmental ",eaknes5es:

One of the most important characteristics and weaknesses of the

Tanzania's financial sector as a whole is the preSSi.lre imcossed by a
high degree of non-performing loans.The ,,,planation given by the

management of the NBC for poor loan recovery rates are:

(i) Inadequate capital structure of the major borrowers --the
parastatal s and cooperative unions--which have been compel I ed
to divert short term (crop finance etc) credits to financing

of fixed assets, as they were given 1ittle (if any) capita!
at a time of establishment .This is the other side of the
proposi t ion advanced earl ier that the government

overstretched its resources by attempt ing to have command over
everything (even over what does not appear to be commanding
heights 1ike butcheries and football 3ssociations) . This
overstretching has not only contributed to infl ationary

financing of the bud'3et t but a1 su' to the capital inadeQuacy of
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institution ~stablished

enterprises) .

by the go~er~ment ':stace

(ii) Control1ed priCing of some commodituts-- particularly food
grains - has; antai; ed substantial amount :If S,",csillies t," the
parastatals handling the goods. The governeents fail~ to
disburse the subsidies timel y (due to budgetary pressure) ha:
deterred t~e ,..espective parastata! s f,..om ,..etiring bank ~redit

extended to them year after year. A good ex amp I It o~ this 1S
the National !'Ii II ing Corporation INl1C) of ""icll overdue
credit :lutstanding on its account as of end June 1988
accounted 'or about :0% of total bank c,..ed i t to non
government sectors by the NBC.

(iii) Unreal i sti c ex change ,..ate management:
An overvaluation of the shi11 ing exchange rate, couo,ed ..it~
administrat ive ~ i~ ing of producer prIces. and autonomous",
determined :Jl"'ocessi~; ar::' ha.iidi in9 ccsts ';0'" -ai:z:r:ia" 5 maJor

exports. 1ed to il si tuationwhereov a. ! argR nw~er of th~

e.{p"rt par~st.atals became 5ubstant ial , C!iS i:';ake~s. --~e maJj!""

~~ntributcrv ~jement into the losses ~as ~nr=a: 13t:~ ~rlcin9

of 'o,..eign exchange earnings dUring 1978-88. ~·e basic
question that a,..ises is the ..ay in ..hich the losses -1Iade by
the marketing parastata]s (and infact, other oaras~atals as
...11) ..ere passed to the banks. Shaul d the banks and othltr
financial institutions be blamed for poor r-is~ ma!,ageitent
extending credit to f1nance losses? The answer" is yes and '"'0.
It is yes, because the financial institutions are required by
thltir resplfCtive status to operate on commercial "ri"cipl" 
whiCh means, among many other things, eval uation of i can
applications ~y traditionally acceptable banking methods and
rejection of unprofitabl e risks irresplfCtive 0. the nature of
cl ients. It is no, because the ,llajor o""'er of the financia1
institutions-the Treasury--issued guarantees for credit
extended by the financial institutions to the parastatal s.
over and above the amounts which the banks ~ere ready ~~

extend on their own evaluations. In this way the banks .......
indirectl", made tc accOftlodate the parastatal s sector losses.
as of June 1988,cf the total outstanding credit to ....,.ketin9
oar"stata1s of shs .:4 .01" mi 11 ion, 56:: or shs. 13,~3 ..i 11 ion
..as considered t,;n-recoverabl it Or"'" h~ving been used to finance



1asses. TM i s amount was
marketing parastatal (the

Tanzania Cotton Marketing

and Mark et i ng Board.

mainl y en accoLint of the grain

National Milling Corporation), ttle

Board, and the Tobacco Processing ,...,)

~ Concluding Obs.rvatjons

Ttle foregoing anal ysis suggests. among many other things, that

basic to an effective deregulation/reform of the financial system

with a view to improve its efficiency in Tanzania, and probably

el sewhere, is an overall economic reform that will create a viabl e
~nyironment for non-financial economic entities, constituting the
:1 ientiele of the financial system. As a pre-reClc'lsite for this

condition, deregulation of the non-financial markets becomes crucial

.for ':uccass.ful financial ,....e.form. Moreover, fat· financia.l deepening to
take place, monetary stabil ity--and hence. anti-inflation ta:<

;Jolicies--have t,~ be pursued. For the latter to be achievable, sr

~e3.1 istic I the 2'.uthori:ies must =trive ta eVGl ve a monetar-y pc1 icy

+r"amework under which various pol icy instrl-lments ~i l' become

effective for ;.-.educing ·~r increasing domestic ~ icui:!itv. It is

therefore arguable that there is a two-way causality between the

financial system and monetary pol icy. Cn one hand. it is the type of

the financial structure that determines the effectiveness of ,nonetary

pol icy instruments. On the. other side of the coin, monetary pol icy \J
pI ays an important rol e in financial deve1 opment.
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Tebl'2.1 TlnZlntl: Importlnt ~lonelsry Indlcsto.. , 1970-66

ITEMS 1970 1973 1976 1979 1960 1961 1962 1983 1984

--------- ..-----. -------1·
1985 1986 1987 1966

9173.0 "490.0 2 I652.0 32317.0 37454.0 43906.0 52546.0 6260B.0 78143.0 108083.0 143034.0 198 I0 1.0 257531.0I. GOP (currenl morkel price,)

fI.Honeysupply, Broed (H2)
0/... 1. Herro... Money (H 1)

1.1 Currencyln c1rcu1ellon
1.2 Demond Depo,lt.

2. Que.t-Money
2.1. Time Depo.tb
2.2. Seving Depo.lt.

2305.7
1765.5
818.4
947.1
540.2
338.1
202.1

3698.6
2820.3
1196.6
1621.7
878.3
5470
331.3

6946.7 13806.6
5331.6 10435.4
2071.3 40554
3260.5 63600
1614.9 3371.2
1048.2 23060
566.7 1063.2

17519.8
13345.9
5245.4
8100.5
41739
2872. 7
1301.2

20694.6
15401.2
6616.0
8785.2
5293.6
37021
1591.5

24728.7 29127.4
18323.2 20564.3

7988.7 8194.2
10334.5 12370.1

6405.5 8563.1
4533.5 6183.7
1872.0 2379.4

30216.1
20537.1
10472.4
10064.7

9681.0
6811.0
2870.0

38971.0
25270.2
12719.0
12551.2
13700.6
9815.7
3B85.1

50353.4
35609.5
18309.7
17499.8
14543.9
9632.7
4911.2

66442.9
47130.6
24550.8
22579.8
19312.3
12704.6
66075

89609.1
65400.9
31702.2
33698.7
24408.2
14504.7

9903.5

1467.3 25000 4875.4 9751.2 12274.4 140768 16740.0 20933.2 19745.7 26252.0 32043.7 41692.1

821.1 1213.4 2086.4 4126.5
818.4 1198.6 2071.3 4055.4

fll.Totel Commerclel Benk Depo.lt.

IV.Re.erve/Be.e Money
0/... 1.Currency oubide benk.

2. Commerclel benk deposit....lth
cenlrel benk 2.7 14.6 17.1 73.1

5269.0
5245.4

43.6

66072
6616.0

191.2

8217.7 6460.0 10902.0 13499.2
7988.7 6194.2 10472.4 12719.0

229.0 285.8 429.6" 7BO.2

18403.1
18309.7

93.4

26250.5
24550.8

16997

56106.9

34062.3
31702.2

2360.1

,*-, ,'''',,...:
AulhrGDP

I. Money Supply. Broed (H2)
2. Herr.... Money (H I )
3. Currency In clrculeUon
4. Tolll Commerc!el Blnk Depo.lt.

11# • 1'6rr_ '*_,:
1. Currency outsIde blnk.

25.1
19.2
8.9

16.2

46.4

32.2
24.5
10.4
21.8

42.5

32.1
24.6

9.6
22.5

38.6

42.7
32.3
12.5
30.2

3B.9

46.6
35.6
14.0
32.6

39.3

47.1
35.1
15.1
32.1

43.0

47.1
34.9
15.2
31.9

43.6

46.5
32.8
13.1
33.4

39.8

38.7
26.3
13.4
25.3

51.0

36.1
23.4
11.8
24.3

50.3

35.2
25.0
12.6
22.4

51.1

33.5
23.8
12.4
21.1

52.1

34.9
25.4
12.3
22.6

48.5
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SOURCES OF t'IOUEV SUPPLY IN % (Veer8 ended JUlie)

MONHARY SURVEY "1970 "1975 "1981 "1982 "1983 "1984 "1985 "1986 "1987 "1988
29-Hu-89 6:56 PH

FOREIGN ASSETS{ NET) 33.1 11.1 4.1 3.1 6.5 -25.1 -27.7 -25.6 -34.5 -28.3

NET DOHESTIC ASSETS 66.9 82.9 95.9 96.9 93.5 125.1 127.7 125.6 134.5 128.3

DOMESTIC CREDIT 70.5 99.0 108.3 109.5 107.5 123.1 128.2 119.7 133.2 122.2
tiel ms 0 n Govl (net) 12.2 39.3 67.3 70.9 70.9 80.9 82.8 64.7 50.4 43.5
Clelms on SOb & Privete 58.3 59.7 41.0 38.6 36.5 42.8 45.4 55.1 82.8 78.7

of ...hieh
t'lejor Pars8tata18 (i ncl COOp8) 29.5 46.9 34.8 31.4 29.8 39.1 41.6 39.2 70.2 53.8
Other 28.8 12.8 6.2 7.1 6.7 3.0 3.8 15.9 12.7 24.9

OTHER ITEMS(NET) - 3.6 - 16. I - 12.4 -12.6 -13.9 1.4 -0.5 5.9 1.3 6.0

MONEY & QUASI-HONEY 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Money 76.6 77.4 74.4 74.1 70.6 68.0 64.8 71.1 70.9 72.7
Currency outstde bank8 35.5 31.3 31.0 32.3 28.1 34.1 32.6 36.4 37.0 35.4
Demand d-'P08its 41.1 46.1 41.5 41.8 42.5 33.3 32.2 34.8 34.0 31.3
Qua,t - money 23.4 22.6 25.6 25.9 29.4 32.0 35.2 28.9 29.1 27.3

Ti me depo'its 14.7 14.1 17.9 18.3 11.2 22.5 25.2 19.1 19.1 16.2
Savt ng de po,' h 8.8 8.5 7.7 7.6 8.2 9.5 10.0 9.8 9.9 I 1.1
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FINANCIAL CRISES AND THE PROCESS

OF ADJUSTMEN'l' IN THE FRANC ZONE:
The Experience of the West African Monetary Union

Patrick PLANE.

CERDI-CNRS
Universite de CLERMONT I

The West African Monetary Union (Union Mon9taire Ouest
Africaine - U.M.O.A.), together with the member countries of the
Central Bank of the Central African States, comprises the African

component of the Franc Zone. The U.M.O.A. currently consists of
most of the nations in the region formerly known as French West
Africa: Benin, Burkina Fasso, Ivory Coast, Niger, Togo, Senegal,
and Mali, which has the unusual distinction of having left the
Union in 1962 and rejoined it in 1984, after a transition period
of sixteen years during which France was closely involved in the
management of its issuing institution. l

Since the second oil crisis, all of the member countries of
the Union have been faced with considerable disequilibria in
their balances of payments. Because of their size, these
deficits have surprised most observers for whom the Franc Zone
had, until recently, embodied an ideal of economic development
based on major macroeconomic equilibria. The aim of this article
is to describe both the process whereby such deficits came into
being and the steps taken to correct them.

• The author is grateful to Sylviane GUILLAUMONT for her
comments on an earlier version of this article.

1 Because Mali only recently rejoined the Union, this article
discusses the Monetary Union only as comprised pr10r to June I,
1984.
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'--' The first section provides an overview of the U.M.O.A.'s

methods of operation. Sections II and III deal with the scope of

the financial crises and the factors of internal economic policy

that caused them. Section IV analyzes the results of the

processes of stabilization and structural adjustment. Section V

summarizes the major themes of the article and touches briefly on

the remaining problems.

I - THE WBEBIS OF MONBTARY CooPERATIONl

Although the cooperation between France and its African

partners extends to all fields, monetary relations attract the

greatest attention because they are what is unique about the

U.M.O.A. and the Franc Zone in general. This cooperation is

expressed in the affirmation of three major principles aimed at

promoting economic development in a context of monetary stability:

(1) The franc C.F.A. is a currency common to all the member

countries of the Union. Its rate of exchange with respect to the

French franc is fixed. The current parity, 1 franc C.F.A•• 0.02

French francs, has not been adjusted since 1948. Modification of

the parity is possible, however, but it requires the unanimous

agreement of all parties concerned.

(2) Community management of exchange reserves. The Central

Bank of tbe West African States (Banque Centrale des Etats de

l'Afrique de l'Ouest - B.C.E.A.O.) keeps at least 65' of its

official assets on deposit in an operating account opened on the

books of the French Treasury. The unusual thing about this

account is that it can be overdrawn by any amount as a result of

1

the

For a detailed analysis of

Franc Zone, consult the

the institutional

work of Patrick

mechanisms of

and Sylviane

.., GUILLAUMONT (1984).
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the commitment undertaken by France to convert the African

currency regardless of the amount of external liquid assets of

its partners.

(3) Free transfer within the Zone, which cannot be violated,

even if one of the countr ies is exper iencing ser ious balance of

payments difficulties.

The fact that the conversion guarantee applies only in the

event of the depletion of all of the Union's consolidated

external assets merely implies that the B.C.E.A.O., through the

Operating Account Agreement, is answerable only to the French

Treasury. This condition governing application explains why this

guarantee did not come into play until December 1979, although

Senegal and Benin had for several months been in a deficit

position with regard to the issuing bank (Annex 1). It can be

said, then, that the convertibility guarantee operates on two

levels of intra-community solidar i ty: first, African solidar i ty

when the B.C.E.A.O. operating account permits compensating for

national positions on the debit side while rema1n1ng on the

credit side itself; second, French solidarity whenever the

international exchange reserves are depleted. This distinction

between two levels of solidarity is a dangerous one to make,

however, because it can give the impression that before 1979

France I s exchange guarantee was useless. The mere fact that it

could be enforced at any time helped to maintain confidence in

the African currency, which enabled the countr ies to increase

their external debt options.

In "exchange for the unrestricted convertibility of francs

C.F.A., the African countries are encouraged to exercise a form

of monetary discipline aimed at establishing a certain price

stability, as well as activating a warning system when the

external exchange assets appear to be in danger of becoming

depleted.

u
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With regard to the determination of an adequate money supply,
each country has a National Credit Committee (Comit, National du
Credit - C.N .C.) which is responsible each year for establishing
it on the basis of Gross Domestic Product price and volume growth
projections and hypotheses of invariance of the ratio of money to
the GOP (k) and the ratio (m) between the money supply and the
currency in circulation (B). Given a projection of the variation
of external assets ( AEN) and the assistance to the government
( CNG), the National Committee determines the increase of net

economic credit C) which is compatible with monetary
equilibr ium.

( 1) MD = K P Y. . (demand for money equation)

(2) MS" B + 0 .. AEN + CNG + C

(2') MSamB

(4) C = MD - AEN - CNG

(equation for the supply of
money and its equivalents)

(monetary equilibrium
equation)

(equation for determining
the total amount of credit
in the economy)

Determined according to the principles of the quantitative
theory of money, the overall monetary assistance to each economy
is SUbject to the approval of the Board of Directors of the
Central Bank, which may, if necessary, reduce it if the Union's
exchange reserves require replenishment. Besides determining the
level of annual assistance, the B.C.E.A.O. also has a full range
of mechanisms enabling it at any time to make the necessary
corrections to maintain monetary equilibrium. The principal
mechanisms are: the prior authorizations required of commercial

banks for any credit above a certain amount granted to an

.., enterprise, direct interventions in the money market (open
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market), and the possibility of establishing a system of

compulsory reserves. In addition, the advances to each

government are set at a maximum of 20% of the tax revenues of the

preceding year. Although a similar limitation is included in the

by-laws of most of the central banks, thus marking the issuing

institution's independence from the public authorities, the

by-law identifying the B.C.E.A.O. as a public international

establishment guarantees observance of this provision.

Concerning the warning system:

• Article 51 of the by-laws of the Central Bank provides that

the Board of Directors shall meet for the purpose of taking every

appropriate measure whenever the ratio of the Bank's external

holdings to sight liabilities reaches a level equal to or less

than 20% for a period of at least 90 days •

• Article 20 of the treaty establishing the U.M.O.A. adds U
that in case of the depletion of liquid assets, the Central Bank

must request transfer to it of the foreign currencies held by any

agency under the jurisdiction of the Union.

In general, it can be said that the B.C.E.A.O. is

theoretically provided with the means necessary to prevent

large-scale monetary imbalances. Based on this observation,

detractors of the Franc Zone have questioned the actual scope of

the guarantee of unlimited convertibility of francs C.F.A. In

fact, if the monetary discipline of the African partners is

infallible, is not the overdraft of the operating account a

figment of the imagination? (DIARRA, 19721 MARTIN, 1987). The

experience of the last ten years removed any doubt on this

sUbject once and for all.

'w'
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II - THE DBTERIORIATION OF BALANCES OF PAYMENTS

IN EXTERNAL FINANCIAL CRISES

Although the Union was constantly in the red in foreign

energy products trade, the first oil crisis had no significant

effect on the balance of consolidated international payments.

For the period 1973-1978, there was a surplus in the aggregate

balance of approximately 50 million SDRs, the consequence of

which was to build up exchange reserves and thus to improve the

credit position of the operating account. However, this

performance must be examined in greater detail (Tables 1 and 2).

a) Most of the States launched into a highly active external

debt policy which considerably increased the vulnerability of

their economies to fluctuations in the foreign environment. A

tangible result of this policy was that investment and consumer

expenditures rose sharply and, along with them, the current

account deficit, the cumulative total of which reached 2 billion

SDRs,or about 80% of the Union's average annual exports between

1973 and 1978.

b) Analysis by country reveals highly varied trends (Table

2). Until 1977, the Ivory Coast position remained satisfactory,

due in part to the freezing of Brazilian coffee plants. This

favorable international situation led to a sharp increase in

world coffee prices and a considerable improvement in the Ivory

Coast's external terms of. trade. Conversely, Senegal and Togo

were faced with serious financial imbalances even before the

second oil crisis occurred.



Table 1: Growth by period of Monetary Union compensatory fjnancinR (1970-1985)
(millions of SDRs)

-..J

17.1

46.6

13.5
10.7
64.5
9.2
2.5

4667
5095
434

31

2175.8
241

27 .8
261. 7

1983-1985
- 2380.2

(. .. )
- 2175.8

13 .8

9.6
9.1

35.8
8.0
1.3

106.1

4563.2
5690.5

362
23

4842:-8
7.8

686.9
1054.5

1979-1985
- 10176.4

( ... )
4842.8

1.8 *

0.1 *

o
18.5
o

69.0
189.6

48
287.5

o
106.5

2720.7
3374.7
331.4

36

1973-1978
- 2222.5

37.6
48

2.2 *

6.1 *

24.7
58
o

14.6

297.3
62.4
24.7

o
o
o
o

193.9

1127.8
1370.4

258
69

1970-1972
Current balance
Fundamental balance
Aggregste bs1ance

Compensatory financing (c.P.)
- Variations in foreign exchange holdings
- Operating account overdrafts
- Net position vis-l-via the IMP
- Structural adjustment loans and 000-

project loans:
• World Bank 0 0 462.5 296.6
• CCCE 0 8.9 442.1 232.5

- Restructuring of external debt 0 0 1735.5 1403.9
- Outstanding external payments 0 33.1 389.2 199.1
- Misce11aneoua 47.9 91.0 64.3 53.7

Compensatory financing (X) 100 100 100 100
- Variationa in foreign exchange holdings 234.8 599 0.2 - 11.1
- Opersting sccount overdrsfts 0 0 14.2 - 1.3
- Net position via-A-vis the IMP 59.1 - 221.9 21.8 12.0
- Structural adjustment loans and 000-

project 10an8:
• World Bank
• CCCE

- Restructuring of external debt
- Outstanding external payments
- Miscellaneous
As a %

Average of annual export compensatory
financing ratios
Cumulative compensatory financinRI
average exports

Note (aversge for the period)
Exports of Goods and Services
Imports of Goods and Services
Gross reserves
Gross international reserves in import days

~> (

Source:

Comment:

- IMP: Balance of Payments Yearbook Statistics (various years); International
Financial Statistics. 1986 Yearbook; Recent Economic Development (various years)

- Unpublished data: World Bank and Caisse Central de Cooperation Economique
(Central Economic Cooperation Fund) for structural adjustment loans and
non-project loans; Banque de France for the Operating Account

The aggregate balance is defined at the balance of all the separate operations.* the (-) sign indicates an overal payments surplus

c (,
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Table 2: Crowth by country and by ~eriod of compen•• tory financina in the UaM.O.A. (1970-1985)
(in .illiont of SDR. and al • %)

--_. r BlNIN ' . 8URKINA FASSO --, IVORY COAST
I 1970 1973 1979 1981 '1970 1973 1979 1983 I 1970 1973 1979 1983
I 1972 1978 1985 1985 '1972 1978 1985 1985' 1972 1978 1985 1985

CD

44.8

16.4

2868
2910

9.4
-74.4

-493
1

15.8

106.4

2721
3666

24.9
-165
-353

3

0.3

-11.5

1635
1717

132
-75
-53.8

26

2.6

8.6

596.6
653.2

96
-21.3
-9.5
54.5

6w 1 '

18.9 I

117.6 •
433.0 •
106
na
-4.1 .
89

4.0

30.128.1

-2.536.6 ' -17.0

105.8' 47.0

19.3

135.9

4.6

29.9

-6.2

-17.7

Curront balanco (C.A.) -7.4 270.3 -987.4 -251 I 12.2 -192.9 -407.9 -202.1 I -230.6 -1589 -5443 -855.6
Fund.montal balanca 17.2 -184.1 -345.6 -206 ' 11.4 -77.9 1. .• 1 ( ... l' -31.1 373.3 -2993 -1122
~refate balanca . 14.1 -36.3 -256.5 -204.7' 16.5 -23.6 -51.2 -14.5' -51.2 188.8 -2896 -1283.5

C'ompena.tory finandn. (C.F.) -14.1 36.3 256.3 204.3' -16.5 23.6 51.2 14.5 I 51.2 -188.8 2896 1283.5
- V.. iRtion. in fordan exch.n.e ho1dinaa -13.5 14.3 9.4 0.3 '-1l.8 16.1 -75.5 -38.2' 16.9 -273.6 323.1 -4.3
- Operating account overdrdu 0 0 67.6 46.2 I 0 0 0 0 I 0 0 366.8 -163.2
- Net position vh-'-vh the IH"P -0.1 5.5 13.1 3.1 I -1.7 3.8 3.9 -4.2 I -9.3 31.1 648.S 141.1
- Structural adjult••nt loan. and oon-

project lo.n.~

• World 8ank 0 0 0 0' 0 0 0 0' 0 0 161.1 240.2
'CCCE 0 0 0 0' 0 0 24.6 8.6' 0 0 376.1108.7

- Re.tructurina of external d.bt 0 0 0 0 too 0 O' 0 0 929.8 929.8
- Out.tandinc external p.,..nu 0 0 166.3 155 '0 0 77.1 52.0 I 0 0 0 0
- HiR,ollaneou. . .. 0 16.5 0 0' -3.0 3.7 21.2 15.4 I 43.6 53.1 90.8 30.2
CompenaRtory finanoin. (c.F.Hl) 1000 100 100 100' 100* 100 IDa 100' 100 100* 100 100
- Vuiation. in for.ilft exchange holdin.. 95.7 39.4 3.7 0.1· ?l.S 68.2 -147.5 -114.0' 33.0 144.9 ll w 2 -0.3
- Operatina account overdrafu 0 0 26.4 22.6' 0 0 0 O' 0 0 12.7 -12.7
... Net po.ition v11-'...,11 tht IMP 4.3 15.2 5.1 1.S· 10.3 16.1 7.6 -12.5' -18.2 -16.8 22.4 11.1
- Structural Idju.t.-nt lOin. and non-

project loan.:
• World Blnk 0 0 0 0 I 0 0 0 0' 0 0 13 18.7
• CCCE 0 0 0 0' 0 0 48.0 25.5' 0 0 5.6 8.5

- Renructurinl of external debt 0 0 0 0 I 0 0 0 O' 0 0 32.1 72.4
- Outstnndinl external pa,.eDU 0 0 64.8 75.8' 0 0 150.6 155 . 0 0 0 0
- "i.eollan.ou. 0 45.4 0 O' 18.2 15.1 41.4 46 ' 85.2 -28.1 3.1 2.4
:-AYer.~e"of Inou.1 ••pOTt cMlpenlitory . i

financinl ratiol (Zl
- Cumulative compen.atory finaneinal

average 'Kport. for the period (%)
Not.
- Export. of Cooda and Sanic.. (l) 79.7 121.3 11S.7 193.3' 35.1 84 170
- Imports of Cooda and Sanic.. 105.3 205.0 315.4 259.0' 87.1 230 445
- ero.. r rYe. 22.1 19.2 11.5 3.0 f 41.0 54 76.7
- '.trote productl batanci -2.9 na NIl nl I -4.3 -10.' na
... Invt:ILment .a'rniD._ bahnc:e 0.7 na nl na I 1.4 2.7 -1.5
~ Croll intlrn,!~~~!,.l_ rl.ITVI. J_'!_:t~~t clay. 74 42 12 ~. 174 97 63

* Allresatl payment. aur,lua

~.



Table 2: Growth by country and by period of compensatory financing in the U.M.O.A. (1970-1985)
(in millions of SDRs and as a X)

NIGER
,

SENEGAL , TOGO
i 1970 1973 1979 1981 i 1970 1973 1979 1983 , 1970 1973 f97-9-- 1983

1972 1978 1985 1985 ,
1972 1978 1985 1985 ,

1972 1978 1985 1985
Current balance (C.A.) -27.4 -264.3 -874.1 -156.3 i -31.7 -536.5 -1996 -802 , -12.6 -227.3 -468 -113.2
Fundamental balance 59.4 55.4 -279.8 -102.6 I 19.7 -191.8 -931.4 -219.9 ' -7.6 -12.5 -583.5 -217.5
Aggregate balance 26.8 47.7 -185.4 -78.4 I 16.4 -116.8 -1069 -448.8 ' 2.1 -11.8 -384.5 -126.3

Compensatory financing (e.F.) -26.8 -47.7 185.4 78.4 ' -16.4 116.8 1069 448.8 I -2.1 11.8 384.5 126.3
- Variations in foreiRn exchange holdings -26.3 -57 .. 6 -26.6 -78.0 I -22.2 23.3 -0.1 1.1 I -1.2 -21.0 -222.5 -121,9
- Operating account overdrafts 0 0 0 0

,
0 11.1 252.5 89.7 I 0 0 0 0

- Net position vis-~-vis the IKF -0.7 2.5 71.7 33.4 ' -1.3 56.1 240.7 44.8 I -0.9 6.9 77 .2 42.5
- Structural adjustment loans and non-

project loans:
• World Bank 0 0 0 0

,
0 0 34.3 0.3 ' 0 0 52.1 52.1

to CCCE 0 0 57.3 22.2 I 0 0 163.9 69.5 ' 0 0 35.2 23.5
- Restructuring of external debt 0 0 100.1 91.8 I 0 8.9 357.3 217.3 t 0 0 348.3 164.9
- Outstanding external payments 0 0 0 0 , 0 0 28.4 26.0 I 0 0 117.4 -33.9
- Miscellaneous 0.2 7.4 -16.5 9 • -7.1 17.5 -8.0 0 • 0 -7.2 -23.2 -0.9

Compensatory financing (X) 100* 100 100 100 I 100* 100 100 100 , 100* 100 100 100
- Variations in foreign exchange holdings 98.1 57.6 -14.3 -99.5 ' 135.4 19.9 0 0.2 I 57.1 -17.8 -57.9 -96.5
- Operating account overdrafta 0 0 0 0 , 0 9.4 23.6 20.0 I 0 0 0 0
- Net position vis-~-vis the IHF 2.6 2.5 38.3 42.6 ' 7.9 48.9 22.5 10.0 I 42.9 58.5 20.1 33.7
- Structural adjustment loans and non-

project loans:
• World Bank 0 0 0 0 , 0 0 3.2 0.1 ' 0 0 13.6 41,3
• eCCE 0 0 30.9 28.3 I 0 7.6 15.3 15.5 ' 0 0 9.2 18.6 \D

- Restructuring of external debt 0 0 54.0 117.1 I 0 0 33.4 48.4 I 0 0 90.6 130.b
- Outstanding external payments 0 0 0 0 0 0 2.7 5.8 ' 0 280.5 30.5 -26.8
- Miscellaneous -0.7 7.4 -8.9 11.5 I 4.3 15.1 -0.7 0 , 0 -61.0 -b.O 0.7
- Avera~e of annual export compensatory

, ,
financing ratios (%) -12.9 -4.1 7.5 10.3 ' -2.1 2.1 20.8 19.3 I -0.9 0.2 15.3 13.9

- Cumulative compensatory financingl
average exports for the period (%) -37.0 -29.4 46.9 22.5 I -6.2 21.3 144.3 57.6 I -0.7 6.9 110.5 41.8

Note •
- Exports of Goods and Services (X) 72.5 162.3 395 347.9 ' 265.5 547.5 740.6 778 • 78.5 169.9 347.9 302
- Imports of Goods and Services 92.1 270.3 570 442 I 328.0 711.6 766.3 624 ,

101.6 240.3 487.6 426.7
- Gross reserves 30.1 64 83.6 90.2 I 0 18 8 7 , 40 44 14 217
- Petroleum products balance -3.9 -13.7 -70.9 -58.9 I -5.8 -32.7 -llO -120 , -3.5 -12.5 -28.4 -16.6
- Investment earnings balance 0.5 -1,8 na na

,
-2.1 -14.0 -72 -99.8 I -1.1 -3.5 -31.8 -42.6

- Gross international reserves in import davs 39.6 75 57 77
, 30.3 9 4 4 • 143.7 81.8 118 186

Source: Same as Tab Ie 1
* Aggregate payments surplus

~~ ( ( (
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As in the case of the Ivory Coast, but four years before the
boom in major primary commodities exports, it was the foreign
environment that precipitated the deterioration of the economic
and financial position of these countries. In two cases the

State had to deal with the collapse of world phosphate prices
after a brief period of considerable increases.

Table 3

Growth of major export prices

Country Products Boom period
Price

multiplier
coefficient*

Ivory Coast Coffee 1976-1979
Cocoa 1973-74, 1977-79

Niger Uranium 1975-1983

V
Senegal Phosphate 1974-1975

Peanut oil 1974

Togo Phosphate 1974-1975

1.45
1.47, 2.42

3.5

3.05
1.49

3.05

Source: Taken from: World Bank, Price Prospects for Major
Primary Commodities, 1984.
* Average prices during the worldwide boom as compared to the
average prices for the 1970-1972 period.

This collapse had disastrous economic consequences because of
poor planning on the part of the governments. The flow of tax
revenues occasioned by the boom was in fact managed as though it
were permanent, hence the upswing in investment programs and
budget expenditures in general, accompanied by increased access
to external debt. When prices suddenly plummeted, the tax
revenues diminished rapidly and the prospects of external
financing narrowed, while expenses remained abnormally high.
This asymmetry of growth placed heavy strains on public finances.
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The factors that led to the crisis in the economies of

Senegal and Togo are also interesting because they illustrate a

process of blockage caused by the public sector I s lack of cash

and not by the lack of foreign exchange, as is generally the case

in developing countries outside the Franc Zone.

In 1978 the Treasury of Togo was unable to honor all of its

obligations. Having reached the ceiling on cash advances from

the Central Bank and unable in the short term to give the

necessary flexibility to revenues and budget expenditures, the

State was fell behind in their payments for the first time, while

the private sector made it possible for the economy to accumulate

new foreign exchange holdings. In Senegal, the same scenario

unfolded, with the slight difference that the cash flow problem

came later. Until 1980 the authorities were able to meet all of

their external obligations; but Senegal's position in the

operating account became negative in 1978.

with the deterioration of the international environment

following the second oil crisis and the increased debt service

burden, the U.M.O.A. entered an increasingly severe external

crisis phase in 1979. Table 1, upon which the following

commentary is based, was prepared to show the volume and

structure of the resources mobilized to finance the imbalances.

Two comments are in order concerning the step taken: l

a) First, callable payments were discussed. Since the

balances of payments of the Union are generally prepared and

pUblished on the basis of payments made, it was therefore

1 Note that this step conforms

International Monetary Fund, as set

Payments Manual of (1977).

to the

forth

regulations of the

in the: Balance of
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necessary to reconstruct the accounting documents in order to

take into account in the deficit certain transactions which were

not recorded because they did not involve disbursements (results

of the rescheduling of debts, variations in outstanding external

payments).

b) Second, it was thought proper to include in compensatory

financing l certain long-term loans reserved exclusively for

countries that had successfully restored their balance of

international payments. The same was true of World Bank

structural adjustment loans and non-project 10ansJ but also, on

the bilateral plane, of assistance of the same type which the

French government was able to provide through the operations of

the Caisse Centrale de Coop+ration Economique, whether under the

heading of structural adjustment loans or sectoral loans.

For the 1979-1985 period, the amount of the consolidated

overall imbalance in the Onion's international paywents is

estimated at nearly 5 billion SDRs, or more than 100' of the

average exports of goods and services for the period. The

cumulative deficit in current transactions was even more

astonishing since, using the same denominator, the percentage was

220'! Although all .the financing mechanisms were called into

play, their relative importance was modified as ti_ passed,

according to a strategy that duplicates the way crises are

managed in most developing countries. In other words, the

financing of deficits was at first dominated by unconditional

facilities such as drawings on foreign exchange holdings and, in

this case, the use of the special facility of overdrawing the

Operating Account (1979, 1980).

The concept of ·compensatory financing· as it is used here

includes all of the sources of financing the disequilibrium in

the balance of payments. The special mechanism of the compensa

tory financing of export earnings managed by the IMP is only a

possible component of this type of financing.
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The fact that the crisis in external payments and pUblic

finances affected several countries called for a large-scale

mObilization of various types of conditional assistance from the

IMF and the World Bank (1981-1983). With regard to the

assistance from the Fund, this mobilization was effected to

enable the B.C.E.A.O. to interpret its by-laws in a less

stringent manner. In 1981, in fact, the Central Bank allowed

pUblic treasur ies to obtain the counterpart in national currency

of their drawings, independently of the cash advance ceiling of

20% of the tax revenues of the preceding year (L. GOREUX, 1985).

This relaxation had become necessary. Without it, it is

difficult to see what motivation the member countries would have

had to negotiate programs with the IMF since, under the system of

exchange of francs C.F.A., the external payments' crisis could

only have been caused by a scarcity of a"ailable funds at the

State level. Certain observers, however, expressed disapproval,

saying that this measure tended to give more weight to the State

and, in the medi,um term, mortgaged the recovery of the Union 's

external position in conjunction with the phase of repurchasing

national currency (B. VINAY, 1986). These concerns are no doubt

justified. But, as will be seen in the following section, the

situation prior to the programs was misleading and was

characterized by a de facto lifting of ceilings together with

growing external debt and, subsequently, overdue payments. The

need to solve the cash flow crisis of the public treasuries

forced 'such an initiative on the B.C.E.A.O. And to the extent

that, in exchange for drawing rights, the member States were

required to implement stabilization polic ies including: a

program for retiring overdue public debt, strict control of

external loans and economic credit, a more satisfactory

distribution of monetary resources between the public sector and

the private sector, it can be said that the resources of the Fund

made a: very positive contribution to alleviating the financial

crisis while at the same time promoting economic reform.
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\.J Finally, in 1984 and 1985, as a result of fewer possibilities

of drawinq on the various credit facilities of the Fund and the

continuinq problem of external debt, reschedulinq became

crucial. Since all dealinqs with the financial clubs of Paris

and London are conditional upon the signinq of a confirmation

program with the IMP, it can be said that the withdrawal of the

institution as a direct provider of resources was largely offset

by the lever or "financial catalyst" effect of each aqreement.

In the above qeneral commentary, it was implicitly assuaed

that in the 1979-1985 period the Union constituted an econOlllic

unit characterized by uniform behavior with respect to the policy

of financing the balance of payments. In reality, this

assumption requires a certain degree of qualification (Table 2).

a) Not all of the countries were simultaneously affected by

the financial crisis with the same intensity. As ~ntioned

above, Toqo (1977) and Senegal (1978) were hit by the crisis even

before the second oil crisis erupted, which was not the case for

Niger, where the strains on the balance of payments did not

become apparent until the fall in uranium prices (1982). As for

the Ivory Coast, given its central position in the Onion, it is

not surprising that its financial position directly influenced

that of the C.M.O.A.

b) Although all of the countries were affected by the

financial crisis, not all of them adopted the strateqy described

above. In fact, Benin and Burkina Fasso have so far rejected any

adjustment proqram connected with the Pund. This refusal has

made access to all balance of payments assistance impossible.

The result of this has been to worsen the financial freeze, with

a locking up of external accounts which can only be brouqht about

by mounting internal and external payment arrears.
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v
III - THE INTERNAL ORIGINS OF THE DETERIORIATION OF EXTERNAL

ACCOUNTS

The weakening of the balances of payments was due to a number

of factors. In the preceding section a brief account was given

of the impact of the international environment, particularly as

it related to the instability of foreign terms of exchange and,

beginning in 1979, the growing debt service burden resulting

partly from rising interest rates. This section will focus only

on the share of responsibility falling to local economic

measures, which leads to placing the emphasis on the risky nature

of monetary and budgetary policies. l

On the monetary plane, circumstances necess i tated that the

reform of the U.M.O.A. take place in the midst of the oil crisis

(1973-1975). In theory, this reform was to result simultaneously

in decentralization of the monetary authority and reinforcement

of the regulatory powers of the Central Bank, whose means of V
intervention were at that time expanded. In the specific

international context of the 70 's, these two objectives almost

proved to be incompatible.

Through the National Monetary Committees responsible for

determining the volume and distribution of credit according to

the procedures briefly described in Section I, the governments

adopted expansive monetary pOlicies motivated by a desire to give

money a more active role than it had in the past in the promotion

of economic development. 2 The implementation of these policies

Cf for an econometric analysis of the factors explaining the

evolution of the Union's current accounts (PLANE, 1988).

2 This objective was raised again when the Council of Ministers

of the U.M.O.A. resolved to implement the reform of May 2, 1975.
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demonstrates implicitly that the authorities agreed with certain

critical observers of the Franc Zone that the monetary stability

of the 60's had been achieved at the expense of economic growth.

In any case, when, between 1975 and 1978, the net foreign

exchange holdings of the O.M.O.A. increased in conjunction with a

positive trend in the terms of exchange, the expansion of

internal credit was pro-cyclical, contributing to a rapid

increase in the money supply, the average annual growth rate of

which went from 14.5\ between 1967 and 1973 to almost 30\ in the

1973-1978 period. When, despite this, more lively economic

growth did not occur, the result of this policy was to place

strains both on local prices and on the Onion's external

position. The Central Bank could have tried to temper the

boldness of the national monetary committees by neutralizing,

through the growth of the internal counterparts of the money

supply, the expansive effect of unexpected temporary booms on the

primary commodities markets. But wouldn't this step have

thwarted the desire to forge closer ties between money and

economic growth? Wouldn't it have been misunderstood by the

States inasmuch as neither the level nor the variation of the

Onion's foreign exchange holdings justified a squeeze on cash?

As circumstances would have it, the strains on foreign

exchange holdings did not become apparent before the third

quarter of 1979. In this context, the B.C.E.A.O. resigned itself

to a -laissez-faire- attitude. This attitude of the Central Bank

was criticized, as was a lRethod of monetary progra_ing

excessively influenced by the momentary level of the Onion's
reserves and, therefore, too far removed from the consequences of

economic policies on the medium-term growth of said reserves

(KROMM, 1985).

Although this criticism is justified, there is no proof that

with a tightening of internal credit those involved would not

have reacted by increasing their external debt. This comment

supports the observation of Rattan BHATIA (1985) that the
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of the B.C.E.A.O.'s

since it seems all the

external debt are great.

monetary control

more limited when

is

the

In December 1979 the foreign exchange holdings of the Central

Bank fell below the threshold of 20% of sight liabilities. Thus,

the B.C.E.A.O. was again in a position of being able -. if not

compelled - to impose more restrictive monetary policies. At

first, however, these measures were only diffidently applied.

The Central Bank thus used all the latitude accorded it by

Article 51 of its by-laws. Although, according to the by-laws,

the Board of Directors is required to take every necessary step

to improve the external position, it freely determines the means

and the strength of its action. This moderately restrictive

policy was dictated by the desire to cause only a gradual decline

in liquidity ratios. A too sudden drop in these ratios would

have involved tenuous liquidity positions and cash problems for

everyone, inclUding the banking systems. Unfortunately, the

effect of this policy was not sufficient to check the development

of illiquidity crises and the accumulation of arrears.

With regard to budgets, as mentioned in the analysis

concerning the institutional mechanisms of the U.M.O.A., cash

advances to public treasuries are limited by the by-laws to 20%

of the tax revenues of the preceding year. This limitation,

which is supposed to protect against drifts, was in fact

circumvented in a number of ways. Only the four main ones are

mentioned below:

the credit granted to public

lumped together with private

a) In the B.C.E.A.O. accounts

enterprises was for a long time

sector credit. This being the case, as soon as the States
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encountered cash problems, the i_ediate solution was to

encourage these enterprises to indebt themselves to the local

banking system to compensate for an absolute reduction in

operating subsidies or capital endowments. In practice, this

tendency to utilize substitute sources of financing was all the

less problematic since the States are majority shareholders in

most of the c~ercial banks and the latter are in any case

placed under the influential supervision of the Finance Ministry.

b) Without violating the 20' rule for advances fro.. the

Central Bank, the States were able to finance budgetary deficits

by taking advantage of external loans. Rattan BHATIA (1985) has

suggested that this system of placing a ceiling on advances was

Ultimately a factor in overindebtedness. This assertion must be

viewed with reservations because without any regulation in this

matter, two scenarios would have evolved, both demonstrating that

external loans were finally necessary to finance expansive

economic policies. In fact, either the States would have had to

resort to an internal money creation even more vigorous than the

one observed, but then the strains on foreign exchange holdings

would have appeared well before 1979, which would have forced the

B.C.E.A.O. to implement restrictive monetary measures earlier,

or, for an equivalent growth of monetary resources, the States

would have been compelled to ration internal credit to the

private sector, but in this case the latter would have suffered

from the eviction effect due to lack of access to international

financial markets.

c) In certain States seasonal credits, for which there is no

ceiling, were deflected from their original purpose, which is to

facilitate the process of producing and marketing agricultural

products. Logically, in fact, these credits are reversed within

the year. The trend observed toward an increase in their amount

shows that this was not always the case. The example most often

cited is that of the National Office of Cooperation and

Assistance for Development (Office National de Coop,ration et
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d'Assistance pour le D~veloppement ONCAD). A semi-public

institution, ONCAD was consistently able to finance operating

deficits caused by the cumbersomeness of its structures with

seasonal credits, which the agency was of course unable to repay

on time (5. GUILLAUMONT, 1984; L. GOREUX, 1985).

d) The accumulation of payment arrears by most of the public

treasuries was one way of financing bUdgetary imbalances, with

the negative consequences for the overall functioning of the

economies that one might expect. These arrears caused not only

"carryover effects" but also "imitation effects" on the part of

the other internal economic units (C. de BOISSIEU 1985).

IV - MEMBERSHIP IN THE MONETARY UNION AND THE IMPLEMENTATION OF

ADJUSTMENT PROGRAMS

Because of the community management of the exchange reserves,

a country with a temporary disequilibrium in its balance of

payments has every chance of being able, regardless of the nature

and the size of the deficit, to avoid the burden of a socially

costly and economically useless stabilization. In the presence

of a persistent external imbalance, the principle of community

management is, however, of questionable int~rest since it can

justify delays in the implementation of structural adjustment

programs.

When the balance of the Operating Account is positive,

through the action of compensations between national exchange

positions, a country whose position is negative can in fact delay

the adoption of corrective measures. No provision of the by-laws

compels it to restore the balance of its international payments

or to replenish its foreign exchange holdings.

When the balance of the Operating Account tends to become

negative, the institutional mechanism obligates the Central Bank ._"
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to adopt the monetary measures. necessary to correct the foreign

exchange holdings position. But it is also true that the room

for maneuver of the B.C.E.A.O. is great since access to

overdrawing the operating account requires no formal agreement

nor any involved negotiations on the content of the adjustment

programs.

Be that as it may, it does not appear that the overdraft

facility was used to circumvent the exigencies of adjustment.

Although the operating account actually provided most of the

compensatory financing in 1979 and 1980, the countries prey to

more serious difficulties, with the notable exceptions of Benin

and Burkina Fasso, availed themselves of the conditional

assistance of the Fund in the first few months after the

country's position became negative. Given that access to the

overdraft facility is automatic and immediate, whereas

establishing a program with the IMF is preceded by frequently

lengthy and difficult negotiations, the time lag is not

indicative of political reservations about adjustment. Thus,

there was a relationship of complementarity rather than of

substitution between these two sources of compensatory financing.

Beginning in 1983, stabilization and structural adjustment

policies produced spectacular results. Expressed as a percentage

of the exports of goods and services, the growth of the

consolidated balance of current transactions exclusive of

interest payments is evidence of this. From an average deficit

of about 40' in 1982, this ratio dropped considerably and stayed

below 7.5' in the last two years (1984-1985) • The most

remarkable progress was recorded in the Ivory Coast, Niger and

Togo, where the position of the balance was even reversed, with a

tenuous surplus after having been structurally passive since the

middle of the 70·s.

Conversely, . in

program, signs of a

the countries not involved in an I.M.F.

lasting adjustment are not yet visible, with
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the result that their financial position is a source of

legitimate concern.

Table 4

Ratio of current balances exclusive of interest payments
to the exports of goods and services (as a %)

1979 1980 1981 1982 1983 1984 1985 I 1979 1979 1983
1985 1983 1985

Benin • -13 -93.2 -111.1 -96 -61.3 -4.8 -16.9 • -56.6 -74.9 -27.7
Burkina Fasso I -35.7 -24.3 -19.4 -48.6 -27.6 -36.1 -42.0 , -33.4 -31.1 -35.3
Ivory Coast • -34.5 -41.2 -34.7 -18.8 -18 +13.7 +13.3 I -17.2 -29.4 +3.0
Niger I -21.6 -31.9 -25.6 -37.4 -4.3 +10.7 +0.1 I -15.7 -24.2 +2.2
Senegal I -22.3 -42.0 -47.6 -27.2 -26 -21.5 -17 I -29.2 -33.2 -21.5
Togo , -60.3 -9.7 -1.8 -12 +2.1 +10.9 -1.6 , -10.3 -16.3 +3.8

UMOA , -31.4 -40.4 -40.0 -40 -22.5 -4.5 -10.4 I -27 -34.9 -12.6
(average of
ratios)

Source:
Comment:
Monetary

IMP, Balance of Payments Yearbook Statistics, Washington, various years.
investment earnings, lines 15-20 of the detailed balance of payments of the

Fund are calculated exclusive of direct investment earnings.

By what means and at what social cost did the U.M.O.A. manage

to improve the position of its external accounts? The process of

restoring the balance involved a combination of measures, certain

of which tend to check aggregate demand and others to stimulate

the supply of exportable goods or substitutes for imports.

Theoretical arguments suggest that the adjustment of

international payments is more painful when devaluation is ruled

out. For a "small country" that is a price taker on the

international commodities market, devaluation is actually

beneficial insofar as it instantly changes the structure of

relative prices in favor of goods open to international trade.

In an economy with large unused production capacities in this

sector there is reason to hope that a not inconsiderable portion
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of the adjustment can be accomplished
(structural adjustment) rather than
(stabilization).

by the qrowth of
the curbinq of

supply
demand

with respect to the process of restoring the Union's balance,
a few remarks concerning these assertions are in order.

Pirst, in an international environment of flexible chanqe
where the Prench franc fell in value with respect to the I\IlIjor
currencies (1981-1985), maintaining parity did not exclude a
sometimes significant depreciation of the nominal effective
exchange rates of the franc C.P.A. Calculated on the basis of
the structure of the imports of each country during the 1980-1986
period, the depreciation was 6% between 1980 and 1987, and more
than 10% not counting Benin, where the upward trend of the index
was due in large part to the fre~ent devaluations of the
Brazilian currency.

Table 5

Variations in percentage of the components of the real
effective exchange rates of the West African Monetary Union

(1980-1987)

TEN P.R.

Benin +16 -18.8

Ivory Coast -12.2 -5.8

Niger -8.9 -20.7

Senegal -6.3 +11.4

Togo -14.5 -2.0
•

Burkina Passo -9.45 -10

UMOA -5.9 -7.6

(Note: see legend on next page)

•,

,

T.B.R.

-2.8

-17

-24.5

-5.7

-16.7

-17.6

-12.2
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TEN: Variations in the nominal effective exchange rate

calculated on the basis of the 1980-1986 average import structure.

PR: Variations in relative price expressed in the various

currencies of the countries in question; the 1+1 sign indicates

that inflation in the African country is higher than the average

of its partners, and the I-I sign means the reverse. Consumer

prices are the reference.

TER: Variations in the real effective exchange rate.

Source: Data from:

IMF InternationaL Financial Statistics, 1988 Yearbook,

Washington.

- united Nations, Yearbook of International Trade Statistics, New

York, various years.

- World Bank, World Tables, 1989 edition.

Second, under the influence of internal

effective exchange rates depreciated during the

that indicated above by more than 12% on average.

policies, real

same per iod as

This trend toward improvement in the competitive position is

remarkable in that it increases depreciation of the nominal

effective exchange rate; this is a special case sUfficiently rare

to warrant mentioning. Usually, in fact, the increased

competitivity instantly produced by a devaluation disappears in

part in the.ensuing months due to an acceleration in the rise of

internal pr ices, which compound the difficulties of implementing

a rigorous policy to accompany it. Now, in the case of the

U.M.O.A., the depreciation of nominal effective exchange rates,

without changing the par i ty, led, on the contrary, to a

deceleration of inflationary strains. Two phenomena therefore

contributed to this favorable development:

- the exogenous depreciation trend in the exchange rate of

the French franc. Since the depreciation of the franc C.F.A. was
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only indirect, it led to a phenomenon of money illusion on the

part of the ecomomic units (PLANE, 1988).

- profound

policies which

expectations. 1

changes in

led to a

the conduct of monetary and budgetary

downward adjustment of inflationary

Table No. 6 provides information for evaluating the

comparative vitality of the reform processes south of the

Sahara. 2 On average, the real effective exchange rate

depreciated in the Union less quickly than it has since the

beginning of this decade. The discrepancy has only limited

significance, however. First because the World Bank index is

based on the S. D. R., whereas. for the Union the calculations are

made on the basis of the currencies of the principal importing

countries, but, more particularly, because many African countries

outside the Franc Zone had to correct the excessive

overvaluations that occurred in the 70's.3

1 Cf GUILLAUMONT (S): -Devaluation in Africa?- in Bcono.ic

Observations and Diagnostics, Journal of the OFCB, October 1988,

pp. 123-143.

2 The.data for Sub-Saharan Africa are

and UNDP (1988) publication entitled:

Africa in the 1980's.

taken from the World Bank

Adjustment and growth in

Program,

3 Cf: Accelerated

World Bank,

development in Sub-Saharan

Washington, 1981.

Africa, Action
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Table 6 V
Indicators showing the results of reforms

Sub-Saharan Sub-Saharan
Africa Africa

Indicators Periods , Countries with , Countries with U.M.O.A., energy reform , no reform pro-
programs • gram or making, few efforts

Consumer price 1980-85 18 23 7.2
variations 1986-87 16 35 0.4
(annual %)

Nominal exchange 1986-87 48 55 97.3
rate
(1980 - 82 = 100)

Real effective
exchange rate 1986-87 79 83 91.1
(1980 - 82 = 100)

Central Bank 1980-82 -7.0 -7.6 2,8
real discount 1986 -1.0 -12.2 8.8 Urate

Growth of the GDP 1980-84 1.4 1.5 0.5
(constant 1980 1985-87 2.8 2.7 4.5
prices)

Growth of real 1980-84 -2.1 -3.7 -19
investment 1985-87 -0.9 -7.0 3.7

Gross domestic 1982-84 9.9 2.3 4.6
savings 1986-87 10.7 6.0 6.5
(as % of GDP)

Sources: For general data concerning sub-Saharan Africa see Tables 19 and 20
of the World Bank document entitled: Adjustment and Growth in Africa in the
1980's (the averages are not weighted).
Calculations for the member countries of the U.M.O.A. are based on data from
the World Tables of the World Bank, 1989 edition, and the IMF 1988 Yearbook:
International Financial Statistics.
Calculations by country are given in Annexes 2-6.

The above observations are confirmed by the fact that between

1986 and 1987 the decline in real exchange rates in the Union was
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due to price stability in an environment of worldwide

disinflation. Conversely, the rate of price increases remained

high in the other African countries, with the result that, on

average, the currencies had to depreciate by about 50' with

respect to their nominal value at the beginning of the 1980's in

order to keep real depreciation at 20'.

As a result of price stability within the U.M.O.A. and a

policy of tight money, the Central Bank's real discount rate is

now positive at about 9'. Generally, it remains negative in most

sub-Saharan countries, even in those which the World Bank

considered as having undertaken energy reforms (cf. Table 6).

Despite this policy of high interest rates, the rate of domestic

savings is abnormally low in the Union, about 6.5' for 1986 and

1987. Financial crises characterized by the illiquidity, and

even the insolvency of commercial banks cannot be considered as

unrelated to this fact. Bankers not having taken the precaution

of ensuring the security of deposits entrusted to them by the

public, the temptation is now great for those who have no access

to external financial markets to opt for the immediate use of

savings. In this context of a highly specific crisis, it is not

inconceivable that in the most recent period, the system of

convertibility of francs C.F.A., which allows the unrestricted

purchase of imported consumer goods, indirectly slowed the

correction of national savings rates.

Judging from trends observed elsewhere, it does not appear

that the refusal to adjust the parity of the franc C.".A. led to

any specific sacrifice in terms of the growth of do~stic

products. Of course, activity was unspectacular throughout the

1980-1984 period, but the impact of stabilization policies was

intensified by the consequences of climatic disasters, especially

in the Ivory Coast (1982-1984) and in Senegal (1980-1984). But,

in the most recent period, a phenomenon of adjustment has

occurred which is increasing the average performance of the
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Union, placing it at a level higher than that achieved anywhere

in sub-Saharan Africa.

IV - CONCLUSION

Local economic measures have contributed just as much as the

international environment to the severe financial crises that

most sub-Saharan countries have been experiencing for the past

fifteen years. Although the desire to maintain the

convertibility of the currency on the basis of a fixed parity

vis-A-vis the French franc can encourage the conduct of a strict
•

economic policy, the U.M.O.A. nevertheless lost considerable

ground in the monetary and budgetary spheres. Given its economic

and financial opening to the exterior, the effect of these

policies was to lead immediately to balance of payments

deficits. Between 1979 and 1985 the resources that had to be

mobilized solely to finance the Union' s international imbalances

were -estimated at approximately 5 billion SORs, or more than 100% y
of the average exports of goods and services during the period.

In 1983, although national trends were fairly disparate, on

the whole, policies aimed at restoring the balance of external

accounts resulted in real progress. Since, in the 1981-1985

period, the French franc was frequently low vis-~-vis the major

currencies and moderation in the creation of internal credit

resulted in remarkable price stability, maintaining the parity of

francs C.F.A. was compatible with a significant reduction in the

real effective -exchange rate. However, this approach, which is

essential to the success of a structural adjustment, remains

tenuous. And, in any case, some serious problems remain.

This is particularly true in the case of rehabilitating the

banking systems, which is a factor in correcting the rate of

national savings. There is also a need to continue reorganizing

public finances and promoting the withdrawal of the State from
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economic activities, whenever the private sector can effectively

take over from the public administration. An obligation also

exists to further improve the competitiveness of the economies.

In a difficult international environment, because of the trend of

primary commodities prices and the prospects of stabilizing the

exchange rate of the French franc, this improvement will greatly

depend on the ability to increase productivity in the productive

system. And, finally, there are questions about the parity of

the franc C.F.A. In terms of parity of purchasing power, the

currency seems unaffected by any continuing overvaluation that

would justify a departure from the current exchange rate with

respect to the French franc. But, the aggressive monetary

adjustments carried out in certain African countries, especially

Nigeria, where the external value of the naira depreciated by

half as compared to 1970, will undoubtedly cause p~oblems.

Certain French-speaking economies view with concern the

development of clandestine trade on their borders which tends to

accentuate the weakening of governments.
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Annex No. 2 - Growth of the G.D.P~

country 1980-1984 1985 1986 1987

Benin 3.3 7.8 0.7 - 3.7
Burkina Fasso 3.5 14.7 11.8 3.3
Ivory Coast 0.2 15.9 3.7 - 3.9
Niger - 3.5 6.0 6.6 - 5.0
Senegal 3.4 3.8 4.0 6.2
Togo - 4.3 2.8 2.5 1.9

U.M.O.A. 0.5 8.5 4.9 0.2

Source: From: World Bank, World Tables 1989

Annex No. 3 - Growth of consumer prices

Country 1980-1985 1986 1987

Benin na na na
Burkina Fasso 7.7 - 2.5 - 2.8
Ivory Coast 5.5 6.6 5.4
Niger 5.0 - 3.2 - 6.8
Senegal 11.6 6.4 - 4.3 WTogo 6.2 4.1 0

U.M.O.A. 7.2 2.3 - 1.4

Source: Idem Annex No. 2

Annex No. 4 - B._C. Ee.A.O. real discount rate

1980-1985 1986

Benin na na
Burkina Fasso 2.9 11.6
Ivory Coast 5.1 2.9
Niger 5.5 16.4
Sen·ega1 - 0.7 13.3
Togo 4.4 8.5

U.M.O.A. 2.8 8.8

'..J

Fund, International
The real rates are

nominal interest rate
consumer price variation

i:
p:

Source: From: International Monetary
Financial Statistics, Washington 1988.
calculated using the formula:

r = 1 + i - 1
1 + P
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Annex No. 5 - Noaina1 and real effective exchange rates
(base 100 • 1980 - 1982)

Nominal exchange rate Real exchange rate

Benin * 117.6 102.2
Burkina Fasso 93.6 89
Ivory Coast 91.5 85
Niger 94.2 76.7
Senegal 96.7 115
Togo 90.2 83.7

U.M.O.A. 97.3 91.1

Source: Idem Annex No. 2. No. 4 and Table No. 5
* The real exchange rate index is calculated using the Gross
Domestic Product deflator.

Annex No. 6

Real investment Rate of gross
Country growth rate domestic savings

80-84 1987
~' of GOP)

"
1985 1986 80-84 1 85 1986 1987

W Benin -23 +14.8 -3.3 +7.4 • -4.8 -0.8 1 4.4
Burkina Fasso 3.8 +18 -11.1 -5.1 • -7.1 -8.7 0 -7.4
Ivory Coast -26.7 +47.6 -20.2 +9.5 • 20.5 25.7 23 18.6
Niger -59.6 -34 +12.7 • 9 2.3 5.6 4.6...
Senegal 3.3 -11.9 +13.6 +0.5 • -2.3 -1.2 6 6
Togo -12.2 +11.7 +4.3 -2.9 • 13.7 10.6 12.4 5.5

U.M.O.A. -19 +16 -8.4 +3.7 1.3 +2.7 +8 +5.2

Source: Idem Annex No. 2
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1. Introduction

In recent years there have been major moves by a number of African countries

towards liberalizing their financial systems. In doing so there has been the belated

recognizatlon that real sector economic development and a free (or relatively free)

financial sector are inextricably linked. While to some extent a major motivating force

has been the conaltionality requirements laid down as part of IMF and World Bank

Structural adjustment programs, these developments would not have occurred without

the endogenous acquiescence of the govemment (in some cases) and the endogenous

motivation of the private sector (in others).

In section I of this paper I first look at theories explaining why financial innovations

occur. As will be seen I define innovations broadly to include new instruments.

institutions and processes. The two major theories of innovation are market

cornpleteness theory and constraint induced theory. These theories imply certain major

causes of financial innovations. In Section /I I WIll review the causal framework implied

by these theories and look at the evidence from applying this framework to U.S. data.

In Section /II I examine this framework in the context of recent financial innovations in

three East African countries, Kenya, Mauritius and Tanzania. It is shown that important

adamonal causes (compared to the U.S.) of financial innovation are foreign exchange

shortages and conditionality laiel down by World BankllMF structural adjustment

programs. Moreover, many of the financial innovations in East Africa are government

sponsored (either directly or indirectly) whereas in the U.S. and other first world

countries innovations are largely endogenous to the private-sector. In Section IV I wiI

examine why some innovations succeed and oU I8l'S faal and link this 10 the

interdependent nature of the financial innovations process. Finally Section V is •

Summary and Conclusion.
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II. Theories of Financial Innovation

(i) Market Completeness

Market Completeness theory has its theoretical foundations in the work of Arrow

and Debreu. Basically in a complete market there are a sufficient number of financial

instruments available (e.g., stocks, bonds, futures, options) to hedge every conceivable

"state of the world" that might arise. For example, a commodity price collapse, oil

shock, rapid economic growth are different potential states of the world with different

probabilities of occurance. Thus, in this context, an incomplete or imperfect financial

market is one where there are insufficient instruments available to enable individuals to

hedge state contingent risks if they so wished. Hence financial innovations (new

products, instruments) can be viewed as a process of completing the market I.e.

developing (in the limit) a sufficient number of financial instruments to span the whole

state space (feasible set of state outcomes). In general it has been shown (see Arditti

and John [1980] for example) that the number of financial instruments (m) necessary to

span all state possibilities (n) is not one to one. That is by combining (diversifying

across) financial instruments such as options and futures it is possible to create

synthetic securities that hedge certain potential risks (states). Hence in general m is

less than n.

Van Home (1984) has provided a more practical interpretation of market

completeness theory. He views financial innovations as a mechanism by which

economic agents (individual's, firm's or government) can improve their return/risk trade

offs. Market completeness occurs when no (new) innovation can improve this trade-off.

Further, the incentive to innovate will increase the greater the range of possible

outcomes or states facing the investor. Thus, for example, a major spur towards

completing the market through innovation is greater price (interest rate, goods price,

exchange rate) uncertainty since this expands the feasible set of possible outcomes in

the state space.
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(il) Constraint Induced Theory
This theory developed by Silber (1975. 1983) views agents as maximizing their

utility or wealth subject to a set of regulatory and economic constraints. Economically,

one can think of agents maximizing their utility in the contaxt of a linear-programming

type model. According to Silber, the more binding the set of constraints the greater the

incentives for agents to innovate new financial instruments and processes to avoid

these constraints. Hence this is a theory of constraint induced innovation. Importantly,

not only do restrictive regulations, such as foreign eXchange controls, interest rate

ceilings and taxes spur innovations (to avoid such regulation) but so do economic

constraints. Thus increased interest rate or price volatility is viewed as imposing

increased constraints on an agents' actions indue ing him to innovate new instruments

or processes to alleviate such constraints.

Elsewhere Kane (1981) has given a slightly different interpretation of the constraint

induced theory of regulation. Kane conjures up the notion of a -regulatory dialectic.

Basically, governments impose restrictions on financial activities which induce agents to

innovate ways around these constraints. This, in. tum leads governments to impose

restrictions on any new set of activities. Consequently regulatory

avoidance is viewed as the major spur for innovation - which is speeded up by

improvements in technology. That is, Kane views technology as a mechanism by which

agents can respond (through new innovations) to govemment regulation and At

regulation.

While it is difficult, if not impossible, to direetly test the market completeness

innovation theory and difficult to test the constraint induced theory (see Ben-Horim and

Silber (1977) for the only known test) these theories are useful in that they suggest a

framework of causes that can be employed to explain different financial innovations.

While this framework is to some axtent~ hoc It does offer a significant improvement on

simply descriptively listing financial innovations as separate or independent events.
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II. The Causal Framework for Financial Innovations
The underlying theories of financial innovation suggest a number of major causes

of financial innovation. In particular, from the work of Van Home (1984), Silber (1983)

and Finnerty (1988), who seek to explain financial innovation in the United States, a set

of major causes can be identified.

(1) Inflation and the level of Interest Rates
The higher the rate of inflation the greater the incentives of agents to innovate

financial products that lock-in a real rate of interest or at the very least a nominal

interest rate that is responsive to inflation. Also the more costly it is for lending agents

to adhere to interest rate ceilings.

(2) The Volatility of Prices and Interest Rates

The greater the volatility of prices and interest rates the greater the risk faced (by

risk-averse agents) and the greater are the incentives to innovate new instruments or

products to hedge such risk (e.g., futures, options, swaps).

(3) Tax Laws
The higher are tax rates either on income (dividends and interest) or capital gains

the greater are the incentives to develop innovations to lower the tax burden (e.g, zero

coupon/deep discount bonds)

(4) Regulation
Regulation encompasses both ceilings (such as those on savings deposit and loan

interest rates) as well as activity constraints (such as permitted areas of lending or

investing). The more costly it is for an agent to adhere to such restrictions, either in lost

income or profits, the greater the incentive to innovate new activities lying outside the

boundaries of current regulation (e.g., NSFI finance companies).
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V (5) Technological Advances

The greater the speed with which information can be collected and transacIions

processed the lower the (average) cost of introducing new innovations and the lower the

cost of regulatory avoidance.

(6) Level of Economic Activity

The greater the level of economic activity (and therefore the great8r the level of

savings) the greater is the demand for new Innovations as investment vehicles. Also

the greater the opportunities to mobilize new savings.

(7) Other Causes of Innovation

These include: internationalization, reduced agency costs, increased liquidity,

academic work and accounting benefits.

If (1) to (7) are the approximate causes of financial innovations how can the

different innovations be classified? The two broadest classifications schemes 818 those

that are new products or instruments and those that 818 new processes or institutions.

In tum new products could be further divided into those that are consumer orielltaled

products (i.e. new types of savings accounts) and those that 818 corpcnle or

government orientated products (e.g. corporate bonds).

In this paper I will use a three part classification scheme:

(1) Consumer Innovations

(2) Corporate/Government Innovations

(3) Financial Process Innovations

In Tables 1, 2, 3 applications of this causal framework to recent financial

innovations in the U.S. 818 shown. SpeclIicaJIy, Table 1 shows the analysis of major

causes of innovation by Silber (1983) for the period 1970-82. Table 2 shows the

analysis of Van Home (1984) for the period 1978-84 and Table 3 shows the analysis of

Finnerty (1988) for the period 1968-1988. These tables 818 faiJ1y easy to Interpret.

Thus Silber (1983) argues that 3 major causes for the innovation of zero-coupon deep

discount bonds were: the level of interest rates, tax effects and the volatility of interest

rates, while Van Horne (1984) attributes the same innovation to the level and volatility of

W~ f!J 1M.t.;. CCr:d~
1) r A1P-(w6 - %1.tt-ki"Jtt#~J~
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interest rates and (perhaps surprisingly) academic work. While, Finnerty (1988)

attributes zero coupon bonds to the level and volatility of interest rates, tax effects and

risk reallocation effects. Thus, although there is agreement that the level and volatility

of interest rates were a major cause of this innovation, there is some disagreement over

the other causes. This of course, is partly due to the rather ad hoc link of this

framework to the underlying theoretical models and the difficulty of developing more

direct tests of the innovations process.

Notwithstanding, the essentially ad hoc nature of this framework, I will examine, in

the next section, how well it fits recent experience in three East African countries:

Kenya, Mauritius and Tanzania.

(III) Application of the Causal Framework to East Africa

In Section II, six major causes of financial innovations in the U.S. were identified:

(1) Inflation and the level of interest rates, (2) Volatility of prices and interest rates, (3)

Tax laws, (4) Regulation, (5) Technological advances and (6) The level of economic

activity. If the theories of financial innovations are general, (1 )-(6) should explain a

large number of East African financial innovations. However, two important causal

constraints that are very relevant for African countries (but not so relevant for the U.S.)

need to be added.

Specifically:

(i) Foreign Exchange Constraints

The greater the shortage of foreign exchange receipts (due either to commodity

price falls and/or export collapse) and stringency of exchange controls, the greater the

incentives for agents to develop methods to either avoid such controls and/or innovate

new methods to collect foreign exchange.

(Ii) IMF and World Bank Structural Adjustment Programs

The greater the conditionality imposed by Structural Adjustment Programs (linking

additional hard currency loans to financial liberalization) the greater the incentive for
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agents to avoid even more binding foreign currency constraints by adhering to a

liberalization program.

Thus (i) and (ii) add an intemational or foreign currency dimension to the causes of

financial innovation in African countries. In addition to these other causes, the question

of who does the innovating also appears to be somewhat d"lfferent between the U.S.

and African experience. Virtually all the innovations in Tables 1-3 (for the U.S.) can be

attributed to private-sector initiatives in response 10 the causal factors. By contrast

many of the financial innovations recently witnessed in East African countries are

govemment (or para-stataQ sector initiatives. This suggests that, since the U.S. and

East African financial markets are at very different stages of development , govemment

sponsoring of innovations may be necessary at early stages of financial development

but that eventually the private-sec1Dr has sufficient profit incentives and motivations to

be the primary (if not the sole) source of financial innovation. 01 course, one problem

with non-pnvate sec1Dr driven innovations, by govemments seeking social ndher than

profit objectives. is that such innovations may have a greater propensity to fail a market

test than commercially driven innovations - although privately sponsored innovations

can and do fail as well.

The three East African countries analyzed are at different stages of financial

IiberalizaJton: Tanzania Oust beginning to liberalize), Kenya (in the middle of

liberalizing) and Mauritius (undertaking major reforms to its financial~. While

these countries have different political ideologies as well as 2!! capita incomes it is of

interest to examine what common threads the ·Causal Framework" offers in explaining

major financial innovations in these countries over recent years. n should be sbessed

that the list of innovations. while fairly comprehensive. is probably incomplete and the

attribution of causes to innovations is based on my judgement and in a number of cases

is probably contentious.

Table 4, summarizes the major innovations in three countries: Kenya (I<),

Mauritius (M) andTanzania (T), by breaking down the Innovations im three d"lfferent

classifications:

(1) consumer product innovations

(2) commercial product innovations
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(3) financial processes innovations.

And, identifies eight potential causes of innovation:

(1) Inflation and the level of interest rates

(2) The Volatility of Prices and Interest Rates

(3) Tax Laws

(4) Regulation

(5) Technology

(6) Level of Economic Activity

(7) Foreign Exchange Constraints

(8) IMF and World Bank Structural Adjustment Programs

Moreover, innovations are further subdivided as to whether they are "largely"

government sector driven or sponsored (G) or private-sector driven or sponsored (P).

Finally while informal foreign currency black markets and lending markets are geniune

"innovations", I concentrate on more formal innovations only. (However, black markets

,can easily be explained within this causal framework).

INSERT TABLE 4 ABOUT HERE

First, looking at consumer sector financial innovations, (1) and (2) are savings

bonds introduced by the government of Mauritius in 1987 and 1988. Both bonds were

introduced as a means of absorbing private sector savings and to increase competition

for savings with the banking sector. In the first issue of these bonds (8 year maturity)

the zero coupon (deep discount) form proved nearly 10 times more attractive than the 8

year coupon bearing bonds (Rs. 235 million versus Rs. 27.5 million). As Table 4

indicates, the major difference between these instruments is that the zero's allow the

investor to avoid tax while, with the coupon bearing bonds, the buyer has to pay income

tax on coupons. Here high income tax rates is not only a major cause of this innovation

but also (legal) tax avoidance is a major reason for this innovation's relative success.

The next innovation is the increasing use of credit cards and Travel and Entertainment

cards (particularly American Express). This is made possible by the use of satellite

technology that allows a US cardholder, for example, to use his card for expenditures in
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Kenya etc... Moreover. such cards are an effective source of foreign currency for

foreign exchange constrained countries such as Kenya and Tanzania Finally. to the

extent that economic activity and per capita income is rising they increase payments

convenience by relieving the constraint of having to hold and pay for goods and

services in cash. As might be expected credit cards are (relatively) more widely used

and distributed in Mauritius than in Kenya or Tanzania. where the per capita level of

economic activity is higher. The fourth consumer innovation is mutual funds. As part of

its stock market reform package. the government of Mauritius through the State

Commercial bank and State Investment Corporation are sponsoring the sale of open

ended mutual fund shares. The advantages of a mutual fund is that It allows imestors

to better diversify stock price risk (cause (2». while exploiting technology that allows the

value of the mutual fund portfolio to be marked to market in a frequent fashion - (cause

[5]). In addition. mutual funds become an extremely attractive vehicle for investors

when there is a rising level of economic activity and an expanding volume of savings

(cause [6]). The fifth consumer innovation is interest bearing checking accounts

recently introduced by Citicorp in Kenya Rising levels and volatility of inflation and

interest rates clearly increase the opportunity cost for holding non-interest bearing

checking accounts (causes [1] and [2]) which is accentuated if there are also regulations

regarding ceilings for maximum interest payments on the nearest available substitutes

such as savings deposits (cause [4D. In particular. in periods of inflation individuals

(savers) prefer explicit payment of interest rather than payments in kind such as low

service charges etc.

The second group of innovations are commercial product innovations. In 19881he

Mauritius Leasing Corporation was established. Since this corporation was not a bank it

could not raiseJbecause of regUlation, finance through deposits (cause [4D. Instead It

made a 5 year maturity, 11 1/2% coupon, corporate bond issue that paid coupons

competitive with bank savings rates and T. bill rates - although not as competitive as

the rates on the zero coupon savings bonds discussed earlier (cause [1D

Both Mauritius and Kenya have leasing companies - the second commercial

innovation. In Mauritius this is an independent financial institution while in Kenya they

are subsidiaries of the major banks (e.g. Standard and Chartered). The major reasons
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for leasing companies being established and thriving in both Mauritius and Kenya are

tax advantages either to the lessor in (Kenya) or lessee in (Mauritius) - cause [3].

Leasing is also a mechanism of regulatory avoidance (cause [4]) in that it allows agents

to avoid restrictions on bank's holding (directly) real long-term equity in their asset

portfolios.

Venture capital involves the participation of an outside investor or group of

investors in the equity of smalVrisky projects or finns. Thus long-tenn equity

participation differentiates a V.C. finn from a bank that makes short-term loans to small

business (although if a loan goes bad a bank will end up, ex-~, with an implicit equity

participation in the company). As with leasing, venture capital firms such as IPS (K) in

Kenya are a form of regulatory avoidance (I.e. of limits) on banks directly holding real

equity in their portfolios. Further, because of the high risk nature of most venture capital

projects it is only by careful selection, close-monitoring and diversification that a VC finn

can survive the high risk of such investments -- which in tum are the reasons for its

existence (cause [2]).

The absence of bank finance to small companies is widely seen as a constraint to

financial and real development in many African countries. Banks, particularly in Kenya,

Tanzania and Mauritius, seem to concentrate on making relatively short-tenn loans to

large scale private and parastatal customers. This leaves only the high interest in 

fonnal credit market sector as a source of loan finance to small scale enterprises

(SSE's). The role 'of guaranteed loans, as in Kenya, is to reduce the cost of funds

(relieve the constraints implied by causes [1] and [2]) to small business by offering

banks a risk-sharing or co-insurance default risk guarantee. In addition such

guarantees allow banks to avoid coming up against regulated maximum loan rate

ceilings (cause [4]).

The third set of financial innovations are broadly defined as new or refonned

financial processes. Although Mauritius has had a stock market for over 100 years, by

the end of 1987 it was totally moribund and was ill-serving the rapidly growing real

sector of the economy. Thus to better accommodate a growing level of economic

activity and demand by firms for long-tenn funds (cause [6]) which, because of

regulation and inertia, were not being accommodated by the banking system (cause

i"-wJ
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[4]}, the government has sponsored a major reform of the stock market. This includes

building a new exchange, the establishment of a SEC, a complete body of new laws

(modelled on the US) as well as reformed trading practice. "was feb that without

undertaking such reforms the financial sector would prove a drag on the continued

development of the real sector.

Because of foreign exchange regulations (cause [4]) and foreign exchange

shortages (cause [7]), corporations in many African LOC's have had great cfrflicUlty

importing key raw materials and other vital imports. Development banks that are funded

by foreign currency loans (provided by overseas sponsors such as the World Bank,

CDC, EEC, etc••.) are often viewed as a financial innovation that partially alleviates

these foreign currency constraints. This lOB and OFCK in Kenya and TDFL in Tanzania

are development banks built on this model. However, while these development banks

may be an innovation that has alleviated certain foreign currency shortages they have

also raised new problems and constraints, such as enormous interest and principal

foreign currency burdens for indigenous firms, in the face of major devaluations of local

currencies. This suggests that the success of one financial innovation may crucially

detlElnd on (be interdependent with) the presence of other innovations. In this specific

case, instruments that allow indigenous firms to hedge foreign currency risk (see next

section on sources and failure of financial innovations).

A third recent financial process innovation has been offshore banking. Madus

has recently passed legislation to allow the establishment of off-shore banks. An off·

shore bank is basically a shell-organization that attracts foreign currency deposits from

non-indigenous agents (e.g. capital flight) and on-Iends these deposits to other non
indigenous agents, andlor , in the case of Mauritius, to provide foreign currency short·

term working capita/loans to EPZ (export processing zone) firms. As such, off-shont

banks are innovations to alleviate foreign currency shortages (cause[7]) and to avoid

regulations such as limitations on indigenous agents ability to borrow or hold foreign

currencies abroad (cause [4]). Moreover, they may enable the financial sector to better

accommodate real sector needs for expansion (cause [6]).

Merchant banks are a specialist group of financial institutions who provide Ionger

term finance (I.e. longer than commercial banks) to the real-sector of the economy.
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This longer-term finance may include venture-capital like equity participations or longer

term loans. However, in the case of Diamond Trust of Kenya, recently voted the most

innovative financial institution in Kenya, the services provided also include underwriting

equity issues - such as the new issue or IPO of its sister company Jubilee Insurance.

Thus, merchant banks are an innovation that can be attributed to regulations limiting the

ability of commercial banks to provide long-term financing (cause [4]) as well as to the

level and volatility of interest rates (causes [1] and [2]) that may make new equity issues

more attractive sources of finance than longer-term debt or loans. However, only two

new equity issues have been made (underwritten) by merchant banks in Kenya in

recent years mainly because of an unavoidable regulatory constraint that allows a

government sponsored Capital Issues Committee to decide on when (and at what price)

a new private equity issue can be offered to the public.

Finance companies (often labelled NBFI's) are an additional innovative financial

process. Finance companies exist in Kenya, Mauritius and Tanzania. While, like

banks, they often issue savings deposits (but not checking accounts) they tend to

concentrate their lending either on asset backed commercial finance (e.g. financing

inventories of goods) or asset backed consumer finance (e.g. hire purchase). One of

the major reasons for their establishment has been regulatory avoidance of interest rate

ceilings on bank savings and/or lending rates (cause [4]). Thus in Kenya during periods

of rising interest rates (cause [1]) during the 1980's the ceilings on bank savings and

lending rates became increasingly binding. By establishing NBFI (Finance) subsidies

banks could get around such ceilings. Moreover, even when (as in the Kane regulatory

dialectic) regulators sought to impose ceilings on NBFI lending rates these ceilings were

still 4·5% higher than bank lending rates so that "institutional arbitrage" remained

attractive. Thus, regulatory avoidance has been a major cause for the establishment

and growth of NBFI's.

The final two process innovations are financial market innovations. It is in this area

that IMFlWorld Bank structural adjustment programs (cause [8]) appear to have had

most effect in driving financial innovations. Thus as part of its structural adjustment

programs Kenya has introduced longer-term Treasury bonds sold through a

discriminatory auction thereby increasing the menu of longer-term financial assets. In

u
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such an auction, subject to minimum price (maximum yield) constraints the investor

(agent) is free to enter a competitive bid for a desired quantity of bonds. While there are

some technical problems with the current auction procedures the major advantages of

these competitive auctions is that they allow investors to better manage interest rate risk

(causes [1] and [2]). An additional aspect of the Kenyan structural adjustment programs

has been the start of a nascent secondary market in T. bills as a pr8CUrsor of an

eventual reorientation of monetary policy, away from credit ceilings and COntrOlS,

towards a policy based on open market operations O.e. a monetary policy more

consistent with a liberalized financial sector).

Summary

In the above section it has been shown that East African financial innovations,

broadly defined, fit quite well into the causal framework suggested by the complete

market and constraint induced theories of innovation. Specifically, a relatively limited

set of causes appear to offer a reasonable explanation of a wide array of innovations.

While it is impossible to reach anything other than qualitative conclusions it does appear

that regulatory avoidance (cause [4]) and the level and volatility of prices and interest

rates (causes [1] and [2]) are prime determinants of the scale and scope of financial

innovation in these countries.

In the next section we look at the reasons for the success and failure of financial

innovations. That is, even though a financial innovation appears it may well fall through

lack of demand or illefficient (cost effective) supply.

IV The Success and Failure of financial Innovations
Table 4 listed 16 financial Innovations. In most cases these innovations are so

new that it is hard to say whether they will be successes or failures (e.g, OII-shore

banking and/or stock market reform in Mauritius). However, in other cases it is possible

to see why (explain why) an innovation has failed or succeeded.
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ailure

auritius Coupon-bearing Savings bonds

As discussed earlier Mauritius coupon bearing savings bonds attracted relatively

little investor interest. The reason for the failure of this innovation is that it was clearly

dominated by the zero-coupon savings bonds issued at the same time. In particular,

the zero coupon bond offered the same nominal gross yield with greater interest rate

risk protection and after tax returns. In the terminology of the complete market

paradigm the coupon bearing savings bonds were redundant securities in that the zero

coupon savings bonds dominated in terms of return-risk trade off. Thus a new

innovation will tend to fail whenever its return-risk characteristics are already closely

replicated by an existing financial instrument or some combination of existing financial

instruments. Or, put slightly differently, a successful financial innovation should offer

investors a new risk-retum trade-off.

(2) Foreign Currency Funded Development Banks

Although the innovation of foreign currency funded development banks are, !

priori, important innovations in reducing capital market incompleteness (by supplying

longer-term finance in hard currencies to foreign currency constrained indigenous

importers) it is also arguable that they have exacerbated market incompleteness by

expanding the range of foreign currency risks faced by indigenous borrowers. In the

case of Kenyan and Tanzanian development banks, large proportions of their loan

portfolios are in arrears or in default. While, in others funds remain unborrowed. If well

developed forward foreign exchange markets (currency futures or options) were

available to indigenous firms in these countries - then firms may be able to cover some

of their foreign exchange rate risk by taking a position in the forward market e.g. buying

foreign exchange forward 3 months to meet an expected foreign currency denominated

interest payment in 3 months to time (see Saunders (1989». Unfortunately, the one

way downward path in the spot exchange rates of many African countries viz a viz the

dollar (and other hard currencies) has meant that no agent (Central bank or commercial

bank) has desired to act as the counter-Q!!!y in forward market transactions

(notwithstanding foreign exchange control restrictions on such markets). For such

markets to exist there must be some finite probability that the spot rate might appreciate
\..,.i
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1.
instead of just depreciating in the near future and the Mure supply 01 foreign exchange

must be reasonably guaranteed (i.e. it must be deliverable).

As a result the relative success or failure of one financial innovation (in this case

foreign currency backed development banks)is intimately linked Onterdependent) with

the successful innovation of other financial instruments - i.e•• foreign exchange risk

hedging instruments such as forwards. Mures or option contracts. Thus for some

financial innovations there is an unavoidable degree 01 jointness inherent in evaluating

their potential success.

Success

Venture Capital

IPS(K) the private venture capital firm in Kenya has been highly successful.

Clearly venture capital is not a "redundant security" in a Kenyan context because 01 the

very limited alternative suppliers 01 equity. In particular, although there is a stock

market in Kenya. which lists some 55 stocks. this has been virtually moribund with only

two new issues since 1980 and a trading volume 01 no more than a few thousand

shares per year. Thus any innovation that provides a new source of long-term equity In

local currency is likely to be successful as long as the V.C. firm closely monitors and

keeps track 01 the chosen projects and picks the projects based on commercial criteria

alone (a failing 01 many IocaJ currency development banks) i.e., using net present value

criteria with discount rates sufficiently high to reflect the appropriate private degree 01

project risk.

In sum. as the three cases above imply. the sources or failure 01 financial

innovations appear to depend on two key features:

(1) the relative uniqueness 01 the innovation i.e. lack 01 redundancy in terms 01 Its

risk/return trade-off

(2) the degree of independence of the innovation in terms of Its risk-return performance,

from other innovations or potential innovations
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(V) Summary and Conclusions
In this paper recent financial innovations in East Africa have been identified. To

better understand these innovations an analytical framework was used that had links to

the underlying theories of financial innovation. Using this framework it was shown that a

relatively small number of causes could explain innovations and that many innovations

resulted from either initiatives to escape economic and/or regulatory constraints - such

as inflation, foreign exchange shortages and interest rate ceilings. This framework was

additionally useful in identifying reasons for the relative success or failure of financial

innovations.
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Table2,

A Partial Listing of Recent Financial Innovations
(1978-1984)

Prima:y Cauae'

Products
Money market investment acc:ounu
Super NOW aceounu
Interest rate and stock index t'utwes

markeu
Options on Nt\IftS contracts
Municipal bond mutual funds
Zero coupon bonds and coupon strip

ping
Adjustable rate preferred stock
New variations of adjustable rate mort·

gqes
Securitization of PUl-ebrough and

oeber mortgageS

IRA accounu
Universal l1fe insurance policies
Currency option loans .
rnterest rate swaps and cum!ncy swaps
Forward interest rate loan contraCtS.

wieb ceilings and l100rs
Bonds with put options
rssuance oi md investment in high

yield !junk) bonds

1,2
1.2
1.2,6

1, 2, 6
1,3
1,6

1,3
1,2,6

1.2,5

3
1
1
I
I

1.3
1. 6

Processes
Automatic teller machines 2. ~
Point-oi-sale terminals ~

Financial transaetions by personal com- 4
puter

Shell registrations 2
Eleetrt>nic security trading 2, 4
Electronic tima. transier 4
New variations in credit card procesainc 4

'c...... notation: 1. volatile inIlation and interest retes; 2, regu.
WorT, 3. tax Ia.. change: 4, technological advance: 5. level of
economic activity; and 6. academic work.

Table 2 Source: Van Horne (1984)
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